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Research and development is a key driver of U.S. productivity growth,
innovation and global competitiveness.! However, both economic theory
and evidence show that relative to societally optimal rates companies
underinvest in R&D, which is why since 1954 companies have been able
to deduct R&D costs immediately rather than depreciating them, and
why since 1981 companies have been able to take a tax credit for R&D
expenditures. Since then, however, at least 26 other nations have put in
place more generous R&D incentives. Unfortunately, the Tax Reform Act
of 2014 proposed by House Ways and Means Chairman David Camp (R-
MI) would not only significantly reduce the tax incentives to invest in
R&D but would disqualify R&D expenditures toward software

development from the credit.
These changes, if enacted, would have a number of negative effects on the U.S. economy.

= First, the changes would reduce the tax incentives for performing R&D in the
United States by approximately $20 billion per year, raising the effective tax rate of
R&D-performing companies. The result will be declining competitive advantage
against companies located in foreign nations.

= Second, the changes will reduce R&D performed in the United States, by perhaps
as much as $25 billion per year, which would reduce productivity growth by an
estimated 0.18 percent per year.

THE INFORMATION TECHNOLOGY & INNOVATION FOUNDATION | APRIL 2014 PAGE 1



= Third, by distorting how R&D for software is treated, the changes would alter the
allocation of R&D across types of research, negatively impacting innovation.

The United States cannot afford to be indifferent to where R&D is performed. By
reducing the generosity of the R&D tax incentives, the Tax Reform Act would lead to the
United States decreasing its share of global private sector R&D, with negative effects on the
economy and jobs to follow. To be sure, the United States needs sensible reforms that
lower corporate rates, but these should be taken while maintaining, or even expanding,
proven incentives to invest such as the R&D tax credit.

THE CAMP PROPOSAL

Chairman Camp’s proposed legislation represents years of hard work and much in the
proposal would move U.S. corporate tax policy forward. However, the Tax Reform Act of
2014 (the Act) would substantially reduce tax incentives for performing R&D. While the
Act proposes eliminating many deductions and credits (some doing little for growth, some
pro-growth), the Act keeps the R&D credit. However, it proposes numerous changes that
would dramatically reduce the overall tax incentives to conduct R&D.

To start with, the Act would make two positive changes. First, like virtually every other
proposal to reform the credit, it calls for making the credit permanent. Second, it increases
the rate of the Alternative Simplified Credit (ASC) by 7.1 percent (from 14 percentage
points to 15 percentage points). In comparison, however, other proposals have called for
increasing the ASC rate to between 17 percentage points and 20 percentage points.”

Eliminating the Deduction of R&D

Unfortunately these positive changes in the R&D credit are outweighed by changes that
would significantly reduce R&D tax incentives. First, under current law, companies can
deduct their R&D expenses in the year in which they occur, as opposed to depreciating
them over time. The amount of this deduction is reduced by the amount of R&D tax
credits that the company claims. Section 3108 of the Act would require companies to
spread these deductions over five years on the rationale that the assets gained through
R&D spending have a useful life of several years. The change would be phased in over six
years. Although companies eventually would still deduct the full cost of R&D, their tax
liability would be shifted forward, costing companies money because of the time value of
money. According to the Joint Committee on Taxation (JCT), this would raise $192.6
billion over 10 years.?

Eliminating Particular Credits

Second, Section 3202 of the Act would eliminate most of the various forms of the regular
R&D credit, leaving only the ASC and a reduced basic research credit. (The existing 20-
percent basic research credit would also be replaced by a 15-percent credit.) The Act would
eliminate the regular 20-percent credit. While companies taking the regular credit would
be able to migrate to the ASC, this would represent a tax increase on most of them since if
the ASC was a more generous credit for them now, they would have already switched over.
The Act would eliminate the energy R&D credit that provides companies a flat 20-percent
credit for amounts paid to universities or other outside institutions for energy research.
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The fact that software is
a critical component of
R&D is why virtually all
other nations with tax
incentives for R&D
include software

development as eligible.

This would increase taxes on the companies funding the R&D, reduce revenues for
universities and slow the rate of energy innovation.” In addition, the tax treatment of other
payments to outside research facilities, such as universities, would be made less attractive.
And finally, supplies and computer software purchased for research purposes would no
longer qualify for the credit.

Eliminating Eligibility of Software

Third, the bill’s language suggests that expenditures on research to develop software would
no longer be eligible for the credit.” When companies perform R&D it is not just to test a
new material using a Bunsen burner—increasingly company R&D also involves software
development. Indeed, software is at the core of many new technologies in many different
industries, not just the software industry. Battelle’s “2014 Global R&D Funding Forecast”
finds that companies are making significant R&D investments “in long-range technology
platforms like robotics, high performance computing, social media, [and] software.”®
Indeed, as R&#D Magazine points out, software is becoming a stronger enabler of R&D.”

This is one reason why companies in the United States spent $76 billion on software for
R&D purposes in 2011, with about two-thirds of this going to develop software products
and one-third to develop software embedded in other products, accounting for nearly a
third of the $239 billion total corporate-funded domestic spending on R&D.* This
investment in software R&D is larger than the combined amount spent on R&D for
energy ($18 billion), biotechnology ($21 billion) and nanotechnology ($11 billion).”

