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A Way to Stimulate Technological Innovation 
Of the many economic problems facing the United States today, one of 

the most frustrating has been the nation's growing inability to increase pro- 
ductivity through technological innovation. This failure has reduced our 
ability to compete with other nations in the world marketplace and has con- 
tributed significantly to inflation as productivity has lagged behind wages. 

American scientists should be concerned for two reasons. First, declining 
productivity affects the nation as a whole through high inflation and an unfa- 
vorable balance of trade. Second, it directly affects the community of Amer- 
ican scientists as research programs are cut back or moved abroad and sci- 
entific job opportunities disappear. 

A major cause of the decline in productivity in the United States has been 
federal policies and regulations that discourage investment in research and 
development. According to the National Science Foundation, investment in 
R & D-in constant dollars-increased only 4 percent in the United States 
in the decade 1968 to 1978. This level was far surpassed in many other coun- 
tries, notably Japan and West Germany, where governments provide in- 
centives for private industry to invest in R & D. In addition, technological 
innovation at present is burdened by an unfavorable, if not hostile, regula- 
tory climate. 

In a message announcing his industrial innovation initiatives late last 
year, President Carter acknowledged that government has placed "stifling 
restraints" on innovation. He expressed the need for government to form a 
"close partnership" with the private sector to restore the innovative nature 
of the American free enterprise system as one of the "most precious re- 
sources of our country." One element in this restoration should be modifi- 
cation of existing tax regulations that discourage R & D. 

An example of such a discouraging action was the decision of the Trea- 
sury Department in 1977 to substantially revise the regulations under sec- 
tion 861 of the Internal Revenue Code. Before that, the regulations under 
section 861 had been virtually unchanged for more than 50 years. As modi- 
fied by Treasury, the regulations require companies with foreign sales to 
treat U.S. R & D expenditures in an artificial manner that exposes these 
companies to higher U.S. taxes. The regulations require U.S. corporations 
with foreign sales to allocate part of their U.S. R & D expenditures to for- 
eign income. The effect is to decrease the company's taxable foreign-source 
income, as computed for U.S. tax purposes, and increase its taxable U.S.- 
source income. Therefore the foreign tax credits available to U.S. firms to 
help offset U.S. taxes on foreign income are reduced. In effect, the U.S. 
corporations are exposed to double taxation, since the taxes of foreign gov- 
ernments on the companies' earnings from abroad cannot be adequately 
credited against U.S. taxes on the same earnings. This tax treatment not 
only discourages U.S. investment in R & D, but may provide U.S. com- 
panies with an incentive to locate their R & D activities abroad. 

Section 861, as originally enacted in 1921, was designed to prevent foreign 
corporations and individuals from deducting unrelated foreign expenses in 
calculating their taxes on U.S. income. Ironically, more than a half-century 
later, the Treasury Department has interpreted this law in a manner that 
penalizes U.S. companies that conduct business abroad. 

Administrative modification of the section 861 regulations as they relate 
to allocation of R & D expenses could remove this disincentive and stimu- 
late R & D investment in the United States. It would help restore the 
United States to a preeminent position in technological innovation. Science 
and technology are our nation's fundamental resources. Government's role 
should be to nurture these resources, not to suppress them.-ROBERT F. 
DEE, Chairman of the Board and Chief Executive Officer, SmithKline Cor- 
poration, 1500 Spring Garden Street, Philadelphia, Pennsylvania 19101 
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