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CHAPTER 5

How Does the Corporate
Tax Code Distort
Capital Investments?

T

he current US tax code is complex, carved up
by special interests, and full of distortionary
tax rates that treat similar activities unequally.
Unequal taxation inefficiently distorts consumer and
investor decisions, which can be damaging to the
economy. These problems are particularly egregious
in the tax system that applies to corporate capital
investments. This chapter looks at the way the US tax
code currently deals with capital investments, some
inefficiencies, and possible alternative solutions. The
tax code requires that most new purchases of capital,
such as machines and buildings, be deducted from
total revenue over the course of many years—this is
called depreciation or capital cost recovery. Unequal
tax rates develop across industries because of disparities in when the tax is paid. A one-dollar investment today can be reduced to as little as 37 cents of
real write-off value, diminishing the profitability of
investments.1
Using IRS data for 11 different industries from 1998
to 2010, this chapter provides individual effective
This chapter was written by Jason J. Fichtner and Adam N. Michel.
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tax rates for each industry (see appendix). Driven
primarily by current depreciation policies, capital
investments of C corporations are taxed unequally, at
effective rates as high as 36.9 percent and as low as
9.2 percent.2
As a solution to the current inequity and inefficiency
in depreciation policies, this chapter advocates full
expensing. Expensing offers an even ground for capital investments by allowing businesses to write off all
expenditures in the year they are purchased, resulting in a zero effective rate on equity-financed capital
investment. A zero effective rate refers to the expected
tax rate paid on an investment that breaks even (does
not turn a profit). This proposal does not alter the
corporate income tax rate or the tax rates for capital gains and dividends. Expensing simplifies the tax
code, reduces the ability to gain targeted tax favors,
and increases investment. Some short-run costs that
are associated with expensing may need to be paid in
order to get to a better overall tax policy, but expensing in the long run is likely to be revenue neutral or to
even enhance growth and revenue.3

WHY DEPRECIATE ASSETS?
Investments with any capital intensity require purchasing machinery, software, property, or structures.
The accounting practice of depreciation was first
instituted when businesses w
 ere reporting earnings
to shareholders: without depreciation, years with
large investment purchases would show negative
profits, and years with no investments would show
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high profits, all e lse being equal. To reduce these
swings in reported earnings and convey a business’s
true position, accountants distribute the cost of each
investment over the number of years it will be in ser
vice. This practice is called depreciation or cost recovery. Accountants depreciate a given asset by deducting
a set percentage of an investment each year until the
carried balance is zero.4 This method of depreciation,
commonly used in book accounting, communicates
profitability to shareholders but distorts the profitability of capital investments when applied to the
US tax code.5
This chapter will refer to depreciation when applied
to the tax code as tax depreciation. Tax depreciation
is important because the timing of cost recovery can
mean significant differences in how much tax revenue is collected in a given year and over time, owing
to inflation and the time value of money.6 Investment
decisions are made on the basis of a fter-tax profitability, which is directly affected by how an asset
is depreciated. The timing of depreciation and its
effect on profitability are explored later in this chapter. Historically, the tax code has allowed several
different tax methods for calculating cost-recovery
schedules.
Straight-line depreciation divides the total cost of
an asset by its useful life (where useful life is either
estimated or set arbitrarily) and deducts the same
yearly amount over the asset’s life. For example,
a $1,000 piece of equipment that will be used for
five years would be written off 20 percent, or $200
each year for five years. The complicated part of all
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depreciation methods is determining the useful life
of the piece of equipment or structure.7 In the US tax
code, these depreciation time lines are defined by asset
classes, in which similar goods are grouped together.8
Declining-balance depreciation, known more generally as accelerated depreciation, uses similar asset
classes as those used by straight-line depreciation
but allows more of the original cost to be deducted up
front. In a stylized version of accelerated depreciation,
40 percent of a $1,000 piece of equipment would be
deducted in the first year, 40 percent of the remaining
balance in the second year, and so on. In the fifth year,
the remaining cost would be written off.9 Depreciation
can also be accelerated by arbitrarily shortening the
depreciation time line. The term accelerated depreciation does not offer great specificity; it refers generally
to faster cost recovery than allowed by straight-line
depreciation with accurate time lines.10

