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DEDUCTION OF RESEARCH AND EXPERIMENTA-
TION EXPENDITURES FOR RESEARCH IN THE
UNITED STATES AGAINST U.S. SOURCE
INCOME :

FRIDAY, JUNE 17, 1983

U.S. SENATE, SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT, AND THE SUBCOMMITTEE ON ENERGY AND
AGRICULTURAL TAXATION, COMMITTEE ON FINANCE

Washington, D.C.

The subcommittee met, pursuant to notice, at 8:30 a.m. in room
8.137215, Dirksen Senate Office Building, Hon. Malcolm Wallop pre-
siding. ‘

Present: Senator Wallop.

[The press release announcing the hearing and Senator Wallop’s
opening statement follow:]

[Press release No. 83-146, U.S. Senate, Committee on Finance, June 2, 1983]

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT AND SUBCOMMITTEE
ON ENERGY AND AGRICULTURAL TAXATION RESCHEDULE HEARING ON S. 654

Senators Bob Packwood, Chairman of the Subcommittee on Taxation and Debt
Management and Malcolm Wallop, Chairman of the Subcommittee on Energy and
Agricultural Taxation announced today that the subcommittees have rescheduled
the hearing on S. 654 for Friday, June 17, 1983, at 8:30 a.m. The hearing will be
held in Room SD-215 (formerly 2221) of the Dirksen Senate Office Building. Persons
who have previously requested to testify on S. 654 need not submit an additional
request.

STATEMENT OF SENATOR MaALcOLM WaALLOP, CHAIRMAN SENATE FINANCE COMMITTEE,
SuBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

The purpose of this joint hearing between the Senate Finance Subcommittees on
Taxation and Debt Management and Energy and Agricultural Taxation is to receive
Administration and public comment on S. 654, which I introduced earlier this year
and which now enjoys the support of eleven of my colleagues from the Committee.
That legislation provides that for the purposes of section 861 of the tax code, all
deductions for research and development expenditures attributable to activities con-
ducted in the United States will be allocated to domestic source income.

By way of brief history, the Economic Recovery Tax Act of 1981 included a two
year moratorium on the allocation regulations of section 861. Those regulations,
which had been adopted by the Internal Revenue Service in 1977 provided for a
complex allocation formula by which U.S. companies were required to allocate be-
tween U.S. source foreign source income, expenses associated with R&D activities
performed in the United States. The moratorium, which expires at the end of this
year, was adopted in recognition of the very strong sense among members of the
Congress that the so-called 861 regulations were having a very adverse impact on
domestic R&D activities, by either forcing those activities overseas or by simply re-
ducing the expenditures here at home. As a part of the moratorium the Treasury

M
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Depzirttx.nent was directed to submit a study to the Congress on the impact of the 861
regulations.

Although considerably overdue, report was submitted to the Congress yesterday.
Unfortunately, the report did not arrive at my office in time yesterday to provide
any real opportunity to examine findings of the study in detail. However, I was
pleased to see that the conclusion of the Treasury study was the recommendation
that the nworatorium be extended for two more years. That recommendation is based
on the Treasury finding that the 861 Regulations indeed have a negative impact on
U.S. based R&D activities. I do not believe that any of us here this morning find
that conclusion particularly surprising.

While the Treasury Department was working on their stud{;, other surveys and
reports were prepared on the impact of 861 regulations. An Arthur Anderson surve
of 85 companies with $400 billion in sales, employing 3.6 million people, and spend-
ing an excess of $12 billion on R&D singled out the 861 R&D allocation rules as a
detriment to domestic R&D operations. In a special report in the June 13 edition of
Tax Notes magazine, it was concluded that the readoption of the 861 R&D allocation
rules would exert fressure to decrease U.S. based research and development. Fur-
ther, it was strong 'grrecommended that the moratorium on the regulations should
be continued. The Treasury study released yesterday reaches that same basic con-
clusion. It was the finding of the Treasulg Department that had the 861 Regulation
moratorium not been in place in 1982, domestic research and development would
have been reduced by $40 to $260 million. I will submit the executive summary of
the Arthur Anderson survey, the Tax Notes special report, and the Treasury De-
partment press release on the section 861 study for inclusion in the hearing record.

One of the contentions expressed by those who support the continuation of the
moratorium on the 861 regulations is that the effect of those regulations pushes
R&D activities into overseas markets. From a brief review of the Treasury De
ment study it would appear that Mr. Chapoton will dispute that contention here
this morning. Indeed, the Treasury study points out that the reduction in R&D that
would have happened had the moratorium not been in effect in 1982 would have
been because the R&D in the United States had become somewhat more expensive
and not because of a transfer of R&D abroad. I believe that a very clear rebuttal to
that position is offered in two letters I will also submit for the record. The first
letter is from Peter S. Chalfant, Tax Counsel to the WILTRON Corporation of
Mountain View, California. In April of this year, this electronic test equipment firm
with anticipated 1983 sales of $40 million established a research and development
facility in the United Kingdom. In outlining the reason for that decision, Mr. Chal-
fant expressed the company’s concern that the U.S. may fall further behind in en-
couraging companies to conduct their R&D activities in the U.S. Specifically, the
possible continuation of the 861 R&D allocation rules was highlighted as an incen-
tive to shift R&D work out of the U.S.

The second letter comes from the Foxboro Company of Foxboro, Massachusetts. In
their letter they state that t:;e?' had for several years intended to centralize all of
their R&D efforts in the United States. They point to the 861 regulations specifical-
ly as one of the major factors in their decision in 1980 to establish a European R&D
gé)eration. They now have substantial R&D activities underway in both the United

ingdom and the Netherlands. It is somewhat ironic for a country which considers
itself the leader in research and innovation to be the only industrialized nation in
the world to require the allocation of domestic R&D expenditures. It would appear
grom these two letters that it has the potential of having some very dramatic af-
ects. -

Let me conclude by saying that I am very pleased that the Administration will be
supporting a two year extension of the moratorium on the 861 regulations. But let
me point out that the one thing we have not provided the business community
much of lately is some certainty. Two-year fixes are not particularly helpful for the

urpose of making long term business decisions. I sincerely hope that the Treasury
rtment will consider the importance of a permanent solution of this problem,
and will work with me in arriving at that solution in the very near future.

Senator WaLLopP. Good morning.

The purpose of this joint hearing between the Senate Finance
Subcommittees on Taxation and Debt Management, and Energy
and Agricultural Taxation, is to receive administration and public
comment on S. 654; which I introduced earlier this year and which
now enjoys the support of 11 of my colleagues from the committee.
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That legislation provides that for the purposes of section 861 of
the Tax Code, all deductions for research and development expendi-
tures attributable to activities conducted in the United States will
be allocated to domestic source income.

By way of a brief history, the Economic Recovery Tax Act of 1981
included a 2-year moratorium on the allocation regulations of sec-
tion 861. Those regulations, which had been adopted by the Inter-
nal Revenue Service in 1977, provided for a complex allocation for-
mula by which U.S. companies were required to allocate between
U.S. source and foreign source incorae expenses associated with re-
search and development activities performed in the United States.

The moratorium, which expires at the end of this year, was
adopted in recognition of the very strong sense among Members of
the Congress that the so-called 861 regulations were having a very
adverse impact on domestic R&D activities either by forcing those
ﬁctivities overseas or by simply reducing expenditures here at

ome.

As a part of the moratorium, the Treasury Department was di-
rected to submit a study to the Congress on the impact of the 861
regulations. Although considerably overdue, the report was submit-
ted to the Congress yesterday. Unfortunately, the report did not
arrive at my office in time yesterday to provide any real opportuni-
ty to examine the findings of the study in detail.

However, I was pleased to see that the conclusion of the Treas-

ury study was the recommendation that the moratorium be ex-
tended for 2 more years. That recommendation is based on the
Treasury finding that the 861 regulations could indeed have a neg-
ative impact on U.S. based R&D activities. I do not believe that any
of us here this morning find that conclusion particularly surpris-
ing.
While the Treasury Department was working on their study,
other studies and reports were prepared on the impact of 861 regu-
lations. An Arthur Anderson survey of 85 companies with $400 bil-
lion in sales, employing 3%2 million people, and spending an excess
of $12 billion on R&D, singled out the 861 R&D allocation rules as
a detriment to domestic R&D operations.

In a special report in the June 13 edition of Tax Notes magazine,
it was concluded that the readoption of the 861 R&D allocation
rules would exert pressure to decrease U.S. based research and de-
velopment.

Further, it was strongly recommended that the moratorium on
the regulations should be continued. The Treasury study released
yesterday reaches that same basic conclusion. It was the finding of
the Treasury Department that, had the 861 regulation moratorium
not been in place in 1982, domestic research and development
would have been reduced by $40-260 million. I will submit the ex-
ecutive summary of the Arthur Anderson survey, the Tax Notes
special report, and the Treasury Department press release on the
section 861 study for inclusion in the hearing record.

[The items follow:]



ARTHUR ANDERSEN & Co.

1666 K STREET, N. W.
WasHINoTON, D. C. 20006
(202) 862-0100 ‘

January 1983

To: The Sponsors of the National Research
and Development Study

I. EXECUTIVE SUMMARY

A. Introduction

America's high technology industries are an important
source of our future economic growth and“competitiveness in the
international market, The continued vitality of these industries
depends in large part on their willingness to assume the risk of
investing in research and development (R&D). A new product may
take several years at great expense to develop, and unless there
are expectations of a reasonable return on the investment, such
investinents will likely not occur. Government policies which
have the effect of increasing risks or reducing expectations of a
reasonable return can act as a disinéghtive for undertaking R&D
and can encourage companies to invest their money and expertise

in foreign markets.

In recognition of these realities and evidence that
U.S. corporations have greatly expanded research and development
activities overseag, Congress in 1981 reexamined domestic

economic policy and undertook to remove disincentives to domestic
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technology development. Subsequently, in the Economic Recovery
Tax Act of 1981 (ERTA), specific steps were taken to spur
technological innovation and to increase productivity of U.S.
companies. ERTA contained a major overhaul of U.S. depreciation
rules and provided a 25% tax credit for incremental increases in
research and development expenditures. In addition, the Congress
imposed a two year moratorium on the allocation requirements of
Section 1.861-8 of the Income Tax Regulations. Section 1.861-8
requires U.S. companies to apportion part of their domestic R&D
expenditures to their foreign operations. The apportionment may
result in a denial of tax benefits either through loss of tax
deductions or expired foreign tax credits which can effectively

discourage domestic R&D investments.

As the expiration date of the moratorium approaches,
Congress must reconsider Section 1.861-8, and decide whether or
not to continue to encourage domestic R&D investments by
extending the suspension. To assist it in this deteimination,
Congress requested the Treasury Department to conduct a study of
the impact of Section 1.861-8 on domestic R&D and on the

availability of the foreign tax credit.

This Firm was commissioned to conduct a similar study
that encompassed a survey of the major R&D spenders in the United
States. The objectives of this study are to: 1) analyze the
impact of Section 1.861-8 on corporate taxes and R&D investments;
2) analyze the factors affecting management decisions to locate

R&D in the U.S. or abroad; and 3) examine trends in R&D
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investments over the past decade. The National R&D Study
represents a companion effort to the Treasury Department's report
and is intended to expand the information required for Congress
to decide on a permanent suspension of the Section 1.861-8 R&D

allocation requirements.

B. Summary of Survey Findings

Qﬁestionnaires were completed by 85 corporations
selected from among the largest R&D spenders in U. S. industry.
The companies surveyed had aggreyate sales in 1981 of alimost $400
billion, employed over 3.5 million people, and had combined R&D
expenditures in excess of $12 billion. The questionnaire sought
detailed financial and personnel data and other information
quantifying the impact of various factors, such as tax laws and
government regulation, on R&D investment decisions. The primary

findings of the survey are:

1. The R&D allocation requirements of Section 1.861-8
increase the overall tax liability of U. S. multi-
national corporations by generally placing firms in an
excess foreign tax credit position.

2. Respondents to the survey considered pre-ERTA . X rules
as a disincentive to conducting R&D in the U. S. and
Regulation Section 1.861-8 was singled out as a
detriment to domestic R&D operations by a significant
group.

3. The United States is the only nation requiring the
allocation of domestic R&D expenditures. 1In fact,
other developed nations have instituted a variety of
incentives to attract and stimulate R&D activities
within their borders.

4. Management most frequently reviews R&D decisions in
light of long-term competitiveness, or is influenced by
factors leading to a favorable R&D environment.
Characteristics like a sufficient supply of skilled

BEST COPY AVAILABLE
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manpower, adequate R&D facilities and various
government incentives or disincentives played a
significant role in these decisions.

5. Most corporations have shown an increase in their
foreign R&D expenditures as a percentage of their
worldwide R&D expenditures over the past ten years.
Those companies with less than $2.5 billion in sales
exhibited.the greatest percentage increase in foreign
to total R&D.

6. The percentage increase in respondents' foreiyn to
total R&D exceeded the percentage change in the ratio
of foreign sales to total sales. Thus, R&D investment
occurred independently of expanding operations (as
measured by sales). A significant reallocation of R&D
abroad took place over the ten year period studied.

7. The growth on a percentage basis of respondents’
foreign to total R&D manpower confirms the shift of R&D
abroad. Employment of highly skilled scientists and
engineering professionals increased faster abroad than

in the U.S.
8. Most respondents believe that lifting the moratorium
will encourage an expansion of foreign R&D investments
in the future. 1In fact, 44% of the respondents stated
that if the suspension was lifted, it would contribute
to an excess foreign tax credit position in future
years,

Conclusion

~

The survey results indicate that R&D investment in
foreign markets by U.S. companies—is in fact increasing faster
than in U.S. markets. Companies considered a variety of factors
including Section 1.861-8 in deciding where to locate R&D h
operations, and often concluded that their best choice for R&D
investments is in operations abroad. A significant number of

survey respondents felt that the enactment of the R&D incentive

provisions of ERTA, if made permanent, represented an important

step in rebuilding technological superiority in U. S. industry

and in reversing the trends evidenced in this Study.

Otk Pckoun. v Co.
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II. INTRODUCTION

A. Purpose of Study

The National R&D Study has four objectives:

1. To analyze the impact of Income Tax Regulation Section
1.861-8 on corporate tax liabilities.

2. To compare U.S. tax policy with the policies of other
developed countries as such policy affects R&D.

3. To identify the factors influencing corporate decisions
to invest in R&D.

4. To analyze the growth of R&D investments by U.S.
corporations in foreign countries (hereafter referred
to as "foreign R&D" or "overseas R&D") by isolating
trends in corporate R&D expenditures and manpower
employment over the decade ended in 1981.

B. Background of U.S. Tax Implications

U.S. tax law allows corporations a credit against their
U.S. tax liability for taxes paid to a foreign country. Through
a complex formula, the law limits this foreign tax credit to the
amount of U.S. tax that would qgherwise be imposed upon the
foreign source income. Thus, decreases in foreign source income
will directly reduce the size of the allowable foreign tax

credit. (See Appendix B.)

For the purposes of computing U.S. tax liability,
Sections 861 and 862 of the Tax Code require corporations with
foreign operations to allocate expenses, losses, or other
deductiong between domestic and foreign source income. Theo-

retically, expenses directly related to domestic income may be

I1-1



used to offset U.S. income subject to tax and expenses related to
foreign income may be used to reduce foreign income subject to
tax by foreign tax authorities. Certain allowable deductions,
however, including such overhead items as R&D expenditures and
interest expense, are not easily allocated between a corpora-
tion's domestic and foreign operations. Believing that a portion
of this category of expenditure must relate to the generation of
foreign income, the Treasury Department promulgated Regulation
Section 1.861-8 in 1977 including complex formulae whereby a part
of overhead expenses is simply attributed to foreign source
income. This allocation results in a permanent denial of a tax
benefit in many situations. In other cases, the allocation
results in an excess foreign tax credit which, if never used,

also results in a permanent loss of a tax benefit.

Section 1.861-8 has become one of the more contro-
versial elements of U.S. tax policy because of the economic cost
it imposes on the performance of domestic R&D. The effect of
this provision can be to deny U.S. corporations a full deduction
against U.S. income for purely domestic R&D expenses. Such
expenses are not permitted as a deduction against foreign taxable
income by foreign tax authorities because no direct benefit
accrues to the foreign entity. These expenses are not viewed as
deductible costs of doing business in the foreign country. This
results in loss of a tax benefit for a portion of R&D expenses
and exposes a portion of income to both U.S. and foreign
taxation. This occurs because the allocatidn of R&D expenses to

foreign source income has the effect of reducing the amount of

I1-2
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foreign tax credit allowed currently and of increasing the
corporation's overall tax liability. Seen in this light, Section
1.861-8 reduces the benefits of spending R&D funds in the U.S.
The shift in R&D abroad as evidenced by the survey results (see

Section V) supports this assertion.

C. Necessity for R&D

Clearly, R&D is vital to the American economy because
of its impact on productivity and the creation of new jobs. R&D
provides the stimulus for the growth of business and employment
through the advancement of technology for new and better products
and éérvices. For the 1980's, a high rate of technological inno-
vation is a prerequisite for competitiveness in the international
marketplace. Thus, it is in the United States' interest to
ensure that its economic and tax policies foster or, at the very
least, Go not impede efforts by U.S. industry to maintain a

technological advantage over our competitors for both defense and

nondefense reasons.

D. Sponsors of and Participants in the Study

Responding to the increased concern over the United
States' declining economic position with respect to R&D in the
world market, the National Association of Manufacturers, the
Electronic Industries Association, the Pharmaceutical Manu-
facturers Association, and the Emergency Committee for American
Trade commissioned this Study for purposes of summarizing trends

in foreign and total R&D investment over the 1972-1981 pexiod.

I1-3
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(For a more detailed profile of these organizations, see Appendix
A.) Responses were received from members of these organizations
and other nonmember companies interested in participating in the
Study. A total of 85 responses with aggregate R&D expenditures
of over $12 billion in 1981 were received, 53 of which reported
foreign R&D expenditures of nearly $1.5 billion. The respondents
represent several major industry groups. The Chemical and Allied
Products Industry had the most respondents with 20 companies
participating in the Study, 16 of which had foreign R&D
expenditures. Other industries showing a significant number of
responses were the Machinery Industry and the Electrical
Equipment and Communications Industry. The Study participants
with foreign R&D expendi;ures are among the largest corporations,

in terms of net sales, in the United States.

I1-4
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IIT. IMPACT OF INCOME TAX REGULATION SECTION 1.861-8

A. Objectives of the R&D Study

The National R&D Study sought to assess the impact of
Section 1.861~-8 by requesting that respondents indicate whether
the Regulation has contributed to an excess foreign tax credit
(FTC) position, and whether it was considered in reaching a
decision to locate an R&D facility outside the U.S. The survey
questionnaire also asked respondents to identify the most
significant factors that enter into the corporate R&D decision-
making process. Additionally, respondents were called on to
evaluate the Regulation by documenting their experiences with it,
documenting any definitional problemé encountered and stating

instances where the rules are unnecessarily complex.

