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nn An innovation box, often called 
a patent box in Europe, offers 
lower tax on certain types of 
income derived from IP. Some are 
calling for Congress to create one 
in the U.S.

nn An innovation box would be 
unsound policy because it 
would pick winners and los-
ers, among other problematic 
policy implications.

nn There are a myriad of motiva-
tions for an innovation box 
offered by supporters of the 
policy. However, none of them 
stands up to close scrutiny.

nn Even if it were not unsound poli-
cy, innovation boxes are difficult 
to construct properly; Congress 
should not rush to implement 
one as it is doing now.

nn It would be much better for the 
economy, job creation, and wage 
growth if Congress focused on 
lowering the business tax rate 
and scrapping the worldwide 
system of taxation in favor of a 
territorial system.

nn By reducing the tax rate and 
moving to a territorial system, 
Congress would likely eliminate 
the need for an innovation box.

Abstract
There is growing talk of Congress creating an “innovation box” instead 
of focusing on broad business tax reform. This would be a mistake. An 
innovation box, often called a patent box in Europe, offers lower tax 
on certain types of income derived from intellectual property, or IP. 
Such boxes pick winners and losers and are not substitutes for sound 
policies like a lower business tax rate and a territorial tax system to re-
place today’s worldwide system. Congress needs to refocus on passing 
business tax reform to revive economic growth instead.

There is growing talk of Congress pursuing tax reform through 
the creation of an “innovation box” instead of focusing on broad 

business tax reform. This would be a mistake.
An innovation box, often called a patent box in Europe, offers 

lower tax on certain types of income derived from intellectual prop-
erty, or IP.

Earlier this year, it seemed possible Congress and President 
Obama would work together on reforming the business side of the 
tax code, leaving the individual side for the future. Such an approach 
made sense, as the business tax system is the biggest current inhibi-
tor of growth in the code.1 However, more than halfway through the 
year, there has been no progress on such a deal—and there will likely 
be none before the year ends.2

In lieu of such reform, Congress is pursuing a scaled back 
approach to business reform. Currently, there is talk on Capitol Hill 
of reforming the international portion of the business tax code and 
tying it to a bill that replenishes the Highway Trust Fund (HTF).3 As 
part of that package, some in Congress are discussing taxing certain 
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types of income derived from IP at a lower rate by 
creating an innovation box.

The idea for an innovation box in the U.S. has 
taken form only in the past few months. Lost in the 
rush is a discussion of whether a box is sound policy. 
Indeed, innovation boxes are not sound policy and 
are difficult to construct properly. Congress should 
not rush to implement one. Rather, it should focus on 
lowering business tax rates and establishing a terri-
torial system for multinational businesses.

Lowers Taxes on Income  
from Qualifying IP

An innovation box offers lower tax on certain 
types of income derived from IP. Income from things 
such as patents, trademarks, copyrights, know-how, 
brands, business processes and formulas, designs, 
logos, customer lists, and other types of IP are eli-
gible for inclusion in the box in some combination 
in the countries that have them. If a business has 
income that fits the definition of the box, it can put 
that income in the box and pay lower taxes, either 
through a lower rate on the income or by claiming a 
large exemption of the income from tax thus expos-
ing a small remaining portion of the income to the 
country’s business tax rate.

IP is generally highly mobile, which means that 
businesses can sell it to subsidiaries in low-tax juris-
dictions without moving plant, equipment, and 
employees. Contrary to common perception, busi-
nesses must have a business or economic reason 
for selling the IP to a subsidiary in another country, 
such as the subsidiary is utilizing the IP there. Busi-
nesses cannot move IP solely for tax benefits without 
conflicting with transfer pricing laws.

If businesses are able to price the IP low enough 
and still adhere to applicable transfer pricing laws, 
they will reap tax savings as long as the IP generates 

income. There is inherent risk in such a transaction, 
however. IP is volatile and, in a short period of time, 
can shift from being profitable to being valueless. If 
IP does lose its value, the business in question could 
end up worse off due to the transaction. Neverthe-
less, the potential tax savings creates an incentive 
for businesses to sell their IP to subsidiaries in low-
tax countries.