DEPRECIATION ALLOWANCES:
A BRIEF HISTORY
The debate over how best to define the useful life of an
asset began in the mid-1900s. From the time of the corporate income tax’s implementation in 1909 through
1942, businesses were allowed to depreciate assets as
they saw fit.11 In 1954, the US government officially
recognized the use of accelerated depreciation and
continued its use until 1962, when a new and more
rigid set of guidelines was enacted. 12 Depreciation
time lines and asset classes w
 ere further crystalized through industry-wide surveys in 1971.13 The

104

T H E H I D D E N C O S T O F F E D E R A L TA X P O L I C Y

Economic Recovery Tax Act of 1981 first strayed from
previous depreciation schemes by shortening asset
lives with little consideration of the facts and circumstances of estimated useful lives.14
The most recent major modification to the US depreciation guidelines was included in the Tax Reform Act
of 1986, which set up two different s ystems of depreciation: the modified accelerated cost-recovery system
(MACRS) and the alternative depreciation system
(ADS).15 A majority of assets are depreciated using
MACRS, which generally stipulates shorter asset lives
and uses accelerated depreciation.16 ADS is used for
assets that are not eligible for MACRS. It uses straight-
line depreciation with asset lives that are generally
longer than those under MACRS.17
Accelerated depreciation for tax purposes was
originally justified because it more closely mimics
declining productivity as equipment ages.18 Depending
on use, maintenance, and environment, two similar
pieces of machinery can depreciate at very different
rates. Compounded by inflation, developing a proper
depreciation schedule for every investment is a difficult task. In modern policy debates, accelerated depreciation has most often been put forth as an investment
incentive. Policy advocates often use this justification
to argue for bonus depreciation.
First used in 2002, additional first-year depreciation deductions have been enacted to stimulate both
investment and the economy.19 Bonus depreciation
allows a one-time deduction of 30 to 100 percent of the
initial cost of an investment in the year of purchase.
These special tax incentives are available for a limited
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time and often target specific types of investment.
Provisions were enacted in 2002, 2003, 2004, 2008,
2009, 2010, and 2012.20
Accelerated depreciation, including bonus depreciation, has received attention because it is the largest corporate tax expenditure.21 The Government
Accountability Office estimates that accelerated depreciation of machinery and equipment reduced taxes by
$76.1 billion in 2011, an estimated 42 percent of total
corporate income tax revenue.22 The perceived size
of the expenditure has made depreciation a much-
discussed candidate for tax reform, with various advocates arguing for manipulating it in order to lower
the statutory corporate tax rate, increase federal revenue, or further stimulate investment.23

DEPRECIATION TODAY
Two types of reforms to the depreciation system have
been proposed in the tax literature: (a) change the
timing of depreciation schedules, and (b) allow full
expensing. Changing depreciation timing by lengthening schedules, moving to a straight-line method, or
using some other means of slowing accelerated depreciation would, all else being equal, increase tax revenue. Expensing allows all companies to write off the
full cost of their investments in the year purchased,
thereby lowering the effective corporate tax rate and
benefiting investment. It is worth noting that some
proposals to change the timing of depreciation attempt
to remain revenue neutral by simultaneously calling
for lower statutory corporate tax rates. The projected
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revenue increases from depreciating assets over a
longer period of time are used to offset projected revenue losses from lower statutory corporate tax rates.
On its face, eliminating accelerated depreciation for
a straight-line method seems simple. Complications
arise when determining on what schedule assets
should be depreciated. One example from economist
Jane Gravelle analyzes a switch of all assets from
the MACRS to the longer, straight-line depreciation
schedules of the ADS.24 In exchange for the revenue
increases from slower depreciation, Gravelle finds
that revenue-neutral tax reform could be achieved by
cutting the statutory corporate tax rate by, at most,
4.7 percentage points—which would mean a new corporate tax rate of 30.3 percent. However, the amount
of the cut shrinks to 1.6 percentage points when the
forecasting horizon is expanded beyond the typical
10 years.25 The time horizon matters because depreciation policy only shifts the timing of taxes paid. When
depreciation schedules are lengthened (moving tax
payments forward in time), inflation and time discounts on money result in larger tax collections.
A more modest proposal to slow depreciation
was put forward by the Congressional Budget Office
(CBO).26 CBO explains that most depreciation rates
were calculated in 1986, assuming 5 percent inflation. However, for the next decade, CBO predicts
2.3 percent inflation, which skews the current depreciation time lines, making the deduction more valuable and lowering real federal revenue. The proposal
extends each asset class’s life but leaves the methods of declining-balance depreciation the same.27
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By extending the period for depreciation, CBO’s proposal attempts to bring the effective tax rates for
equipment and structures into parity by more accurately matching tax time lines and useful lives.28
The second major tax reform proposal is immediate cost recovery, or full expensing. Expensing allows
a business to deduct the full cost of a new investment
from its taxable income in the year it was purchased.
One might think of full expensing as enacting a permanent 100 percent bonus depreciation. Expensing
capital costs is similar to the current tax treatment
of an investment in labor. Just as training costs
are deductible from taxable corporate income, full
expensing would deduct outlays for equipment from
taxable income. Expensing lowers taxes on new capital investments to zero, simplifies the tax code, and
treats all types of investment similarly.