A complete discussion of the Section 1.861-8 rules is

contained in Appendix B.

B. Response to the Survey

1. Effect of the Regqulations on Respondents

The results indicate that the Regulation can exert a
significant impact upon companies. Of the respondents with
foreign R&D investments, 35% replied that the Regulation requir-
ing allocation of R&D expense contributed to an excess foreign
tax credit position on their U.S. corporate tax returns for the
years 1977 through 1980. These corporations determined that

their tax liabilities increased substantially as a result of the

II1-1
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Regulation. 44% of the companies responded that if the
suspension was lifted, the Regulation will contribute to an
excess credit position in future years. This confirms that a
growing number of respondents expect the Regulation to impede R&D
expansion in the U.S. by increasing the cost of R&D and reducing
cash flow available for R&D investment as a result of greater

corporate tax liabilities.

There were specific instances in which respondents
considered the impact of the Regulation in making R&D
decisions. For example, a respondent stated that the effect of
the Regulation was a major consideration in its decision to
expand a foreign R&D project involving expenditures in excess of

$100 million.

Although the Regulation influences respondents in
different ways, it clearly has a negative impact overall.
According to the majorit& of Study participants, the Regulation
has actually created an incentive to spend R&D funds in foreign
markets. The specific cost of the Regulation in terms of excess
or expired foreign tax credits is difficult to measure.
Nevertheless, various respondents urged repeal O0f the Regulation
on the basis that Congress should not allow disincentives to U.S.
R&D to exist and thereby create any incentives for U.S. firms to

invest abroad.

One respondent characterized the Regulation as
“unnecessarily complex, poorly defined,..... and [that it] should

be m2liminated in order to give full U.S. tax benefit for R&D

II1-2
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expenses wherever they are incurred.” Another respondent
questioned the validity of the approach of the Regulation and
felt that the Regulation goes beyond the mandate of the statute

as interpreted by the Courts.

A significant portion of the participants acknowledge
that the Regulation has contributed to excess foreign tax credits
and will continue to do so in the future. The failure to fully
realize foreign tax credits will necessarily lead to a
significant relocation of R&D activities outside the United
States. It appears that U.S. - controlled multinational
corporations may be placed at an international competitive
disadvantage by the Regulation without any significant benefit to

the U.S. Treasury.

2. Respondents's Views on the Regulation

Many of the respondents replied that they had
encountered problems in applying the Regulation. The following

are some of the more frequent responses.

a. Product Categories - Ordinarily, a taxpayer's R&D

expenditures may be allocated among designated product categories
as specified in the Regulation. The individual products within
each category are enumerated in the Standard Industrial
Classification (SIC) Manual. Most respondents believe that the
product categories are too broad to equitably segregate R&D
expenses., As a result, taxpayers are forced to allocate R&D

incurred with respect to products sold solely in the U.S. to

I1I-3
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foreign source income from sales of unrelated products simply
because the two products are classified under one, broad SIC
code. For example, the manufacture of bulldozers and lawnmowex
engines is included in the same SIC code even though the products

are vastly different in function.

b. Treasury's Assumption -~ Many respondents questioned

the Treasury's basic assumption that a portion of the U.S. R&D
benefits foreign operations whereas foreign R&D does not benefit

their U.S. operations.

c. Exclusive Apportionment Factor ~ The Regulation

prohibits allocation of more than 30% of total R&D expenditures
(for 1979 and after) to the geographic location where the R&D is
performed even if more than 50% of the amount of such deduction
is incurred in that geographic area. The taxpayer can use a
greater apportionment factor if he can demonstrate to the
Commissioner that there exists a very limited or long-delayed
application of the intangibles resulting from the R&D outside the
U.S. Many respondents indicated that the percentage limitation
or exclusive apportionment of R&D expenses to U.S. sources was
too low. Moreover, the Regulation makes it extremely difficult
to substantiate a higher apportionment factor. This percentage
increase is unavailable to many respondents with decentralized
operations as it is very difficult for corporate managers to
determine whether the results of a particular R&D project are
being used by foreign subsidiaries or have been incorporated in

products sold overseas. It is even more difficult to identify

II1-4
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the precise year in which an R&D project affects overseas
operations. The respondents clearly pointed out that the
exclusive apportionment percentage had no theoretical basis;

because most R&D was utilized in the country where performed.

d. Sales Method of Apportionment - The remainder of

R&D expense, after deducting the amounts related to government-
mandated and exclusive apportionment, is apportioned by product
category on the basis of sales. For purposes of the sales
factor, product sales of controlled (more than 50% owned domestic
and foreign affiliates) and uncontrolled parties (less than 50%

owned affiliates and independent third parties) are included.

One respondent noted that in determining the level of
sales to be included from controlled parties, it is difficult to
determine whether a member of a controlled group can reasonably

expect to benefit directly or indirectly from an R&D effort.

e. Data Accumulation - Many respondents affected by

the Regulation iﬂéicated that gathering the information necessary
to comply with the 861 rules was extremely time consuming and
costly. Some Study participants stated that the amount of effort
required to accumulate such information appeared to be far out of
proportion to the value of the information presented. While it
may be necessary to perform complex computations required by the
Regulations in order to arrive at "exact" amounts of allocable
and apportionable R&D expense, the £;spondents believe that the
results do not justify the imposition sf such an enormous burden

on taxpayers.

I1I-5
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C. Comparison of Reg. 1.861-8 to Tax Laws Around the World

We surveyed our offices in eleven foreign industrial-
ized nations (see Appendix E) to determine whether income tax
rules exist that are similar to those in the U.S. under

Regulation Section 1.861~-8. The findings are as follows:

1. Nine of eleven countries including Japan, West Germany
and Canada tax income from all sources (worldwide
income) and eight of nine provide relief from double
taxation either in the form of a credit for foreign
taxes paid or a lower tax rate on foreign source
income. Only Ireland does not extend relief from
double taxation of foreign source income, although
corporations operating in Ireland may deduct foreign
taxes from income.

2. With respect to the nine countries that tax worldwide

income, none of the countries had-specific tax provi-
sions like Section 1.861-8 that cause the allocation of

R&D expenses to foreign source income for purposes of

computing a foreign tax credit limitation.

3. Australia and France do not tax foreign source income
and, consequently, do not permit a deduction for
foreign source expenses, such as R&D expenses incurred
in the U.S. Neither of these countries disallow to any

- extent domestic R&D because there may be an indirect
benefit to overseas operations.

The U.S. is the only major industrial country posses-
sing the disincentive that requires allocation of R&D expenses to
foreign source income in computing the foreign tax credit
limitation. Other countries stipulate that home office expenses
should be allocated to foreign branches and subsidiaries if the

foreign entities benefit from the expenditures. However, R&D

expenses are not specifically targeted for allocation in any of

the surveyed countries, as they are in the United States.

I11-6
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D. Summary of Previous Studies

There have been many articles in tax literature
explaining deficiencies of the Regulation. Dr. Mai Woo, in a
published report for the Institute for Research on the Economics
of Taxation, examined the economics of the Regulation. She
concluded that the Regulation effectively raises the cost of
conducting R&D in the U.S., which management in the long run must
factor into their decision-making proceas.l/ She also concludeé
that the Regulation does not achieve its fundamental
justification of properly matching expenses with income. Since
R&D can only generate a future income stream, the Regulation
would have to allocate current expenses against the present value
of future foreign source income in order to achieve an appro-
priate matching. Because of this misallocation, and the

incentive it creates to conduct R&D overseas, Dr. Woo strongly

urged repeal of the Regulation.

In 1930, the Department of Commerce commissioned
Dr. Anita Benvignati to perform a studx on the "Impact of
American Tax Policy on the Level and Location of Industrial
Research and Development" which was published in March, 1982.
She conducted the research by"examining the 1976, 1977, and 1978
tax returns of 65 multinational corporations, many of which were

3
gselected from Business Week's "R&D Scoreboard.'”/

She concluded that some companies incur tax costs
because of the Regulation. In fact, over the years examined, the

percentage of firms allocating R&D to foreign source income

I11-7
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4
increased from 4% to 35.5%.“/ The percentage of the R&D allo-
cation to the overall 1.861-8 allocation increased from .3% to
5
3/ While no firms in 1976 paid additional taxes because of
6/

R&D allocations, 10% of the firms did in 1978.~

20.48%.

While tax factors appeared to be of secondary impor-
tance to other economic factors in influencing the location of
R&D facilities, Benvignati determined that certain firms are more

influenced than others.

Because a shift of R&D investments overseas decreases
the employment base, which reduces the tax base, several
respondents and commentatore have speculated that the revenues
lost from the Regulation could exceed the revenues generated.
Benvignati's findings appear to support this conclusion. She
concluded that even though the Regulatiop generated minimal
revenues in 1977 and 1978, it levied a substantial impact on a

7
number of companies.™

In a 1977 article entitled "The Allocation and
Apportionment of Deductions,"” attorneys James Fuller and
Alan Granwell argue1 that Regulation 1.861-8 is exceedingly
complex and administratively burdensome.8 Moreover, Fuller and
Granwell stated that the rules seem to go far beyond the
statute.2/ They point to "factual relationships" between items
of income and deductions imposed by the Regulation thag'are often
strained and inconsistent with the statutorily mandated ccncept
of "properly apportioned" deductions.lg/ Fuller and Granwell
characterized certain provisions for allocéiing and apportioning

_ 11/
R&D as harsh and rigid. ™

)
»
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E. Future Impact - Lifting the Suspension

If the suspension is lifted, the Regulation has the
undesirable potential for a greater detrimental impact on
international corporations in future years because the number of
firms actually incurring a tax cost is increasing._12 In
Benvignati's study, the percentage of firms in excess foreign tax
credit positions increased from 25.5% to 43.2% over the years
examined, while the percentage of firms paying additional taxes
because of the required allocations increased from 9.8% to
26-5%5£2/ Of those firms with excess foreign tax credits in the
years following the Regulation's enactment, one-third attribute

14
60% or more of the excess to the Regulation.

Our findings closely parallel that of Ms. Benvignati.
As previously discussed, 44% of the respondents replied that if
the suspension was lifted, the Regulation will contribute to an

increased excess foreign tax credit position in future years.

Although the current and projected dollar impact of the
suspension of the Regulation is presently unknown, the lifting of
“"the moratorium is expected to further weaken the United States in

the race for worldwide technological and scientific superiority.

- I1I-9



SN

23 el

5 1o

(=]

-
-

[
N

& I8

(=
-
~

|

21 -

FOOTNOTES

Dr. Mai Nguyen Woo, "Research and Development at Home or
Abroad? The Economics of IRS Regula_ﬁtIon 1.861-8,"
Institute for Research on the Economics of Taxation,
Economic Report #9, March 17, 1982, p. 10.

Ibid, pp. 14-16.

Dr. Anita Benvignati, "Impact of American Tax Policy on the
Level and Location of Industrial Research and Development, "
Department of Commerce, Office of International Services,

March 1982, pp. 18-20.

Ibid, p. 4.

Ibid.

Ibid, p. 5

Ibid, p. 2.

James P. Fuller and Alan W. Granwell, “The Allocation and

Apportionment of Deductions," 31 Tax Lawyer, (1977), pp.
125-161.

Ibid, p. 126.
Ibid, p. 127.
Ibid, p. 145,
Benvignati, p. 2.
Ibid, p. 5.
Ibid, p. 45.

III-10



22

IV. RESEARCH AND DEVELOPMENT INCENTIVES AROUND THE WORLD

A. Introduction

This section examines research and development incen-
tives existing in several major, industrialized foreign
countries. (See Appendix E for a list of these countries.) The
foreign offices of Arthur Andersen & Co. responded to a question;
naire that e}amined the environment for R&D activities in these
-countries. Tne responses described a number of tax and non-tax
incentives that clearly indicate a determined effort abroad to

attract R&D activities.

Many countries provide R&D incentives that are more
beneficial to the investor than those offered in the United
States. Japan, for example, considered a world leader in high

technology, provides a greater number of R&D incentives than any

other country.

The following summary highlights selected incentives
available in the surveyed countries which provide the greatest

stimulus to R&D investment.

B. Tax Incentives

1. Immediate Deduction or Special Accelerated
Depreciation for R&D Capital Agsets

Immediate deduction of R&D capital assets prnvides a
current rather than a deferred tax benefit, i.e., capital

expenditures_may be offset against income in the year of

Iv-1
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acquisition rather than ratably offset against income over the

useful life of the asset.

Special accelerated depreciation also provides a tax
benefit in that it permits a much faster recovery of the cost of
a R&D asset as compared to the recovery period of a non-R&D
asset. Most countries place limitations on the amount of
accelerated depreciation which may be claimed in any one year as

well as the type of assets which qualify for special accelerated

depreciation. .

Generally, immediate deductions or accelerated
depreciation may be taken if the property is used only for the

specific purpose of scientific research.

0 Taxpayers in the United Kingdom and Canada are entitled
to a 100% first year allowance on capital expenditures
for scientific research, Although certain
specifications must be met to qualify for the write-
offs, they are the most rapid offered by any country in
the world. Canada also provides an additional
allowance equal to 508 of the excess of qualified R&D
expenditures over an aggregate expenditure base. The
expenditure base is computed by using a three year base

period.

o Australjia allows R&D capital expenditures other than
expenditures for plant, land, machinery, or building
{e.y., a patent), to be deducted from income in the
year when made. Moreover, buildings may be depreciated
over 1 three-year period. ‘

o Belgium's tax law states that certain new assets acquired
by a company may be depreciated at 110% of their cost
over thrce years.

O West Germany allows accelerated depreciation for R&D
assets in the form of additional depreciation taken in
the first few years (initial write-off period) the
asgets are used. This is similar to bonus depreciation
formerly offered to taxpayers under U.S. tax law.
Regular depreciation must be computed using the

Iv-2
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straight-line method. The undepreciated cost of the
asset which remains after the initial write-off period
must be spread over its remaining useful life.

o France allows 50% of the cost of buildings used for
scientific or technical research to be written off in
the first year.

The United States provides a less rapid write-off for
R&D capital expenditures than the aforementioned countries. For

example, buildings used for scientific research are not given

preferential treatment under U.S. tax law.

2. Special Tax Credits

Special tax credits directly reduce the tax liability

and therefore provide a major tax benefit to the taxpayer.

Discussion

o Japan allows a credit for R&D expenditures limited to the
lesser of 208 of qualified incremental R&D expenses or
10% of the tax liability before any credits. The U.S.
credit is due to expire for expenditures after
December 31, 1985 -- a fact which significantly reduces
the incentive to undertake long-term R&D prnjects.

o The Dutch Government provides a refundable tax credit
("WIR Premium") for capital expenditures, including R&D
investments. The credit is 14% of the cost of new
buildings, 8% for existing buildings and 12% for other
R&D assets.

o Canada allows a credit of 10, 20, or 25% (depending on
the region in which the expenditure was made and the
nature of the taxpayer) for qualified research
expenditures. .

3. Deductions for Payments to Research Institutes

Businesses may be able to deduct payments to research

institutes for contract research performed. Countries place

1v-3
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limitations on the amount of the deduction as well as the defini-

tion of a "research institute."”

Discussion

o In Japan, a 100% deduction is allowed if the contribution
is to a research organization which the Minister of
Finance declares is engaged in research vital and
urgent to the public interest. Other contributions to
qualified research institutes qualify for a deduction
limited by the tax laws.

o Australia allows a deduction for payments to an approved
research institute for scientific research related to
the taxpayer's business. An "approved research insti-
tute" is defined as the Commonwealth Scientific and
Industrial Research Organization, or any university,
college, etc. which is approved by various Australian
authorities as an institution for undertaking research
which is or may prove to be of value to Australia.

o Canada allows a deduction for payments to an approved
association that undertakes scientific research related

to tlie taxpayer's class of business, payments to an
approved university or similar institution, payments to
a nonprofit scientific research corporation in Canada
and payments to a resident corporation in Canada that
performs scientific research related to the taxpayer's
business.

o Italy allows a deduction for payments to a research
ingtitute provided that the research institute is a
corporation and the payments do not exceed two percent
of the taxpayer's taxable income.

o The United Kingdom allows a deduction for payments made

to research institutes approved by the Secretary of
State or the Minister of Technology.

C. Non-Tax Incentives

1. Inexpensive Government Financing

Government financing provides a viable way for business

to obtain funds for R&D projects at interest rates usually well

below market.

IV-4
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Discussion -

o Japan provides funds for certain types of R&D activity
through the Japan Development Bank, The Small and
Medium Sized Business Finance Public Corporation, and
several other similar financial institutions. The

. interest rates on the loans range from 7.3% to 7.8% and
the loan term varies from 5 to 18 years. The Japan
Development Bank lent approximately $462 million in
1980 for R&D activities. - .

o Belgium provides a lower rate of interest on loans made
by some credit institutions approved by the government.
To benefit from this lower rate of interest, loans must
be used for direct financing of intangible investments
such as market evaluation and research or testing of
prototypes, new equipment, new manufacturing processes
and commercial methods.

A special non-interest bearing loan is allowed by the
government for the experimental manufacturing or test-
ing of new materials or processes. The loan cannot
exceed 80% of the ultimate costs incurred. The loan is
repayable as soon as a related industrial or commercial
operation appears to be feasible.

__0_ The Netherlands will provide Technical Development Funds
(up to stated limits and according to certain restric-
tions) covering 70% of the costs and risks of a
development project at an interest rate of 5%. The
fund will only provide financing for research conducted
within the Netherlands. ~

These countries and West Germany were the onky ones
providing inexpensive government financing for R&D actii}tées.

The United States Government does not offer such an incent£§§;

2. Direct Governmental Grants

- Direct governmental grants provide governmental funds
to promote R&b activities. The grants are an excellent source of
R&D funds since, in most cases, they do not have to be repaid.
Nearly every surveyed country provides governmental grants for

R&D activity.
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o Japan provided more than $2.7 billion in grants for R&D
during 1980. The major grants in Japan are offered
through the Ministry of International Trade and
Industry, the Ministry of Education, and the Ministry
of Health and Welfare. The Vital Technology and
Research and Development Grant offered through the
Ministry of International Trade and Industry covers the
cost of one-half the R&D expenditures to carry out a
particular project. Most Japanese grants are nonre-
payable; however, there are a few grants which must be
refunded if the R&D project is successful.

o France will provide direct governmental grants to small
and medium size enterprises in order to contribute to
the development of innovation and technology in
industry. The grants are provided to businesses that
have under 2,000 workers and that are less than 50%
owned (directly or indirectly) by one or more companies
quoted on the stock exchange. The amount of the grant
is fixed at 25% of sums paid to a research organization
up to a limit of FF 1,000,000 (approximately $146,800)
per beneficiary per year.

o Ireland provides grants through the Irish Development
Authority ("IDA"). The grants can be used for 50% of
direct R&D expenditures, e.g., wages, materials,
prototype manufacturing and testing expenses, up to a
maximum of B250,000 (approximately $350,800) per
project. The grants can also be used towards permanent
facilities, such as buildings and pilot plants. Grants
are also available for feasibility studies.

