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n today’s economy, innovation — the development and adoption

of new products and services, more efficient production process-

es, and new business models — is the most important factor driv-

ing increases in American standards of living. By putting innovation

at the center of our nation’s economic policies, we can ensure robust

economic growth and rising standards of living for all Americans.

To ensure U.S. economic prosperity, the
federal government cannot consign its
role, as many neo-Keynesian economists
advocate, to simply redistributing re-
sources to the needy (or even the middle
class). Economic policy must emphasize
growth. This is not to say that govern-
ment policies to ensure that growth is
more fairly distributed are not needed,
but without robust economic growth, it
will be difficult to raise the standard of
living for average Americans. In contrast
to what many have recently asserted, pro-
ductivity growth does still benefit aver-
age American workers.!

To foster prosperity, we also cannot, as
many neoclassical economists do, simply
hope that markets will get it right. Mar-
kets do play important roles in generating
economic prosperity, but markets acting
in response to price signals alone will not
maximize U.S. economic growth. That
requires proactive and strategic public
policies to spur innovation.

As a new Administration takes office in
2009, it is time for both Congress and the

Executive Branch to take concrete steps
to ensure that the economy is on a robust
growth path over the next decade. To do
this, they should adopt and implement
eight key recommendations outlined be-
low:

1. Significantly Expand the Federal Re-
search and Development Tax Credit

2. Create a National Innovation Founda-
tion

3. Allow Foreign Students Receiving a
Graduate Degree to Receive a Green
Card

4. Reform the Patent System to Drive In-
novation

5. Let Companies Expense New Invest-
ments in Information Technology in
the First Year

6. Establish a Federal Chief Information
Officer

7. Implement a National Broadband
Strategy

8. Implement an Innovation-Based Na-
tional Trade Policy




1. SIGNIFICANTLY EXPAND THE FEDERAL RESEARCH
AND DEVELOPMENT TAX CREDIT

Virtually all scholatly studies of the research and de-
velopment (R&D) tax credit find that it is a cost-effec-
tive tool to spur private sector R&D.? When President
Clinton took office, the R&D tax credit in the United
States was the most generous in the world. By 2004, in
large part because other nations had put in place much
more generous R&D tax incentives, the U.S. tax credit
was only the 17th most generous.

It’s time to not only make the federal R&D tax credit
permanent, but also to significantly expand it to en-
sure that the United States can compete in the global
innovation economy. Doing so would not only spur
more R&D investments here at home, leading to faster
economic growth and more quality-of-life enhancing
innovations, but would also make the United States a
more competitive location for internationally-mobile
R&D.

To expand the federal R&D tax credit, Congress
should do the following:

* Double the 20 percent federal R&D tax credit
to 40 percent. The regular R&D tax credit allows
companies to take a credit of 20 percent of increases
in qualified R&D expenditures over a defined base
period. The rate should be doubled to 40 percent.*

* Expand the Alternative Simplified Credit by en-
acting a graduated three-tiered credit. Under the
Alternative Simplified Credit (ASC) established by
Congtress in 20006, firms can take a credit of 12 per-
cent of qualified R&D expenditures above 50 pet-
cent of the average of their expenditures over the
prior three years. Congress should expand the ASC
to allow firms to receive (1) a credit of 20 percent of
the amount of expenses greater than 75 percent and
equal to or below 100 percent of the firm’s average
qualified research expenses; and (2) a credit of 40
percent for expenditures above 100 percent of the
base. Hstablishing such a three-tiered credit would
give firms a strong incentive to increase R&D in the
United States.

= Create a flat 40 percent tax credit for company
expenditures on collaborative research at uni-
versities, federal laboratories, or Department of
Justice-approved research consortia. Collabora-

tive research is critical to innovation, but firms in-
vest less in it than is optimal because many of the
benefits of such research spill over to other firms.
Firms investing in extramural collaborative R&D
should receive a flat tax credit of 40 percent on all
such expenditures.

= Transform the R&D tax credit into a “Knowl-
edge Credit” by allowing workforce training ex-
penses to also qualify for the credit. Allowing
firms to include workforce training expenditures in
the calculations of qualified expenditures under the
federal R&D credit would spur firms to invest more
in the skills of the American workforce. At present,
companies can expense investments in workforce
development for tax purposes, but they cannot take
a more generous tax credit on the investments. This
is one reason why, with greater workforce turnover
and more competitive markets, corporate expendi-
tures on workforce training as a share of U.S. gross
domestic product (GDP) have fallen by almost half
in the last 15 years.” Transforming the R&D credit
into a “Knowledge Credit” would help rectify this
situation.

