
 

ISSUE BRIEF
Simple Changes Could Double the Increase in GDP 
from Tax Reform
Adam N. Michel and Parker Sheppard, PhD

No. 4852 | May 14, 2018

The Tax Cuts and Jobs act of 2017 (TCJa) is project-
ed to increase the long-run size of the U.S. econo-

my by about 2 percent, or about $3,000 per household.1 
However, many of the law’s changes are temporary, 
and, if allowed to expire, the temporary changes will 
have no effect on the economy in the long run. To real-
ize the remaining benefits of tax reform, Congress 
should make the new tax law permanent and expand 

“expensing”—the ability for businesses to write off new 
investments immediately after they are made. 

Expensing and the Definition of Income
Businesses generally pay income taxes on their 

profits, or revenues minus costs. The costs of employ-
ee salaries, power bills, and rent are all deductible in 
the year they are paid. However, a different set of rules 
apply to capital investments, such as equipment and 
structures. Businesses must deduct the cost of invest-
ments from their revenue over a set number of years, 
according to complicated depreciation schedules.

The depreciation schedules exist in order to cal-
culate a corporation’s income according to the Haig–
Simons definition, which is the sum of consumption 
and changes in net worth. a firm that invests in a 
new factory cannot deduct that expenditure from its 
taxable income because its net worth (theoretically) 

has not changed. It only registers the expense for tax 
purposes as the factory’s value falls each year due to 
the wear and tear of the production process.

In contrast to existing depreciation schedules, 
which are the government’s estimate of the wear 
and tear on capital, full expensing would allow busi-
nesses to deduct all investment expenses from tax-
able income at the time the investments are made. 
Expensing brings the tax code in line with the Fisher–
Ture definition of income, which is gross receipts less 
current outlays to earn future income.2

The distinction between the two definitions of 
income is subtle, but important. The Haig–Simons 
definition treats all changes in net worth equal-
ly, while the Fisher–Ture definition recognizes a 
distinction between wealth that is held for future 
spending and wealth that is put to work. By waiting 
to tax as income only revenues that are meant to be 
spent on consumption, the Fisher–Ture definition 
of income provides stronger incentives for individu-
als to delay consumption in favor of investing. This 
Issue Brief explains why the Fisher–Ture definition 
of income is preferable and why the TCJa is to be 
commended for taking steps toward its adoption.

Key Provisions of the TCJA
The TCJa reduced the federal corporate tax rate 

from 35 percent to 21 percent and reduced tax rates 
on pass-through business income reported on per-
sonal tax returns. On the personal income side, the 
law consolidated tax brackets and increased the 
standard deduction, which simplifies the process of 
filing a return for the majority of households. How-
ever, the income tax rates are only reduced for the 
first eight years following the law’s implementation.
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While the changes in tax rates have received the 
most attention, the law’s adjustments to expensing 
rules have equally important economic effects. The 
TCJa adopts the Fisher–Ture definition of income for 
most short-lived types of capital, allowing full expens-
ing for items such as equipment and machinery. How-
ever, the changes do not apply to structures and are 
not permanent.3

Making the TCJA Permanent Increases 
Gross Domestic Product

Heritage experts projected in a previous report that 
long-run gross domestic product will increase by 1.67 
percent over the pre-reform baseline.4 For this current 
analysis, we present the estimates relative to the pre-
reform baseline to highlight the relative magnitude of 

the proposed changes and to emphasize that they are 
provisions that are already included in the TCJa.

Extending the TCJa permanently would increase 
the size of the economy by 2.75 percent over the pre-
reform baseline. Making the TCJa’s temporary pro-
visions permanent is the simplest reform Congress 
could enact. The temporary provisions have already 
won approval from lawmakers for the near term. 
Two additional options to reform the tax code would 
further raise the level of output.

1. A shortened depreciation schedule for struc-
tures. Originally included in the Senate bill, the 
shortened schedule would bring the tax treatment 
of structures closer in line with the Fisher–Ture 
definition of income and the treatment for other 

1. Parker Sheppard and David R. Burton, “The Economic Impact of the Tax Cuts and Jobs Act,” Heritage Foundation Commentary, 
December 20, 2017, https://www.heritage.org/taxes/commentary/the-economic-impact-the-tax-cuts-and-jobs-act.

