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B usinesses of all sizes make capital investments 

in tools, buildings, and research that allow 

workers to produce new goods and services 

and earn higher incomes. The income tax rules 

for how investments are deducted from revenues impact 

the effective tax rate on the return to new capital invest-

ments. Most of the 2017 Tax Cuts and Jobs Act expires at 

the end of 2025, but its rules for capital investments—

called full expensing—began changing in 2022 and will 

continue to increase effective tax rates on investments 

through 2026.1

Expensing (also called 100 percent bonus depreciation) 

allows businesses to deduct the full cost of new invest-

ments in the year they are made. Without expensing, 

investment costs must be deducted over time. By not forc-

ing taxpayers to carry investment deductions into future 

years, expensing protects businesses from inflation that 

erodes the value of the deductions and increases effective 

tax rates. Policymakers learned this lesson in the 1970s 

when the tax code intensified the costs of high inflation 

by not allowing full expensing.2 Facing sustained inflation 

and weak economic growth, now is the worst time to lose 

the benefit of the full investment deduction.

Starting in 2022, businesses were to start amortiz-

ing research expenses over five years. Beginning in 2023, 

equipment and other short-lived investments were to lose 

20 percent of their expensing deduction each year through 

2026. The loss of full expensing and five-year amortization 

of research expenses could deny businesses as much as 

28 percent of the real value of their investment deductions, 

making new investments in American workers more costly.

This brief explains how expensing and tax depreciation 

operate and provides examples that show how delay-

ing investment deductions increase effective tax rates, 

especially when inflation is high. The following sections 

describe how depreciation rules increased the cost of 

inflation in the 1970s and offers evidence from the 2000s 

showing that expensing increases investment, job creation, 
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and wages. Expensing also creates an incentive for busi-

nesses to re-shore their operations without the economic 

costs of more heavy-handed industrial policies. The final 

section concludes with policy recommendations.

It would be economically damaging to allow current cost 

recovery rules to remain, especially as inflation stays elevat-

ed, economic recession risks persist, and firms look to bring 

investments back to the United States. Congress should act 

immediately to expand and make expensing permanent.

WHAT  I S  EXPENS ING?

Businesses pay income taxes on their profits: revenues 

minus costs. Expenses such as employee salaries, utilities, 

and rent are all deductible in the year they are incurred. 

From 1954 to 2022, research expenses were also fully 

deductible.3 However, different rules have historically 

applied to expenditures on longer-lived capital invest-

ments, such as equipment and structures. Businesses often 

are not allowed to deduct the cost of these investments 

in the year they are incurred. Instead, businesses deduct 

the cost of physical investments from their revenues over 

several years, according to depreciation schedules usually 

ranging from 3 years to 39 years.

