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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.

o))



2

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?

*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. jet.gov [ publications.html?func=startdown&id=4358.
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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.

4 [The prepared statement of Senator Hatch appears in the appen-
ix.]

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.
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[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. PrraT. 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



14

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. PrrAT. 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 T 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.
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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.

GAQO, 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
o}f; 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



20

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,
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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
invgstments, 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
preve‘;lt 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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ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

Hearing Statement of Senator Max Baucus (D-Mont.)
Regarding Tax Reform and Incentives for Innovation
As prepared for delivery

Apple co-founder Steve Jobs once said, “Innovation 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 became the world’s leader in funding research. This ushered in years of
innovation and investment in groundbreaking research. Since then, U.S. companies have
changed the world with revolutionary inventions. These include the microprocessor, the
mobile phone, solar panels, office software, personal computers and social networking.

The U.S. still leads the world in international patent filings, but we risk losing that title. While
our international patent applications fell slightly from 2006 to 2010, China’s tripled. We aren’t
doing enough to support our research and development sectors, and this puts our country’s
competitiveness at risk.

Today, out of the 21 OECD nations, the U.S. ranks 17th in tax incentives for research and
development. American companies have little certainty that the main tax incentive for
research 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
provide the certainty businesses need to generate meaningful growth.

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.

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 creates new market opportunities. This increases productivity and quality. This
helps businesses create good-paying jobs and profits.

(29)
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Today we discuss how we can most effectively encourage R&D to help create jobs here at
home.

Clearly, the world is a much different 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 scientists and investors to their shores. Now more than ever,
it is crucial that we remain the leader in research and development.

To understand this issue and help businesses create jobs, we at the Finance Committee must
think like inventors. In doing so, we also must 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 for
innovation through tax reform.

Yesterday, we took a major step forward. Senator Hatch and 1 introduced a permanent R&D tax
credit — the Grow Research Opportunities with Tax Help Act, or the GROWTH Act.

This bill would make the research and development tax credit a permanent part of the tax code.
Making this tax credit permanent will provide certainty, and 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 investment.

i suspect we’ll hear from some of our witnesses today on other ways to improve the R&D tax
credit, and | want to hear those ideas.

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

#Hith
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STATEMENT OF HON. ORRIN G. HATCH, RANKING MEMBER
U.S. SENATE COMMITTEE ON FINANCE HEARING OF SEPTEMBER 20, 2011
TAX REFORM OPTIONS: INCENTIVES FOR INNOVATION

WASHINGTON — U.S. Senator Orrin Hatch (R-Utah), Ranking Member of the Senate Finance
Committee, today delivered the following opening statement at a committee hearing
examining a variety of tax incentives and their impact on innovation and economic growth:

Thank you, Chairman Baucus, for holding this hearing. It could not come at a better
time.- The economic growth that will ultimately drive lasting job creation lags behind that of
previous recoveries, and economists increasingly fear that we are at risk for a double-dip
recession.

in response to the increasingly dire economic picture, the President recently urged
Congress to take up and pass legislation that would promote job growth. For reasons that | 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 20" Century economist Joseph Schumpeter. Schumpeter argued that
innovation is essential to economic change and growth.

Of course, research is essential in discovering innovations.

So then the question becomes, how can we be assured that research and development
is occurring at a pace that insures innovation 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. 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
externalities. Those investing in and performing R&D may create great benefits 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 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 stepsin is by
awarding inventors patents that 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.
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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. Thisisa
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 intellectual 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 nature. One cannot claim a credit based on all R&D
expenditures; but 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 government 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 tax benefit for any and all R&D expenditures.

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 is currently
scheduled to sunset yet again in a mere three months — at the end of 2011. The temporary
nature of the credit significantly undermines its incentive effect,

| am pleased, Chairman Baucus, that you and ! introduced a bill just yesterday to extend
permanently the R&D credit. | am glad to be joined in this effort not only by Chairman Baucus,
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.

Again, Mr. Chairman, thank you for scheduling this important and timely discussion.

#HitH
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Tax Reform Options: Incentives for Innovation

Testimony before the
Senate Finance Committee
United States Senate

Annette Nellen
Professor
College of Business
San José State University

September 20, 2011

Good morning Chairman Baucus, Ranking Member Hatch, and distinguished members of the Committee.
Thank you for the opportunity to testify here today regarding tax reform options and incentives for
innovation. My name is Annette Nelién and I am a professor at San José State University and director of
the graduate tax program.! I am both a CPA and attorney. Prior to joining San José State in 1990, I was a
tax practitioner with Ernst & Young and worked at the IRS as a revenue agent and lead instructor. My
testimony today is based on my over 20 years of experience working with the tax law, particularly
considerable time devoted to studying, teaching and writing about the tax treatment of R&D, software,
intangibles, the Internet, and e-commerce, as well as tax policy and tax reform. Since 2007, I have
focused much of my writing (including blogging) on "21st century taxation,” to promote tax reform that
follows principles of good tax policy and reflects 21st century ways of living and doing business.2

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 (or not hinder) the
taxing jurisdiction's economic, societal and environmental goals. Innovation is a hallmark of our country
and is a key driver for economic growth, improvement in living standards, and a better environment.

My remarks address innovation and tax reform in the following areas:
I. Strategic tax reform.
I1. How innovation ties to tax system design and reforr.

IIl. Where current tax rules support innovation and where improvements might be made to better
support (or not hinder) innovation.

IV. Comments specific to the research tax credit.

V. Additional recommendations (non-tax).

1 This testimony represents the views of Professor Annette Nellen and not necessarily those of her employer or any
organization of which she is a member.

2 The 21st Century Taxation website and blog can be found at http://www.2 Isteenturytaxation.com.

Contact information:
annette.nellen@sjsu.edu  (408) 924-3508  San José State University, San Jose, CA 95192-0066
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L Tax Reform Considerations - Need for Strategic Tax Reform

Tax reform must be about more than hitting a certain revenue target or dealing with one problem in
isolation of other problems. There must be a reason for change. As has been described in hearings before
this committee and numerous reports from tax experts, as well as evidenced by a $345 billion annual tax
gap, growth in the size of our tax law and the number of taxpayers seeking tax prep assistance, and
concerns that the tax law is harming international competitiveness of U.S. firms, there are plenty of
reasons for change.

Effective change requires that the goals for the change be identified. This enables an effective blueprint
for the reform to be created. Articulation of the goals for reform also enables the effectiveness of the
reform to be measured; that is, were the goals achieved? If not, what further changes are needed?

Creating the blueprint for a reformed tax system should be guided by principles of good tax policy.
Consideration of principles such as equity, neutrality, economic growth and efficiency, transparency and
simplicity can help identify strengths and weaknesses in the tax system and how to fix the weaknesses. A
tax system that meets principles of good tax policy will be a stronger system.

Strategic tax reform identifies the reasons for change, articulates the goals to be achieved by change, and
uses principles of good tax policy as the tools of design. Strategic tax reform should yield a stronger tax
system that supports the jurisdiction's economic, societal and environmental goals.

1L Innovation, Tax Policy and Tax Reform

Investment in R&D has long been viewed by lawmakers, businesses and the public as a key contributor to
economic growth.3 This perspective has justified government funding of medical research, the space
program and many other research activities. In 1981, this view supported creation of a research tax credit
to address a "concern that the decline in investment in research and development had adversely affected
this country's economic growth, productivity gains, and ability to compete in world wide markets."4
Certainly, a goal for tax reform should be to support (and not hinder) economic growth. Innovation is a
driver of economic growth that can enable U.S. companies to be first to the global marketplace, create
operating efficiencies for businesses and households, and lead to greater economic development that
supports many businesses.

Innovation can factor into tax reform in at least the following ways, listed and then explained below:
= (Consideration in helping the system meet the tax principle of economic growth and efficiency.
= Use of the tax law as a vehicle for addressing the societal or spillover benefits inherent in R&D.
= Tax administration and compliance.

»  Having a strong fiscal system to support innovation.

3 As noted by the Treasury Department: “Investments in research and experimentation produce the technological
advancements that are an important determinant of productivity growth and improvements in U.S. living
standards.” See, Treasury, Investing in U.S. Competitiveness: The Benefits of Enhancing the Research and
Experimentation (R&E) Tax Credit, 3/25/11, page 3; http://www.treasury.gov/] resource-center/tax-
policy/Documents/Research%20and%20E xperimentation%20report%20FINAL PDE.

4 TSR, Inc. and Sub. v. Comm'r., 96 TC 903 (1991) summarizing the 1981 legislative history that added IRC Section
44F (now Section 41) as part of the Economic Recovery and Investment Act (ERTA) (P.L. 97-34; 8/13/81).
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First, one principle of good tax policy is economic growth and efficiency. In its framework of describing
ten principles of good tax policy, the AICPA Tax DivisionS describes "economic growth and efficiency”
as "the tax system should not impede or reduce the productive capacity of the economy." This should be
considered along with another principle — neutrality. A neutral tax system is one where the tax rules do
not affect decision-making. This may sometimes seem to be in opposition to the economic growth and
efficiency principle. It is not. Any tax system will have some effect on decision-making; it cannot be
avoided. For example, a sales tax has an inherent effect on one's decision to buy a taxable item.

The economic growth and efficiency principle guides tax system design by minimizing adverse effects of
the tax. For example, an income tax by its nature allows businesses to consider asset depreciation in
measuring income. The selection of the depreciation life and method should not impede economic
growth. For example, use of a 20-year depreciable life for a computer will enable measurement of taxable
income, but will have an adverse effect on economic growth.

Second, the tax system serves as one possible approach to address the fact that there are often spillover
benefits to society of private investment in R&D.® This position has been noted as an economic
justification for the research tax credit. In a 1985 study on the effectiveness of the credit, the Joint
Economic Committee stated:

“[TThe total rate of return on private R&D greatly exceeds the private rate of return. That is, private
R&D gives rise to benefits to society at large well in excess of the profits it generates for the company
that funds the R&D. Such "spillover benefits" or "neighborhood effects” thereby put R&D into the
class of goods such as public health and sanitation, education, clean air and water, and defense that
fall into the sphere of governmental responsibility."”

A company conducting research and incurring costs may not be able to completely reap the rewards of its
research because some of the benefit will spill over to others. For example, although research leading to
an innovative new drug can be protected by a patent to help a company obtain the economic benefits of its
research, the fruits of the research will be enjoyed by others upon the patent's expiration. In addition, the
existence of the patent and the knowledge gained from the research that created it may lead to
developments by others for which the original inventor may not be fully compensated. Because a
company may not receive all of the return from its research investment, but will instead share some of it
with society, there is justification for public support of such research.

Also, the risks associated with R&D may lead to underinvestment in it, as noted by Congress when it
enacted the research tax credit in 1981.

The OECD observes: “Given the contribution of research and development (R&D) to productivity
growth, economic performance and the achievement of social objectives, it is generally agreed that
governments have a role in encouraging appropriate R&D levels and expenditures.”®

3 AICPA, Tax Policy Concept Statement No. 1 — Guiding Principles of Good Tax Policy: A Framework for
Evaluating Tax Proposals (2001); available at
http:/www.aicpa.org/INTERESTAREAS/TAX/RESOURCES/TAXLEGISLATIONPOLICY/Pages/TaxReform.a
spx; the author of this testimony was the lead author of this AICPA report.

6 Another approach for compensating for the spillover benefits are direct government payments or grants.
7 "The R&D Tax Credit: An Evaluation of Evidence On Its Effectiveness,” A Staff Study prepared for the use of the
Joint Economic Committee, 8/23/85, page 4. ‘

8 OECD, Tax Incentives For Research and Development: Trends and Issues, page 4;
httpy/fwww.oecd.org/datacecd/12/27/2498389.pdf.
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Providing compensation for the spillover benefits and encouragement for greater investment in R&D
through the tax law rather than via direct government subsidy (such as a grant) enables market forces to
identify appropriate R&D activities rather than a government agency. The tax approach, though, adds
some complexity to the tax law and makes the IRS a reviewer of qualified research rather than an agency
with scientific and technological expertise. A tax-based subsidy should consider this side effect in the
design of the tax provision (such as by not making the definitions of qualified research too complicated to
administer through the tax law).

Considering the first two points above, recognition of an economic justification for government support
of R&D should be balanced with the need for a tax system to strive to meet the principles of simplicity,
equity, neutrality and transparency.

Third, innovation should be considered in improving the administration of a tax system. For example,
new web-based tools might be used to streamline the calculation, assessment and collection of taxes.
Administration of the tax system should not be overlooked in tax reform, which often tends to look only
at changing the tax base and rate.

Finally, tax reform can strengthen the revenue (and spending®) aspect of the federal budget. A healthier
federal budget can help support investment, such as by keeping interest rates low. A sound tax system can
also help the economy and investment. As noted by President Obama in the section of the
Administration’s FY2012 budget report entitled "Competing and Winning in The World Economy:" 10

“Putting the Nation on a sustainable fiscal path and getting our deficits under control are critical
to making the United States competitive in the global economy.” (page 31)

*Reform our Tax Code to Foster Innovation and Competitiveness. ... Now more than ever, when
we want to compete and win in the world economy, we cannot afford a tax code burdened with
special interest tax breaks. Successful comprehensive tax reform is a long process, often taking
several years, but even though it is a daunting task, we cannot afford to shirk from the work. In an
increasingly competitive global economy, we need to ensure that our country remains the most
attractive place for entrepreneurship and business growth. As a first step toward reform, the
President calls on the Congress to immediately begin work on reform that will close loopholes,
lower the overall rate, and not add a dime to the deficit." (page 37)

IIL.  Current Rules — Areas of Support for Innovation and Areas for Improvement

Areas that Support Innovation

The federal tax law includes a few provisions that incentivize or support innovation in some way. These
provisions include:

= Section 174, Research and experimental expenditures, which allows taxpayers to deduct research
or experimentation expenses incurred in connection with a trade or business.

9 Spending exists in the tax law via special provisions that are not crucial to defining the tax base. These items,
termed “tax expenditures,” include special deductions, exclusions and credits. The benefit provided, such as viaa
tax credit for higher education expenses, could instead have been line item spending in an agency’s budget to
provide the benefit to the taxpayer.

10 oMB, FY2012 Budget, "Competing and Winning in the World Economy,” at

http:/Awww.whitehouse.gov/sites/defauly/files/omb/budget/fy2012/assets/competing.,

simplifying and expanding the research tax credit and making it permanent (page 37).

df. This report also calls for
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*  Various credits including:

o Section 41, Credit for increasing research activities (discussed in a separate section of this
testimony)

o Section 45C, Clinical testing expenses for certain drugs for rare diseases or conditions
("orphan drug" credit)

o Section 48C, Qualifying advanced energy project credit
o Section 48D, Qualifying therapeutic discovery project credit

= Section 172, Net operating loss deduction — allows for a net operating loss, such as may be
created by a start-up company, to be carried back two years and forward 20 years.

= Section 179, Election to expense certain depreciable business assets — enables small companies to
expense, rather than depreciate, tangible personal property, limited to the net income from the
business. Offers support for acquiring equipment used for R&D activities, for example.

= Section 1202, Partial exclusion for gain from certain small business stock — may help a "qualified
small business" C corporation obtain equity financing.

»  Section 1235, Sale or exchange of patents — allows individual inventors to treat certain patent
dispositions as producing long-term capital gain income, rather than ordinary income.

Areas for Im provement

Some tax provisions can operate in such a manner as to have the unintended effect of hindering
innovation and some may be in need of modernization to better reflect today’s ways of doing business. In
a tax policy analysis, these provisions would raise red flags under the economic growth and efficiency
principle. A few of these provisions are explained next.

1) Limitations of tax credits: Tax credits rate well under the principle of equity in that they are worth
the same to all taxpayers regardless of tax bracket. However, they may not rate well under the
principle of economic growth and efficiency. Most tax credits are nonrefundable and may only be
used to reduce regular tax, not AMT.

If a credit is designed to encourage a particular activity or help reduce the costs of risky
investments that may have high rates of return, the benefit will be lost if the taxpayer owes no
regular tax (such as due to an NOL) or owes AMT.

Possible solurions: Any credit designed to help a start-up company or one that may have a long
product development cycle (such as is common in the biotech area), should be fully or partially
refundable or a grant process should be considered instead. For example, the American Recovery
and Reinvestment Act of 2009 (PL 111-5; 2/17/09; §1603) provided a grant in lieu of credit
program for certain energy credits, administered by the Treasury Department. This allowed a cash
benefit to be received by taxpayers even if they did not have sufficient tax Hability to claim a
credit. The grant approach may also enable funds to be received by taxpayers more quickly than
under the credit avenue, However, the grant process would likely prove too costly and
cumbersome for the thousands of taxpayers that claim the research credit, but may be helpful to
start-up companies.

A credit designed to provide funds to taxpayers for engaging in a particular activity should be
usable against AMT.
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2) Depreciation weaknesses:

= Some MACRS lives too long: Where a depreciable life is too long, taxable income is
overstated in early years (prior to disposition of the asset) and the effective tax rate of
owning the asset is higher than it should be. Where other countries use a shorter
depreciable life for certain assets, U.S. companies can face competitive disadvantages.
Depreciation lives that are too long may discourage businesses from investing in certain
assets. If the assets are ones for which manufacturers qualified for the research tax credit,
part of the underlying purpose for the credit — to encourage economic growth and higher
productivity levels may not be fully achieved.!!

Possible solutions: The depreciable lives of assets under the current MACRS system
should be reviewed regularly to determine if they are in line with economic lives.
Examples of MACRS lives that should be examined as being too long are computers and
semiconductor manufacturing equipment which both have a five year MACRS recovery
period, but a shorter life in practice.

s Section 280F limitations: Section 280F, Limitation on depreciation for luxury
automobiles; limitation where certain property used for personal purposes, limits the
depreciation that may be claimed on passenger car. Some of these cars, particularly those
designed to get more miles per gallon or a renewable fuel source, were most likely
designed by a business that claimed the research credit for the technology created. A
Iimitation on the depreciation that can be claimed on the car each year actsasa
disincentive to purchasing it.!2 More favorable depreciation for the car should act as an
incentive to purchase it which could further stimulate research efforts.

Possible solution: Exempt from Section 280F, cars that are rated at a specified (high)
miles per gallon (mpg). The mpg amount could be increased every few years.

®  Section 179 expensing ignores intangible assets: Section 179 helps small and medium
size businesses by allowing a specified dollar amount of tangible personal property to be
expensed rather than depreciated. The benefit is simpler recordkeeping and a lower after-
tax cost for the equipment. On a temporary basis, Section 179 also applies to off-the-shelf
software purchases. Both tangible and intangible assets are crucial to businesses
operating in today’s information age. Section 179 is out-dated for only applying to
tangible personal property.

Possible solution: Expand Section 179 to apply to both tangible and intangible personal
property.

1 For example, a report of the House Committee on Small Businesses noted that small businesses are reluctant to
replace heating and ventilation systems even though doing so would enable them to have more energy efficient
equipment. The Committee notes that the disincentive is due to the 39-year life for such equipment that likely has
a life of only 15 to 20 years. Per the report, “By reducing the 39-year depreciation holding period, the tax code
could be updated to both encourage investment and promote the use of green technologies.” Seven Ways to
Stimulate the Economy by Updating the Internal Revenue Code, 4/10/08, page 10;
hitp://democrats smalibusiness.house.gov/Reports/small-business-committee-tax-report.pdf.

12 There is an exception under Section 280F for “certain clean-fuel passenger automobiles,” but this is a narrow
exception (Section 280F(a)(1X(C)).
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3) Funding biases and missed opportunities:

s Section 1202: Section 1202 provides a benefit to non-corporate taxpayers (such as
individuals) who acquire original issue “qualified small business stock.” If the stock is
held over 5 years, only 50% of the gain is taxable to the shareholder.!3 Section 1045
allows for gain deferral if the proceeds from the sale of Section 1202 stock held over six
months are invested in Section 1202 stock within sixty days. Section 1202 is an incentive
for non-corporate taxpayers to invest in qualified small businesses. However, Section
1202 only applies to stock issued by a C corporation.

»  Unfavorable treatment of a loan to a start-up: A starf-up company, which might consist
of one or just a few individuals with an innovative idea to explore, will have limited
sources of funds. Such a venture is too risky for traditional type loans. Credit card
financing is often used as a last resort, but has very high interest rates. The start-up may
not yet be at a stage to consider setting up a formal business structure such as a
corporation that can issue stock to potentially attract funds. And, the venture may not
have the funds for setting up such a structure. The founders may seck loans from friends
and family members. These potential lenders may be reluctant though because in addition
to the risk, if the debt cannot be repaid, the loss will be a short-term capital loss (Section
166(d)).

If a C corporation could be set up (time and costs can be prohibiting factors though),
original issue stock held by individual investors would likely be Section 1244 stock (if
the capitalization is $1 million or less). If Section 1244 stock becomes worthless, the
shareholder can treat up to $50,000 of the loss as ordinary ($100,000 if MFJ); such loss
would otherwise be a capital loss.

Possible solutions: Not all ventures involved in innovative work operate as C corporations.
Yet such ventures are equally in need of funding. Consideration should be given to whether
an incentive comparable to Section 1202 can be offered to individuals who invest in qualified
partnerships or S corporations.

To help provide funds to start-up ventures, consideration should be given to modifying either
Section 166(d) or Section 1244 to allow all or part of any investment loss to be treated as
ordinary. To prevent abuse, particularly where the venture is not a corporation (registered
with a state), some other documentation should be required of the venture, such as registering
as a business with the state or city and issuance of a copy of that documentation along with a
description of the venture and amount of funds loaned.

Another possible solution to encourage investment in start-ups engaged in R&D and
innovative work is to provide a tax credit to the investor. This could be similar in concept to
the New Market Tax Credit (Section 45D).

Some states have enacted tax incentives for individuals investing in start-ups. For example,
Minnesota’s Angel Tax Credit “provides incentives to investors or investment funds that put

13 Recent economic stimulus legislation has temporarily increased the gain exclusion percentage.
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money into startup and emerging companies focused on high technology or new proprietary
technology.” The credit is refundable. 14

Another approach would be to provide tax credits to the person starting the venture. For
example, Nebraska’s Advantage Microenterprise Tax Credit Act provides “tax credits to
applicants for creating or expanding microbusinesses that contribute to the revitalization of
economically distressed areas through the creation of new or improved income, self-
employment, or other new jobs in the area.”!’ Such a credit should be refundable; it need not
include the requirement to locate in a particular area. The Corporation for Enterprise
Development (CFED) observes that this type of credit can also help tax administration and
address the tax gap because the new entrepreneur will respond to the “positive incentive” to
enter the tax system in order to claim the credit.!®

4)y Opportunity for R&D cash: The research credit only rewards research performed in the U.S. In
evaluating the after-tax costs of R&D activities, companies with foreign subsidiary earnings
offshore, may find it is not cost effective to repatriate those earnings to be used in U.S. R&D
activities. In addition, many countries offer research incentives which can further encourage the
funds to remain offshore.

Possible solution: Consider some type of repatriation tax holiday to encourage corporations to
bring earnings (cash) to the U.S. A requirement could be added that the funds be used for
innovation projects (R&D, worker training, purchase of R&D equipment, hiring, etc.).

IV. The Federal Research Tax Credit — Basics, Issues and Possible Improvements!’
Brief Background to the Research Credit

IRC Section 41, Credit for increasing research activities (“research credit”), was enacted in 1981 asa
temporary provision of the Jaw to encourage greater investment in R&D activities in the U.S. The credit
was set to expire after five years so its effectiveness could be determined before making this incentive a
permanent part of the law. Since 1981, the credit expired and was renewed over ten times, the definition
of qualified research expenditures (QRE) and qualified research (QR) changed, the formula changed, and

14 Minnesota Department of Employment and Economic Development, Ange! Tax Credit;
http//www.positivelvminnesota.com/Business/Financing_a_Business/DEED_Business_Finance Programs/Angel
15 Nebraska Dept. of Revenue, Nebraska Advantage Microenterprise Tax Credit Act;

http://www.revenue. ne.gov/ingcentiv/microent/microent.html,

16 CFED, "Policy Innovation: New Entrepreneur Tax Credit,"
hitp://scorecard.cfed.org/downloads/pdfs/innovationBriefs/InnovBrief, NETC.pdf. CFED suggests that to be
effective, the credit should be available to sole proprietors, include a system for reaching out to efigible
entrepreneurs, have a system for tracking who is using the eredit to help measure its effectiveness, and keep the
credit simple so it is easy to administer, such as by utilizing information that already exists on other tax forms.

17 Portions of this testimony are from previous testimony of the author submitted at the request of committee staff
for a March 16, 2005 Senate Finance Committee hearing, "Expiring Tax Provisions: Live or Let Die?" S, Hrg.
109-163; http:/finance.senate.gov/hearings/hearing/?7id=489b8874-179a-3b8b-6f12-9bec1647d515. Hearing
report at hitp/finance.senate.gov/library/hearings/download/?id=a6a6 3de3-85b0-47a4-996-adef488d0af9.
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a taxpayer’s R&D deduction was required to be reduced for the amount of the credit (IRC Section
280C(c)).18 .

The credit for increasing research activities was part of the Economic Recovery Tax Act of 1981 (ERTA)
(P.L. 97-34, 8/13/81). ERTA also created ACRS to provide an “investment stimulus” necessary for
economic expansion. ERTA has been described as a “tax reduction program [to] help upgrade the nation’s
industrial base, stimulate productivity and innovation throughout the economy...” In 1981, Congress was
“concerned that the performance of the economy had fallen far below its potential.”1?

The federal research tax credit is intended to encourage increased research spending in the U.S. It was -
enacted to help companies overcome the reluctance to incur significant costs of research for uncertain

rewards. “The Congress believed that the provisions of the Act, which are designed to stimulate a higher
rate of capital formation and increased productivity, appropriately include incentives for greater private

activity in research by operating businesses.”20

The credit is currently set to expire on December 31, 2011 — its 15® expiration date since the first one in
1985. The credit has been extended 14 times, sometimes retroactively. It was allowed to expire once, for
the period July 1, 1995 through June 30, 1996.

Policy Points: Based on legislative histories related to the research credit, the credit is intended to:21

= Encourage businesses to incur costs for research projects despite the reluctance owing to
uncertain rewards and significant costs;

= Serve as an incentive to stimulate productivity to lead to greater private activity in research;

»  Address the decline in R&D activities in the U.S. that adversely affect economic growth and
competitiveness in world markets; and

= Encourage taxpayers to conduct research in the U.S.

The credit was designed to reward research beyond a base amount, The rationale for an incremental credit
is that it does not reward research that would have been done anyway.

The credit’s structure also benefits companies employing tech workers who tend fo have higher than
average wages. Some people describe the research credit as a jobs credit.22 About 70% of QRE consists

18 IRC Section 280C(c) was added by the Technical and Miscellancous Revenue Act of 1988 (PL 100-647) to
require the taxpayer's Section 174 deduction to be reduced by 50% of the research credit. The Revenue
Reconciliation Act of 1989 (PL 101-239) changed that to a 100% reduction with the option for the taxpayer to
instead take a reduced credit. The election is made on Form 6765, Credit for Increasing Research Expenses.

19 Joint Committes on Taxation, General E xpl jon to the Ec ic Recovery Tax Act of 1981 (JCS-71-81),
12/31/81, Section III, page 17.

20 Joint Committee on Taxation, General Explanation of the Economic Recovery Tax Act of 1981 (JCS-71-81),
December 31, 1981, page 120. ‘ )

21 por example, see Joint Committee on Taxation, General Explanation of the Economic Recovery Tax Act of 1981
(3CS-71-81), 12/31/81, pages 119 t0 121.

22 por example, in ManuFACTS: R&D Tax Credit, the National Association of Manufacturers refers to the credit as
a "jobs credit;" http://www.nam.org/~/media/C480FBISA9A645F590486A45AF26821D/RD_Credit.pdf.
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of labor costs. As noted by the Treasury Department in its 2011 report on the credit, the “credit provides
valuable support for ... high-wage tech jobs.”23

Credit formulas: The research tax credit is generated from “qualified research” (QR). The expenses of QR
that qualify for the credit are wages, supplies and generally, 65% of contract research expenses. In
addition, certain payments to “energy research consortium” qualify as do certain payments by
corporations to qualified organizations. Per the general rule of IRC Section 41(a):

“For purposes of section 38, the research credit determined under this section for the taxable year
shall be an amount equal to the sum of—
(1) 20 percent of the excess (if any) of—
(A) the qualified research expenses for the taxable year, over
(B) the base amount,
(2) 20 percent of the basic research payments determined under subsection (¢)(1)(A) , and
(3) 20 percent of the amounts paid or incurred by the taxpayer in carrying on any trade or
business of the taxpayer during the taxable year (including as contributions) to an energy
research consortium for energy research.”

The key part of the credit is what is described at (1) above and is often referred to as the “regular credit.”
Today, instead of using the formula at (1) above, a taxpayer can elect to use the alternative simplified
credit (ASC) described at Section 41(c)(5) as follows:

“the credit determined under subsection {a)(1) shall be equal to 14 percent (12 percent in the case of
taxable years ending before January 1, 2009) of so much of the qualified research expenses for the
taxable year as exceeds 50 percent of the average qualified research expenses for the 3 taxable years
preceding the taxable year for which the credit is being determined.”

A taxpayer using the ASC formula may also claim the credit calculated under (a)(2) and (3) above.
A third formula, the alternative incremental research credit (AIRC) also existed from 1996 through 2008.