Almost 20,000 companies took the credit for developing software, while 13,000 took the
credit for developing software that was embedded in other products (41 percent and 27
percent respectively of all companies conducting R&D).'’ And just 46 percent of this
R&D was performed by firms in information industries.'' Many other industries, from
transportation equipment to instruments to life sciences perform R&D to develop
software. For example, data handling software might be needed to record and monitor the
results of a firm’s R&D. This is why 14 percent of manufacturers’ R&D investments went
to software. '

Software has a significant impact on economic growth and productivity: one study
estimates that software increased labor productivity by 0.22 percentage points from 1995
to 2007 (average annual growth rate)." This represents 8 percent of total labor
productivity growth.

The fact that software is a critical component of R&D is why virtually all other nations
with tax incentives for R&D make software development eligible. For example, the United
Kingdom allows firms to claim expenditures on software that is used as a tool in a larger
R&D project and on the development of software that is the goal of the R&D project.'

Impacts of These Changes

The net impacts of these changes would mean that the tax incentives for R&D performed
in the United States would be considerably weakened. As noted above, Section 3108’s
provisions eliminating the ability to expense R&D in the first year would increase taxes on
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R&D performing companies by $193 billion over 10 years. However, because of the order
in which Joint Tax assesses the proposals, that estimate does not take into account the later
proposal to make the R&D credit permanent. Under the assumption that the R&D credit
expires, then, businesses would switch from claiming the R&D credit to claiming
immediate R&D expensing. Thus, a proposal to eliminate immediate R&D expensing,
that also assumes an expiring R&D credit, appears to involve a larger revenue gain than
would a proposal that assumes a permanent R&D credit. This is part of the reason the gains
from eliminating the R&D deduction appear to be so large.

While Section 3108 would increase taxes for R&D performing companies, Section 3203
would appear to reduce them. According to the JCT, the changes to Section 3203 would
cost the government $34.1 billion over 10 years."” But this is a “tax cut” only because the
JCT scores tax changes from a baseline of current law. Since the R&D tax credit has only
been enacted on a temporary basis since its inception, any change making the credit
permanent appears as a net loss for government revenue—a credit that lasts one year
obviously looks cheaper over a 10-year estimate than a credit that lasts 10 years. In other
words, if the government were to simply renew the credit every year it would in practice
cost the government the same amount of money as a permanent credit, yet it would be
scored at one tenth the cost. (It would actually be slightly less than this, as there is some
evidence that lack of permanence does reduce corporate R&D somewhat.)

The scoring of the Camp proposal employs similar logic: the $34.1 billion in lost
government revenue over 10 years is less than half the cost of simply making the current
credit permanent ($77.0 billion) and only a third of the President’s permanent 17-percent
ASC rate proposal (two points more than the Camp ASC rate, for a 10-year total of over
$100 billion).'® The far smaller size of the Camp proposal relative to other permanent
proposals is due to the disqualification of the software and supplies, and the elimination of
the various 20-percent-rate credits listed above. This suggests that, leaving out the cost to
the government of making the credit permanent (which is the de facto, if not actual,
baseline), Section 3108 changes actually represent a tax increase of $42.9 billion, or $4.3
billion per year on companies conducting R&D ($77 billion minus $34.1 billion).

In sum, the JCT finds that both proposals together would increase government revenue by
$158.5 billion over 10 years, or approximately $15.9 billion per year. But this is relative to
a baseline of an expiring credit. Leaving out the “artificial” costs to the government of
making the credit permanent, the total cost could be as high as $235 billion over 10 years
($192.6 billion plus $42.9 billion)."” It is clear that Camp’s tax proposal would represent a
large increase in the costs of R&D for businesses in the United States.

WHY REDUCING R&D INCENTIVES WOULD HURT GROWTH AND
COMPETITIVENESS

Even without the Act’s proposed reduction in R&D tax incentive generosity, the United
States already provides relatively weak incentives for businesses to perform domestic R&D.
In 2012, 26 other nations provided more generous R&D tax incentives than the United
States.'® For the United States to rank in the top five nations in terms of R&D tax
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For the U.S. economy to
retain—rmnot continue to
lose—its global
competitive position,
especially in technology-
intensive industries, the
RerD tax credit should be
expanded, not reduced,
and software should not
be singled out for

elimination.

generosity, it would have to increase the rate of the ASC to nearly 35 percent, significantly
higher than the Camp proposal of 15 percent."”

Why should policymakers care about where U.S. companies perform their R&D or how
much R&D they perform? There are three reasons. First, as noted above, because
companies do not capture all the economic benefits from their R&D, they will underinvest
in R&D relative to societally optimal levels. Second, because many other nations provide
significantly more generous R&D tax incentives, firms in the United States will at the
margin expand R&D faster overseas than in the United States. And that is exactly what we
have seen with U.S. corporations expanding their R&D 2.7 times faster overseas than
domestically over the last decade.?® Third, increased domestic R&D leads to significant
economic benefits. A 1-percent increase in the stock of research boosts productivity by
between 0.23 and 0.3 percent.”’ This is why a cut in R&D tax incentives of approximately
$20 billion a year would lead to slower growth in productivity of approximately 0.14
percent, which would reduce U.S. GDP growth by approximately $25 billion annually.*

In summary, for the U.S. economy to retain—not continue to lose—its global competitive
position, especially in technology-intensive industries, the R&D tax credit should be
expanded, not reduced, and software should not be singled out for elimination.
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