For reporting profitability to shareholders, it makes sense 

to spread the cost of large investments over their useful life 

to smooth what would otherwise show large swings in prof-

itability. Years with big investment purchases immediately 

deducted could report negative profits, and years with no 

new investments could report higher profits.4

However, financial accounting rules are not necessarily 

best for designing an efficient tax system that minimizes 

economic distortions. When applied to the tax code, recov-

ering the cost of an investment over multiple years increases 

its after-tax cost because the real value of the deduction 

decreases each year due to inflation and the opportunity 

cost of passed time. For example, if a farmer buys a new 

combine and can only use one-fifth of what he paid to offset 

revenues this year, he will have artificially high profits and 

thus pay higher taxes. The higher taxes will cut into his abil-

ity to make other investments in his farm. Long and variable 

depreciation rules not only increase the cost of investing 

but also create unequal tax rates across industries and add 

unnecessary complexity to the tax code.5

The tax code divides investment types into asset classes, 

each with different depreciation schedules. Most business 

equipment falls under the 3-year, 5-year, 7-year, 10-year, 

15-year, or 20-year depreciation schedule, while residen-

tial property has a 27.5-year schedule and commercial real 

property has a 39-year schedule. Originally, asset classes 

were intended to match the average useful life of the 

investment. After decades of congressional manipulation, 

most asset assignments bear little relation to actual use 

schedules, although the historical designations were also 

not particularly scientific.6

The Tax Cuts and Jobs Act of 2017 made temporary chang-

es to depreciation rules so that all businesses are allowed 

to fully expense asset classes with lives of 20 years or less 

that were put in service after September 27, 2017, and before 

January 1, 2023.7 Research expenses, including related wages 

for the researchers and their supervisors, as well as other 

attributable costs such as rent, utilities, and overhead must 

be amortized over five years, beginning in 2022.8

Beginning in 2023, the 100 percent expensing deduction 

is reduced by 20 percent each year through 2026, when 

the bonus deduction is entirely phased out. The portion of 

the deduction that is not eligible for first-year expensing 

must be recovered over time according to its normal asset 

class rules. Section 179 of the Internal Revenue Code allows 

some small businesses—those with less than $2.7 million in 

annual investments—to expense up to $1,080,000 in quali-

fied short-lived investments.9

For tax purposes, income should be defined as revenue 

less the expenses necessary to earn that revenue. This princi-

ple is clear for employee wages; it should be equally clear for 

other necessary business expenses, such as research, office 

equipment, machinery, and buildings. A delayed deduction 

is a partially denied deduction that artificially increases tax-

able profits and decreases investment returns.

EXPENS ING , PROF ITS , AND  INFLAT ION

The loss of full expensing is most economically costly 

during times of high inflation because inflation erodes the 

deduction’s value more quickly. At 2 percent inflation, a new 

building’s present value tax deduction is worth 45 cents of 

each dollar invested. If inflation is 5 percent, the write-off 

value falls to 32 cents on the dollar.
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Following persistent high inflation in the 1970s, 

inflation was relatively low and stable for almost 40 years. 

In the decade before the 2020 pandemic, the average 

annual inflation rate was 2.2 percent as measured by the 

Consumer Price Index for All Urban Consumers. Since 

the beginning of 2021, the inflation rate has remained 

at a stubbornly high average rate of 6.3 percent.10 In 

March 2023, inflation was 5 percent over the previous 12 

months.11 Even if inflation continues to retreat from its 

post‐pandemic highs, there is substantial risk that it will 

remain above the historical average for some time.

Businesses and their investors make decisions about 

future investments based on the project’s projected after-

tax rate of return compared to its alternatives. The normal 

depreciation system lowers after-tax returns because the 

value of the investment deduction declines over time as 

inflation and time erode its real present value. By effec-

tively recognizing only a portion of the investment’s true 

cost, the tax system raises effective tax rates by artificially 

increasing business profits (by reducing the real value of 

allowable expenses).

Table 1 shows how the present value of investment deduc-

tions can vary significantly according to the length of the 

asset life and the rate of inflation. Congress and the IRS 

assign investments to asset classes, between 3 years (for 

example, certain livestock) and 39 years (office buildings 

and other structures). There are multiple ways an asset can 

be depreciated, but most investments are depreciated under 

the Modified Accelerated Cost Recovery System’s general 

depreciation system (GDS).12 Table 1 shows estimates for 

different asset classes under GDS with no expensing and 

research and development expenditures amortized over five 

years. The calculations assume a 3 percent real discount rate 

and inflation rates of between 0 and 8 percent.13

At 2 percent inflation, Table 1 shows that a $1 investment 

depreciated over seven years under the GDS (without 

expensing) is worth only 90 cents to the business in present 

value. At 5 percent inflation, it is worth only 85 cents in pres-

ent value. Under full expensing, the business can write off 

the full investment immediately, recovering the entire cost.

A $1 investment in a nonresidential structure, depreciated 

over 39 years, has a present value of 45 cents at 2 percent 

inflation and 32 cents at 5 percent inflation. While it is 

unlikely that inflation will stay above 5 percent for the next 

three decades, even low inflation levels over long periods 

erode the real value of investment tax deductions.

Because economy-wide investment is not evenly distrib-

uted across the IRS asset classes, it is helpful to estimate 

how much of a firm’s annual investment is ultimately 

denied as a tax deduction. To get such an estimate, we can 

roughly assign investment data by type from the Bureau of 

Economic Analysis’s private fixed assets accounts tables to 

IRS asset class lives. The present value deduction estimates 

from Table 1 can then be weighted by the estimates of 

2021 private investment in each asset class.14 This exercise 

shows that at 2 percent inflation, U.S. businesses would 

only be able to deduct about 78 percent of the value of 

their investments in the absence of full expensing. If infla-

tion is sustained at 5 percent, U.S. businesses would only 

be able to deduct 72 percent of the value of their annual 

investment spending.

Denial of a full tax deduction can have a significant effect 

on an investment’s after-tax rate of return. Table 2 shows 

a $100 investment in a farm structure (with asset class life 

Inflation erodes the value of investment deductions

Table 1

Present value of $1 write-off when in�ation is�

0% 0.98 0.96 0.94 0.91 0.83 0.78 0.69 0.60 0.93

2% 0.97 0.93 0.90 0.85 0.74 0.68 0.56 0.45 0.89

5% 0.96 0.90 0.85 0.78 0.64 0.56 0.43 0.32 0.83

8% 0.94 0.87 0.81 0.72 0.56 0.47 0.34 0.25 0.78

Asset lives' years → 3 5 7 10 15 20 27.5 39 Amortized R&D 

Source: Author’s calculations. 