Maodifications to the credit calculation are provided for start-up companies becanse they do not have a
base year.

The formulas above are fairly straightforward to apply. Challenges in calculating the credit stem from
identifying “qualified research” and QREs, establishing (and proving upon examination) the base amount
(particularly for the regular credit where the base amount uses tax data from 1984 to 1988), and having
approptiate documentation for the calculation (which can require records beyond what is needed for
financial reporting and Section 174 purposes).

Taxpayer perspectives on the credit: Taxpayer views on the advantages and limitations of the research
credit are highlighted by the following congressional summary of a 2009 hearing of the House Committee

23 Treasury Dept., Investing in U.S. Competitiveness: The Benefits of Enhancing the Research and Experimentation
(R&E) Tax Credit, 3/25/11, page 2; hitp;//www treasury.gov/resource-center/tax-
policy/Documents/Research%20and%20Experimentation%20report%20F INAL PDF. IRS data reported in “The
Credit for Increasing Research Activities: Statistics from Tax Years 2004-2005,” by Eurry Kim, Summer 2008
SOI Bulletin, Table 1 shows that about 75% of the QREs reported by C corporations was for wages for qualified
services. Report available at hitp://www.irs gov/pub/irs-s0i/04-05crreac.pdf
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on Small Business entitled “Helping Small Business Innovators through the Research and
Experimentation Tax Credit.”24

“The witnesses detailed that the R&D tax credit is vital for American companies looking to stay
ahead in increasingly global economy. They emphasized that capital and research lead to new
inventions, product, and ultimately jobs. However, since capital and research can take place almost
anywhere in the world, it is important for the U.S. economy to keep pace with the rest of the world,
changes need to be made. The panel argued that the credit needs to be made a permanent part of the
tax code so that firms can rely on the incentive when planning their research budgets. Additionally,
the witnesses noted that the complexity of the provision needs to be reduced so that more and more
small businesses can take advantage of the credit.”

Similar views have been expressed by larger businesses, lawmakers and others. For example, the 2011
Treasury report on the credit states:>S

“The Research & Experimentation (R&E) tax credit encourages innovation and provides a powerful
incentive for businesses to continue to invest in research projects. Investments in research and
experimentation produce technological advancements that drive productivity growth and
improvements in U.S. living standards. Businesses may underinvest in research, however, because
they may not be able to capture the full benefit of their spending. The R&E tax credit is designed to
address this underinvestment and to increase the total amount of research activity undertaken in the
United States.”

Additional statements on the rationale for a research tax credit are included in the Appendix.

Who claims the credit: The research tax credit is claimed by a wide range of businesses in terms of size
and industry sector. IRS data for C corporations claiming the research credit for 2005 shows the
following:26

Industrial sector Percentage of total Percentage of total credit
claimants amount claimed

Manufacturing 43.6 712

Wholesale trade 53 3.1

Information 9.5 10.0

Professional, scientific, and - 205 10.2

technical services

All other 12.1 5.5

24 House Committee on Small Business, hearing notice at
hitp:/republicans.smbiz.house gov/News/DocumentSingle.aspx?DocumentID=146836. Summarized in House
Rpt. 111-695 (12/23/10); http:/www.gpo.gov/fdsvs/pkg/CRPT-111hrpt695/mtml/CRPT-11 1hrpt695.htm. Hearing
transcript, http;/frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=111_house_hearings&docid=1:30947.pdf.

s

25 Treasury Dept., [nvesting in U.S. Competitiveness: The Benefits of Enhancing the Research and Experimentation

(R&E) Tax Credit, 3/25/11, page 1; hitpy/www.treasury gov/resource-center/tax-
policy/Documents/Resgarch%20and%20Experimentation%20report%20FINAL . PDF.

26 «The Credit for Increasing Research Activities: Statistics from Tax Years 2004-2005,” by Eurry Kim, Summer
2008 SOI Bulletin; hitpi//www.irs.gov/pub/irs-s0i/04-03crreac.pdf.
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In terms of size of the claiming business, in 2005, 14% of claiming C corporations had business receipts
under $25,000 and represented 3% of the total credit claimed by 11,290 C corporations. C corporations
with $250 million or more of receipts represented 10.5% of total claimants and 79% of the credit
claimed.??

For tax year 2008, 12,736 corporations claimed the credit (up from 11,290 in 2005). The dollar amount
claimed in 2008 was $8.3 billion (up from $6.4 billion in 2003). In addition, in 2008, approximately
64,000 individuals claimed $463 million of research tax credits.?8

Effectiveness: Various studies have shown that the research tax credit has had a positive impact on the
amount of research conducted. A 1989 Government Accountability Office (GAO) report, The Research
Tax Credit Has Stimulated Some Additional Research Spending, stated that the research credit “raised
corporate spending on R&E above the level that otherwise would have been achieved.”2% This study,
based on a sample of 800 corporations and economic models, concluded that the credit “stimulated
between $1 billion and $2.5 billion of additional spending for the 5 years 1981 through 1985.” Suchan
increase represented an increase of 15 cents to 36 cents for every dollar of foregone tax revenue due to the
credit.30

As noted in the Treasury Department’s 2011 report calling for an enhanced research credit, “studies show
that the credit produces approximately a dollar for dollar increase in current research spending and that
this amount could be larger in the longer run.”3!

Design Considerations Relevant to the Credit’s Effectiveness

This section notes some of the questions that need to be examined in helping to make the research tax
credit as effective as possible in achieving its goal of promoting and supporting U.S. research. It should
be noted though, that the most significant improvement would be to make it permanent so it can be more
effectively relied upon and incorporated into long-term research and financial planning decisions that
businesses must make.

1. Non-permanence
On December 31, 2011, the federal tax research credit will expire for the 15 time since this temporary
provision was added to the Internal Revenue Code in 1981.

Research activities generally involve a long-term view; thus, research incentives that focus on the short-
term cannot be fully beneficial and effective. Also, in making long-term plans, a short-term and uncertain
incentive will not factor completely into all aspects of the decision-making process. Therefore, with only

27 Supra, Figures B and C.

28 2005 data from IRS report, supra; 2008 data from Treasury Dept., Investing in U.S. Competitiveness: The
Benefits of Enhancing the Research and Experimentation (R&E) Tax Credit, 3/25/11, page 5;
http://www.treasury.gov/resource-center/tax-
policy/Documents/Research%20and%20Experimentation%20report%20F INAL. PDFE.

29 GAO, The Research Tax Credit Has Stimulated Some Additional Research Spending, GAO/GGD-89-114, Sept.
1989, page 22; http://archive.gao.gov/d26t7/139607.pdf.

30 1989 GAO report, supra, pg. 22.

31 Treasury Dept., Investing in U.S. Competitiveness: The Benefits of Enhancing the Research and Experimentation

(R&E) Tax Credit, 3/25/11, page 2; hitpi/www treasury. gov/resource-center/tax-
policy/Documents/Research%20and%20Experimentation%2 0report%20FINAL. PDE.
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a temporary credit, the complete goal of increasing research activities may not be fully realizable by
businesses, and ultimately, the U.S. economy. Additional support for a permanent credit is the premise
that increased research activity increases productivity and growth in GDP, wages and labor skills.

Also, arguably, lack of a permanent incentive puts the U.S. at a competitive disadvantage in the global
economy because many countries offer permanent incentives. Many of these countries actively pursue
U.8. companies encouraging them to open R&D facilities in their country and to take advantage of tax
savings opportunities.

The temporary nature of the credit and its often retroactive reinstatement poses problems for financial
reporting purposes. For GAAP purposes, companies may not assume that the credit will be retroactively
reinstated. If the credit has expired, it cannot be considered in determining the company’s expected
effective tax rate. Additional problems arise for fiscal year companies because the credit typically expires
in the middle of their year.

2. Missing Guidance

Despite enactment in 1981 and significant changes in 1986 and 1989, there are parts of the regulations
under Section 41 that have not yet been finalized. Likely causes for the delay are the temporary nature of
the provision and the complexity of certain terms. The IRS-Treasury Priority Guidance Plan for 2011-
2012 released in September 2012 lists two outstanding projects under Section 41. This is not the first time
these topics have been on the plan.32

= Regulations on gross receipts and controlled groups of the research.

% Regulations to define and explain the exceptions for “internal use software.”

3. Regular credit

The regular credit of Section 41(a) uses a base period of 1984 to 1988. Gross receipts in the base and
more recent four years factor into the formula to determine if the taxpayer’s percentage of gross receipts
devoted to QRE today is greater than in the base period. Limitations on a “fixed base percentage” and the
base amount result in a somewhat complicated formula. Yet, once the dollar amounts are known, the
calculation itself is straightforward, although a bit difficult to explain, causing some transparency
concerns. The numerous definitions, calculations and limitations of the regular credit can make it less
obvious as to what must be done to increase the credit.

Example: Corporation R’s data needed to calculate the research credit for 2010:

Research credit data:
Year Gross Receipts (GR)  Qualified Research Exp. (QRE)

1984 $28,000,000 $3,000,000
1985 $32,000,000 $4,200,000
1986 $31,000,000 $5,000,000
1987 $34,000,000 $6,200,000
1988 $43,000,000 $6,800,000

32 Treasury Dept. and IRS, 201.1-2012 Priority Guidance Plan, 9/2/11, pages 11 - 12; http://www.irs.gov/pub/irs-
utl/2011-2012_pep.pdf.




46

[1989 - 2005 — information omitted]

2006 $48,000,000 $8,400,000

2007 $60,000,000 $10,200,000
2008 $68,000,000 $11,000,000
2009 $76,000,000 $12,000,000
2010 $80,000,000 $10,000,000

Research Credit Caleulation for R Corporation:
Step 1 - determine the “fixed base percentage™

Fixed base percentage = total qualified research expenses 1984 - 1988
total gross receipts 1984 - 1988

= _$3,000.000 + 4,200,000 -+ 5,000,000 + $6,200,000 + 6,800,000
$28,000,000 -+ 32,000,000 + 31,000,000 + 34,000,000 + 43,000,000

= $25.200,000
$168,000,000 = 15.00%

Because 15.00% is below the maximum fixed base percentage of 16%, 15.00% is used.

Step 2 - determine base amount:
Base amount = fixed base % X average annual gross receipts of R for the four preceding tax
years
Average annual gross receipts from 2006 to 2009 =
[$48,000,000 + 60,000,000 + 68,000,000 + 76,000,000} + 4 = $63,000,000
Base amount = 15.00% x $63,000,000 = $9,450,000
Minimum aflowable base amount is 50% of the current year QRE:
50% x $10,000,000 = $5,000,000
Because $9,450,000 is greater than the minimum base amount, $9,450,000 must be used.

Step 3 - determine credit:
20% x [qualified research expense - base amount] + 20% of basic research payments
20% x [$10,000,000 - $9,450,000] +20% x 30 = $110,000

Thus, the $10,000,000 of 2010 QRE generated a $110,000 credit (1.10% of QRE).

Per IRC §280C(c), R Corporation must reduce its R & E expense deduction on its 2010 return
by $110,000 (the amount of the credit), or, it may chose instead to take a reduced credit and not
change its R & E deduction. R would have generated a higher credit if its 2010 research
expenses were greater, its base years' research expenses were less, its base years' gross receipts
were more, and/or its gross receipts in the prior four years were less.
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Some taxpayers who used a greater portion of their gross receipts for R&D in the base period than is
possible today given a change in operations, will not generate a research credit under the regular formula,
even though they are engaging in R&D and face the same risk and spitlover effects as other companies
that have a different base picture and can more easily generate a credit. ’

Under the regular credit formula, if the actual base amount is less than 50% of the current year QRE, then
50% of current year QRE must be used as the base amount. For example, if a company’s base amount is
$50 and its current year QRE is $120, its base amount for calculating the credit is $60 (50% of current
year QRE), rather than $50 (the actual base amount). Since a lower base amount generates a higher credit,
the 50% base limitation reduces this taxpayer’s research tax credit.
The 50% base amount limitation serves as a cap on the credit (basically limits it to 10% of QRE — which
is then further reduced to 6.5% by §280C(c)). This 50% base rule serves to limit the credit for companies
with a large increase in QRE over the base amount.
Example: Base amount = $10
Current QRE = $20
Credit=20%x $10 =82
Modification:  Base amount = $10
Current QRE = $30
Credit = 20% x $15 = $3 (so additional $10 of current QRE only generated $1 of credit
(10%, not 20%)).
A 1995 GAO study found that for 1992 almost 60% of corporations were subject to the 50% minimum
base rule.33 IRS data for C corporations for 2005 indicated that 76.1% were subject to the 50% base
limitation (down from 83.8% in 2001).34

4. Size of the Benefit

While the regular research tax credit formula uses a 20% rate and the ASC a 14% rate, the effective rate is
smaller due to the incremental nature of the credit and the reduction required by IRC Section 280C(c).
The maximum credit possible for the regular credit is 6.5% of the current year’s qualified research
expenditures (QRE). Also, since not all Section 174 expenditures qualify as QRE, the ratio of the credit to
total Section 174 R&D expenditures is in most cases less than 6.5%.

The ASC does not include a base limitation like the regular credit does. The GAO has recommended that
a 50% limit be added "to reduce economic inefficiencies and excessive revenue costs resulting from
inaccuracies in the base of the research tax credit.”33

The selection of limited categories of R&E expenditures that qualify for the research credit can have
varying impacts on different industries. For example, a labor-intensive taxpayer may be able to generate a
higher research tax credit than a capital-intensive one because depreciation is not a QRE.

33 GAO, Additional Information on the Research Tax Credit, GAO/T-GGD-95-161, May 10, 1995, page 6.

34 «The Credit for Increasing Research Activities: Statistics from Tax Years 2004-2005,” by Eurry Kim, Summer
2008 SOI Bulletin, Figure D; hitp://www.irs.gov/pub/irs-soi/04-05crreac.pdf.

35 GAO, Tax Policy: The Research Tax Credit's Design and Administration Can Be Improved, GAO-10-136,
11/6/09, page 39; hitp://www.gao.gov/products/GAQ-10-136.
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Competition for R&D work is a global one and companies must evaluate where to locate their R&D work
based on availability of equipment and human talent, operating costs and incentives. Many countries offer
incentives for research both through the tax system and direct grants. Reform of the current research
credit and consideration of other possible incentives for innovation should consider what other countries
offer and the effect on corporate investment and R&D and the economy. Among OECD countries, the
U.S. provides one of the lowest subsidies for R&D.3

5. Alternative Minimum Tax (AMT)

The research tax credit cannot be used to offset AMT; any unused credit can be carried back one year and
then carried forward 20 years. However, for corporations that are in an AMT position for several years,
the research tax credit will only be usable in some future year (assuming the carryforward period does not
expire for the taxpayer). The value of the credit in encouraging research is reduced when the benefit will
not be realizable for a company until a future year.

6. IRS Examinations

The research tax credit is a focal point of IRS examinations, as it should be due to the impact of the credit
on a taxpayer’s tax liability and examinations improve voluntary compliance. The IRS has issued
examination guides to its auditors and a few industry directives on how to handle certain issues, such as
costs of developing internal use software.’?

IRS concerns with research credits claimed on amended returns led to such claims constituting a Tier 1
issue for the IRS.38 This means that all such claims will receive some level of review by the IRS. The IRS
also issued an audit guide on the claims. In it, the IRS summarizes its concerns with many of the claims:39

“There is a growing trend among taxpayers, and their representatives, to submit prepackaged
material to support research credit claims. These submissions are usually delivered to examiners
in multiple binders. While the submissions often set forth the methodology employed in
preparing the research credit claim, the submissions frequently fail to substantiate that the
taxpayer paid or incurred qualified research expenses (“QREs”) as claimed.” ...

“A significant number of RC claims are prepared using a hybrid method that does not properly
establish the required nexus between QREs and qualified research activities (QRAs).”

Additional examination issues stem from lack of guidance (such as on internal use software) and the level
of documentation and “nexus” between the expenses and the qualified research project. Complexities in
the definition of QR (Section 41(d)) which involves multiple definitions and tests can raise issues
between taxpayers and the IRS.

36 Measured using the “B index, 23 countries including France, Canada, Australia and China, provide a higher
subsidy. OECD (2009), “Tax treatment of R&D,” OECD Science, Technology and Industry Scoreboard 2009,
OECD Publishing. doi: 10.1787/sti_scoreboard-2009-¢gn.

37 The IRS website with links to many of the IRS guides on the credit is at
httpy/fwww.irs.gov/businesses/article/0..id=101382.00 himl.

and Industry Directive

#2 (2009) - hitp://www its. vox/busxnesseS/corporauons/aruelc/O 1d=202712.00. htm[

39 IRS, Research Credit Claims Audit Techniques Guide (RCCATG): Credit for Increasing Research Activities,
May 2008; hitp://www.irs.gov/businesses/article/0..id=183208.00.html.
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7. Industrial Age into the Information Age

The research credit was designed before widespread use of the Internet, web-based products and services,
and even wider use of computers and software, Section 41 should be reviewed to be sure it addresses the
type of R&D going on in the world economy today. For example, a modification to the credit in 1986
added a rule that generally, internal-use software does not qualify for the credit (Section 41(d)(4)).
Exceptions exist where such software is used in QR or a production process that qualifies as QR or as
provided in Treasury regulations (no final regulations exist).*? In 1986, internal-use software was likely
viewed as something that might organize a company’s accounts receivables. Today, internal-use software
may be something that represents a company’s entire business operation (such as software developed for
web-based services sold to customers). Yet, because the sofiware is not sold or used in a production
process, it might be viewed as internal-use with the development costs not treated as QRE.

Possible improvements for the research tax credit include:
®  Make the research credit permanent.

= The regular credit’s base years of 1981 to 1988 are arguably too old to justify what a credit
should be more than 20 years later.#! Also, records may not exist or be adequate to enable an
acquirer business to accurately calculate the regular credit. Consideration should be given to
either updating the base years and having a system enacted for regular updates or repealing the
regular credit. :

= Consider removing or modifying the 50% base limitation for the regular credit as it has the effect
of reducing the credit generated on higher amounts of QREs which likely indicates that more
research was conducted.*? Avoid adding a minimum base requirement to the ASC as it reduces
the value of the credit for companies with significant increases in QREs, which is what the credit
is intended to encourage and reward.%?

40 See Announcement 2004-9, 2004-6 IRB 441, for background on the internal-use software regulations.

41 As noted by Treasury: “The regular credit formula, which determines the base amount with reference to the
firm’s research intensity {the ratio of its research spending to gross receipts) in the 1984 to 1988 period, clearly is
outdated. There is little reason to believe that the firm’s ratio of research spending to gross receipts from more
than two decades ago, when multiplied by its average gross receipts over the prior four years, is an appropriate
base for the taxpayer. In the context of a permanent R&E credit, that base amount will become increasingly
irrelevant and arbitrary.” Treasury Dept., Investing in U.S. Competitiveness: The Benefits of Enhancing the
Research and Experimentation (R&E) Tax Credit, 3/25/11, page 8; http://www treasury.gov/resource-center/tax-
policy/Documents/Research%20and%20Experimentation%20report%20FINAL PDF. Similarly, see GAO, Tax
Policy: The Research Tax Credit's Design and Administration Can Be Improved, GAQ-10-136, 11/6/09, page 16;
http:/fwww.gao.gov/products/GAQ-10-136.

42 The 2009 GAO report, supra, page 16, suggests that the effect of the 50% base limit for the regular credit was to
create a “windfall” for those taxpayers subject to it. It may be that this interpretation is because the nature of the
regular credit formula results in a tax credit of 10% of current year QRE when the 50% base limit applies. Thus, it
doesn’t look like an incremental credit in that situation, The GAO statement takes the perspective that the
taxpayer had too low of a base amount. Another perspective, illustrated in the next footnote, is that current year
QRE were higher than in base years and the 50% limit prevents all of the QRE increase from getting full benefit
of the credit.

43 For example, under the ASC, if current year QRE = $500 and the average of the prior 3 years of QRE is $150,a
credit of $59.5 is generated (14% x [$500 x (50% x $150)]). This rewards the taxpayer for a greater amount of
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= Consider only having one formula for the research tax credit for simplification purposes. The use
of two different formulas requires taxpayer time to evaluate which is better in any year. Multiple
credits also mean additional time spent by the IRS providing guidance. S. 1203 (11 1® Congress)
proposed to let the regular credit expire and make the ASC permanent. Advantages of this
approach include that fewer definitions are involved (for example, “gross receipts” is only
relevant for the regular credit), taxpayer and IRS time need not be spent trying to verify QRE and
gross receipts for a set of years in the past for which they may not have adequate records.

= Allow the research tax credit to be used against AMT.
= Allow small and start-up businesses to have a refundable credit.

*  Toreduce audit difficulties and disputes, restate the purpose of the credit and what types of
research activities qualify. In addition, the IRS should be encouraged to follow the GAO
recommendation to “organize a working group that includes IRS and taxpayer representatives to
develop standards for the substantiation of QREs that can be built upon taxpayers’ normal
accounting approaches, but also exclude practices IRS finds of greatest threat to compliance, such
as high-level surveys and claims filed long after the end of the tax year in which the research was
performed.”*4

*  To address concerns regarding credits claimed for the first time on amended returns, additional
information can be provided and requested on business tax returns to help ensure that all
taxpayers are aware of what R&D expenditures may qualify for a credit. For example, a statement
can be provided explaining the credit with the question, did you engage in qualified research?
There will be times when taxpayers may need additional time beyond the extended due date to
compute their research credit, such as due to an acquisition or time needed to gather the necessary
records to calculate the credit or determine how much of the R&D was qualified research.

» Review Section 41 in light of the types of business activities of today rather than the 1980s. In
particular, consider whether the general exclusion for internal-use software should be clarified to
be sure that it is not overly broad given the nature of how software is used today and of web-
based technologies.

*  Evaluate what an appropriate research credit benefit should be. This evaluation should consider
the economics of spillover benefits and benefits to be derived to the economy from greater private
investment in R&D, what other countries do to stimulate greater R&D spending, and the
interaction with other tax incentives.

= As corporate tax reform discussions focus 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, but also tend to offer research tax incentives as well.

V. Additional Recommendations (non-tax)
= Study what other countries do to encourage and benefit from private R&D.

*  Consider whether any federal programs and expenditures hinder innovation in some way.

QRE (and QR) in the current year. If the base were limited to 50% of current year QRE, the taxpayer’s credit
would be reduced to $52.5 (14% x [$500 x (50% x $2501]).

44 GAO, Tax Policy: The Research Tax Credit’s Design and Administration Can Be Improved, GAO-10-136,
11/6/09, page 40; hitp/www.gao gov/products/GAQ-10-136.
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»  In making any changes or additions to provide assistance for innovation, consider the varying
needs of start-ups and small businesses versus larger businesses.

= Consider the bigger picture for U.S. innovation that also includes the need for and availability of
high quality education opportunities for everyone. Relevant education to promote innovation
extends beyond science, math and engineering but also includes liberal studies and
entrepreneurial business knowledge and skills.

»  Consider the recent work of OECD on fostering innovation (see the Innovation Strategy: Getting
a Head Start on Tomorrow). This project aims to help answer the questions of how governments
can better encourage greater innovation and how government can be innovative.*S

= To better understand how much the government is investing in R&D and for data analysis,
implement accountability measures that track not only direct spending on R&D, but also the
spending in the tax law tied to special rules such as the research tax credit.%6

1 hope this testimony on incentives for innovation is helpful in your crucial work to reform our tax laws to
enable them to meet principles of good tax policy and address today's ways of living and doing business.
1 would be pleased to take your questions. Thank you.

45 OECD, OECD Innovation Strategy: Getting a Head Start on Tomorrow (May 2010);
http://www.oecd.org/document/15/0.3746.en_2649_34273 45154895 1_1_1_1.00.htmi

46 The White House’s R&D Dashboard is a good start. It should include both direct spending and tax expenditures.
See http://www.whitehouse.gov/blog/2011/02/10/rd-dashboard-makes-federal-rd-data~transparent-and-accessible.
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Appendix
Rationale for the Research Tax Credit

President Obama (2011)

"The R&E tax credit is a powerful incentive for private firms to make investments in the research and
development necessary to keep a pipeline of new and improved products coming to market, which is
critical to economic growth and job creation. Yet the United States currently ranks 24th out of 38
countries in the generosity of our R&E tax incentives. That’s why, as part of corporate tax reform, the
President supports making the R&E tax credit permanent to give businesses the certainty they need to
make these important investments. In addition, the Administration wants to expand the credit by about 20
percent, the largest increase in the credit’s history, and simplify it so that it is easier for firms to take this

credit and make the investments our economy needs to compete."47

Treasury Department (2007)

"The R&E credit is an example of a targeted tax incentive that attempts to correct a market failure.
Without a subsidy, the private market might not allocate enough resources to research because private
inventors cannot reap the full benefit of their inventions. It can be difficult for inventors to charge all
those who use or benefit from their invention. For example, an invention might be copied by others, or it
might pave the way for further improvements, Because the inventor might not be able to collect the
invention’s full return, he has an insufficient incentive to conduct research and develop innovations. He
foregoes investments in research that produce social benefits in excess of their private costs. A tax
subsidy is one way to increase the return available to the private inventor, and correct for the
failure of the private market to reward innovation sufficiently."48

47 FY2012 Budget, "Competing and Winning in the World Economy,” page 37; available at
http/www.whitehouse.gov/sites/default/files/omb/budget/fy2012/assets/competing.pdf.

48 Treasury Dept., Background Paper, Treasury Conference on Business Taxation and Global Compelitiveness,
7/27/07, pages 9 — 10; hitp://www.treasury. gov/press-center/press-releases/Documents/07230%20r.pdf. Note: this
background paper points out problems with the credit and other incentives to help justify elimination of
preferences in exchange for a much lower corporate tax rate.



53

References
IRC Section 41 and related regulations.

Deloitte, Global Survey of R&D Tax Incentives, July 2011;
http://www.investinamericasfuture.org/PDFs/Global%20R D%20S urvey%20F inal%20-
%202011.pdf.

GAO, Tax Policy: The Research Tax Credit's Design and Administration Can Be Improved, GAO-10-
136, 11/6/09; hitp://www.gao.gov/products/GAO-10-136.

Hall, Bronwyn, several papers on "R&D Investment and Productivity; R&D and Innovation Policy;"
http://elsa.berkeley.edu/~bhhall/bhpapers.htinl#rnd.

IRS, SOI Tax Stats - Corporation Research Credit;
http://www.irs.gov/taxstats/article/0..id=164402,00 html.

Nellen, Annette, "California Tax Changes: Math versus Strategy,” California Progress Report, 12/5/08;
http://www californiaprogressreport.comy/site/?q=node/1127.

Nellen, Annette and Chad Jaben, Modernizing and Rationalizing Depreciation, 2010;
http://www lacba.org/Files/Main%20Folder/Sections/ Taxation/Files/2010%20Paper%20(Nelien
%20Annette%20re%20depreciation%20reform).pdf.

Nellen, Annette, "Policy Goals Underlying the R&D Tax Credit," paper delivered at the Tax Council
Policy Institute Symposium, Feb. 2011;
http://www.cob.sisu.edu/nellen_a/Federal%20Research%20Credit.pdf.

Nelien, Annette, "Tax Treatment of Research Expenditures,” course materials,
http://www.cob.sisu.edu/nellen_a/223E%20Reading/TaxIncentives-ResearchExpenditues.pdf.

OECD (2009), OECD Science, Technology and Industry Scoreboard 2009, OECD Publishing. doi:
10.1787/sti_scoreboard-2009-en.

OECD, Tax Incentives For Research and Development: Trends and Issues;
http://www.oecd.org/datacecd/12/27/2498389.pdf.

Treasury Dept., Investing in U.S. Competitiveness: The Benefits of Enhancing the Research and
Experimentation (R&E) Tax Credit, 3/25/11, page 2; hitp://www.treasury.gov/resource-
center/tax-policy/Documents/Research%20and%20Experimentation%20report%20F INAL.PDF.

Treasury Dept., Report to the Congress on Depreciation Recovery Periods and Methods (7-2000);
hitp://www.treasury.gov/resource-center/tax-policy/ Documents/depreci8.pdf.




54

Senate Finance Committee Hearing
“Tax Reform Options: Incentives for Innovation”
September 20, 2011

Responses to Questions for the Record From Ms. Annette Nellen

Questions from Chairman Baucus

1.

What types of companies (in terms of industries and/or size) do we need to target the
credit towards, if any? How else could we change the credit so that it is more effective at
stimulating growth and job creation?

Response: Companies know if they are engaged in R&D. Also, when R&D is of a
sufficient amount relative to other expenses, companies need to show the R&D expenses
as a separate line item on their income statement. So, I don’t believe any additional effort
at “marketing” the credit is needed. What would be of greatest benefit to making the
credit more effective would be to make it a permanent credit so that companies can factor
it into R&D financing and timing decisions. Keeping the requirement that only research
performed in the US qualifies will help the economy.

Many different types of government incentives and subsidies were brought up over the
course of our hearing. If we had to pick one of either a grant program, loan supports, or
tax incentives, which is preferable and why? Ms. Nellen mentioned the Section 1603
grant-in-lieu-of-credit for energy projects as a possible model for improving the incentive
of the tax credit. If we pursued that route, is there any justification for using the tax code
rather than just a grant program, to administer incentives for R&D? Is the tax code a good
way to identify, evaluate and reward R&D activities?

Response: I mentioned the Section 1603 grant approach as possibly an approach that
would be more beneficial to start-up companies that need dollars for R&D, but likely do
not have any tax liability to obtain immediate benefit of the credit. An alternative would
be to make all or a percentage of the credit refundable for a company below a specified
age and size, with the balance carried forward.

