Robert D. Atkinson

President and Founder
Information Technology and Innovation Foundationfl)

Hearing on Tax Policy and the High-tech Sector

Before the California Assembly Committee on Revefiugaxation

December 5, 2011



Members of the Committee, | appreciate the oppdstua appear before you to discuss the
role of tax policy on innovation and California’'samomic competitiveness.

I am the President and founder of the Informatieshinology and Innovation Foundation
(ITIF). ITIF is a nonpartisan research and educatianstitute whose mission is to formulate
and promote public policies to advance technoldgicevation, productivity and
competitiveness.

This is a timely and important hearing, for the patitive race for innovation advantage has
intensified as states and nations seek to driveao@ growth through technology-based
economic development, long a core strength of @ali&. While the California economy
continues to possess many strengths, it cannobrepast success and inertia to carry the day.
In this regard, reforming and expanding tax inogrgifor innovation, including the existing
R&D tax credit and a new “patent box” tax incentigan help drive more innovation and jobs
in California.

Other Nations and States Are Using the Tax Code trive Economic Competitiveness

and Innovation

In 2007 (the last year data were available), Califoranked ¥ in the nation in total R&D as a
share of gross state product and sixth in indURB&Ip with the latter accounting for 3.3 percent
of GSP. And its share of total (government and sty U.S. research and development
increased since 1999, from 1.48 times more asra sfi&a&SP to 1.64 in 2007. But even though
California is among the leading states, it canffloird to rest on its laurels. Today, California
faces intense global competition for economic athga particularly in innovation-based,
higher-wage industries. Most nations and U.S. stiaéee established robust competitiveness
policies, including putting in place more compe#gtcorporate tax codes.

We can see this competition in the evolution of R&R incentives. The United States was one
of the first countries to realize the importancesplirring R&D through the tax code, putting in
place the R&D credit in 1981. As a result, througththe 1980s the United States had the most
generous R&D tax incentive in the world. Howevdhers nations soon learned from the United
States’ success with the credit and began to reitgapy us, but go beyond us. In 2008 the
United States was ranked just™@verall (and 19 for R&D tax generosity towards small
businesses) amongst 30 OECD natibhsthe latest OECD rankings, the U.S. credit i uver

a quarter as generous as that of Spain and MeXmmb Canada’s and Norway'’s tax incentive for
small businesses are, respectively, nearly fourthre® times higher than the United States. But
the United States has not just fallen behind tbhkeeri OECD nations; a number of developing
non-OECD nations, such as China, India, Brazil, &idgapore, now also provide more
generous tax treatment for R&D expenditures. Chioagxample, provides a 150 percent de-
duction on R&D expenses (provided that R&D spendmgeased 10 percent over the prior
year)—on top of the fact that R&D personnel sakadee nearly 1/Bwhat they are in the United
States. This competition is also coming from ostates. In the early 2000s, 31 states provided a
tax credit on company R&B.

In addition to tax incentives for R&D, a small lgrowing number of nations have put in
place tax incentives to spur the commercializatibR&D, not just the conduct of R&D.
These “patent box” incentives allow corporate inednom the sale of innovation-based
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products to be taxed at a significantly lower thin other income. Eight nations—Belgium,
China, France, Ireland, Luxembourg, the NetherlaBg@sin, and Switzerland—have
established patent boxes, and the UK is set toeémeht its patent box policy in 2013 with a
tax rate of 10 percent on income generated fromnpatl products, compared to the standard
rate of 26 percent. France’s patent box reducgsocate income tax from 34 percent to 15
percent on qualifying inconteln China, income from innovation-based products lva taxed
at between 0 and 12.5 percent. Countries diffevioat is defined as qualifying income, with
all of them allowing patent income, but some gdiegond and including income from most
IP and from income generated from R&D. Ireland digved the first patent box in 1973, but
the other nations have adopted patent boxes qgaently, since 2005.