2. Irving Fisher, “Income in Theory and Income Taxation in Practice,” Econometrica, Vol. 5, No. 1 (January 1937), pp. 1–55; Norman B. Ture, “Supply 
Side Analysis and Public Policy,” in David G. Raboy, ed., Essays in Supply Side Economics (Washington, DC: Institute for Research on the Economics 
of Taxation, 1982), http://iret.org/pub/SupplySideBook.pdf (accessed May 4, 2018); and Norman B. Ture, “The Inflow Outflow Tax—A Saving-
Deferred Neutral Tax System,” Institute for Research on the Economics of Taxation, 1997,  http://iret.org/pub/inflow_outflow.pdf 
(accessed May 4, 2018).

3. The expensing provisions begin to phase out after 2022. The law also expands expensing for small businesses by raising the cap on eligible 
investment and increasing the phase-out amount and limits the expensing of research and development costs after 2021.

4. For more information on the methods used to estimate the effects on output, see Parker Sheppard and David R. Burton, “How the GOP Tax Bill 
Will Affect the Economy,” Heritage Foundation Issue Brief No. 4789, November 28, 2017, https://www.heritage.org/taxes/report/how-the-
gop-tax-bill-will-affect-the-economy.
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types of capital. While the shortened deprecia-
tion schedule does raise output, we estimate that it 
would lead to a modest 0.1 percent increase in GDP.

2. Full expensing for all investments. Originally 
included in the House tax reform Blueprint,5 this 
simple expansion would increase U.S. output by 
4.3 percent over the pre-reform baseline, sub-
stantially more than the 2.75 percent increase 
that would occur if the temporary provisions are 
made permanent.

Additional Benefits Beyond Increased 
Gross Domestic Product

In addition to the increase in GDP, other benefits 
will occur that are not captured in the estimates pre-
sented above. Moving to full expensing raises wages, 
reduces mismeasurement of income, simplifies 
income reporting, reduces market distortions, and 
eliminates perverse incentives.

Raising Wages. By removing incentives that dis-
courage investing, these proposed changes produce 
higher wages for workers. additional capital in the 

form of new buildings and equipment means that, 
with each hour of labor, workers produce more goods 
and more valuable goods and services. Because each 
hour of labor brings in more revenue for businesses, 
they want to hire more workers and are able to pay 
higher wages.

Accurately Measuring Income. Practical 
issues with measuring changes in net worth come 
with the implementation of the Haig–Simons defi-
nition of income. To illustrate, consider a firm that 
builds a new factory that costs $1 million. The exist-
ing depreciation schedules value that factory for tax 
purposes at $1 million and only allow its value to fall 
with the passage of time. Further suppose that the 
firm needed to sell the factory the day that it opened. 
The market value of the factory is likely substan-
tially less than $1 million both because it is a special-
ized type of capital and unlikely to be used exactly 
as built by another firm and because buyers of sec-
ondhand assets run the risk that the asset is for sale 
because it is defective.6 Depreciation schedules are 
an approximation, which represents a compromise 
between accurately recording changes in net worth 

5. Office of the Speaker of the House, “Tax Reform Task Force Blueprint—A Better Way: Our Vision for a Confident America,” June 24, 2016, 
https://abetterway.speaker.gov/_assets/pdf/ABetterWay-Tax-PolicyPaper.pdf (accessed May 3, 2018).

6. The economic term for this problem is asymmetric information. The owner knows more about the asset than the buyer, and the fact that 
the asset is for sale suggests that it is defective. The idea was originally put forth in George A. Akerlof, “The Market for ‘Lemons’: Quality 
Uncertainty and the Market Mechanism,” The Quarterly Journal of Economics, Vol. 84, No. 3 (August 1, 1970), pp. 488–500, 
https://doi.org/10.2307/1879431 (accessed May 3, 2018).

The TCJA,
as enacted

Temporary 
provisions made 

permanent

Permanent and 
shorter depreciation 

for structures 
Full expensing of 

investments

Capital stock (equipment) 3.0% 6.0% 6.0% 6.5%

Capital stock (structures) 9.4% 9.4% 10.3% 20.5%

Labor 0.0% 0.6% 0.6% 0.6%

Economic output (GDP) 1.7% 2.8% 2.9% 4.3%

TABLE 1

Impact of Expanding Expensing on Pre-Reform Estimates 
of Long-Run Output from the TCJA
PERCENTAGE CHANGE FROM PRE-TCJA BASELINE

SOURCE: Heritage Foundation calculations. For methodology, see Parker Sheppard and David R. Burton, 
“How the GOP Tax Bill Will A� ect the Economy,” Heritage Foundation, Issue Brief No. 4789, November 
28, 2017, https://www.heritage.org/taxes/report/how-the-gop-tax-bill-will-a� ect-the-economy
(accessed April 30, 2018). heritage.orgIB4852
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and minimizing the complexity of measuring and 
reporting changes in net worth. To the extent that 
depreciation schedules overvalue assets, they lower 
the return to capital and discourage investment.