The tax credit model is sufficient to reward R&D. A grant approach, though, can enable
taxpayers to obtain the funds earlier than possible with a tax credit. Another advantage of
a grant approach would be if there was a desire to place a maximum, aggregate limit on
how much credit/grant could be obtained each year. Companies would have to apply for
the grant and the amount awarded would be capped. This would have to be weighed
against the possible negative effects if companies who do not get the grant dollars, for
whatever reason, move their R&D to a jurisdiction that will provide support.

. You suggest one improvement that could be made is for the IRS to work with taxpayer

representatives to develop standards for the substantiation of qualified research
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expenditures that are built on taxpayer’s normal accounting approaches. How would this
work? What would this proposal entail?

Response: This suggestion was made by the GAO and a model exists within the IRS from
prior projects. The GAO suggestion is from GAO, Tax Policy: The Research Tax
Credit’s Design and Administration Can Be Improved, GAO-10-136, 11/6/09, page 40;
http://www.gao.gov/products/GAQ-10-136.

There are examples of the IRS working with taxpayer groups, such as Tax Executives
Institute, Inc. (TEI) to develop procedures, such as was done for a Joint Audit Planning
Process in 2003 (http://www.irs.gov/pub/irs-utl/09-17-03_joint_audit_planning
process_with_cover.pdf) and the Quality Examination Process in 2010
(http://www.tei.org/news/TEINewsFeed/Lists/Posts/Post.aspx?ID=51 and
hitp://www.irs.gov/businesses/article/0,,id=224139.00.html). The IRS could meet with
industry and practitioner groups, such as TEI, AICPA, ABA, NAM and others to derive
an audit approach that would be more efficient for both taxpayers and the IRS.

Questions from Senator Hatch

4. How should the law draw a bright-line for what is qualified research, and what is not?
Apparently much of the administrative burden of the R&D credit is because of debate
back and forth as to whether a given activity qualifies for the R&D credit. How would
you solve that? And, possibly related to that, do any of you have any ideas on how the
IRS should write the regulations regarding Internal-Use Software? Iam assuming the
generation-long hold-up in issuing those regulations is the difficulty in drawing lines as
to which Internal-Use Software should qualify for the R&D credit, and which should not?

Response: There is a definition of R&E at Reg. 1.174-2. Arguably, this definition should
be sufficient for research credit purposes and would reduce some confusion with the
credit. The amount of R&D expenditures that qualify for the credit are already reduced in
that only wages, supplies and 65% of contract research expenses qualify.

The exclusion of internal-use software is outdated and should be revisited. When that
prohibition was added in the mid-1980s, we did not have Internet activities and web-
based businesses where software although not sold to customers, is not really internal use
in that it is a key part of what generates gross receipts for the company. A reconsideration
of the exclusion should include whether the requirement that the activity meet the R&E
definition of Reg. 1.174-2 is sufficient to identify software for which a credit should be
available.

5. You and Mr. Rashkin both suggested that the R&D credit perhaps should be refundable.
However, doesn’t a requirement of taxable income have the advantage of requiring the
claimant have some minimal level of business success?
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If even those without any tax liability, or without any profits, or without any income
could claim a credit, wouldn’t there be a lot more charlatans claiming the credit? Isn’t
having taxable income as some sort of minimal threshold likely to weed out a lot of
charlatans?

Also, how would the IRS handle the volume of R&D credit claims it would have to audit
if the Credit became refundable?

Response: Refundability is justified in that the credit exists to encourage companies to
take greater risks and increase research activities. A concern though with refundability is
that a company may incur losses rather than cut off an unproductive research project, due
to aid in the form of a refundable credit. To address this concern, the credit could be
made refundable for only the first 5 years that an entity exists, with limits to prevent
formation of related entities to try to continue access to a refundable credit.

Because the credit is intended to encourage R&D rather than to reward R&D that would
have occurred without the credit, the refundable credit could be available only when
claimed on a timely filed (with extension) tax return, rather than on an amended return.
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Tax Reform Options: Incentives for innovation

The International Experience with R&D Tax Incentives

The policy rationale for public support for R&D

Innovation is well known to be an important driver of economic growth and investments in R&D
are among the factors that drive innovation. Many governments encourage business investment
in R&D, often with the aim of correcting or alleviating two main market failures:

¥ e ap 18 . Returns on
mvestments in R&D are dlfﬁcult to appropnate by firms as some of the resultmg knowledge
will leak out or “spill over” to other firms, to the benefit of society. This leads firms to
‘underinvest’ in innovation. Policy instruments such as intellectual property rights, grants,
and R&D tax incentives can help address this problem.

e Difficulties in ¢ frms. Innovation
is a highly uncertain acmnty w:th large differences in the mformauon available to inventors
compared to investors. This may imply that external capital for innovation will only be
available at a high cost.

In recent years, several governments have also started to use innovation policies to attract R&D
activities of multinational corporations. The reason is that in a context of growing internationali-
zation of R&D activities, government support might make a country a relatively more attractive
location for R&D investments than its competitors. However, the available evidence suggests that
government support is often only of minor importance for the decisions of multinationals to locate
their R&D facilities in a particular country; other factors such as access to markets and to a
country's knowledge base, or the availability of researchers tend to be more important.

Tax incentives for R&D are often considered to have some advantages over direct support for R&D,
including procurement of R&D or grants. They are a market based tool that aims at reducing the
marginal cost to firms of R&D activities, leaving firms to decide on which R&D projects to fund.
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Tax incentives for R&D are expected to lead to an increase in private investment in R&D, which in
turn should lead to an increase in innovation outcomes and ultimately to an increase in long run
growth. The policy might also have indirect effects, e.g on raising the wage level of researchers as
more R&D increases demand for their skills, on the (re)location of R&D activities and on R&D start-
up decisions.

Tax incentives, as other forms of direct funding, entail potential deadweight losses, since they might
support R&D activities that would have taken place even in the absence of support. The design of the
support schemes should therefore aim at minimizing these deadweight losses (OECD, 2006a).

This testimony will first look at the use of tax incentives for R&D investment in the OECD area and
a few emerging economies and then examine the international evidence on the impacts of R&D tax
incentives,

Use of R&D tax incentives across countries

R&D tax incentives are now widely used in OECD and non-OECD countries. Today, 26 out of the
34 OECD member countries offer R&D tax incentives to business. Amongst non-OECD countries,
Brazil, China, India, the Russian Federation, Singapore and South Africa also provide tax incentives for
R&D.

In Finland, Switzerland and Germany, all countries that currently do not provide tax incentives for
R&D, there has been some debate about their future introduction. On the other hand, New Zealand
and Mexico have withdrawn their R&D tax incentives schemes.

The existing R&D tax incentives schemes differ significantly across countries in terms. of their
generosity; their design and how they explicitly target different firms or specific areas.

Tax incentives for R&D include expenditure-based tax incentives - most importantly R&D tax
credits, R&D tax allowances and payroll withholding tax credit for R&D wages -~ and income-based
tax  incentives - most importantly regimes that tax royalty income and other income from
knowledge capital at a preferential rate.

Most OECD and emerging economies apply a system where an R&D tax credit is provided on the
volume of R&D expenditure undertaken (eg Canada, Japan, United Kingdom, France, Norway,
Brazil, China and India) while others target R&D tax credits to incremental R&D expenditure
(Ze. expenditure in excess of some baseline amount). R&D tax allowances are available in Denmark,
Czech Republic, Austria, Hungary, and the United Kingdom. Payroll withholding tax credit for R&D
wages, which are deduction from payroll taxes and social security contributions, are also being
used in Belgium, Hungary, the Netherlands and Spain.

Some countries target firms that conduct basic research; and many provide more generous
incentives for small and medium-sized enterprises (SMEs). Some countries also differentiate
according to the age of a firm. France, for example, has a scheme for young companies, while
others encourage industry-science collaboration. The US recently introduced a more generous
credit for R&D in energy. Finally, some countries have regimes that tax royalty income and other
income from knowledge capital at a preferential rate (e.g partial inclusion or reduced statutory tax
rate) such as the patent/innovation box regimes in the Netherlands and Belgium, or a preferential
regime for profits arising from patents, which was recently announced in the United Kingdom.
Some of these differences are illustrated in Table 1 and discussed in Appendix 1. Appendix 2
reports details on the design of R&D tax incentives in the G7 countries and in other selected OECD
countries in 2009.
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Table 1. Details of differences in R&D tax incentives schemes across selected OECD countries,

2009
Volume base R&D fax credit Australia, Canada, France, Norway, Brazil, China, India
De;igg ?::he Incremental R&D tax credif United States
a:g;:::‘\ga Zﬁ?éﬁ:ggfg e(z!flf volume and an Japan, Korea, Portugal, Spain
R&D tax allowance Denmark, Czech Republic, Austria, Hungary, UK
Payroll withholding tax credit for R&D wages Belgium, Hungary, Netherlands, Spain

Canada, Australia, Japan, United Kingdom, Hungary,

More generous R&D tax incentives for SMEs Korea, Norway

Special for energy United States
Special for collaboration ftaly, Hungary, Japan, Norway
Targeting
Special for new claimants France
Special for young firms and start-ups | France, Netherlands, Korea
Ceilings on amounts that can be claimed ftaly, Japan, United States, Austria, Netherlands
Income based R&D tax incentives . | Belgium, Netherlands, Spain

Estonia, Finland, Germany, Luxembourg, Mexico, New

No R&D tax incentives Zealand, Sweden, Switzerfand

Note: R&D tax allowances are tax concessions up to a certain percentage of the R&D expenditure and can be used
to offset taxable income; R&D tax credits reduce the actual amount of tax that must be paid.

Souree: OECD (2010a).

Support for business R&D through the tax system is typically part of a broader set of policies to
support investment in R&D, which also includes direct support, such as grants, loans or
procurement contracts. Estimates of the costs of tax incentives and direct support for business R&D
relative to GDP, based on an OECD survey, are shown in Figure 1. Significant cross-country
differences exist in the policy mix: some OECD countries do not offer R&D tax incentives at all
(e.g Estonia, Finland, Germany, Luxembourg, Mexico, New Zealand, Sweden and Switzerland),
others like the United States and Spain rely more on direct support and a final group of countries
that includes Canada and Japan mainly relies on R&D tax incentives to support R&D investment.
Some countries offer R&D tax incentives, but an estimate of their costs is not available (China,
Greece, Iceland, Israel, Italy, the Slovak Republic and the Russian Federation).
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Figure 1. Direct government funding of business R&D (BERD) and tax incentives for R&D, 2009
As a percentage of GDP
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Statistical data for Israel: The statistical data for Israel are supplied by and under the responsibility of the relevant
Israeli authorities. The use of such data by the OECD is without prejudice to the status of the Golan Heights, East
Jerusalem and Israeli settlements in the West Bank under the terms of international law.

Soirce: OECD (2011), OECD Science, Technology and Industty Scoreboard 2011, based on OECD R&D tax incentives
questionnaires, January 2010 and June 201%; and OECD, Main Science and Technology Indicators Database, june
2011

The overall costs associated with the R&D tax incentives schemes depend both on the uptake of the
scheme by firms and on the design of the tax incentives in a country. Significant differences exist in
the generosity of R&D tax incentives across countries and within countries between small and large
firms (Table 1 and Figure 2). Notable changes have occurred over the past few years (Figure 3).

The general trend among OECD countries has been to adjust their R&D tax incentives to make them
more generous and simpler to use. The increasing generosity of the scheme is outlined in Figure 3
with the majority of countries offering a higher tax subsidy in 2008 relative to the one offered in
1999 both for large and small firms. Exceptions are Denmark, Mexico and Italy. In order to compare
the generosity of tax incentives in a country, Figure 2 and Figure 3 compare “tax subsidy rates”
across countries; this rate estimates the tax subsidy (if positive) or tax burden (if negative) on an
additional dollar of R&D.



61

Figure 2. Tax treatment of R&D: Tax subsidy rate for USD 1 of R&D, large firms and SMEs, 2008

% Large firms BESMEs

as

o4

03

02

a1

0.0

0.1

¢ F P PP ECF P F LTS FELFF LSS

$ 5 SRV A e F & F & F

& & & éocxx & ¥ oeé(é Yg‘? ¥ e R &e‘\é\ Q,b%\ & F ¥ /\,?5»
& ¥ &

Note: The tax subsidy rate is calculated as 1 minus the B-index. The B-index measures the before-tax income needed
to break even on one dollar of R&D outlays and is calculated for representative small and large corporations in a countty.

The tax subsidy rate is reported for a profitable firm able to claim tax credits/allowances. The subsidy rate calculations
only include expenditure-based tax incentives and does not account for income-based tax incentives.

Source and further detail: OECD Science, Technology and Industry Scoreboard 2009.

Figure 3. Tax treatment of R&D: Change in the tax subsidy rate for USD 1 of R&D between
1999 and 2008
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Note: see notes to Figure 2.
Source and further detail: OFCD Science, Technology and Industry Scoreboard 2009.
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The general trend has been to increase the availability, simplicity of use and generosity of R&D tax
incentives. France {in 2008) and Australia {in 2010) replaced their relatively complex hybrid volume
and incremental-based schemes with simpler and more generous volume-based schemes.

Belgium, Ireland, Korea, Norway, Portugal and the United Kingdom have increased their tax credit
rates or the ceilings of eligible R&D in recent years. Canada introduced new administrative rules to
facilitate access to its R&D tax credit program, improve consistency and predictability, and enhance
the quality of the claims process. China extended its R&D tax credit to all firms working in key
areas of technology (biotech, ICT, and other high tech fields) even if these firms are located outside
the specially designated “new technology zones”.

Contrary to this trend, Mexico and New Zealand have recently repealed their R&D tax incentives.
Mexico converted its R&D tax credit to direct assistance in 2009. New Zealand had introduced an
R&D tax credit in 2008 but has since repealed it taking effect from the 2009-10 fiscal year.

Recently, R&D tax incentives have also been used to help firms cope with the financial crisis,
although usually on a temporary basis. Japan and the Netherlands, for example, temporarily
increased the ceilings of eligible R&D. Japan also allowed a longer carry-forward of unused R&D
credits, recognizing that several firms would not be in position to claim the totality of their R&D tax
credit because of their likely fall in profits following the economic downtum. In 2009, France offered
to refund all pending claims from the previous years. Before 2009, firms would have had to wait up
to three years before getting the refund of their unused credit. Following the introduction of this
scheme in 2009, firms were able to get a refund from their unused credits earned over the last three
years. This measure is expected to have increased forgone tax revenue to USD 6 billion in 2009
(0.29% of GDP).

Effectiveness of R&D tax incendives

The effectiveness of R&D tax incentives is typically not only evaluated on how much R&D
investment is spurred by the R&D tax incentive, but also on whether this increased expenditure
translates into an increase in innovation output and to a long-run increase in economic growth and
productivity. More generally, R&D tax incentives are expected to contribute to higher welfare in a
country.

Evaluations of R&D tax incentives also often seek to understand the channels underlying a possible
increase in the amount of R&D caused by the policy. For example, by how much do R&D tax
incentives increase investment for firms that are already investing in R&D; how many firms that
were not yet investing in R&D are induced to invest in R&D due to the tax incentives; and how does
the presence of R&D tax incentives across countries affect the decision of firms to locate their R&D
investment in different tax jurisdictions (e.g countries, but also US federal states).

tax incentives on R&D iny

The effectiveness of R&D tax incentives on increasing R&D investment can be evaluated by
estimating the private “R&D price elasticity”, which measures the percentage change in R&D
investment resulting from tax relief for every percentage change in its after-tax price (also called
the user cost of R&D), or the incrementality ratio, which measures the change in R&D investment
per dollar of foregone tax revenue that is spent on R&D fiscal incentives.

Evidence from econometric estimates suggest that the responsiveness of investment in R&D to its
price (measured as the R&D price elasticity) is greater inthe long run than in the short run (Hall and
van Reenen, 2000; Parsons and Phillips, 2007; Lokshin and Mohnen, 2009; lentile and Mairesse, 2009
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and references therein). This is likely due to the adjustment costs that firms have to incur when
increasing their investment in R&D (e.g: the hiring of scientists and engineers).!

Evidence also suggests a different impact on small relative to large firms. Smaller firms seem to be
more responsive to R&D tax incentives (e.g Lokshin and Mohnen, 2007; Heegeland and Moen, 2007
and Baghana and Mohnen, 2009). This is consistent with small firms being more credit constrained
than large firms, since they are less likely to have collateral.

The evidence also suggests that the incrementality ratio is affected by policy design with estimates
for incremental R&D tax credits generally above 1, and below 1 for volume-based R&D tax credits
(Parsons and Phillips, 2007 and; Lokshin and Mohnen, 2009).

The incremental credit is meant to target tax relief to R&D expenditure that would not have
occurred in the absence of the credit. In tax planning, to maximize the amount of tax relief,
incremental credits may have the unintended effect of distorting the timing of R&D expenditure
(Hollander, Haurie and L'ecuyer, 1987 and Lemaire, 1996).

On'the other hand, volume tax credits do not provide additional incentives to increase R&D
investment from previous years since, conditional on their current level of R&D, firms will receive a
tax credit regardless of their past investment.

An incremental scheme supports more firms with high R&D growth relative to a volume-based
scheme which supports equally all R&D performing firms. A combination of volume and incremental
tax incentives (hybrid schemes) maintains the level of R&D investment, and simultaneously
rewards high growth in R&D investment (Criscuolo et al, 2009).

The stability of the R&D tax incentive over time may also play a role: expectations that R&D
incentives are permanent, proxied by their stability over time, seem to strengthen the impact of the
policy on R&D investment (Guellec and van Pottelsberghe de la Potterie, 2003).

R&D tax incentives may also affect the overall level of R&D investment in a country by encouraging
R&D by firms that have not previously invested in R&D. As noted above, R&D tax incentives
schemes can provide special provisions for new claimants (e.g. France) or start-ups (eg France,
Netherlands and Korea). At the same time, fiscal incentives might not be sufficient to spur a firm’s
decision to invest in R&D. However, the scarce empirical evidence on this issue suggests that the
presence of an R&D tax incentive is associated with a higher probability of firms becoming R&D
performers (Corchuelo, 2009 and Heegeland and Moen, 2007).

Evaluations of the impacts of R&D tax incentives on R&D expenditure are faced with several
difficulties.?

1. Using estimates across a broad range of studies between 1990-2006 in the US, Canada and other OECD
countries Parsons and Phillips (2007) find an estimated median long-run elasticity of -1.09: a 10% reduction in
the price of R&D would lead to a 10.9% increase in the long run. OECD work (2005} shows that a 1 standard
deviation rise in the ratio to GDP of public subsidies for private R&D {worth 0.04 percentage points of GDP in
the average country) is estimated to raise business R&D by %%. A 1 standard deviation increase in the
generosity of the tax system for R&D (measured by the ‘B-index’, where [1 - B-index] is the tax subsidy per
unit of R&D) is estimated to raise business R&D by 1%%. The direct budgetary cost would be around 0.055
percentage points of GDP in the average country.

2. These include difficulties in measuring effective tax rates on R&D, data availability, and estimation problems
(including endogeneity, time lags, as well as indirect effects on firms that did not receive the fiscal
incentives).
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Evidence on innovation cutput

R&D tax incentives are expected to lead not only to higher R&D expenditure but also to higher
innovative outcomes, proxied by more product and process innovations, higher sales from innovative
products or more patents, and increased productivity in the long run. However, a measured increase
in R&D expenditure might not necessarily translate into an increase in innovation output and
therefore might not lead to a long-run increase in productivity growth. Mitigating factors include:

s Firms might “relabel” their outlays: following the introduction of a tax incentive firms
might relabel some of their existing non R&D activities as R&D investment. This would
lead to a spurious increase in measured R&D. The available evidence suggests that the
incidence of this factor is relatively small, particularly in the long term (see for example
Hall, 1995 for the US, and Mansfield, 1986 for Canada, the US and Sweden).

« The introduction of an R&D tax incentive would likely cause an increase in the wages of
scientists and engineers, due to the inelastic supply of such workers, at least in the short
run. Part of the potential benefits of the R&D tax incentives are therefore “eroded” by an
increase in the cost of R&D, rather than inducing only an increase in the volume R&D
performed.

+ Finally, projects financed through R&D tax incentives might be those with the lowest
marginal productivity. If there are decreasing marginal returns to R&D, the additional R&D
induced by an R&D tax incentive might be less productive.

Thus far, the evidence on the impact of R&D tax incentives on innovation output remains scattered.

Evaluation of these impacts are difficult both because of imperfect measure of innovation output -
e.g patents and available measures of product and process innovations - and the variable time lags
between R&D investments in varous types of R&D (research versus development, projects,
technology areas, etc.) and the resulting innovation output.

The available evidence suggests a positive effect of R&D tax incentives on innovative sales or the
number of new products {eg Czamnitzki, Hanel and Rosa, 2005; de Jong and Verhoeven, 2007).
However, innovations brought about by R&D tax incentives schemes might not have the same
features as innovations funded privately by the firm or by government grants.

For example, the Norwegian R&D tax incentive scheme has been found to increase innovation
outcomes (both product and process innovations) that are new to the firm but not innovations that
are new to the market or innovations that are patented. This outcome may also be linked to
particular features of the Norwegian scheme, however, e.g. most subsidized firms are SMEs, and the
scheme includes a cap on the total level of support available. Both of these features might hamper
the. effectiveness of the policy in stimulating innovations with high social retumns (Cappelen,
Raknerud and Rybalka, 2008).

The assessment of the impact of R&D tax incentives on innovation outcomes is difficult. In
particular, the benefits of the incentives might spillovers to firms that did not directly receive the
incentives, including those that are not located within the boundary of a country, especially if these
firms are linked to recipients on the value chains (as suppliers or customers), or within larger
(multinational) groups or even because they are competitors, Therefore the benefits of R&D tax
incentives might not be limited to the host country where R&D is carried out, but also in foreign
countries where knowledge capital is employed. This cross-border aspect makes it difficult to
assess innovation outcomes.
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Pvidence on the impact on productivity growth

Ultimately, tax incentives should also lead to higher productivity growth and increased welfare.

The evidence on the effectiveness of R&D tax incentives on productivity growth is scarce, but points
to a positive correlation between R&D tax incentives and productivity (Brouwer er al, 2005 and
Lokshin and Mohnen, 2007},

Estimates of the effectiveness of R&D fiscal incentives on welfare require a full cost-benefit analysis.
This must take into account the full direct and indirect effects of the policy, the implementation and
compliance costs, and the impact of distortionary taxes needed to finance the incentives.

Although some studies have attempted to provide such estimates (Parsons and Phillips, 2007 and
Lokshin and Mohnen, 2009), they depend heavily on the assumptions made. Keeping this caveat in
mind, available cost-benefit analysis (Russo, 2004) and simulations suggest a positive net welfare
gain from R&D tax incentives.

Evidence

Fiscal incentives for R&D aim at increasing the volume of R&D investment. However, part of these
incentives might lead to an increase in the wages of - or the cost to firms of hiring - R&D scientists
and engineers. This might be due to inelastic supply of scientists or search costs for scientists and
engineers, between firms and R&D workers and incentive schemes for R&D workers (Goolsbee,
1999). Studies that have looked at this issue remain scarce and are strongly constrained by the
availability of suitable data. The available studies tend to find that the increase in R&D wages does
not correspond to a change in quality of researchers (e.g. more experienced scientists; or a change
in the mix of scientists towards the higher skilled), which would imply an improvement in the
quality of the inputs into the innovation process (see for example Heegeland and Moen, 2007 and
Lokshin and Mohnen, 2008).

wn tha effect on
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Governments face the question of which policy tools are best suited to incentivize innovation. R&D
tax incentives are non-discretionary, and available to all (potential) R&D performers and therefore
are industry, region and firm neutral, even if, as shown in Table 1, some countries provide
preferential treatment to specific groups of firms or types of R&D investments.

Grants, on the other hand, can be directed to specific projects and missions that the government
considers to have high social returns, e.g in areas such as defence, health or energy.

The nature of the R&D projects funded through grants and those funded by R&D tax incentives is
also likely to differ (David at al., 2000). Firms are likely to use R&D tax incentives to fund projects
with expected (after-tax) positive private rate of return, not necessarily those that have the highest
social returns but that are not funded by firms because they have low private returns. Thus, R&D
tax incentives might not be the most efficient tool to address private R&D investment decisions
that ignore knowledge spillovers. Direct R&D grants might be better suited to bridge the spillover
gap between the private and social returns to innovation, since they target projects with the highest
expected social returns. However, grants are subject to the discretion of government agencies that
award such grants, not to the firms that undertake the R&D.
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A study for Norway ({Heegeland and Moen, 2007) provides a ranking of different policy tools
according to their impact on R&D investment and the private returns to R&D. The study found that
the policy with the largest impact on R&D investment were R&D tax incentives, followed by grants
from Norway’s research council, government agercies and the European Union. It also found that
the returns to R&D projects financed by a firm's own funds are on average higher than those of
projects financed by R&D tax incentives, which in turn are higher than those projects financed by
grants. However, the study did not provide a ranking of policy tools according to their social returns.
Furthermore, caution should be exercised in applying the results of Norway to other countries.

Evidence also suggests an additional effect of direct support relative to R&D tax incentives. For
small and young firms in particular, direct support might help to certify the “good quality” of firms
and projects, and reduce problems associated with information asymmetry (eg Lerner, 1999;
Blanes and Busom, 2004). This in turn would lower the cost of capital of firms receiving grants
when applying for external sources of financing. In addition, grants, loans and loan guarantees may
provide more assistance to young and small firms, relative to tax incentives if the latter do not
allow for carry-over provisions or cash refunds. Since young/small firms are typically in a loss
position in early years of an R&D project, they have no taxable income and thus no tax payable that
tax incentives can be deducted against.

R&D fiscal incentives and the location of innovative activilies

Multinational firms account for a substantial share of R&D expenditure: in small open economies,
such as Ireland, Israel, Belgium, Hungary, the Czech Republic and Austria, the R&D expenditure of
affiliates of foreign multinationals accounts for more than half of total business R&D expenditure of
all resident firms (Figure 4). National and local governments may use R&D tax incentives to attract
multinationals’ R&D investment. Some recent support programs explicitly include a focus on
increasing the “attractiveness” of a country as a host location for R&D (e.g. in France).

The effects of R&D tax incentives on the location choice of R&D investment by MNEs remains a
relatively unexplored issue.

Figure 4. R&D expenditures of foreign-controlled affiliates, 2008

as a percentage of business expenditure on R&D

Source: OFCD Science, Technology and Industry Scoreboard 2011, based on OECD, AFA, FATS and AMNE Databases,
May 2011
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Estimation of the impact of R&D tax incentives on the location of R&D investment are particularly
difficult due to the scarcity of relevant data and the complex interaction of tax regimes across and
within countries. A limited number of studies have analyzed this issue across countries (Hines,
1994; Hines and Jaffe, 2000; Bloom and Griffith, 2001 and Billings, 2003) or across states within
countries (Wilson, 2008).

The available evidence suggests that the volume of R&D conducted in one country responds to
changes in the cost of doing R&D in competitor countries (Bloom and Griffith, 2001). A similar
conclusion was reached in a study within the US of R&D tax {incentives) competition across states
(Wilson, 2008). This study found that the availability of R&D fiscal incentives in (neighbouring) US
states is associated with the relocation of firms conducting R&D towards states with more generous
R&D fiscal incentives, leading to an estimated net effect of these state-level incentives at the
national level that is near to zero. Analysis of data on the R&D activities of multinational enter-
prises (MNEs) suggests that the growth rate of R&D by affiliates of resident MNEs is higher in
countries providing R&D tax incentives than in those countries that do not offer such schemes
(Billings, 2003), again suggesting that the MNE’s decisions of conducting R&D in a particular country
is correlated with the availability of tax incentives in that country and other potential destination
countries.

However, evidence from surveys on multinational enterprises and econometric evidence suggest
that even if tax incentives might affect the location of MNEs R&D investment, there are other
factors that are more important. These factors include access to local science and technology,
proximity to university frontier research and centres of excellence, availability of a skilled
workforce, engineers and scientists, and strong intellectual property rights. These factors are
particularly important for MNEs laboratories aimed at doing basic research (the “R” in R&D) (e.g
Thursby and Thursby, 2006; Belderbos et al 2007; Alcacer and Chung, 2007; Branstetter et al, 2006).
Other factors, such as access to local markets and proximity to other corporate activities, such as
production sites, and proximity to local customers influence the location of R&D labs engaged in
development (the “D” in R&D) and in the transfer and commercialization of knowledge from the
MNE R&D centre to the host country lab (Defever, 2006 and von Zedwitz and Gassman, 2001).

Location-based incentives {including R&D tax incentives) seem to play some role especially in the
final stages of the decision making process, particularly when different countries are ‘bidding’ for
the same investment (OECD, 2011a) What typically happens is that MNEs first draw up a short list
of preferred sites on the basis of economic fundamentals, while in a later stage they consider
and/or actually seek for government support in the shortlisted locations. It is clear that when
having two or more relatively similar location alternatives (especially when such competition
occurs within a region), government iricentives can tilt the investment decision. At the same time,
the existence of such incentives, often provided in a selective and non-transparent way, creates
scope for rent-seeking behaviour.