EXPANDING THE CASE FOR EXPENSING
Although expensing does not lower the statutory
corporate tax rate, it does lower the effective rate.
Expensing eliminates corporate taxes specific to capital
investments, but it does not change taxes on capital gains,
dividends, interest, or general corporate income.
Economist Stephen Entin illustrates the implicit tax
on investments under the current system of depreciation by showing how the present value of the tax write-
off is reduced. If a one-dollar investment is expensed
immediately, the business receives one full dollar as
a tax write-off. In the case of a one-dollar investment
being depreciated over 39 years (as some structures
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are), assuming 3 percent inflation that dollar would
receive a write-off worth only 37 cents in present
value. This example shows that the tax requirement
to depreciate investments over time also diminishes
the value of the write-off. The decrease in value is felt
disproportionately on investments that have long
useful lives and is compounded by uncertainty stemming from unknown long-run expectations about
inflation.29
If a business w
 ere forced to move from expensing
to depreciation, there would be a similar effect to the
previously described decrease in the present-value
write-off. Relative to expensing, depreciation requires
accelerated tax payments. A business has not made a
profit until revenue exceeds costs. When businesses
are required to pay taxes before they turn a profit, the
government essentially secures an interest-free loan
by receiving tax payments on profit not yet earned. By
eliminating complex depreciation systems, expensing decreases the effective rate of taxation on capital investment to zero because there is no time over
which the deduction can lose value.30
Expensing is an investment incentive for new capital
investment. Unlike an across-the-board tax rate reduction, expensing lowers the taxes paid on future investments rather than on all profits earned from new and
old capital. A zero effective rate on capital investments
increases the after-tax rate of return on new investments, making them more attractive under expensing.31
To fully realize the goal of a flat zero rate on all
capital investments, one must acknowledge the disproportionate tax rates of debt-and equity-financed

C hapter 5

10 9

investment. Although this chapter does not tackle
the issue of interest deductions, the issue merits a
brief discussion given the broader theme of a less distortionary tax code. Effective tax rates for debt-and
equity-fi nanced capital are −6.4 and 36.1 percent,
respectively, as calculated in a 2005 CBO paper.32 CBO
estimates that full expensing would result in an effective rate of −87.5 percent for debt-financed investments and a zero percent rate for equity-financed
capital investments.33 This case illustrates the strong
incentives for debt-financed investments that currently exist under the US tax code.
Depending on how the tax base is defined, a properly neutral tax treatment of interest should allow all
interest to be deducted if such interest is taxable or no
interest to be deducted if the interest is not considered
taxable.34 Any future comprehensive tax reform must
address the role that taxation of interest and interest
deductions should play in the tax code.
It should also be recognized that under current
depreciation policies, even within a single industry,
there is a gap in effective tax rates between tangible
and intangible investments and between different types of equipment and structures.35 The US tax
code treats intangible assets in many different and
seemingly unequal ways. Intangible assets consist of
a variety of nonphysical goods: patents, copyrights,
brand names, databases, and labor. In many cases,
some intangible assets are immediately expensed.36
For example, imagine a business pays an employee to
compile a valuable data bank of searchable information. The employee’s wages are expensed, as are most
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other operating costs. However, the purchase of a
new server for the data bank must be depreciated over
several years. The current US tax code favors certain
types of investment over others. Expensing treats all
investments similarly.
There are large discrepancies in effective tax rates
within tangible asset classes. In 2005, CBO estimated
the average effective corporate tax rate on investments
as 26.3 percent, ranging from 36.9 percent on computers and peripheries to 9.2 percent on petroleum and
natural gas structures.37 The variations in tax rates
generally result from depreciation rules that differ
from the actual useful life:
The top quartile [of effective rates] consists
entirely of computers and peripheral equipment,
inventories, manufacturing buildings, and land.
The bottom quartile contains 19 different asset
types. The major asset types with the lowest rates
are mining structures, petroleum and natural-
gas structures, railroad equipment, aircraft, specialized industrial machinery, fabricated metal
products, ships and boats, and construction
machinery.38
A shift to full expensing would decrease differences in effective tax rates across industries by treating equipment and buildings—tangible assets—in a
manner more similar to the way intangible assets are
treated.
A reform to full expensing would increase the quantity of investments by increasing the after-tax profit
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of investments. Investments, which carry inherent
risk, must be expected to earn back their costs, plus
the rate of inflation and a premium for the risk of the
investment, or the investor will choose a different
option.39 Depreciation for tax purposes overstates
simple pretax profit calculations because the present
value of the write-off is less than the full cost of the
investment.40 The overstated profits increase taxable
income, thereby resulting in higher effective tax rates
and lower rates of return on investments. However,
expensing does not shelter any profit from taxation—
all revenue, after an investment is paid off, is taxed
at the statutory rate. Expensing allows the full cost
of investments to be recovered, thus inducing more
investment and expanding the e conomy.41

