























































































































































































































elected ADR. 1/ The largest corporations appreciate the
advantages of the ADR system. 1In 1974, nearly 92 percent of
corporate taxpayers with depreciable assets of $1 billion or
more elected ADR. In contrast, little more than half of the
corporate taxpayers with more than $100 million in
depreciable assets elected ADR; only 0.36 percent of
corporate taxpayers with $500,000 or less in depreciable
assets elected ADR in that year. Thus, many corporations
have not been sharing in the benefits of ADR to the same
extent as the largest corporations. While it is not clear
why these businesses have not elected ADR, it would appear
that the mechanics of asset classification and the
application of prescribed accounting procedures intimidate
many businessmen and their accountants.

The Treasury Department has been studying ways to
simplify the ADR system. It is expected that a simplified
ADR system would lead to the use of ADR by additional
taxpayers. However, because the Congress enacted the
legislation which authorizes the existing ADR system with a
particular set of regulations in mind, it is not clear that
present law would authorize the Secretary of the Treasury to
promulgate requlations substantially different from those
contemplated when the statute was enacted.

A simplified ADR system could reflect a number of
changes which experience with the existing ADR system
suggests would be beneficial. For example, the current
regulations set forth rules for the treatment of salvage
value (section 1.167(a)-11(d)(l)). If a taxpayer does not
follow "the practice of understating his estimates of gross
salvage value," no change will be made to the taxpayer's
estimate of salvage value unless the change would exceed 10
percent of unadjusted basis. In the case of most personal
property, the taxpayer is allowed to decrease salvage value
by an additional 10 percent (section 167(f) of the code).
Thus, while the importance of salvage value has been
significantly diluted, the Internal Revenue Service still
must reexamine a taxpayer's choice of salvage values to
determine whether it complies with the tests described above.
A rule which eliminated this factual determination would be
more consistent with the goals of ADR.

The existing regulations permit taxpayers to choose one
of two conventions to determine the date from which they can
begin claiming depreciation for property placed in service
during the year (section 1.167(a)-11l(c)(2)). Under the
half-year convention, all assets placed in service during the
year are deemed to have been placed in service on the first
day of the second half of the taxable year (July 1 for
calendar year taxpayers). Under the modified half-year
convention, assets placed in service in the first half of the
year are deemed to have been placed in service on the first
day of the year (January 1 for calendar year taxpayers);
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those placed in service in the second half of the year are
deemed placed in service on the first day of the succeeding
year (January 1 of the next year for calendar year
taxpayers). These alternative conventions add complexity to
both the operation of the ADR system and its description in
the regulations. Moreover, one of the conventions--the
half-year convention--offers a number of practical and
theoretical advantages in the operation of the ADR system.
The half-year convention does not require a taxpayer to
determine exactly when the second half of his taxable year
begins, a task which may not be simple if the taxpayer's
taxable year has fewer than twelve months or if the taxpayer
is on a 52-53 week year. The half-year convention also
requires the taxpayer to create only one set of vintage
accounts each year, rather than the two sets required under
the modified half-year convention.

The ADR system simplifies depreciation by establishing a
limited number of rules which, on the average, provide a
reasonably accurate measurement of income, and which can be
readily applied both by the taxpayer and by the Internal
Revenue Service. It is inconsistent with that goal to allow
complicated options and variations, such as the use of the
double declining balance method followed by the sum of the
years-digits method for the same asset. Moreover, with the
sanction of Congress, the ADR system provides a favorable
pattern of tax depreciation for the average taxpayer by
setting the useful lives of assets below average lives and
then permitting these lives to be reduced by up to 20
percent. Thus, it is unnecessary to allow taxpayers to
overlay this guideline system with optional combinations of
depreciation methods that further accelerate depreciation
deductions.

At present, taxpayers electing ADR are subject to
detailed reporting requirements (section 1.167(a)-11(f) of
the regulations). The purpose of these reporting
requirements is to enable the Treasury Department to
determine and refine appropriate lives for different classes
of assets. 1In practice, the reporting requirements are both
ineffective and costly to taxpayers and the government.
Their purpose can be more efficiently accomplished through
survey techniques involving controlled sampling procedures.

General Explanation

Under the proposal, the Secretary of the Treasury will
be authorized to issue new regulations governing the ADR
system. It is intended that the new regulations will be
shorter and simpler than the present regulations. These
regulations--which should encourage more taxpayers to adopt

w343 =




the ADR system--will differ from the present regulations in
several respects, including the following:

1. Salvage value will be disregarded for purposes of
computing depreciation.

2. All assets will be governed by the "half-year
convention,”™ under which they will be deemed to be placed in
service in the middle of the taxable year.

3. Taxpayers will be restricted to the straight-line
and declining balance methods of depreciation.

4. The annual reporting requirements will be
eliminated. Taxpayers will be required to respond to survey
requests to be used in calculating ADR standards. It is
expected that no industry will be subject to the survey
procedures more often than once every five years, and thus
most taxpayers electing ADR will rarely be required to
respond to such surveys.

The result of these changes will be a simpler system for
taxpayers who elect to depreciate assets under ADR.

Effective Date

The simplified ADR system provided by the proposal will
be applicable with respect to property placed in service by
the taxpayer in taxable years beginning after December 31,
1978. It is expected that regulations will be promulgated
under this section before March 1, 1980, so that taxpayers
filing returns for taxable years ending on or after December
31, 1979 will have sufficient time to determine whether to
elect the new simplified ADR system.

Revenue Estimate

The proposal will have a negligible effect on tax
liability.

Footnote

1/ Because assets placed in service before January 1, 1971
cannot be depreciated under ADR, only 25 percent of the
assets of these corporations were depreciated under the ADR
system. This percentage should increase over time.
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