AdvaMed'’s Tax Reform Principles

February 7, 2012

Overview

There is broad bipartisan agreement that comprehensive corporate tax reform is essential to improve
America’s competitiveness and rebuild our nation’s economic future. AdvaMed has developed a set of
broad principles for tax reform that, if adopted, will make a significant contribution to maintaining our
nation’s world leadership in the medical technology industry. In this century of the life sciences,
medical technology has an exceptionally bright future as a source of jobs and sustained economic
growth. The open question, however, is whether this future will continue to be made in America.

While the principles described in this report were designed by AdvaMed based on the needs of the
medical technology industry, we believe they are broadly applicable to all knowledge-based

manufacturing industries—a key part of the high value-added tradable sector, which is essential to
America’s future as a prosperous country where wages are high and prosperity is broadly shared."

Tax policy is certainly not the only factor driving American competitiveness—but it is a key factor.’
Because tax reform is maturing as a public issue and because we believe that medical technology has an
important perspective to add—not only for our industry but more broadly—we feel it is important to
participate fully in the tax reform discussions to come. The principles described in this paper provide a
broad conceptual base for the active role we expect to play.

The Economic Potential of Medical Technology

The medical technology industry is composed of companies that develop and manufacture medical
devices and diagnostics. These products are diverse, running the gamut from tongue depressors to the
most complicated molecular diagnostic tests and cardiac implants. They are an essential part of modern
medical practice, and development of new medical technology has been one of the main engines of
medical progress.

Small firms are a key part of the medical technology industry. A 2007 study by the U.S. International
Trade Commission (USITC) found a total of 7,000 medical technology firms in the U.S.> The U.S.
Department of Commerce estimated that 62% of medical technology firms had fewer than 20
employees and only 2% had more than 500." Even large companies in the medical technology space
tend to be smaller than large companies in many other sectors. There are only four pure device and
diagnostic companies in the Fortune 500 and none in the Fortune 100.

These small firms, often funded by venture capital, are particularly critical to the future of U.S. scientific
and technology leadership because they are the source of a disproportionate number of the
breakthrough technologies that drive medical practice and industry growth.”



Whether created by large or small firms, medical technologies are characterized by a very rapid
innovation cycle. The typical medical device is replaced by an improved version every 18-24 months.

To fuel innovation, the medical device industry is highly research intensive. U.S. medical technology
firms spend over twice the U.S. average on R&D. High technology medical device companies devote
upward of 20% of revenue to R&D.°

In part because of this rapid innovation cycle, the medical technology industry is highly competitive. A
study of medical device prices from 1989 to 2009 found that they increased, on average, only one-fifth
as fast as other medical prices and less than one-half as fast as the regular CPI. Because the highly
competitive market kept prices low, medical devices and diagnostics accounted for a relatively constant
6% of national health expenditures throughout the 20-year period despite a flood of new products that
profoundly changed medical practice.’

The U.S. medical technology industry is a very dynamic part of the U.S. economy and a source of
economic growth and good jobs. The future opportunities for growth are immense.

The industry employs more than 420,000 people in the U.S. It generates an additional four jobs in
suppliers, component manufacturers, and other companies providing services to the industry and its
employees, for every direct job—for a total of more than two million jobs nationwide.?

The jobs the medical technology industry provides are good jobs. The average medical technology
worker enjoys wages that are almost 40% higher than average pay for the economy as a whole and 22%
higher even than the average for manufacturing wages.’

While employment in other manufacturing industries has been declining, the medical technology
industry has been expanding. Between 2005 and 2007, medical technology employment grew 20.4%,
adding 73,000 jobs.'® During the recession, between 2007 and 2008, MedTech employment dropped
1.1%, compared to 4.4% for manufacturing as a whole."

The medical technology industry is also a strong source of exports and is almost alone among
manufacturing industries in consistently maintaining a favorable balance of trade. Exports in 2010
totaled $36 billion.*

The future opportunities for industry growth are great. Worldwide markets for medical technology will
expand dramatically as populations age in countries around the globe. In the U.S. alone, the elderly
population will increase by 32 million over the next two decades—a jump of 80%."* Worldwide, the
elderly population will reach 1.2 billion by 2025—and growth of the elderly in that year will be 3.5 times
as fast as the population as a whole.**

The exponential growth in middle-class populations in countries like China, India and Brazil demanding
world class medical care is another extraordinary opportunity. China’s middle class alone is projected to
exceed the entire U.S. population by 2015, and India’s middle class could reach 600 million by 2025.