The motivation for countries that have higher tax 
rates to create innovation boxes is to encourage busi-
nesses not to move their IP to those low-tax locations. 
Retaining this IP helps maintain the country’s tax 
base, which in turn allows it to raise more tax rev-
enue. A secondary justification is that it encourages 
job creation by businesses in innovative industries 
that create the IP that usually qualifies for inclusion 
in the box4—a highly arguable proposition.

Many countries in Europe have innovation boxes 
that they have established in recent years. The 
United Kingdom (U.K.) was the latest to create one. 
Other countries that have them include Belgium, 
France, Hungary, Italy, Luxembourg, The Nether-
lands, and Spain.

Each of these boxes is unique to the country that 
offers it. The countries offer different rates on quali-
fying income, define the qualifying income differ-
ently, and have different rules for administering the 
boxes.5

Multiple Justifications for  
an Innovation Box in the U.S.

The push for the U.S. to create an innovation 
box intensified when the Senate Finance Commit-
tee’s Working Group on International Tax Reform 
released its report in early July. The group, co-
chaired by Senators Rob Portman (R–OH) and 
Charles Schumer (D–NY), recommended that 
Congress create an innovation box, although they 

1.	 Curtis Dubay and David Burton, “How Congress Should Reform Business Taxes,” Heritage Foundation Backgrounder No. 3022, June 4, 2015, 
http://www.heritage.org/research/reports/2015/06/how-congress-should-reform-business-taxes.

2.	 Heather Caygle and Jennifer Scholtes, “Senate Pushing Ahead on Ex-IM Controversy,” Politico, July 26, 2015,  
http://www.politico.com/story/2015/07/senate-moves-toward-monday-ex-im-vote-120640.html?hp=l2_3 (accessed July 27, 2015).

3.	 Curtis Dubay, “Congress Should Only Make Changes to Repatriation Policy When Establishing a Territorial System,” testimony before the 
Subcommittee on Select Revenue Measures, Committee on Ways and Means, U.S. House of Representatives, June 24, 2015,  
http://www.heritage.org/research/reports/2015/06/congress-should-only-make-changes-to-repatriation-policy-when-establishing-a-
territorial-system.

4.	 Robert D. Atkinson and Scott Andes, “Patent Boxes: Innovation in Tax Policy and Tax Policy for Innovation,” Information and Technology 
Foundation, October 2011, http://www.itif.org/files/2011-patent-box-final.pdf (accessed July 27, 2015).

5.	 Peter Merrill et al., “Is It Time for the United States to Consider the Patent Box?” PricewaterhouseCoopers, March 26, 2012, p. 1665,  
http://www.pwc.com/us/en/washington-national-tax/publications/tax-patent-box.jhtml (accessed July 21, 2015).
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did not include any details of how the box should 
be constructed.

The group’s stated reason for wanting an innova-
tion box was as follows:

The co-chairs agree that we must take legisla-
tive action soon to combat the efforts of other 
countries to attract highly mobile U.S. corporate 
income through the implementation of our own 

innovation box regime that encourages the devel-
opment and ownership of IP in the United States, 
along with associated domestic manufacturing. 
They continue to work to determine appropriate 
eligibility criteria for covered IP, a nexus stan-
dard that incentivizes U.S. research, manufac-
turing, and production, as well as a mechanism 
for the domestication of currently offshore IP.6

6.	 U.S. Senate Committee on Finance, “The International Tax Bipartisan Working Group Report,” July 2015, p. 73,  
http://www.finance.senate.gov/download/?id=E1FA3F08-B00C-4AA8-BFC9-7901BD68A30D (accessed July 21, 2015).

tABLE 1

Select 2015 Innovation Box Rates and Qualifi ed Intellectual Property 

Source: U.S. Senate, Committee on Finance, “The International Tax Bipartisan Working Group Report,” July 2015, p. 74–75, 
http://www.fi nance.senate.gov/download/?id=E1FA3F08-B00C-4AA8-BFC9-7901BD68A30D (accessed August 10,  2015).
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Country
Corporate
Tax Rate

2015 
Innovation Box

Tax Rate

Fully
Phased-In
Tax Rate Qualifi ed Intellectual Property (IP)