Innovation-based Tax Incentives Can be Effective Emomic Development Tools

Because they are so new, there are few studiége adffectiveness of patent box policies,
although ITIF did review current information abaheéir impacts. However, there are
numerous studies on the effectiveness of the @search and development tax credit, and the
lion’s share show that it is an effective way afrstlating private-sector R&D Studies show
that federal R&D tax credits produce at least ooléadof R&D for every dollar of forgone

tax revenue and state R&D incentives generate kvgar impacts.Bloom, Griffith and Van
Reenen found that the credit stimulates $1.10se#arch for every dollar of lost tax reverfue.
Other studies have found even greater benefitispatsng the research investment to tax-cost
ratio to be between 1.3 and 2.9. Klassen, PittrmahReed found that the R&D tax credit
induces $2.96 of additional R&D investment for gveollar of taxes foregorfe.

Moreover, state R&D tax credits appear to be everereffective than the federal crediih
recent study of the California R&D tax credit fouthét it stimulated considerably more R&D
than the federal credit did, in part because itamdy induced firms to perform more R&D, it
also induced them to relocate R&D to Californianfrother state¥’ Another study by
Yonghong Wu from the University of Illinois at Claigo concludes that state R&D tax credits
have “significant and positive effects” on the nuenbf high-tech establishments in a state.
Likewise, a study by San Francisco Federal Redéavd economist Dan Wilson found that
state R&D tax credits stimulated a relocation oflR&om states with less generous credits to
states with more generous oné®vilson found that “the magnitude of this respoisseearly

as large as the response to an increase in asstate’ user cost.” In other words, for every
dollar of R&D that a state R&D tax credit induce@ss in the state to expand, it leads to
almost another dollar of R&D relocating to the stfiom other place®¥

Notwithstanding these positive findings Wilson leaticized state R&D tax credits for having
“zero-sum” effects. In other words, that they siynplove R&D from one state to another.
However, there are multiple problems with Wilsoodclusion. First, if the United States were
a closed economy, his criticism would have moréditgl (although it would still be flawed). But
R&D is increasingly globally mobile. In fact, comate R&D by U.S. companies grew 2.7 times
faster overseas over the last decade than all @gBR&D (foreign and domestic firms) did in
the United State¥' So while state R&D tax incentives might induce R&Dmove from one
state to another, they also induce R&D to movestay) in the United States relative to other
nations, which clearly helps the U.S. economy. 8dcstates compete economically with each
other on a wide array of tools in their economigeadepment “arsenals” including tax holidays,



low cost loans, free land, etc. Much of this contmet is actually negative sum in that it not
only adds little to the productive and innovatiepacity of the nation, it induces firms to locate
in places that may not be as efficient as they daotiherwise. But to the extent that states
compete through investing in innovation (e.g., hg\a better research university, or providing a
better R&D tax credit), the net stock of innovatiooreases. Even Wilson’s work shows that
state credits do induce more R&D to be done, egghey also induce some R&D to relocate.

Third, even we hypothesized that the R&D credit hadehavioral effect and it just lowered the
taxes on the firms taking it, this would still hdveneficial effects on the California economy.
There are several reasons for this, but the piimcpe is that R&D tax credits are taken largely
by technology firms that are in “traded” “tradedcsors. This is important because if a high-
tech firm in California closes, California losesse jobs as well as all the other jobs that the
company and its workers supported through theindipg. In contrast if a grocery store, for
example, closes, California doesn't lose these Etause California residents will simply buy
groceries at another store, creating jobs there.