Finally, in this century of the life sciences, technological advances fueled by fundamental advances in
knowledge of human biology and continued progress in computing, communications, materials science,
physics and engineering can be expected to fuel creation of new and better medical technology
products. The potential for economic gains is as great as those attributable to the advances in the
physical sciences in the previous century that fueled the development of the airplane, the computer,
and the cell phone.™

The Competitive Challenge and the Role of America’s Corporate Tax Structure

While the medical technology industry in America is still the clear world leader, its competitive position
is slipping, and its leadership is increasingly challenged by other countries adopting targeted policies to
support home-grown competitors and attract multinational companies. A survey of medical technology
companies found that most expected to grow employment both inside and outside the U.S., but growth
was expected to be much faster in both percentage and absolute terms abroad.'® A recent study by
PricewaterhouseCoopers (PwC) found that the U.S. still leads on five key dimensions of medical
technology innovation, but our lead is slipping on every dimension. As they state, “The innovation
ecosystem for medical device technology, long centered in the United States, is moving offshore.”*’
While the U.S. has maintained a favorable balance of trade, the surplus of exports over imports has
been narrowing both in absolute terms and relative to the size of the export-import sector. In 1998,
imports and exports together totaled $24.6 billion and the trade surplus was $6.6 billion—more than
one-quarter of total trade. By 2010, total trade had almost tripled—to $70 billion, but the trade surplus
had shrunk by more than two-thirds—to $2 billion, and the surplus was only 3% of total trade. **

America’s corporate tax structure is a key factor contributing to the decline of the competitiveness of
the American medical technology industry. It was designed for a world in which America was
economically unchallenged—not for a one of globalized flows of investment, knowledge and production.
It was conceived in a world in which our major competitors had not adapted their tax systems to
compete for the high value-added industries that are key to international competition. And while the
corporate tax structure is riddled with special preferences tailored to the desires of various economic
interests, it lacks the kind of strategic, targeted policies necessary to support a truly competitive and
healthy economy in a globalized world system.

There are a number of aspects of the U.S. corporate tax code that make it more difficult for America to
retain its world leadership in medical technology and other high value-added manufacturing industries
and are a powerful deterrent to expanding employment in the United States rather than abroad.

e General corporate tax rates are high and uncompetitive. The statutory tax rate for the U.S. is
56% higher than the non-U.S. OECD average. Indeed, the U.S. now has the second-highest
corporate tax rate among all OECD countries, exceeded only by Japan.* For manufacturing
industries in particular, there is a similar wide disparity in effective tax rates. For a typical small
or medium-sized manufacturing business, the effective tax rate in the U.S. is 25.9%, higher than
31 out of 34 Organization for Economic Cooperation and Development countries and 58% higher
than the non-U.S. OECD average of 16.4%.%°



The United States is an outlier among competitor nations in retaining a tax system that taxes
worldwide income of U.S. corporations rather than adopting a territorial tax system that taxes
only income earned from domestic activities.”* Under the U.S. system, income earned abroad
by foreign subsidiaries is subject to taxation (offset by taxes paid to the foreign tax authority)
but the taxes are deferred unless and until the income earned is brought back to the United
States to be invested or paid out in dividends. This system provides a double blow to U.S.
competitiveness. First, it encourages profits earned abroad to be invested abroad rather than in
the U.S. Second, a U.S. based multinational firm that wants to invest in the U.S. sometimes is
forced to borrow money to make the investment—potentially raising the cost of the
investment—rather than using profits earned abroad to generate economic activity at home.
The U.S. has failed to match competitor nations in positive tax incentives to attract knowledge-
based, high-value manufacturing industries like medical technology. These incentives have the
effect of lowering the effective corporate tax rate abroad for such industries far below the
(already more competitive) general tax rate.

0 R&D. The U.S. was the first country to establish an R&D tax credit, but 23 countries now
offer more generous tax incentives for R&D than we do.?* Our reliance on temporary
extensions of the credit means that it does little to stimulate investment, since it cannot
be relied on for planning purposes. The credit does not cover building R&D facilities or
purchase of equipment for those facilities, even though the decision to locate an R&D
facility in a particular country certainly stimulates further R&D investment to make use
of the facility.

0 Innovation box. Nine countries, including China, have introduced or plan to introduce a
tax benefit referred to as a “patent box” or “innovation box. ”** Many more are
considering establishing one. While the exact features of these programs vary, they
essentially provide for a much lower corporate tax rate for activities based on
intellectual property.

0 Additional tailored incentives. In addition to general tax incentives, other countries
provide targeted incentives for projects that offer jobs and economic growth, especially
projects in high value-added industries. These incentives include waiving or reducing
taxes on the project, providing direct subsidies in the form of below interest loans or
grants, or making land and infrastructure available as needed. Emerging growth
markets like China, India, and Brazil have been especially aggressive at offering special
tax concessions or other incentives for individual projects or groups of projects.