2. CREATE A NATIONAL INNOVATION FOUNDATION
Congtess took an important step in the direction of
supporting science and technology with the passage of
the 2007 America Competes Act. But the challenge of
maintaining U.S. competitiveness in science and tech-
nology is neither modest nor fleeting. We need to do
more if we are to maintain our competitive position in
the global innovation economy. Besides fully funding
the America Competes Act, Congress should establish
a National Innovation Foundation with a core mission
of boosting technological innovation in the United
States.’

A National Innovation Foundation would be a nimble,
lean, and collaborative entity devoted to supporting
firms and other organizations in their innovative ac-
tivities.” It would catalyze industry-university research
partnerships through national sector research grants,
expand regional innovation-promotion through state-
level grants to fund activities like technology commer-
cialization and entrepreneurial support, and encourage
technology adoption by assisting small and mid-sized
firms in implementing best-practice processes and or-
ganizational forms that they do not currently use.
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3. ALLOW FOREIGN STUDENTS RECEIVING A GRADUATE
DEGREE IN MATH, SCIENCE, OR ENGINEERING TO QUAL-
IFY FOR PERMANENT RESIDENT STATUS (I.E., RECEIVE
A GREEN CARD)

Scientists and engineers are a key driver of innovation.
This is why many nations are actively competing to lure
this top-level talent to their borders.® Yet the number
of Americans obtaining graduate science and engi-
neering degrees has not kept up with demand. Indeed,
almost one half of Ph.D. graduates of U.S. engineer-
ing, computer science, physical science, and life science
programs are now from other nations. If we want the
United States to continue to be the global innovation
leader, we should make it easier for these talented indi-
viduals who receive a graduate degree in science, tech-
nology, engineering, and mathematics (STEM) fields
to stay in the United States after graduation by making
them eligible for a green card.’

4. REFORM THE PATENT SYSTEM TO DRIVE INNOVATION
Reforms to the U.S. patent system are urgently need-
ed. A well-functioning patent system is key to driving
innovation. But the U.S. patent system suffers from
three key problems. First, the U.S. patent system is rife
with delay. With over 700,000 pending patent applica-
tions in the U.S. Patent and Trademark Office (PTO),
it can take four years to get a patent. Second, in part
because the PTO has insufficient resources, patent ex-
aminers have been granting questionable patents that
are overly broad and overlap with existing patents. Fi-
nally, there has been a dramatic increase in patent liti-
gation and awards, which impose a significant tax on
the U.S. innovation system. Patent reform legislation
to address these issues has been introduced in Con-
gress and should be passed."’

5. LET COMPANIES EXPENSE NEW INVESTMENTS IN IN-
FORMATION TECHNOLOGY IN THE FIRST YEAR
Innovation itself is important, but it is largely through
investment that innovations are diffused throughout
the economy. Scholarly research has conclusively
shown that investment in information technology (IT)
powers growth." In fact, I'T seems to be “super capi-
tal” that has a much larger impact on productivity than
other capital.

Greater investment in newer generations of IT spurs
faster productivity growth. To encourage investment
in IT in the United States, Congress should let compa-

nies expense I'T investments in the first year. Currently,
companies must depreciate I'T equipment and software
investments over a number of years. Allowing compa-
nies to write off all the costs for tax purposes in the
first year would raise the rate of return of new equip-
ment, spurring companies to invest more and to more
rapidly turn over older, less productive equipment. By
lowering the cost of equipment and software, invest-
ment incentives encourage more investment by help-
ing these investments turn the corner of profitability
earlier than such investments otherwise would. In ad-
dition, the expensing of IT investments would make
companies in the United States more competitive with
companies in other nations, especially nations that use
firm-specific incentives to attract globally mobile es-
tablishments."?

6. ESTABLISH A FEDERAL CHIEF INFORMATION OFFICER
The lion’s share of productivity gains for the foresee-
able future will likely continue to come from the trend
of digital transformation —leading all organizations and
individuals to use digital technologies. Although the
private sector will drive much of the digital transfor-
mation, several market failures are slowing the trans-
formation process — and the federal government could
take a number of steps to help speed the process."”