3. Ability to Obtain Proprietary Rights
to R&D Assets Funded by the Government

Business may acquire ownership rights to R&D assets

which were purchased or constructed with governmental funds.

o In Japan, the R&D assets funded by government grants
belong to the recipients of the grants in almost all
cases. There are only a few grants which require the
refund of the grant upon the success of the research
effort for which the grant was made.

IvV-6
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V. RESULTS OF SURVEY

A. Decision—quing Criteria

The survey questionnaire sought to identify the factors
(beyond the basic one of increasing profitability) that influence
a company's decision to commit funds to R&D. See Appendix C
beginning at page 5 of 8. Part III of this report focused on the
importance of Regulation Section 1.861-8 in the R&D decision

making progress. As the survey results indicate, other factors

also play a significant role.

Study participants were asked about two types of
factors, “"internal" and “external." Internal factors are those
that arise from within a company or are fully controlled through
management decisions. Some examples are a corporation's long-
term growth strategy, its ownership of research facilities, and
its judgments on the competitiveness of the industry. External
factors are those outside of a corporation's direct control, such

as government regulation, interest rates, and the competency of

the available work force.

Both types of factors play an important role in devel-
oping an R&D project. On the whole, the survey results indicate
that internal factors are given primary consideration in deciding
whether to undertake an R&D project, and external factors become
more important when timing, placement, and magnitude are

considered.
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1. Internal FPactors Influencing R&D Investment Decisions

Respondents were asked to rank seven internal factors
in terms of their relative importance to decisions to spend R&D
funds outside of the U.S. The possible rankings for the items
were: (1) very important, (2) somewhat important, and (3)
unimportant. The factors to be ranked are listed on page 7 of

Appendix C.

The survey results indicate that a company's long-term
gro@th strategy is the most important internal factor in reaching
a decision to commit funds for overseas R&D. Other factors
considered very important by the respondents were (1) competi-
tiveness within an industry and (2) the existence of a foreign

support laboratory.

2, External Factors Influencing R&D Investment Decisions

To get a broader perspective on the external factors
that influence a company's decision to invest in R&D, the survey
sought to identify the factors relating to both the U.S. and
overseas investment. In calculating the results for U.S. R&D
investment the responses of all eighty~five study participants
were incorporated (as contrasted to the fifty-three companies
with foreign R&D). The results from those companies with foreign

R&D are strikingly similar to those from the entire respondent

pool.

The survey identified fifteen external factors for both

domestic and overseas investment to be ranked by respondents

V-2
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according tc their relative importance'in stimulating R&D
spending. The external factors affecting overseas investment are
listed on page 6 of Appendix C. The factors for U.S. investment
were the same as those listed on Appendix C except that "U.S."

replaced the word "Foreign."

The results indicate that the most common incentive for
determining timing, placement, and scope of R&D projects is the
competency of the available work force. The geographical lecca-
tion of necessary raw materials and research data was the second
most frequent response. Both of these incentives stress the
importance of an R&D infrastructure conducive to continuing long-
term R&D efforts. The erosion of this environment in the U.S.

and its growth abroad is of utmost concern to managers as they

cope with foreign competition.

In conjunction with the impact of Regulation Section
1.861-8, the internal and external factors discussed above have
often combined to make foreign markets a more attractive setting
for R&D investment. The United States thus faces the prospect of
a drain on our techrnological expertise, and further deterioration

of our global economic position.

B. Financial/Personnel Data

Section I of the questionnaire (see Appendix C) was
designed to determine the overall trend in R&D activities over
the last ten years. The intent was to ascertain whether there

had been any measurable change in the growth of overseas R&D
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activities as compared to domestic R&D activities. Financial,
accounting and personnel information were requested for purposes
of identifying such trends. The results are summarized by

industry and company size in tabular form below.

1. R&D Investment Abroad

The survey results indicate that R&D investment by U.S.
companies in foreign markets has grown extensively over the
survey period (1972-1981). More importantly, foreign R&D expend-
itures as a percentage of worldwide R&D expenditures for the
surveyed companies hﬁve increased over the last ten years and are
projected to continue growing in the near future. Table 1
illustratas the tremendous growth in foreign R&D expenditures for

the most recent 10 year period.
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Table 1

Actual Foreign R&D Expenditures by Industry
(In Millions of $'s)

$ Change
from
1972~
1972 1981 1981
Electrical Equipment and
Communication $§ 8.8 § 23.2 + le4%
Machinery 146.2 598.6 + 309%
Chemicals and Allied
Products 67.9 319.6 + 371%
Motor Vehicles and Motor
Vehicle Equipment 119.6 391.3  +  227%
Aircraft and Missiles ’ 9.3 111.7 + 1,199%
Professional and Scientific
Instruments - 1.8 9.5 + 428%
Petroleum Products and
Refining 1.0 3.6 + 260%
All Other 8.3 26.0 + 213%
Total $362.9 $1,483.5 + 309%
-t -+ F IIT|WE X TR

Foreign R&D expenditures as a percent@ge of worldwide
R&D have increased substantially over the survey period
confirming a real shift of R&D investment to foreign markets.
The Aircraft and Missles Industry experienced the greatest
percentage increase of foreign R&D to total R&D for the last ten
years. The Chemicals and Allied Products Industry also exhibited
a strong reallocation of R&D expenditures to foreign markets.
See Appendix F, Exhibit 2 for pégsentation of results by

industry. -~
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Table 2 presents foreign R&D expenditures adjusted for
the effecés of inflation. The most significant constant dollar
increases in R&D investment overseas occurred in the Machinery
Industry. However, the table further indicates that all
industries experienced real growth in foreign R&D investment from
1972 to 1981, The Chemicals and Alliied Products Industry, Motor
Vehicles and Motor Vehicle Equipment Industry, and Aircraft and ’

Missles Industry also demonstrated significant constant dollar

growth in foreign R&D.

Table 2

Actual Foreign R&D and Foreign Sales

In Constant 1967 Dollars by Industry

{In Millions of $'s)

Foreign R&D

Expenditures
1972 1981
Electrical Equipment and
Communication $ 7.4 $ 7.9
Machinery 122.7 204.0
Chemicals and Allied
Products 57.0 108.9
Motor Vehicles and Motor
Vehicle Equipment 100.4 133.4
Aircraft and Missiles 7.8 38.1
Professional and Scientific
Instruments 1.5 3.2
Petroleum Products and
Refining 0.8 1.2
All Other 7.0 8.8
Total $304.7 $505.6
- nmEES=Sm sSz====
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2. Projected Growth of Foreign R&D

Table 3 illustrates projected growth in foreign R&D
investment for all respondents through 1985. (For breakdown by
industry, see Appendix F, Exhibit 1.) Respondents from the
Aircraft and Missiles Industry expect foreign R&D expenditures to
accelerate by over 72% between 1981 and 1985, an increase in
spending of approximately $81 million. This accounts for nearly
one third of the respondents' worldwide projected dollar growth
for the period and represents the most significant percentage -
increase for any industry. Substantial growth in foreign R&D is
also projected for respondents in the Chemical and Allied

Products Industry with increases expected of over $62 million.

Table 3

Projected Industry R&D Investment Overseas

{In Millions of $'s)

1983 1985
Est. Poreign expenditures $1,559.2 $1,738.6
=====m=E== ==F===an
% Change from 1981 + 5.1% -

% Change from 1983 - T4+ 11.5%

3. Growth By Size of Company

. Table 4 shows the growth of overseas R&D investment o
the basis of company size (as measured in 1981 net sales) for the
ten-year périod. Respondents were classified by company size to
determine whether trends in R&D spending for the larger multi-

national corporations differed significantly from those of the
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smaller corporations. The results indicate that firms with sales
under $2.5 billion experienced the greatest percentage growth in
foreign R&D investment. 1In general, the largest multinational -
firms (with sales in excess of $7.5 billion) have increased their
annual R&D investments less rapidly over the survey period than

smaller corporations.

Table 4

Foreign R&D Expenditures

By Company Size

(In Millions of $'s)

Company Size % Change
(1981 Net Sales) 1972 1981 from '72-'81
over $7.5 billion $257.7  $1,024.6 298%
$2.51 - $7.5 billion 80.3 330.6 312%
Under $2.5 billion 24.9 128.3 417%
Total $362.9  $1,483.5 309%
SEEmI=ImIE s -+ + -+ & 5 &1 ==

Those companies with sales under $2.5 billion reported
the most significant shift of R&D to foreign markets as a
percentage of total R&D. However, the largest multinationals
exhibited a very similar percentage reallocation of R&D-abroad
indicating that companies of all sizes are expanding foreign R&D
operations. See Appendix F, Exhibit 3 for presentation of these

trends by company size.
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4. R&D Investment Abroad Related to Growth of
Foreign Operations

Foreign operations, as measured by net sales data,
expanded substantially over the survey period. Of the companies
that'provided both sales and R&D information, all experienced
dramatic growth in forgign net sales. Table 5, however, confirms
that foreign R&D expenditures increased more rapidly than foreign
sales over the survey period. Furthermore, the table reveals
that constant dollar growth of worldwide sales exceeds that of
worldwide R&D expenditures. It follows that foreign R&D as a
percentage of worldwide R&D is accelerating at a more rapid pace
than foreign sales as a percentage of worldwide sales. All
dollar amounts have been adjusted to exclude the effects of

inflation by using the Commodities Price Index for Producers.

Table 5

Comparison of Growth in Operations (Net Sales)

.to Growth in R&D Adjusted for Inflation

(In Millions of $'s)

1972 1981 $ Change

Foreign Sales in

Constant Dollars $ 8,925.9  $12,601.5 +42%
Foreign R&D in

Constant Dollars $ 304.7 $ 505.6 +66%
Worldwide Sales in .

Constant Dollars $29,659.9 $38,148.4 +29%
Worldwide R&D in )

Constant Dollars $ 2,912.9 $ 3,466.7 +19%
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5. Growth of R&D Personnel Abroad

The number of employses associated with R&D projects in

foreign markets has increased regularly from 1972 to 1981. As

defined in Appendix D of the Study, “employees" includes

scientists and engineers, administrative personnel, and other

employees involved directly or indirectly with foreign R&D

activities. Table 6 demonstrates that the percentage growth of

foreign R&D personnel exceeded the increase in worldwide R&D

personnel over the survey period. This trend is similar to the

percentage change of foreign R&D expenditures to total R&D

expenditures (shown in Appendix F, Exhibits 2 and 3) which

confirms an overall increase in foreign R&D investment.

A more

detailed breakdown by industry of this information may be found

in Appendix ¥, Exhibits 4 and S.

Table 6

Growth of R&D Personnel Employed Abroad from 1972-81

1972 1981 %2 of Change
Foreign Scientists & Engineers 5,953 8,966 + 51%
Worldwide Scientists &
Engineers 46,070 62,613 + 36%
All Foreign R&D Personnel 9,058 17,083 + 89%
All worldwide R&D Personnel 73,911 107,107 + 45%

The number of foreign scientists and engineers

increased more rapidly than the worldwide total of scientists and

engineers. The total number of foreign personnel also grew at a

faster pace over the survey period than the worldwide total.

This indicates an increasing trend to perform research in foreign

countries instead of in the U.S.
v-10



C. Summary of Findings

The survey results clearly substantiate Congress'
concern that increased.emphasis has been placed on the overseas
R&D operations of U.S. companies. Considering projected foreign
R&D expenditures.reportcd for 1983 and 1985, this frend may
continue barring no significant changes in the economic or
regulatory climates of foreign nations. The evidence further
establishes that U.S. R&D investment overseas has exceeded the

rate of growth in foreign operations.
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SPONSORS OF AND PARTICIPANTS IN THE STUDY

! The Study was sponsored by the National Association of
Manufacturers (NAM), the Emergency Committee for American Trade
(ECAT), the Electronic Industries Association (EIA), and the

Pharmaceutical Manufacturers Association (PMA).

The NAM has nearly 12,000 member firms across the
country. The firms account for about 80% of the nation's
industrial output and employ nearly 85% of the nation's

industrial workforce.

Large multinational manufacturers representing a
significant cross-section of all U.S. industrial firms comprise
the membership of ECAT. Likewise, EIA includes many world
leaders in the R&D intensive and highly competitive field of
electronics. The members of these organizations annually invest
a substantial portion of available working capital in domestic

and foreign R&D. -

PMA consists of 144 firms engaged in the mAnufacture of
prescription pharmaceuticals, medical devices and diagnostic
products. Since 1940, companies within these industries have
invested over $13 billion in R&D. As a result, PMA members are
responsible for the introduction of over 90% of the prescription
drugs in the U.S., and over half of the new drugs introduced in

1
the free world.™
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A. Companies Included in the Study

According to a recent National Science Foundation
Study, 84% of all R&D is performed in seven industries: Electri-
cal Equipment and Communication, Machinery, Chemicals and Allied
Products, Motor Vehicle and ﬁotor Vehicle Equipment, Aircraft and
Missiles, Professional and Scientific Instruments, and Petroleum

Products and Refining.

We used these industry groupings to classify the
primary R&D activities of the Study participants. Respondents
performing their principal R&D activities in industries other

than those shown above were categorized as "All Others" for

purposes of the Study.

Many of the respondents are engaged in R&D activities
in several of the above industries. In some cases, we determined
the primary industry classification for each company by using the
industrial groupings from Business Week's “Annual R"T Score-

2/

discussion with an executive at the company.

board”, the 1982 Standard and Poor's "Register" or from

1. Industry Breakdown

Responses wefre received from 85 companies representing
the various industries. The Study specifically focuses on the
628% of the respondents who had foreign R&D expenditureﬁ. Table 1

shows an industry breakdown of the survey participants.
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Table 1

Nunber of Resggndeﬁts by Industry

With without
Foreign Foreign

Industry ' Total _ R&D R&D
Electrical Equipment and Communication 9 4 5
Machinery ~ 15 12 3
Chemicals and Allied Products 20 16 4
Motor Vehicles & Motor Vehicle
Equipment 4 3 1
Aircraft and Missiles 8 4 4
Professional & Scientific Instruments 4 2 2
Petroleum/Refining 2 2 0
All Others 23 10 13
Totals ;; g; ;;
an == ==

2. Size of Study Participants .

The Study participants with foreign R&D expenditures
are among the largest corporations, in terms-of net sales, in the
United States. Table 2 shows the breakdown by size of the study

participants that had R&D investments overseas.
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Table 2

Breakdown of Participante With Foreign R&D by Company Size

Number of

Company Size (1981 Net Sales) Respondents
Oover $7.5 billion 10
$2.51 ~ $7.5 billion 24
Under $2.5 billion 19
Total ;;

Business Week's "Annual R&D Scoreboard" identifies many

of the respondents as the industry leaders in worldwide R&D
3
expenditureg.‘/ Further, the total R&D expenditures of the

respondents represented over 38% of the total R&D expenditures

for the participants in the Business Week survéy. The Study

therefore reflects a significant cross-section of U.S.

corporations with substantial R&D expenditures.
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FOOTNOTES

l/ Pharmaceutical Manufacturera Association, Prescription Dru
Industry Fact Book - 1980, Washington, D.C., p. IE

2/ "Technologies for the '80's," Business Week, July 6, 1981,
ppo 46"75 .

3/ 1Ivid..
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SUMMARY OF SECTION 1.861-8 RULES FOR
ALLOCATING R&D EXPENSES

Illustration of the Impact of the Regulation

The general thrust of the Regulation is to allocate and
apportion U.S. tax deductions to foreign source income with the
principal purpose of reducing the otherwise allowable foreign tax
credit under U.S. tax law. In those situations where the U.S.
taxpayer is incurring foreign taxes at an effective foreign tax
rate which approximates or exceeds the U.5. effective tax rate,
the impact of this Regulation would be to deny a current U.S. tax
benefit for deductions allocated to foreign source income. This

principle is illustrated by the following example. (See next

page.)

U-300 0—88——y
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U.S. source income
Foreign source income

Total taxable income
Foreign taxes - assume a 468% rate

U.S. R&D deductions allocable to
foreign source income under the
- Regulation

U.S. tax liability before the
foreign tax credit ($2,000 x 468%)

Allowable foreign tax credit:

1,000 (A)
$5305 (n) * $920 (@)

$1,000 (A) - $500 (C) x $920 (D)
¥2,000 (B)

Net U.S. tax

Foreign tax credit carryforward/
carryback

Appendix B

—

R&D Deductions Allocated
to Foreign Source Income

$§ 920 (D)

(460)

P

$§ 460

NONE

Yes

$1,000
1,000

§2,000

$ 460

$§ 500

$§ 920

(230)
$ 690
$ 230

(A)
(B)

(c)

(D)

Since the effective foreign tax rate (46%) is equal to

the U.S. tax rate, the allocation of $500 of R&D to foreign

source income results in an increase in the U.S. tax liabifity of

$230, orw; permanent denial of a tax benefit for the deductions

8o allocated unless the excess foreign tax credit of $230 can be

used either as a carryback or a carryforward.
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General Discussion

Although acknowledging é&D expenditures are inherently
speculative in nature, this Regulation provides for the alloéa-
tion and apportionment of R&ﬁ expenditures based on the uncertain
theory that successful R&D costs must support the unsuccessful

costs incurred by a taxpayer.

In order to allocate and apportion R&D costs properly, -

the taxpayer must make the following determinations and

computations:

1. ' Define and accumulate R&D costs;

2. Classify such costs by product category:

3. Determine those costs which are undertak:n sclely to
meet legal requirements of a political entity and which
cannot be reasonably expected to generate gross income
outside that particular geographic area;

4. Apply the prescribed exclusive apportionment factor or
establish such a factor;

5. Apportion the remainder utilizing the sales method; and

6. Apply the 6ptiona1 gross income apportionment methods.

Definition of R&D

For purposes of defining R&D, the Regulation only makes
reference to Internal Revenue Code Section 174. As a practical
matter, although a taxpayer may have made the election to deduct
currently all such expenditures under Section 174, only infre-
quently would an cxpense category of this nature appear on a tax
return. Therefore, an analysis of the individual expense

categories for tax return reporting purposes must be made to

B-3
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provide a proper accumulation of these costs. A taxpayer must
refer to FASB Statement No. 2, Accounting for Research and
Development for a working definition of all such ex)>enses subject

to the allocation rules. A detailed diascussion of PASB No. 2 is

included in Appendix D.

