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Income Taxes in Capital Budgeting Decisions

· Cost and benefits and income tax effect

1. After-tax cost = Tax-deductible cash expense (1-t)

2. After-tax benefit = Taxable cash receipts (1-t)

· Depreciation Tax Shield  -- depreciation does affect the taxes that must be paid and therefore has an indirect effect on the company’s cash flows

3. Tax saving from depreciation tax shield = Depreciation expense X Tax rate

· Modified Accelerated Cost Recovery System (MACRS) – accelerates depreciation by placing all depreciable assets into one of nine property classes.  See Exhibit 15-4 of your book.

1. Each MACRS property class has a prescribed life.  This is the life that must be used to depreciate any asset within that property class, regardless of the asset’s actual useful life.

2. MACRS property classes utilize various depreciation methods and rates.

3. A 200% rate used to develop the figures dealing with the 3-, 5-, 7-, and 10-year property classes; and a 150% rate was used to develop the figures dealing with the 15- and 20-year property classes.

4. In all cases, the tables automatically switch to straight-line depreciation at the point where depreciation deductions would be greater under that method.

· Special MACRS Rules:

· For the first six property classes (3-year through 20-year property), taxpayers are permitted to take only a half-year’s depreciation in the first year and the last year of an asset’s life.  This is known as the half-year convention.

· The half-year convention is followed regardless of the time of year in which as asset is purchased or the time of year in which it is sold.

· Salvage value is not considered in computing depreciation deductions.

· Since the entire cost of an asset is written off, any salvage value realized from sale of the asset at the end of its useful life is fully taxable as income.

· Optional Straight-line method

· A company can elect to compute depreciation deductions by the optional straight-line method.

· A company is permitted to ignore the MACRS tables and to spread its depreciation deductions somewhat evenly over an asset’s property class life.

· The half-year convention is followed when using the optional straight-line method, the same as with the MACRS tables.