RENT-SEEKING
Beyond the direct economic effects of expensing, it
would simplify the tax code. As discussed previously,
the effective tax rate on standard corporate investments ranges from 9.2 to 36.9 percent—a 27.7 percentage point spread in the taxation of different
asset types, primarily driven by uneven depreciation
policy. Requiring assets to be depreciated instead
of expensed results in winners and losers, thereby
allowing the tax code to hurt some industries and
help others. The ability to manipulate depreciation for
special tax breaks also opens the door to rent-seeking.
Congress has the ability to alter the standard MACRS
depreciation periods through statutory changes that
apply to specific types of assets. A 2012 report by the
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Joint Committee on Taxation lists 55 separate statutory changes to MACRS depreciation periods.42 The
list details changes to the class lives of racehorses, a
natural gas pipeline in Alaska, green energy property
and equipment, magazine circulation expenditures,
research and development, and intangible drilling
costs.43 Many of these special provisions give a specific
industry or production method a tax-favored status for
its investments.
Rent-seeking opportunities encourage corporations to spend money to lobby Congress for special
tax breaks.44 Money spent on lobbying does not create anything new or move the economy forward—such
rent-seeking holds the economy back.45 Any form of
tax depreciation will always be subject to political
manipulation. Switching to full expensing eliminates
the ability to alter tax depreciation time lines to the
advantage of politically favored industries.
Because expensing would simplify the US tax
code, it would also lessen administrative costs. A
Laffer Center study on the economic burden of tax
code complexities found that US businesses spend
2.94 billion hours complying with the federal tax
code, at a cost of $216.2 billion annually. Taxpayers in
aggregate spend the equivalent of 30 percent of total
income taxes collected trying to comply with the tax
code.46 According to the Laffer Center, the low-end
estimate of a 50 percent reduction in tax code complexity would increase the country’s annual economic
growth rate by 0.45 percentage points over 10 years.47
Expensing could help reduce complexity and facilitate
some portion of the noted efficiency gains. As Nobel
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laureate and economics professor Vernon Smith notes,
“Perhaps the most valuable advantage of fully expensing capital outlays is that of introducing administrative
and clerical simplicity where there has tended to exist
great complication.”48
Alan Auerbach and Dale Jorgenson comment on
the efficiency gains from removing the administrative
burden of depreciation by noting that businesses could
eliminate entire sections of their tax accounting staff
if they were no longer required to factor tax depreciation into yearly tax liability reporting and long-
run investment decisions.49 Chief financial officers
also prefer a less complicated tax code. A 2011 Duke
University–CFO Magazine survey found that 70 percent of chief financial officers would give up all tax
exemptions for tax code simplicity, even though their
companies might not come out ahead.50

