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(1) 

TAX REFORM OPTIONS: 
INCENTIVES FOR INNOVATION 

TUESDAY, SEPTEMBER 20, 2011 

U.S. SENATE, 
COMMITTEE ON FINANCE, 

Washington, DC. 
The hearing was convened, pursuant to notice, at 10:06 a.m., in 

room SD–215, Dirksen Senate Office Building, Hon. Max Baucus 
(chairman of the committee) presiding. 

Present: Senators Bingaman, Kerry, Wyden, Schumer, Cantwell, 
Nelson, Carper, Cardin, Hatch, Grassley, Snowe, Kyl, and Crapo. 

Also present: Democratic Staff: Russ Sullivan, Staff Director; 
Diedra Henry-Spires, Professional Staff; Amber Roberts, Tax Ex-
empt Organization Policy Staff Member; Lily Batchelder, Chief Tax 
Counsel; and Holly Porter, Tax Counsel. Republican Staff: Chris 
Campbell, Staff Director; and Nick Wyatt, Tax and Nomination 
Professional Staff Member. 

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR 
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE 

The CHAIRMAN. The committee will come to order. 
Apple cofounder Steve Jobs once said, and I quote him: ‘‘Innova-

tion distinguishes between a leader and a follower.’’ 
Thirty years ago, on the heels of the 1982 recession, a divided 

Congress passed the first Federal research and development tax 
credit to help stimulate economic growth. The United States be-
came the world’s leader in funding research. 

This ushered in years of innovation and investment in ground-
breaking research. Since then, United States companies have 
changed the world with revolutionary inventions. These include 
microprocessors, mobile phones, solar panels, office software, per-
sonal computers, and social networking. 

The United States still leads the world in international patent 
filings. We risk losing that title. While our international patent ap-
plications fell slightly from 2006 to 2010, China’s tripled. We are 
not doing enough to support our research and development, and 
this puts our country’s competitiveness at risk. 

Today, out of the 21 OECD nations, the United States ranks 
17th in tax incentives for research and development. And American 
companies have little certainty that the main tax incentive for re-
search and development, the R&D credit, will continue. 

Since 1981, we have relied on 14 short-term extensions to renew 
the credit. This undermines the potential of the tax credit to pro-
vide the certainty businesses need to generate meaningful growth. 
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* For more information, see also, ‘‘Tax Incentives for Research, Experimentation, and Innova-
tion,’’ Joint Committee on Taxation staff report, September 16, 2011 (JCX–45–11), https:// 
www.jct.gov/publications.html?func=startdown&id=4358. 

Today, again, in the wake of a recession, Congress must do its 
part to support American ingenuity. Development and innovation 
here at home will boost our economy, and they will help create jobs 
so desperately needed. 

Economists, such as Gregory Tassey of the National Institute of 
Standards and Technology, argue that technology is the single- 
most important determinant of long-term growth. Technology cre-
ates new market opportunities. This increases productivity and 
quality, and helps businesses create good-paying jobs and profits. 

Today we discuss how we can most effectively encourage R&D to 
help create jobs here at home. Clearly, the world is a much dif-
ferent place than it was 30 years ago when we first created the 
R&D tax credit. We are not the only country thinking along these 
lines. Competition is now fierce as other nations try to lure sci-
entists and investors to their shores. Now, more than ever, it is 
crucial that we remain the leader in R&D. 

To understand this issue and help businesses create jobs, we at 
the Finance Committee must think like inventors. In doing so, we 
must also structure any tax incentives to get the most bang for our 
buck given our enormous fiscal challenges. 

Clearly, tax credits are not the entire solution. But we can look 
to improve the incentives to innovation through tax reform. 

Yesterday we took a major step forward. Senator Hatch and I in-
troduced a permanent R&D tax credit, the Growth Research Op-
portunities With Tax Help Act, otherwise known as the GROWTH 
Act. This bill would make the research and development tax credit 
a permanent part of the tax code. Making this tax credit perma-
nent will provide certainty. 

It is really nuts, frankly. The R&D tax credit has been like a yo- 
yo. It has been up and down and up and down. Businesses cannot 
depend on it. Sometimes it is extended, sometimes it is not. Some-
times they have gone a period of time when it has not been ex-
tended. 

We tell businesses, ‘‘Oh well, Congress will extend it.’’ Yes, we 
will do that. But nevertheless, if we are always extending it, why 
don’t we just make it permanent? I think it would be a lot better. 

Making this tax credit permanent will provide that certainty. It 
will help spur economic growth for generations to come. 

The bill also simplifies and enhances the tax credit, making 
America more competitive in the global race for jobs and invest-
ment. I suspect we will hear from some of our witnesses today on 
other ways to improve the credit. I want to hear those ideas. 

So let us be innovative. Let us think like inventors. Let us be 
creative. Let us understand what drives businesses to innovate. Let 
us support that innovation. And most importantly, let us lead, not 
follow.* 

[The prepared statement of Chairman Baucus appears in the ap-
pendix.] 

The CHAIRMAN. Senator Hatch? 
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OPENING STATEMENT OF HON. ORRIN G. HATCH, 
A U.S. SENATOR FROM UTAH 

Senator HATCH. Thank you, Mr. Chairman. I appreciate your 
comments. And thank you for holding this hearing. It could not 
come at a better time. 

The economic growth that will ultimately drive lasting job cre-
ation lags behind that of previous recoveries, and economists in-
creasingly fear that we are at risk for a double-dip recession. 

In response to the increasingly dire economic picture, the Presi-
dent recently urged Congress to take up and pass legislation that 
would promote job growth. 

For reasons I will not get into here, individuals from both parties 
have objected strongly to the President’s jobs proposal. However, 
there are steps that this Congress could take today to start turning 
the economy around and create American jobs, and those steps 
begin with the promotion of innovation. 

The importance of innovation to job creation is not just a belief 
of mine. It was a central teaching of the early 20th-century econo-
mist Joseph Schumpeter. Schumpeter argued that innovation is es-
sential to economic change and growth. Of course, research is es-
sential in discovering innovations. 

So then the question becomes, how can we be assured that re-
search and development is occurring at a pace that ensures innova-
tion and economic growth? 

Generally speaking, the answer is by promoting a vibrant free 
market. A private sector fortified by economic liberty and the rule 
of law is our strongest engine of economic growth—not the Federal 
Government, by the way. With a robust private sector, capital flows 
to innovations and technologies that will profit not only those who 
invest in them, but society as well. However, there can be cases 
where those performing R&D create significant positive external-
ities. 

Those investing in and performing R&D may create great bene-
fits for society at large. Yet, they are not always able to capture 
much benefit for themselves through increased profits. Though an 
innovation might be quite valuable for our society, researchers and 
developers are not always able to capitalize on those innovations. 

To correct this problem of positive externalities, the government 
does act to promote research and development in certain limited 
contexts. One way the government steps in is by awarding inven-
tors patents, to give them an exclusive right to sell their invention 
for a certain set number of years. 

Sometimes the government directly funds R&D. This has proven 
particularly useful with respect to national security. In addition, 
for decades, the government has also provided tax incentives to 
promote and reward R&D. Since 1954, there has been a deduction 
for R&D expenditures. This is a permanent feature of the tax code. 

The deduction for R&D expenditures is an incentive to perform 
R&D. It has also proven to be a significant simplification, saving 
taxpayers and the IRS from having to debate the useful life of in-
tellectual property resulting from R&D. 

Since 1981, there has also been a credit for R&D expenditures. 
The United States’ R&D credit has always been incremental in na-
ture. One cannot claim a credit based on all R&D expenditures, but 
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only to the extent one’s R&D expenditures exceed a certain base 
amount. 

The rationale for this has been that there is no need for the gov-
ernment to give a credit for R&D that would have been done even 
in the absence of a credit. Instead, the R&D credit has always been 
focused on the margin, on the increment above and beyond R&D 
that would have been performed anyway. 

This is not the way that all countries structure their R&D tax 
incentives. Some grant an R&D benefit for any and all R&D ex-
penditures. 

One of the keys to successful tax policy is permanence. The tax 
policy goal of economic growth is undercut by temporary provisions. 
Unfortunately, the R&D credit has always been temporary. It has 
sunset numerous times over the course of the last 30 years, and it 
is currently scheduled to sunset yet again in a mere 3 months, at 
the end of 2011. 

The temporary nature of the credit significantly undermines its 
incentive effect. So I am pleased, Chairman Baucus, that you and 
I introduced a bill just yesterday to extend permanently the R&D 
credit. I am glad to be joined in this effort not only by you, but also 
by a number of our colleagues on the Finance Committee. 