Tax incentives as parf of a broader innovation strategy

While OECD work (Jaumotte and Pain, 2005a and 2005b) has found evidence that tax incentives are
effective in increasing R&D expenditures, tax incentives are typically part of a broader strategy to
foster innovation. Elements of such a strategy include a. strong business environment for
innovation and entrepreneurship, investment in education and research, a well-functioning system
of intellectual property rights, etc.
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Appendix 1. The design of {ax incentives

Most OECD countries provide fiscal incentives through tax credits or enhanced allowances. Tax credits
allow a direct deduction from the tax payable, while enhanced allowances provide an additional tax
deduction (above the normal deduction rate of 100% for wages, and standard depreciation for capital
costs) from corporate taxable income. The main difference between the two mechanisms is that the
former directly reduces the tax lability, while in the latter approach the reduction in tax lability
depends on corporate income tax rates, R&D tax incentives may apply to all qualified R&D expendi-
tures (volume-based credits) or only to the additional amount of R&D expenditure above a certain base
amount {(incremental credits).

Several issues have to be considered when designing R&D tax incentives. Firstly, the tax liability
position of targeted firms needs to be considered: at the extreme, firms that are not tax liable would
not benefit from tax allowances nor tax credits in the absence of carry forward/backward rules or
refundable credits. This would make unincorporated businesses undertaking R&D ineligible. Secondly,
the general fiscal environment affects the generosity of some fiscal measures - the effective value of
an R&D tax allowance is lower the lower the rate of corporate income tax - while the value of others,
such as R&D tax credits, are independent of the corporate income tax.

R&D tax credits and allowances are often targeted at corporations and are therefore deducted against
corporate income tax. Some countries do not provide refunds for credits that cannot be claimed where
the firm is in a loss making position {e.g as firms often are in their early stage). This is an important
distinction between tax credits/allowances and cash subsidies.
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In addition, target groups need to be selected, eligible expenses must be defined and a choice must be
made between a tax credit that applies to all R&D outlays (volume) or a credit based on additional
spending on R&D (incremental) (see Box 1).

The most common scheme used by countries is a volume-based tax incentive with current R&D
(e.g. United Kingdom (Figure Sa), Czech Republic, Norway, Denmark} or current and machinery and
equipment (M&E) R&D as eligible expenditures (e.g. Canada (Figure 5b), Australia, Austria, France and
Italy). These countries usually also provide more generous support to SMEs through higher tax exemp-
tion rates. Referring to the examples in Figure 5a and 5b, it can be calculated that a small British firm
would reduce its corporate tax Hability by 0.16 for each unit of eligible R&D, while in Canada, the tax
credit of 35% would reduce the corporate tax liability of a small firm by 0.35 for each unit of eligible
R&D {up to a limit of CAD 3 million), and 0.20 per unit thereafter.’

Other approaches also exist. For example, some countries consider only incremental current R&D as
eligible R&D for tax purposes {e.g. The United States and Ireland) or use a hybrid scheme considering
both volume and incremental R&D as eligible expenditures {(e.g Portugal (Figure 6a), Japan and Spain).
Alternatively, moving away from the schemes set out in Figure 5, some countries consider only R&D
personnel wages as eligible R&D and deductions would in such case apply to the “corporate wage and
social contribution” tax instead of the general corporate income tax (e.g Belgium and Netherlands, see
Figure 6b).

Figure 5. Examples of simple R&D tax incentive schemes by type of spending
Current R&D; capital R&D, i.e. machinery and equipment - M&E - and building

5.2 The United R&D 5.b Canada: R&D tax credit on current and MEE RED

Eligible
RED for Large firms: 20%
/ Large firms: 135% tax
Eligil {35% above tha normal .,
R;%bflz, deduction of 100%) purposes SMEs: 35% up to
tax CAD 3M; 20%
; afterward
urposes
pure | ™~ SMEs: 175%
(75% above the normal
deduction of 100%)

Figure 6. Example of main deviations from simple R&D tax incentive schemes
6.3 Portugah mixed volume and incremental R&D incentive 6.h The Netheriands: incentives on R&D wage only

R&D buiiding

‘ $2.5% tax 14% reduction in

Eligible credit on aif o withhold wage tax
R&D for r'dl current R&D Eligible / afte.rward {uptoa
tax ! R&D for ceiling of EUR 14M}
purposes | 1
H H tax .
H lus 50% tax d
5redit s purpases 42% reduction in

withhold wage tax for
the first EUR 0.22M of
RE&D wage bifl

increment R&D

3. For enhanced allowance, corporate income tax rate must be taken into account to estimate the tax liability
reduction, For a small UK firm with a corporate income tax rate of 21%: [175% -100% (normal deduction
rate)]'21% = 0.16 unit in reduction of income tax liability.
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Incremenial vs, level-based schem

¢ Incremental tax credits are more efficient for the government (they minimise the amount of
“subsidized” R&D that would have been undertaken even in the absence of support, ie. the
level of deadweight loss), however, they are also more complex to implement.

®  Volume-based schemes are more straightforward, less subject to fluctuations but costlier and
tend to finance larger firms.

s  Generally, most countries are moving to volume-based incentives.

Using a volume-based scheme has the advantage, for firms claiming incentives, of being simple and
generous. However, this approach might be costly as it also subsidises R&D expenditure that would
have been performed in the absence of R&D tax incentives.

The main advantage of using only incremental R&D as the eligible base is that it ensures that the cost
to the government is incurred only where there is an increase in R&D. As such, it minimises the amount
of . “subsidized” R&D that would have been undertaken even in the absence of support. However,
incremental-based schemes are more complex to design and to implement. Complex systems can
significantly increase the cost of applying the tax credit and even deter some firms from applying if
application costs are, or are perceived to be, higher than the uncertain benefits.

Tax credit for §

s A tax credit for R&D wages reduces the tax wedge, e g the difference between what it costs to
pay workers (wages, social security/withholding taxes) and wages of workers.

s It acts as a subsidy to early stage wage costs whereas tax credits for current and capital R&D
expenditures generally subsidise later-stage capital expenditures.

+ It may be easier to control and may be less influenced by company accounting than company
profits.

‘e It is relatively well suited for small firms that might not be in a profit making position and

therefore would not benefit from tax credits or allowances.

& It can help build/retain human talent.

A recent trend in OECD countries has been to target R&D tax incentives to offset employer social
security contributions and other taxes on labour income. The rationale is that by reducing social
charges, companies can reduce their monthly operating costs and therefore increase cash flow. This is
particularly important since wages typically make up a large part of total R&D costs, although this ratio
can vary depending on the nature of the R&D activity. Increasing cash flow is particularly important
for small, research-intensive firms with little revenue but high investment in intellectual and human
capital. Furthermore, by subsiding human capital, the incentives may contribute to retaining human
talent.

However, since the supply of scientists and engineers workers cannot increase quickly and therefore
cannot respond to an increase in demand in the short run (fe it is “inelastic”), an increase in R&D
investment due to the tax incentive would lead to higher wages for R&D workers (given the scarce supply
relative to demand), instead of a higher quantity of inventive activity. While this “wage effect” can also
arigse with the more traditional R&D tax scheme, the effect might be acerbated when the only R&D
eligible activity is R&D wages.

Finally, the choice between the level or incremental eligible expenditures can also apply to R&D
incentives applying to wage bills. Governments can choose between providing tax incentives for the
employment of all R&D workers or only for newly hired researchers’. The trade-off between simplifying
the scheme and minimizing the amount of “subsidized” R&D would still need to be taken into account.

4. This scheme, however, might have the unintended effect of giving firms the incentives of artificially
increasing churning amongst R&D staff where previously hired researchers are let go and either rehired, or
replaced with less experienced staff.
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The efficiency of a tax incentive program can also be affected by whether it is a temporary or a
permanent program, since the temporary nature of a scheme increases the uncertainty of the
incentives for firms. While the generosity of a tax incentive is believed to have an impact on the
amount and location of R&D performed, another important aspect in firms’ R&D decisions is for how
long the tax incentive will continue. Some projects might just be undertaken to benefit from tempo-
rary tax incentives, while other R&D projects might be delayed; advanced or performed abroad if the
planning horizon for those projects extends beyond the scheduled end of the tax incentive program.
However, not all R&D firms would be affected in the same way by a temporary program. Firms under-
taking R&D projects to be completed within a year (or a few years) would be less likely affected than
those with R&D projects covering several years (Guenther, 2008).

A fuller picture: mull ; sub-national tay nwentives, and |

incentives

In fact, some countries use several different schemes at the same time. For instance Belgium offers a tax
credit on R&D capital assets and fiscal incentives in the form of a reduction in taxes and social security
contributions for R&D employees. The Netherlands, in addition to providing fiscal incentives on labour
costs, also offers R&D tax allowances for self-employed workers spending at least 500 hours per year on
R&D.

In addition to national R&D tax incentives (provided by central governments), some sub-national govern-
ments also provide their own R&D tax incentives that are usually combined with the national ones. For
instance, in Canada, most provinces provide R&D tax credits for R&D performed in their provinces.
Likewise, in the United States, 40 states currently have some type of R&D tax incentive, up from 35
in 1996 {Miller and Richard, 2010).

The presence of sub-national R&D tax incentive programs increases the overall generosity of the tax
relief provided to firms. While these additional tax reliefs provided by sub-national governments dre
believed to increase R&D performed by local firms, the overall effect on national R&D investment is not
clear, in particular as increases in one region might coincide with decreases in neighbouring regions.

Some countries have also introduced fiscal measures to stimulate innovation more broadly by extending
the eligible base to expenses in advanced technology solutions (such as “green” technology in Belgium)
and to the acquisition of intangible assets such as patents, licences, know-how and design (e.g Spain,
Poland). China also applies lower income taxes to high-technology enterprises and software development
enterprises located in certain new technology zones. Finally, some countries also provide tax incentives on
the outcomes of innovative activities by reducing the tax burden on income generated from patents
(Belgium, Ireland) or income generated from all qualified R&D projects {the Netherlands).

More details on some of the characteristics of R&D tax incentive schemes in selected OECD countries
and in some non-0OECD countries are included in Appendix 2.
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. R&D tax incentives for G7 countries and other selected

countries, 2{209

R&D tax incentives for G7 countries and other selected countries, 2009

Countryl

GERMANY

ITALY:

RRD tax credit

of Tax | Forgone tax
MainTax Incentive Rates 1 Expense base [ Peducted rom/Ceiling | revenue
CANADA
SR&ED Tax Credit  {35% on volume for small Canadian-owned Current cast and machinery and | Tax payable (benefit is 2002: CAD 2.38
program} [firms for ficst $3M R&D and 20% aferward.  jequipment (M&E) taxable). Noceiingon  1{0.21% GDP)
20% for large firms. R&D eligible. 2008: CAD 3.2B
0.22% GDP)
Other characteristios of the main tax incentive: Cash refund for small Canadian-ownad firns. Camy-back {3 years) and camy-
forward {20 years) available for all firms. Complete write-off of all cument and capital {other than buildings) R&D expenditures.

waiting period) a5 a temporary.

Recent significant changes: in 2008: Tax ceiling to benefit the 35% rate has been increased from $2M to $3M; enlarged SMEs
deﬁnmon o claim tna 35% rate. Up to 10% of R&D caried out ou!sxde of Canada is now eligible for the credit.

jio.08% 0Py
2009: EUR 5.65
(0.28%G0P)

i The tax: cal ng 1o
sfead of 3 years

No R&D tax incentives at the méhenf EUR O

Recent significant chanes The new German Federai Govemmem has agreed 10 mtmduce R&D tax creda before 2012
SRR - 5

e s Recent s&gniﬁr:ant changes. ‘ﬁ\is scheme {1 % cneﬂm) m been &mplemenlec& 200
JAPAN
R&D fax credit 12% on volume for SMEs and 8-10% for targe {Current cost and M&E depreciation. | Tax payable. 2003: JPY 1058
program {frms ing of their R&D intensity) and; Maximum credit value of  [{0.02% GDP)
with temporary 30% of tax fability {20%  |2007: JPY
measures} on fevel plus 10% on 628.98 (0.12%
5% on incremental R&D (average R&D of the ' ) GDP}Y

previous 3 years as baseline)
Other characteristics of the main tax incentive: No refund but carry forward for 1 year available only i R&D expenditures are
higher than the prior year. 2009 to 2010: cany-forward avaitable untit 2011, Altemative incremental-based scheme available for

SMESs (20% credit applied on the difierence between R&D expenditures and one-tenth of the average sales from the last 3 years)

Recent significant changes: 2009 (and for FY 2009 and 2010} maximum credit value increased from 30% to 40% and camy-
Horward possible untit FY2012;

UNITED STATES

’}75% cn volume 1o SMEs and 130% fm‘ large uman( cost :

R&D tax credit -20% incremental credit for eligible curtent cost. Tax payable. (benefitis [2005: USD 5.1B
program) i above a base amount taxable). Ceiling of 50% }{0.17% GDP)
{regular research credit); or of R&D eligible ta the 2008 USD 7.18

- Different rates apply for the altemative
incremental research credit {AIRC) and the
alternative simplified credit (ASIC). {firm must:
choose between the 3 schemes)

regular research credit
rate of 20%. Maximum
cradit value of 25% of tax
liabiity.

(0.18% GDP)

Other f the main tax § Refund not avaliable but carry-forward for 20 years available for all firms. The
cajculated base amount (to estimate the amount of increment research expenses) is different for established firms and start-ups.

Introduced an Epergy tax credit {20% (wlume based) on 100% expenditures contracted out to public research organization and

some smal firms ). Complete wiite-off of all corrent expenditures.
Recent significant changes: 2009, increased the research credit for anergy research and alflowed to claim a refundable credit for
certain unused research credits in lieu of depreciation allowance for sligible qualified property




76

R&D tax incentives for G7 countries and other selected countries, 2009 (cont'd}

Country/ D of Tax incentive Forgone tax
MainTax incenfive Rates { Expense base | Deducted from/Ceiling revenue
AUSTRALIA
R&D Tax Credit 45% on volume for small firms and 40% for ~ [Cument and machinery and equipment [Tax payable. 2004; AUL) 4850
{2010) {program to  [other firms. (MEE) No ceiling but firms must  [(0.04% GDP)
be reviewed in 2014} spend at least AUDROK to |2008: AUD 820M
be eligible for the credit.  |(0.07% GDP)
2010: na.
Other characteristics of the main tax incentive: Small firms (aggregate tumover of less than AUD 20M) can claim refund instead
of carry-forward, No ceiling on R&D expenditure amount refunded. Cary-over available for alt frms. Complete write-off of alf curent
expenditures.
Recant significant changes: 2010: Australia moved from a mixed "wiume and | based" R&D tax scheme

125% on level + 175% on increment) to a simpler wlume-based tax credit (described above); Enlarged smafl firm definition (from
less than AUD M of tumover to less than AUD ZUM) and removal of the cemng {AUD ZM of R&D) ehgble for refundabie cred»t

Al R&D as mmd by Frascau

mteresimg than the | R&D si!owahce.

BELGIUM

Payroll withholding  {75% reduction of RAD wage bill, Research wages and social Reduction of withholding  j2004; EUR 307M
tax credit for R&D contributions {includes in-house tax on wages. (0. 11% GOP)
wages and those ~out!Ne celling on eligible R&D {2008: EUR 460M
from universities or some public wage bill. (0.14% GDF)
resgarch organizations}
R&D tax allowance rate at 114.5% or conversely a tax |Capital assets {could also include [Tax income (R&D
credit/aliowance credit of 5%. At a corporate tax rate of 33.99, |green technology {broader than FM aftowance) or Tax payable
both schemes are cost-equivalent for the R&DY} {tax cradit)
government.
Dedustion for patent [80% i the effective i patent income {licences, Taxabla income
income (broader tax rare {0 6.8% level) royalties as well as patent
than R&D incentives) remuneration embedded in the sales
prices of goods and serdces)

Other characteristics of the main tax incentive: The payroll withhodiing tax credit works like refund (through wage tax system),
while unused credit (fom the tax credit scheme) can be refunded after § years. Complete write-off of all cument expenditures.
[Recent signi paytoll wi ing tax credit rate (from 85% to 75% in 2009) and alfiowance rate (romy
114.5.10 115.5% in 2010). 2009; Simplified the scheme by applying a singte rate (75%) for all category of researchers (in-house
researchers; those affiliated to eligibles universities or public research organisations; and those affiliated to young innovative
companies (smali firms with at Igast 15% of R&D intensity)). 2007 introduction of the patent income deduction scheme.

CZECH REPUBLIC
R&D tax allowance  {200% on wiume current cost, Taxable income. 2005: CZK 861M
No cailing on R&D sligible.1{0.03% GDP)
2007: CZK 1.12B
{0.03% GDP)
Other istics of the main tax incantive: Refund not available but carry-forward for 3 years avaflable for ali

firms. Complete write-off of currant expenditures available,

change in the iast years.

Recent significant changes: No s

doriationis given to-Ron-or profit R&D organations:
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R&D tax incentives for G7 countries and other selected countries, 2009 (cont'd}

Country/ Description of Tax Incentive Forgone tax
MainTax Incentive Rates Expense base Deducted from/Ceiling revenue
HUNGARY
R&D tax crediton  |Difierent rates by regions (25-50%) + size  |All R&D as covered by Frascati Tax payable. 2004 EUR 198
targe projects {over  |(additional 10-20%) {cuments + MAE + Capital) Maximum credit value of  [(0.09% GDF)
HUF 100M) 80% of tax liabifity {all 2008: EUR 248
R&D wage tax credit [15% for small firms, 10% otherwise. wage and ibutions of R&D ives taken into (D.09% GDP}
and software developers account).
R&D alfowance 360% if joint project with university or public jcurment costs (with a ceiling of HUF
research organisation GOM)
Qther characteristics of the main tax incentive: Refund not awilable but cary-forward up to 5 years. In addition to the above
tax incentives, Hungary also provides a accelerated depreciation for R&D capital (50%) and allows 2 R&D reserw (50% of pre-tax
profit retained and if the amount is used for R&D purpose in the next 8 years, the amount is 1ax exempled).

ﬁ{ecent signiﬁcam chan s 2008: fimit of the R&D resere increased from 25% to SD%

shorter penod to claien: the cradit for R&D byl ng

Vesr ihe sxpenditires i is. inciirsd (m%;}

KOREA
R&HRD tax credit 25% wlume-based tax credit for small firms;  [curent costs Tax payable. 2008 KRW
{permanent program {3% t0 8% for large firm (depending of irm No ceiling on efigible R&D.{ 19118 (0.18%
since 2009} R&D intensity) GDP)
oF
50% on incremantal R&D for small firs {with
average R&D expenditures of the previous 4
years.as baseline), 40% for large finns.
Facilities R&HRD tax {10% on wolume MEE Tax payable.
cradit No ceiling on eligible R&D.
{temporary pgm.}

Other characteristics of the main tax incentive: No refund awailable but cary-forward available (M&E) up to 5 years, Korea also
provides tax incentive for foreign R&D through on {100%) of wage tax for the first § years (o be
halidated by Korea). Complete write-off of all current expenditures.

Recent significant changes: in 2008, increased credit rates {rom 15% to 25% for small firms on current cost and from 7% to 10%
for all firms on M&E): in 2010, new R&D {ax | ives are for pi strategic growth i ies (30% for small

NEI"HERLANDS

Paymil Mlhboldmg
ax cradit for R&ﬁ

méa§urés}

Dox (broade han &
R&D cemwss) :

i mc!ude ﬁavsiep 5

firms, 20% for other ﬁrms) and ongmax sourcing-technology R&D {35% for small firms, 25% for ather ﬁrms}
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R&D tax incentives for G7 countries and other selected countries, 2009 (cont'd)

Country/ i iption of Tax incentive Forgone tax
MainTax incentive Rates Expense base Deducted from/Ceiling revenue

R&D Tax credit 18% on volume for small firms and current costs Tax payable. 2003: NOK 1.38
{permanent program) |20% of for other firms. Ceiling of NOK 5.5M for in-{0.08% GDP)
house R&D and NOK 2008: NOK 18
5.5M for contracted-out  [{0.07% GDP)
R&D to efigible public
research organizations.

Other characteristics of the main fax incentive: Refund available for ali fimns within the year the expenses are incurred, Note
that project must be pre-approved by the government agency. Complete write-off of all current expenditures.

Recent significant changes: in 2009, ceilings were increased (from total NOK 8M (NOK 4M for both in-house and contracted
R&D) to NOK 11M).

S LSMUEUR LMY
PORTUGAL
R&D tax credit 32.5% wilume-based tax credit and curent cost Tax payable. 2008 EUR 81M
{temporary program} [50% on incremental R&D {with average R&D Ceiling of EUR 1.5M for  |{0.05% GDP)
expenditures of the previous 2 years as incremental R&D, and 2009: EUR 142m
baseline} max total credit at 35% of |{0.09% GDP)
tax fability.

Other characteristics of the main tax incentive: Refurd not available but camy-forward up to 15 years, Complete write-off of all
cuvent expenditures.

{Recent significant changes: The former R&D tax incentive scheme establishment in 1997 was suspended in 2004 and 2005,
restaured in 2006 (under severe budget countraints) and reinforced in 2009, 2008 increased rate (from 20% to 32%) and ceiling for
eligible incremental R&D {from EUR 0.75M to EUR 1.5M)

‘c‘un‘ent‘cést‘s e
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40%: fsduchm of socisl ot
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Source: QECD NESTI R&D questionnaire, January 2010, OECD {2010a); Warda (2009); and national sources.
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Senate Finance Committee Hearing
“Tax Reform Options: Incentives for Innovation”
September 20, 2011

Responses from OECD to Written Questions

Questions from Chairman Baucus

1. What types of companies (in terms of industries and/or size) do we need to target the credit
towards, if any? How else could we change the credit so that it is more effective at
stimulating growth and job creation?

Response: Government support, such as the R&D tax credit, should generally be targeted on
areas where there public benefits (spill-overs) from such support are the largest. This is why
some OECD countries target basic research, which tends to have larger spill-over effects than
applied research, However, the short-term effects of support for basic R&D are typically quite
small, considering the long lags involved. Moreover, such research is typically primarily
undertaken in large firms. Consideration could also be given to providing more generous
incentives for small & medium-sized enterprises, as is the case in several OECD countries, as
these firms are typically more credit constrained than large firms, in particular in the current
economic context. The available evidence suggests that smaller firms seem to be more
responsive to R&D tax incentives than larger firms.

2. Many different types of government incentives and subsidies were brought up over the
course of our hearing. If we had to pick one of either a grant program, loan supports, or
tax incentives, which is preferable and why? Ms. Nellen mentioned the Section 1603 grant-
in-lieu-of-credit for energy projects as a possible model for improving the incentive of the
tax credit. If we pursued that route, is there any justification for using the tax code rather
than just a grant program, to administer incentives for R&D? Is the tax code a good way to
identify, evaluate and reward R&D activities?

Response: The OECD is not in a position to comment on specific elements on the US tax code.
However, most OECD countries prefer to use a combination of policy instruments to support
R&D and innovation, as this will enable them to address multiple market failures. R&D tax
incentives are non-discretionary, and available to all (potential) R&D performers and therefore
are industry, region and firm neutral, even if, some countries provide preferential treatment to
specific groups of firms or types of R&D investments. Grants, on the other hand, can be directed
to specific projects and missions that the government considers to have high social returns, e.g.
in areas such as defence, health or energy. The nature of the R&D projects funded through grants
and those funded by R&D tax incentives is also likely to differ. Firms are likely to use R&D tax
incentives to fund projects with expected (after-tax) positive private rate of return, not
necessarily those that have the highest social returns but that are not funded by firms because
they have low private returns. Thus, R&D tax incentives might not be the most efficient tool to
address private R&D investment decisions that ignore knowledge spillovers. Direct R&D grants
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might be better suited to bridge the spillover gap between the private and social returns to
innovation, since they target projects with the highest expected social returns. However, grants
are subject to the discretion of government agencies that award such grants, not to the firms that
undertake the R&D.

3. Have countries which focus their incentives on small and medium sized enterprises seen
disproportionate growth in the number of startups and new businesses?

Response: We are only aware of one study that has addressed this question to a limited extent.
The study found that large firms, especially those that implement innovations, are more likely to use the
tax incentives, while small and medium enterprises (SMEs) encounter some obstacles to using them.
Secondly, the policy only had significant effects in large firms. The main conclusion from the study was
tax incentives in Spain increased innovative activities by large and high-tech sector firms, but were used
only randomly by SMEs (see Corchuelo B.C., 2009 The Effects of Fiscal Incentives for R & D in
Spain. Business Economics Working Papers, Universidad Carlos IlI, Departamento de Economia
de la Empresa). Unfortunately, it is not clear to what extent these conclusions can be extended to
other countries with different R&D tax incentive schemes.

4. According to your testimony (see figure 3), the U.S. has not increased its R&D subsidy rate
over the last 10 years, while many other OECD nations have increased them dramatically.
Have those countries seen an increase in R&D jobs over the past decade to reflect the
changes in subsidies?

Response: Tax incentives for R&D have been found to lead to an increase in private investment
in R&D, which often also involves an increase in the number of R&D jobs. However, there have
been very few evaluations on whether recent changes in R&D tax credits have contributed to
increases in R&D jobs. Moreover, the introduction of an R&D tax incentive, or an increase in its
generosity, may also cause an increase in the wages of scientists and engineers. This is due to the
inelastic supply of such workers, at least in the short run, which may drive up wages instead of
leading to an increase in R&D employment.

Questions from Senator Hatch

5. How should the law draw a bright-line for what is qualified research, and what is not?
Apparently much of the administrative burden of the R&D credit is because of debate back
and forth as to whether a given activity qualifies for the R&D credit. How would you solve
that? And, possibly related to that, do any of you have any ideas on how the IRS should
write the regulations regarding Internal-Use Software? I am assuming the generation-
long hold-up in issuing those regulations is the difficulty in drawing lines as to which
Internal-Use Software should qualify for the R&D credit, and which should not?

Response: The definition of R&D used for R&D tax credits is typically based on the OECD’s
Frascati Manual (OECD, 2002), which provides detailed guidance on the measurement of R&D.
However, most countries have produced their own lists of types of R&D that qualify. Three
types of expenditure can qualify for fiscal incentives:
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e  Expenditure on wages related to R&D.
e Current R&D expenditure, including wages and all consumables used in R&D.
o Current and capital R&D expenditure.

The decision on what to include is partly a trade-off. The more is included, the larger the incentive
for companies to undertake R&D, but the larger the public cost of the policy.

6. What is your opinion on an incremental credit verses a volume-based credit?

Response: Incremental tax credits are more efficient for the government, as they minimise the
amount of “subsidised” R&D that would have been undertaken even in the absence of support,
i.e. the level of deadweight loss. However, they are also more complex to implement. Volume-
based schemes are more straightforward and less subject to fluctuations but have larger
budgetary implications and tend mainly to finance larger firms. They also do not provide
additional incentives to increase R&D investment from previous years since, conditional on their
current level of R&D, firms will receive a tax credit regardless of their past investment.
Incremental R&D tax credits tend to have a stronger impact than volume-based tax credits if the
goal is to increase R&D expenditure. However, to maximize the amount of tax relief,
incremental credits may have the unintended effect of distorting the timing of R&D expenditure
in tax planning. In addition, an incremental scheme supports firms with high R&D growth
relative to a volume-based scheme which supports equally all R&D performing firms. Several
countries have recently opted for a combination of volume and incremental tax incentives
(hybrid schemes), that help maintain the level of R&D investment, and simultaneously rewards
high growth in R&D investment. Finally, incremental tax credits tend to be somewhat more
complex to administer than volume-based tax credits.



82
Testimony of Michael D. Rashkin
United States Senate Committee on Finance
Tax Reform Options: Incentives for Innovation

September 20, 2011

Chairman Baucus, Ranking Member Hatch, and distinguished Members of
the Committee:

My name is Michael D. Rashkin. I am author of the Practical Guide to
Research and Development Tax Incentives: Federal, State, and
International. It is a great honor to appear before this committee and assist
in the legislative process. I have been practicing tax law for almost 40 years.
During that time I have worked for Digital Equipment, which invented the
minicomputer, Apple Computer, which developed the personal computer,
and Marvell Semiconductor, which created the plug computer. So I have
been able to view the development of the information age from inside
companies whose technologies helped create the information age. The
testimony I give today is on my own behalf and not on behalf of any
company or organization.

1. The Tax Code and Innovation

Congress has long used the tax code to spur innovation. Since 1954, R&D
costs could be currently expensed, and since 1981 a tax credit has been
provided for R&D expenditures. The code provides several other R&D
incentives, such as faster write-offs of R&D equipment and the favorable
treatment of stock option costs, among others.

IL Current Economic Environment

However, our changing economic environment requires that we find new
and unconventional ways of encouraging innovation. American companies
used to develop and make their products in the U.S., but we are now
witnessing a debilitating outsourcing cycle where taxpayer subsidized R&D
is used to create overseas jobs, in the following manner:

1. Government agencies such as the NSF subsidize basic research;
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2. Congress provides tax and other subsidies to encourage companies to
create products, often based upon government-funded basic research;

3. Through cost sharing and other arrangements, companies park the
resulting intellectual property in tax havens; and

4, Attracted by foreign incentives and low U.S. taxation, companies
manufacture overseas, creating few U.S. jobs and providing little U.S.

tax revenue.

Fig. 1: The Job-Loss Cycle:

Is it any wonder that we have an employment and deficit problem?

