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In this paper we give a mathematical analysis of some of the con-
sequences, over time, of the decision to capitalize or to expense.
Both regulated and unregulated firms are considered. It is shown
that for a regulated firm, in contrast to an unregulated one, this
decision does have an impact on the customers, who should ra-
tionally prefer either capitalization or expensing, depending on
their discount rate. It is shown that the attitudes of rational owners
will also depend on their discount rate. The point of view of the
tax collector is also considered.

B This paper examines the relative effects on revenue, taxes,
earnings, outside capital requirements, etc., of “capitalizing” cer-
tain items of expenditure, that is, raising capital to pay for them, as
opposed to “expensing” them, paying for them outright.

It is assumed that these expenditures will be made in any case,
so that the choice between capitalization and expensing is an
accounting choice,® which does, however, have economic conse-
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! Thus we are not discussing the economic choice between labor and
capital as factors of production, discussed by Averch and Johnson [1], and
in many subsequent papers. See, in particular, Bailey and Malone 21



quences, as we shall see. It should also be emphasized that the
items under consideration are those for which such an option is
allowed by the tax collectors, the accounting profession, and the
regulatory body, if any—for example, items of furniture costing
less than $100.

The difference between capitalizing and expensing is as follows.
If an item is capitalized, it is paid for out of future revenues, but
at the cost of providing a return to the suppliers of capital; capi-
talization spreads out expenditures into the future, and smooths
them. If an item is expensed, it is paid for out of current revenues.
One of the essential determinants of such a choice therefore in-
volves a comparison between the cost of capital and the time
value of money, as experienced by the various interested parties.
Another determinant of the choice will be its effect on outside
capital requirements. The interested parties include the customers,
the owners, the managers, the regulators, and the tax collectors;
the interests of these groups are in part conflicting.

To determine an “optimal” amount of capitalization, it would
be necessary to balance off its effects on one group against those
on another. We shall not attempt to do that in this paper. Instead,
we shall calculate the effect over time of capitalizing in place of
expensing on each of a number of variables of interest to the
various groups, and leave to the reader any balancing of interests
among them.

At this point we should make clear the distinction between
an unregulated and a regulated firm. By an wunregulated firm we
mean one whose revenues are determined entirely by the market
place, and are therefore independent of the capitalization-expens-
ing decision. The customers of such a firm are clearly indifferent
to this decision. For a regulated firm (to which this paper is pri-
marily devoted), a public commission sets prices for the firm's
products in such a way that an allowed rate of return—the ratio
of net earnings to total capital—will be realized.? The customers
of a regulated firm clearly are affected by the capitalization-expens-
ing decision.

In reality, of course, regulation is intermittent® and not abso-
lute. Thus a real regulated firm might be expected to lie between
the two extreme cases described above. However, since our main
point in this note is to present in simple mathematical form the
direct, first-order etfects which are caused by a switch from capi-
talization to expensing, we shall assume here that regulation is
perfect. For the same reason, we shall neglect here the price-clas-
ticity of demand, and assume that revenues and expenses (hence
earnings) are predictable with complete certainty. In such a world
of perfect certainty, it would follow that the cost of capital to the
firm, expressed in its discount rate, as well as the rate of return
on capital which the regulatory commission should permit, should
be equal to the pure interest rate, i. Such certainty is, of course, not
present in the real world and the difference between the pure

2 For a discussion of price-setting in regulated firms, see Davis [4] and
references therein.
3 See Klevorick [6].
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