As Congress contemplates actions to stimulate job growth, it 
would do well to start with this hearing today. Reauthorizing the 
R&D credit and making it permanent would be a real lift for our 
economy. 

I personally want to thank you for your leadership on this issue. 
It has been a pleasure to work with you over these many years. 

You are absolutely right. We have to make it permanent so that 
businesses can rely on it, plan on it, and continue to move ahead 
from a research and development standpoint, and I think you de-
serve a lot of credit for that. 

Thank you, Mr. Chairman. 
[The prepared statement of Senator Hatch appears in the appen-

dix.] 
The CHAIRMAN. Thank you, Senator. 
The committee will now move into Executive Session. 
[Whereupon, at 10:18 a.m., the hearing was recessed, recon-

vening at 10:34 a.m.] 
The CHAIRMAN. I would like to call the witnesses to the table. 
Again, I thank all Senators. Senators who wish to stay for the 

hearing are certainly invited to do so. We all might learn some-
thing. 

Our first witness is Dr. Scott Wallsten. Dr. Wallsten is the vice 
president for research at the Technology Policy Center and a senior 
policy fellow at the Georgetown Center for Business and Public Pol-
icy. 

Second is Michael Rashkin. Mr. Rashkin is the author of ‘‘A 
Practical Guide to Research and Development Tax Incentives: Fed-
eral, State and Foreign.’’ 

The next witness is Annette Nellen. Ms. Nellen is a professor of 
accounting and finance at San Jose State University’s College of 
Business. 

Finally, Dr. Dirk Pilat. Is that correct? Yes? Good. Thank you. 
Dr. Pilat is head of the Structural Policy Division for the Organiza-
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tion for Economic Cooperation and Development Directorate for 
Science, Technology, and Industry. 

Thank you all very much for coming. This is an extremely impor-
tant subject. And I encourage you to summarize your statements 
for about 5 or 6 minutes. Statements will automatically be included 
in the record. 

Dr. Wallsten, you are first. 

STATEMENT OF DR. SCOTT WALLSTEN, VICE PRESIDENT FOR 
RESEARCH AND SENIOR FELLOW, TECHNOLOGY POLICY IN-
STITUTE, AND SENIOR POLICY FELLOW, GEORGETOWN CEN-
TER FOR BUSINESS AND PUBLIC POLICY, WASHINGTON, DC 

Dr. WALLSTEN. Thank you, Mr. Chairman, Senator Hatch, and 
members of the committee, for inviting me to testify here today. My 
name is Scott Wallsten, and I am vice president for research and 
senior fellow at the Technology Policy Institute, as well as a senior 
policy fellow at the Georgetown Center for Business and Public Pol-
icy. 

Research and development plays a crucial role in our economy 
and our future welfare. Two factors, however, suggest that there 
could be a gap between the optimal and actual levels of R&D activ-
ity in the economy. 

First, R&D exhibits classic positive externalities. In other words, 
its benefits extend beyond the innovator as others build on it. But 
because firms base their R&D spending on their own expected re-
turns, not the social expected returns, they invest less than they 
would if they could appropriate all their returns. That is, by them-
selves, businesses are likely to invest fewer resources than is effi-
cient from society’s overall perspective. 

The private returns to R&D are difficult to measure, but studies 
suggest that, in industrialized countries, they are probably about 
20 to 30 percent, significantly higher than returns to other invest-
ments. Measuring the so-called research spillovers and, thus, the 
total returns to R&D is even more difficult, but a wealth of studies 
suggest that they are substantially higher than private returns. 

If the marginal private returns are so high, why don’t firms in-
vest more? The answer is the second reason there may be a gap 
between optimal and actual levels of R&D activity. 

Primarily because of its riskiness and the inability of the re-
searcher to provide full information to financiers, the cost of capital 
for research may be higher than for other goods. Both factors sug-
gest that government can play an important role in supporting 
R&D, ranging from conducting R&D itself, to directly financing 
others to do it, to creating incentives for others to invest their own 
money in it. And, indeed, the government does all those things. 

In 2010, Federal agency budgets included about $149 billion for 
R&D spending. That represented a general upward trend over the 
previous decade in real dollars, though R&D budget obligations de-
creased by about 3.5 percent in fiscal year 2011. 

To be effective, however, government R&D activities must gen-
erate R&D that would not happen otherwise. If government merely 
subsidized R&D that firms or others would have undertaken any-
way, then the government support would have zero effect, and 
would simply crowd out other sources of finance. 
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Identifying the areas government should fund is not always easy. 
Industry spends far more than the government on R&D. According 
to the National Science Foundation’s most recent data, in 2008, in-
dustry funded about $268 billion in R&D. The trick for government 
is to figure out how to generate R&D that would not happen with-
out subsidies. 

Achieving this goal is probably easiest in the case of basic re-
search, where private returns may be small, especially in the short 
run, but the total returns may be large, especially when they dif-
fuse among lots of researchers. And government does spend more 
on basic research than industry does. While only about 4 to 5 per-
cent of industry R&D spending is on basic research, nearly half of 
all Federal non-defense R&D is on basic research. 

But stimulating additional research is more difficult for govern-
ment policy in the case of applied R&D or projects closer to com-
mercialization, where the private sector has stronger incentives to 
provide funding. 

In theory, research projects do exist, even ones very close to 
yielding commercializeable products, that industry does not expect 
to be profitable, but whose total benefits would exceed costs and, 
thus, justify government support. Unfortunately, we generally have 
no good way to identify those projects. 

Understandably, government typically tries to fund projects most 
likely to succeed, especially if a metric of success is whether the 
subsidy yielded a payoff. But in that case, government risks basing 
funding decisions on the same criteria the private sector would use. 
If that happens, the program as a whole may appear to be success-
ful, but, if government funding simply replaced private funding, 
then the program is not effective at all. 

In part for that reason, direct government funding of commer-
cializeable industrial research has a mixed track record, at best. 
The first step in making those programs more successful would be 
designing them in such a way that they could be rigorously evalu-
ated. Such evaluations would mean, at a minimum, tracking 
projects and firms that did not receive subsidies, as well as those 
that did, and, in the best case, introducing evaluation tools such as 
randomization. 

However, government has shown no interest in rigorous evalua-
tion of corporate subsidies in the past, and no evidence suggests it 
will in the near future either. 

The R&E tax credit, however, is different from direct R&D sub-
sidies. Unlike direct subsidies that, by definition, require difficult 
decisions that yield winners and losers, the tax credit encourages 
R&D more broadly and appears to be a rather successful policy tool 
that most studies find does stimulate additional R&D. 

Although the R&D tax credit should be considered successful, 
two factors have probably blunted its effectiveness. First, its lack 
of permanent status reduces its ability to coax firms to do more 
R&D. Because firms tend to smooth their R&D spending over time, 
their responses to temporary policies are likely to be muted. 

A temporary tax credit will, therefore, have limited effectiveness. 
That is, if firms do not have confidence that the credit will remain 
in effect, they will probably not increase their R&D spending by as 
much as they would if the credit were permanent. 
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A permanent R&D tax credit would be more consistent with the 
way companies make decisions regarding R&D spending and is 
more likely to have the intended positive effect on private spend-
ing. 

A second reason the tax credit may not have been as successful 
as it could have been is related to how it determines which expend-
itures are eligible. In order to be effective, the credit must generate 
new R&D, not just subsidize R&D that would have happened any-
way. 

For this reason, the credit appropriately requires defining quali-
fied expenditures and setting a baseline amount. Neither of those 
is simple, and a recent GAO report found that the credit was inad-
vertently subsidizing some R&D spending that would have oc-
curred anyway, in part because the baseline level of spending was 
calculated using data more than 20 years old. 

Updating and simplifying the process for determining eligible ex-
penditures is also likely to increase the effectiveness of the tax 
credit, if that makes it possible to better target the credit to do 
R&D. 

Stimulating new research in the U.S. requires additional policies, 
as well. For example, most R&D expenditure are for scientists and 
engineers, and their supply is relatively fixed in the short run. 
More spending on R&D without increasing the number of scientists 
and engineers may result in higher salaries for people already 
doing R&D, but not more R&D itself. 

The most effective way to increase the supply of scientists and 
engineers in the U.S. is to attract the best from wherever they are, 
which requires looser immigration policies. While immigration is 
beyond the scope of this committee, it nevertheless remains an im-
portant complement to tax policy if the goal is to encourage new 
R&D. 

In short, R&D is crucial to our future well-being. The R&E tax 
credit is one of the few government policies that is widely recog-
nized as successfully stimulating additional R&D. 