REVENUE EFFECTS OF EXPENSING
Federal tax policy that allows expensing is more
efficient and equitable across different industries.
Revenue projections are less certain. Entin lays out a
simplified illustration of switching from straight-line
depreciation for a $100 piece of equipment over five
years to expensing, assuming that a business purchases
one new $100 piece of equipment each year. Old assets
will be allowed to depreciate under the old law, and
new purchases will be expensed. In year 1, the business gets an additional $80 write-off; in year 2, $60;
in year 3, $40; in year 4, $20; and in year 5, the business would be back to its initial $100 yearly write-off.
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In the short run, expensing would decrease federal
revenue. Over time, revenue would stabilize back to
its old levels.51 Auerbach corroborates Entin’s assessment, writing that, “to allow expensing net of corporate borrowing . . . is likely to have a small net impact
on revenue, at least in the long run.”52
Entin and Auerbach’s discussions of revenue do
not completely account for the growth effects of full
expensing. There would be economic growth from
efficiency gains owing to simplicity, better returns on
investments, and reduced rent-seeking as a result of
signaling that the US tax code is less open to exemption tampering. Expensing would make each new
asset “more attractive and have a higher rate of return.
The capital stock as well as private sector incomes
and wages will rise, and revenues will improve.”53
Furthermore, the federal government has already
absorbed much of the transition cost as a result of past
bonus depreciation tax incentives.54 If an expensing
policy were to be enacted today, small revenue losses
would likely occur in the short run, and modest revenue increases in the long run.55
On a static basis, where growth effects are not
taken into account, tax expensing will not be revenue
neutral. However, because expensing makes investment relatively more attractive, it can reasonably be
assumed that some growth effects will result from the
tax change. An estimate of the growth effects from
full expensing by the Tax Foundation finds that “full
expensing would increase GDP by 5.13 percent, lift the
capital stock by 15.4 percent, raise wages by 4.36 percent, create 885,300 jobs, and boost federal revenue by
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$121.3 billion” in the long run.56 Although the tax revenue picture is not easily projected, the static projections of lost revenue are almost certainly incorrect. By
lowering the effective tax rate on capital investments,
expensing will remove the current tax disadvantage
on investments. In relative terms, under a system
with full expensing, investors would find investments
(future consumption) more attractive than current
consumption. Increased investment has the potential
to raise the economic growth rate in both the long run
and the short run. In other words, the long-run revenue effects depend on how much extra investment
is actually induced by moving to a system of full tax
expensing and how much tax revenue is then gained
at the margin from increased GDP.

DIFFERENCES IN INDUSTRY’S SENSITIVITY
TO CHANGES IN DEPRECIATION ALLOWANCES
By using the IRS’s Statistics of Income data for active
corporations for 1998–2010, we are able to estimate
which industries would be most sensitive to changes
in depreciation (see table 5.1).57 The calculations presented in table 5.1 show how the removal of existing
depreciation policies would affect the tax rates of 11
industries. The calculation is made by removing the
current depreciation deduction from total deductions,
adding it to total income subject to tax, and applying
the effective tax rate. Historical effective tax rates, by
industry, are provided in the appendix.
Although the method of analysis used h
 ere is
imprecise because of data limitations, removing
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31.52
33.44

Construction

Health care and social assistance

32.94

30.95

32.06

30.33

27.31

30.16

31.09

30.34

27.96

19.48

21.28

0.50

0.56

0.72

0.96

1.09

1.65

2.41

3.39

4.22

5.81

7.19

POINTS)

(PERCENTAGE

DIFFERENCE

Source: Data from Internal Revenue Service, “Table 12—Returns of Active Corporations, Other than Forms 1120-REIT, 1120-RIC,
and 1120S” (1998–2012), June 27, 2014. Detail may not add owing to rounding.

31.28

28.40

Agriculture, forestry, fishing, and hunting
32.78

31.81

Wholesale trade

Retail trade

33.50

Transportation and warehousing

Finance and insurance

32.18
33.73

Utilities

25.29

Manufacturing

Information

28.47

RATE (%)

EFFECTIVE

WITHOUT
DEPRECIATION (%)