The impact of this cycle is especially deleterious because the loss of U.S.
manufacturing portends the eventual loss of U.S. R&D activity. If
allowed to continue, this cycle becomes irreversible, and it already has in
some industries.
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I1L Breaking and Reversing the Cycle

Our tax system helped create this cycle and we can reverse it with the
following three-step program:

Step One: Eliminate tax deferral for tax haven profits.

This is an essential first step in stopping the job hemorrhaging. By allowing
companies to generate tax-free profits in tax havens, the tax code strongly
invites them to set up R&D and manufacturing operations outside the US.
Under any international tax reform, tax haven profits must be taxed.
Why should our tax system provide an artificial advantage to overseas
operations? Additionally, if we concurrently reduced the corporate tax rate
to 25%, we would improve our national competitiveness and gain the
support of corporate America.

Step Two: Increase the R&D tax credit rate to 30%, but make the credit
applicable only to innovative research and breakthrough products.

Breakthrough products create new industries and jobs, and we should
encourage such research with a tax incentive. We should not incentivize
routine, risk free research because that is the function of the free market. The
current credit provides a tax benefit of about 5% (although the nominal rate
is 20%), which hardly makes a difference. By increasing the credit rate to
30%, and making other changes I will describe later, the U.S. would become
a magnet for advanced research.

Step Three: Provide a zero or low-income tax rate for products
developed in the U.S. that are manufactured in the U.S.

By providing this incentive to manufacturers and their suppliers, and by
removing the tax haven advantage, we would reverse the foreign outsourcing
trend and reinvigorate the U.S. manufacturing industry. This incentive is
similar to but broader and less restrictive than the patent box arrangements
that have been initiated in some European countries.
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Fig. 2: Breaking The Cycle

IV. Reforming the Ineffective R&D Credit

The R&D credit has been our primary tool for encouraging industrial
research. Unfortunately, it has been ineffective and has not increased
R&D spending. Economic studies report a paltry one-to-one benefit, but
even this is overstated because these studies overlook that R&D spending is
strategic in nature and does not respond to minor tax incentives.

But with some modifications, in addition to the ones previously discussed,
the credit can be greatly improved and become very effective.
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1. We should make the credit refundable or transferable for small
businesses. The credit now benefits large cash-rich companies, but
not cash-deprived start-ups.

2. The credit is too complex. We must simplify the credit by:

a. Eliminating incrementality;

b. Limiting the credit to wages of technical personnel;
c¢. Eliminating the loss of the §174 deduction; and

d. Eliminating the separate basic research credit.

3. Stock option compensation should not qualify for the credit. Since
there is no employer cash outlay, there is no justification for
subsidizing stock option compensation.

The tax expenditure savings from limiting the credit to innovative research
and eliminating stock option expense should more than make up for the
increase in credit rate and the other enhancements.

V. Summary
By adopting these proposals, we would dramatically enhance the tax

environment for innovation in the United States. I look forward to your
questions. :
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L Introduction
“The Research & Experimentation (R&E) tax credit en-
courages innovation and provides a powerful incentive for
businesses to continue to invest in research projects.”
Treasury Report, March 25, 2011
“As currently structured, the U.S. R&E credit probably
has had at most a minor and transitory effect on industry
R&D spending.”?
Dr. Gregory Tassey, National Institute of
Standards and Technology

Despite economic and competitive pressures, the
United States is by all measures still the world

Treasury Department, “Tnvesting In US. Competitiveness:
The Benefits of Enhancing the Research and Experimentation
{R&E) Tax Credit” (Mar. 25, 2011), Doc 2071-6342, 2011 TNT
59-41 (Treasury report).

*Gregory Tassey, “Tax Incentives for Innovation: Time to
Restructure the R&D Tax Credit,” 32 | Tech. Transfer 603, 615
(2007).
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leader in science and technology.® But in the face of
stiff international competition, it is important we do
all we can to maintain that leadership. The federal
government has many programs to encourage sci-
entific and technological achievement. Those take
the form of outright grants — often made through
the National Science Foundation (NSF), the Defense
Advanced Research Projects Agency (DARPA), the
National Institutes of Health, and many other agen-
cies — and tax incentives, primarily in the form of
tax credits for research activities. With the expand-
ing budget deficit, all those programs are subject to
challenge, and it is important that each delivers the
benefits to our economy that are expected from
them. It is well documented that government grant
programs have been effective in producing break-
through innovations that have made incalculable
contributions to our economy and our society:?
Those include the Internet, lasers, GPS technology,
nanotechnology, speech recognition, and even bar
codes.

But what about the research credit under section
417 In the 30 years of the credit’s existence, Ameri-
can industry has yet to announce any significant
invention or product that has resulted from the
credit. Yet, Treasury recently proposed spending
$106 billion on the research credit over 10 years.® In
this report, | argue that the research credit has been
ineffective, that it benefits the wrong companies
and encourages the wrong kind of research, and

3n a 2008 study, the Rand National Defense Research
Institute found that the United States continues to lead the
world in science and technology:

The United States accounts for 40 percent of total world

R&D spending and 38 percent of patented new technol-

ogy inventions by the industrialized nations of the Or-

ganisation for Economic Co-operation and Development

(OECD), employs 37 percent {1.3 million) of OECD re-

searchers (FTE), produces 35 percent, 49 percent, and 63

percent, respeciively, of total world publications, cita-

tions, and highly cited publications, employs 70 percent

of the world’s Nobel Prize winners and 66 percent of its

most-cited individuals, and is the home to 75 percent of

both the world’s top 20 and top 40 universities and 58

percent of the top 100.
Titus Galama and James Hosek, “U.S. Competitiveness in
Science and Technology,” Rand National Defense Research Institute
(2008), available at hitp:/ /www.rand.org/ pubs/monographs/
MG674.html,

45ee NSF, “Nifty 50,” a description of 50 NSF-funded break-
through inventions, innovations, and discoveries, available at
www.nsf.gov/about/history /nifty50/indexjsp. For innova-
tions funded by DARPA, see the history section of the DARPA
website, auailable at hitp:/ /www.darpa.mil/ About/History /Hi
story.aspx. In the biotechnology field, federal support of some
kind has been given for the development of most of the
blockbuster drugs on the market today. Steven P Vallas et al.,
“Political Structures and Making of U.S. Biotechrology,” in State
of Innovation (2011), at 67.

“Treasury report, supra note 1.
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that by diverting funding and attention from where
it could be most useful, the credit is hobbling
American innovation. Treasury’s proposal is there-
fore the high-technology equivalent of a bridge to
nowhere.

Although some have recommended decommis-
sioning the credit,® doing so in our current political
environment would be as difficult and as seemingly
endless as decommissioning a nuclear power plant.
A more practical approach would be to repair the
credit and make it useful. Fortunately, the situation
is remediable — but only if our legislators are
willing to take an in-depth look at the credit's
deficiencies in a manner that they have not done
before and then reshape the credit to align it with
the needs of our economy.

If properly designed, research tax credits can
spur innovative research, help create new and bet-
ter products, and improve national economic well-
being. But as Part Iif of this report points out, the
credit now goes to the wrong companies {large ones
rather than small ones) and for the wrong kind of
research (evolutionary rather than innovative). Fur-
ther, the amount of the credit is insufficient, and its
structure is too complex to serve as an incentive.
More significantly, the credit does little to add jobs
and thus does little to increase the standard of
living for ordinary citizens. Part IV of this report
describes how we can solve thesé problems by:
making the credit refundable for small companies,
requiring innovative research; increasing the credit
rate to 30 percent; eliminating the business credit
limitations on the use of the credit; simplifying the
credit; making it permanent; having the NSF help
administer the credit; and providing a 10 percent
corporate income tax rate on products made in the
United States that were developed here. Despite its
current ineffectiveness, the research credit enjoys
the enthusiastic support of industry, Congress, the
White House, and many consultants and think
tanks. That support is based on several incorrect
assumptions. Before discussing the credit’s short-
comings and how they can be addressed, Part II of
this report explains why the reasons underlying the
support for the current credit are unsound. Appen-
dix 1 offers a proposed bill that incorporates the
recommendations of this report and demonstrates
how the research credit can be simplified to occupy
only a few pages of the tax code.

SMartin A. Sullivan, “Time to Scrap the Research Credit,” Tax
Notes, Feb. 22, 2010, p. 891, Doc 2010-3269, 2010 TNT 34-3.

TAX NOTES, June §, 2011



1. Deficiencies in Supporting Arguments

In a free-market capitalist economy, it is fair to
question why corporations in the business of mak-
ing products need the government’s money to help
them make those products. However, it seems that
even the most ardent free-market fundamentalists
don their ideological blinders when it comes to
research credits. This is a case in which business
executives, economists, legislators, and academics
all agree that it is a good idea for government to
subsidize ordinary business activities. That is an
incredible degree of consensus for an idea that
completely contradicts the economic ideology of
many who support the research credit. One reason
for this consensus is that science and innovation are
so important to our economy and military that
pragmatism overwhelms ideology, and bipartisan-
ship is achieved here like nowhere else. But it is also
the result of several arguments that have been
developed to support the research credit — argu-
ments that provide proponents deceptive comfort
that they are offering the nation the fitting solution.

Those arguments have gone unchallenged for the
most part, leaving policymakers to simply accept
their verisimilitude. They have also squashed any
motivation to examine whether we even need a
research credit, what its objectives should be, and
how we should best structure the credit to meet
those objectives. The prevailing nature of the argu-
ments is illustrated by the fact that many of them
are used in the recent Treasury report as reasons for
making the research credit permanent and increas-
ing the alternative simplified credit rate from 14 to
17 percent. Unfortunately, as discussed below, those
supporting arguments are seriously flawed and
misleading.

A. The Economic Spillover Argument

“Businesses may underinvest in research ... because

they may not be able to capture the full benefit of their

spending. The R&E tax credit is designed to address this

underinvestment and to increase the total amount of
research dctivity undertaken in the United States.”

Treasury report, March 25, 2011

It is the accepted economic theory of credit
supporters that because of spillovers of research
and development benefits, product innovators do
not capture all the economic benefits from the
products they create, and because the market fails
to fully reward innovators for their research efforts,
they will underspend on R&D. It is therefore argued
that the government should provide a subsidy to
make up the difference to properly incentivize R&D
activities. For example, if a company produces a
drug that cures cancer or produces a research
instrument that would allow other companies to
make product innovations, the societal benefits

TAX NOTES, June 6, 2011
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would be much greater than the returns the inven-
tors would accrue from royalties or product sales.
Consequently, this argument makes the case that
because the inventor would not capture all the
benefits from the discovery or innovation, the gov-
ernment should provide a subsidy to make up for
the loss of benefits.

Analysis: This argument, which has been used to
justify R&D tax incentives throughout the world,
has many commonsense failings.

1. This argument requires one to accept that the
free-market system does not work in producing
innovation. In other words, the invisible hand is
not doing the job, and government must help out.
This concept contradicts the neoclassical economic
theory that any interference with the workings of
the market distorts its effectiveness. It is difficult to
believe Congress would knowingly endorse an in-
centive that is based on a theory of fundamental
market failure. The fact that the research credit has
received bipartisan support over the past 30 years
indicates only that many legislators are likely unfa-
miliar with the underlying economic justifications
for the credit.”

2. The success of many extraordinary companies
that have generated billions of dellars in profits
from the production of high technology products
demonstrates that market returns are great enough
that the government does not have to provide
further incentives. These are companies such as
Apple, Microsoft, Intel, Cisco, HF, General Electric,
and Google. Can anyone seriously make the argu-
ment that Apple needed an R&D incentive to create
the iPad or that Google needed a tax incentive to
create or improve its search engine? It thus seems
that the market sufficiently rewards innovation,
and government intervention is not needed to pro-
vide additional motivation.

3. There are many activities other than corporate
R&D for which the R&D spillover argument can
be made. An obvious example is textbook publish-
ing, the whole purpose of which is to create spill-
over benefits. It is clear that the value to society in
the form of the knowledge obtained by students
from the use of the textbooks is greater than the
revenue from textbook sales. Under the spillover
theory, a case can be made that government should

"This argument is also described in a Congressional Research
Service report by Gary Guenther, “Research and Experimenta-
tion Tax Credit,” RL31181 (July 15, 2009), Doc 2009-17118, 2009
TNT 144-12 (“Firms generally cannot capture ail the returns to
their R&D investments, even in the presence of patents, trade-
marks, and other instruments of intellectual property protec-
tion, and their strict enforcement. Numerous studies have found
that the average social returns to private R&D investments
greatly exceed the average private returns.”}.
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provide textbook publishers a tax credit for devel-
oping better textbooks. It is the nature of our
economy that many industries provide benefits to
society greater than the nominal revenues they
receive. If a tax incentive were merited simply
because the benefits produced were greater than the
revenues received, the list of industries entitled to
tax incentives would be endless, as would be our
budget deficit.

4. The economists are theoretically correct, and if
inventors could capture all the benefits from their
products, there would be more R&D; however,
this does not in any way mean that if the govern-
ment offers a tax credit, inventors do more R&D.
There is no evidence that a research credit serves as
a replacement motivator for lost spillover benefits.
Moreover, economists have been unable to deter-
mine how much spillover actually occurs and how
much tax incentive would be necessary to make up
the difference. Clearly, the amount of spillover is
not uniform: Some new products provide a lot of
spillover, others none at all. For those that do not
provide spillover, the research credit is a superflu-
ous bonus to the product developer. Further, the
spillover theory as applied to the research credit
does not take into account that many high-
technology and biotechnology companies receive
spillovers themselves from research done by other
companies as well as foundational research done by
sources such as universities and government labo-
ratories. Thus, the spillover argument is a nice
abstract and theoretical concept, but it is hardly the
stuff on which to base tax policy.

B. The ‘Dollar-for-Dollar’ Myth
“Recent studies show that the credit produces approxi-
mately a dollar-for-dollar increase in current research
spending and that this amount could be larger in the
longer run.”
Treasury Report, March 25, 2011
“In reality, it is impossible for policymakers to know how
much research spending taxpayers would have done
without the credit.”
Government Accountability Office, 20092

Proponents argue that economic studies gener-
ally show that each dollar of research credit in-
creases R&D spending by at least one dollar and
that those studies prove the effectiveness of the
research credit.? This contention has undeservedly
become somewhat of a truism and has resulted in

8GAO, “The Research Tax Credit’s Design and Administra-
tion Can Be Improved,” GAQ-10-136 (Nov. 2009), at 16, Dac
2009-26846, 2009 TNT 234-22.

®For a survey of these economic studies, see Bronwyn Hall
and John Van Reenen, “How Effective Are Fiscal Incentives for
R&D? A Review of the Evidence,” 29 Res. Pol'y 449 (2000).
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the research credit becoming an integral part of the
nation’s science and technology plans. In a momen-
tous speech before the National Academy of Sci-
ences on April 27, 2009, President Obama
established a goal that the United States achieve a
level of R&D spending of at least 3 percent of GDP.
US. R&D spending has not reached 3 percent of
GDP since 1953 when R&D data was first recorded,
and even during the height of the space race the
country reached a high of only 2.7 percent. To help
achieve that 3 percent target, the president pro-
posed that the research credit be made permanent,
but he upped the research credit effectiveness ante
by noting that it provides a two-to-one return,
producing $2 dollars of R&D spending for each
dollar of credit.

Analysis: As will be shown below, any actual

increase in R&D as a result of the research credit is
questionable, and even if that purported increase
did take place, the results are not significant enough
to warrant such a large expenditure of tax dollars or
deserve such a strategic role in the country’s science
and technology policy.
1. The amount of increased R&D reported by the
studies and trumpeted by lobbying groups is
trivial; a dollar of increased R&D for each dollar
of credit paid out by the government only demon-
strates the weak incentive effect of the credit.’”
Moreover, the amount is inconsequential consider-
ing the $405 billion that the United States is pro-
jected to spend in 2011. If U.S. companies were to
earn credits of $10 billion in 2011, according to the
one-to-one theory they would generate $10 billion
of added R&D, which would represent only 2.5
percent of total U.S. R&D spending.!

"®Early reports showed a lower rate of effectiveness:
Early studies of the responsiveness of research spending
to price reductions (the price elasticity) found that the
price elasticity for research was substantially less than
one, generally in the range of -0.2 to -0.5, implying that a
one percent reduction in the price of research would
eventually lead to an increase in spending between 0.2
percent and 0.5 percent. [Footnote omitted.] However,
more recent research suggests a stronger behavioral re-
sponse. Recent estimates indicate that the tax price elas-
ticity for research spending is around -1. This means that
the research credit produces a dollar for dollar increase in
research spending, although some studies find larger
effects. [Footnote omitted.] Thus, the research credit ap-
pears to be cost effective from a budgetary perspective,
especially when the social return to investment is factored
in. Moreover, recent studies have found that tax incen-
tives may have a larger effect on research spending in the
longer run than in the short run, presumably because
research spending takes time to adjust to changes in the
cost structure.

Treasury report, supra note 1, at 4.
Battelle and R&D Magazine, “2011 Global R&D Funding

Forecast,” R&D Magazine, Dec. 2010, available at hitp://www.

{Footnote continued on next page.)
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2. The credit does not have a multiplier effect. To
be viewed as successful, a tax incentive credit
should provide leverage, and the increased R&D
spending should be multiple of the tax dollars
invested. The credit was never intended to give a
company a dollar so that it could spend that dollar.

3. The studies fail to take into account the quality
of the increased R&D spending. Credit backers
consider the research credit successful even if the
additional spending is for routine or evolutionary
products, as opposed to innovative or revolutionary
products.

4, Many of the economic studies evidencing the
increase in R&D spending are founded on an
incorrect critical assumption. They assume that
R&D spending is more elastic (in economic terms)
than it actually is and that a lower cost of R&D
would result in greater spending than actually
occurs. Much R&D spending is strategic in nature
and inelastic, with companies responding to market
needs and competitors’ products.!? For example,
the many companies following Apple into the tablet
market are not doing so because of tax incentives;
they are doing so because of market forces and the
need to challenge competitor products. In other
words, companies do R&D because they have to
create products to compete regardless of whether
there is a tax incentive.

There are some who believe that the research
credit has no impact at all. The following observa-
tion by reporter Howard Gleckman shows a more
realistic perspective on the benefits of the research
credit:

In the 20 years I've been at Business Week, we
often have corporate executives who come
through the office to talk about one thing or
another. And they make their pitch for what-
ever it is, and then I ask them, usually off the
record, about provisions like the R&D credit.
And I can tell you that in 20 years, I've never
had a single corporate executive from the
pharmaceutical industry or the high tech in-
dustry, or anyplace else tell me that they have
done a dime’s worth of research that they
otherwise wouldn’t have done as a result of
the R&D credit. They spend lots of time and
effort reallocating costs so they can take ad-

rdmag.com/uploadedFiles/RD/Featured_Articles /2010/12/
GFF2 010_FINAL_REV_small.pdf.

Tassey, supra note 2, at 607 (“A major problem with these
studies is that they do not take the strategic nature of R&D into
account and may not be correctly specifying the relationship
between the tax incentive and corporate decision-making,”}.
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vantage of the credit, but they don't actually
do any more research.’?

5. The studies were not done in a controlled
environment. The economic studies analyzing the
impact of the research credit are known as con-
trafactuals, which is a professional way of saying
“what if?” When clinical trials for drugs are per-
formed, there must be a controlled group to isolate
the effect of the drug being studied. We cannot do
that in an economic analysis of past years, so
instead we imagine what would have happened if
there were no research credits in the years being
studied. When we look backward at our economy
and try to isolate the effect of the research credit, the
exercise is more in the nature of guesswork than
science. We do not know why R&D increased or
decreased in any particular year, because there are
many factors that could have had an effect on R&D
spending, such as interest rates, business cycle
fluctuations, inflation, or natural disasters, with the
research credit being only a very minor factor. The
absence of a controlled environment makes the
studies unreliable and unscientific, and although an
interesting subject for discussion, they are hardly
the basis for distributing billions of dollars of tax-
payer money.

6. The failure of American industry to point to any
product successes resulting from the research
credit can only be interpreted as an admission that
the credit does not really produce an increase in
R&D. With all the lobbying that goes into the effort
to make the research credit permanent, it is truly
remarkable that industry has not yet shown us the
product innovations that would not have occurred
without the research credit.

C. The Competitiveness Fallacy

“Among nations with a tax incentive for research, the

United States now provides one of the weakest incen-

tives, below our neighbors Cangda and Mexico, and
behind many Asian and European nations.”

Dr. Robert D. Atkinson, Information
Technology and Innovation Foundation'#

Proponents of the credit argue that if we do not
have a tax incentive for R&D, U.S. companies will
conduct their R&D in countries that do. They also
argue that the U.S. incentives are not generous
enough compared with those of other countries.

*Transcript of Tax Analysts conference, “Tax Incentives ~
Do They Work, and Are They Worth the Cost?” (Apr. 7, 2006),
Doc 2006-7563, 2006 TNT 77-15.

“Robert D. Atkinson, “Expanding the R&D Tax Credit to
Drive Innovation, Competitiveness and Prosperity,” 32 J. Tech.
Transfer 617, 622 (2007).

1061



COMMENTARY / SPECIAL REPORT

Analysis: This argument overlooks the relative
insignificance of the credit in location decisions and
overestimates the attractiveness of foreign incen-
tives. '

1. There are several factors that go into the deci-
sion about where to locate an R&D facility, and
the research credit is not highest on the list. The
most important factor is the availability of technical
talent to perform the necessary work. The second is
the cost of employing scientists and engineers. The
third factor is whether the country has the infra-
structure — such as broadband, local information
technology support, and consistent utility services
— to support a sophisticated R&D center. The
fourth factor is government assistance through di-
rect subsidies, tax credits, or other tax incentives. In
many countries, R&D tax incentives are only a
minor part of the entire array of tax incentives.

2. The biggest magnets for R&D investment are
China and India, but it is not because of their
research tax incentives. R&D activity is growing
rapidly in China and India because those countries
have an abundance of high-quality technical talent
at a very low cost, and both countries are making a
concerted effort to provide the infrastructure re-
quired to support R&D activities. For the cost of one
engineer in the United States a company can hire
several in India or China. The tax incentives offered
in those countries are just icing on the cake. In
comparison with China and India, the cost differ-
entials with the United States are so great that the
research credit would have almost no influence at
all for a company making a location decision.

3. Countries with the most attractive research tax
incentives are usually the least attractive places to
have a research facility. For example, Mexico may
have very generous research tax incentives, but for
most companies it is impractical to operate there
because the talent pool is inadequate. Canada,
another neighbor, also has inviting tax incentives,
but it is a relatively small nation that does not do a
good job of generating Ph.D. graduates, ranking last
in one study of 17 peer countries.’> Within Europe,
Portugal and Spain have among the highest levels
of R&D incentives in the OECD but are among the
lowest in the OECD in the amount of dollars spent
on R&D in relation to GDP. Both spend a little more
than 1 percent of their GDP on R&D, as compared
with the United States, which currently spends 2.7
percent of GDP on R&D.¢ None of the above-

155¢¢ Conference Board of Canada, “How Canada Performs,”
available at hitp:/ /www.conferenceboard.ca/hep/Details/edu
cation/Phd-graduates.aspx.

¥5¢e NSF, Science and Engineering Indicators: 2010, Table
411.
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mentioned countries can come close to matching
the resources available in the R&D hotbeds of the
world, so they must ratchet up their R&D incentives
to attract high-technology companies. It is unneces-
sary for the United States to match the incentives of
countries that are struggling to compete. Countries
with the highest tax incentives are generally using
them to compensate for the lack of other factors
critical to operating an R&D facility.

4. Moreover, U.S. incentives are actually much
better comparatively than critics appreciate. Al-
though some countries appear to have attractive
incentives, there are practical problems that make
them less attractive. For example, when U.S. com-
panies do research overseas, they often do not want
the resulting intellectual property (IP) to be owned
in the country where the research is being done.
They usually prefer to have the IP owned in a tax
haven. But many countries will not allow a tax
credit if the IP is not owned in the country where it
is developed. Australia, China, and South Korea are
some of the countries that have that requirement.
The United States does not have such a require-
ment: A company can do research here, get a tax
credit, and park the IP in a tax haven to limit its tax
on the resulting income. Also, countries often limit
the amount of useable research credit in a year to a
percentage of the company’s tax liability. Because
U.S. companies try to limit the amount of taxable
income they earn in countries where they do R&D,
their tax planning in effect reduces the impact of the
available research incentives. U.S. companies often
will find that the way they structure their overseas
R&D operations will limit the attractiveness of
foreign R&D tax incentives.

5. Therefore, the United States does not have a
competitive need to match the R&D incentives of
other countries. The R&D tax incentive is only a
minor factor in decisions about where to locate an
R&D operation; countries with high R&D incen-
tives are often impractical R&D sites; and, in any
event, the tax structuring of U.8. companies often
reduces the impact of incentives offered by other
countries.

I Deficiencies of the Research Credit

The prior section debunked arguments used to
support the need for a research credit. But the fact
that those arguments do not stand up does not
mean the research credit cannot be useful. It means
mostly that the research credit is being supported
for the wrong reasons. In fact, it is possible to create
a research credit that is useful to the economy. But
unfortunately, the current research credit has many
deficiencies that render it impotent:
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Amount of Research Credit by Business Receipts of Corporate Taxpayers
(in thousands of dollars)
. Tax Years 2005-2008
[All figures are esti based on les.]
Size of Business Receipts
(in whole dollars} 2005 2006 2007 2008

Under $25,000 199,665 218,247 266,722 259,250
$25,000 under $100,000 19,753 21,059 18,186 23,219
$100,000 under $250,000 27,140 24,046 32,076 29,092
$250,000 under $500,000 31,664 27,605 30,248 33,854
$500,000 under $1 million 38,823 48,219 35,565 33,297
$1 million under $2.5 million 71,645 75,388 83,522 84,405
$2.5 million under $5 million 78,395 72,206 90,710 91,134
$5 million under $10 million 114,133 588,823 110,575 96,910
$10 million under $50 million 295,652 324,498 354,479 347,441
$50 million under $100 million 152,216 180,668 206,938 182,221
$100 million under $250 million 312,249 273,002 273,726 326,015
$250 million or more 5,022,141 5,457,363 6,757,004 6,796,532
Total 6,363,476 7,311,124 8,259,753 8,303,369
Source: IRS Statistics of Income division: 2001-2008 Corporate Returns Data.

» the credit goes to the wrong companies;

o the credit is given for the wrong kind of
research;

s the amount of the credit is an insufficient
incentive;

o the credit is not easily calculable;

o the credit is ineffectively administered; and

o the credit does not significantly increase jobs in
the United States.

A. The Credit Goes to the Wrong Companies

If the purpose of the research credit were to
encourage innovation, one would think that it
would be targeted at startup companies. In fact,
innovative startup companies do not benefit from
the credit. By their nature they do not make profits,
do not pay taxes, and do not receive any benefit
from the research credit.’” However, large, success-
ful, and generally less innovative companies, with
billions of dollars of cash, receive the lion’s share of
the credit. While large companies can fund their
research from profits or from external financing,
early-stage startup companies have difficulty find-
ing funding from any source. Even venture capital-
ists are uninterested in companies that are years
away from a commercial product, and the shortage
of patient Jong-term capital for those startup firms
is one of the weaknesses of our innovation system.'s

YOf course, the credits earned during the startup period can
be carried over and used once the company is making profits,
when the need for the credits is much less critical for the
financing of the enterprise.

8Fred Block, “Innovation and the Invisible Hand of Govern-
ment,” in State of Imnovation (2011), at 18-19.
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In sum, those who need the research credit do not
get it, and those who do not need it, get it.

Unwittingly, Congress has successfully devel-
oped a research credit that is biased against small
businesses. In effect, the government is subsidizing
large business in competing against small business.
Of the $8.3 billion in research credits reported on
2008 federal tax returns, $6.8 billion (82 percent)
went to companies with revenues exceeding $250
million, while only $282 million (3.4 percent) went
to companies with revenues less than $100,000. Of
the 12,736 businesses that claimed the credit in 2008,
only 2,034 had revenues less than $100,000. In his
January 25 State of the Union Address, the presi-
dent emphasized the importance of helping small
businesses, and many business and congressional
leaders have echoed the same sentiments. Yet, the
research credit does exactly the opposite.

B. The Credit Goes for the Wrong Research

The credit does not now encourage innovative
research. It attempts to encourage “qualified re-
search,” which is not at all related to innovation.
The IRS had contended that that term requires
companies to discover information that exceeds,
expands, or refines common knowledge of skilled
professionals,!® but industry argued that any re-
search should qualify, and it has won that battle.

The statute requires qualified research to involve
the discovering of information through a process of
experimentation.® In the scientific world, the dis-
covering of information is often associated with

197D, §930, Doc 2001-286, 2000 TNT 250-3.
gection 41(d).
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basic research in that one must be looking for
information that is not already known. In industrial
research, companies generally are not discovering
information but are using existing information to
design products.2! While the IRS had interpreted
the statute as written, taxpayers argued that to
require them to actually discover information
would create an impossible standard. After jousting
with taxpayers for nearly 20 years, Treasury and the
IRS finally capitulated and in 2001 issued proposed
regulations®? (that were eventually finalized®) say-
ing that taxpayers would no longer be required to
discover information.

The regulations now focus on the requirement
that a taxpayer engage in a process of experimen-
tation. Product research qualifies if a taxpayer en-
gages in a process of evaluating one or more
alternatives, and the capability or method of achiev-
ing a result, or its appropriate design, is uncertain at
the beginning of the research.?* Since almost every
product design problem requires the evaluation of
one or more alternatives and involves initial uncer-
tainty as to the appropriate design, taxpayers gen-
erally have no problem meeting that standard.