Its effectiveness would be strengthened, first, by making it per-
manent and, second, by careful consideration of what is considered 
baseline spending and what is eligible for the credit. 

Thank you. 
[The prepared statement of Dr. Wallsten appears in the appen-

dix.] 
The CHAIRMAN. Thank you, Dr. Wallsten. 
Mr. Rashkin, you are next. 

STATEMENT OF MICHAEL D. RASHKIN, AUTHOR, ‘‘PRACTICAL 
GUIDE TO RESEARCH AND DEVELOPMENT TAX INCENTIVES: 
FEDERAL, STATE AND FOREIGN,’’ SARATOGA, CA 

Mr. RASHKIN. Good morning, Chairman Baucus, Ranking Mem-
ber Hatch, and distinguished members of the committee. Thank 
you very much for inviting me to testify here today. 

The CHAIRMAN. You might want to pull your microphone closer, 
Mr. Rashkin, so we all can hear you better. 

Mr. RASHKIN. All right. 
The CHAIRMAN. Thanks. Much better. Thank you. 
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Mr. RASHKIN. Thank you very much for inviting me here to tes-
tify today. It is truly an honor to participate in this legislative proc-
ess. 

My name is Michael Rashkin. I am the author of ‘‘The Practical 
Guide to Research and Development Tax Incentives.’’ I have been 
a tax lawyer practicing for almost 40 years. During that time, I 
have worked for companies that invented the minicomputer, the 
personal computer, and the plug computer. So I have seen the de-
velopment of the information age from inside companies that 
helped create the technologies for the information age. 

The testimony I give here today is on my own behalf and not on 
behalf of any company or organization. 

The United States is a very innovative country. We have the 
greatest universities. We have the greatest high technology compa-
nies. We spend more money on research and development than 
anywhere else in the world, and we have Silicon Valley, which is 
the center of innovation in the entire world. 

And yet, we see things are going wrong. We see that jobs are 
leaving the United States. Capability, manufacturing capability, is 
leaving the United States, and even design capability is leaving the 
United States. 

So why is this happening? Well, there are a number of factors, 
of course. There are labor rate disparities. There is the high cost 
of medical care. There are deficiencies in our science and tech-
nology education system. 

But there is one factor that I believe we have not been giving 
enough attention to, and that is our tax system. Our tax system 
is part of a process which is working to cause the export of jobs 
and technology from this country. And, if we wanted to design a 
system to do that, we could not have done a better job. 

So let me explain to you how this process works. You can see on 
this chart—— 

The CHAIRMAN. I cannot see it. It is too small. Is it in your state-
ment? 

Mr. RASHKIN. I can describe it, Senator. 
The CHAIRMAN. All right. 
Mr. RASHKIN. The first step in the process is that the govern-

ment provides subsidies for basic research through the NSF and 
other government agencies, and we do a great job of that. 

We also provide subsidies for private companies to do product de-
velopment research, and sometimes that product development re-
search is based on the basic research that has already been sub-
sidized by the government. 

Companies then take this technology that they have developed, 
and they park it in tax havens. This gives them the ability to earn 
profits on a tax-free basis outside the United States. 

They then receive foreign incentives from countries that would 
like to attract them. The result is, we have a manufacturing or an 
R&D facility in a foreign country, we have foreign jobs, foreign 
R&D, no U.S. jobs, no U.S. revenue. 

Is it any wonder that we have an employment and deficit prob-
lem? And this process creates a very long-term problem because, as 
it continues, it becomes irreversible. And it has become irreversible 
for many industries. 
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But this process has been caused by the tax code, and we could 
reverse this process by making changes to the tax code. And I am 
recommending three steps that we could take. 

The first one is to eliminate tax deferral for tax haven profits. 
By allowing companies to put their technology in a tax haven and 
operate tax-free outside the United States, we are basically giving 
U.S. companies an engraved invitation to set up foreign manufac-
turing and technology operations. Why should our tax system pro-
vide an artificial advantage for foreign operations as opposed to 
U.S. operations? 

Step two, we should increase the R&D credit to 30 percent, but 
make the credit applicable only to innovative research and break-
through products. Currently, the R&D credit applies to ordinary re-
search and development. Why should the U.S. Government be fi-
nancing the ordinary day-to-day activities of U.S. corporations? We 
should increase the rate to 30 percent, make it applicable to inno-
vative research, and make the U.S. a magnet for breakthrough 
technologies. 

Step three, we should provide, for companies that develop prod-
ucts in the United States and manufacture in the United States, 
a zero or low tax rate. If we do that, then, instead of companies 
looking for which country to put their products in, to manufacture 
their products in, they will be looking at which State to put the 
products in, and we would reinvigorate the manufacturing industry 
in the United States. 

So, if we do these steps, as you can see on the chart in my pres-
entation, the result will be U.S. jobs and R&D instead of foreign 
jobs and R&D. 

Now, I would like to switch now to talking about the R&D credit. 
The R&D credit has been the primary tool for incentivizing indus-
trial research. Unfortunately, I believe the R&D credit has not 
been effective. 

There is something called the one-to-one ratio, meaning you get 
$1 of increased R&D for each $1 of tax benefit. I think this is a 
very poor return. Who would have thought that we can set up an 
R&D credit, give a company $1, get $1 back, and assume that that 
is a success? I think that is a failure. 

So we have to do something that will multiply the benefit that 
we give companies. First of all, we should make the R&D credit ap-
plicable to small companies. The R&D credit at this point only ap-
plies to cash-rich large companies. Small companies do not have 
tax liability. They cannot utilize the R&D credit. 

We should make the credit refundable or transferrable. 
Two, the credit is much too complex. We must simplify the credit 

by eliminating incrementality, limiting the credit to wages of tech-
nical personnel, eliminating the loss of the section 174 deduction, 
and eliminating the separate basic research credit. 

We should also eliminate stock option compensation in the quali-
fied research expenditure base. There is no reason for us to be sub-
sidizing the exercise of employee stock options. 

The CHAIRMAN. I am going to have to ask you to summarize, Mr. 
Rashkin. 

Mr. RASHKIN. I will be happy to take your questions. 

VerDate Nov 24 2008 17:53 Dec 05, 2012 Jkt 000000 PO 00000 Frm 00013 Fmt 6633 Sfmt 6633 R:\DOCS\76378.000 TIMD



10 

[The prepared statement of Mr. Rashkin appears in the appen-
dix.] 

The CHAIRMAN. Thank you very, very much. That was very inter-
esting. 

Ms. Nellen? 

STATEMENT OF ANNETTE NELLEN, PROFESSOR, DEPART-
MENT OF ACCOUNTING AND FINANCE, COLLEGE OF BUSI-
NESS, SAN JOSE STATE UNIVERSITY, SAN JOSE, CA 

Ms. NELLEN. Good morning, Chairman Baucus, Ranking Member 
Hatch, and members of the committee. My name is Annette Nellen. 
I am a tax professor at San Jose State University. I am both a CPA 
and an attorney. 

My testimony today is based on over 20 years of experience work-
ing with the tax law, particularly time devoted to understanding 
the tax treatment of R&D, software, intangibles, and the Internet, 
as well as tax policy and reform. 

Much of my writing, including blogging, is focused on promoting 
tax reforms that follow principles of good tax policy and reflect 
21st-century ways of living and doing business. 

Thank you for the opportunity to testify today. 
The topic of this hearing is a welcome one in that it carries with 

it at least two messages. First, our Federal tax system is in need 
of reform; second, a tax system should be designed to support the 
taxing jurisdictions’ economic, societal, and environmental goals. 

Innovation is a hallmark of our country and a key driver of eco-
nomic growth, improvement in living standards, and a better envi-
ronment. Innovation must be considered in tax reform at least to 
be sure the tax law does not hinder innovation, thereby harming 
economic growth. 

Tax reform should also consider whether there are economic rea-
sons for the tax system to help support innovation. I believe such 
reasons exist. The question then becomes how. This is a com-
plicated question involving various aspects of tax law, including de-
preciation, treatment of investment, AMT, international tax rules, 
and direct financial support in the form of tax credits. 

Innovation should also be considered in administration of the tax 
system. Too often, tax reform focuses only on the base and the 
rates rather than, also, on administering the tax system. 

Tax innovation brings to mind the research credit, but there are 
additional provisions relevant to innovation, such as the deduction 
for R&D under section 174 and the capital gains incentive for in-
ventors under section 1235. 

There are also provisions that potentially hinder innovation. I 
will point out a few of these obstacle provisions and suggest some 
improvements. I will also note a few possible improvements of the 
research credit. My written testimony includes further details. 