- Product Categories

In order to allocate R&D costs to income reasonably
connected therewith, a taxpayer may accumulate the R&D costs by
12 major nonmanufacturing and 20 manufacturing categories. The
individual products included within each category are enumerated
in the Standard Industrial Classification Manual, 1972 (or later
edition, as available; Executive Office of the President, Office
of Management and Budget). Where a taxpayer does not desire to
accumulate R&D costs by product category for allocation purposes
or where research is not clearly identified with any product
category, it will be considered to be allocable to all product
categories. An example in the Regulation illustrates the
possible adverse consequences of not being able to identify R&D
costs and/or aggregating all R&D costs: an affiliated group of
basically manufactufing companies allocates a portion of its
basic R&D costs to the gross income of its incidental ownership .

in foreign hotel operations. _ --

Product categories may not be subdivided into product

lines or other subdivisions within the product category. The
product categories are extremely broad. One of the examples in

the Regulatation combines sales and R&D costs attributable to

B-4
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lawnmower engines and bulldozers since they are both contained
within the same product category. (SIC Major Group 35,

"Machinery, except Electrical"}.

Government-Mandated Allocation

After determining the total applicable R&D, a specific
allocation is granted for government-mandated expendituges. In
order to qualify for this exception, the expenditures must be
undertaken solely to meet the legal requirements imposed by a
political entity, the results of which cannot reasonably be
expected to generate amounts of gross income outside that
particular geographic source (beyond a de minimus amount). The
Regulation ptévidea an example of product-testing expenditures
imposed by the U.S. Food and Drug Administration as a possible
result of applying this rule. Other similar government testing
or product requirements giving rise to research expenditures (for
pollution control, etc.) would appear to be appropriate specific

allocations. -

Exclusive Geographic Apportionment

Recognizing that R&D expense is normally most valuable
in the country where performed because: (1) not all products may
be manufactured or sold in othqr geographic areas and (2) the
time delay in the use of such }ntangibles in other geographic
areas could be significantly longer, an arbitrary portion of the
R&D expense is exclusively apportioned to the geographic source

where the R&D effort is performed if more than 50% of the amount
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of such deduction is incurred in that geographic area (e.g., the
United States).. The arbitrary geographical apportionment is
equal in amount to:
1. Fifty percent (508), in the case of a taxable year
beginning during 1977;

2. Forty percent (408), in the case of a taxable year
beginning during 1978; and

3. Thirty percent (30%), in the case of a taxable year
beginning during 1979 and thereafter.

The taxpayer may demonstrate to the satisfaction of the
Commissioner of the Internal Revenue Service that a significantly -
greater percentage (of R&D costs) than the flat percentage
indicated above should be allocated to the geographic source
where such R&D was performed, based upon a very limited or long-
delayed application of the intangibles resulting from the R&D
outside the geographic source where it was performed. 1In
practiée, the taxpayer may find the information necessary to
compute a greater percentage extremely difficult to gather and
effectively analyze. If the taxpayer attempts this computation
based on judgmental approximations, there is a definite risk of

challenge from the IRS on examination of the taxpayer's return.

Sales Method Apportionment of the Remainder

The remainder of the R&D expense, after deducting the
costs allocable to government-mandated and exclusive
apportionment, is then apportioned by product category or by
product categories to foreign- or domestic-source income on the

basis of sales. For purpose of the sales factor, a look-through

B-6
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sales concept is utilized which includes product sales of
controlled (more than 50% ownership of domestic and foreign

affiliates) as well as uncontrolled parties.

Where a member of a controlled group can reasonably be
expected to benefit directly or indirectly from the R&D effort,
the amount of a controlled member's sales that will be taken into
account will be the greater of: (1) the sales if the party were
uncontrolled or (2) an amount based upon the taxpayer's
percentage of control, except where the parties have entered into

a cost-sharing arrangement.

Where the taxpayer licenses uncontrolled parties, the
gross sales generated from the use of the intangible assets so
licensed is included in the sales factor. If the sales of the
licensee are not known or subject to reasonable estimates, then
sales will be presumed to be 10 times the amount received from

the licensing arrangement.

To avoid double counting of sales between controlled
parties, the ael}ing company shall subtract from its sales the
purchases from members of the controlled group that have been
resold during that year. In eliminating intercompany purchases
of components from the sales of controlled parties, presumably
the amount eliminated should be the transfer price. However, an
argument can be made that transportation cogﬁ, insurance and
import duties should also be eliminated from the controlled
parties' sales. Similar guestions c&n be raised with respect to

aajuating sales for such factors as disparate inflation rates in

B-7
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certain foreign countries and exchange rate differentials -- so

that in apportioning R&D comparable sales dollars are utilized.

This brief discussion of the sales method highlights
the complexity in and expense of performing the necessary
calculations to comply with the Regulation. Additional exposure
to IRS challenge arises when the taxpayer exercises judgment in

interpreting various aspects of the sales method.

Grosa Income Method

Option 1

The taxpayer may, at his election, apportion R&D
expense ratably on the basis of the taxpayer's (separate company)
gross income if the R&D expense apportioned to the foreign-source
income and domestic-source income is at least 50% of the R&D

expense apportioned under the Sales Method described above.

For purposes of the gross income method, R&D expense to
be apportioned is not the same amount as that used under the
Sales Method but is the total R&D expense for all SIC product
categories reduced for the amount attributable to government-

mandated expenditures.

Option 2

If R&D expense is ratably apportioned on the basis of
gross income and if the amounts allocated to foreign-source
income or domestic-source income are less than 50% of the

respective amounts so apportioned to these groupings under the

B-8
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Sales Method, then the taxpayer may use Option 2. If the S50%
test is failed with respect to the foreign-source income, then
50% of the R&D expénse apportioned to foreign-source income under
the Sales Method is apportioned to forelgn-source income under
Option 2 and the remainder of the R&D expense is apportioned to

domestic-source income.

If the 50% test is failed with respect to domestic-
source income under the Salee Method, then 50% of the R&D expense
8o apportioned to domestic-source income under the Sales Method
is apportioned to domestic-source income and the remainder is

apportioned to foreign-source income.

The gross income method, perceived as a beneficial
alternative to taxpayers, adds another layer of complexity in

complying with the Regulation.
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SURVEY QUESTIONNAIRE

GENERAL INFORMATION

SECTION I

Question 1

Please provide the total amount spent for R&D and the
amounts spent for R&D by foreIgn subsidiaries, branches and joint
ventures of your corporation for the following years:

(Note: If actual information is unavailable, please provide
reasonable estimates. Please provide your assumptions
regarding the estimation of such data on an attached
sheet.

Also, to allow for the possibility that some companies
will not respond with detail on 100% of worldwide net
sales, you may provide partial R&D information if it is
available. If you do provide partial information, please
indicate the percentage of worldwide net sales for which
the R&D expenses are being reported.)

A. Historical expenditures

$ of Net 2 of Net
-Piscal Sales if Less Sales if Less
Year Total R&D Than 100% Foreign Only Than 100%

1972
1973
1974
1975
1976
1977
1978
1979
1980
1981

B. Projected or future expenditure (estimate as required):

Fiscal

Year Total R&D All Foreign
1983

1985 -



Appendix C

Question 2

To the extent information is available, please provide
a further breakdown of R&D expenses. The terms “Basic",
“"Applied” and "Development"” as used here are defined in the
attached footnotes. If your company uses a different definition
of these terms or different nomenclature, please attach a brief
explanation. -

"Total” and "Foreign“ amounts reported in this question
should agree with amounts in question 1A.

a. Basic Research

- Total Foreign

1972
1973
1974
1975
1976
1977
1978
1979
1980
1981

b. Applied or Developmental Research

Total Foreign

1972
1973
1974
1975
1976
1977
1978
1979
1980
1981



Question 3

(Note:

1972
1973
1974
1975
1976
1977
1978
1979
1980
1981

1972
1973
1974
1975
197¢
1977
1978
1979
1980

1981

Please provide the number of personnel involved in R&D
in the various categories below for the following years:

If actual information
reasonable estimates.
1008 of worldwide net
percentage in the far
different definitions
given in the attached

is unavailable, please provide

If you are reporting on less than
sales, please indicate the

right column. 1If your company uses
of these categories than those
footnotes, please explain.)

Worldwide
8 of Net
Scientists Sales
and If Less

Engineers Administrative Other Than 100%

Foreign Only

Scientists
and

% of Net
Sales
I1f Less

Engineers Administrative Other Than 1008

Question 4

If detailed information is available, please indicate
in parenthesis ( ) after each amount in question 3 the number of
personnel involved exclusively in basic research.
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SECTION II

Review of the Corporate Decision
Making Function for R&D Expenditures

The following questions focus on the various factors
that influenced your corporation to conduct R&D activity either
in the United States or abroad. Please answer the questions as
completely as possible.

N
Question 1

We believe it will be especially useful to document
experiences where the Income Tax Regulaticn has caused signifi-
cant changes in R&D policies or has influenced specific R&D
decisions.

Please cite instances where the Section 861 R&D
Regulations

A. Contributed to an excess foreign tax credit position on
your 1977 through 19C0 U.S, corporate tax return.

B. Will contribute to an excess position in future years
if the suspension of the regulation is lifted.

C. Was considered in reaching a decision:

1. To go forward with or cut back an exiating U.S.
R&D project.

2, To expand an existing foreign R&D project.
3. To move a project overseas.

4. To reduce the domestic R&D budget or defer
domestic R&D expenditures.

D. Please indicate your interest or desire in publicly
disclosing details of experiences reported in
Question 1.

Yes No

amea— rpmn———



Appendix C

Question 2

N

A. On a scale of 1-4 (1 = an incentive, 2 = neutral
factor, 3 = a disincentive, 4 = not relevant), please
rank the following external factors in terms of
relative significance to your decision to spend funds
for R&D.

Please respond to ull items.

Foreign U.S.

1, Tax Laws

2. Government
a. funding availability
b. regulation and enforcement
c. political climate

3. "Favorable Climate”

a. availability of funds
{non-government, external)

b. availability of raw materials
(for R&D)

C. product pricing advantages
d. labor costs

e. geographical location (proximity
to source of research data)

£. transportation facilities

qg. competency of work force in
relationship to R&D activity
(i.e., skilled, experienced, etc.)

h. foreign interest rates

4. Other (Please List)

C-6
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On a scale of 1-3 (1 = very important, 2 = somewhat
important, 3 = unimportant), please rank the following
internal factors in terms of relative importance to

your decision to spend funds outside of the U.S.

- 1-3
Ranking

1. Long-term Corporate Growth Strategy

2. Competitiveness Within the Industry
(current environment or expected
long-term environment)

3. Foreign Labor Skills Developed Within
the Company

4. Acquisition of Foreign Business
With Ezisting R&D Facility

5. Existence of a Foreign Support
Laboratory (acting as a technical
service center and adapting U.S.
product technology to local
conditions)

6. Past Success in R&D Activities
Abroad

7. Other (Please List)
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SECTION III

Comparison of R&D Incentives
Available in Other Industrialized Countries

This section was prepared from published information
and other data gathered from offices of Arthur Andersen & Co. in
11 industrialized countries, where significant R&D activity
occurs. No information was required from companies completing
this questionnaire.
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RESEARCH AND DEVELOPMENT STUDY DEFINITIONS

I. FASB No. 2 Guidelines for Research and Development Accounting

A.

Research is planned search or critical investigation

almed at discovery of new knowledge with the hope that

such knowledge will be useful in developing a new product
or service (hereinafter “"product”) or a new process or
technique (hereinafter "process”) or in bringing about a
significant improvement to an existing product or
process.

Development is the translation of research findings or
other knowledge into a plan or design for a new product
or process or for a significant improvement to an
existing product or process whether intended for sale or
use. It includes the conceptual formulation, design, and
testing of product alternatives, construction of
prototypes, and operation of pilot plants. It does not
include routine or periodic alterations to existing
products, production lines, manufacturing processes, and
other ongoing operations even though those alterations
may represent improvements and it does not include market
research or market testing activities.

Elements of costs shall be identified with research and
development activities as follows.

1. Materials, equipment and facilities - The costs of
materials {whether from the enterprise’'s normal
inventory or atquired specially for research and
development activities) and equipment or facilities
that are acquired or constructed for research and
development activities and that have alternative
future uses (in research and development prolects or
otherwise) shall be capitalized as tangible assets
when acquired or constructed. The cost of such
materials consumed in research and development
activities and the depreciation of such equipment or
facilities used in those activities are research and
development costs. However, the costs of materials,
equipment, or facilities that are acquired or con-
structed for a particular research and development
project and that have no alternative future uses {in
other research and development projects or other-
wise) and therefore no separate economic values are
research and development costs at the time the costs
are incurread.

2. Personnel - Salaries, wages, and other related costs
of personnel engaged in research and development
activities shall be included in research and
development costs.

D-1
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3. Intangibles purchased from others - The costs of
Intangibles that are purchased from others for use
in research and development activities and that have
alternative future uses (in research and development
projects or otherwise) shall be capitalized and
amortized as intangible assets in accordance with
APB Opinion No. 17. The amortization of those
intangible assets used in research and development
activities is a research and development cost.
However, the costs of intangibles that are purchased
from others for a particular research and develop-
ment project and that have no alternative future
uses {in other research and development projects or
otherwise) and therefore no separate economic values
are research and development costs at the time the
costs are incurred.

4. Contract services - The costs of services performed
by others In connection with the research and
development activities of an enterprise, including
research and development conducted by others in
behalf of the enterprise, shall be included in
research and development costs.

5. Indirect costs - Research and development costs
shall include a reasonable .allocation of indirect
costs. However, general and administrative costs
that are not clearly related to research and
development activities shall not be included as
research and development costs. )

II. Personnel Definitions -

-’A.

Research and Development Science Engineers - Scientists

and engineers for this survey are defined as all persons
engaged in scientific or engineering work at a level
which requires a knowledge of physical or life sciences
or engineering and mathematics, equivalent at least to
that acquired through completion of a four-year college
course with a major in these fields, regardless of
whether they hold a college degree in the field.

The figure on R&D scientists and engineers was obtained
primarily from two sources:

1. Records on the number of scientists and engineers
assigned to research and development. This source
is satisfactory so long as the scientists and
engineers of the unit are assigned to research and
development on a full-time basis (i.e., no more than
5% of their time is spent on nonresearch and
development). For example, for company laboratories
performing only research and development,
respondents reported the number of scientists and

D-2
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engineers on the rolls in the first month of their
fiscal year. For other units, they used source 2.

2. Pigures on the proportion of total work time of
scientists and engineers that is devoted to research
and development. For example, if the engineering
department of a manufacturing plant had 60 scien-
tists and engineers in January 1977, and one-fourth
of the scientists' and engineers' time during the
month was charged to research and development
projects, the figure for the number of research and
development scientists and engineers included for
that unit would be 15.

Administrative personnel are defined as executive and
management personnel who devote a portion of their time
to R&D activities. The portion of time spent on R&D
should be estimated as for scientists and engineers or on
some other reasonable basis.

Other is defined as all remaining employees involved
elther directly or indirectly with R&D activities. This
category includes support staff such as secretaries and
account clerks, and janitorial and machine-maintenance

employees.

FASB No. 2 Definitions for Basic, Applied, and Developmental

Al

C.

Regearch

Basic research - Original investigations for the .
advancement of scientific knowledge not having specific
commercial objectives, although such investigations may
be in fields of present or potential interest to the

reporting company.

afplied research - Invesatigations directed to the
scovery of new scientific knowledge having specific
commercial objectives with respect to products or
processes. This definition differs from that of basic
research chiefly in terms of the objectives of the

reporting company.

Development - Technical activities of a nonroutine nature
concerned with translating research findings or other " .
scientific knowledge into products or processes.
Development does not irnclude routine technical services
to customers or other activities excluded from research
and development.

D-3
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LISTING OF FOREIGN COUNTRIES CONTACTED

WITH RESPECT TO INCENTIVES PROVIDED FOR R&D
Country AA&Co. Office-

Australia Melbourne

Belgium | Brussels

Canada ) Toronto

Denmark Copenhagen

France Paris

Ireland Dublin

Italy Milan

Japan Tokyo

The Netherlands The Hague

United Kingdom London

West Germany Frankfurt
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EXHIBIT 1

PROJECTED FOREIGN R&D INVESTMENT BY INDUSTRY
{Iin Milllons of S '8)

—

1983 1985
Electrical Equipment and
Communication $ 22.7 § 23.5
Machinery §95.7 677.4
Chemicals and Allied
Products 326.4 382.1
Motor Vehicles and Motor
Vehicle Equipment 413.9 415.8
Aircraft and Missiles 151.2 192.8
Professional and Scientific
Instruments 13.1 6.0
Petroleum Products and
Refining . 3.5 4.4
All Other 32.7 36.6
Total $1,559.2 §$1,738.6

==== =2_T= ==
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EXHIBIT 2
COMPARISON OF FOREIGN R&D TO TOTAL R&D
BY INDUSTRY (AS A PERCENTAGE)
% Change
1972-81
Electrical Equipment & Communication + 0.4%
Machinery + 4.3%
Chemicals & Allied Products + 5.6%
Motor Vehicles & Motor Vehicle Equipment + 3.3%
Aircraft & Missles + 8.2%
Professional & Scientific Instruments + 0.2%
Petroleum Products & Refining + 0.2%
All Other - 2.6%
All Respondents + 4.1%
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EXHIBIT 3
COMPARISON OF FOREIGN R&D TO TOTAL R&D
BY COMPANY SIZE (AS A PERCENTAGE)

% Change

Company Size  seeceeao-
(1981 Net Sales) 1972-81
Oover $7.5 billion + 5.1%
2.51 - 7.5 billion - ) + 1,7%
Under $2.5 billion + 5.2%
All Respondents + 4.1%



EXHIBIT 4

R&D SCIENTISTS AND ENGINEERS - FOREIGN AND WORLDWIDE

Electronic Equipment and Communication
Machinery

Chemicals & Allied Products

Motor Vehicles and Motor Vehicle Equibment
Aircraft and Missiles

Profesﬁional and Scientific Instruments
Petroleum Products

All Other

All Respondents

* No response

1972 AND 1981

} \

1972 3 1981 2
---------------- Foreign/  -—===e-c—e—eee—e_  Poreign/
Foreign Total Total Foreign Total Total

* * N/A * * N/A
2,302 17,818 12.92% 3,676 24,672 14.90%
724 3,313 21.85% 958 5,322 18.00%
2,454 11,952 20.53% 2,516 12,312 . 20.44%
313 11,625 2.69% 1,560 17,350 8.99%

* * N/A 15 740 2.03%
145 964 15.04% 220 1,489 14.78%
15 398 3.77% 21 728 2.88%
5,953 46,070  12.92% 8,966 62,613  14.328%
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EXHIBIT 5

TOTAL R&D PERSONNEL - FOREIGN AND WORLDWIDE

Electronic Equipment and Communication
Machi?ery

Chemi'cals & Allied Products

Motor Vehicles and Motor Vehicle Equipment
Aircraft and Missiles

Professional and Scientific Instruments
Petroleum Products

All Other

All Respondents

* No response

F-5

1972 AND 1981

i

Appendix P

1972 $ 1981 3
———————————————— Foreign/ --—----—veeeee—e—_  Poreign/
Foreign Total Total Foreign Total Total

12 1,762 .65% 58 2,958 1.96%
6,538 37,978 17.22% 11,223 52,187 21.51%
11,640 7.919 20.71% 1,657 11,328 14.63%

» - N/A - * N/A

678 24,214 2.80% 3,816 36,188 10.548
* . N/A 28 1,100 2.55%
156 1,211 12.88% 262 1,793 {4.61%

34 827 4.11% 39 1,553 2.51%
;jagé ;;:;II 12.26% 17,083 107,107 15.95%
=mmma === = ==
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Appendix G

DESCRIPTION OF DATA BASE

A. General Information

Almost all of the participating companies submitted
actual accounting information based on 100% of their worldwide
operations. When actual information was unavailable, the
responding company provided reasonable estimates and so

indicated.