Belgium 33.99% 6.80% 6.80% Qualifying patents

Cypress 12.50% 2.50% 2.50% Patents, copy marks, trademarks, designs, and models

France 38.00% 15.00% 15.00% Patent granted in France, United Kingdom, or European 
Patent Offi  ce

Hungary 19.00% 9.50% 9.50% Patents, know-how, trademarks, business names, 
business secrets, and copyrights

Ireland 
(proposed) 12.50% n/a 5.00%– 

6.25% Patents and property functionally equivalent to patents

Italy 27.50% 19.25% 13.80% Patents and property functionally equivalent to patents

Luxembourg 29.22% 5.84% 5.84% Patents, trademarks, designs, domain names, models, 
and software copyrights

Malta 35.00% 0% 0% Patented IP and qualifying copyrights

Netherlands 25.00% 5.00% 5.00%

Worldwide patents and IP from research and 
development for which the taxpayer has obtained 
declaration from the Dutch government (trademarks, 
non-technical design rights, and literary copyrights are 
not included)

Spain 28.00% 11.20% 10.00%
Patents, drawings or models, plans, secret formulas 
or procedures, and rights on information related to 
industrial, commercial, or scientifi c experiments

United Kingdom 20.00% 12.00% 10.00%
Patents granted by the United Kingdom or European 
Patent Offi  ce (excludes trademarks and 75 registered 
designs) and certain associated IP
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That statement, despite being vague, conveys the 
multiple motivations for creating an innovation box:

1.	 Protect U.S. businesses from OECD BEPS. 
The ongoing work of the Organization for Eco-
nomic Co-operation and Development’s (OECD) 
BEPS (Base Erosion and Profit-Shifting) project, 
which seeks to make it harder for businesses to 
sell their IP between their subsidiaries, is one of 
those motivations. If the U.S. Treasury Depart-
ment decides to enforce as many of the recom-
mendations of OECD’s BEPS guidelines as it can 
without congressional approval, U.S. businesses 
will end up paying higher taxes.

They already pay an uncompetitive amount of 
tax because the U.S. has the highest business tax 
rate in the OECD and because it taxes business-
es on their foreign income under its worldwide 
system. Raising taxes on U.S. businesses would 
make an already untenable situation even worse. 
Some see an innovation box as a way to pre-
empt harm from the BEPS project because the 
box could potentially lower taxes for the type of 
income the project would target.

2.	 Combat the high business tax rate. The high 
business tax rate in the U.S. is another potential 
argument for an innovation box. It is imperative 
that Congress lower the rate from over 39 per-
cent (including the 35 percent federal rate and 
the average rate of the states) to, at least, the 
OECD average of 25 percent—preferably below 
that mark. The high rate makes the U.S. the least 
competitive developed nation for businesses—
foreign and domestic—to locate new investment. 
This is harming job creation and wage growth 
for U.S. workers.

Because tax reform that would lower the rate is 
unlikely to happen in the next two years, some 
see an innovation box as a way to lower the rate 
some businesses pay on at least a portion of 
their income.

3.	 Backstop anti-base erosion policies. Talk of 
an innovation box has often been tied to a poten-
tial plan to move from the worldwide system to a 
territorial one, which would also happen in con-
junction with filling the gap in the HTF. Under 
this plan, the U.S. would establish a territorial 
tax system (or dividend exemption regime) but 
would retain the highest business tax rate in 
the world.

This situation would increase the incentive for 
U.S. businesses to move their IP to foreign loca-
tions. Given the high rate in the U.S., such a move 
is already attractive to American businesses; the 
worldwide system, however, requires businesses 
to, at some point, pay U.S. tax on their foreign 
income. Consequently, the worldwide system 
slightly reduces the incentive of shifting IP.

Under a territorial system, these businesses 
would not pay that extra tax, thereby increas-
ing the incentive to move IP offshore. This real-
ity, however, is not an argument against territo-
rial taxation; to the contrary, moving to such a 
system would be a boon for the U.S. economy.7 
However, strong base erosion and profit-shifting 
policies are necessary under a territorial system 
to prevent U.S. businesses from moving abroad 
income that should remain in the U.S.