By watering down the standard to that minimal
level, almost any type of technological research
qualifies regardless of whether it is innovative and
regardless of whether it attempts the kind of bold
advances that would result in payoffs to our
economy. In fact, by setting such a low threshold for
qualifying research, the credit may produce the
perverse effect of actually encouraging companies
to pursue the least innovative of their potential
research projects. Assume that a high technology
company has the budget to do 50 research projects
without benefit of the credit but can do another
three projects with the help of the credit. Clearly, the
first 50 projects are the most important to the
company and likely the most innovative and sig-
nificant to the economy. The remaining three
projects that would be undertaken only because of
the credit are likely to be less promising, less
innovative, and less significant to the company and
the economy. Thus, credit dollars in many cases

21But industrial research may involve the discovery of infor-
mation as well. This often happens, for example, in the semi-
conductor industry, where the laws of physics are tested to the
limits to make products smaller and faster, and in the biotech-
nology industry, where the secrets of nature are discovered in
the development of new products.

2REG-112991-01, Doc 2001-30940, 2001 TNT 242-5.

BTD. 9104, Doc 2004-150, 2004 TNT 7-20.

2Reg. section 1.41-4a)(5)(i).
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may be funding marginal projects that will not
provide the payback expected by Congress®

C. The Credit Rate Is Too Low

For an incentive to be effective, it must provide a
large enough benefit to motivate a business to
undertake the desired action. Although the regular
credit rate of 20 percent is significant, it has been
watered down by many limitations and restrictions
s0 that the actual benefit is only a fraction of the 20
percent rate. The vitiating factors include the loss of
an amount of research and experimentation deduc-
tion equal to the amount of credit claimed, the 50
percent limitation on increases of qualified ex-
penses (see Part IILE2 below), and the general
business tax credit limitations, which together can
bring the effective credit rate down to less than 5
percent. Also, since the credit applies only to “quali-
fied research expenses,” a term that does not in-
clude all categories of R&D expenditures (fixed
asset depreciation and overhead, for example, are
excluded), the effective rate of the credit when
compared with a company’s actual R&D expendi-
tures is even lower. An incentive that provides only
a small fraction of the costs of engaging in an
innovative and risky project is in fact not an incen-
tive at all.

D. The Credit Is Not Easily Calculable

When corporate executives review a proposed
R&D project, there is no easy way for them to
determine the amount of credit the project will
produce. The calculation of the regular credit re-
quires knowledge of the company’s total research
expenditures for the current year (not just for a
particular project), the company’s gross receipts for
the four prior years, the kinds of expenditures that
constitute qualified research, whether there will be
any corporate acquisitions that will affect the calcu-
lation of the base period amount, whether the
company is subject to the general business tax credit
limitations, whether the company’s base amount is
subject to the 50 percent rule (see Part IV.E.2 below),
and so on. If the project will span several years, the
executive would also want to forecast the amount of
credit that would be generated by the project in
future years — almost an impossible task. The
alternative simplified credit makes the calculation
much easier, but the rate is lower and the calcula-
tion of the credit’s incremental rule has its own
problems (see Part IV.E.2 below). If the opacity of an

% Alternatively, the company may choose not to use its credit
dollars to increase its research, or it may simply use them to add
resources to projects it otherwise would undertake. Under the
current rules, we hand over money to corporations, but we have
no idea how those credit dollars are being used.
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incentive does not permit a businessperson to de-
termine how much benefit it would provide, the
incentive will not have a very big impact on his
decision-making.

The effectiveness of an incentive varies inversely
with its complexity, and the research credit is as
convoluted an incentive as can be. As a result,
companies often do not know how much credit they
have earned until they have filed their tax returns
and been audited. The complexity is caused largely
by the many rules Congress has devised to achieve
specific legislative purposes, to restrict qualified
activities, or to limit the amount of credit that can be
earned or used in a year. But by setting clear
objectives and using some common sense, the statu-
tory jumble can be winnowed down. As will be
described in Part IV and demonstrated in Appendix
1, it is possible to shorten the credit statute to one or
two pages and eliminate the complexity in related
code sections as well.

E. The Credit Is Not Effectively Administered

When a government enacts an incentive, it
should be administered and promoted in a way that
maximizes the effect of the incentive, or else the
incentive is just wasting taxpayer dollars. The
United States does not have a plan or agency for
promoting the use of the research credit. Instead, it
has the IRS, whose job is in effect to do the opposite.
The IRS is there to minimize the amount of credit
that a taxpayer claims on its tax return. It is not that
the IRS is wrong to do its job, but as a result of the
nature of the interaction between the IRS and
taxpayers, taxpayers are never really sure of the
amount of research credit they are entitled to. After
dealing with the credit for 30 years, Treasury and
the IRS have yet to adequately clarify what qualifies
for the research credit. In those areas where ambi-
guity remains — and there are many — the IRS is
aggressive on audit. As a result, taxpayers don't
know how much credit they are entitled to until
their audit is complete?s When this adversarial
factor is added to the complexity of calculation and
the insufficiency of the amount of the incentive, it is
unsurprising that the credit does little to increase
research spending.

F. The Credit Does Not Add U.S. Jobs

As Sen. John McCain, R-Ariz., recently found out
to his embarrassment, the iPhone is not manufac-

25 a 1989 report, the GAO estimated that about 20 percent
of the credit used by large corporations was disallowed on
audit. It does not appear that the current rate of disallowance
has changed much since then. GAQ, “The Research Credit Has
Stimulated Some Additional Research Spending,” GAO/GGD-
89-114 (Sept. 1989), at 18-19.
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tured in the United States even though it was
designed here.?” Although the intention of the re-
search credit is to encourage companies to develop
new products, nothing in the law requires them to
manufacture in the United States the products they
designed here. It is a common story in the high
technology and biotechnology industries that prod-
ucts that are invented in the United States are made
elsewhere. Billions of dollars are invested in manu-
facturing plants overseas to make products that
have been developed in the United States with the
assistance of U.S. tax dollars. That is partly because
of low overseas costs and partly because of the tax
benefits of manufacturing outside the United States,
but the research credit does little to prevent the
outward flow of manufacturing jobs.

IV. Improving the Credit

Having now pointed out the deficiencies in the
arguments supporting the credit and in the struc-
ture of the credit itself, it is appropriate to ask
whether a research credit is a useful policy tool or
whether it should be eliminated and the funds
either be returned to the treasury or reallocated to
the many grant programs that have proven success-
ful. At the outset, the answer depends on whether
there are worthwhile goals that a research credit can
achieve. It has been fairly demonstrated that there
are three important needs in our economy over
which there is little disagreement: (1) financing of
early-stage innovative activity; (2) increases in in-
novative activity; and (3) increases in employment
related to innovative activity. By focusing on
achieving those three objectives, a research credit
can be very useful and effective. This report recom-
mends eight changes to the research credit to allow
it to meet those three needs and to make it a useful
part of the nation’s science and technology policy:

make the credit refundable for startups and
small companies;

require innovative research;

L]

increase the credit rate to 30 percent;

eliminate the general business credit limita-
tions on the use of the credit;

simplify the credit by eliminating its incremen-
tal nature, eliminating the loss of section 174
deductions, and limiting qualified research ex-
penses to wages paid to technical people;

make the credit permanent;

ZRebecca Stewart, “McCain Flunks Made in America 101,”
CNN.com, Mar. 6, 2011, awilable at http://politicaltick
erblogs.cnn.com/2011/03/06 / mecain-flunks-made-in-america-
101/.
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* empower the NSF to promote the credit and
provide determinations on whether a pro-
posed research project qualifies for the credit;
and

e provide a corporate tax rate of 10 percent on
products made in the United States as a result
of research performed here.

A. Make the Credit Refundable for Startups

Tt is generally recognized that startups and small
companies exhibit a high degree of innovation.
Over the last two decades their innovative nature
has resulted in a greater increase in R&D invest-
ment by smaller companies than that of larger
companies. One report has noted that while the
ratio of industry R&D investments to US. GDP
more than doubled between 1980 and 2000, most of
that increase was attributable to substantial in-
creases in R&D intensity by firms with fewer than
5,000 employees.?® One indication of the increasing
innovation of those small firms is the number of
R&D 100 Awards? won by Small Business Innova-
tive Research (SBIR) companies. The SBIR competi-
tive program is a mechanism by which the federal
government supports the R&D of small firms
through direct grants. In 1982 those firms won only
one R&D 100 Award, but in 2006 they won 22 out of
the 100 awards, evidencing the growing importance
of small business to national innovation.®

As noted above, startups have a hard time raising
capital, and since they do not make profits, they
cannot benefit from the research credit. A solution is
to make the credit refundable to small companies. If
a company does not have a tax liability, it will
receive a check from the goverrunent for the
amount of the credit earned.3! This is not a new
idea. Several states and nations have implemented
similar programs. Arkansas, Connecticut, Hawaii,
Towa, Louisiana, Michigan, New Jersey, Pennsylva-
nia, and West Virginia all have some form of refund
or assignment program that allows taxpayers with~

28Robert M. Hunt and Leonard I Nakamura, “The Democ-
ratization of U.S. Research and Development after 1980,” 2006
Meeting Papers 121, Society for Economic Dynamics (2006).

2The R&D 100 awards are granted annually by R&D Maga-
zine and have been in effect since 1963.

30Fred Block and Matthew R. Fred, “Where Do Innovations
Come From? Transformations in the U.S. National Innovation
System, 1970-2006,” in State of Innovation (2011), at 154-172.

*10ne study found: “The simulation experiments that we
carried out so far suggest that the preferential treatment of
smaller firms for R&D tax credits is justified. R&D tax credits are
more effective in stimulating R&D investment in small firms
and are quite wasteful in terms of cost-benefit for large firms.”
Pierre Mohnen and Boris Lokshin, “What Does it Take for an
R&D Tax Incentive Policy to Be Effective?” United Nations
University, UNU-MERIT, Working Paper Series 2009-014 (Feb.
23, 2009).
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out a state income tax liability to benefit from the
state research credit. Austria, Canada, France, the
Netherlands,?* New Zealand, and the United King-
dom also have various refunding mechanisms.>*

Thus, the small businesses that do not have an
income tax liability should receive a refund for the
credit they earn. Alternatively, they should be able
to sell their credits to other taxpayers or be allowed
to offset their credit against employment taxes or
other liabilities.

B. Require Innovative Research

Different kinds of research have different eco-
nomic effects and investment criteria, and Congress
should take those differences into account in de-
signing the research credit. In the case of improve-
ments to an existing product, the economic impact
is relatively limited. However, when the manufac-
turer strikes out to develop a new product category,
the economic effects can be much more dramatic. A
new product category represents a product the
company previously did not market and for which
it may have to form a new division, build a new
plant, and hire marketing, administrative, and op-
erations personnel. R&D activities for those kinds of
products can have significant positive effects for the
company and the economy, but those kinds of R&D
projects are costlier and riskier than product im-
provement projects. The company may have to hire
highly paid research personnel, acquire the neces-
sary intellectual property, and acquire new research
equipment. Because the company may have had
little or no experience in the new market, it would
have a greater chance of failure than if it were
merely improving an existing product. That is the
kind of investment for which a company may have
difficulty obtaining financing or convincing its
board of directors that the investment is a smart
one. Here, government assistance can make things
more feasible, and it would be much more appro-
priate, considering the potentially greater returns to
the economy.

The government should get out of the business of
subsidizing routine product research, and the credit
should be reserved for the development of break-
through products that create new product catego-
ries or innovative enhancements to existing

2A federal credit refund is allowed to a qualifying
Canadian-controlled private corporation. In addition, the fol-
lowing provinces provide refundabie credits: British Columbia,
New Brunswick, New Foundland, Labrador, Ontario, and the
Yukon.

*Credit applies against the payroll tax.

**Michael D. Rashkin, Practical Guide to Research and Devel-
opment Tax Incentives: Federal, State and Foreign, (2d ed. 2007),
chapters 10 and 11. These rules change frequently, and current
information should be researched.
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products. As an example, under this proposal, re-
search on Apple’s first iPad would have easily
qualified, but any succeeding models would not
unless the improvements were very innovative in
nature. Since the development of breakthrough
products is usually costly and risky but at the same
time provides the greatest benefit to the economy,
the credit rate should be increased as described
below.

C. Increase the Credit Rate to 30 Percent

As noted above, the research credit now repre-
sents only a few percentage points of the total cost
of research activities. To create a compelling reason
for companies to invest in breakthrough products,
the incentive offered must also be compelling, and
the research credit rate should be increased to 30
percent. While that may appear extravagant, if the
rate increase is combined with narrowing the re-
search credit to cover only breakthrough and inno-
vative technologies, the total amount of credit
expended by the government would be much
smaller than the amounts currently provided.
Breakthrough technologies are inherently riskier
and costlier to develop. They are the ones that
provide greater benefits to society as a whole and
are the ones that require a greater incentive. It also
should be noted that the 30 percent rate is only
moderately higher than the 25 percent rate that
applied when the credit was first introduced in
1981.

D. Eliminate the Business Credit Limitations
The general business credit rules limit the use of
some credits, including research credits, by prevent-
ing them from reducing the company’s tax liability
below the amount of the 20 percent tentative mini-
mum tax (TMT).?5 As a result of the TMT limitation,
many corporations are unable to fully use the
research credits they earn during a year, and they
accumulate large amounts of unused credits that
can be carried forward for up to 20 years. Credits
that are earned but unused in a year are unlikely to
serve as a strong incentive to increase research that
year because the credit will not provide the busi-
ness any current cash benefit. If the company is
generating excess credits in future years as well, the
excess credits may never be used. Even if the
amount of research credits earned by the company
later diminishes so that carryover credits can be
used to offset a future-year liability, those carryover
credits will have little influence on increasing re-
search expenditures in the year they are used.
Consequently, credits that are limited by the TMT
may become useless as an incentive even though

3Gection 3B(cH(1)A)-
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they ultimately may benefit the corporate taxpayer.
That is not an effective way to award tax incentives.

The use of research credits also is subject to a
second limitation that applies if it is greater than the
TMT limitation. Under that second limitation, the
research credit combined with a company’s other
business credits cannot exceed 25 percent of the
company’s net regular tax lability exceeding
$25,000.36 For corporations with lots of income, the
TMT limitation generally will be greater (resulting
in less useable credit) than the second limitation,
but companies with small amounts of income may
be in a lower regular tax bracket and find that the
second limitation will be greater.

The limits on the amount of credit that can be
used in a year undermine the incentive effect of the
credits earned in that year. Moreover, the carryover
of those credits to future years does not provide any
incentive effect in those years. These limitations
should be eliminated, and taxpayers should be able
to fully offset their tax labilities with research
credits in the year the credits are earned.

E. Simplify the Credit
The most important rule for creating a tax incen-
tive is simplicity. There are some commonsense
ways to remove complexity from the research
credit:
o eliminate the loss of R&D deductions;
e eliminate the incremental nature of the credit;
e eliminate the separate calculation for basic
research payments; and
o limit qualified research expenses to wages paid
to scientists, engineers, and technicians, in-
cluding supervisory personnel.
1. Eliminate the loss of section 174 deductions. As
a result of a taxpayer earning a research credit, its
section 174(a) deductions (expense treatment for
R&D expenditures) are reduced in an amount equal
to the amount of the research credit.?” Alternatively,
taxpayers can take an unreduced section 174 deduc-
tion if they elect to take a reduced credit. Although
the objective is to prevent taxpayers from receiving
a full research deduction as well as a full research
credit, that two-step method of calculating the
credit obfuscates its true benefit — and anything
that confuses business people detracts from the
efficacy of the credit. To simplify matters, the loss of
the section 174 deductions and the election to
reduce the credit should be eliminated.

Section 38(c)(1)(B). The net regular tax is the regular tax
reduced by credits allowable under code sections 27 to 37.

3Section 280C(c). The amount of the lost deduction equals
the amount of credit computed under section 41(a} and not the
amount of credit that is used in offsetting the taxpayer’s Liability
for the year. Section 280C(c)(1).
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2. Eliminate the incremental nature of the credit.
Through a set of extremely complex rules, the
regular credit attempts to reward increases in R&D
intensity (as measured by the amount of qualified
research expenditures over gross receipts) by apply-
ing the 20 percent credit only for qualified research
expenses that exceed a base amount. The base
amount is computed by multiplying a taxpayer’s
average gross receipts for its prior four tax years by
the fixed-based percentage, which inexplicitly
equals the aggregate amount of qualified research
for years 1984 through 1988 divided by the amount
of the aggregate gross receipts for that period.
Those rules do not apply to startups, which have
their own set of complex and equally discouraging
rules. The incremental rules have done too good a
job of diminishing the amount of credit that can be
earned by companies. Congress has thus counter-
acted them by providing a second and more forgiv-
ing incremental method of calculation known as the
alternative simplified credit (ASC). The ASC applies
a 14 percent credit to qualified research expendi-
tures that exceed 50 percent of the average R&D
expenditures incurred by a company in its prior
three years.

Those complicated incremental rules are self-
defeating because they make it unlikely that a
businessperson can determine whether the expen-
ditures for a particular project are incremental or
nonincremental. If that were not enough, there are
also limitations on the amount of the credit that can
be earned if research spending becomes too large.
For the regular credit, the base amount can never be
less than 50 percent of the amount of qualified
research expenditures for a year. That means that
the credit is only 50 percent beneficial for any
company affected by the rule: If the company
increases R&D by $1, it will get a credit on only 50
cents. That rule affects many taxpayers that claim
the research credit. IRS statistics show that in 2005,
88 percent of taxpayers computed the credit using
the incremental method requiring the computation
of a base amount,®® and of those taxpayers, 76.1
percent were subject to the 50 percent limitation.?
Perversely, the companies that are accelerating their
research expenses most quickly are the ones subject
to the limitation.

The major effect of the incremental rules is that
they add complexity and uncertainty to the calcu-

3Until tax years beginning after 2008, taxpayers were al-
lowed to elect another method, known as the alternative incre-
mental credit, which did not require the computation of a base
amount.

*Eurry Kim, “The Credit for Increasing Research Activities:
Statistics From Tax Years 2004-2005," Statistics of Income Bulletin
(Summer 2008), at 182.
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lation of the credit, and they limit the benefit of the
credit for companies that do too good a job of
increasing their research spending. Under the cur-
rent mechanism, it is difficult for businessmen or
their advisers to estimate how much a company
would benefit from a given research project or
whether the credit would be limited by the 50
percent rule. To eliminate that uncertainty, the in-
cremental rules should be abolished and the re-
search credit rate should be applied to the total
amount of qualified research conducted by a com-
pany. Consequently, the ASC rules also should be
eliminated, since without an incremental require-
ment for the regular credit, the ASC rules lose their
raison d’etre.

3. Eliminate the separate basic research credit.
Very few companies take advantage of the credit for
basic research payments, which provides a 20 per-
cent incremental credit for payments for research
performed by universities and other research orga-
nizations. In 2008 taxpayers reported only $320.7
million in basic research payments, which probably
generated very little credit as a result of the incre-
mental nature of the credit. The incremental feature
of the basic research credit calculation is even more
complex than the incremental calculation of the
regular credit, requiring a calculation of a “qualified
organization base period amount”. For 2008 the
total QOBPA reported by claimants was $983 mil-
lion, exceeding the amount of basic research pay-
ments reported for the year.

The reason for the separate incremental calcula-
tion is that Congress did not want to discourage
basic research payments when taxpayers’ qualified
research expenditures did not exceed the base
amount. To avoid that, Congress set up a separate
incremental calculation for basic research pay-
ments. If, as suggested, the incremental nature of
the regular credit is eliminated, then the incremen-
tal calculation for basic research payments also
should be eliminated. In any event, that separate
calculation should be eliminated just because of the
undue complexity it adds to the code and the
minimal benefit it provides. Instead, basic research
payments should be treated as qualified research
expenses (QREs).

4, Limit QREs to wages of technical personnel.
Companies and their accounting firms devote a
great deal of effort to determining which employees
are involved in research, and a research credit is
often taken for lawyers, marketing people, sales
people, and administrative personnel who some-
how are deemed to be part of the research process.
The effort to broaden the scope of research to
include people who are not scientists or engineers
becomes contentious with the IRS., To simplify
matters, QREs should only include the wages of
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scientists, engineers, and technicians; sales, market-
ing, and administrative people should be excluded
even if they have an engineering degree. That
approach would allow a company to easily deter-
mine the amount of credit it is entitled to and also
would prevent audit disputes.

However, the code now limits qualified research
to people who do research and to those who di-
rectly supervise or directly support research activi-
ties. That has led to many disputes over who is
involved in direct supervision and who is involved
in indirect supervision. The direct supervision re-
quirement is a contrived one because R&D organi-
zations are often informal. Direct supervisors often
do research themselves, which makes it difficult to
develop a hierarchy of supervision. Any scientist or
engineer involved in a qualified project should
qualify for the credit regardless of whether his
supervisory activities are direct or indirect, and this
is both equitable and easy to administer. But those
indirect supervisors must be scientists or engineers
as well.

Also, supplies and computer rental payments
should be eliminated from the definition of quali-
fied research expenses. This recommendation is
merely to achieve simplicity and avoid controversy.
For 2008, supplies constituted about 15.9 percent of
the qualified research expenses reported by tax-
payers, and computer rental payments constituted
less than 1 percent of reported qualified research
expenses.® Clearly, computer rental payments are
not significant enough to deserve special treatment.
For the sake of simplicity, we should not design
general incentives to solve the problem of a small
group of taxpayers, regardless of the equities. The
resulting complexity undermines the incentive’s
effectiveness and is self-defeating. Regarding sup-
plies, there has been an ongoing controversy with
the IRS about whether they represent nonqualified
depreciable property. To avoid that controversy and
streamline the code, supplies should be eliminated
from the definition of qualified research expenses.
The loss to the taxpayer would be compensated for
by an increase in the credit rate, as suggested above.

F. Make the Credit Permanent

Research projects and product roadmaps are of-
ten planned over several years, and if Congress
intends businesses to incorporate the research credit
into their investment analysis, it should provide
certainty that the benefit will be in place when it
comes time to do the research. If appropriately

“ORS Statistics of Income division: 2008 Corporate Returns
Data.
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amended to cure its deficiencies, the credit should
be made a permanent part of the code.

G. Empower NSF to Help Administer the Credit
There is perhaps no organization that under-
stands scientific and engineering innovation as well
as the NSF. As stated on its website, the NSF is an
independent federal agency created by Congress in
1950 “to promote the progress of science; to ad-
vance the national health, prosperity, and welfare;
to secure the national defense.” It has an annual
budget of more than $7 billion ($7.8 billion has been
requested for fiscal 2012), and it funds approxi-
mately 20 percent of all federally supported basic
research conducted by America’s colleges and uni-
versities. The NSF’s mission includes all fields of
fundamental science and engineering, and it sup-
ports high-risk, high-payoff ideas. The NSF funds
research and education in most fields of science and
engineering through grants and cooperative agree-
ments to more than 2,000 colleges, universities, K-12
school systems, businesses, informal science or-
ganizations, and other research organizations
throughout the United States. It considers proposals
submitted by organizations on behalf of individuals
or groups for support in most fields of research.
Awardees are chosen from proposals asking for a
specific amount of support for a specific project.

Although the NSF concentrates on basic and
applied science, it is ideally suited to appreciate and
evaluate innovative development research per-
formed by industry. It certainly has the expertise,
and it has a process in place for reviewing large
numbers of proposals. The NSF now receives more
than 42,000 proposals per year and evaluates them
in a transparent, in-depth manner. Moreover, a key
focus of the NSF's strategic five-year plan through
fiscal 2016 is linking the results of fundamental
research to national and global policy areas and
engaging the science and technology workforce and
the United States overall in meeting national chal-
lenges. It would be a convenient extension of the
NSF’s charter to have it evaluate product proposals
to make determinations about whether they meet
the innovation standard for qualified research. The
foundation’s exposure to the work being done by
industry also would help it in formulating plans for
the basic and applied research done in the United
States.

Many of the disputes with the IRS over whether
research qualifies for the research credit can be
avoided by having the NSF evaluate research
projects and determine whether they qualify for the
credit. That would be an entirely voluntary pro-
gram. The NSF's determination should be appeal-
able by the taxpayer but would be binding on the
IRS so as to provide the financial certainty that a
businessperson needs to invest in risky projects.
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The NSF also should be given the role of promoting
the credit and making small companies throughout
the United States aware of the benefits available for
innovative research.

By setting a high standard of innovation for the
research credit and having the NSF review project
proposals, it may seem that the research credit takes
on the nature of a grant program rather than a tax
credit program. Despite similarities, there are key
differences. In a grant program, the amount of
funding is determined either in the grant proposal
or the solicitation. In a tax credit program, the
amount of funding is left completely up to the
company proposing the project. Also, the compa-
nies proposing a project have complete discretion as
to the product area in which they wish to do
research, and they are not limited by the charter or
strategy of any particular agency. The NSF has an
outstanding record, and its insertion into the re-
search credit program can only increase the chances
of that program’s success.

H. Incentivize Products Made in U.S.A.

Sometimes, if you can't beat ‘em, join ‘em. When
it comes to manufacturing, our foreign competitors
are beating us by providing a more attractive tax
picture for manufacturers. As it now stands, our tax
system plays right into the hands of those foreign
nations by allowing U.S. multinationals to defer
U.S. tax on profits they earn in foreign countries. We
also allow them to shift to offshore tax havens
intangibles that were produced in the United States
that may have been subsidized by government
grants or research credits. Although the Obama
administration is aware that our tax system in effect
provides companies an incentive to export jobs, it is
unlikely that lawmakers will actually reform the
system to encourage companies to create jobs rather
than export them.

However, if instead of taking on the quixotic task
of reforming the tax system, lawmakers included
with the research credit an additional incentive for
companies to manufacture in the United States the
products that they developed here, that legislation
might have a chance. We would be decreasing taxes
on corporations rather than increasing them, and
we simultaneously would be adding jobs, thereby
making groups on both sides of the political spec-
trum likely proponents of the incentive. There are
many countries that provide deep corporate tax
breaks to manufacturers, and to make an incentive
effective, the United States would have to do the
same. In Malaysia, Singapore, and Thailand, for
example, a company can obtain a manufacturing
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tax holiday under which it does not have to pay any
tax for an extended period (up to 15 years in
Singapore).

Therefore, to make an impact, the United States
should provide a 10 percent tax rate for products
made and developed here. With that incentive, U.S.
corporations that are now manufacturing offshore
would have to seriously reconsider manufacturing
in the United States. An added benefit is that the
profits made here would not have to be taxed again
on repatriation, which is the case with offshore
manufacturing. With such an attractive tax situa-
tion, even foreign companies would consider de-
signing and making products here. There may be
some WTO issues with such an incentive, because
the WTO rules generally discourage countries from
incentivizing domestic sourcing. However, it does
not seem that the other countries offering those
incentives have had any problems with the WTO.

A 10 percent tax rate on domestic manufacturing
would be a game-changer and exactly what our
economy needs. When tied into the requirement to
conduct research in the United States, the incentive
would be a double winner.

V. Conclusion

The research credit represents a substantial finan-
cial investment in America’s strategy for techno-
logical development, and we should ensure that
money invested is spent wisely. The current re-
search credit is ineffective because it does not
encourage increased research spending, does not
encourage innovative research, and does not go to
the companies that need it. Moreover, the amount of
the incentive is not significant enough to make an
impact, and the complexity and administration of
the credit is too Byzantine to generate the expected
motivation. Our economic condition makes this an
opportune time to revisit the credit and see how we
can improve it. The research credit has long lacked
a clear objective, and Congress should design it to
help finance small, innovative companies, encour-
age innovative research, and help create jobs in the
United States. Those objectives can be accornplished
by providing refundable credits to small compa-
nies, by focusing the credit on innovative research,
simplifying the credit and making it permanent,
turning over some administrative functions to the
NSF, and providing a low tax rate on products
made and developed in the United States. If those
things could be accomplished, the credit would
have a far-reaching impact on our economy. Hope-
fully, this report will kindle some thoughts for those
in Washington responsible for reseaxch credit legis-
lation and will help begin the process to turn good
intentions into a good incentive.
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Appendix I
Proposed New Statute

The following proposed statute takes into ac-
count the recommendations made in Part IV. This
proposal should be viewed as a starting point for
discussion. In particular, the definition of innova-
tive qualified research should be discussed among
those in the high technology and biotechnology
industries to provide more precise and appropriate
language to describe innovative research.

111TH CONGRESS
1ST SESSION
H.R. xxxxx
To amend the Internal Revenue Code of 1986 to
provide incentives to improve America’s research

competitiveness.
IN THE HOUSE OF REPRESENTATIVES
2011
Representative introduced the

following bill; which was referred to the
Committee on Ways and Means
A BILL
To amend the Internal Revenue Code of 1986 to
provide incentives to improve America’s research
competitiveness, and for other purposes.
Be it enacted by the Senate and House of Representatives
of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the “Innovative Re-
search Tax Credit Act of 2011.”

SECTION 2 ADDING NEW SECTION 41A.