First, any incentive offered as a tax credit will not help compa-
nies such as startups operating at a loss, or a business that owes 
AMT. Thus, any credit intended as an incentive or to provide finan-
cial support should be useable against AMT and refundable. 

Alternatively, for startups, a grant-type program, similar to that 
used for certain energy credits in the American Recovery and Rein-
vestment Act of 2009, should be considered. 
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Next, depreciation. Many Modified Accelerated Cost Recovery 
System lives, such as for computers, are too long. Also, R&D leads 
to new and better computers, cars, and equipment. If there are lim-
itations on claiming depreciation for these items, such as a section 
280F limit on car depreciation, there will be a reluctance for busi-
nesses to purchase the innovative products. 

Improvements include a review of MACRS lives and repeal or 
cutback of the section 280F limitations, particularly for cars that 
use new technologies to achieve high mileage rates. 

Also, the section 179 expensing election should be brought into 
the 21st century by also applying it to the purchase of intangible 
assets. 

Next, consider targeted incentives to help provide funds to com-
panies to engage in innovation, particularly small startup ventures. 
Section 1202 provides a benefit to individuals investing in qualified 
C corporations. Why not a similar benefit to encourage equity in-
vestment in partnerships and S corporations? 

Innovators with a great idea need funding beyond a maxing out 
of their credit cards. More individuals would be willing to fund 
emerging innovators if any possible bad debt could be treated as 
ordinary loss, such as has been allowed for certain equity invest-
ments under section 1244 for over 50 years. 

Tax-based approaches used in some States to incentivize angel 
investors or the innovators themselves should also be considered. 

Finally, I offer a few suggestions for improving the research tax 
credit so it can better reach its goal of supporting more R&D activi-
ties in the U.S. The research credit will expire for the 15th time 
at the end of this year. Research activities involve a long-term 
view. Thus, research incentives that focus on the short-term cannot 
be fully beneficial and effective. 

Short-lived incentives compare unfavorably to permanent incen-
tives offered by other countries. Temporary incentives, even if like-
ly to be renewed, cannot factor into the long-term research and fi-
nancial planning decisions that companies must make. The short- 
term perspective of the current credit diminishes the benefits our 
economy could otherwise achieve through a tax credit. The research 
credit should be made permanent. 

Next, the credit was created in the industrial era. It needs to be 
brought into the information age, such as by reconsidering the ex-
ception for internal use software, which is a key component of web- 
based products and services that did not even exist in 1981. 

Finally, as corporate tax reform discussion focuses on reducing 
the corporate tax rate, consideration should be given to the global 
competitive realities that, not only do other OECD countries have 
a lower statutory rate, they also tend to offer tax incentives for 
R&D. 

Thank you. I look forward to your questions. 
[The prepared statement of Ms. Nellen appears in the appendix.] 
The CHAIRMAN. Thank you, Ms. Nellen. 
Dr. Pilat? 
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STATEMENT OF DR. DIRK PILAT, HEAD, STRUCTURAL POLICY 
DIVISION, ORGANIZATION FOR ECONOMIC COOPERATION 
AND DEVELOPMENT DIRECTORATE FOR SCIENCE, TECH-
NOLOGY, AND INDUSTRY, PARIS, FRANCE 

Dr. PILAT. Chairman Baucus, Ranking Member Hatch. 
The CHAIRMAN. Could you bring the microphone a little closer, 

too? 
Dr. PILAT. I will. Thank you very much for inviting the OECD 

to testify here today. My name is Dirk Pilat. I am an economist 
working at the OECD, with over 15 years of experience in innova-
tion policy. 

At the OECD, we collect the best possible data from countries on 
their investments in R&D, and we also analyze the factors and 
policies that drive innovation and growth. My testimony will, first, 
look at the use of R&D tax incentives across the globe and then ex-
amine some of the international evidence on their impact. 

R&D tax incentives are now widely used in OECD and non- 
OECD countries. Today, 26 out of the 34 OECD member countries 
offer such incentives to businesses. Among the non-OECD coun-
tries, Brazil, China, India, the Russian Federation, and South Afri-
ca also provide tax incentives for R&D. Germany is the only G7 
country that does not offer such incentives at the moment. 

The existing schemes differ significantly across countries in 
terms of their generosity, their design, and how they explicitly tar-
get different firms or specific areas. Most countries apply a system 
where an R&D tax credit is provided on the volume of R&D ex-
penditure undertaken, while others, including the United States, 
target R&D incentives to the incremental R&D expenditure. 

Some countries target firms that conduct basic or collaborative 
research, and many provide more generous incentives for small and 
medium-size enterprises. Some countries also provide special incen-
tives for small firms and young firms. Some of these differences are 
illustrated in more detail in our written testimony. 

Tax incentives for business R&D are typically part of a broader 
set of policies to support business investment in R&D, which also 
includes direct support, such as grants, or R&D procurement con-
tracts. 

Estimates of the costs of most of these systems are shown in fig-
ure 1 of our written testimony. It illustrates that some OECD coun-
tries basically provide all their support for business R&D through 
direct systems, while others, like the United States, rely much 
more on direct support for business R&D. A third group of coun-
tries, like Canada and also Japan, relies mainly on R&D tax incen-
tives. 

A general trend among many OECD countries has been to make 
their R&D tax incentives more generous. Another has been to in-
crease the availability and simplicity of the use of these systems, 
with many countries moving towards volume-based credits. 

The evidence on the effectiveness of R&D tax incentives comes 
from a wide range of studies from countries that often are very dif-
ferent. What works in a small European country, obviously, may 
not work in the United States and vice versa. Nevertheless, we be-
lieve such studies may illustrate some of the possible impacts. 
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The available evidence shows that R&D tax incentives do in-
crease business expenditure on R&D, with the effects typically 
being larger in the long run than in the short run. The evidence 
also suggests that smaller firms seem to be more responsive to the 
R&D tax incentive than larger firms, typically because these firms 
are much more credit-constrained. The evidence also suggests that 
the impact is affected by policy design, with estimates for incre-
mental R&D tax credits typically being higher than those with 
volume-based R&D tax credits. 

The stability of the R&D tax incentive scheme over time also 
plays an important role. Expectations that R&D incentives are per-
manent strengthen their impact on R&D investment. 

Finally, let me come to the issue of R&D fiscal incentives and the 
location of innovative activities. In recent years, several govern-
ments have also started to use innovation policies to attract R&D 
activities of multinational firms. The evidence suggests that the de-
cisions of multinational enterprises (MNEs) to conduct R&D in a 
certain country are certainly influenced by the availability of tax 
incentives. 

However, it also suggests that other factors are typically more 
important. These factors include access to local science and tech-
nology, proximity to university research and centers of excellence, 
availability of a skilled workforce, including engineers and sci-
entists, and strong intellectual property rights. And, if the focus is 
on development, not on the research but mainly on development, 
access to a large market is particularly important, as well. 

Multinational firms typically first draw up a short list of pre-
ferred locations on the basis of such economic fundamentals and 
consider government support in the short list of locations only at 
a later stage when they have already looked at whether the eco-
nomic fundamentals are correct. 

It is clear, of course, that when having two or more relatively 
similar locations, especially when such competition happens in a 
small region, government support and R&D tax incentives can tilt 
the investment decision of a firm in one way or the other. 

This concludes my testimony. Thank you, and I look forward to 
your questions. 

[The prepared statement of Dr. Pilat appears in the appendix.] 
The CHAIRMAN. Thank you, everybody, very much. Very inter-

esting. 
A basic question that is arising here in the Congress is, what if 

we were to very significantly broaden the base and lower the rate, 
get rid of a lot of these so-called tax expenditures, including the 
R&D tax credit, and, in return, we had a very low rate? 

Your response? I know there are different industries. Some in-
dustries use the credit more than others. That may be worse than 
rough justice. 

But your thoughts about, generally, not increasing the tax credit, 
the R&D tax credit, not greater incentives, but going the other di-
rection, eliminating many of the credits, deductions, exclusions that 
we have in the code. One might be the R&D tax credit. Let us as-
sume, for the sake of discussion, that that is on the list. 

Let us just go the whole way. We have $1 trillion worth of tax 
expenditures in this country a year. I am not saying get at the 
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whole $1 trillion. We raise about $1 trillion in income tax a year. 
But let us say we—here’s the basic question: would companies tend 
to innovate, spend what they want to spend on research and inno-
vation if the rate were a lot lower than it is today? That might also 
get to the haven question, because, obviously, a disparity of rates 
makes it more attractive for a U.S. company to look at another 
country, a haven country, and to locate some of its facilities there. 

I will just throw it open. If anybody has a strong view on that 
subject, raise your hand. Let us get at it. 