The medial device excise tax enacted in 2010 and scheduled to go into effect in 2013 puts a
special and heavy competitive burden on the medical technology industry. This tax is estimated
by the Joint Tax Committee to average approximately $3 billion per year. While the incidence of
an excise tax is always difficult to estimate, the high level of price competitiveness in the
industry suggests that much of the cost will be borne by manufacturers, and a number have
already begun to streamline their operations in order to offset the expected tax burden. In
many cases, the operational efficiencies are achieved by reducing the work force. The additional
burden of the tax could raise the overall tax burden for this industry by one-third or more—to a



level that would surely be one of the highest experienced by any American manufacturing
sector and make the American tax rate even more uncompetitive with foreign nations.**

e The problems small and start-up companies face in the medical device sector in attracting
needed capital are especially acute right now. A recent survey by the National Venture Capital
Association found that 40% of respondents had decreased their investment in medical devices
over the past three years, while only 22% had increased their investment, and continued
declines in investment were projected over the next three years. Perhaps most troubling for the
future of the industry, is the decreases were disproportionately concentrated in early-stage
start-up companies and that investors are increasingly moving the focus of investment to
Europe and Asia.”> Overall, the availability of venture capital in competitor countries is growing
dramatically. China now represents the second-largest pool of venture capital, followed by
Brazil.*®

Overall, the much higher effective rates paid by medical technology companies for activities located
and taxed in the United States versus activities located and taxed abroad are a major disincentive to
industry job and economic growth in the United States. Data from AdvaMed member companies
showed that the average effective tax rate on activities located in the United States was 35%
compared to 14% for activities located and taxed abroad.”

In a recent survey of member companies, respondents were asked, “Based on your own company’s
experience, does a more favorable tax system or direct subsidies provided by foreign governments play
a role in the decision to locate manufacturing activities abroad rather than in the U.S.?” Sixty-three
percent of the respondents identified these factors as playing a major role, and 100% said it played a
major role or some role.”®

AdvaMed’s tax reform principles

In response to the need to maintain American leadership in medical technology, AdvaMed has
developed a broad set of principles for corporate tax reform. As noted earlier in this paper, while these
principles were developed specifically for our industry, we believe they are broadly applicable to
knowledge-based manufacturing industries facing international competition.

Our principles state:
The goal of tax reform should be to support job creation, economic growth and competitiveness
To achieve that objective:

e Tax reform should provide a level playing field for medical device companies competing in
world markets.

o Tax reform should encourage retention and expansion of jobs in the U.S. by providing tax
incentives comparable to or better than our major competitor nations.



Tax reform should provide incentives for the investment in research and development, which
is key to the growth of the knowledge-based, high value-added industries on which America’s
economic future depends.

Tax reform should encourage the availability of capital for small and start-up companies that

play a vital role in inventing and developing innovative breakthrough products.

Implications of AdvaMed’s tax reform principles

AdvaMed intends to engage fully in the tax reform debate and will be advocating both for specific

proposals to support these principles and commenting on others that may arise affecting the industry.

As a starting point, AdvaMed believes that the following policies should be part of tax reform:

The medical device excise tax should be repealed. For the reasons noted above, the medical

device tax is a serious drag on the industry and adds an additional heavy competitive
disadvantage to an industry that is already struggling to retain world leadership.

The United States should adopt a territorial tax system consistent with tax regime of virtually

every other advanced economy. If this is not possible, the current system of deferral of taxes on

foreign earnings should be retained. As discussed above, the lack of a territorial tax system
inhibits investment and economic growth in the United States. Absent a territorial system,
eliminating or significantly curtailing deferral would raise the effective tax rate of international
companies competing in world markets very significantly.

The combined Federal and State corporate tax rate should be lowered to levels comparable to

or lower than competitor nations.

The R&D tax credit should be made permanent and provide research and development

incentives comparable to or better than competitor nations. The U.S. needs to encourage

research and development here in America, since R&D is so critical to industry leadership and
growth.

The U.S. should institute an “innovation box” regime that provides a substantially reduced
corporate tax rate for profits derived from intellectual property developed in the U.S. or used in
manufacturing products in the U.S. Since even a substantially lowered tax rate—to 26%, for
example—would still leave a very large differential between the tax on economic activities
conducted in the U.S. and those located abroad, targeted tax incentives are needed to create a
level playing field for industries in the tradable sector—especially knowledge-based, high-value
industries. If the U.S. is to create a future of economic growth and broad prosperity, it must be
able to compete in these industries. An innovation box regime is one mechanism for leveling
the playing field for the medical device industry and the much broader group of industries that
fall in this category.
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