A ten year period (1972-1981) was chosen to discern R&D
trends because significant trends should be readily apparent over

such a time frame.

B. Total and Foreign R&D Data

For the years 1972 through 1981, companies submitted
actual worldwide and foreign R&D expenditures, while for 1983 and
1985, they submitted projected R&D expenditures. The survey
utilized the financial accounting definition of R&D recently
promulgated in FASB #2. See Appendix D for detailed definitions
relating to R&D. Foreign R&D as used in the survey refers to
corporate expenditures abroad by foreign subsidiariés. branches

and joint ventures.

We classified reponses as either positive (+), or non-
foreign (N) depending upon the data submitted. A "+" response
contained both total and foreign R&D, while an "N" response
contained only domestic R&D. As shown in Table 1 of Appendix A,

53 of the B85 companies submitted positive responses.

G-1
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Appendix G

To &iscern any possible relocation of R&D investment,
we computed changes in the percentage of foreign R&D to total R&D
for the survey period by calculating the percentage for each year
and then computing the change in percentage between years. For
example, an increase in the percentage of foreign R&D to total
R&D over a number of years suggested a shift of domestic R&D to
foreign markets. See Section V and Appendix P for a presentation

of these trends.

C. Net Sales Data

Many of the respondents also submitted total and
foreign net sales data. Net sales are defined as gross sales
less returns and allowances, according to the financial Qccount-
ing definition. The definition encompasses only income from
operations and does not include income such as interest,

dividends, or extraordinary gains and losses.

A few participating companies received a substantial
portion of their operating income from leasing rights to the
manufacture of their products. We determined that net sales
would be more representative of the respondent's operations if it

included such leasing income.

Increased operational growth overseas could explain an
increased foreign R&D investment. To determine if this might
have been a possible explanation, we calculated the ratio of
foreign R&D to foreign sales. Section V presents conclusions

with respect to this relationship.

~
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Appendix G

D. Personnel Data

Personnel data was reguested for the survey period to
gain a different perspective of the rate of R&D growth in foreign
markets. Such information is extremely reliable in confirming

trends in R&D because inflation is not a factor in growth.

To discern whether a shift abroad of corporate R&D
personnel was occurring, respondents were asked to submit the
number of scientists and engineers, administrative, and other
personnel engaged in total and foreign R&D. Por the ratios
demonstrating growth in foreign R&D personnel from 1972-81, see

Section V.

E. Basic and Applied Research Data

The questionnaire asked companies to classify their R&D
A—activitiea either as basic or applied research. For detailed
definitions, see Appendix D. Due to insufficient data, we were
unable to arrive at conclusions on the trends of basic R&D as
comgcared to the trends of applied and developmental research.

The majority of the respondents stated that: (1) the above
breakdown was not available, or (2) basic research comprised an
insignificant portion of their R&D operations. For the few
companies that submitted actual data, basic research consisted of

less than 5% of the total R&D in most cases.

F. Assumptions

We used the Commodities Price Indexréar Producers to
adjust for the effect of inflation on R&D expenditures and sales
in the U.S. and abroad. We believe this Index is reasonable for
use in this Study although the Index technically relates to U.S.
producers only, Since we did not request R&D data by foreign

country we cannot specifically revise R&D information by country.
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TREASURY NEWS &

Department of the Treasury ¢ Washington, D.C. ¢ Telephone 566-2049

RELEASE CONTACT: Charles Powers
§3§e5¥§§9§3§§- ) (202) 566-2041
TREASURY ISSUES REPORT ON
RESIARCH & DEVELOPMENT REGULATION

The Treasury Department today released its report on °The \
Impact of the Saction 861-8 Regulation on U.S. Research and
Development.® This report is required by section 223 of the
Bconomic Recovery Tax Act of 1981 (ERTA),

Treasury Rugulation 1.861-8 {the Regulation) provides rules
for the allocat:on and appointment of research and development
{R&D) and other expenses to income from domestic and foreign
sources. Because of Congressional concern that the required
allocation of domestic RiD expense to foreign source income right
reduce ReD performed in the United States, section 223 of ERTA
also suspends this allocation for a two-year period,

The report discusses U.8. taxation of foreign source inconme,
the role of the foreign tax credit and its limitation, and the
potential effect of the Regulation's R&D rules on tax liabilities
and 0.S. tax revenues. The report estimates that 1982 tax
liabilities of U.S. corporations would have been $100 million to
$240 million higher if the ERTA suspension of the Regulatjion's
R&D rules had not been in effect. This would have increased the
cost of privately-financed U.S. ReD by 0.27 to 0.65 percent. As
a result, domestic RiD spending would have been reduced by about
$40 million to $260 nillf:n.

. The report states that the Treasury Department recognizes
that this reduction in ReD may adversely affect the competitive
position of the United States. Accordingly, it recommends a
two-year extension of the present suspension of the Regulation's
RiD rules to provide Congress with an opportunity to consider the
findings of the report while Congress and the Adninistration work
to develop a coherent national program of R&D incentives.

Copies of the report are availabli for purchase from the

Superintendent of Documents, U.S. Government Printing Office,
Washington, D.C., 20402,

R-2192
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Princeton University. He would tike o express
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In this articie, Buja describes the development of
the controversy surrounding the section 1.881-8
research and development allocation regulstions.
He then constructs @ model to examine the likely
corporate response 10 reinstitution of the section
1.881-8 ruies. He concludes that the moratorium on
those sliocation rules shouid remain in effect ss &
means of stimulating the American internationasl
trade sector.

I introduction

In today's international economy, research_and de-
velopment (RAD) is an invaiuable agent in stiengthening
American business in the face of foreign competition. A
recent study linked 48 percent of the growth in U.S.
productivity to industriat innovation. Consequently, the
U.S. government has taken several steps to create a more
favorabie climate for RAD. This paper examines one such
measure, the two-year moratorium placed on Treasury
Reguiation 1.881-8 a8 part of the 1981 Economic Recovery
Tax Act. This article modeis corporate decisions about
RAD ilocation and in particular, the likely influence on
those decisions of reinstitution of the section 1.801-8
rules. This modet haips us determine whether the end of
the moratorium will adversely affect the growth of R&D in
the United States.

Section Il of this articie describes the historical treat-
ment of RA0D, especiaily the mechanisms embdodied in
regulation 1.861-8. Section iil looks st the interaction be-
tween RAD expenses and foreign tax credits and shows
how 1o calculate the limitations on the foreign tax credit.
Based upon these calculations, Section IV builds a model
to quantify the corporste response (in terms of R&D
location) to the reinstitution of the section 1.881-8 rules.
Section V discusses the resulls of this modeling axercise,
and Section VI points out the modei’s limitations. Finally,

Section Vili ines the implications of these resuits for
domaestic firms and for American RAD.
H. Background

R&D expenses traditionally have deen considered a
business expense and thus have quaiitied as a deduction
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THE EFFECT OF SECTION 1.861-8
REGULATIONS ON THE
LOCATION OF R&D ACTIVITY
by Christopher Buja

from taxable i This deduction acts as incentive for
RAD by reducing the tax paid by the firm. Until 1081, this
deduction was divided between U.S. and foreign income.
Oue to the interaction with the foreign tax credit s
described below in Section Iit, f]
lng the entire deducti i i X
n . firma were permitted to do precisely that, as &
resuit of suspension of the reguiation witich had governed
the distridution of the RAD deduction since 1977. The
moratorium on the reguiation was included as part of the
Econamic Recovery Tax Act of 1681 in the interest of
tacilitating R&D in the United States. This morstorium s
only temporary; Regulation 1.881-8 will be reinstated in
1983, uniess Conor?;‘l,glgo_‘wd the moratorium or
make it permanent.-Before examining the future RAD
environment, a brief history of the tax treatment of R&D
deductions as well a8 an examination of the section 1.861-
8§ mechanisms may be heipful.

Figure 1
TREATMENT OF R&D EXPENSES FOR DEDUCTIONS:
QENERAL APPROACH
( ) Net Deductions
»Pf"..u“:..“‘m L Applied
ol o,
Income
L.-.-.;-".;»-~-~-4 <
\ Apporionment ¥ :‘?ﬁ
\ ////////, income
£ n % Z

The division of total R&D deductions is depicted in
Figure 1. The shaded area represents actual foreign RAD,
which is spplied sutomaticaily against loreign income.
The unshaded region indicates United Slates RAD. The
deduction for expenditures is subdivided into domestic
and toreign components through some form of tax reguia-
tion. The net effect for the company is shown at the far
right as the division into the foreign and the domestic

BEST:COPY AVAILABLE



deductions. The total foreign deduction is the sum of the
actual foreign expenditure and the portion of United
States RAD expense which is to be set against the torsign
income.

Since the shaded part of Figure 1 is never deducted
sgainst domestic income, this articie is concemed pri-

marily with the spportionment of the Wm
The regime governing the subdivision the U.S.

segment of the R&D deduction has changed severs! times.
The timeiine In Figure 2 illustrates the evoiution of the
rules governing this subdivision.

Figure 2
TIMELINE OF METHODS FOR APPORTIONMENTY
OF RAD DEDUTTIONS

e

Prior to impiementation of section 1.861-8 of the reguis-
tions in 1977, corporate deductions for research and
deveiopment were divided ing to relative
weights_of domastic angd foreign_incoms. This
income Included gif revenue sources, even income un-
elated to research work.' As a consequence, unrelated
foreign income reduced U.S. deductions for RAD and
Incressed impiied deductions ebroad. This shift created a
prodiem for some firms because itreduced the foreign tax
bease which could be used 10 calculate the U.S. foreign tax
credit, and thus generated excess credits.! These credits
could not be recovered, sven though under the intent of
mnlo‘* ction, the pany was entitied to them.

. Treasuty responded to this problem by proooo—
umlon 1881-6.1’M yiatiof .

based
on sl Income

ayhdixiding the agare-
geted woridwida income_inta the two-digit Standgrd
Ingustrial Code The SIC divisions spiit
ol Imo Appendix 1
contains a is compartmentai-
uﬁonolmohubhlmmmmtondmmunlno
effects of unrelated foreign incoms. Domestic and foreign
income generated by the research would equally support
the deduction. Benvignati (1981) pointed out, in fact, that
one stipuigtion created a loophole which could be used to
reverse the skewing effects beck in favor of domegstic

income.?
‘As an H 80 p it of all | were eamed in the
us mnwmumsmuomuwu-
duction. The . 20 percent wouid be appiled
againet foreign income.
'Suwulbdo-. hd

The laxpayer may sggregate the SIC categories at his
dlecretion which could de parieyed into distortions favoring do-
mmﬁo“mamymﬁmﬂuucm
which Y o of & MWV
©could then be -] uded
WMAwmaunwowmmm
6cond divsion would be apportioned sgeinet domestic income
than if the two categories had been caicuieted . See
footnole seven, infra.

76

Within gach SIC subgroup, & taxpayer had the option ol
calcula the lon division by either of two ditferent

methods.

3 method permitted the first 30 percent of the
deduc located to the region in which more than
50 percent of the research was undertaken. The remainder
was divided according to the relative levels of the domes-
tic and foreign ssies within each SIC category.

This method is illustrated in Figure 3. in this figure, the
column on the left is the proportion of toreign sales to total
sailes. The cotumn on the right represents the total R&D
deduction for domestic expenditure. The upper 30 percent
is the exciusive apportionmaent which the firm can claim if
more than half of the research occurred in the U.S. The
remainder is divided according to the fraction of foreign
sales.

Figure 3

APPORTIONMENT UNOER REGULATION 1.081-&
SALES METHOD

Soles US AsD

The W used the weightings of
foreign gross income. This method is shown
in Figure 4. Here, the left column depicts gross income,
while the right column remains the domestic R&D expen-
ditures. The R&D deduction is simply divided into domes-
tic and foreign components according to the ratio of
foreign income 10 totat income.*

‘Numeticatly, for 8 $100 RAD undertaken inthe U.S.. suppose s
company has 40 percent of sales receipts from overseas and 10
oti from
lymnntmothod it more than haif of the resesarch budget was
in the United States.

U.S. portion (.8 x 70)
Foreign portion (.4 x 70}

Total forergn GeduCtion. .............. 0+28=28

would

In this ple, the p the gross i

method since it Mlhiﬂh‘rdmﬁcmmm See tootnote
sixfora of this P
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The second method measured W"
as the amount repatriated to the U.S. parent corporation.
An imponant consequence was that an intemational com-
pany could retain income in the foreign subsidiary, and
theredy increase their U.S. deduction for R&D. This
second method biased the deduction in favor of the do-
maestic firm.? As a result, it the foreign deduction under the
gross-to-gross method was less than haif of that under the
sales method, an intermediate method was to be em-
ployed. Half of the deduction from the sales method would
be the foreign basic deduction, and the remainder would
be splitaccording to the relative gross income weightings.
This intermediate method is depicted in Figure 5.*

Figure 4

APPORTIONMENT UNDER REGULATION 1.061-&
GROSS TO GROSS INCOME METHOD

( )
Oomestic
lacome
Formgn ) A
oo N NN
Groes
income

On the whole, the SIC categories were still considersd
too broad. Most research was considered to be more
narrowly focused than was reflected by the SIC divisions.’
With narrower subdivisions, this problem would be
reduced.

1See the second hatf of footnote seven, infra.

‘Note that in our numerical Pl tined in { te four,
the “gross income™ foreign deduction was indeed less than haif of
the “"sales” foreign deduction. Therefore, the lirm woulki have to
employ the intermediate method in calculating the foreign
deduction. This apportionment pian ywids:

Halt the foreign sales
Remainder.. .
U.S. portion (.8 x 86)
Foreign poruon (.1 x 88|
Total U.S. deduction .....
Totat foreign deduction

in uging the intermediste meihod, the U.S. deduction will
slways lis between the sales method and the more lucrative
gross income method.
'An example of this problem s expisined by Ott (1982) in the
sic y 35 ( hinery, pt electrical). A company is
doing rusearch in small gasoling engines for domestic sales; it
2130 markets bulldozers internationally. In calculating the R&D
deduction, it would be forced Lo epportion the credit against the
combined enqine and dulidozer sales.
(Footnote 7 continued on next column)
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Figure §

APPORTIONMENT UNDER REGULATION 1.881-&
INTERMEDIATE METHOD -

in 1981, measures were introduced both in the House
and in the Senate to repeal the 1977 regulation (H.R. 2473
and S. 1410, respectively).® The intent of these two blils
was ditferent from that of the 1977 measure. The sponsors
argued that the regulation penalized the foreign tax credit,
encouraged existing international corporations to relocate
a portion of their research abroad, and discouraged
technology-intensive firms from entering export markets.*
While still seeking to sddress the problem of unrelated
foreign income, the proponents also argued that there
would be social benetits from increased domestic R&D.
They percelved that gains in high technology would
provide advantages to the U.S. economy. Thess benefits
could be “purchased” by allowing tax sdvantages. New

YW&A‘W
terized the situation as _a_contast gmong nation
acilities [{ i
The YOSTBillz were later incorporated into the Economic

Recovery Tax Act of 1881. The House version repealed the
regulation entirely, while the Senate plan provided a one-
year suspension and required a report on the effects of the
propossl from the Treasury Department during the interim.
The final compromise lengthened the suspension to two
years and calted for a Treasury report assessing the
proposai. (Release of the required report is expected in
earty June 1983).

In 1983, with the end of the moratorium approaching,
propossis have been introduced in both chambers of the
Congress to block the regulation permanentty. In the
House, Ways and Means Committes member Cecil Heftsl,
D-Hawaii, has sponsored H.R. 1887, while'in the Senate,
Finance Committee member Maicoim Waliop, R-Wyo.,
has joined with ten other senators in proposing S.854."" As

(Footnote 7 continued)

Simitarly a company which does research tor loreign sales of
gasoline engines and markets bulidozers domestically could
skow the deduction towards d. tic income. , under
the rules regarding aggregation of SIC categoriss, it would not
matter if the domestic product were in the same category.

Keith T Ott, (1962), p. 900. p. 898.

Ot (1982). p. 895.

sCharles |. Kingson. (1981), p. 1233.

"' Tax Notes. March 28, 1983, p. 942. The other senators are
willism L. Armstrong (R-Colo.), David L. Boren (D-Okla.), John
H. Chates (R-R.1.), John C. Danforth (R-Mo.), Oave Durenberger
(R-Minn.), John Heinz (R-Ps.), Bob Packwood (R-Ore.), Wiltiam
V. Roth, Jr. (R-Del.), and Steven D. Symms (R-idano). All are
members of the Senate Finance Committes.
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in 1981, the bil's seek both to provide greater equity, in
light of the foreign credit limit, and to provide greater
benefits for the American economy:

This legistation will. . .bring our Tax Code into line
with the international trestment of domestic re~
soarch and deveiopment expenses, and will heip to
restore our competitive position in the international
marketplace.'?

. Foreign Tax Credits and Their Limitation

To prevent doubie taxation, the foreign tax credit
permits the taxpayer to credit foreign income taxes
against his U.S. tax bill."? The foreign tax credits, howsver,
cannot exceed the level of the U.S. tax liabiiity." Accord-
ingly, 8 formula limits the deduction to:

(1) U.S. imit s Gross U.S. tax rate x
foreign taxabdie income

This result is pictured in Figure 8. In this illustration, the
column on the left is the foreign view of the foreign tax
base, while that on the right is the U.S. perception. In this
example, both nations concur on the tax base and both
nations impose the same tax rate.