Mr. RASHKIN. Yes. First of all, I would say that I do not think 
the R&D credit is very effective. I do not think it actually increases 
any R&D or any innovation. Companies do R&D for strategic pur-
poses. They have to make products to compete with other compa-
nies. And all the economic studies, the GAO report, for example, 
points out that there is a lot of wasted money that is paid to com-
panies for research they would otherwise do. 

If we reduce the tax rate, it would have no effect on innovation, 
and it would also give us an opportunity to do other things, such 
as eliminate the tax-free nature of tax havens. 

In other words, if we made tax havens taxable, we expanded sub-
part F, but we had a lower rate, that would be acceptable to—I be-
lieve that would be acceptable to American industry, and it would 
cut out all the games we have to play by putting technology off-
shore, all these cost-sharing agreements and things of that nature, 
and companies would be looking to do business in the United 
States instead of overseas. 

The CHAIRMAN. Does anyone else have a thought on that ques-
tion or maybe a response to Mr. Rashkin? 

Dr. Wallsten? 
Dr. WALLSTEN. So, first, to your question. My answer is probably 

unsatisfying, but—— 
The CHAIRMAN. I want to hear what you want to say. 
Dr. WALLSTEN. The answer is, it depends. 
The CHAIRMAN. I do not care whether I am satisfied or not. Just 

say what you think. 
Dr. WALLSTEN. The answer is, it depends. By simply lowering the 

taxes overall, it will change the relative returns of lots of different 
types of investments for the firm, and then they will sort of change. 
It will sort of reorder the marginal returns of each type of invest-
ment. 

Whether that means more innovation or less probably depends 
on what the net effect of the tax rate on investment in R&D is and, 
also, relative to how it affects their returns on other types of in-
vestments. 

So the answer is, I do not know, but it is probably a more com-
plicated answer. 

But also, to respond just to Mr. Rashkin’s point, it is important 
to minimize the amount of infra-marginal subsidies, the extent to 
which we subsidize research that would have occurred anyway. 

But most studies do find that the tax credit is effective on the 
margin. And getting an extra $1 of R&D is actually quite a good 
outcome. I do not know how you would expect to get more than $1 
from $1. 

The CHAIRMAN. Ms. Nellen? 
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Ms. NELLEN. Yes. I think lowering the corporate tax rate would 
help R&D, because money that is not—— 

The CHAIRMAN. In return, we are going to also lower the credit. 
Ms. NELLEN. Yes. Because lowering the rate, less money going to 

tax—if you look at tech companies, they do not tend to pay much 
in dividends, so it is going to go back into R&D. So I think there 
is certainly a benefit there. 

The CHAIRMAN. Dr. Pilat, what do you think about it? I do not 
want to cut you off. I just do not have a lot of time here. 

Dr. PILAT. Perhaps two points. One is, I think that the U.S. is 
now the largest spender on business R&D because of the R&D tax 
credit, and I think that is something we need to recognize. That is 
one element in your policy mix. 

The second point is, I think that we always think that R&D is 
perhaps a little bit special, in a sense, that there are spillover ef-
fects to the rest of the economy, which is the reason why you might 
want to perhaps give a credit. 

The CHAIRMAN. I was stunned—perhaps ‘‘stunned’’ is too strong 
a word—when you said that Germany does not have a credit. Ger-
many is doing pretty well. 

Dr. PILAT. And in fact, actually, a number of countries do not 
have them. Finland is another country which does not have a tax 
credit, Switzerland is another one, and Sweden. 

The CHAIRMAN. I assume those other countries give other bene-
fits to their private sector. 

Dr. PILAT. Most of them—— 
The CHAIRMAN. Do or do not? 
Dr. PILAT. Most of them basically provide support to business 

R&D through direct support: grants, loans, procurement some-
times, and, of course, also, they support universities, research insti-
tutes, and so on. 

The CHAIRMAN. Senator Grassley, you are next. 
Senator GRASSLEY. I would like to ask you and also Senator 

Hatch—but Senator Hatch is not here—to pay attention to my first 
question, and to ask you if I could work with you on your bill to 
ensure that small businesses are not disadvantaged from some un-
necessary restrictions that are in the tax code. 

The CHAIRMAN. I will speak for Senator Hatch and say he will 
work with you. 

Senator GRASSLEY. Well, thank you very much. And you too. 
The CHAIRMAN. Yes. 
Senator GRASSLEY. Thank you. 
And I say to the panel, before I ask the question, and I will start 

out with Ms. Nellen, but if anybody else—I do not have to have all 
your opinions. But if there is any light you can shed on this, I 
would appreciate it. 

Oftentimes, small businesses may not take advantage of the ex-
isting R&D credit just because they or their practitioners were not 
aware that they were eligible. 

When they do realize that, they often do not have resources to 
reconstruct the records needed to claim the original R&D credit. 
This leaves them with only being able to claim the alternative sim-
plified credit. 

VerDate Nov 24 2008 17:53 Dec 05, 2012 Jkt 000000 PO 00000 Frm 00019 Fmt 6633 Sfmt 6633 R:\DOCS\76378.000 TIMD



16 

However, the Treasury Department has taken the position that 
taxpayers cannot claim the alternative credit if they did not elect 
to do so on their original return. That means that they cannot 
amend it. 

So those businesses that do not have the resources to hire an 
army of tax lawyers and accountants essentially get no credit for 
their research activities. 

GAO, in a 2009 report, found these taxpayers are ‘‘materially dis-
advantaged by the election limitations and there appears to be no 
reason for this prohibition.’’ 

You may remember, Mr. Chairman, that this is something that, 
when Dean Zerbe was a staff person, he would keep bringing up 
to us. 

So I would like the panel’s thoughts, starting with Dr. Nellen, on 
whether or not the prohibition on claiming the alternative sim-
plified credit on amended returns is appropriate and what public 
policy is served by the restriction, and do any other countries have 
such limitations? 

Ms. NELLEN. Thank you. I cannot talk about other countries, but 
that is an administrative burden that could be changed by saying, 
on the amended return, you could elect either one, because clearly, 
if you do not have the records going back to 1984 to 1988, you are 
going to be disadvantaged. 

Another thing that might help is, if there are companies that just 
are overlooking the credit for some reason, maybe on the return 
itself, there should just be a statement, ‘‘Do you engage in this type 
of activity?’’; bring it to their attention so they also have the oppor-
tunity to do that. 

But so far as the change, so far as what they would claim on an 
amended return, there seems to be no policy reason why it should 
be restricted to one or the other. 

Senator GRASSLEY. Do any of the others have a contribution to 
that? Go ahead. 

Dr. PILAT. Just two small points. First is, I think quite a number 
of countries have tried to simplify access to the tax credits. Canada, 
for instance, has recently undertaken a number of steps to make 
it easier for smaller companies to get access to the tax credit. 

Secondly, there are a couple of countries, including France, which 
have special credits for small firms and even for young firms, for 
startup firms, to make it easier for them to get access, because, as 
I mentioned earlier on, a lot of the small firms are more credit- 
constrained. So they often have more problems in sort of spending 
on R&D. 

Senator GRASSLEY. Anybody else? 
Mr. RASHKIN. I would say this is an incentive, and the public pol-

icy for it should be to allow companies to take the maximum incen-
tive that they can obtain. And there does not seem to be any public 
policy to try to limit them by administrative means. 

Senator GRASSLEY. Over the past several months, on another 
issue, we have heard from various academics and executives on the 
need for tax reform. They have testified that certainty regarding 
tax rates and a switch to a territorial system of taxation are impor-
tant for America’s businesses. 
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If such changes are made on a revenue-neutral basis, it would 
seem likely that you would have to broaden the tax base in ex-
change for the reforms. 

The written testimony from the OECD highlights the fact that 
research tax incentives are now widely used in OECD countries, 
and non-OECD countries. So it seems that we should retain some 
sort of research tax credit. However, it is fair to question the effec-
tiveness and efficiency of existing credits. 

It is important to understand whether the credit is mainly being 
used by those who would be conducting research and develop-
mental activities regardless of the credit. 

We heard, in November 2009, quoting GAO, ‘‘Large corporations 
have dominated the use of the research tax credit.’’ I will not go 
on with that quote. 

Data from the Joint Committee on Taxation supports the finding. 
So it seems that the credit is not being utilized much by small 
businesses that are the engines of our economy. Testimony from 
the OECD indicates that some countries are implementing targeted 
research tax incentives. 

So my question to Dr. Pilat and Professor Nellen is, what are the 
advantages and disadvantages to providing targeted research tax 
incentives, such as enhanced research credits for startups and 
small businesses, and can targeted incentives be structured with-
out significant compliance or administrative costs? 