This is why state economic development efforts Harmg focused on sectors that sell much of
their products or services outside the state. &a idx code, therefore, is one that provides more
incentives and lower effective rates on firms ratted” industries. If taxes on firms in traded
sectors are raised, firms will act rationally bywvimgy or expanding production to states or
nations that tax them le$§3As the Mirrlees review from the London-based busi for Fiscal
Studies noted, in principle, it would be efficieattax mobile activities at a lower rate than
relatively immobile ones (e.g., grocery stores alegtric utilities): “This would allow a higher

rate of corporation tax to be supported on lessilmdlocation-specific) economic profits, while
using a lower rate to reduce the deterrence to lmaiiome.*®

In this context, the R&D tax credit (and as diseasbelow the patent box incentive) is
ideally suited to spurring economic developmentaually of its benefits are targeted at
traded firms. In addition, because high-tech fimationally pay over 70 percent higher
wages than firms generally, the R&D tax credit algets firms that are providing good,
middle class jobs.

Finally, the job of California policymakers is tigdire out how to make the California economy
more competitive, and if instituting a stronger R&X credit can do this, it’s in their interest to
do this.

What Should California Do?
There are a number of steps California might cardiol ensure that its tax code better spur
innovation, economic development and jobs.

1) Revise the California R&D Credit to be Consistent wth the Federal Alternative
Simplified Credit.

At the federal level companies choose from twoieassof the R&D credit. The regular
credit is equal to 20 percent of payments for diealiresearch above a base amount defined
as the average of research payments made in thereceding years. This is the credit that
most state R&D credits, including California’s dir&ked to. However, in 2006 Congress



instituted the Alternative Simplified Credit (ASGyhich is equal to 14 percent of the amount
of qualified research expenses that exceed 50 meoE¢he average research expenses of the
preceding three years. Congress did this becausenaérous limitations of the regular
incremental credit not the least of which was # that the 1984-1988 base period was over
20 years old at the time. Now the majority of comipa take the ASC credit rather than the
regular credit.

Some states have adjusted their credits to thefedsval ASC. For example, Washington state
recently passed legislation allowing firms thereowidike the federal ASC to also take the state
credit. California has not conformed to the 2006Adative Simplified Credit’ Because so

many firms now take the ASC and all new firms tiaatthe credit likely will take the ASC,
California should revise its statute to add a piovi to let companies taking the Federal ASC to
also take a California ASC. If California does ttaskey question is what should California’s
ASC rate should be. The regular federal crediDip@rcent and the California credit that builds
off of this is 15 percent (these are incrementadlits). Therefore the California rate is 75 percent
of the Federal rate. For California to keep thtoréor a new ASC, they should enact a
California ASC with a rate of 10.5 percent. Thisukkbmean that companies could take a credit
of 10.5 percent on the R&D they conduct that exseéglipercent of their base year qualified
R&D expenditures.

If California adopts an ASC credit, it should calesi eliminating its Alternative Incremental
Credit, which was modeled on the federal AIC. THE pArovides credit rates of 1.49 percent,
1.98 percent, and 2.48 percent on all R&D dependmthe amount of research expenditures.
However, after Congress created the ASC, it repahle AIC since it was duplicative and not as
generous as the ASC. California should do the saoteynly if it adopts an ASC.

2) Revise the California Basic Research Credit

California should also consider modifying its basisearch credit. There is a strong rationale for
providing firms with a more generous credit for Sitaresearch” since the “spillovers” from

early stage research are usually greater and therfms will under-invest in this stage of
research without incentives. California firms maydsigible for a basic research credit which is
equal to 24 percent of the excess of basic resgayments paid or incurred during the year
over the base period amount. If California adopt&&C, they should modify their basic
research credit to conform. To do that and haves@mee ratio of credit as the regular credit to
ASC, an ASC-type basic research credit could afiaws to qualify for a rate of 17 percent of
basic research payments that exceed 50 percemtiobiase basic research payments.

California may also want to broaden the definitidiasic research to include more
collaborative research. It appears that under @ali law federal laboratories are not included
under the definition of qualified organizationstthampanies can provide funding to for basic
research. However, given California’s strengths\weétgard to federal laboratories, and the
importance of federal laboratories in commerciabivation’® California should consider
explicitly allowing research funded at a federaldeatory in California to qualify for the basic
research credit.



3) Institute a “Patent Box.”

