Navigating the R&D Tax Credit
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Although it has a well-deserved reputation for complexity and uncertainty for taxpayers, the
research tax credit of IRC § 41 nonetheless remains a valuable source of support to businesses
that conduct qualified research and development. In fiscal year 2009 alone, the credit
represented an estimated $5.6 billion federal subsidy for R&D.

On the government’s side, although questions persist over whether the temporary credit
effectively and equitably accomplishes its goal of encouraging new research and development,
Congress has renewed it almost continually for 28 years and has often advanced proposals to
make it a permanent part of the Tax Code. Many of the provision’s difficulties stem from its
perennially temporary status. The Government Accountability Office in a recent study concluded
that the credit did foster innovation and economic growth, reducing businesses’ costs of new
qualified research by between 6.4% to 7.3% (see

, GAO-10-136). At the same time, however, the GAO
recommended that Congress amend the law and that the Treasury Department provide new
guidance, which the latter agreed to do.

As of this writing, the R&D credit is among a number of “extender” provisions still awaiting
congressional authorization for 2010 (see sidebar “The R&D Credit: Outlook for 2010,” below).
This would be the 14th temporary extension of the credit and the ninth retroactive extension in a
row.

CHALLENGING ISSUES FOR THE R&D CREDIT

Despite a consensus in Congress that the R&D credit is a valuable incentive, its administration
has been complicated by uncertainty in a number of areas, as identified by the GAO, most
notably: (1) disparities between taxpayers in the amount and incentive effects of credit received,
(2) what costs constitute qualified research expenses (QRES) eligible for the credit, and (3) the
required manner of documenting and substantiating those expenses.

DIFFERENT METHODS, DISPARATE RESULTS

The R&D tax credit is for taxpayers of any size that design, develop or improve products,
processes, techniques, formulas or software. It is calculated on the basis of increases in research
activities and expenditures; thus it is intended to reward, in general, not static programs but those
that pursue innovation with continually increasing investment. However, an alternative simplified
method allows taxpayers to claim research credits if research costs remain the same or even
decline when compared with prior years.

One generally acknowledged Shortcoming of the R&D credit is that its regular method of
calculating the credit (the regular research credit, or RRC) uses a base period that can reach
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back as far as 1984, with disparate results that can reward some taxpayers with a windfall and
deny a credit to others. The GAO recommended that Congress consider eliminating the RRC in
favor of a revised version of the only other method available for tax years beginning on or since
Jan. 1, 2009—the alternative simplified credit (ASC). The ASC became available in 2007. It
replaces the alternative incremental research credit (AIRC), which was available for QREs paid or
incurred on or before Dec. 31, 2008. For details and examples of calculating the credit under the
RRC and ASC methods, see *

WHICH CALCULATION METHOD SHOULD YOU USE?
Taxpayers should carefully evaluate which of the two credit calculation methods, the RRC or the
ASC, may vyield the best results as well as determine whether the components of the calculation
are readily available and can be sufficiently documented.

Taxpayers with the following facts may benefit from using the ASC method:

e High base amount under the RRC.

e Incomplete records to determine the startup base period.

e Significant growth of gross receipts in recent years.

e A complex history of organizational activity (mergers, acquisitions and dispositions).

Calculating and substantiating the RRC can be difficult. Election of the ASC relieves much of this
administrative burden by shifting the measurement of research incrementally over the three prior
years.

For some taxpayers, one key benefit in electing the ASC is the removal of gross receipts from the
equation if the facts reflect a rising revenue stream. In addition, manufacturing and high-
technology companies especially may benefit from this change if their facts reflect a limitation in
the amount of RRC available to them due to a shift in the relationship of QRES to gross receipts
from the base period to those in recent years. For example, during 1984-1988, it was common
for manufacturing companies to spend significant amounts on R&D in relation to sales. As these
companies in later years increased productivity by developing more efficient, cost-effective
processes, their relative sales may have increased faster than their increase in research
spending. As a result, the ratio of QRES to gross receipts has been decreasing, effectively limiting
the amount of credit available under the RRC (see ).