Dr. PILAT. I am not a tax expert, and I am definitely not an ex-
pert on the U.S. system. So in that sense, I can only talk from 
international experience. 

I would say that the advantage is clearly that small firms are 
important undertakers of R&D, particularly new firms. Startup 
firms play an important role. So to give incentives to these firms 
in one way or the other—and this can also be through other means, 
like the Small Business Innovation Research system, which the 
U.S. has—is probably important. 

The disadvantage, of course, is that it increases the complexity 
of the system. These small firms are more difficult to reach, to tar-
get, than larger firms. 

The international experience is typically that large firms are the 
main beneficiaries of R&D tax credits. 

Senator GRASSLEY. Professor Nellen? 
Ms. NELLEN. Thank you, Senator. For a startup company, if they 

are going to have losses, they are not going to have any tax liabil-
ity. And then, even going into the future, when they first start gen-
erating some income, they will have net operating losses to carry 
back. So they are not necessarily in need of the credit, but they are 
in need of funds. 

So perhaps another approach that would get them this necessary 
funding—because I think you see companies of all sizes, just some 
individual with some great idea that they would like to pursue but 
is limited on where they are going to get funding. 

Some States do provide things through credits. Maybe the Fed-
eral Government could work with the States in providing even an 
additional amount. Perhaps even a thought about a grant for 
startups, because then they get the money sooner when they actu-
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ally need it for their startup as opposed to waiting until they file 
a return and request a refundable credit. 

Senator GRASSLEY. Thank you, Mr. Chairman. 
The CHAIRMAN. Thank you, Senator. 
Senator Bingaman? 
Senator BINGAMAN. Thank you, Mr. Chairman. Thank you all for 

being here. 
One of the issues, sort of the broad issue, is whether it makes 

more sense for us to put tax dollars into direct support of this tech-
nology development or try to do it through this research and devel-
opment credit. 

I have a statement here that someone wrote out for me that I 
think I would be interested in getting your reaction to. 

It says, ‘‘Economic analysis has shown that the Federal Govern-
ment is able to stimulate about $1 of additional R&D expenditures 
for every $1 it spends on R&D through direct funding.’’ On the 
other hand, analysis shows that the R&D tax credit stimulates 
anywhere from $.20 to $.50 in additional private spending for every 
$1 of foregone revenue. 

Do you generally agree with that, that it is not nearly as effec-
tive for us to be trying to do this through the tax code? 

Dr. Wallsten? 
Dr. WALLSTEN. Actually, I disagree with that. I think direct gov-

ernment spending on R&D has big, important benefits, especially, 
as I said, with more basic research. And then, whenever govern-
ment is funding something that would not have happened any-
way—it will not stall defense R&D, for example—that is likely to 
have big spillovers too. 

The problem is, when government tries to directly fund research 
projects, especially those that are more applied or closer to being 
commercialized, the people who are making the funding decisions, 
they try to pick the projects that are most likely to be successful. 
And those projects that are most likely to be successful may also 
be the ones that the private sector is likely to fund, because that 
is exactly the criterion that the private sector uses. 

So, if government wants to look for these projects that would not 
be privately profitable, but would be socially beneficial, even if they 
are close to commercialization—but it is hard to develop a mecha-
nism to do that. 

The grant managers who are making these awards, they do not 
want to fund lots of projects that fail, even though, if you are trying 
to fund particular projects, many of them will fail. 

What is the right number of failures? I have no idea. But, if 
every one of them is successful, it probably was not a successful 
government policy, because R&D is risky. 

But nobody wants to be the one to fund lots of projects that fail. 
Senator BINGAMAN. I think there was some mention of the SBIR 

program, Small Business Innovation Research program. Those are 
direct government grants to folks who want to do research, as I un-
derstand it, in small businesses, primarily, and my State has a lot 
of entrepreneurs who apply for and receive SBIR grants to pursue 
those. 

I guess the question is, is that a good way for us to be funding 
them—that is, direct funding, that is the way Germany is doing 
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it—or are we better off telling them—setting up some kind of re-
fundable tax credit for anybody who wants to do anything? 

Dr. WALLSTEN. Well, if I might. Actually, I did a lot of work on 
the SBIR program, studying it. It was part of my dissertation, and 
then I published papers on it later on. 

What I found—and this is a long time ago now—was that SBIR 
funding tended to crowd out private funding dollar for dollar. It 
funded lots of projects that yielded commercializeable products, but 
that by itself does not mean that the government subsidy was nec-
essary. 

You find lots of companies that seem to exist now solely for the 
purpose of getting SBIR grants. They get hundreds of them every 
year. They are called ‘‘SBIR mills.’’ And so, is this successful? I do 
not know. For those, it is probably not. 

On the other hand, it is a problem—for small businesses, it is a 
problem. As Dr. Pilat said, they tend to be more credit-constrained 
and, as Ms. Nellen and Mr. Rashkin both pointed out, if they do 
not have taxable earnings, they cannot benefit from the credit. 

So it is a tough problem because, on the one hand, you do not 
want to just fund things that would have happened otherwise. On 
the other hand, they do not seem to benefit much from the credit 
as it is constructed. 

Senator BINGAMAN. Mr. Rashkin, let me ask you one other ques-
tion. Then you can answer either the question I asked or the pre-
vious one. 

You have some ideas for how we could make the R&D tax credit 
less complex, and I fear that most of your ideas are not incor-
porated in the new bill that Senator Baucus and Senator Hatch 
have proposed. 

You are suggesting we ought to eliminate incrementality. We 
ought to limit the credit to wages of technical personnel. We ought 
to eliminate the loss of the section 174 deduction. And we should 
make provision, I guess, by limiting the credit to the wages of tech-
nical personnel, to also automatically ensure that stock option com-
pensation would not qualify, or maybe not. I guess that is a sepa-
rate thing, because you could have technical personnel who are 
being compensated through stock options. 

But in your view, it makes sense for us to make those changes 
in anything we wind up enacting. 

Mr. RASHKIN. Yes, because, when the credit is complex, people 
really do not know what benefit they are going to get from the 
credit. And, if they do not know what benefit they are going to get 
from the credit, they just do not even consider it as an incentive. 

And I feel that is what has been happening for the past 31 years. 
For the past 31 years, we do not, at this point, have any idea of 
any products that have been developed because a company has re-
ceived some kind of R&D incentive. 

Now, we know with direct grants—and that gets back to your 
other question—we know with direct grants, the money that has 
been given by the Defense Advanced Research Projects Agency, the 
National Science Foundation, we have many examples of break-
through technologies that have created new industries. 

But with regard to the R&D credit, the fact of the matter is, com-
panies are going to do R&D. They are going to do the R&D that 
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gives them the biggest return. If you give them an incentive, the 
R&D that is done is at the bottom of the barrel. You are not going 
to get the high quality R&D as a result of the R&D credit. You are 
going to get the least quality R&D as a result of the R&D credit. 

So I feel direct grants are more applicable. And I think, with re-
gard to the SBIR grants, there is a study of the top 100 R&D inno-
vations every year by R&D Magazine, and the companies that re-
ceive the SBIR grants are a very large percentage of those as com-
pared to large companies receiving R&D credits. 

Senator BINGAMAN. Thank you, Mr. Chairman. 
The CHAIRMAN. Thank you, Senator. 
Senator Wyden? 
Senator WYDEN. Thank you, Mr. Chairman. First of all, Mr. 

Chairman, we have had a long series of hearings on tax reform, 
and I commend you for holding this one, because I think this is 
particularly important. And my own sense is that the tax code is 
driving money, certainly, the investment dollar to tax shelters rath-
er than innovation. And getting at this issue the way you have is, 
I think, exactly what we have to be doing. 

The CHAIRMAN. Thank you. 
Senator WYDEN. I commend you for it. 
Let me ask you a question, Mr. Rashkin, if I could, about the 

chart you put together on page 2, because I think this is right at 
the heart of an important issue. 

People know generally that there are tax breaks for doing busi-
ness overseas. You go to any supermarket, people will tell you, 
‘‘Hey, get rid of those tax breaks, that is outrageous.’’ And they as-
sociate them with manufacturing jobs and the like. 

But I think what you are laying out on page 2 is a new dimen-
sion that really has not been focused on, because I think what you 
are saying on page 2 is that tax breaks like deferral, where a busi-
ness shuts down here, goes overseas, does not pay taxes to the 
American government until they bring the money back, that proc-
ess is also hurtful to the cause of getting more research and devel-
opment done in the United States. Is that correct? 