R&D tax incentives are on the “input” side. Thattleey provide an incentive for firms to invest
more in a key building block of innovation, in tliase research. Patent boxes tax qualifying
profits (those derived from patents or in someamatiadditional kinds of IP) at a lower rate.
Patent boxes differ from R&D tax credits in thagyhprovide firms with an incentive for
commercialization of innovation, rather than fostjthe conduct of research. Commercialization
of innovation, rather than the simple conduct oflR&s a key driver of economic growth.

A patent box reduces the financial risk involvednnovation, better matching firm rewards with
societal benefits, including the creation of highg® jobs. If a patent box is designed in a way
that links the incentive to the conduct of R&D grdduction of the patented product in
California, it would go even further in spurringetbreation and location of more innovation-
based jobs, including manufacturing jobs, in Catifa

There are at least three key issues in the desite gpatent box for California. The first is the
rate. California’s tax rate for non-financial corptions is 8.84 percent. Most nations with a
patent box have a rate that is at least half of tegular statutory rate. For California this waul
be a rate of 4.42 percent on qualifying income.

The second is the definition of qualifying incoriiée most restrictive would be just income
from patented products. However, some industrigsh(sis software) do not rely as much on
patents to protect IP. That is why some nationsh 1% the Netherlands, developed an
innovation box, to allow income from innovation-bdgroducts to qualify for the lower rate. If
California adopts a patent box, it would need toidke on what income qualifies.

The third issue is the connection between the loaterand the conduct of R&D and production
of the patented product in California. In part tonply with EU rules, European nations do not
require companies to conduct R&D or productiori@itt nation to qualify for the patent box
incentive. As a result, the incentive is less @ffecat spurring research and production in the
nations, as companies can qualify for the lowex ifathey patent a product in the country.
Establishing such a policy link between the lowagerand production is critical because
production jobs in California have been in a n@lde state of decline throughout the last
decade. Between 2000 and 2010, California’s mahwfag employment declined by one-third,
or 603,000 jobs? A robust R&D tax credit is only partially positied to address the decline in
technology-based manufacturing because R&D is agp&om the production process. But
because a patent box rewards revenue, it necgssdes effect post-production.

Therefore, enabling the patent box rate to apply tmincome from patented products
(including digital products like software) develodpend produced in California would likely
have an important impact on supporting manufactufline key question is the nature of the
linkage between R&D and production and the lowez.r&here are several possible ways to
design the linkage. The tightest linkage would aadlgw the lower rate to be given on income
from products where the IP was developed in the 8h8 the product was produced in the
California. But because of the nature of globalptyghains this would significantly limit the
use of the incentive, including for firms that migitherwise be willing to locate a significant
amount of production in California, but who haveptoduce some overseas.



A better method would be to allow a share of thaifsr to be taxed at the lower rate based on
the share of total R&D and production which is parfed in California. This would provide
flexibility as well as an incentive to produce R&Dd products in the United States. To see how
this would work, consider the following example.séme that a company produces 100 percent
of a patented product it sells in California. Iistbase if the company earns 80 million dollars of
profit that are not covered by the patent box a#@ iillion that are and assuming that with
sales factor apportionment the company pays tax€slifornia on the basis of 20 percent of its
sales. So of the $80 million, 16 million would hgpartioned to California and would be taxed at
8.84 percent with a tax owed of $1.41 million afdhe $40 million 8 million would be taxed at
4.42 percent with a tax owed of $354,000 for altiaba of $1.77 million. Without the patent box,
the total tax paid would be $2.12 million. Now as&uthat the company produces 50 percent of
the patented product it sells in California. Thaif bf the patent income ($20 million) would be
eligible for the lower rate. In this case, the campwould pay a total of 1.94 million in taxes
($1.77 million from regular income, and $177,008nfrits share of patent income). In this way,
the company would have more incentive to produnevation-based products in California.

Again, thank you for the opportunity to presensttastimony before the Assembly
Committee on Revenue & Taxation
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