~ Figures
U.S. FOREIGN TAX CREDIT

“Noom of Tax Bese =7

“wnus Tllm\

e o s o et gty FOrmgn Tax Rate
(sssumed for exampie)

U.8 Vew or
Foreign Tax Bese

Foregn View of
Foregn Tax Base

This catculation breaks down, howsver, when the U.S.
and the foreign government dissgree on the foreign tax
base. if the U.S. aliocates a deduction that the foreign

“Rep. Cecil Hettel, Congressional Record, March 2. 1983

41 a company ssrmed $100 INCOMa Oversess. a foreign tax rate
of 40 percent would reducs this profit 10 $80.11the U.S. tax rate of
48 percent wece 10 be apphed directly to thus remainder, the
after-tax profits would be $32.40—an effective tax 10 of 87 6
percent. For compatibriity with a similar §100 of U.S. income. the
foregn tax s Cradited sgainst the U.S. tax, reducing U.S. recopts

10 $8. This system sets an off, , and t, tax rate of 46
pe of ali ofi
“This Wmitstion prevents the government from setting

its tanes arditraniy high. A foreign Lax rate of 80 percent in the
previous exampie wouid result in a $34 redats by the U.S. 10 the
American firm. The firm would not feel impaired by this prohibitive
tax rate, and the foreign cotfers would recetve indirect transfers
from the U.S. Tressury.

24-300 O—83—-6

(i

government does not sllow, “foreign taxable income” in
oquation (1) is lowered, and thus the credit limitation is
lowered. The actual foreign tax paid remains unchanged.
Specifically, although the U.S. applies deductions based
on the U.S. RAD expenses against foreign income.

ti 1 This resuitis
. the same from
Figure 8. The area ‘deita tax base’ represents deductions
which are 88t unilsteratly by the U.S. The excess credits
are portrayed by the shaded regionin Figure 7. The actual
foreign tax, which has remgined Lnchanged from Figure 8,
now creates excess credits. Uniess tax credit carryovers
can be utilized, the company would be forced to forfeit
those credits.'*

Figure 7
U.8. FOREIGN TAX CREDIT
Oetta Tax Base
00% of Tax Iuc—j
M US Tax m\
Foregn View of US Viewol
Foregn Tax Base Foreign Tax Base

A company can reduce this 0ss by physically relocating
its R&D in the foreign country. Through this maneuver, the
R&D wili be counted by the foreign country against the
foreign taxes.

“3e0rge Carison (1981), pp 40-48. There is ONe exception in
Canada. wiuch aliows deductions for formgn scientific expendi-
tures but Not foreign capual expenses.

“Tihws resuit can be derived analytically. The original foragn
tax is sot as:

(2) Foreign tax = Foreign rate x formgn base

The upper bound on the U S. foreign tax credat (inctuding tho
Amencan RAD dedugyons) is.

(3) Credit limit = U.S. rate x (forsgn base - deita base)

The foreign tax payments which exceed the imit are calculated
by sudtrecting 0 {3) from (2). The 108t excess
credits are than equal 10:

(4) Excees credits = U.S. rate x deita base -
formgn base x {U.S. rate - foreign rate)

Furthermore, i the U.S. tax rate 18 equal 10 the foregn tax rate,
a8 itis in Figure 7, equation (¢) reduces 10:

(8) Excess credits = U.S. rate x deits base
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V. Model

To iliustrate the corporsie response to the reestad-
lishment of aogulmon 1.881-8, this article anatyzes the
change in the distribution of domestic and foreign re-
search sites,

Two other approaches 1o estimating the effects of the
section 1.881-8 reguiations sppear superiorin theory, yet
are far less feasible in practice. The tirst choice would
have been to balance the social gain in lax revenue from
readoption of the regulations against the social loss from
an alteration in RAD expenditures. Evaluating social costs
and benefits, however, is an extremely problematic
exercise.

This article focuses on...transfers of R&D
activities to foreign countries, to illustrate the
likely otfects of readoption of the section 1.881-
8 regulations.

A second choice, in lieu of the first {ine of inquiry, would
have been to measurs the actual change in corporate R&D
activity. |L_ig common! ized, how: hat th
corporate response ax mconl ves is often considerab!

g P messurement of sctual
rnponul tothe 1981 momonum Mansfieid (1982) notes
that other methods must be used to assess the meriis of
the moratorium. The present article focuses on one
particular form of corporate response, transfers of R&D
activities to foreign countries, to iliustrate the likely eflects
of readoption of the section 1.881-8 reguiations.

Assume that a company determines its tax on operations
in a single foreign country within a single SiC category.
Further assume that the company seeks to maximize after-
tax profits while holding the R&D budget constant. The
company achieves this goal by selecting the optimal
distribution of research sites between the U.S. and over-
seas. The modet simulates this process dy first assuming
values for income and sales, and then, for each aliocation
of the RAD budget between domestic sites and foreign
sites, computing domestic and foreign taxes. Finally, plot
the locus of after-tax profits, s variable that is dependent
on the percentsge of roum:h at tho 1orﬂ9n site.

In addition, this comput t returns
to scale and constant costs Ier research undernaken st
either location. By assuming different starting vaiues, we
can caiculate the effects of varying the foreign tax rates or
of changing the ratio of the RAD budget to gross income
and saies.

In one modet, we assuma that the Quality of research is
the samae in both locations. In a second model, we reiax
this assumption to examine the possibility of & different
quality for foreign research. The foreign “quality level™ is
normalized sgainst the American level and expressed asa
percentage. These values are not a judgment that foreign
research isinfertor, but s intended to reflect the probiems
of communication and experience that a U.S. firm might
undergo in its toreign RAD operations. Thus, it $100 were
spent in a climate that was weighted as S0 percent
effective, the real veiue of that research would be $50.
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In setecting R&D sites, the hypothetical compaeny holds
constant the effective vaiue of research. Thus, the tax
advantages of foreign research are balanced sgsinst the
need for higher leveis of R&D spending. In neither model
is the level of foreign source income affected by changes
in the foreign R&D expenditures.

Thefollowing tebleliustrates the first or basic model for
the tax apportionment.'”

Table 1
PBASIC TAX APPORTIONMENT MODEL

Foreign  Werldwide

U.8

Sales Percentage

ALD Total

RAD Quality

. Nomina!l R&D

Gross Income

Sales: Exclusive
Remainder
Tots

Gross to Grosa

. Preterred Method

. Taxadhe income

. Groes U.S. Taxes

. Max. Tax Credit

. Actusl Foreign Tax

. U.S. Lisbility

. Worldwide Tax

. Worldwide Tax Rate

18. After-Tax Income

CENGRELN -

——

The first line shows the percentage of total sales in the
U.S. and the foreign country. The second row shows the
effective vaiue of the RAD. This woridwide tota! will
remain fixed while the mode! transters R&D from the U.S.
to overseas. “RAD guality” is the measure of the effective-
ness of the foreign R&D. In the first model, the foreign
index is 100 percent, so foreign research is considered as
effective 2s domestic research. The second model varies
this “foreign quality™ factor. The fourth line is the nominal
cost of the R&D. It 8 $50 effective value is desired Iin a 50
percent quality envi t, the inal cost id be
$100.

Gross income is the pre-tax income-sales revenue
minus costs, not including the U.S. deduction for R&D.
The foreign R&D expenditures are automaticailly sub-
tracted from foreign income. When the nominal cost of the
foreign R&D varies, the ditference will be charged to the
toreign inccme.

Lines six through ten of Table 1 apply the aliocation
methods provided by Treasury Regulation 1.861-8. The
first three lines of this section comprise the sales method.
Thre following line depicts the gross income method. Line
ten selects the option which maximizes the domestic
deduction. If necessary, itinvokes the intermediate calcu-
lation."®

'"This exampie was presented by Mai Nguyen Woa in "Research
and Development at Home or Abroad? The Economics of IRS
Regulations 1.881-8,” a report from the Institute for Research on
the Economics of Taxation.

'"See footnotes ‘our and six, supre. and text, infra, foc a
description of thess methods.
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Line 11 contains the tax bases which the U.S. Treasury
regards as valid, while the two subsequent lines display
the resuitant woridwide U.S. tax and the U.S. foreign tax
credit limit, respectively. Line 14 shows the sctusl U.S.
credit and the actual foreign tax. The actual credit is the
lesser of the foreign tax or the foreign tax credit imit. The

As the R&D moves from the U.S. 1o the foreign country, it
moves from e (ocation where it is only unilsteraily recog-
nized as & tax deduction t0 one where it is mutuslly
recognized as 8 valid deduction. The discontinuity in the
rise of the after-tax income is due to the toss of the
sxclusive apportionment when the nominal level of R&D

nextamount is the actual U.3. tax due after subtracting the
foreign tax credit.

The worldwide tax is the sum of the foreign tax and the
domestic tax; the werldwide tax rate is the ratio of the total
tax to the corporate income (gross income less the RAD
expenditures). Finaily, the worldwide income sfter ail
taxes is shown on lne 18.

The vaives for saies, income, RAD expenditures, and
RAAD retative quatities can be veried. in the first model, the
RA&D expenditures are varied by location; in the second
model, an additional degree of freedom is permitted in the
R&D quality.

V. Rosults

By running the model through each combdination of the
RAD sites in the U.S. and the foreign country, we can
depict graphically in Figures 8-through 14 the after-tax
income that results for each permutation. w.%gm
that the corponh R&D location decision Is

foreian e 4 .
to be quite importantin mo ultimate eommto decision.
Varying the foreign tax rate changes the potential for

creating excess credits, that is, a lower foreign tax rate
permits more R&D to remain in the U.S. without generating
the excess credits shown in Figure 7.

Readoption of section 1.881-8 of the regulations
will exert pressure to decrease United States
R&D.

Since this scenario was &8 & numerical
exampie, the interaction between the tax rates and RAD
oxpenditures impiies that any numerical answers are a
tunction of spending and income levels. Thus, if the total
income were 2t a higher ievel, while the R&D remained
fixed, a greater portion of the R&D expensss would have to
be sited in a foreign country.® All numerical vaiues shouid
not be used directly, but should be examined in relation to
the other values to visuaslize the trends. The actual
numbers which were used in this model are listed in
Appendix 2.

Figure 8 shows the initiai scenario of a foreign tax rate
oqual to that of the U.S. and a foreign R&D quality which is

aiso comparadle. The incressing level of after-tax income

arises from the corporate recovery of the excess credits.

"*See footnote sixteen, supra, for the more rigorous definition
of excess credits.

®This prodlem could be eliminated by couching the entire
prodiem in terms of non-dimensionsl parameters, such as the
ratio detween the RAD dudget and the gross Income. That step
wes outside the resim of feasibility tor this work. It remains s
jogicel extension of the work initisted in this paper.

p over fifty percent. After-tax income is highest in
this exampie when 100 percent of the research is under-
taken ovorseas.

Figure 8
AFTER-TAX INCOME WITH INCREASING
FOREIGN R&AD
42500 ¢
Foreign Tax Rate » 46%
Foreign A&D Quality = 100
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Figure §

EFFECTIVE GLOBAL TAX RATE WITH
INCREASING FOREKIGN RaD
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Figure 9 illustrates the complementary effect on the
worldwide etfective corporate tax rate. This graph is the
inverse of the preceding figure: as the axcess credits are
reduced, the double taxation of those excess credits is
sliminated. Consistency in the treatmaent of foreign earn-
ings and domestic earnings is improved, because R&D
deductions are allowed under both domestic and foreign
tax ruies. Note how the effective tax rate drops to the rate
originally proscribed in the U.S. The implication is that
regulation section 1.881-8 creates an environment which
distorts the choice between & tic and foreign R&D:
the tax rate for woridwide income is dependent upon the
amount of foreign R&D and income.

Figure 10 depicts the effect of varying the foreign tax
rate. Noie that as the foreign tax rate drops, the ditferential
between the U.S. rate and the foreign rate alieviates the
pressure of the excess credit. Fewer RAD expenditures
must be sited in the foreign country to counter the U.S.
credit limit.

Figure 10 i
AFTER-TAX INCOME WITH INCREASING
FOREIGN R&AD
42500 Foreign RAD Quakty » 100
42250 b

After-Tax income (dollars)
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A
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Foreign RAD (percent of Total R30)

Varying foreign tax rates has a predictable result when
examining effective worid-wide tax rates. Figure 11 shows
that as the excess credits are eliminated at [ower foreign
taxrates, less RAD needstobe trlmhrroc to eliminate the

y pomnl at a forel

parcent. As excess credits are eliminated, the effective tax
rate drnps to the common level of 48 percent, the same as
would be expected for U.S. income.

The first model telis us that iq_mnmw_ng_c_q“r,&rﬁg
after-tax income. U.S. ﬂmuwill U
tion 1. F reloca’ n? 3 Oversess.
This mdve 18 10 com| cruton of excess credity~

implicit in enforcement of thg regulation. The magnitude
of the shift depends upon 1ax rate in the foreign
country. Assuming that a firm would prefer to do research

TAX NOTES, June 13, 1063

Figues 11

EFFECTIVE GLOSAL TAX RATE WITH
INCREASING FOREIGN R&D
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inthe U.S., ceteris paridus, less R&D wouid be transferred
to countries in which the tax rate—and by implication the
potential for excess credits—is lower.

The second modslintroduces a new factor, ths quaiity
of the foreign work. When the foreign quality of R&D is
reduced, the tax saving arising from relocation is offset.
This effect can overwheim the initial trend toward relocs-
tion overseas. The monies saved through manipulation of
the tax code are lost due to inability to recoup the full vaive
of forvign R&D expenditures.

The regulation creates problems for firms
planning to enter export markets.

L

Figure 12 depicts three levels of “foreign quality"—100,
90, and 75—where 100 isthe U.S. standard. Atthe 75 mark
(where foreign researchis only three-quarters as effective
as that in the U.S.), the optimum corporate decision is to
retain gil of the R&D outlays in the United States and notto
venture oversess.

This effect is even more pronounced when the foreign
tax rate is lowered. The inefticiencies of utilizing foreign
RA&D continue unabated. while less countervailing tax
savings accrue. This situation is displayed in Figures 13
and 14 for foreign tex rates of 45 percent and 44 percenl,
respectively. These rates wers selected from the previous
example. Note that the 100 level in the iast three figures is
identical to the respective traces in Figure 10.

Vi. Umitations
Seversl objections can be raised to the assumptions
used in this model. The model does notinclude a changing

961
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marginal vaiue for research. There might be high start-up
costs, 80 that the marginal costs of foreign R&D may fait.
The marginal rates might not be fixed at one level, but
might rise (or fall} with further expansion of foreign R&D.
The marginal cost of foreign research should be greater at
higher leveis and at the starting leve's. At the upper end,
the decreasing marginal dbenefit of research work, ss
greater amounts of the foreign pool of research are used,
should act to lower the Quality of the research.

Figure 12
AFTER-TAX INCOME WITH
INCREASING FOREIGN RAD
42s00¢ Foreign Tax Rate » 4%
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Atthe outset, foreign research would be difficult as well.
in a study on the transfer of domestic research to foreign

sites, Benvignati (1981) pointed out t expar
itinational compani able to tran
8 xperignced firms. gnati noted that &

major im ment was simply the exchange and clerifics-
tion of information.”

Since the quality of the foreign research is measured
against the American level, an improvement in the U.S.
quality would adversely affect the value of the foreign
research. Asthe U.S. level declined, presumably the lesser
Quality centers wouid be the first to be dropped, leaving a
core of higher U.S. quality.®

Neither the marginal cost challenge nor the marginal
benefit challenge is strong if the changes In research
reflect onty small changes in the overall pool of research in

nAnita Benvignati, (1981), p. 500.
=This effect on the foreign quality can be approximated by:

Foreign quality et -Q
U.S. quality (1+Q) 1

“Q" represents the increase in American quality. This approxi-
mation is valid for small values of Q.

either domestic or foreign iocations. On the other hand,
$INCe Many companies would feel these pressures on their
RA&D efforts, the total change in either research pool could
be quite significant. In either event, the start-up problem
would continue to vex new participants in overseas
research. This event can be sdequately simulated by
examining a case with low forsign quality. This approach,
however, solely models “short-sighted” companies since
it only explores their trangient costs.

Also open to di Yare tha r Nisms by which
firms adjust to the reimp 1 of the section 1.861-8
reguistions. We assumed here that they retain constart
levels of gross income and overall research expenditures.
Ennwmummmmmw

ing based uponthe higher costot ¢ chand
@voT'P.mont-n Eiiiii% olihe olliiaguti E! dogrind tor
RAD. ” Alternately, a company might juggle the retained
urnIng; of tha foreign company rather than altering the
RA&D performed by that company. This paper seeks to
expose the forces for relocating R&AD generated by
reimplementation of Regulation 1.881-8. Holding thess
other means of adjustment constant permits this pressure
1o be examined.

Vil. Conciusions
With these limitations to the model acknowledged,
several conciusions ramain clear. Resdoption of sectiop
1. w-s of rons will xw
.~in addition. the regulation creates

probmm for firms pianning to erter export markets.

Figure 13
AFTER-TAX INCOME WITH
INCREASING FOREIGN RaD
42500 r Foreign Tax Rate » 45%
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Whaether the corporate response is of the type postulated
inthis paper, or takes the form of & reduction of the overall
RA&D budget, the regulation impedes American R&D. In

"Telephone interview with Harry Grubert, Treasury Depart-
ment, April 4, 1963,

TAX NOTES, June 13, 1983 ,



addition, the mochamlm in this nquunon hobbies inter-
h

Figu emonsirates, the corporate tax rate
national firms is higher than the rate for firms that have
U.S. income only.

The obverse of the comparability debate is thet R&D
completed in the U.S. frequently generates foreign in-
come and the deduction for those expenses shouid
therefore be ailocated against the foreign tax base. The
tax codes in foreign lands create an externality {unilateral
R&D deductions) which renders this argument less valld.
Short of changing the practices of the foreign nations, the

codes and not to force ;
deductions which are not Tecogn

systems,”

Figure 14
AFTER-TAX INCOME WITH
INCREASING FOREIGN RAD
42900 ¢ Foreign Tax Rate = 44%
422%0 r
Foregn RAD Quality =
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Another repercussion can be seen in the resim of sxport
markets. The U.S. is currently 1

engagedio peveral sttempty

facilitatg American ex in practice, however, this
WW- Consider, for in-
nce, 8 domestic firm with iarge RAD expenditures: 8

timety example is a technologically intensive firm, a type
which the U.S. is aiso currently seeking to cultivate. When
& domastic firm of this type attempts t0 enter the foreign
market, it will be penalized dy this regulation, for itinitially
possessas no forelgn RAD facilities. In addition, it wili be
lees abie to deveiop these sites, for ss Benvignati (1981)
points out, internationally inexperienced firms have a
more difficult time adjusting Initiaity. This wouid cor-
respond to lowering the quality of the foreign RAD (for the
firm is less able to make use of the ressarch). Figures 12
through 14 clearly illustrate that, given this inefficiency, a
firm might well decide not to deveiop foreign sites at ail.