Notes: R&D = research and development; present value assumes a 3 percent real discount rate; 3-year to 20-year assets are placed in service in the first 

quarter of the year using 200 percent (3–10 years) or 150 percent (15 years and 20 years) declining balance general depreciation system (GDS); 27.5-year to 

39-year assets are placed in service in January using GDS straight line method; and R&D is amortized over 5 years using the midyear convention.
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of 20 years) that generates $115 in revenue. Under immedi-

ate expensing, the investment returns $15 in profit, which is 

taxed at 20 percent for a 12 percent after-tax rate of return. 

Under a system of tax depreciation and 5 percent inflation, 

the same $100 write-off’s present value is reduced to $56 

(from Table 1). This smaller write-off increases the taxable 

profit from $15 to $59 and increases taxes paid to $12. Table 2 

shows that the rate of return on the same investment falls 

from 12 percent to 3 percent due entirely to how the invest-

ment is treated in the tax code. Under higher tax rates and 

higher inflation, the effect of expensing is even more pro-

nounced. At a tax rate of 28 percent, the Table 2 investment 

would have a negative after-tax return under depreciation.

1970s Inflation Stunted Investment
A largely forgotten cost of high inflation in the 1970s was 

the resulting decrease in business investment due, in part, 

to the tax code’s treatment of depreciation. The high costs of 

inflation helped motivate cost recovery reforms that short-

ened asset lives in the 1981 Economic Recovery Tax Act.15

In 1979, Martin Feldstein and Lawrence Summers esti-

mated that inflation increased the total effective tax rate on 

capital income by 23 percentage points, from 43 percent to 

66 percent. They concluded that the principal reason infla-

tion raises effective tax rates is because “depreciation causes a 

major overstatement of taxable profits.”16 Feldstein concludes 

in a separate econometric analysis in 1980 that “the rising 

rate of inflation has, because of the structure of existing U.S 

tax rules, substantially discouraged investment in the past 15 

years.”17 In the years after the high inflation, a series of similar 

papers confirm that inflation—even at relatively low levels—

significantly increases the after-tax cost of capital, which 

decreases business investment.18 International Monetary 

Fund research similarly shows that under certain assump-

tions (22 percent tax rate and 25 percent depreciation rate), 

“the optimal investment level would decrease by 0.42 percent 

in response to a one-percentage point increase in inflation.”19

Facing high inflation again, the U.S. tax code is set to begin 

denying businesses the full investment deduction. By requir-

ing long and variable depreciation deductions, the tax code 

will accelerate the negative effects of inflation on investment 

and economic growth.

Expensing Boosts Wages, 
Investment, and Growth

By removing the costs of government-imposed 

depreciation tables and the unpredictability of inflation, 

expensing increases the after-tax return on new invest-

ments, which has consistently been shown to boost job 

creation and wages.

Physical capital (e.g., equipment and buildings) comple-

ments workers who can be more efficient and innovative 

when using the latest tools. One important driver of eco-

nomic growth is business investment in capital that allows 

producers and service providers to better meet consumers’ 

needs at lower prices.20 There is a robust economic litera-

ture showing that 1) businesses invest more when after-tax 

investment returns are higher and 2) the resulting larger 

capital stock (the accumulation of investments) increases 

labor demand and leads to higher wages.21 There is also 

Depreciation overstates taxable income, reduces investment returns

Table 2

Revenue (present value) $115 Revenue (present value) $115

Investment cost $100 Investment cost $100

Value of tax deduction allowable in �rst year $100 Present value of tax deduction $56

Pro�t (revenue - cost) $15 Taxable pro�t (revenue - allowable deduction) $59

Tax $3 Tax $12

After-tax income $12 After-tax income $3

After-tax rate of return 12% After-tax rate of return 3%

Full expensing Depreciation at 5% in�ation, 20-year asset

Sources: Author’s calculations; Stephen J. Entin, “The Tax Treatment of Capital Assets and Its Effect on Growth: Expensing, Depreciation, and the Concept of 

Cost Recovery in the Tax System,” Tax Foundation Background Paper no. 67, April 2013.

Notes: Assumes 3 percent discount rate; numbers may not add up due to rounding.
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research showing that expensing specifically boosts capital 

investments and increases employment.22

Using variation in expensing rules between 2002 and 

2011, two separate papers in the American Economic Review 

show that expensing led to increased business investments. 