If Congress moves to a territorial system, so 
long as the high rate is preserved, it will increase 
the stress on those policies. In that context, an 
innovation box could be viewed as an additional 
base erosion measure that would backstop the 
other policies put in place to deter base erosion 
and profit shifting. The lower rate it offers would 
lessen the incentive for U.S. businesses to sell 
more of their IP abroad.

4.	 Other countries have such policies. Another 
argument for an innovation box holds that other 
countries, including some of our major competi-
tors, have them, so the U.S. should as well. Sup-
porters also argue it is a way to encourage job 

7.	 Curtis S. Dubay, “A Territorial Tax System Would Create Jobs and Raise Wages for U.S. Workers,” Heritage Foundation Backgrounder No. 2843, 
September 12, 2013, http://www.heritage.org/research/reports/2013/09/a-territorial-tax-system-would-create-jobs-and-raise-wages-for-
us-workers.
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creation in the innovative and technology fields 
that would likely see the greatest benefits from 
the box.

Innovation Box Is Not Sound Policy
Lost in the many arguments made in favor of an 

innovation box is a discussion of whether it is sound 
tax policy. In fact, for several reasons, it is not:

1.	 Picks winners and losers. An innovation box 
picks winners and losers. All business income 
should be taxed at the same rate. An innova-
tion box would break this vital factor for main-
taining tax neutrality. Those businesses that 
earn income that qualifies for the box will see 
their profitability and competitiveness increase 
sharply because their taxes will fall. Businesses 
that do not earn such income will see no ben-
efits and therefore will suffer in comparison. 
It is unfair to force those businesses left out of 
the box to pay an uncompetitive amount of tax 
while allowing businesses that happen to be in 
a congressionally favored industry to enjoy the 
benefits of lower taxes.

It is not only unfair, but such favoritism distorts 
the economy by shifting resources to industries 
that benefit from the box. Such distortions make 
the economy less productive, which reduces out-
put and wages compared to the ideal system that 
taxes all income alike.

An innovation box would function much like 
state tax incentives. States grant lower taxes to 
attract companies that promise to create jobs. 
When they grant these incentives, they do not 
lower taxes for businesses already located in the 
state. This is unfair to the existing businesses, 
and the incentives most often fail to create jobs 
in the states.

2.	 Not a substitute for a lower rate. Because it 
would apply only to some forms of income cho-
sen by Congress, many businesses would still 
face the highest-in-the-world U.S. tax rate on 
all their income. Hence, an innovation box is no 
substitute for a lower rate.

3.	 Lower rate and territorial system needed 
first. An innovation box, at this point, would be 
severely premature. Certainly, other countries 
have them, but those countries also have lower 
business tax rates than the U.S. Most have terri-
torial systems, and most have substantially bet-
ter tax treatment for capital investment. These 
are the factors most harming economic growth, 
job creation, and wage increases in the U.S. 
Therefore, Congress should focus first on lower-
ing the tax rate, moving to a territorial system, 
and making 50 percent expensing permanent 
(as a first step toward full expensing). Imple-
menting a box without lowering the rate and 
scrapping the worldwide system would only put 
an ineffectual Band-Aid on a problem that needs 
major surgery.

4.	 Creates new hurdle for tax reform. If the 
U.S. business tax system was in line with inter-
national norms, Congress would likely have no 
need even to consider an innovation box. Con-
sequently, Congress should focus its energies on 
modernizing the business tax system. If it pro-
vides an innovation box first, the businesses that 
benefit from it could then oppose broad busi-
ness tax reform, depending on how low the box 
lowers their taxes. Congress should be reducing 
hurdles to tax reform—not creating new ones.

5.	 Base erosion and profit-shifting concerns 
legitimate but premature. A reformed busi-
ness tax system that had a lower rate and was 
territorial would require strong anti-base ero-
sion and profit-shifting policies. There is no con-
sensus about the right way to construct these 
policies, and the systems vary by country. The 
ongoing BEPS work at the OECD is partly an 
attempt to create uniform standards, but there 
is no way to know if the forthcoming proposals 
will be more effective than current systems or 
if they will have negative economic effects that 
make them undesirable to implement.