TAX NOTES, June 13, 1963

Thus, newly entering firms are pinned between the re-
quirements of the reguiation and their own inexperience.
These repercussions all indicste that resdoption of
Regulation 1.881-8 would undercut other American eco-
nomie initiatives. The fundamental probiem is not the
definition of industrisi categories, or the reduction in
“unreisted foreign incomae.” Ingtead, the prodlem is that
deductions for dor ic expenses are set against foreign
income. To enhance the American international trede
sector and provide comparability between the tax treat-
ment of fore'gn and domestic income, the moratorium on
section 1.881-8 of the regulstions should be continued.

APPENDIX 1
Standard indusirial Code Cateqories

(01, 02, 07, 08, 09) Agricuiture, forestry, and fisheries.

{18, 11, 12) Mard mineral mining.

(13) Crude petroleum, snd natursl gas.

{14) Nonmetailic minerals.

(18, 18, 17) Conetruction services.

{20) Food and kindred products.

(21) Tobacco manutecturers.

(22) Textile mill products.

(23) Apparel and other finished products mede from fabrics snd
similar materisis.

(24) Lumber and wood products, except fumiture.

(28) Furniture and fixtures.

(38) Paper and atied producto.

(27) Printing, publishing, and ailied industries.

(28) Chemicals and sified products.

(29) Petroleum refining and related industries.

(30) Rubber and miscellansous plastics products.

{31) Laather and leather

(32) Stone, clay, glase, and concrete products.

(“)mem L hinery and .p

(’)W except electrical.
(38) Electricat and electronic mechinery, squipment, end sup-~

{37) Transportation equipment.
m)mmmmq.nnmemwm

graphic, medical, mem
()

Miscolisnecus umhctumg
(“. 41, 42, 43, 44, 48, 98, 47) Traneportation services.
(48) Communicstion.

lllplylfl product categories, except Wholesale
(n.n.u,n.u.u.u.mﬂnm insurance and real
m.n.n.n.nnn.u.n.u.u.un.nmow
services.

, *



APPENDIX 2
Actust Figures Used in Preparing the Model®

U.S.  Foreign Worldwide
1. Saies Percentage 60 40 100
2. Rand D Totat 2000 [) 2000
3. Rand D Quality 100 100 4]
4. Nominal R and D 2000 0 2000
5. Groes Income 70000 10000 0000
6. Seles: Exchusive 600 0 600
7. Remainder 840 560 1400
8. Totsl 1440 580 2000
9. Gross to Gross: 1780 250 2000
10. Preferred Method 1508 498 2000
11. Taxable income 68498 9608 78000
12. Groes U.S. Taxes 35880
13 Max. Tax Credit 4372
14. Actual Foreign Tax 4312 4600
15. U.S. Liability 31508
18. Woridwide Tax 36108
17. Woridwide Tax Rate .29
18. ARer-Tax Income 41092
In this AXampie, the foreign tax rate is 48 percent end the

foreign
he foreign AAD percentage is 0 percent of the 10tai RAD.
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Senator WaLLop. One of the contentions expressed by those who
support the continuation of the moratorium on the 861 regulations
is that the effect of those regulations pushes R&D activities into
overseas markets. From a brief review of the Treasury Department
study it would appear that Mr. Chapoton will dispute that conten-
tion here this morning. Indeed, the Treasury study points out that
the reduction in R&D that would have happened had the moratori-
um not been in effect in 1982 would have been because the R&D in
the United States had become somewhat more expensive and not
because of a transfer of R&D abroad. P

I believe that a very clear rebuttal to that position is offered in
two letters which I also submit now for the record.

[The letters follow:]



1983

June 9,

Senator Malcolm Wallop
United States Senate
Room 210

Washington D.C. 20510

Attention: Lindsay Hooper

Dear Senator Wallop:

It is our understanding that you are

85

805 Eost Middlefield Rood
?.0.80x72%0 \
Mountain Yiew, Colifornio 94042.7290
Telephone: (415) 969-6500
TWX:910-379-6578

.

n?

currently reviewing

several tax incentives involving the research and develop-

ment ("R&D") .area.

We feel that our situation is typical

of many middle~sized U.S. businesses, so we have outlined
the facts concerning our R&D in the following paragraphs.

WILTRON Company is a manufacturer of electronic test equip-
ment with anticipated sales of approximately $40 million in

1983.

We just established in April of this year an R&D fac-

ility in the United Kingdom,to be followed by a manufacturing

facility in several years.

While a variety of economic and

business factors entered into our decision to establish an
R&D and subseguent manufacturing center outside the United
States, considerable weight was placed on the amount of eco-
nomic and tax incentives foreign governments were willing to
provide both R&D and manufacturing operations over an exten-

sive period of time.

We are concerned that the United States may fall further behind
in encouraging companies to conduct their R&D operations in the
’

u.s.

Specifically, we are focusing-on three issues:

1) Defining research or experimental expenditures in
broad terms in determining whethér they qualify
for the R&D tax credit.
contrast to the recently issued Proposed Regulations;

This position is in stark

2) Conversion of the temporary R&D tax credit into a
permanent credit, or alternatively, extending the
credit provision for three additional years.

Such an extension to 1988 would provide us a five-

year time frame for R&D planning and determining

where it should be basedq;
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Senator Wallop
June 9, 1983
Page 2

3) A continuation of the apportionment of R&D
conducted in the U.S. to income from sources
within the U.S. under Regulation Section 1.861-8.
A reversion back to the old rule of allocating
R&D expenditures to worldwide income, thereby
reducing foreign-source income and allowable
foreign tax credits, provides an incentive to
shift R&D work out of the U.S.

Respectfully submitted,
WILTRON Company

e, n. WS
By

Peter S. Chalfant

Tax Counsel

PSC:csm

cc: Chris Caine, Eaton Corp.
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33 Neponset Avenue
Foxboro, MA 02035
Telephone 617-543-8750

The Foxboro Company Telex §27-502

May 18, 1983

v .se "o .

Mr. Roderick DeArment

Chief Counsel

Senate Finance Committee

Room SD-221

Dirksen Senate Office Building
Washington, D. C. 20510

Reference: S654
Dear Mr. DeArment:

I will be unable to attend the May 27 hearings of the Senate Finance Taxation
Subcommittee, and would therefore like to submit this letter with respect

to S.654. That bill would amend the tax code to treat deductions for research
and experimental expenses attributable to activities conducted in the U.S.

as allocable to income from sources within the U, S.

Foxboro believes the operation of Reg. 1.861-8 is a disincentive to the
conduct of research and development in the U.S. Our own company is a case

in point. For many years, we tended to centralize all our RAD effort in

the United States. Then in 1980 a decision was made to establish a European
R&D operation. The Foxboro Company now has R&D activities underway in its
subsidiaries in The Netherlands and the United Kingdom. Our reason for this
relocation was a combination of tax penalties and shortages of key technical
skills in the U.S. We already had a support infrastructure in place in
Europe, and have found no difficulties in directing and coordinating this
activity from the United States, thanks in part to ease of communication

via telephone, telex, computer links, and personal visits. We believe that
when cost differentials become noticeably large, action will be taken to
relocate RaD, especially when it is believed that those cost di¥ferentials
will continue, and especially when the move is to a location where an infra-
structure already exists. )

Foxboro had excess tax credits in 1979 and 1980, and we would not have had
those excess tax credits if our R4D spending levels had remained constant.

In fact, the operation of Reg. 1.861-8 was such that in 1979 and 1980 the
increase in R&D expense apportioned to foreign source income grew even

faster than the underlying R&D expense. This increased apportionment to
foreign source income reduced our Section 904 limitation in amounts greater
than our unused credits, i.e., if we had not, increased our R&D expenditures
we would not have run into a Section 904 limitation. The net result is the
equivalent of denying a deduction for a portion of our increased R&D expendi-

ture.

FOXBORO
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Mr. Roderick DeArment
May 18, 1983
Page 2

We believe Reg. 1.861-8 attempts to address problems that are more appro-
priately addressed under Sections 307 and 482 of the Internal Revenue Code,
i.e., the transfer of technology abroad free of charge. Therefore, we see
no particular reason to allocate and apportion domestic expenses to foreign
source income (other than royalty income). As to the allocation to royalty
income, we believe that such allocations should be simply on a gross income
to gross income basis, taking into account gross income from foreign source
royalties and all domestic gross income (including domestic manufacturing
gross income) which arises as a resuvit :f the use of R&D knowhow. Such an
"approach would certainly eliminate the negative effects of Reg. 1.861-8
which undercut the explicit national effort to encourage expanded R&D. We
believe that this matter could be addressed by regulation alone, and still
be consistant with the existing law.

As a matter of congressional policy, however, we believe that the moratorium
found in the Economic Recovery Tax Act should Le made permanent as proposed
in $.654. By making the moratorium permanent, it would encourage firms to
relocate their R&D activities within the U.S., and would serve as a further
encouragement to expand their U.S. R&D efforts. The Congress has already
indicated its firm commitment to and belief in the fact that R&D will lead
to industry growth and profitability, as well as improved export performance.
High technology companies such as Foxboro have in the past spent significant
funds on R&D. As a result, they have grown and prospered, and have provided
increased employment in the U.S. Such firms, along with Foxboro, have also
significantly expanded exports. We think it is important that the Congress
send a signal to all high technology companies that increased R&D expendi-
tures are to be encouraged, not penalized.

Thank you very much for considering the points raised in this letter. If
we can be of further assistance, please do not hesitate to contact~us.

Sincerely, o

THE FOXBORO COMPANY

. -

Pédl Cherecwich, Jr. -
Corporate Tax Manager

PClr:sjc

cc: Senator Packwood
Senator Wallop

bce: Christopher G. Caine
E. Tisdale, SAMA
G. F. Morris, The Foxboro Company

FOXBORO
[ s matarons s> 4
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Senator WaLLoP. The first is from Mr. Peter Chalfont, tax coun-
sel to the Wiltron Corp. of Mountain View, Calif.:

In April of this year, this electronic test equipment firm with anticipated 1983
sales of $40 million establizhed a research and development facility in the United
Kingdom. -

In outlining the reasoning for that decision, Mr. Chalfont ex-
pressed his company’s concern that the United States may fall fur-
ther behind in encouraging companies to conduct their R&D activi-
ties in the United States—specifically, the possible continuation of
the 861 R&D allocation rules was highlighted as an incentive to
shift R&D work out of the United States.

The second letter comes from the Foxboro Co. of Foxboro, Mass.
In their letter they state that they had for several years intended
to centralize all of their R&D efforts in the United States.

The point to the 861 regulations specifically as one the major fac-
tors in their decision in 1980 to establish a European R&D oper-
ation. They now have substantial R&D activities underway in both
the Unite! Kingdom and in the Netherlands. )

Isn’t it ironic for a country which considers itself the leader in
research and innovation to be the only industrialized nation in the
world to require the allocation of domestic R&D expenditures? It
would appear from these two letters that it has the potential of
having some very dramatic effects.

Let me conclude by saying that I am very pleased that the ad-
ministration will be supporting a 2-year extension of the moratori-
um on the 861 regulations; but let me point out that the one thing
that we have not provided the business community much of lately
is some sense of certainty. Two-year fixes are not J)articularly help-
ful for the purpose of making long term business decisions.

I sincerely hope that the Treasury Department will consider the
importance of a permanent solution to this problem, inasmuch as
the President of the United States in his economic message this
year said that the R&D was critical to this country’s presence in
the world of economic competition and will work with me in arriv-
ing at that solution in the very near future.

We have a number of witnesses this morning, and we will ob-
serve the 5-minute rule. There will be two panels on this, but first
we will hear from Buck Chapoton, Assistant Secretary for Tax
Policy, the Department of the Treasury. S

Good morning, Buck.

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT SECRE-
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, D.C.

Mr. CHAPOTON. Good morning, Mr. Chairman.

Thank you for the opportunity of allowing us to present our
views on this subject this morning. We do apologize for the tardi-
ness of the report. As you know, we have well over 30 congression-
ally mandated reports pending. As I have mentioned before, almost
every time we are asked to do one it will be very difficult for us to
meet the time schedule given for those reports. They are done very
thoroughly, and I think as shown in this one, it is a painstaking,
thorough job.
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We are pleased to appear before the subcommittee this morning
on this subject. I would state the administration’s firm belief that
continued growth in domestic R&E activity is crucial to the long-
run strength and international competitive position of the Ameri-
can economy. Since the bill before you this morning would encour-
age the performance of R&D in the United States, we are pleased
to support the general objective of the proposed legislation. As you
stated, Mr. Chairman, we are supporting a 2-year extension of the
moratorium.  _.

Let me ii;l/e just a little bit of background to set this in context:

As you know, U.S. corporations are subject to U.S. tax on their
income from all sources—foreign and domestic. Foreign source
income is usually also taxed by the foreign country where it is
earned. To alleviate double taxation, the United States allows a
credit for foreign income taxes paid. The credit is of course limited
to the amount of U.S. income tax on the foreign-source taxable
income. The purpose of the limitation is to prevent foreign income
taxes from reducing U.S. taxes on U.S. source income. Those are
just sort of the besic. rules.

- The Code provides that foreign source taxable income is deter-
mined by deducting from gross income and, quoting the Code, a
“ratable part of any expenses, losses, or other deductions which
cannot be definitely allocated to some item or class of gross
income.” - -

The detailed rules for this allocation I have just quoted in the
Code are set forth in the 861-8 regulations. The objective of the
Code and the implementing 861-8 regulations is to match R&E ex-
pense and other overhead expenses with the income generated by
or related to the expenditure.

Section 223-A of the Economic Recovery Tax Act, ERTA, provides
that all R&E expenditures paid or incurred in the first 2 taxable
years after that bill was passed shall be allocated to U.S. source
income. That is, all domestically performed R&E shall be allocated
to U.S. source income. Thus, it reversed the Code provision and the
implementing regulations for this 2-year period insofar as they re-
lated to research and experiment expenditures.

S. 654 would make this change permanent; it would be a perma-
nent amendment to the Code to provide that the deduction for
R&E conducted in the U.S. shall be allocated to U.S source income.

The Treasury has carefully studied this issue, pursuant to the
mandate of the Congress in ERTA. The study and the report are in
response to that mandate. We did study the impact of the regula-
tx%r}s. ém the availability of the foreign tax credit and on U.S. R&E
activity.

Any allocation of R&E expense to foreign source income will of
course reduce the limitation on the foreign tax credit. If the foreign
government does not allow the apportioned expense as a deduction,
income taxes actuallf paid to the foreign-government will not be
reduced. Consequent g, the allocation may increase a taxpayer’s
tax total liability—U.S. and foreign combined.

Prior to ERTA the Code clearly required that there be a proper

~ allocation of U.S. R&E expense to foreign source income. On tax
policy grounds some allocation to foreign source income is appro-
priate when domestic R&E or the product of any other domestic ex-
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penditure is exploited in a foreign market and generates foreign as
well as domestic income. If such an allocation is not made, foreign
source income is too high and the higher limitation may allow the
credit for foreign taxes to reduce U.S. taxes on domestic source
income. Thus, requiring no allocation in the case of R&E expenses
to the foreign source income to which it relates can best be viewed
as an incentive to encourage domestic R&E activity. I think that is
the objective of S. 654 and the point Chairman’s comments.

Compared to the pre-ERTA rules, the moratorium in ERTA and
S. 654 would reduce U.S. tax receipts. If the regulations had been
in effect in calendar 1982 instead of being suspended by ERTA, we
estimate that U.S. tax liabilities of U.S. firms would have been
from $100 million to $240 million higher. .

The ERTA suspension and S. 654 only reduce the tax liabilities
of those firms who are in an excess foreign tax credit position.
Thus, the reduction in U.S. tax liabilities from the suspension, and
from this bill, depends on the nature of the firm’s foreign oper-
ations, not the level of its R&D effort. S. 654 would have its most
significant impact on large, mature multinationals as opposed to
small, relatively young high-tech type companies. It would assist
those R&E oriented firms with relatively large amounts of foreign
production and income, as opposed to those taxpayers exploiting
their R&E primarily for domestic production.

The estimated $100 million to $240 million in higher tax liabil-
ities that would have occurred in the absence of ERTA would have
increased the cost of privately financed U.S. R&E activities, accord-
ing to our study, by somewhere between .27 percent and .65 per-
cent, or by less than 1.0 percent. We estimate that this would have
reduced the $37 billion spent on domestic R&E in 1982 by $40 mil-
lion to $260 million. Most of this reduction would represent a net
reduction in overall R&E activity because it is simply more expen-
sive; some it would represent a transfer of R&E from a domestic to
a foreign location.

We recognize that this reduction in R&E may adversely affect
the competitive position of the United States. In light of this fact
we support a 2-year extension of the present suspension of the Code
provision and the 861-8 regulation, relating to R&E.

This would provide the Congress and the Treasury with an op-
portunity to consider the facts set forth in the report while we con-
tinue to work in an interagency task force that we have established
to develop.what we think would be the soundest and most coherent
incentive for domestic R&E activities.

Mr. Chairman, that summarizes our testimony. I would be happy
to answer any questions.

[The prepared statement of Hon. John E. Chapoton follows:]



92

For Release Upon Delivery
Expected at 8:30 a.m., E.D.T.
June 17, 1983

STATEMENT OF
THE HONORABLE JOHN E. CHAPOTON
ASSISTANT SECRETARY (TAX POLICY)
DEPARTMENT OF THE TREASURY

BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
- OF THE SENATE COMMITTEE ON FINANCE

Mr. Chairman and Members of the Subcommuittee:

I am pleased to have the opportunity to present the views of
the Treasury Department on S. 654, which would amend the Internal
Revenue Code to treat deductions for research and experimental
{(R&E) expenses attributable to activities conducted in the United
States as allocable to income from sources within the United
States. While the Treasury Department has a number of technical
comments on the drafting of S. 654, which we would be pleased to
review with the Committee, I will restrict my remarks to the
policy issues raised by S. 654.

The Administration firmly believes that continued growth in
domestic R&E activity is crucial to the long run strength and in-~
ternational competitive position of the American economy. Since
S. 654 would encourage the performance of R&E in the United
States, the Treasury Department supports the general objective of
the proposed legislation.

Present Law

U.S. corporations are subject to U.S. tax on their income
from all sources, domestic and foreign. Income earned from out-
side the United States (foreign source income). is usually also
taxed by the foreign country where it is earned. To alleviate
international double taxation, the United States allows a credit
for foreign income taxes. Under U.S. law and long-standing U.S.

—

4
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tax policy, the foreign tax credit is limited to the amount of
U.S. income tax on the foreign source taxable income. The pur-
pose 9f the limitation is to prevent foreign taxes from reducing
U.S. taxes on U.S. source incame.