(a) In General. — Subpart D of part IV of sub-
chapter A of chapter 1 (relating to business related
credits) of the Internal Revenue Code of 1986 is
amended by adding the following new section:
“SEC. 41A INNOVATIVE RESEARCH CREDIT

“{a) For purposes of section 38, the innovative
research credit determined under this section for
the tax year shall be an amount equal to the sum of

“{1) 30 percent of wages as defined in section
3401(a) (other than stock option income determined
under section 83) and contract research expenses
paid or incurred during the tax year for the per-
formance of innovative qualified research within
the United States by scientists, engineers, and tech-
nicians, excluding sales, marketing, administrative,
and manufacturing personnel, in the course of the
carrying on of any trade or business of the taxpayer;

“(2) 20 percent of amounts paid or incurred by
the taxpayer in the carrying on of any trade or
business of the taxpayer during the tax year (includ-
ing contributions) to an energy research consortium
(as defined in section 41(f)(6)); and

(3) 20 percent of basic research payments as
defined in section 41(e)(2).
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“{b)(1) The term ‘innovative qualified research’
means activities that involve the creation of a new
product category or represents a significant en-
hancement over existing product technology in
terms of performance, energy consumption, cost,
use, or size, and requires the use of new technologi-
cal techniques or design methods to achieve those
improvements. Any funded research, as defined in
section 41(d)4) and the regulations thereunder, is
excluded from innovative qualified research.

“(0)(2) The term ‘new product category’ means a
category of product not previously produced by the
taxpayer and that incorporates functions that are
substantially different from other products have
been produced by the taxpayer. A determination by
the National Science Foundation that a product
meets the requirements of paragraph (b)(1) should
be deemed conclusive.

“(b)(3) The term ‘contract research expenses’
means 65 percent of any amount paid or incurred
by the taxpayer to any person (other than an
employee) for innovative qualified research. In the
case of amounts paid or incurred with respect to
qualified research consortia defined in section
41(b)(3)X(C), ‘75 percent’ shall be substituted for ‘65
percent’ in the first sentence of this paragraph. In
the case of amounts paid by the taxpayer to an
eligible small business (as defined in section
41(b)(3)D)(iD)), an institution of higher education
(as defined in section 3304(f)), or a federal labora-
tory (as defined in 41(b)3)(D)iv)), ‘100 percent’
shall be substituted for ‘65 percent’ in the first
sentence of this paragraph.

“(b)(4) Trade or business requirement disre-
garded for some startup ventures. A taxpayer shall
be treated as meeting the trade or business require-
ment of paragraph (a)(1) if at the time wages and
contract research expenses are paid or incurred, the
principal purpose of the taxpayer in making those
expenditures is to use the research in the active
conduct of a future trade or business of the taxpayer
or one or more persons with whom the taxpayer
would be treated as a single taxable under section
41(H(1).

“(b)(5) Allocations —

“{A) Passthrough in the case of estates and trusts.
— Under regulations prescribed by the Secretary,
rules similar to the rules of subsection (d) of section
52 shall apply.

“(B) Allocation in the case of partnerships. — In
the case of partnerships, the credit shall be allocated
among partners under regulations prescribed by
the Secretary.

“(b)(6) Special rules for passthrough credit. In the
case of an individual who —

“{1) owns an interest in an unincorporated trade
or business,
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“(2) is a partner in a partnership,

“(3) is a beneficiary of an estate or trust, or

“(4) is a shareholder in an S corporation, “the
amount determined in subsection (a) for any tax
year shall not exceed an amount (separately com-
puted for each person’s interest in that trade or
business or entity) equal to the amount of tax
attributable to that portion of a person’s taxable
income that is allocable or apportionable to the
person’s interest in that trade or business or entity.
If the amount determined under subsection (a) for
any tax year exceeds the limitation of the preceding
sentence, that amount may be carried to other tax
years under the rules of section 39.

“{c) Effective Date. - The amendments made by
this section shall apply to amounts paid or incurred
after .

(b) Credit Allowed as Part of General Business
Credit. — Section 38(b} of the Internal Revenue
Code of 1986 is amended by adding after the end of
paragraph (4), the following new paragraph:

“(4A) the innovative research credit as deter-
mined under section 41A,”

(c) Credit Included as a Specified Credit —
Section 38(c)(4)(B) of the Internal Revenue Code of
1986 is amended by removing the period at the end
of paragraph (ix) and adding a comma in its place,
and adding after the end of paragraph (ix), the
following new paragraph:

“(x) the research credit determined under section
41A."

(d) Section 38(c)(1)(B) Limitation Inapplicable —
Section 38(c}(1} is amended by adding the following
sentence at the end of the subsection: “Under
regulations prescribed by the Secretary, paragraph
(B) does not apply with respect to section
38(b)(4)A).”

There would have to be some related amend-
ments. For a small company (defined as having
revenues of less than $25 million), to the extent the
credit exceeds the taxpayer’s tax liability, any excess
credit should be paid out as a refund, or the
taxpayer should be allowed to sell or otherwise
transfer its credits.

As a result of eliminating the incremental feature
of the credit, it is unnecessary for the statute to deal
generally with affiliated companies or to deal with
acquisitions and dispositions of trade or businesses,
thereby adding to the simplicity of the proposed
statute. Rules regarding short tax years also would
be unnecessary.

To provide for a 10 percent rate for products
developed and manufactured in the United States,
section 199 could be amended to provide a deduc-
tion in an amount sufficient to reduce the manufac-
turers’ tax rate down to 10 percent. For example,
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with a deduction equal to 71 percent of taxable
income related to those products, the effective tax
rate on that income for a 35 percent corporate rate
taxpayer would be about 10 percent.

Appendix I
How the TMT Limitation Works

The alternative minimum tax was put in place by
the Tax Reform Act of 1986 to provide a minimum
level of taxation for taxpayers that had done such a
good job of tax planning that their tax liabilities
became nil or insignificant. While the AMT has
become infamous for its unpredictable and often
unfair taxation of individuals, it applies to corpora-
tions as well.*! The corporate TMT rate is 20 percent
of alternative minimum taxable income, and for the
most part AMTI is similar to regular taxable in-
come, except for some adjustments to regular tax-
able income and the addition of some preference
items. Technically, the 20 percent liability is known
as the TMT, and the AMT liability equals the TMT
less the regular tax.*2

When a company has research credits, they are
combined with its other business credits, and the
total credits that can used in a year is limited to the
amount of the net income tax liability (defined in
this case as the sum of the regular tax and the AMT)
that exceeds the amount of the TMT#* Since the
TMT is computed at a 20 percent tax rate, the
general effect of the limitation is to ensure that the
company’s credits cannot reduce the corporate tax
below 20 percent of AMTL

When a company has several different business
credits available to it, there is a special rule that
determines the order in which credits are used in a
particular year, thus affecting which credits are
used currently and which are carried forward to
future years.** Under those rules, the order in which
credits are used is determined based on the order in
which they are listed in the code section. Section 38
lists 36 different business credits, and the research
credit is listed fourth. Some credits are not subject to
the TMT limitation. The code accomplishes this by
treating the TMT as zero in those cases.*> The TMT
also is treated as zero for a small business if the
average annual gross receipts for its prior three-tax-
year period do not exceed $50 million.

“IBefore enactment of the AMT, corporate taxpayers had
been subject to a minimum tax on tax preferences, with that tax
being added to the regular tax.

ction 55.

BSection 38(c)(1)(A).

#Section 38(A)(1).

“Section 38(c)(4).
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Michael D. Rashkin

Responses to Follow-Up Questions from the Committee and
Supplemental Information Related to Questions from Chairman Baucus

Re: Senate Finance Committee Hearing
“Tax Reform Options: Incentives for Innovation”
September 20, 2011

(The responses follow after each question; supplemental information is at the end)

Questions from Chairman Baucus

1. What types of companies (in terms of industries and/or size) do we need to target the
credit towards, if any? How else could we change the credit so that it is more effective at
stimulating growth and job creation?

Answer. The research credit should address the two glaring weaknesses in our country’s
innovation system: the lack of financing for promising start-ups, and the offshoring of
manufacturing jobs for products we create in the U.S. We should not target particular
industries or technologies, but we should target the type of research activity that adds to
our economic well-being.

Innovative start-up companies with great product ideas cannot find private capital to
enable them to commercialize their products.

While private sector venture capital gets much of the attention, private venture capital
firms are generally reluctant to invest in firms that are still years away from having a
commercial product. Angel investors, who are willing to take greater risks over long
periods of time, play a greater role in supporting early stage firms as do venture funds
set up by nonprofits and state governments... The shortage of patient, long-term
capital for these start-up firms continues to be one of the major weaknesses of
this whole innovation system. (State of Innovation, Block and Keller, 2011, p. 18-
19.) (Emphasis added.)

This is a worldwide issue, and as a result, many countries have credit schemes that favor
smaller companies. One study has found that targeting smaller firms is effective:

“The simulation experiments that we carried out so far suggest that the preferential
treatment of smaller firms for R&D tax credits is justified. R&D tax credits are more
effective in stimulating R&D investment in small firms and are quite wasteful in
terms of cost-benefit for large firms.” (Pierre Mohnen and Boris Lokshin, ““What
Does It Take for an R&D Tax Incentive Policy to Be Effective?”” United Nations
University, UNU-MERIT, Working Paper Series, #2009-014 (Feb. 23, 2009).
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Targeting smaller companies will probably require a grant in-lieu of program similar to
section 48D, which is discussed in the responses to questions 2 and 5.

Once companies create great new products, it is vital that they manufacture them in the
U.S. The example of Apple Computer demonstrates that American industry is great a
creating products but is not so great at creating U.S. manufacturing jobs. The solar energy
industry is becoming another glaring example. We lead the world in solar technology, but
China leads in solar manufacturing. We are becoming the research arm of China.

In order to encourage U.S. manufacturing we could adopt either of the following two
alternatives: 1) we could provide a low tax rate (anywhere from 0 to 10%) for income
from products that are made in the U.S that have been developed in the U.S; or 2) we
could make as a condition to receiving the credit that any resulting products be made in
the U.S., or that at least 50 percent of resulting manufacturing jobs be located in the U.S.,
and the failure to manufacture in the U.S. would result in a recapture of the credit.

It is not necessary to choose particular industries that would qualify for the credit.
Instead, we should look at the nature and impact of the work, and this is discussed below.

. Many different types of government incentives and subsidies were brought up over the
course of our hearing. If we had to pick one of either a grant program, loan supports, or
tax incentives, which is preferable and why? Ms. Nellen mentioned the Section 1603
grant-in-lieu-of-credit for energy projects as a possible model for improving the incentive
of the tax credit. If we pursued that route, is there any justification for using the tax code
rather than just a grant program, to administer incentives for R&D? Is the tax code a good
way 1o identify, evaluate and reward R&D activities?

Answer. There is a significant difference between a grant program and grant-in-lieu
program under the tax code. Under a grant program the granting organization picks the
subject areas for which it wishes to receive proposals, whereas under a grant in-lien
program, the taxpayer can choose whatever product it would like to pursue, as long it
falls within the overall conditions of the program. As an example of a grant program, the
DOF announced that it wished to receive grant proposals with regard to improving
certain kind of battery technologies, anid has in fact awarded a large amount of money to
companies working on battery technology. But under a grant-in-lieu program it is the
taxpayer who decides what type of product that it wishes to create, and as long as the
proposed product meets the conditions set for the credit or grant, then it should be
approved.

A good example of a grant-in lieu program is the section 48D therapeutic discovery
project credit. Under this program taxpayers were free to choose whatever project they
wished and would receive a credit or grant in-licu as long it met the section 48D(d)(3)
selection criteria. Under this criteria, consideration had to be given to those projects that
showed reasonable potential to result in new therapies, to treat areas of unmet medical
need, to prevent, detect, or treat chronic or acute discases and conditions, to reduce long-
term health care costs in the United States, or to significantly advance the goal of curing
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cancer, and to take into consideration projects that had the greatest potential to create and
sustain high quality, high-paying jobs in the United States, and to advance United States
competitiveness in the fields of life, biological, and medical sciences. These criteria
provided a lot of leeway for taxpayers to work on whatever technology they wished as
long it fell within these very broad parameters. A similar process could be put in place for
the research credit, except that the product area guidelines would not be necessary.
Section 48D was dealing only with the biotech area whereas the research credit deals
with the entire economy. Instead the focus should be on the nature of the research and not
the subject of the research.

Since the tax code puts decision-making in the hands of the innovators, while a grant
program puts the decisions as to what innovations to pursue in the hands of the
government, the tax code is a more fitting tool to encourage innovation in a market
economy. But both grants and the tax code are useful and each can be used for the
circumstance where they are most suitable.

In your testimony you argued that the credit should be limited to truly innovative and
groundbreaking research. Could you give a possible set of criteria for making such a
distinetion? I am also interested in understanding the difference between a proposal that
requires firms to apply for a 30% credit and a government grant program. What is the
material difference?

Answer. Qualifying research should be innovative and have a significant impact on the
economy. So we need a two-part test, one, which deals with innovation, and one that
deals with the economic impact. For innovation, there is already a set of criteria in place
in this country for determining if a product is innovative, and that is the patent law. Under
the patent law an invention is patentable if it is new, useful, and not obvious to one
having ordinary skill in the art. We use this standard for giving monopolies to inventions,
so why can’t we use it to give out tax credits? Every inventor has a good idea as to
whether the invention he or she is working on meets that standard, and there are a large
number of experts available that can advise on this. So this standard would be a known
quantity for the engineering community.

But in addition, we want more than new and useful products, we want products that
create new industries and result in new factories. Many patentable inventions result in
evolutionary cost reductions and performance enhancements. These improvements
represent important progress but the government does not need to encourage routine
R&D activity. We should limit government tax credits to inventions of products that are
new product categories for a company, or, if the company has previously produced such a
product, the new product must represent a new generation of technology, exhibiting
significant increases in functionality and performance and be based upon a fundamentally
new design.

Thus qualifying research could be defined as follows:
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Qualified research means research towards the development of a product that would
qualify as a patentable invention (regardless of whether the taxpayer actually applies
for a patent) and which would represent a product category never before produced by
the taxpayer, or represents an enhancement of a product previously produced by the
taxpayer if such enhanced product results in significant increases in functionality and
performance and is based upon a fundamentally new design. If greater than 50% of
the content of a product meets the foregoing test, the entire product will be deemed to

qualify.

When companies create innovative new products, they grow, and when they grow they
create jobs, and this is the type of activity we should encourage.

With regard to the difference between a proposal that requires firms to apply for a 30%
credit and a government grant program, see the response to question 2.

Questions from Senator Hatch

4. How should the law draw a bright-line for what is qualified research, and what is not?
Apparently much of the administrative burden of the R&D credit is because of debate
back and forth as to whether a given activity qualifies for the R&D credit. How would
you solve that?

Answer, A more contentious issue than defining research is the documentation
requirements that the IRS imposes. Most taxpayers do not maintain project accounting
systems that provide the connection between their expenditures and particular projects.
Instead taxpayers send out surveys to their engineers asking them what projects they
worked on and how much time they spent on them. The Service believes these surveys
are unreliable because they are self-serving and they are not contemporaneous. To solve
this, the statute should be amended to make clear that such surveys would be deemed
acceptable documentation of the amount of time an employee spent on a project if they
are completed within 75 days of year-end and if signed by the employee under penalties
of perjury.

In addition, companies and their accounting firms devote a great deal of effort to
broadening the categories of employees that are involved in research, and a credit is often
taken for lawyers, marketing people, sales people, and administrative personnel who
somehow are deemed to be part of the research process. To simplify matters, qualified
research expenses should only include the wages of scientists, engineers, and technicians;
sales, marketing, and administrative people should be excluded even if they have an
engineering degree. This approach would allow a company to easily determine the
amount of credit it is entitled to and would also prevent audit disputes.

As to the definition of qualified research, please see answer to question 3.
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And, possibly related to that, do any of you have any ideas on how the IRS should write
the regulations regarding Internal-Use Software? I am assuming the generation-long
hold-up in issuing those regulations is the difficulty in drawing lines as to which Internal-
Use Software should qualify for the R&D credit, and which should not?

Answer. Perhaps we can solve this internal software issue by dividing internal-use
software between infrastructure software and customer product software. Infrastructure
software would include all the nuts and bolts software a company runs on, such as its
accounting, payroll, stock option, human resources, supply chain, and manufacturing
operations software. These should not qualify for the credit as they represent the routine
business activities that the government should not subsidize. This leaves us with what
may be called customer product software. Here there are two categories: one where the
software itself is the product, such as a search engine, or social networking software, and
the other is where the software helps deliver a product, such as software for an ATM
machine, or software that allows you to buy a ticket at the airport. Only the software that
is actually the product should qualify for the credit and such sofiware should qualify
under the same rules as any product. Software that helps deliver the product should not
qualify for the credit. Such software is just part of a company’s delivery infrastructure
and although the development of such software could require very innovative
development work, this business activity is not in the nature of what the government
should subsidize.

. You and Ms. Nellen both suggested that the R&D credit perhaps should be refundable.
However, doesn’t a requirement of taxable income have the advantage of requiring the
claimant have some minimal level of business success?

Answer. It is true taxable income shows some business success. But when it comes to
start-ups, that is not so important. Steve Jobs and Steve Wozniak are examples of people
with no business history and no college degrees, who together formed the greatest high
technology company in the world.

If even those without any tax liability, or without any profits, or without any income
could claim a credit, wouldn’t there be a lot more charlatans claiming the credit? Isn’t
having taxable income as some sort of minimal threshold likely to weed out a lot of
charlatans?

Also, how would the IRS handle the volume of R&D credit claims it would have to audit
if the Credit became refundable?

Answer. The IRS very successfully handled a similar type of program under section 48D
(qualifying therapeutic discovery credit). In order for a taxpayer to receive a credit or
grant, it had to receive certification of its proposal. Section 48D required the IRS and the
Secretary of Health and Human Services to establish a qualifying therapeutic discovery
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project program to consider and award certifications. The total amount of credits that
could be allocated under the program was not to exceed $1,000,000,000 for the 2-year
period beginning with 2009. Each applicant for certification under was required to submit
an application containing required information and the IRS was required to approve or
deny an application under within 30 days of the submission.

As mentioned above, in determining which proposals would be certified, the IRS was
required to take into consideration only those projects that showed reasonable potential to
result in new therapies, or to prevent, detect, or treat chronic or acute diseases and
conditions, to reduce long-term health care costs, or to significantly advance the goal of
curing cancer, and those projects that have the greatest potential to create high-paying
jobs in the United States, and to advance United States competitiveness.

The IRS and the HHS had to act quickly and efficiently to satisfy statutory mandates in
certifying qualifying investments. There were 5,663 applications received of which 81.3
percent were approved, and of those, 98 percent elected to receive grants instead of
credits. The Treasury Inspector General for Tax Administration found that the IRS met
legislative requirements when awarding the credits and grants to program recipients and
despite the unprecedented short time period allotted by the law for creating the QTDP
Program, the IRS achieved its goal.!

The efficiency of the IRS in handling this program should give us confidence of their
ability to handle a similar program with regard to the research credit. Of course there will
be some people who try to defraud the system, but this risk would be minimized by the
use of a certification procedure.

6. In your testimony it states, “Congress provides tax and other subsidies to encourage
companies to create products, often based upon government-funded basic research;
through cost sharing and other arrangements, companies park the resulting intellectual
property in tax havens.”

If the R & D used to create the intellectual property is conducted in the United States,
should we be concerned if the resulting intellectual property is located in a foreign
jurisdiction? Would you please elaborate on your statement?

Answer, We should be very concerned—because we are losing jobs and competitiveness
as a result. Once a U.S. company has its IP is offshore, then it becomes very beneficial to
locate manufacturing and other functions offshore. If a company manufactures in the U.S.
it is subject to a 35% tax. If it can get its IP offshore, and get a foreign tax holiday, it can
pay zero tax. Moreover, if it can put other functions offshore it can increase it foreign
income and further reduce its U.S. tax. This is why the statistics show that U.S.
companies have a disproportionate share of their income outside the U.S. It is not an

! Treasury Inspector General For Tax Administration, Legislative Requirements Were Met When Awarding Credits
and Grants for the Qualifying Therapeutic, Discovery Project Program, September 14, 2011 Reference Number:
2011-40-100.
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accident. They arrange it this way to avoid U.S. tax, and our tax code encourages them,
almost forces them, to do it.

Once manufacturing is offshore it starts what has been described as a chain reaction. First
the product process R&D goes offshore, followed by design R&D. Eventually the
company loses the capability to design and manufacture in the U.S. It starts with IP
migration offshore but ends with the loss of U.S, R&D capabilities. This has happened
and is happening in many industries and the tax code is very culpable. There are many
products we can no longer can design or make in the U.S. and there are more that we are
losing every year. This is not only an economic issue but a military one as well. An
excellent discussion of this process can be found in Restoring American Competitiveness
by Gary Pisano and Willy Shih (Harvard Business Review, July — August, 2009)

7. Why do you suggest we not have an incremental credit and instead have a volume-based
credit?

Answer. There are two reasons for suggesting a volume-based credit. First, the
incremental feature of the credit does not work. There is a fatal contradiction in the
theory of the incremental feature. Although the incremental feature of the credit is
computed on a full-company basis, the credit is actually earned on a project-by-project
basis. So, for example, if a vice-president of engineering wanted to determine the amount
of credit that would be earned from a particular project, he or she would have no way of
determining that because incrementality is not determined on a project-by-project basis. It
would be necessary for that VP to know the overall R&D credit history of the entire
company, as well as the amount of R&D for planned for the entire company the for the
current year, and then somehow determine whether the R&D for the particular project in
question created incremental spending or not. This is of course not feasible and is never
done in the real world. The incremental feature is only a theoretical concept, not a real
one.

The second reason is that for an incentive to be effective, the amount of the incentive has
to be clearly identifiable. With a volume-credit, the amount of benefit is clear.
Understandably, there is a concern that the volume-credit would provide a benefit for
research that would in any event be done even without the credit. This is a valid concern,
and it is for this reason that the credit should be limited to very innovative projects that
provide big economic returns to the country.

Question from Senator Wyden

8. In response to my questions during the hearing, you said the current tax system
contributes to the loss of jobs and technology. Can you explain how the current tax
system results in less research and development in the U.S.?
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Answer. Our system of tax deferral encourages companies to locate functions offshore.
The company’s IP is the starting point because it represents most of the value of a high
tech or biotech company. If the IP can be put offshore then most of the profits of the
company can be offshore as well. Once the IP is offshore the tax umbilical with the U.S.
is cut. The company is now free to manufacture offshore. If it can obtain a tax holiday
somewhere, it can manufacture at a very low tax rate, often zero, versus the U.S. rate of
35%.

But it does not stop at manufacturing. There are at least three ways that our tax system
encourages less R&D in the US.

(1) Cost sharing. Usually IP is transferred offshore through a cost sharing arrangement. But
these require costly buy-in payments (now technically platform contributions) to the U.S
parent for pre-existing technology. If the R&D could be done in a foreign country, these
buy-in payments can be avoided or reduced. The IRS is attempting to limit the benefits of
these cost-sharing agreements, but the Veritas case puts the IRS regulations in doubt.
Ironically, if the IRS is successful it provides companies with greater incentive for
putting R&D offshore.

(2) Transfer pricing. Under the section 482 transfer pricing regulations the more functions a
company can place offshore, the more profits it can justify having offshore. If R&D is
offshore, then with less activities and risks in the U.S., the U.S. parent company can earn
less income and pay less tax.

(3) Foreign tax incentives and U.S. tax deferral. Often, as a necessary condition to obtain a
manufacturing tax holiday in a foreign country, it will be necessary for a U.S. company to
put an R&D operation in the foreign country providing the holiday. For example, the
Economic Development Board of Singapore will often require a company 1o hire a
specific number of engineers in order to obtain Pioneer Status (a tax holiday of up to 15
years). But the only reason this makes sense is because with the [P offshore, the
protection of our tax deferral system allows the company to cam large amounts of
offshore profits without paying U.S. tax. So first the IP goes (tax lawyers call this IP
migration}, then the manufacturing (this is called offshoring), and then the R&D goes
offshore (Friedman refers to this to as a consequence of the flat world). And yet, so much
of this is is a result of our tax system which quietly and insidiously eats away at our
economy.

Supplemental Information of Michael D. Rashkin
Related to Questions from Chairman Baucus on September 20

1. Inresponse to the testimony that Canada needs high R&D tax incentives because it
has some structural problems, such as a low number of Ph.D. graduates, Chairman
Baucus asked why Canada had that problem.
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Answer. The Conference Board of Canada gives Canada a grade of D in comparison to
peer countries when it comes to Ph.D. graduates, and has cited a Canadian federal
government report that listed some of the underlying reasons.'

Among the reasons cited in the government report is over-reliance on cost reduction
rather than innovation as the main competitive strategy among Canadian firms. In
addition, the report notes that “Canada’s private sector does not provide strong enough
incentives for students to strive for advanced science and technology skills and for
business management skills. Compared to firms in the U.S., Canadian firms across most
industries hire fewer Ph.D. graduates and pay them less; this may be one reason why
there are fewer students pursuing doctoral studies in Canada.™

2. Inresponse to the testimony that Sweden spends a very high percentage of its GDP
on R&D without any R&D tax incentives, Chairman Baucus asked what were the
reasons for this achievement.

Answer. Sweden’s economy is dominated by high-technology oriented multinationals, of
which Ericson is a prime example. These multinationals spend a high percentage of their
revenue on R&D (Ericson spends about 15% of its revenue on R&D) and since they
make up a large percentage of the Swedish economy, the country as a whole spends a
relatively large amount on R&D. The fact that these companies have invested heavily in
R&D without an R&D tax incentive is good indicator that tax incentives are not essential
for R&D investment. Note that Sweden’s percentage of R&D to GDP, the second highest
in the world after Israel, is 3.6%, and not over 5%, as was stated in the testimony on
September 20.

3. Chairman Baucus asked if companies would tend to innovate and spend what they
want to spend on research and innovation if the corporate rate were a lot lower than it
is today and if tax incentives such as the R&D credit were eliminated?

Answer.

A. The question appears to assume that the R&D credit now increases R&D spending,

but there is no certainty that the R&D credit provides such increase. The 2009 GAO

report, Dr. Gregory Tassey of NIST, and the OECD all express caution in appraising the
effectiveness of the credit.

2009 GAO Report:

“In reality, it is impossible for policymakers to know how much research spending
taxpayers would have done without the credit.”

Dr. Gregory Tassey:

“As currently structured, the US R&E credit probably has had at most a minor and
transitory effect on industry R&D spending.”"
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OECD Testimony at September 20 Senate Finance Committee Hearing, p. 8:

Even if there were a perceived increase in R&D spending this may not lead to an increase
in innovation because:

“The introduction of an R&D tax incentive would likely cause an increase in the wages
of scientists and engineers, due to the inelastic supply of such workers, at least in the
short run. Part of the potential benefits of the R&D tax incentives are therefore “eroded”
by an increase in the cost of R&D, rather than inducing only an increase in the volume
R&D performed.

Finally, projects financed through R&D tax incentives might be those with the lowest
marginal productivity. If there are decreasing marginal returns to R&D, the additional
R&D induced by an R&D tax incentive might be less productive.

Thus far, the evidence on the impact of R&D tax incentives on innovation output remains
scattered.”

B. Lowering the corporate tax rate would not by itself stop corporations from locating
their intellectual property in tax havens and moving operations offshore.

It would remain cost effective for taxpayers to place their valuable intangibles in tax
havens, and a reduction in the corporate rate would actually facilitate such transfers by
reducing the cost of buy-in payments under cost sharing agreements. Once the intangibles
are owned in a tax haven, corporations can set up operations offshore without having to
worry about US tax. As long as there are countries willing to offer tax holidays, our tax
system will continue to encourage the export of US jobs. Only by currently taxing tax
haven profits can we stop this.

C. Conclusion. Eliminating the R&D credit and lowering the corporate tax rate would not
diminish innovation, but it would not stop the export of jobs and technology resulting
from tax haven incentives, Only be taxing tax haven profits can we reverse the flow of
jobs outside the US.

i See Conference Board of Canada: A Report Card on Canada, http://www.conferenceboard.ca/hcp/Details/
education/Phd-graduates.aspx.

¥ Industry Canada, Mobilizing Science and Technology to Canada’s Advantage (Ottawa: Author, 2007), p. 32.
i GAO, “The Research Tax Credit’s Design and Administration Can Be Improved,” GAQ-10-136 (November,
2009), p. 16.

¥ Tassey, Gregory “Tax Incentives for Innovation: Time to Restructure the R&D Tax Credit,” 32(6) Journal of
Technology Transfer 605-615, p.615 (Dec. 2007),



113

TECH NOLOGY POLICY INSTITUTE

STudthg the Glob(‘j‘l‘ informa‘rion Ec:énomy

Statement of Scott Wallsten, PhD
Vice President and Senior Fellow, Technology Policy Institute

The Role of Government in Promoting R&D
Before the U.S. Senate Finance Committee

September 20, 2011

1099 NEW YORK AVE, NW o SUITE 520 o WASHINGTON, DC 20001
PHONE: 202.828.4405 o E-MAIL: info@techpolicyinstitute.org © WEB: www.techpolicyinstitute.org



114

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 Policy.

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 actual levels of R&D
activity 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 that very feature also means that the innovator does not earn
all the returns to the investment. Because firms base their R&D spending on their own expected
returns, not the social expected returns, they invest less than they would if they could appropriate
all the returns, That is, by themselves businesses are likely to invest fewer resources than is
efficient 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 20-30 percent—significantly higher than returns to other
investments. 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 the
private returns.!

If the marginal private returns are so high, it is reasonable to ask why firms don’t invest more.
The answer is the second reason to believe there may be a gap between optimal and actual levels
of R&D activity.