Congress needs to create a territorial system 
and pick adequate base erosion and profit shift-
ing policies. It could start with what former 
Chairman of the Ways and Means Committee 
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Dave Camp (R–MI) proposed in his 2014 tax 
reform plan.8 After a few years, Congress could 
then evaluate whether those policies are work-
ing, need adjustment, or need to be changed 
completely. Only in the last case should Con-
gress then reconsider an innovation box.

6.	 Tax reform better response to OECD BEPS. 
If the Treasury Department implements some 
of the OECD’s BEPS policies without congressio-
nal approval and raises taxes on U.S. businesses 
in the process, there are still better alternatives 
to an innovation box. For instance, Congress 
could reform business taxes by lowering the rate 
and moving to a territorial system—a solution 
that would lower taxes for all businesses.

Furthermore, Congress can stop Treasury from 
implementing policies it disagrees with by using 
its power of the purse. It may also put a mora-
torium on the implementation of a regulation. 
And a future President would have the power 
to instruct Treasury to stop enforcing those 
policies. Importantly, none of these avenues for 
stopping BEPS requires Congress to create an 
innovation box.

Rushing Poor Policy
Innovation boxes are complicated to construct. 

As such, the law needs to explicate the types of 
income that will qualify for the box, and the rules 
regarding the box’s use need to be well defined. The 
U.K., the last major country to create a box, took sev-
eral years to fully establish its system9—Congress is 
looking to do so in just a few months. On such a com-
pressed schedule, it could make mistakes that could 
lead to harmful unintended consequences.

Without question, the immediate creation of the 
innovation box would be poor policy. If, however, 
Congress decided to pursue such an unsound policy, 
below are just a few of the many questions it needs to 
answer. There are several additional technical ques-
tions it would have to answer in addition to these.

1.	 What type of income would qualify for the 
box? This is the most pressing question as per-
tains to establishing an innovation box. Assum-
ing it limited the box to IP, Congress would need 
to determine what types of IP it would allow 
to qualify for inclusion. There is a multitude of 
types of IP, and those that Congress would want 
to qualify would tie directly to what it wants to 
accomplish by creating the box, something it has 
yet to make clear. Presumably, Congress would 
intend for the box to incentivize, at least partly, 
innovation for high-tech fields under the pretext 
that such innovation would create jobs in the 
U.S. This would undoubtedly lead to cronyism, 
as businesses would fight to make sure their IP 
qualified and their competitors’ did not.

2.	 How would it define the qualifying IP and 
allocate income to the IP? By its nature, IP 
defies a fixed definition. Yet Congress would 
need to define, in explicit detail, the guidelines 
that IP would have to meet to qualify for the box. 
Even if Congress were able to provide such a def-
inition, the IRS would be under constant strain 
as businesses try to make their IP fit the param-
eters of the box. An onslaught of litigation would 
likely follow.

Furthermore, determining how much of a busi-
ness’s income is generated by qualifying IP 
would be extremely difficult. Armies of law-
yers, accountants, and economists would be 
employed making these determinations and 
quarreling with the IRS.

The situation would be analogous to that which 
plagues transfer pricing, income sourcing, 
and expense allocation rules that guide inter-
company transactions today. Transfer pricing 
works well when businesses sell tangible items 
to their subsidiaries for which there is an estab-
lished market. It becomes significantly more 
complicated when they sell IP because defining 

8.	 Tax Reform Act of 2014, H.R. 1, 113th Cong., 2nd Sess., https://www.govtrack.us/congress/bills/113/hr1/text (accessed July 23, 2015).

9.	 Merrill et al., “Is It Time for the United States to Consider the Patent Box?” and W. Wesley Hill and J. Sims Rhyne, “Opening Pandora’s Patent 
Box: Global Intellectual Property Tax Incentives and Their Implications for the United States,” University of New Hampshire: Intellectual Property 
Law Review, Vol. 53, No. 3 (May 2013), p. 385, http://law.unh.edu/assets/images/uploads/publications/idea-vol53-no3-hill-rhyne.pdf 
(accessed July 23, 2015).
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the income associated with particular IP is dif-
ficult. There are rarely markets in which an 
arm’s-length price for the IP can be determined, 
which means calculating the income IP earns is 
fraught with uncertainty. It is impossible, even 
in principle, to determine what the correct price 
is. Rules for determining how much income IP 
placed in an innovation box earns would experi-
ence the identical complication.