Mr. RASHKIN. That is correct. I have been involved as a consult-
ant to companies who had absolutely no reason, no business rea-
son, to set up R&D operations outside the United States, and they 
did it primarily to take advantage of the benefits that I have out-
lined in this chart. 

And so the U.S. is losing jobs, losing technology simply to allow 
companies to reduce their tax rate. 

Senator WYDEN. Because you have done a lot of work in high 
tech, and it has been an area I have been interested in over the 
years, could you give us a couple of examples just on the point you 
were talking about, where you saw technology that you watched in 
this space over the last couple of years take the R&D offshore? 

Mr. RASHKIN. Well, I could just say that this is a very generic 
tax structure, that, if you were a high-technology company and you 
went to a big 4 accounting firm or an international tax lawyer, 
what they would tell you is, what you should do is set up a tax 
haven company in the Caymans, Bermuda, or somewhere else, set 
up a cost-sharing agreement to put that technology in that country, 

VerDate Nov 24 2008 17:53 Dec 05, 2012 Jkt 000000 PO 00000 Frm 00024 Fmt 6633 Sfmt 6633 R:\DOCS\76378.000 TIMD



21 

and basically, from then on, you are going to be able to earn tax- 
free profits on that technology for your foreign operations. 

And then, also, the way the tax law works with regard to trans-
fer pricing, the more activities that you have offshore, the more 
profits you have offshore. So our tax law, the transfer pricing, the 
intangible taxation, the subpart F rules, they are all forcing manu-
facturers to go offshore to reduce their tax rates. 

Senator WYDEN. As far as I am concerned, Mr. Rashkin, the 
chairman can have you testify about twice a day, because it seems 
to me this transfer pricing is also at the heart of the upcoming de-
bate. 

For example, I came to the conclusion a while back, apropos of 
the chairman’s point, that competitive rates solved a lot of prob-
lems. 

One of the problems with transfer pricing, which is not addressed 
in some of the ideas for territorial reform and the like, is you can 
generate the sale one place and you can book the profit somewhere 
else, so that we could actually have more transfer pricing under 
some of these territorial regimes. 

So you advocate—just so I have it correct—you would like to see 
the corporate rate in the vicinity of 25 percent, which kind of puts 
you right about where all the mainstream reform proposals are, the 
Bowles-Simpson proposal, almost all of them. Is that right? 

Mr. RASHKIN. That is correct. 
Senator WYDEN. And do any of you want to add any thoughts 

particularly on that last point with respect to the competitiveness 
of the corporate rate? It seems to me it is one of the encouraging 
things about the tax reform debate, that virtually all the reform 
proposals are coming in now about in the same ballpark. So I know 
several of you had comments on that, and my time is about out. 

Did you want to add anything on the corporate rate? 
Dr. PILAT. Perhaps not on the corporate rate. One comment from 

some of our work is that we do find that a lot of intellectual prop-
erty is stored in places which you would not expect to be a place 
where a lot of R&D is taking place. So we do find that certain 
small islands are places where there is a lot of intellectual prop-
erty. 

As I mentioned in my earlier statement, we do not find, unlike 
Mr. Rashkin, that companies go out and invest in R&D in different 
locations mainly because of R&D tax incentives. The main reason 
they go somewhere is because of the market. It is because they can 
find science and research there. They can find scientists and engi-
neers there. These are some of the main factors which seem to 
drive international location of R&D. 

Senator WYDEN. Thank you, Mr. Chairman. 
The CHAIRMAN. Thank you, Senator. 
Senator Carper, you are next. 
Senator CARPER. Thanks, Mr. Chairman. 
To our witnesses, welcome. Good to see you all. Thanks for join-

ing us and for sharing your thoughts. 
When considering any change to the tax code, I look at the issue 

really through a prism of four questions that I like to ask. And the 
first of those four questions is, will a proposal encourage economic 
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growth and provide what I describe as a nurturing environment for 
job creation? 

The second question is, will it be fiscally responsible and provide 
the certainty and the predictability that both families and busi-
nesses say that they need? 

The third question is really the golden rule kind of question: is 
the proposal fair, is it arguably fair? 

And the fourth is, does the proposal make the tax code more sim-
ple or more complicated? 

Those are the four questions I ask. The R&D credit affects or 
touches on just about all of these four questions. I agree that busi-
nesses need more certainty when it comes to making their research 
investments, and it makes sense to permanently extend the R&D 
credit. 

I also agree that the current credit is greatly in need of sim-
plification, maybe modification. You all have given us a lot to chew 
on here today. 

I think a number of good proposals have been put forth to ad-
dress these issues, including some that you all have mentioned. 
However, as this committee undertakes efforts to reform the tax 
code later this year, I also believe that it is critically important to 
enact proposals that strengthen productivity and the under-
pinnings of long-run economic growth. 

And with that having been said, I want to direct a question, if 
I could, to Mr. Rashkin. 

In your testimony, sir, you suggested that the 20-percent credit 
for R&D is, I think you said, inadequate and should be raised in 
order to increase the after-tax return to R&D investments by com-
panies. 

I would like for you to make the case for a higher percentage. 
And then I would like the other witnesses on the panel to weigh 
in in response. 

Mr. RASHKIN. I believe, in order for an incentive to be effective, 
it really has to present a significant reduction in cost. The 20- 
percent rate also has an incrementality feature, and it also is sub-
ject to the 174 loss of deduction. And, when you take into account 
all these other restrictions and limitations, even though it is 20 
percent, probably the effective rate of benefit to the company might 
be somewhere between 5 and 10 percent. And I do not think 5 or 
10 percent is going to make much of a difference in a company 
making a decision to make a new product or not make a new prod-
uct. 

Now, the 30 percent that I am recommending is 30 percent, a flat 
30 percent. We have no incrementality. We do not have any loss 
of 174 deduction. But we focus it only on innovative, breakthrough 
products. We should not be giving the R&D credit for people mak-
ing new steering wheels or very ordinary things. 

And so, therefore, the overall fiscal cost would probably be lower, 
even though you are giving 30 percent as a higher rate. 

Senator CARPER. How do we make that judgment as to what 
qualifies? Some people are really big on steering wheels. 

Mr. RASHKIN. I realize that there is a problem with setting the 
line, but I think it is better to have that problem than it is to let 
everything qualify. And so I think, when I take a look, for example, 
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at the solar energy credit, where we have a 30-percent rate, and 
in the calculations I have been involved in, I feel that they are very 
compelling. 

When you get 30 percent, you really want to go out there and 
take advantage of that and put that solar panel on your company’s 
roof. 

Senator CARPER. Or your car’s roof. 
Mr. RASHKIN. Yes, even your car. So I think it has to be of that 

magnitude to really catch the attention of corporate decision- 
making. 

Senator CARPER. Thanks for that. Let me just go down the list— 
would you go first, sir, please? 

Dr. PILAT. Just two comments. One is that I think that the issue 
of refundability is definitely one issue which is important particu-
larly for small firms that do not always have the income streams, 
basically. So you do need to think about that, I think, if you want 
to reach small firms. 

The second point I would like to make is, at the moment, com-
pared to other OECD countries, the U.S. system is not very gen-
erous. But I think you have to look at this in a broader context. 

The U.S. does provide a lot of support for business R&D through 
direct support, and that has definitely certain advantages. So it is 
a question of balance. 

Senator CARPER. Thank you. Please? 
Ms. NELLEN. I think, in the context of us talking about lowering 

the corporate rate to increase the research credit rate, that might 
cause a problem with revenue neutrality, obviously. 

I think looking at why you want to incentivize the R&D, and 
part of it, to get back to an earlier question, is that it is also com-
pensating for some reluctance to engage in really risky products 
that might really be very beneficial to our society, where there is 
an economic need for that. 

I would encourage looking at the section 280C cutback, because, 
if you are really trying to incentivize this, why then cut it back a 
little bit? I think that was probably done for revenue reasons, but 
I think lowering the corporate tax rate should be looked at. 

Also, I would encourage an incremental credit, because otherwise 
you are awarding research that would be done anyway. It perhaps 
does not make a lot of sense. 

Senator CARPER. Mr. Chairman, can I have one more comment? 
Please? 

Dr. WALLSTEN. Right. So you are asking, assuming the credit is 
good, what is the right level. And I think that is sort of an empir-
ical question, and I do not know of any studies that look at what 
are the different effects of different tax rates, say, across countries. 
I think that would be a useful study and would help us know. I 
do not know that we are getting the biggest bang for the buck pos-
sible, even setting aside the question of incrementality, which is an 
important one as well. 

But I think it is an important question, and I do not think we 
have an answer to it yet. 

