TAXATION AND INNOVATION—A
SECTORIAL APPROACH

David Hasen*

A number of tax rules have been adopted or proposed to pro-
mote innovation. The primary justification for these rules is that they
can be effective in reducing or eliminating chronic market failure in
the innovation sector. This Article argues that special tax rules for in-
novation generally are inappropriate. The basic circumstance giving
rise to market failure in the innovation sector is the positive externali-
ty associated with information production. Special tax rules do not
correct the externality; they merely compensate for it through other
mechanisms that themselves create deadweight loss. In place of spe-
cial tax rules that promote innovation, policy-makers should adopt
rules that counteract tax-induced distortions in the innovation sector
that are disproportionately large. Among these distortions is excess
risk-taking, a phenomenon attributable to the interaction between the
lognormal nature of returns to risk-bearing and incomplete loss off-
sets. The absence of full loss offsets can be expected to induce some
investors to take on excess risk, thereby increasing deadweight loss
and creating negative externalities.
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I. INTRODUCTION

The taxation of innovation generally, and of intellectual property
specifically, has received a great deal of scholarly attention over the last
twenty years.! The outpouring of scholarship is related both to the trans-
formation of our industrialized economy into an information economy,
and to the distinctive features of information production, particularly the
belief that it suffers from endemic market failure.> Market failure in the
innovation setting takes the form of underproduction due to innovators’
inability to capture all of the benefits of their innovative efforts. Others
capture some of these benefits because information —the chief product of
most innovative activity—is a good that is often, at least partly, nonrival
and nonexcludible in consumption.’ Nonrivalry means that once the good
is supplied at any level, its marginal cost drops to zero; it costs nothing to
provide it to the next consumer. Nonexcludability means that once it is
furnished to anyone, it is furnished to everyone. When goods are non-
rival and nonexcludible, many of those who benefit from them do not
pay for them, which means that producers of such goods are underpaid.
Consequently, policy-makers worry that if legal rules encouraging infor-
mation production are not in place, too little information will be pro-
duced.

1. See, e.g., Andrew Blair-Stanck, Intellectual Property Law Solutions to Tax Avoidance, 62
UCLA L. REV. 2, 4 (2015); Michael J. Graetz & Rachael Doud, Technological Innovation, Internation-
al Competition, and the Challenges of International Income Taxation, 113 COLUM. L. REV. 347, 351
(2013); Richard S. Markovits, On the Economic Efficiency of Using Law to Increase Research and De-
velopment: A Critique of Various Tax, Antitrust, Intellectual Property, and Tort Law Rules and Policy
Proposals, 39 HARV. J. LEGIS. 63, 68 (2002). A recent, more general search in Westlaw’s Journals and
Law Reviews database for articles having “tax” or “laxation” in the title and “innovation or “intellec-
tual property” in the body of the text returned 562 results.

2. See, e.g., John F. Dully, Rethinking the Prospect Theory of Patents, 71 U. CHL L. REV. 439,
440-43 (2004); Noam Noked, Integrated Tax Policy Approach to Designing Research and Development
Tax Benefits, 34 VA. TAX REV. 109, 114-15 (2014).

3. Benjamin Russo, Innovation and the Long-Run Elasticity of Total Taxable Income, 75 S.
ECON. J. 798, 799-800 (2009).
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Most of the tax scholarship in the area begins from the seemingly
sensible proposition that policy-makers ought to use the tax law as one
among several policy instruments available to ameliorate the problem of
information underproduction.® Adopting or expanding special tax rules
that in some way favor innovation will result in more information pro-
duction, thereby mitigating the market failure.> Among the rules consid-
ered have been reduced tax rates on income from innovation, enhanced
tax deductions for the costs of producing innovation, and various sorts of
tax credits for investment in innovative activity. Much of the literature is
devoted to assessing the merits of these regimes relative to each other,
while another branch compares them to various nontax regimes having
the same general objective, such as the patent system and the laws of
trademark and copyright.’

