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R&D tax credit overview
Understanding and applying the credit
— Incentive provided by U.S. govt. to encourage investment in
scientific & technological development within U.S., Puerto Rico or
U.S. possessions
— Definition of “R&D” very broad
— Now permanent fixture of Internal Revenue Code
— The credit is available for “incremental” qualified research
expenditures

Catalyzing growth for start-ups
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Qualification criteria
The “Four- Part” Test
Permitted Purpose

Technological in Nature

— The activity must relate to
a new/improved business
component*:
– Function,
– Performance,
– Reliability, and/or
– Quality

— The activity performed must
fundamentally rely on
principles of:
– Physical or Biological
Science,
– Engineering, and/or
– Computer Science

Elimination of Uncertainty

Process of Experimentation

— The activity must be
intended to discover
information to eliminate
uncertainty concerning the:
– Capability,
– Method, and/or
– Design
for developing or improving
a business component

— The taxpayer must engage in
an evaluative process that is
capable of identifying and
evaluating one or more
alternatives to achieve a
result
— This may include modeling,
simulation or a systematic
trial and error methodology

* A business component includes any product, process, computer software, technique, formula, or invention which is to be
(A) held for sale, lease, or license, or (B) used by the taxpayer in a trade or business of the taxpayer
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Qualification criteria
Additional “three-part” test for Internal-Use Software (IUS)
Applying the Final October 4, 2016 IUS regulations
Innovation test
— The software is intended to result
in:
- Reduction in cost,
- Improvement in speed, and/or
- Other measurable
improvement
that is substantial and economically
significant if the development is or
would have been successful

Commercially available test

— The software cannot be
purchased, leased, or licensed
and used for the intended
purpose without modifications
that would satisfy the innovation
test and the significant economic
risk test

Significant economic risk test
— The software development involves:
• substantial resources committed to the development, and
• substantial uncertainty, because of technical risk, that such resources
would be recovered within a reasonable period
— “Substantial uncertainty” requires a higher level of uncertainty and technical
risk than that required under the 4-part test; however, does not require
technical uncertainty regarding whether the final result can ever be achieved
* A business component includes any product, process, computer software, technique, formula, or invention which is to be
(A) held for sale, lease, or license, or (B) used by the taxpayer in a trade or business of the taxpayer
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Eligible expenses
Wages

Supplies

Contract Research

Employees

Tangible property
used in research
activities

Research performed
by non-employees

— Research, direct
supervision,
direct support
— Substantially all
rule: 80% or
more = 100%

— 65% Rule: 65% of
contract research
may be eligible

— Time tracking is
not required
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R&D Activities
Examples of potentially qualifying R&D activities
— New product development
— Product improvement
— Computer software development/improvement
— Feasibility and technical requirements gathering
— Design engineering
— Prototyping
— Validation testing
— New manufacturing process development
— Manufacturing process improvements
— Trial runs to validate a new or improved product or process
— Capital Projects – research and experimentation undertaken
with respect to design, development and testing of equipment
and/or plant or plant processes
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Legislative updates
Final Section 174 Regulations
Provides a definition of the term “pilot model”
— Any representation or model of a product that is produced to
evaluate and resolve uncertainty concerning the product during the
development or improvement of the product.
— Provides that ultimate use of the research/subsequent events
are not relevant

Final Internal Use Software Regulations
Provides definition of Internal Use Software (IUS)
— Generally, IUS is defined as software that is used for general and
administrative functions, such as HR, Finance, Accounting.
— New definition states software is not IUS if developed to enable
a taxpayer to interact with third parties or to allow third parties
to initiate functions or review data on the taxpayer’s system.
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Federal & State
Federal
— Under recently issued government regulations, more industries now
qualify for the R&D Tax Credit than ever before.
— More than $7.5 billion in federal R&D Tax Credit benefits alone are
given out annually.
— Tax credits may carry forward 20 years.
— The R&D Tax Credit and other related tax breaks save U.S.
businesses more than $12 billion annually.

State
— Many states offer the R&D tax credit which generally follows the
federal regulations and IRS guidance on what constitutes Qualified
Research expenditures
— Currently, 33 states provide for an R&D tax credit and a number of
states offer targeted incentives on R&D spend in specific fields
— Taxpayers in Texas can claim the R&D Tax Credit to offset a portion of
their franchise tax or use it towards a sales and use tax exemption
on the purchase or lease of depreciable tangible personal property
used in qualified research in Texas
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