Isolating the income that IP placed inside an 
innovation box earns would be the most trouble-
some challenge with which Congress would have 
to deal.

3.	 How would it apply a lower rate? Innovation 
boxes in different countries apply lower taxes 
to the qualifying income either by lowering the 
rate at which they tax the income or by allow-
ing businesses to exempt a sizeable portion of 
the income from tax and applying the business 
tax rate to the remaining income. Congress 
would need to decide which system it would use, 
although both result in the same outcome: lower 
taxes for the qualifying income.

4.	 Would expenses still be deductible (tax 
gross or net income)? An innovation box 
would substantially lower tax on qualifying 
income. Depending on how Congress allowed 
businesses to deduct concurring expenses, it 
would substantially affect the size of the tax cut. 
Some countries disallow or reduce the expenses 
businesses can claim against income that quali-
fies for the box. Others allow full deductions for 
those expenses. If a country reduces the expens-
es businesses can claim, it reduces the size of the 
tax cut.

Depending on how an innovation box treats the 
expenses incurred from the income that quali-
fies, it would likely create an incentive for busi-
nesses to allocate expenses to income that does 
not fit inside the box. This would further reduce 
their taxes because it would reduce higher-taxed 
forms of income. Allocating how much of cer-
tain expenses are incurred with certain forms of 
income is as difficult as determining the income 
that IP earns and would require extensive rules.

5.	 How would it treat losses associated with 
the IP in the box? Congress would also have 
to determine what options are available to busi-
nesses that experience losses on IP they previ-
ously put in the box. If Congress allows busi-
nesses to claim losses on the IP outside the box, 
it would create an even larger benefit. Further-
more, would Congress allow businesses to carry 
forward or back losses on IP in an innovation 
box to offset further taxes paid when their IP 
was profitable?

6.	 Does a business have to participate directly 
in the creation of the IP for it to qualify for 
the box? Businesses acquire IP in numerous 
ways. For example:

nn They can fund research and development 
(R&D) that leads to its creation within 
their business;

nn They can fund the R&D efforts of subsidiar-
ies and then own fully or partially the result-
ing IP;

nn They can hire a contract R&D business to 
create IP for them; or

nn They can buy IP from another business that 
created it.

Congress would need to detail which acquisition 
methods would allow IP to gain entry to the box. 
This is a highly important question for Congress 
to resolve because what it decides will have a sig-
nificant impact on how the box functions.

Congress would also need to determine if IP 
funded or acquired outside the U.S. would be eli-
gible for the box. And does the U.S. business have 
to be actively engaged in the IP’s creation, or if it 
can only fund it?

7.	 Would only new IP be eligible? Or would pre-
viously developed IP qualify as well? How 
Congress decides this question will largely be 
determined by what it wants the box to accom-
plish. For instance, if it sees the box as a way to 
encourage more innovation, it would restrict the 
box to new IP created after its enactment. If it 
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sees the box as a way to reduce the harm of the 
high corporate tax rate, it would allow old IP 
into the box, resulting in large windfall gain to 
owners of existing IP.

8.	 How does the box interact with the R&D 
credit? Assuming Congress continues the R&D 
credit, as it has since the early 1980s, it would 
have front-end and back-end incentives for busi-
nesses to engage in R&D and create IP. These 
policies could serve different purposes depend-
ing on how Congress structures the box. How-
ever, Congress would need to consider if the box 
and the R&D credit both end up accomplishing 
the same goal, whether both policy instruments 
are necessary.

Conclusion
It is premature for Congress to consider an inno-

vation box in the U.S. Instead, Congress first needs 
to reform the business tax system by reducing the 
tax rate and moving to a territorial system. Such 
reform is critical, as the current high tax rate and 
worldwide regime are the biggest inhibitors of eco-
nomic growth in the tax code today. If Congress 
made those long-overdue and important improve-
ments, there would likely be no need for an innova-
tion box in the U.S.

—Curtis S. Dubay is Research Fellow in Tax and 
Economic Policy in the Thomas A. Roe Institute 
for Economic Policy Studies, of the Institute for 
Economic Freedom and Opportunity, at The Heritage 
Foundation.