Eric Zawick and James Mahon found that expensing “raised 

investment in eligible capital relative to ineligible capital 

by 10.4 percent between 2001 and 2004 and 16.9 percent 

between 2008 and 2010.”23 They also found that smaller firms 

and those with tight cash flow show the biggest investment 

response. Using variation in how states adopt federal tax 

changes, Daniel G. Garrett, Eric Ohrn, and Juan Carlos Suarez 

Serrato found that increasing a location’s exposure to expens-

ing “increased employment by 2.1 percent on average over 

our sample period.”24 Likely because the tax changes during 

the period studied were temporary, the effects on employ-

ment were not permanent. A similar study of accelerated 

depreciation allowances in the United Kingdom also found 

that qualifying businesses increased investment.25 Because 

inflation was relatively low and stable in the early 2000s, 

policymakers should expect similar permanent expensing 

rules in today’s environment of high inflation to have a larger 

effect on investment and employment.

Expensing also helps American workers by making U.S. 

investments more attractive relative to countries with depre-

ciation systems. Ranking countries by the present value of 

capital allowances in 2022, Cristina Enache estimates that the 

United States ranks 21st out of 38 Organisation for Economic 

Co-operation and Development countries. The United States 

is weighed down by five-year amortization of research 

expenses and ineligibility of expensing for structures.26 Philip 

Bazel and Jack Mintz show that compared to Canada, the U.S. 

marginal effective tax rate on capital investment is about 7 

percentage points higher and scheduled to increase 23 percent 

as expensing phases out.27 Because full expensing lowers the 

cost of capital only for new investments that are made in the 

United States, it removes barriers to re-shoring supply chains 

and boosting domestic investment.

Tax Foundation estimates from 2020 show that making 

the 2017 expensing reforms permanent would increase gross 

domestic product (GDP) by 0.9 percent. Expanding expensing 

to all investments (including structures, which are not eligible 

under the Tax Cut and Jobs Act) would boost investment, 

wages, and growth even further. The combined effect of this 

reform is projected to increase GDP by 4 percent, the capital 

stock by 10 percent, and wages by more than 3 percent and 

add more than 800,000 new full-time-equivalent jobs.28

By removing policy distortions that make domestic invest-

ments less attractive, Congress could make the United States 

a more attractive investment location by simply extending 

and expanding the expensing policies passed in 2017.

POL ICY  RECOMMENDAT IONS

The ability to fully write off new investments has already 

begun to phase out. Beginning in 2022, research expenses 

are required to be written off over five years. Beginning in 

2023, the first-year deduction for many other investments 

phases out. Allowing first-year full expensing to phase out 

will depress new investment and exacerbate the already 

heightened risk of recession.

Congress should permanently restore full expensing as it 

was for tax years 2018–2021. The Tax Foundation esti-

mates that 100 percent bonus depreciation and research 

and development expensing would reduce static revenue 

by about $582 billion over a decade or $456 billion after 

accounting for the resulting economic growth and larger 

economy.29 By moving investment deductions into the 

budget window, the 10-year revenue loss of expensing is 

overstated compared to a longer time horizon.30 Congress 

should also expand expensing to longer-lived structures, 

either by allowing the same immediate deduction or 

implementing a “neutral cost-recovery system,” which pro-

vides a similar economic benefit as expensing by allowing 

businesses to index their write-offs for inflation.31

There is bipartisan support in Congress for reversing the 

changes that deny businesses their full research invest-

ment deduction. The American Innovation and Jobs Act 

has close to equal Republican and Democrat cosponsors 

to reinstate full expensing for research and experimental 

expenditures, among other less desirable changes, such as 

an expanded research tax credit.32

The most complete set of proposed expensing reforms is 

the Cost Recovery and Expensing Acceleration to Transform 

the Economy and Jumpstart Opportunities for Businesses 

and Start-ups Act, or the CREATE JOBS Act, which makes full 

expensing permanent for research costs and shorter-lived 

investments and allows longer-lived structures the ability 
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to use a neutral cost recovery system. The Accelerate Long-

Term Investment Growth Now Act, or the ALIGN Act, makes 

expensing rules for short-lived assets, as included in the 

2017 reforms, permanent.

Congress has many important deadlines looming as major 

components of the 2017 tax cuts begin to expire; none is 

more immediately important than making full expensing 

permanent. At a time of high inflation, the tax code is set 

to make the economic recovery even harder. Congress can 

avoid one of the many mistakes of the 1970s by extending 

and expanding full business expensing before inflation fur-

ther erodes wages and economic growth.
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