Legislative developments and proposals in the tax area have run
parallel with the scholarship.® Provisions currently in effect designed to
further innovation include the research and experimental expenditure
deduction,’ the “R&D tax credit,”" and capital-asset treatment of gains
realized by individuals on disposition of self-created patents.!" Additional
legislative proposals include reduced tax rates for income from innova-
tive activity (so-called “innovation boxes”), and other favorable rules,
such as “super deductions.”"?

This Article argues for a different approach to the taxation of inno-
vation. Tax rules should not be designed specifically to further innova-
tion but rather should be adjusted to remove preexisting tax distortions
operating in the sector that excessively retard innovation — “excessively,”
that is, relative to the tax distortions in the noninnovation sector. Three
principles support the idea that tax rules ought not be specifically tai-
lored to promote innovation. The first is that the goal of fairness in the
taxation of innovative activity, often cited as a reason for special tax
rules,? is not properly a focus of sector-oriented reform. A number of
proposals weigh fairness, efficiency, and other considerations in attempt-

4.  See generally supra text accompanying note 1.

5. See, e.g., Danicl J. Hemel & Lisa Larrimorce Oucllctte, Beyond the Patents-Prizes Debate, 92
TEX. L. REV. 303, 307 (2013); Xuan-Thao Nguyen & Jeffrey A. Maine, Equity and Efficiency in Intel-
lectual Property Taxation, 76 BROOK. L. REV. 1, 3 (2010) (focusing on fairness and clficicney ol tax
rules for intellectual property).

6. See Graclz & Doud, supra note 1, at 353 (identifying instruments).

7. Hemel & Ouellette, supra note 5, at 307.

8. See, e.g, US. S. COMM. ON FINANCE, THE BUSINESS INCOME TAX BIPARTISAN TAX
WORKING GROUP REPORT 49-51 (2015), http://www.finance.senate.gov/download/?id=B4AEDDCS8-
9E94-4380-9AF4-9388953FB347. (considering the possible benefits of a patent/innovation box re-
gime). For a general description and assessment of tax inducements to innovation, see Graetz & Doud,
supra note 1, at 351-52.

9. LR.C. § 174 (2012). Unless otherwise stated, all section citations are to the U.S. Internal
Revenue Code of 1986, as amended (26 U.S.C.).

10. Id. §41.

11, Id. §1235.

12.  See generally Graetz & Doud, supra note 1.
13.  See, e.g., Nguyen & Maine, supra note 5, at 3.


http://www.finance.senate.gov/download/?id=B4AEDDC8-9E94-4380-9AF4-9388953FB347
http://www.finance.senate.gov/download/?id=B4AEDDC8-9E94-4380-9AF4-9388953FB347
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ing to craft an appropriate tax regime for innovation." Fairness, however,
is ideally a property of the system as a whole, not of any individual sector
and almost certainly not of an arbitrarily defined economic sector. Re-
quiring fairness within a particular economic sector simply limits reform
options with no apparent payoff, given that other parts of the system are
likely to remain unfair (and possibly to become more so) following the
adoption of a targeted fairness reform. Indeed, an extensive literature
has persuasively argued that it is appropriate to address and evaluate
fairness globally rather than sector-by-sector, and to address it using
government transfer payments based on each individual’s overall welfare
rather than by targeted subsidies, however delivered.'* Moreover, even if
a robust system of transfer payments is unavailable for political reasons,
fairness would be better addressed using distributional measures that
take account of all of an individual’s economic resources, not just those
located in one sector. By separating the efficiency question from the fair-
ness question, a better menu of reform options is available.

The second principle is the recognition that correcting an externali-
ty does not necessarily lead to an improvement if the method of correc-
tion requires the introduction of distortions into other parts of the sys-
tem. A proposal that increases one set of distortions to reduce another
requires us to know whether we have lost more by robbing Peter than we
have gained by paying Paul. Furthermore, even if we have not lost more,
the question arises whether Peter must be robbed in the first place. A

sectorial aﬁﬁroach to reiulatini innovative activiti of the kind advocated
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