Primarily because of its riskiness and the inability of the researcher to provide full information to
financiers, the cost of capital for research may be higher than for other goods. 2

Both of these factors suggest 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 of 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 decreased by about 3.5% in FY 2011.3

To be effective, however, government R&D activities must generate R&D that would not happen
otherwise. If government merely subsidized R&D that firms or others would have undertaken
anyway then the government support would have had zero effect and simply crowded out other
sources of finance.

1 Bronwyn H. Hall, Jacques Mairesse, and Pierre Mohnen, Measuring the Returns to R&D, Working Paper
(National Bureau of Economic Research, December 2009), 22, http://www.nber.org/papers/w15622.

2 1bid.
3 http://www.aaas.org/spp/rd/edreport2012/tbli10.pdf
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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 industry funded about $268 billion in R&D.4

The trick for government is to figure out how to generate R&D that would not happen without
subsidies. Achieving this goal is probably easiest in the case of basic research, where private
returns may be small, especially in the short run, but the total returns may be large, especially
when they diffuse among lots of researchers.

And, in fact, government does spend more on basic research than industry does. While only
about 4-5 percent 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 government policy in the case of applied
R&D or of projects closer to commercialization, where the private sector has stronger incentives
to provide funding.

In theory, research projects do exist—even ones very close to yielding commercializable
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 these projects.

Understandably, government typically tries to the 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 successful, but if government funding simply replaced
private funding then the program was not effective at all. In part for that reason, direct
government funding of commercializable 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 evaluated. 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 evaluation 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 subsidies. Unlike direct subsidies
that by definition require difficult decisions that yield winners and losers, the tax credit appears
to be a rather successful policy tool that most studies find does stimulate additional R&D.”

4 http://www.nsf.gov/statistics/seind10/c4/c4h.htm
5 Derived from table 4-2 http://www.nsf.gov/statistics/seind10/tables. htm#c4

6 In FY 2010 the government allocated about $30 billion for basic research, $31 billion for applied research, and $83
billion for development, although about 90% of development funding was for defense.
http://www.aaas.org/spp/rd/rdreport2012/tbli05.pdf

7 Bronwyn Hall and John Van Reenen, “How Effective are Fiscal Incentives for R&D? A Review of the Evidence,”
Research Policy 29 (2000): 449-469.
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Although the R&D tax credit should be considered a successful policy, 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. A
permanent R&D tax credit would be more consistent with the way companies make decisions
regard R&D spending and is more likely to have the intended positive effect on private spending.

A second reason the tax credit may not have been as successful as it could have been is related to
how it determines which expenditures are eligible. In order to be effective, the credit must
generate new R&D, not just subsidize R&D that would have happened anyway. For this reason
the credit appropriately requires defining qualified expenditures and setting a baseline amount.
Neither of those are simple, and a 2008 GAO report found that the credit was inadvertently
subsidizing some R&D spending that would have occurred anyway, in part because the baseline
level of spending was calculated using data more than 20 years old.8

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

Stimulating new research in the U.S. requires additional policies, as well. For example, most
R&D expenditures are for scientists and engineers, and their supply is relatively fixed in the
short run. More spending on R&D without increasing the numbers 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. Moreover, a 2009 study by
Arlen Holen at the Technology Policy Institute found that looser immigration policies would also
increase economic growth and revenues to the Treasury.!® While immigration is beyond the
scope of this committee, it nevertheless remains an important 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 recognized as successfully stimulating additional R&D. Its
effectiveness would be strengthened first by making it permanent and, second, by careful
consideration of what is considered baseline spending and what is eligible for the credit.

Thank you.

8 United States Government Accountability Office, The Research Tax Credit’s Design and Administration Can Be
Improved, November 2009, http://www.gao.gov/new.items/d10136.pdf.

9 Austan Goolsbee, “Does Government R&D Policy Mainly Benefit Scientists and Engineers?,” American
Economic Review 88, no. 2 (May 1998): 298-302.

10 Arlene Holen, “The Budgetary Effects of High-Skilled Immigration Reform,” SSRN eLibrary, 2009, .
http://ssm.com/paper=1407280.
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MAKING THE R&D TAX CREDIT WORK FOR SMALL AND MEDIUM BUSINESSES

alliantgroup welcomes the opportunity to submit comments for the record for the September 20,
2011, Senate Finance Committee hearing to examine tax reform options for incentives for
innovation.

alliantgroup is the national leader in working with small and medium businesses and their
accountants —- assisting them in qualifying for the Research and Development (R&D) tax credit.
We are proud to have worked with thousands of companies across the country in the last 10
years to ensure that they benefit from this important incentive provided by Congress — resulting
in the creation of thousands of jobs. Our comments are based on our unmatched experience
working with small and medium businesses secking to benefit from the R&D tax credit.

We commend the Committee for holding this hearing and especially Chairman Baucus and
Ranking Member Hatch for introducing legislation that would make the R&D tax credit
permanent as well as increasing the credit amount from 14% to 20%. The purpose of this
statement is to highlight those changes that we encourage the Committee to consider that will
greatly enhance the benefit of the R&D credit for small and medium businesses.

As the Committee heard in the testimony by OECD, a number of countries provide additional
incentives for small and medium-size enterprises. By contrast, the US R&D tax credit provides
no additional incentives for small and medium businesses. In fact, US tax policy actually erects
barriers that limit these businesses from enjoying the incentives of the R&D tax credit.

The negative impact of these barriers is made clear by the findings of the GAO 2009 report to the
Committee on the R&D tax credit which highlighted the small amount of overall dollars of the
R&D tax credit that go to small and medium businesses.

These roadblocks in the tax code and regulations work against small and medium businesses
taking the R&D tax credit and act directly against our nation’s goals of fostering economic
productivity and encouraging job growth. This is especially troubling in light of the testimony
the Committee heard from OECD that small firms are more responsive to R&D tax incentives.
Thus, current tax law and regulations operates against small and medium businesses taking the
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R&D tax credit and is especially prejudicial against the very firms that would be most responsive
to such a credit.

The good news is that with a few minor changes in the law and regulations, the R&D tax credit
will provide significant benefits to small and medium businesses. These changes should be
considered for the Committee's proposed legislation to make the R&D credit permanent as well
as any extensions of the R&D credit and any jobs bill.

ALLOW THE R&D TAX CREDIT AGAINST THE AMT

The top barrier for small and medium businesses taking the R&D credit is that the credit cannot
be used to reduce the business owners’ alternative minimum tax (AMT). This means, that a
business owner of a pass-thru entity that is subject to the AMT cannot use the R&D credit to
reduce her taxes. alliantgroup has found in reviewing tens of thousands of tax returns that 8 out
of 10 businesses that would otherwise benefit from taking the R&D credit will receive little to no
benefit from the R&D credit because the credit cannot be used to reduce AMT. Given that the
vast majority of small and medium businesses are organized as pass-thru entities, the potential
benefit of the R&D tax credit to encourage innovation and create jobs is greatly diminished.

The Senate Finance Committee made the right policy call in allowing the R&D tax credit to be
taken against AMT in enacting the Small Business Jobs Act of 2010 last year. We have seen
first-hand that this simple change in the law has translated into providing significant benefit to
thousands of small and medium businesses and helped create a small city worth of jobs. The only
drawback is that this legislation was good for only one year ~2010. alliantgroup encourages the
Comunittee to make this common sense change permanent in its proposed legislation. We are
pleased to note that the Committee also heard support from its witnesses for allowing the R&D
tax credit against the AMT.

ALLOW TAXPAYERS TO ELECT ASC ON AN AMENDED RETURN

As the Committee proposes to change the R&D tax credit to allow solely for the alternative
simplified credit (ASC), it is vital that the statute make clear that the ASC can be elected by
businesses on amended returns. Currently, businesses can elect to take only the traditional R&D
tax credit on an amended return not the ASC.

Congress created the ASC in Section 104 of the Tax Relief and Health Care Act of 2006 (P.L.
109-432). The ASC was intended to broaden the number of companies that would be eligible to
take advantage of the incentives provided by the R&D tax credit.

The policy intent of the ASC — expanding the number of companies eligible for the R&D tax
credit - has been largely successful. The ASC has been especially beneficial for small and
medium companies that could not take the regular R&D tax credit because of difficulties with
the base years (and often substantiating expenditures in the base years).
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However, a significant limitation for businesses — especially small and medium businesses — is
the restriction in the regulations, published temporarily in 2008 and made permanent earlier this
year, that do not allow a taxpayer to elect the ASC on an amended return. 1.41-9 (b)(2)(“An
election under section 41(c)(5) may not be made on an amended return.”). There is nothing in
the statute that requires such a limitation.

alliantgroup sees first-hand the negative impact of this regulation. We are aware of thousands of
companies that are performing activities that qualify for the R&D tax credit but are being
prevented by this regulation from benefitting fully from this important tax incentive —and at
times are discouraged from even taking the ASC on their current return.

Therefore, because of this regulation, thousands of our nation’s most innovative small and
medium businesses are not receiving the assistance intended by Congress through the R&D tax
credit.

While the regulation bars all companies regardless of size from electing ASC on an amended
return, we find in practice this limitation falls especially heavily on small and medium business.
Small and medium business owners do not have the benefit of sophisticated in-house tax
departments and aren’t aware of the R&D tax credit or don’t know they are eligible for this tax
incentive. A 2009 Government Accountability Office (GAO) underscores the fact that the R&D
credit has primarily benefitted the largest corporations — noting that the largest corporations have
dominated the use of the research credit. GAO found that 65 percent of the credits were claimed
by 549 large corporations.i

1t is often only after the company has been engaging in R&D for a number of years that they may
learn for the first-time that they are eligible for the R&D tax credit. These small and medium
companies should not be punished for failing to have a large tax department and for focusing
their time trying to expand and grow their business rather than poring over the tax code.

The current regulation effectively places small and medium businesses at a disadvantage to
larger business. Further, the regulation is denying the tax incentive intended by Congress and
supported by the administration to encourage innovation and new technology — creating new jobs
and strengthening our economy.

In reviewing the issue of allowing an ASC election on an amended return, GAO found:

IRS officials agreed that permitting changes in credit elections could require examiners to
audit some taxpayers’ credits twice; however, they saw no problem with allowing
taxpayers to claim either alternative credit on an amended return if the taxpayer
had not previously filed a regular credit claim for the same tax year. (p. 35, emphasis
added)

GAO further noted:
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Taxpayers that fail to claim the research credit on timely filed tax returns are materially
disadvantaged by the election limitations that apply to any subsequent claims they file
on amended returns. There appears to be no reason to prohibit taxpayers from
electing either the ASC or AIRC method of credit computation on an amended
return for a given tax year, as long as they have not filed a credit claim using a different
method on an earlier return for that same tax year. (p. 35-36, emphasis added)

Allowing taxpayers immediately to make an election to ASC on an amended return will mean
that more taxpayers will choose the easier path — sparing both themselves and the IRS the
arduous and painful process of looking at books and records from 1984-1988.

It is understandable given the GAO’s findings that the GAOQ report recommended that in order to
allow more taxpayers to benefit from the reduced recordkeeping requirements offered by ASC,
that the Secretary of Treasury should:

Modify credit regulations to permit taxpayers to elect any of the computational
methods prescribed in the IRC in the first credit claim that they make for a given tax
year, regardless of whether that claim is made on an original or amended return.
(p. 39, emphasis added)

For the benefit of jobs and innovation, even prior to the Committee considering the legislation
introduced by Chairman Baucus and Ranking Member Hatch, alliantgroup would encourage the
committee to ask Treasury to change this job killing regulation and in the alternative to make
clear in any jobs bill or extension of the R&D credit that the ASC can be elected on amended
return.

As background, the statute creating ASC makes no requirement that the ASC election can only
be made on an original return (i.e. not allowed on an amended return):

An election under this paragraph shall apply to the taxable year for which made and all
succeeding taxable years unless revoked with the consent of the Secretary. IRC

41(c)(5X(C).

A fairer reading of the statute, and consistent with basic principles of tax administration, is that
an election can be made on any open tax year. The statute is clear that the election applies to any
succeeding tax year — and says nothing of limiting that election only to an original return. The
regulation is creating a significant limitation to making the election that is without support in the
statute.

The Joint Committee on Taxation “bluebook” description of the legislation similarly provides no
support for barring an ASC election on an amended return: “An election to use the alternative
simplified credit applies to all succeeding taxable years unless revoked with the consent of the

39 i

secretary.
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When Congress desires to limit a taxpayer’s ability to make a claim on an amended return — it
has certainly shown the ability to write that limitation into the statute. For example, in IRC
280C(c)(3)(C) the statute provides:

An election under this paragraph for any taxable year shall be made not later than the
time for filing the return of tax for such year (including extensions), shall be made on
such return, and shall be made in such manner as the Secretary may prescribe.

No such limiting language on filing an election on an amended return was included with the
creation of the ASC and IRC 41(c).

When the temporary regulations were put forward in 2008, there was little official discussion as
to why the bar on claiming the ASC on an amended return was put in place. The comment did
not point to any statutory support for the provision and simply noted that the bar was in
conformance with the alternative incremental credit. For a regulation that causes significant
harm to thousands of small and medium businesses by denying them the incentives of the R&D
Tax Credit and kills thousands of jobs, it is the thinnest of reeds to justify all this damage under
the rubric of consistency. It is time for this hobgoblin to go.

It was good news for small and the medium businesses that Sen. Grassley raised this issue of
taking the ASC on amended return during the Committee hearing. We appreciate the Senator
underscoring the importance of this issue and the need for change and also note that in Senator
Grassley’s questions to the witnesses they agreed that businesses should not be subject to such a
barrier in taking the ASC.

ALLOW NEW AND SMALL BUSINESSES TO TAKE THE R&D CREDIT
AGAINST THE EMPLOYER PAYROLL TAX

While the AMT exclusion for the R&D tax credit would greatly benefit a large number of small
and medium businesses, many startups would still be ineligible for the credit because they are
not making a profit. Several states, and particularly Louisiana, Minnesota, New York and
Arizona have had great success with an R&D tax credit that is provided even if a company
doesn’t owe tax.

alliantgroup, working with companies in these states, has witnessed that an expanded, refundable
R&D credit has meant companies starting up, keeping their doors open or expanding and
creating new jobs.

The committee needs to bear in mind that while the engines for job growth are small and
medium businesses, it is particularly new businesses that are key to an increase in jobs. The
importance of encouraging entrepreneurism and startups for job growth was underscored by an
August 2010 NBER Working Paper, Who Creates Jobs? Small v. Large v. Young. In addition,
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studies have shown that a great deal of innovation is concentrated in new businesses. Therefore,
an R&D credit that is also available to new businesses will bolster both innovation and jobs.

As the Committee read in the written testimony from the OECD it is not only the states that have
looked at a refundable R&D tax credit. The OECD testimony notes that a recent trend is for
countries to target R&D tax incentives to offset employer Social Security contributions and other
taxes on labor income. The OECD testimony highlights that “Increasing cash flow is important
for small, research intensive firms with little revenue but high investment in intellectual and
human capital.” Further, we note that Prof. Nellen and Mr. Rashkin in their testimony to the
committee also call for a refundable/transferable credit for small and startup businesses.

An R&D tax credit — refundable against payroll taxes paid by companies — and capped at
$250,000 could provide much-needed cash for credit-starved innovative startups. Sucha
proposal would ensure that some of our most cutting edge new companies would actually receive
the benefit of the R&D tax credit — as opposed to being on the outside looking in.

A MORE GENEROUS TAX CREDIT IF MANUFACTURED IN THE US

A policy goal of the R&D tax credit is to also support domestic manufacturing. The committee
should encourage R&D that translates into US manufacturing jobs by providing a greater credit
to those companies that conduct a significant percentage of their manufacturing domesticaily.

An enhanced R&D credit for domestic manufacturers would particularly benefit small and
medium businesses that rarely have manufacturing facilities outside the US. We encourage the
Committee to consider a 25% bonus in the R&D tax credit for US companies that conduct a
significant percentage of their manufacturing in the US. Such a credit would potentially create
tens thousands of manufacturing jobs domestically and discourage companies from moving
offshore.

Thank you for giving alliantgroup the opportunity to submit this statement. We appreciate the
Committee’s leadership in the R&D tax credit and look forward to working with you to ensure
that the credit provides good benefit to all businesses.

' Tax Policy: The Research Tax Credit’s Design and Administration Can Be Improved. GAO-10-136,p. 13
(November 2009).

" General Explanation of Tax Legislation Enacted in the 109™ Congress, Joint Committee on Taxation, p. 669 (JCS-
1-07), January 17, 2007.
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Comments for the Record
United States Senate Committee on Finance

Tax Reform Options: Incentives for Innovation
Tuesday, September 20, 2011, 10:00 AM
215 Dirksen Senate Office Building

By Michael Bindner
Center for Fiscal Equity
4 Canterbury Square, Suite 302
Alexandria, Virginia 22304

Chairman Baucus and Ranking Member Hatch, thank you for the opportunity to address this
topic. As you know, the Center for Fiscal Equity suggests a four part tax reform, which form the
basis of our analysis. The key elements are:

s a Value Added Tax (VAT) that everyone pays, except exporters,

o a VAT-like Net Business Receipts Tax (NBRT) that is paid by employers but, because it
has offsets for providing health care, education benefits and family support, does not
show up on the receipt and is not avoidable at the border,

e apayroll tax to for Old Age and Survivors Insurance (OASI) (unless, of course, we move
from an income based contribution to an equal contribution for all seniors), and

e an income and inheritance surtax on high income individuals so that in the short term
they are not paying less of a tax burden because they are more likely to save than spend —
and thus avoid the VAT and indirect payment of the NBRT.

The incentives to innovation in the current tax code are only relevant to the extent that wages and
profit are taxed separately through income and payroll taxes. Such incentives are difficult,
though not impossible to preserve in tax reform to the extent that tax reform eliminates the
Corporate Income Tax on profit and replaces it with reforms such as a Value Added Tax and a
VAT-like Net Business Receipts Tax (which tax both labor and profit). As Value Added Taxes
never contain offsetting tax benefits, we will confine our remarks to offsets to Net Business
Receipts Taxes.

One of the virtues of an NBRT is that offsets are possible, which is not the case with a VAT or
the FairTax. The challenge arises, however, when the existence of such subsidies carry with
them the very justified impression that less well connected industries must pay higher taxes in
order to preserve these tax subsidies. Worse is the perception, which would arise with their use
in a business receipts tax, that such subsidies effectively result in lower wages across the
economy. Such a perception, which has some basis in reality, would be certain death for any
subsidy.
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One must look deeper into the nature of these activities to determine whether a subsidy is
justified, or even possible. If subsidized activities are purchased from another firm, the nature of
both a VAT and an NBRT alleviate the need for any subsidy at all, because the VAT paid
implicit in the fees for research and exploration would simply be passed through to the next level
on the supply chain and would be considered outside expenditures for NBRT calculation and
therefore not taxable. If research and exploration is conducted in house, then the labor
component of these activities would be taxed under both the VAT and the NBRT, as they are
currently taxed under personal income and payroll taxes now.

The only real issue is whether the profits or losses from these activities receive special tax
treatment. Because profit and loss are not separately calculated under such taxes, which are
essentially consumption taxes, the answer must be no. The ability to socialize losses and
privatize profits through the NBRT would cease to exist with the tax it is replacing.

The last question concerns repatriation of overseas profits now taxable under the corporate
income tax. The answer to this question depends on the tax impacted. Clearly such repatriations
would have not impact on VAT collection, as VAT would have been collected where the item is
sold. If the item were made in the USA and exported, the returning funds would be tax free.
Indeed, collecting such funds would be tantamount to a constitutionally prohibited export tax.

The NBRT would not be border adjustable because it is designed to pay for entitlement costs
which benefit employees and their families directly, so that it is appropriate for the foreign
beneficiaries of their labor to fund these costs. Additionally, the ultimate goal of enacting the
NBRT is to include tax expenditures to encourage employers to fund activities now provided by
the government — from subsidies for children to retiree health care to education to support for
adult literacy. Allowing this tax to be zero-rated at the border removes the incentive to use these
subsidies, keeping government services in business and requiring higher taxation to support the
governmental infrastructure to arrange these services — like the Committee on Finance.

The NBRT is collected based on where costs are incurred and dividends paid. Therefore, if
foreign profits are repatriated and used to finance American research and development activities
and distribution of dividends to American shareholders (or foreign shareholders based in the
United States), NBRT would be due on researcher salaries and dividends paid out. Finally,
dividends paid out to individuals responsible for paying the income and inheritance surtax would
be fully taxable under that levy as if they were paid out from American operations.

Thank you again for the opportunity to present our comments. We are always available to
discuss them further with members, staff and the general public.
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Introduction

The R&D Credit Coalition welcomes the opportunity to provide comments for the record of the
September 20, 2011, Senate Committee on Finance (“Committee™) hearing to examine tax
reform options: incentives for innovation.

The R&D Credit Coalition would like to thank Chairman Baucus and Ranking Member Hatch
for their leadership in sponsoring legislation that would provide for a sirengthened and
permanent R&D tax credit. We look forward to working with them this year to advance their
proposal to ensure that U.S. businesses have the certainty and incentives they need to maintain
and increase their R&D jobs here in the U.S.

The R&D Credit Coalition is a group of more than 100 trade and professional associations along
with hundreds of small, medium and large companies that collectively represent millions of
American workers engaged in U.S.-based research throughout major sectors of the U.S.

www.investinamericasfuture.org
1331 Pennsylvania Avenue, NW e Washington, DC 20004-1790 e (202) 637-3076

‘The R&D Credit Coalition is a group of more than 100 trade and professional associations along with small, medium and large companies that collectively
represent millions of American workers engaged in U.S.-based research throughout major scctors of the U.S. economy, including aerospace, agriculture,
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economy, including aerospace, agriculture, biotechnology, chemicals, electronics, energy,
information technology, manufacturing, medical technology, pharmaceuticals, software and
telecommunications.

Although the make-up of the R&D Credit Coalition is diverse, the member companies share a
major characteristic— they collectively spend billions of dollars annually on research and
development (“R&D”), which provides for high-wage and highly-skilled, domestic jobs.
Companies must decide where they are going to invest their research dollars— here in the U.S.
or abroad. The high U.S. corporate tax rate and the temporary nature of the U.S. R&D tax credit,
compared to the lower corporate tax rates and more attractive, often permanent, research
incentives in most industrialized countries, are key factors that companies consider in
determining where they are going to create R&D jobs. Today, a company claiming the U.S.
R&D credit on average only realizes an effective credit rate of six percent. In addition, the U.S.
requires that any deduction for R&D expenses may not also be claimed for the R&D credit.

Thus, corporate tax reform proposals limiting or eliminating research and development tax
incentives could have a dramatic impact on both the number and location of R&D jobs in the
U.S., as well as the ability of our companies to compete effectively in the global marketplace.
Given the Committee’s focus on how the tax code can encourage job creation in the United
States, the R&D Credit Coalition would like to share our preliminary views regarding tax reform
options and incentives for innovation. It is important for Congress to recognize that even in the
context of tax reform, maintaining a permanent, strengthened R&D tax credit is critically
important to ensure that U.S. companies keep jobs here in America.

Discussion

The R&D tax credit was originally enacted in 1981 and has provided an important incentive to
spur private sector investment in innovative research by companies of all sizes and in a variety of
industries. The enactment of this incentive helped establish the U.S. as a leader in cutting-edge
research, In fact, during the 1980s, the U.S. was the leader among OECD countries in providing
the best R&D incentives for companies. However, many of our foreign competitors have since
instituted more generous R&D incentives in the decades following, causing the U.S. to drop
below the top 10, and today ranks 24" in research incentives among industrialized countries. The
temporary nature of U.S. R&D incentives is a strain on U.S. companies, causing uncertainty that
negatively influences future company R&D budgets. Providing the certainty of a permanent
credit, especially in a tax reform environment, is critical to maintaining U.S. leadership in global
advanced research and ensuring that U.S. companies will continue to do their R&D here in the
uU.s.

Many other countries offer both lower tax rates and more attractive R&D incentives, proving that
the U.S. should not engage in an “either/or” debate with respect to lower marginal rates and
boosting U.S. job creation through R&D incentives when looking at options to reform the
corporate tax code.

The R&D credit is a jobs credit—with seventy percent of credit dollars used for salaries of high
skilled R&D workers in the United States. A study by the Information Technology and
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Innovation Foundation (ITIF), “estimates that expanding the Alternative Simplified Credit
(ASC) from 14 percent to 20 percent would spur the creation of 162,000 jobs in the short term
and an additional, but unspecified, number of jobs in the longer run.”! The U.S. must ensure that
our tax system supports high-skilled, high-paying jobs, here in the U.S. We cannot let our tax
system put these jobs at risk of moving abroad.

A newly-published study by Ernst & Young? finds that the R&D credit has a significant effect
on R&D spending:

o The existing credit is estimated to have increased annual private research spending $10
billion in the short-term and by $22 billion in the long-term (beyond the first several
years), substantially higher than the credit’s roughly $6 billion to $8 billion revenue cost.

» Strengthening the credit by increasing the simplified credit from 14% to 20% is estimated
to increase annual private research spending by an additional $5 billion in the short-term
and an additional $11 billion in the long-term.

* Intotal, the overall policy — the existing credit plus strengthening the alternative
simplified credit — is estimated to increase annual private research spending by $15
billion in the short-term and $33 billion in the long-term.

The study also finds that the R&D credit has significant effects on U.S. wages and employment.

Higher wages:
o Inthe short-term, wages are estimated to rise by $10 billion from the overall policy, with

an additional $7 billion due to the existing credit and $3 billion due to strengthening.
s In the long-term, wages are estimated to rise by $23 billion from the overall policy, with
an additional $15 billion due to the existing credit and $8 billion due to its strengthening.

Higher employment:
» Research-orientated employment in the U.S. would be 130,000 higher in the short-term
and 300,000 higher in the long-term because of the combination of the existing credit and
the strengthening of the alternative simplified credit.

These and other study results demonstrate the effectiveness of the R&D credit in terms of
encouraging additional research spending, employment and higher wages. A permanent
enhanced R&D credit will help to ensure that our tax system supports high-skilled, high-paying
jobs, here in the U.S. We cannot let our tax system put these jobs at risk of moving abroad.

International R&D Tax Incentives

The number of OECD countries offering some sort of incentive for research has grown
dramatically in recent years as countries attempt to become leaders in research. The U.S. share of

! Information and Technology Innovation Foundation, “Create Jobs by Expanding the R&D Tax
Credit,” by Robert D. Atkinson. Januvary 26, 2010 (page 1)

2 Emst & Young, LLP, “The R&D Credit: An effective policy for promoting research spending,”
by Drs. Robert Carroll, Gerald Prante and Robin Quek, September 16, 2011.
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global R&D fell from 39 percent in 1999 to 33 percent in 2007.% In addition, the following
OECD chart shows that in 2009, the United States ranked 24 among 38 industrialized countries
offering R&D tax incentives.*

OECD Science, Technology and Industry Scoreboard 20609 - OECD © 2009 - ISBN
9789264063716
Tax subsidy rate for USD 1 of R&D, large firms and SMEs, 2008
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Bipartisan Support for a Strengthened, Permanent Research & Development Incentive

Every Administration has supported the R&D tax credit since its enactment. More recently, a
March 25, 2011, Treasury Department study stated, “Two years ago, the President set an
ambitious goal of achieving a level of research and development that is the highest share of the
economy since the space race of the 1960°s — 3 percent of GDP — a commitment he re-
emphasized in his State of the Union address in 2011. The R&D tax credit is a vital component
of achieving this goal and helping us out-innovate our competition, This is why, in addition to
making it permanent, the President proposed on September 8, 2010, to expand and simplify the
credit, making it easier and more attractive for businesses to claim this credit for their research

* OECD, Ministerial Report on the OECD Innovation Strategy, May 2010, p. 8.
* OECD, “Science, Technology and Industry Scorecard,” December 2009, p 79.
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investments. This proposal was subsequently included in the President’s FY 2012 Budget and
should be part of the reform of our corporate tax system currently under consideration.”

Moreover, Congress has extended the credit 14 times since it was first adopted in 1981. Finance
Committee Chairman Baucus and Ranking Member Hatch and a bipartisan group of senators
have introduced S. 1577, the Greater Research Opportunities with Tax Help Act of 2011, to
simplify and make permanent the R&D tax credit. In addition, earlier this year, Ways and
Means Committee members Kevin Brady (R-TX), John Larson (D-CT) and many others
introduced H.R. 942, The American Research and Competitiveness Act of 2011. This legislation
would provide important certainty for U.S.-based research spending by making the R&D tax
credit permanent as well as simplifying and strengthening it, thereby increasing its effectiveness.
‘We urge Congress to pass this legislation before the credit expires on December 31, 2011.

Conclusion

It is vitally important that U.S. policy makers support a strengthened and permanent research and
development incentive as part of any tax reform measure. A robust and permanent research and
development tax credit is critical to competitiveness, innovation and U.S. jobs. Congress must
recognize, that in the global economy, many companies have a choice as to where they are going
to do their research—and with many other countries offering both lower corporate income tax
rates and more robust R&D incentives, the U.S. must ensure that R&D incentives are included as
part of any tax reform package. The R&D Credit Coalition looks forward to assisting members
of the Committee and their staffs to gain a more detailed understanding of the research and
development tax credit and its impact on U.S. jobs.

* “Investing in U.S. Competitiveness: The benefits of Enhancing the Research and
Experimentation (R&E) Tax Credit,” U.S. Department of the Treasury, March 25, 2011, page 1.
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