Even with a decrease in current QRES, the taxpayer can still claim the credit under the ASC
method. Under the RRC method, in general, a similar decrease in QREs can significantly limit or
even eliminate the ability to claim the credit—even more so with higher fixed-base percentages.
For example, even under Scenario 1 in , the current-year credit under the RRC method
would be zero with a fixed-base percentage of 9%. Based on this and other problems with the
RRC, the GAO in its November 2009 study recommended that Congress consider eliminating it in
favor of the ASC with a minimum base of 50% of current-year QRESs.

ELIGIBLE QREs

The costs eligible for the research credit as QREs must meet the definition of IRC § 174, which
permits taxpayers to elect either to deduct “research or experimental expenditures” or to amortize
the costs over a period of not less than 60 months. Those expenses are limited to:

e In-house wages and supplies attributable to qualified research;
e Certain time-sharing costs for computer use in qualified research; and
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e 65% of contract research expenses, that is, amounts paid to outside contractors in the
U.S. for conducting qualified research on the taxpayer’s behalf.

The phrase “research or experimental expenditures” is a term of art for tax purposes. The term is
similar to the term “research and development costs,” as used for financial accounting purposes
(FASB Accounting Standards Codification Topic 730). As a practical matter, most corporate
taxpayers use their financial accounting system determination of R&D costs as the starting point
in determining their research or experimental expenditures for tax purposes. Moreover, the IRS
generally requires that taxpayers provide a more complete justification of classifying costs as
research or experimental expenditures for tax purposes where the costs are not so classified for
financial purposes.

Beyond the regulations under IRC § 174, the term “research or experimental expenditures” in that
provision has not been the subject of extensive interpretation by the courts and the IRS. This lack
of interpretation may be due to the fact that, in the case of an active and ongoing business,
expenditures that are not deductible as research expenditures under section 174 may be
deductible as ordinary and necessary business expenses under section 162 (but only if not
capital expenditures).

The 1986 Tax Reform Act targeted the definition of qualified research with respect to which the
credit is allowed. Initially, the term “qualified research” is defined as research with respect to
which expenditures may be treated as expenses under section 174. In addition, section 41(d)
sets forth three other requirements, some of which have been subject to extensive controversies
between the IRS and taxpayers. Specifically, to constitute qualified research:

1. The research must be undertaken for the purpose of discovering information that is
technological in nature;

2. Substantially all of the research activities must constitute a process of experimentation;
and

3. The experimentation must relate to a permitted purpose.

This definition is relatively broad and encompasses such activities as:

Developing new or improved products, processes or formulas;
Developing prototypes or models;

Developing or applying for patents;

Certification testing;

Developing new technology;

Environmental testing;

Developing or improving software technologies;

Building or improving manufacturing facilities; and
Streamlining internal processes.

RESEARCH CREDIT SUPPORTING DOCUMENTATION

To substantiate its qualified research, a taxpayer must prepare and retain documentation on
paper or electronically. Numerous court cases over the years reflect difficulties by the IRS and
taxpayers in administering the research tax credit. Some of the most recent court cases, such as
U.S. v. McFerrin (docket no. H-05-3730, S.D. Texas, vacated and remanded, 5th Cir., 2009) and
Union Carbide Corp. v. Commissioner (TC Memo 2009-50), have addressed research credit
substantiation and credible documentation, a key issue in IRS exams. In these cases, the courts
ruled that the taxpayers, in the absence of certain contemporaneous records such as a time



tracking or project accounting system, may still estimate research and experimentation expenses
by looking to testimony of credible personnel and other available evidence.