Foreign source taxable income, for the purpose of calculating
the limitation on the foreign tax credit, is measured under U.S.
tax rules. The Code provides that foreign source taxable income
is determined by deducting from gross income the "expenses,
losses, and other deductions properly apportioned or allocated
thereto, and a ratable part of any expenses, losses, or other
deductions which cannot definitely be allocated to some item or
class of gross income." The detailed rules for the allocation
and apportionment of R&E, interest, legal and accounting fees,
and other expenses to gross income for the purpose of determining
taxable income from foreign and domestic sources are set forth in
Regulation section 1.861-8 (the "Regulation®). The objective of
the Code and the Regulation is to match R&E expense, and the
other overhead expenses to which the Regulation applies, with the
income generated by or related to the expenditure.

- Section 223(a) of the Economic Recovery Tax Act of 1981
(ERTA) provides that all R&E expenditures paid or incurred in a
taxpayer's first 2 taxable years after the enactment of ERTA
shall be allocated to U.S. source income. Thus, section 223(a)
suspends the application of the Regulation's R&E rules insofar as
they relate to allocation or apportionment of R&E expense on a
geographic basis.

Description of the Bill and Analysis

S. 654 would amend the Code to provide that amounts allowable
as a deduction for R&E conducted in the United States shall be
allocated to U.S. source income and deducted from such income in
determining U.S. source taxable income. Like its ERTA predeces-
sor, S. 654 would modify the Regulation insofar as it applies to
U.S. R&E expense.

The Treasury Department has carefully studied the important
iscues raised by the allocation of R&E expense and has prepared a
report to the Congressional tax-writing committees on the results
of that study. The study and report are in response to section
223(b) of ERTA, which directs the Treasury Department to study
the impact of the Regulation on the availability of the foreign
tax credit and on U.S. R&E activity.

Any allocation of R&E expense to foreign source income will
reduce foreign source taxable income and the limitation on the
foreign tax credit. If the foreign government does not allow the
apportioned expense as a deduction, income taxes actually paid to

24300 0-83—1
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the foreign government will not be reduced. Consequently, the
allocation may increase a taxpayer's total tax liability. Prior
to ERTA the Code clearly required that there be a proper alloca- -
tion of U.S8. R&E expense to foreign source income. On tax policy
grounds, some allocation to foreign source income is appropriate
when domestic RGE is exploited in a foreign market and generates
foreign, as well as domestic, income. Likewise, the allocation
of interest and other expenses to foreign sdurce income is com-
pelled by the Code, and by proper tax policy considerations, when
an expense item generates foreign source income. If this alloca-
tion is not made, foreign source income will be too high and the
higher limitation may allow the credit for foreign tax to reduce
U.S8. taxes on domestic source income. Thus, requiring no alloca-
tion of R&E expense to the foreign source income attributable to
the expense can best be viewed as an incentive to encourage
domestic R&E activity.

Compared to the pre-ERTA rules, 8. 654 would reduce U.S8. tax
liabilitias. According to the Treasury Department's report, if
the Regulation’'s R&E rules had been in effect in calendar 1982
instead of being suspended by ERTA, U.S. tax liabilities of U.S.
firms would have been $100 million to $240 million higher.

As with the ERTA suspension, all firms would not be affected
uniformly by 8. 654. It would only reduce the tax liabilities of
those firms in an excess foreign tax credit position. That is,
the reluction in U.S. tax liabilities depends on the nature of a
firm's foreign operations, not the level of its R&D effort.

Based on the analysis in the Treasury's report, firms in an ex-
cess credit position sarn approximately 20 percent of the world-
wide income of U.8. manufacturing corporations. Whether or not a
firm is in an excess credit position does not seem to be closely
related to the level of its RKE effort. 8. 654 would have its
most significant effect on large, mature multinationals, as
opposed to small, relatively young, high-technology companies.

It would affect those R&E oriented firmas with relatively large
amounts of foreign production and income, as opposed to those
taxpayers exploiting their R&E primarily for domestic production.

The estimated $100 million to $240 million in highe: tax
liabilities that would have occurred in the absence of the ERTA
provision would have increased the cost of privately-financed
U.S8. R&E activity by between .27 and .65 percent, or by less than
1.0 percent. Based on reasonable responses of both the overall
level and the geographical location of R&E to this range of cost
increases, the $37 billion in 1982 domestic R&E spending would
have been reduced by $40 million to $260 million. Mcst of this
reduction represents a net reduction in overall R&E undertaken by
U.8. corporations and their foreign affiliates because U.S. R&E
has become somewhat more expensive, rather than a transfer of R&E
from a domestic to a foreign location.

~
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The Treasury Department recognizes that this reduction in R&E
may adversely affect the competitive position of the United
States. Because of the importance of R&E to the international
competitiveness of the U.8. economy, it is essential that Pederal
policy be designed so that the limited vesources available to
finance the Federal incentives encourage the maximum in R&E and
innovative activity. :

In light of this recognition, the Administration supports a
two~-year extension of the present suspension of the Regulation's
R&E rules. This would provide Congress with an opportunity to
consider the findings of the Trezsury Department's report while
Congress and the Administration continue to work together in
developing a coherent national program of R&E incentives.

Senator WaALLopP. Thank you, Buck.

Let me say first of all that I welcome, and I'm certain others do
welcome the extension of the moratorium, and I believe that it
really behooves us within a year, if ible, to find the permanent
solution to this thing, to provide that level of certainty which I
think is necessary as people set about making their long term deci-
sions as to where to locate these things.

Now, your report and your statement this morning says that it
has its most significant impact on large, mature multinational
firms, as opposed to the small emerging high technology compa-
nies. But isn’t it a fact that must emerging companies anticipate
that someday they will be one of the large companies? And won't
their present management set about looking at. their corporate
structure, especially if they are generously emerging young compa-
nies, and do their tax planning now and try to locate their research
and other things to keep themselves out of the 861 box that they
see these more mature companies in? - :

Mr. CuarotoN. Well, of course everyone will plan to reduce
taxes. If an allocation is made abroad and if the company is either
now, or expects to be in the future, in an excess foreign tax credit
position, that would be a concern. That is the point. t is what
the report concludes. It will simply mean that U.S. conducted R&E
is slightly more expensive, and that's the point. .

And I think no one—at least I would be interested if other wit-
nesses disagree with this statement—is arguing that the allocation
is improper as a matter of an attempt to relate, and it is difficult to
gg, but laxstean attempt to relate expenditures to the income to which

ey relate.

'I*‘;ne point is, this is an incentive for carrying on R&E in this
:puntry, and the question is whether it is the most effective incen-

ive. . -

_ Senator WaLLor. Well, I understand that, and one of the things
in the report says that 85 Eercent of the benefits will go to 24 com-
panies. I don’t know whether that is accurate or inaccurate, but 1
would suggest that if the effect of the regulation is either to trans-
fer—as you suggest in your statement—or reduce R&E from the
national interest, whether it is 24 companies, 12, or 124 companies,
+ it would seem to methat this country is the loser. A

Mr. CHAPOTON. I think, Mr. Chairman, that’s true. The onl
thing we have to keep in mind in this and as we look at the R&
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credit and at other incentives for R&E is we are spending U.S. dol-
lars to encourage the conduct of R&E, and we had better spend
those dollars the most effective way.

Let me add one other thing that we seem to fall into, I think we,
as well as everyone else, discussing this issue. I think there has
generally been a criticism of the regulations. I think we have to’
recognize that the Code mandates some allocation. What we are
talking about is amending the Code, not the regulations, to prevent
an allocation, for an incentive.

Senator WALLOP. I understand that.

Well, I appreciate your being a witness here this morning, and as
well the position of the Treasury for the 2-year moratorium. I do
believe that we may get some creative end to all of this. I certainly

ho&e 80.
r. CHAPOTON. Good.

Senator WaLLopr. Thank you very much.

Mr. CHAPOTON. Thank you, Mr. Chairman.

Senator WaLLop. Now, the first el consists of Mr. Paul
Huard, vice president of taxation and fiscal policy, National Associ-
ation of Manufacturers; Mr. C. William Schick, assistant controller,
United Technologies Corp., on behalf of the U.S. Chamber; Mr.
Peter McClosk%', president of Electronic Industries Association,
Washington, D.C.—he is accompanied by Mr. Richard Irwin from
* -ITT and Mr. Darwin Broeman, regional international tax director
of Arthur Andersen & Co.; and, finally, Mr. Robert McNeill, execu-
tive vice chairman of the Emergency Committee for American
. Trade, Washington, D.C.

Mr. Huard?

STATENENT OF PAUL R. HUARD, VICE PRESIDENT, TAXATION
AND FISCAL POLICY, NATIONAL ASSOCIATION OF MANUFAC-
TURERS, WASHINGTON, D.C.

Mr. Huarp. Thank you, Senator.

In view of the size of this panel, let me make my remarks as

_ brief as possible.

As you know, NAM sponsored a study by Arthur Andersen &
Co., along with the Electronic Industries Association, the Pharma-
ceutical Manufacturers, the Emergency Committee for American
g‘rade. If that hasn’t been submitted for the record, I would like to

0 80.

I would like to point out several of the more important conclu-
sions that were reached in that study: One is that apxl)arently no
other country other than the United States has a regulation simi-

lar to-regulation 1.861-8. This regulation typically, as the Treasury

seems willing to concede, places firms in an excess foreign tax
credit position, increasing their U.S. tax liabiligr.

Numerous respondents in this survey singled out this regulation
as a detriment to the conduct of domestic R&D. It is a fact that
over recent years foreign R&D conducted by U.S. companies has
been growing at a faster rate than U.S. R&D.

Numerous respondents to the study stated that the expiration of
the current moratorium on 161-8, which is imminent, would en-
courage further expansion of foreign R&D.
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My own staff economists have reviewed R&E statistics compiled
by the National Science Foundation, and there is an analysis of
this in our prepared statement. They concluded that as a percent-
age of GNP, nonmilitary R&D in the United States has been on a
very long-term decline. On the other hand, between 1981 and 1982,
despite as we all know a rather a poor economic environment, non-
military R&D in the U.S has been increasing, suggesting that the
various R&D incentives included in the Economic Recovery Tax
Act of 1981 have working.

I would like to note briefly, in addition to the R&D arguments,
that there are some various administrative and accounting difficul-
ties associated with this regulation. These are, briefly, administra-
tive difficulties having to do with the allocation of expenses within
SIC categories, limitations on the geographic apportionment of ex-
penses, apportionment on the basis of sales; also the date collection
requirements of this regulation has typically required conmderable
cost as well :i8 considerable expenditure staff time.

* Finally, I would like to conclude by agreeing with your point
that after the 1981 act, followed by the 1982 act, followed by what-
ever we have this year, we have given the business community pre-
cious little in the way of certainty, whether it is in regard to in-
vestment planning or R&D planning, or anything else. And for
that reason, I don’t think the 2-year moratorium is particularly ad-
visable, and we fully support the permanent moratorium that is
contained in S. 654.

Thank you.

[The prepared statement of Paul R. Huard follows]
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I am Paul R. Huard, Vice President for Taxation and Fiscal
Policy of the National Assoclation of Manufacturers. On behalf
of NAM's more than 13,000 member firms who represent 85% of the
nation's industrial output and 80% of its industrial workforce,
i am‘pleased to have this opportunity to presedt our views on
5.654, which would amend Section 861 of the Internal Revenue
Code. The effect of such amendment would be to rescind on a
permanent basis that portion of Section 1.861-8 of the Treasury
Regulations requiring allocation of domestic -research and
development (R&D) expenses between U.S. and foreign source

income, thus making all such expenses deductible against U.S.

income. NAM strongly supports enactment of S.654.



INTRODUCTION AND SUMMARY

The need for preservation of R&D tax incentives is
evidenced by the fact that R&D expenditures in the aggregate
underwent a decline during the period 1969-75. As a result of
the discontinuities during the 19708, the share of Gross
National Product (GNP) comprised by R&D is now lower than
during its peak levels of the late 1960s. Furthermore, in this
respect, the share of GNP comprised by non-military R&D outlays
is lower than in most of the other major industrial countries.
. However, since the enactment of the R&D tax provisions* of tﬁe
Economic Recovery Tax Act of 1981 (ERTA), R&D expenditures have
exhibited an upward trend, notwithstanding an unfavorable
overall economic environment. The implication is that these
ERTA provisions have enhanced R&D outlays, suggesting that such
provisions should be retained in order to achieve continued
increases in R&D in subsequent years.

Section 1.861-8 of the Treasury Regulations, by requiring
that U.S. multinatidnal corporations allocate a given share of

their R&D expenditures to their foreign affiliates, has tended

* The two major R&D incentives contained in ERTA are (1) a
25% tax credit on increméntal R&D expenditures, which is
scheduled to expire at the end of 1985 and (2) a moratorium
for two taxable years on the applicability of Regulations
Section 1.861-8 to doméstic Rs&D expenditures. The latter
provision is the subject of this hearing.
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to depress domestic R&D spending in relation to R&D conducted
overseas. Section 1.861-8 also has tended to increase the tax
liability of American multinational firms by denying tax
bénefita for deductions allocated to foreign source income.
Provisions comparable to Section 1.861-8 do not exist in the

tax codes of other major industrial countzie;.

THE NEED FOR R&D TAX INCENTIVES

The need to retain tax incentives for R&D outlays is
evidenced by the deterioration of ReD spendiﬁg during the
1970s. Table 1 (in the Appendix) gives outlays for total and
induatrial R&D in constant 1972 dollars; and the ratio of total
R&D ex;'enditures to GNP.

F;om roughly 1969 until 1976, there was a sharp decline in
total R&D expenditures, which fell substantially below their
levels of the late 1960s. In 1960-68, total R&D spending in
constant dollars increased@ 52%. Thereafter, there was a small
decrease coinciding with the recession of 1969-70. However,
during the recovery of 1971-73, R&D spending failed to improve
as rapidly as during previqus cyclical upswings in the econonmy,
and in 1973 at the peak of the boom, real R&D spending was
still below its 1968 level. The recession of 1974-75 led to

another contraction in R&D spending. 1In 1975, at the trough of



the recession, R&D outlays were 5.3% l&wet than in 1968. The
recovery of 1976-79 was associated with a major recovery in R&D
spending. However, bec&use of the earlier decline, outlays for
R&D aécounted for a considerably lower share of GNP than during
the late 1960s. In 1963-68, R&D spending averaged just under
2.9% of GNP. By comparison, in 1979, R&D spending had fallen
to 2.25% of GNP. Despite the recovery in R&D spending during
the late 1970s, the fact that the share of GNP comprised by R&D
outlays actually declined at this time indicates that the
upturn in R&D expenditures lagged behind the recovery in the

rest of the economy.

Part of the cause of the deterioration of R&D expenditures_w

has had to do with decreases in Federal allocations for
research, resulting from the de-escalation of the Vietnam War
and the gradual shift_in the composition of Federal spending
from defense-related activities to transfer payments. However,
the major causes had to do with a deterioration in private R&D
spending during the early 19708, which appears to be
attributable to depressed profitability. During the recovery
of 1971-73, real profits failed to reach their peak levels of
the late 19608, while profitability underwent serious cyclical
declines during the recessions of 1969-70 and 1974-75. Private
R&D spending followed a similar course. Industry spending for

R&D peaked in 1969, and declined in real terms until 1975,
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Thereafter, there was a recovery in R&D outlays, but because of
the earlier decline, R&D allocations did not surpass their
levei of 1969 until 1977. In other words, the decline in R&D
spending was not limited to the Federal government, but was
also in evidence in the private sector.

Compared with other major industrial countries, the share
of GNP devoted to non-military research in the United States
has been unfavorably low. Measured in terms of total R&D
allocations, the United States has had the highest ratio of R&D
to GNP of every major industrial country except the Soviet
Union. However, this is due primarily to the higher level of
Imilitary expenditures in the United States. When military Ré&D
i expenditures are factored out, the ratio of civilian R&D to GNP
fin the United States has averaged below the corresponding

ratios for West Germany and Japan, and has been roughly equal
to the ratios for Prance and the United Kingdom.

In esse:i.. ), the Uniteq States has faced a serious long run
problem of du.erioration in R&D spending. The causes have had
to do partially with a corresponding decline in profitability--
during the early 19708, real corporate profits fell below their
peak levels of the late 19608, and did not improve until the
recovery of 1976-79. This deterioration in profitability in
tan reflects excessive taxation of corporate income. In this

respect, the decline in R&D spending is indirectly traceable to
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the increase in effective corporate tax liabilities during the
1970s. This in itself arques for the retention of tax
incentives for RsD, as well as, for that matter, the
preservation of ERTA's other business tax provisions.

A further argument is to be found in the fact that, prior
to the enactment of ERTA, the tax treatment of R&D expenditures
in the United States was for the most part interio; to R&D tax
provisions in the other industrial countries. For this reason,
achieving higher rates of R&D spending over the next few years
will require preservation of special R&D tax incentives, as
well as the other ERTA business tax provisions, which will
facilitate reliquification and a recovery in profitability.

There 18 encouraging preliminary evidence regarding the
success of ERTA's R&D provisions over the past two years.
Notwithstanding the fact that the economic environment has been
highly inconducive to higher research spending, both total and
private allocations for R&D have increased in real terms. Real
corporate profits declined by =-22% peak-to=-trough during the
recession of 1981-82, and corporate liquidity has deteriorated
to its lowest postwar level. 8Since the level of R&D spending
is partially determined by the 'cutrent profitability and
liquidity of the business sector, this situation would
ordinarily be associated with a serious decline in Ré&D

spending. However, as the evidence presented in Table 1
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indicates, this has not been the case. Instead, R&D spending
increased in 1981-82. 1In constant dollars, total R&D outlays
increased 5.2%, while industrial R&D increased 10.2%.

Just how good this performance is can be evidenced through
a comparison of R&D spending during the 1981-82 recession with
the recession of 1974-75, when ERTA's R&D tax incentives were
not in élace and effective corporate tax 1liabilities ere
dubstantially higher. Although the recessions of 1981-82 and
1974-75 were comparable in terms of length and depth, total R&D
spending in 1974-75 fell by =-3.1%, while indnstrial R&D
spending was essentially flat, which compares unfavorably with
the increases recorded during the recession of 1981-82.

Finally, as previously alluded to, further evidence of the
desirability of retaining provisions in our tax laws favorable
to R&D is provided by a comparison of the U.S. with other major
industrial countries. Prior to ERTA, the tax treatment of Ré&D
in the United States was inferior to that in other industrial
countries, where various special R&D tax treatments were
allowed in addition to deductibility of R&D expenses. It was
only after the enactment of ERTA that the tax treatment of R&D
in the United States became comparable to that of our major
competitors.

In Canada, current and capital expenditures for research

are fully deductible in the year 1ncu:£ed. There 1is a 7%
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general investment tax credit for capital expenditures which
can also be applied to research-oriented investment spending,
and a credit varying between 10% and 25% for research
expenditures. There is also a 50% tax credit for incremental
research spending in excess of a three year base period
amount. Contributions to scientific establishments are