Simplifying Taxpaying. Even with depreciation 
schedules, the costs associated with tracking changes 
in net worth is substantial. according to research from 
the Internal Revenue Service, business tax compliance 
costs are over $100 billion per year, representing a mas-
sive waste of money and effort.7 Considering that com-
pliance costs are equal to 14 percent of total taxes paid 
by traditional C corporations, the cost of compliance 
is unacceptably high.8 a 2016 Tax Foundation analysis 
estimated that businesses spend over $23 billion a year 
complying with depreciation schedules alone.9

The real cost of accurately measuring income 
under the Fisher–Ture definition is substantially 
lower. Businesses would not have to track invest-
ment depreciation schedules or account for uncer-
tain tax costs associated with long write-off periods. 
Moving to full expensing could redirect the $23 bil-
lion expense of complying with depreciation sched-
ules toward productive activities.

Reducing Market Distortions. Unevenly applied 
tax policy creates new market distortions by favoring 
one type of capital at the expense of others. Bad poli-
cy inserts the tax code into investment decisions and 
makes production less efficient. For example, the cur-
rent expensing rules make new equipment, which has 
a faster depreciation schedule, more attractive than 
expanding manufacturing floor space, which has a 
longer depreciation schedule. Firms should choose 
whether to use equipment or structures on the basis 
of which type of capital produces the most for the 
expense, not on which type of capital has the most 
favorable present-value tax deduction.

Eliminating Perverse Incentives. By putting 
these changes in place and then taking them away 
after five or 10 years, Congress has created perverse 
incentives for businesses. as the expiration date for 

expensing draws near, businesses will rush to make 
new investments to take advantage of the temporary 
rules. Temporary changes have no effect on invest-
ment in the long run. They only result in firms bring-
ing some investment forward in time.

Congress generally uses fiscal policy to smooth 
fluctuations in the business cycle. yet, the expir-
ing provisions could aggravate business cycle fluc-
tuations. If investment decreases by a substantial 
amount in the years following expensing’s expira-
tion, it increases the chances of a recession.

Complete the Transition Now
The TCJa is the most important tax reform bill 

to come through Congress in thirty years, in part 
because negotiating changes to the United States’ 
complicated tax code is a tedious process. Congress 
could pass a law with 60 percent of the benefit of major 
tax reform by simply making permanent the provi-
sions that lawmakers have already agreed to within 
a 10-year window. applying the expensing rules that 
Congress has agreed to for some types of investment 
to all investment would follow a major reform bill 
with another that has 150 percent of the benefit.

The tax code has many areas in need of reform.10 
Lawmakers are reticent to start major negotiations 
on another bill having just passed one major reform 
and heading into an election. However, by simply 
expanding and making permanent the changes that 
Congress has already agreed to in the TCJa, law-
makers could double the benefits of tax reform for 
their constituents.

—Adam N. Michel is a Policy Analyst in Tax and 
Budget Policy in the Thomas A. Roe Institute for 
Economic Policy Studies, of the Institute for Economic 
Freedom, at The Heritage Foundation. Parker 
Sheppard, PhD, is Senior Policy Analyst for Dynamic 
Modelling and Simulations in the Center for Data 
Analysis, of the Institute for Economic Freedom.
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8. Authors’ calculations. Internal Revenue Service, SOI Tax Stats, Table 17: “Corporation Returns With Net Income, Form 1120, 2009,” 
https://www.irs.gov/statistics/soi-tax-stats-table-17-corporation-returns-with-net-income-form-1120 (accessed May 3, 2018).

9. Scott A. Hodge, “The Compliance Costs of IRS Regulations,” Tax Foundation, June 15, 2016, 
https://taxfoundation.org/compliance-costs-irs-regulations/ (accessed May 3, 2018).
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