OTHER CONSIDERATIONS

As mentioned earlier, research and experimental expenses alternately may be deducted or
capitalized. Under section 174 the taxpayer must elect either to deduct or amortize such
expenses or, on the other hand, claim the credit for them, but may not do both. Under section
280C(c), taxpayers may reduce their deduction or amortization by the amount of expenses for
which they claim a credit. They may also elect to reduce their credit in proportion to an increased
deduction or amortization, but this election (yearly election) must be made before the filing date
(including extensions) for the taxable year and is irrevocable (section 280C(c)(3)(C)). As
mentioned above, the ASC election must be made on the original return; however, the taxpayer
can file Form 6765, Credit for Increasing Research Activities, with the ASC election as a
placeholder in the original return and file an amended claim later. This is not the case for the
RRC, where the taxpayer does not need to make an election on the original return.

The R&D credit is also subject to limitations of the general business credit. The total of it and
others of the 35 incentive credits enumerated in section 38(b) are limited to 25% of the taxpayer’s
net tax liability over $25,000. To the extent that a research credit is not available for use in the
current year or immediate prior year, unused credits have a 20-year carryforward.

The Housing and Economic Recovery Act of 2008 provides tax relief for corporations in
alternative minimum tax (AMT) or net operating loss (NOL) positions. Companies can elect to
accelerate a portion of their unused research credit carryforwards in lieu of the 50% “bonus”
depreciation enacted as part of the Economic Stimulus Act of 2008. Any company that is making
or plans to make capital expenditures and that has significant R&D tax credit carryforwards might
benefit from this legislation. However, the 50% bonus depreciation provision expired on Dec. 31,
2009. While it is expected that it will be retroactively extended in the first quarter of 2010, until
then, companies may not elect to accelerate a portion of their unused research credit
carryforwards in lieu of the 50% bonus depreciation for property placed in service after Jan. 1,
2010.

In addition to the federal credit, research tax credits have been adopted by many states. While
many states follow the R&D tax credit, it is advisable to confirm with the state the current R&D tax
credit legislation.

The research tax credit has also been designated a Tier 1 issue by the IRS, which requires the
IRS to follow certain protocols when reviewing R&D credit claims.

The R&D Credit: Outlook for 2010

Although the IRC § 41 R&D credit has been extended numerous times—most recently in 2008 for
2009—as of this writing it has not been made permanent and had expired Dec. 31, 2009. While
the Obama administration and many members of Congress support making the credit permanent,
cost considerations may lead to yet another temporary extension. As of mid-January 2010,
another one-year extension was awaiting Senate action as one of a number of “extender” items
that the House passed in early December 2009. Leaders of both parties on the Senate Finance
Committee have announced their intention to retroactively extend the credit.

EXECUTIVE SUMMARY



B The research and development credit of IRC § 41 can be a significant advantage for
businesses that develop, design or improve products, techniques, software and similar activities.
It can be calculated under either the regular research credit (RRC) method or the alternative
simplified credit (ASC) method.

B Under the RRC method, the credit equals 20% of qualified research expenditures
(QREs) for a tax year over a base amount established by the taxpayer in 1984-1988 or by
another method for companies that started up subsequently. This method may be best for
companies that can document a low base amount. The ASC equals 14% (for the 2009 tax year)
of QRESs over 50% of the average annual QREs in the three immediately preceding tax years. If
the taxpayer has no QREs in any of the three preceding tax years, the ASC may be 6% of the tax
year’s QREs. This method may be the best choice for taxpayers with incomplete records from the
mid-1980s, taxpayers complicated by mergers and acquisitions, or taxpayers with a high base
amount from that period.

B “Research or experimental expenditures” eligible for the R&D credit are defined in
section 174. They include in-house wages and supplies attributable to qualified research, certain
computer time-sharing costs and a percentage of contract research expenses. Generally,
however, defining such expenditures has been the subject of extensive interpretation by the
courts and the IRS.

Daniel Karnis ( ) is a director in the national Tax Projects Delivery
Group of PricewaterhouseCoopers LLP.

To comment on this article or to suggest an idea for another article, contact Paul Bonner, senior
editor, at or 919-402-4434.
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