Senator CARPER. This is a good panel, Mr. Chairman. Thank you 
all very much for your observations. Thanks. 
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The CHAIRMAN. I just want to focus a little more on jobs. Do any 
of the four of you think the current credit helps to create jobs? And 
would it make a difference if it is increased a little bit? 

We have such high unemployment. If you add under-employed, 
it gets up there, 20 percent maybe. 

Ms. NELLEN. I think it does have certainly a big tie to jobs, be-
cause the bulk of what you are giving the credit for is actually for 
the wages being paid to those doing the research. And I think there 
is a harm to the economy of not having the permanent credit, be-
cause, when companies are thinking where they are going to en-
gage in their R&D, they cannot factor our credit into long-term 
planning. Yet, in other countries that have a permanent incentive, 
that can be done. 

I think, also, the type of work that is being incentivized by the 
R&D credit, they are high-wage jobs, high-skill jobs, and I think 
that would be a big plus to have a permanent credit to help get 
the tech companies and others saying, ‘‘Yes, we are going to go 
back and engage in more R&D.’’ 

Mr. RASHKIN. I disagree on that. I disagree with the concept that 
the R&D credit creates jobs. You mentioned Dr. Tassey, and a 
quote from Dr. Tassey is, ‘‘As currently structured, the U.S. R&D 
credit probably has, at most, a minor and transitory effect on in-
dustry R&D spending.’’ And as I said, we do not have any evidence 
in 31 years of any products that have resulted from the R&D cred-
it. 

Even the GAO report says, ‘‘In reality, it is impossible for policy-
makers to know how much research spending taxpayers would 
have done without the credit.’’ 

The CHAIRMAN. Let me ask a different question. We want to gen-
erally simplify the tax code. There are many who think that dra-
matic simplification—broadening the base, lowering the rates—will 
in and of itself result in greater economic efficiency and encourage 
companies, CEOs, to focus more on products, less on the tax code. 

Do you agree? And if so, generally, what simplification do you 
suggest? How far should we go, and to what degree should it in-
clude incentives like R&D? 

Dr. WALLSTEN. I do not think it is right to think of the R&D tax 
credit as part of jobs, at least in the short run. In the long run, 
I think it can be important, but, as Ms. Nellen said—I believe it 
was Ms. Nellen—most R&D expenditures are on wages, basically, 
compensation. 

And unemployment among people with doctorates and science 
and engineering degrees is really low. Unfortunately, the latest 
data is 2008. So I am sure it is higher than it was then, but it was 
1.7 percent, according to the National Science Foundation. 

And so, if you do not do something to increase the supply of those 
people, then increasing spending on R&D just leads to higher 
wages, which is great for them, and may even attract more people 
in the longer run. But it is not a short-term jobs program, although 
it is hugely important for economic growth. 

Other tax issues probably have much bigger effects on short-run 
employment. 

The CHAIRMAN. Dr. Pilat? 
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Dr. PILAT. Just one comment. I think the evidence in the United 
States shows that most of the jobs are being created in young firms 
and new firms and startups, and, of course, the R&D tax credit sys-
tem does not reach these firms directly. I do agree with Dr. 
Wallsten that a lot of these impacts of the R&D system basically 
come in the long run, basically because it increases growth, and 
some of these job effects will flow through to the economy. 

The CHAIRMAN. That is an interesting point. I cannot forget the 
testimony of a CEO of a high-tech company in—it might have been 
Silicon Valley, I am not sure—but he made a passionate plea to in-
crease the R&D tax credit, saying other countries give such big 
breaks, greater than does the United States. 

One of the countries was already mentioned by one of you, Can-
ada. He mentioned Canada as one major competitor. Then he said, 
of course, in China, it is even worse, that is, the incentives the Chi-
nese give to R&D are much greater. 

It just struck me that—it was a smaller company; it was not a 
big one. But if he is right, and he certainly thinks he is right, why 
do you not agree with him? 

Mr. RASHKIN. If you take a look at some of these countries that 
have very high R&D incentives, part of the reason is they have 
structural problems in doing R&D in those countries. For example, 
Canada does not generate a lot of Ph.Ds. It is hard for them to get 
companies—— 

The CHAIRMAN. Why is that? 
Mr. RASHKIN. Their educational system. There was a study of 

that done by their chamber of commerce or something that ranked 
them very low in the world in Ph.Ds. And you need those people 
to do advanced research. And you will find that the countries with 
the highest research incentives are the ones that have the most— 
the structural problem makes it difficult to do research there. 

And you were questioning, well, which countries do not have it. 
Sweden, for example, does not have an R&D incentive, and yet 
they are spending almost 6 percent of their GDP on R&D. 

A lot of the countries that—— 
The CHAIRMAN. What explains that? 
Mr. RASHKIN. Why is that? I think it is because they have a very 

good educational system, and they have good overall planning for 
R&D. I wish I knew all the answers to that one. 

But the point is, as you mentioned, Germany does not have it ei-
ther, Switzerland does not have it. It is the countries that—I feel— 
the countries that feel that they have to overcome other problems, 
they are the ones that are creating high R&D incentives, and it is 
not necessarily the model that we have to follow: because they have 
it, we have to have it. 

And, if you look in Dr. Pilat’s presentation, you will see that, 
when you take a look at combined R&D incentives plus R&D 
grants, out of the 38 countries there, the United States is fifth. So 
we do a very good job of financing R&D between direct grants and 
R&D incentives. 

The CHAIRMAN. Senator Grassley? 
Senator GRASSLEY. I have just one question, Mr. Chairman, and 

this would be to Mr. Rashkin and Ms. Nellen. 
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You both suggested that the R&D credit should be refundable. 
Refundable credits, from our work on the Finance Committee, since 
they become grants administered by the Internal Revenue Service, 
seem to have a long history of fraud and abuse, is what we found 
out. 

So, could you speak to what other countries do and how we can 
prevent fraud and abuse if we decide to go to the refundable credit 
route? 

Ms. NELLEN. A few things I would suggest just looking at, per-
haps for younger companies, for that to be the option of getting a 
refundable credit, since they do not have tax liability. For an older 
company, if they do have a bad year, they would perhaps have 
NOL they can carry back and get some funds there. So I think 
there would be some simplification of maybe only limiting the re-
fundable part to startup companies, like in the first 5 years. 

And also, your point about the fact that the IRS ends up being 
the one to determine whether proper research was done, that really 
speaks to, I think, trying to keep the credit as simple as possible 
and not adding additional requirements, and I think that is a prob-
lem, for example, if you add that it has to be some breakthrough 
innovation. It would be very difficult for the IRS to audit that. 

The current definitions that are actually in the credit are fairly 
strict on that it has to be done in process of experimentation, and 
that already exists. So I think you do want to be careful that we 
are not putting too much burden on the IRS to make it unrealistic 
to engage in that. 

But the refundability should apply, I think, for just the startup 
companies. 

Senator GRASSLEY. Mr. Rashkin? 
Mr. RASHKIN. I would say if we were able to simplify the credit, 

for example, if we were able to limit the credit to technical wages, 
wages of engineers and other technical people, then we would 
eliminate a lot of the discussion of what qualifies and does not 
qualify, and also if we eliminate things like the incrementality. 

So we should be able to come up with a particular dollar amount 
that the small company is entitled to, and they should be able to 
apply for it and get a check. 

There are some States—we do have a number of States that do 
have this type of program, and I think what they do is, you have 
to submit a form prior to receiving the money from the govern-
ment, and they have to approve it before you actually get the right 
to receive the money. 

So maybe there has to be a process like that, where the claim 
is validated before the check is sent out to the company. 

Senator GRASSLEY. Maybe I should not count out you other two. 
Do you have anything you want to add? 

Dr. PILAT. Just perhaps to stress the point just made by Mr. 
Rashkin. Actually, Norway does exactly the same thing, that you 
have to sort of have the credit preapproved before it is actually pro-
vided to a company. 

Senator GRASSLEY. Thank you, Mr. Chairman. 
The CHAIRMAN. Does anybody know in Sweden, Norway, Switzer-

land, the percentage of doctorates awarded, Ph.Ds in science or 
math, compared to the United States? 
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Dr. PILAT. I have the numbers here, but it would take me a sec-
ond to look for it, if you would like. 

The CHAIRMAN. That is all right. We will look it up. We can look 
it up. Anything else that anybody wants to add? 

Ms. NELLEN. A comment on the Ph.Ds. Not all of the research 
is done by Ph.Ds. It is done by college graduates in engineering 
and other degrees, as well. 

The CHAIRMAN. That is true. Thanks very much. I appreciate you 
all. 

The hearing is adjourned. 
[Whereupon, at 11:46 a.m., the hearing was concluded.] 
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