Without top-level leadership, however, it is difficult
for the federal government to take the steps that are
needed to help spur digital transformation of the U.S.
economy and government. Currently, no one in the
federal government is responsible for leading e-trans-
formation. Although 54 federal agencies have chief
information officers (CIOs) of their own, the federal
government as a whole does not.

It’s time to create a position of a federal CIO that
reports directly to the President. The federal CIO
should task all government agencies with examining
how their procurement, regulatory, and other actions
can speed the digitization of sectors they influence
(e.g., health, education, transportation, banking and
securities, law enforcement, and housing)."* The CIO
should also take the lead in shaping e-government for
the entire federal government, help share the Admin-
istration’s policy regarding the Internet, oversee issues
of computer and network security for the government,
and work with state and local governments to promote
e-government.
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7. CRAFT AND IMPLEMENT A NATIONAL BROADBAND
STRATEGY

America lags behind other nations in broadband adop-
tion, recently falling to 15th among Organization for
Economic Cooperation Development (OECD) nations.
To spur ubiquitous high-speed broadband deployment
and adoption, Congress and the next Administration
should do all of the following:

= Enact more favorable tax policies to encourage
investment in broadband networks, such as first
year expensing and exempting broadband ser-
vices from federal, state, and local taxation.

= Continue to make more spectrum, including un-
licensed spectrum, available for next-generation
wireless data networks.

* Reform the federal Universal Service Fund
(USF) program to extend support to broadband
for all carriers, and consider providing the fund-
ing through a reverse auction mechanism.

= Establish a national program to co-fund state-
level broadband support programs, such as E-
North Carolina and ConnectKentucky.

* Fund initiatives around the nation to encourage
broadband usage and digital literacy."

8. CRAFT AND IMPLEMENT AN INNOVATION-BASED NA-
TIONAL TRADE POLICY

U.S. trade policy should help spur innovation. To en-
sure that it does, Congress and the next Administra-
tion should craft and implement an innovation-based
U.S. trade policy that has two major features.

First, given the limitations of bilateral free trade agree-
ments and the difficulties in moving forward with
broad multilateral agreements, the next Administration
should actively explore other mechanisms to open mar-
kets around the world. This should include a renewed
focus on sectoral agreements. The United States and
the European Union, for example, tabled a proposal
in the Doha Round context to forge a multilateral en-
vironmental goods and services agreement. With or
without Doha, this should be pursued, especially given
the critical importance of promoting green trade. In
addition, the next Administration should begin efforts

to forge a services industry sectoral agreement. How-
ever, to be WTO consistent, these would need to in-
clude substantially all the services sectors (including
telecom, banking and health care).

Second, to combat other nations’ systematic and unfair
“mercantilist” trade policies directed at eroding tech-
nology leadership of nations like the United States,
U.S. policy should focus more on assertively confront-
ing practices used by other countries such as theft of
intellectual property, discriminatory tax systems, and
protectionist standards — to unfairly gain global market
share. Many nations systematically seek to gain ad-
vantage in the innovation economy by violating either
the letter or the spirit of the World Trade Organization
(WTO)." Tt is critical that U.S. trade policy place as
much emphasis on fighting other nations” mercantilist
policies aimed at eroding U.S. technology leadership as

it does opening up new markets.

To ensure that U.S. trade policy supports innovation
while combating technology mercantilism, Congress
and the next Administration should take the following
steps:

= Create within the U.S. Trade Representative’s
Office (USTR) an ambassador-level U.S. trade
enforcement chief and a Trade Enforcement
Working Group and add $20 million for trade
enforcement to the USTR budget. One reason
why USTR has not done more to enforce existing
trade agreements is because doing so is quite costly
and labor intensive. Expanding USTR’s trade en-
forcement budget and creating these new positions
would provide USTR with needed resources and
send a clear signal that a key part of USTR’s job is to
aggressively bring actions against other nations that
are engaged in technology mercantilism."”

= Allow companies to take a 25 percent tax credit
for expenditures related to bringing WTO cas-
es. Companies that help the USTR bring cases are
acting on behalf of the U.S. government and U.S.
workers. But bringing WTO cases is costly for the
government and the affected industry; and because
trade enforcement is a collective good, companies
have an incentive to free ride and take advantage of
cases filed by the government and prepared by other
companies. As a nation, therefore, the United States
underinvests in trade enforcement. To help remedy
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this situation, companies should be allowed to take
a tax credit for expenses related to trade enforce-
ment.

CONCLUSION

If the United States is to regain robust, broadly shared
growth and maintain its international economic com-
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