HISTORIC

EFFECTIVE RATE

Mining

INDUSTRY

Table 5.1. Effect of Depreciation on Effective Tax Rates

depreciation from deductions helps illustrate how
each industry’s tax status is distorted by the current
US tax code. A move to expensing would lower the
effective rate; table 5.1 shows the percentage point
change between the current or historic effective rate
and the new, higher effective tax rate without depreciation and existing bonus depreciation for 11 industries.
The higher effective rates reflect a tax situation that
is more similar to paying taxes on all income without
deducting investment costs. A larger change represents a more sensitive industry.58
The calculation illustrates each industry’s sensitivity to the elimination of depreciation and bonus
depreciation. Table 5.1 also shows how depreciation
and bonus depreciation lower the effective rate disproportionately across different industries. Because
depreciation might be viewed as the consumption of
depreciable investments, industries toward the top of
the table would likely stand to gain much from expensing policies that would reduce the effective tax rate
without depreciation. Figure 5.1 illustrates the difference between the current effective tax rate and the
new effective rate without depreciation.
The pressures that the highly sensitive industries
face under current cost-recovery rules are mirrored
by CBO’s list of assets occupying the bottom quartile
of effective rates: mining structures, petroleum and
natural gas structures, railroad equipment, aircraft,
specialized industrial machinery, fabricated metal
products, ships and boats, and construction machinery.59 These assets are heavily used in table 5.1’s five
most sensitive industries. The low rates on these assets
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Figure 5.1. Effect of Depreciation on Effective Tax
Rates
40
35

Rate (%)

30
25
20
15
10
5

Effective tax rate without depreciation
Historic effective tax rate

Health and social assistance

Finance and insurance

Information

Retail trade

Transportation and
warehousing

Wholesale trade

Manufacturing

Construction

Utilities

Mining

Agriculture, forestry,
fishing, and hunting

0

Source: Data from Internal Revenue Service, “Table 12—Returns of Active Corporations,
Other than Forms 1120-REIT, 1120-RIC, and 1120S” (1998–2012), June 27, 2014.

may signal that associated industries are highly motivated to lobby for faster accelerated depreciation.
Table 5.2 shows how capital intensive each industry
is in terms of depreciation as a percentage of corporate income subject to tax. For some industries, the
annual use of depreciation exceeds total income on
a yearly basis. Interestingly, the industries that are
highly capital intensive (table 5.2) are not necessarily
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Table 5.2. Industry Reliance on Depreciable Capital
CAPITAL INTENSITY
INDUSTRY

RATIO (%)

Utilities

237

Transportation and warehousing

220

Agriculture, forestry, fishing, and hunting

168

Information

138

Mining

104

Health care and social assistance

101

Wholesale trade

71

Construction

67

Manufacturing

62

Retail trade

57

Finance and insurance

23

Source: Data from Internal Revenue Service, “Table 12—Returns
of Active Corporations, Other than Forms 1120-REIT, 1120-RIC,
and 1120S” (1998–2012), June 27, 2014.

the industries that are most sensitive to shifts in cost
recovery (table 5.1). The sensitivity ranking is most
likely picking up the size of the depreciation deduction relative to all other frequently used deductions
and credits across a given industry.
This chapter suggests that industries that are more
sensitive to changes in capital cost recovery will likely
benefit the most from full expensing. The intersection
of CBO’s lowest asset rates and the industries ranked
here as highly sensitive indicates which industries
have the greatest incentive to lobby for special tax
treatment. The industries at the bottom of table 5.1
should not be dismissed, though, as potential benefi-
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ciaries of immediate cost recovery because all industries will benefit from full expensing in absolute terms.

CRITIQUES OF FULL COST RECOVERY
The US corporate tax system is riddled with inefficiencies. Full expensing is just one of many changes
that would make the US tax code more efficient and
equitable. Any proposed change to the tax code will
have detractors with well-formed critiques. This section addresses common objections to expensing. Full
expensing on its own is not a magic tax code remedy;
it should be part of a larger reform.
The first objection to expensing is that businesses
should be arguing for statutory rate reduction instead.
Tom Neubig, national director of quantitative economics and statistics at Ernst & Young, gives seven reasons
corporate finance and tax officers prefer lower corporate tax rates to expensing.60 His critique assumes a
binary choice: either expensing or lower tax rates, but
not both. Additionally, as J. D. Foster argues, “Even
capital-intensive firms often appear to prefer lower
tax rates to more accelerated depreciation.”61 It is
important to note that the case presented in this chapter for expensing is not an argument against lower
statutory tax rates, although Gravelle’s paper on long-
run revenue collections may temper enthusiasm for
statutory rate reform.62 However, in contrast with rate
reduction and a focus on the tax treatment of capital,
expensing brings rates of taxation on all capital goods
into parity and increases the return on capital investments.63 The fact that the effective rate reduction does
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not appear in book accounting presents a perception
problem that may be hard to overcome, but the economic savings are very real. Furthermore, the 2011
Duke–CFO Magazine survey shows that executives
can look beyond some accounting losses if they think
they will come out ahead on other margins.64 The
most salient concern for some businesses is a possible
change to the interest deduction, although this concern does not constitute a critique of full expensing as
a policy in its own right.
A second objection to expensing is that the existing
bonus depreciation policy has already failed the litmus
test for encouraging investment. Is bonus depreciation
an effective tax incentive? The question is important
to the discussion here because bonus depreciation is
not only a form of accelerated depreciation but also a
stepping-stone to full expensing. Federal Reserve
Board economist Jesse Edgerton looks at whether
accelerated depreciation or an investment tax credit is
more effective as an investment incentive.65 He concludes that accelerated depreciation is about half as
effective as an investment tax credit. This effect is weak
because accelerated depreciation provisions do not
show up in the effective tax rate for book purposes. That
rate is a key indicator for investors; thus, corporate
executives may be less focused on other measures of
effective tax rates.66 Accounting professors David Hulse
and Jane Livingstone compare investment in 2001
and 2004, when bonus depreciation was allowed, to
years without bonus depreciation and also find it to be
a weak investment incentive.67 The literature seems to
be in general agreement: temporary accelerated and
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bonus depreciation provisions are middling stimulus
measures.68
Despite the consensus that bonus depreciation
is not a strong investment incentive, expensing has
some important differences that may produce different results. Temporary bonus depreciation is intended
to shift investment forward rather than induce a
higher level of total investment.69 Furthermore, the
temporary provisions are often only 30 to 50 percent.
The small effects found in papers examining bonus
depreciation might increase significantly if the provision were expanded to 100 percent and made permanent. Expensing removes much of the uncertainty
from the current depreciation system, which offers
a parade of temporary write-offs and exemptions.
Businesses generally make large-scale investment
decisions on the basis of long-run economic considerations, not the temporary vicissitudes of congressional
tax tampering.70
A more stable tax regime will allow businesses to
focus on more productive pursuits and plan for the
future with tax certainty.71 As one of the authors of this
chapter has pointed out in testimony before Congress,
“Predictable tax policy is essential to long-term economic growth. Generally, temporary tax provisions
should be avoided, especially when trying to correct
or rectify a permanent problem. Further, allowing
any provisions that favor one group or activity over
another not only puts the government in the position of picking winners and losers, but also opens the
Congress up to be influenced by those seeking special
favors.”72
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A third objection to moving to a full expensing
system is uncertainty about the policy’s revenue neutrality. Although much evidence supports the narrative that, in the long run, expensing will not be a net
drain on federal revenue, any tax proposal can have
unanticipated revenue effects.73 This possibility may
be an acceptable risk in return for a better tax code.
A reduction in rent-seeking opportunities will allow
businesses to allocate those dollars to value-creating
enterprises, and parity in effective capital tax rates
will allow investments to more efficiently flow to their
highest-valued use.

CONCLUSION
The complexity and breadth of the US tax code can
make any change seem trivial on its own. Expensing
may be one of many necessary tools to move toward
better federal corporate tax policy. Expensing may
have some short-run costs, but they are outweighed
by the long-run gains in efficiency, fairness, and economic growth. Effective tax rates influence how businesses allocate their investments, and a flat zero rate
on all investments will allow more efficient economic
allocation.
Moving away from depreciation toward full
expensing will not be an easy sell to stakeholders.
Many industries enjoy their favored tax status, and
many politicians enjoy the ability to hand out favorable depreciation schedules. Expensing should be an
easy sell to those who have an eye on future economic
growth. Full cost recovery will help move away from
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distortionary taxes that have biased investors against
long-lived investments, such as manufacturing plants
and commercial buildings. Lower effective tax rates
would be a boon for investment and would help stimulate domestic economic growth.74 These changes
might shake up some privileged industries, but almost
everyone will be better off with an efficient and equitable tax treatment of capital investments.
Finally, as discussed at length in chapters 3 and 4,
policymakers must take in account that any corporate
tax is a tax on individuals—whether investors, workers, or consumers. Although abolishing the corporate
tax code may not be politically feasible at this time,
adopting expensing over depreciation is a step in
the right direction.
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