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Use, but Don’t Abuse
Those R&D Tax Credits

BY SANDRA R. BROWN, EVAN DAVIS, AND STEVEN TOSCHER

any businesses perform some type of research and development (R&D)—the

lifeblood of a growing and prosperous economy. A primary example is the enter-

tainment industry in which many companies have over the years partly become
technology companies. A telltale sign of such growth in R&D is the number of companies taking
advantage of these federal tax credits under Internal Revenue Code Section 41. This can be seen,
for example, in the public Securities and Exchange Commission filings of major entertainment
companies.! However, many smaller businesses may not realize that some of their activities also
may qualify for R&D tax credits.2

Section 41 was enacted as part of the Economic Recovery Tax Act of 1981.3 Originally known as
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the Research and Experimentation credit,
the purpose of Section 41 was to improve
the U.S. economy by reversing the decline
in research spending. Tax credits were
expected to help fund research and devel-
opment and thus encourage technical design
and product development, enhancement,
and innovation.*

Businesses considering R&D tax credits
soon learn, however, that potential benefits
come at a price: learning to navigate Section
41’s abundant, changing requirements and

regardless of the industry, to perform qual-
ified activities as defined by Section 41(d),
there are no limitations on the amount of
expenses and, thus, tax credits, that can
be claimed each year. If the R&D tax credit
cannot be used immediately or completely,
then any unused credit can be carried back
one year or carried forward for up to 20
years.

Moreover, eligible businesses may apply
for up to $250,000 of R&D tax credits
per year against payroll taxes.’ Section

THE IRS Is concerned that many taxpayer claims involving

R&D tax credits are being filed incorrectly, and because

of the lack of specificity involved in such claims, it is

difficult as well as time-consuming for the IRS to

determine which claims are proper and which are not.

challenges. Congress wanted to encourage
research through the tax laws without
allowing taxpayers to abuse the credit,
and in a process reminiscent of a slow-
moving whack-a-mole, the rules change
and often become more complex to rein
in abuse. The result is a four-step process
whereby the taxpayer must meet a test,
not fall into a list of exemptions, meet
another test, and not fall into yet another
list of exemptions. Faced with what may
feel like a moving, obscure target, busi-
nesses must ask themselves whether it is
economically worthwhile for them to step
into the swirling waters surrounding the
pursuit of such tax credits. As with many
provisions in the IRC, the answer (devil)
is more often than not found in the details.

It is just as important that the Internal
Revenue Service has begun to focus on
potential abuse of the R&D tax credit.
When the IRS starts focusing on abuse,
taxpayers and their tax advisors need to
be prepared even when they are merely
taking advantage of a tax benefit to which
they are entitled.

In simple terms, 6 to 8 percent of a busi-
ness’s qualifying R&D expenses can be
claimed as a tax credit, in a dollar-for-
dollar tax savings, to directly reduce its
federal income tax liability. Section 41(a)
sets out a formula for calculating the tax
credit, which involves taking 20 percent of
qualified research expenses over a base
amount, then adding 20 percent of basic
research payments and 20 percent of trade
and business expenses. Since Congress
intended that the R&D tax credits would
be a financial incentive for businesses,

41(b)(2) defines in-house research expenses
as any wages paid or incurred to an em-
ployee for qualified services performed by
such employee, amounts paid or incurred
for supplies used in the conduct of qualified
research, and, under regulations prescribed
by the Treasury Secretary, any amounts
paid or incurred for the right to use com-
puters in the conduct of qualified research.®
New businesses can annually offset up to
$250,000 federal payroll taxes for up to
five years, with a maximum of $1.25 mil-
lion in total credits against quarterly tax
returns.”

Evolution of R&D Tax Credits

Since its enactment in 1981, Section 41,
which was initially provisional, has ex-
pired eight times and was extended 15
times. It was not until 2015, under the
Protecting Americans From Tax Hikes
Act of 2015 (PATH), that Section 41 was
made permanent. Further incentives for
businesses arose in 2017 under the Tax
Cuts and Jobs Act of 2017 (TCJA), as a
result of the repeal of the corporate alter-
native minimum tax (AMT) along with
the reduction of the corporate tax rate
from 35 to 21 percent.$ In 2021, expecta-
tions were that the Build Back Better (BBB)
bill would further expand and increase in
amount the eligible expenses for claiming
R&D tax credits but, as of this writing,
the BBB has not passed.

To qualify for R&D tax credits under
Section 41, a business must be engaged
in qualified research. In simple terms,
qualified research is the expense incurred
in activities involved in developing new
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products, processes, or inventions that
meet certain requirements. Under Section
41, the term “qualified research” means
research with respect to which expendi-
tures may be treated as expenses under
IRC Section 174.° Treasury Regulation
Section 1.174-2 delineates such expenses
in the following manner:

Expenditures represent research and
development costs in the experimen-
tal or laboratory sense if they are
for activities intended to discover
information that would eliminate
uncertainty concerning the develop-
ment or improvement of a product.
Uncertainty exists if the information
available to the taxpayer does not
establish the capability or method
for developing or improving the
product or the appropriate design
of the product.!0

In other words, the research does not
have to result in success. Increased knowl-
edge in a new process, which may evidence
what not to do to successfully create a
new product, can be a qualified expendi-
ture, if technological in nature.

Treasury Regulation Section 1.174-
2(a)(6) disallows Section 174 treatment
for certain activities,'! including: 1) ordi-
nary testing or inspection of materials or
products for quality control testing; 2) effi-
ciency surveys; 3) management studies; 4)
consumer surveys; 5) advertising or pro-
motions; 6) acquisition of another’s patent,
model, production, or process; or 7)
research in connection with literary, his-
torical, or similar projects.

A taxpayer’s quest for an R&D tax

credit does not end here. Once a business
determines that the expenses qualify under
Section 174 and are not disqualified under
Treasury Regulation Section 1.174-2(a)(6),
the expenses must also satisfy a four-part
test found in Section 41(d) as well as ensure
that the activity is not subject to additional
exceptions set forth in Section 41(d)(4).12
The Section 41 four-part test has the fol-
lowing requirements:!3
e Permitted Purpose (“Business Compon-
ent Test”),!4 i.e., substantially all of the
activity or project must relate to the cre-
ation of new (or improvement to existing)
functionality, performance, reliability, or
quality of a business component.
e Elimination of Uncertainty (“Discovery
Technology Information Test”),3 i.e., the
activity must be intended to discover infor-
mation that would eliminate uncertainty
concerning the capability or method of
developing or improving a product or
process, or the appropriateness of the busi-
ness component’s design.!6
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1. Expenses for research and development under
26 USC Section 41 are deducted from the income
earned rather than directly reducing the income
tax liability.

True.

False.

2. What percentage of qualified research expenses
over a base amount of basic research payments and
of trade and business expenses is to be added to
determine the research credit under 26
USC Section 41 (a)?

a.20 percent.

b. 40 percent.

c. 60 percent.
3. The amount of expenses that can be claimed as
tax credits is capped at $250,000.

True.

False.

4. All R&D tax credits must be used in the year the
expenses occurred; unused credit expires.

True.

False.
5. Eligible businesses can offset up to $250,000 of
wages and other in-house research expenses per
year for up to five years and a maximum of $1.25
million.

True.

False.
6. While the R&D tax credit has existed since 1981,
it has been permanent only since the Tax Cut and
Jobs Act of 2017.

True.

False.
7. Development expenses for which of the following
items may generally qualify for the R&D tax credit?

3. Processes.

b. Products.

c. Invention.

d. All of the above.
8. Research resulting in knowledge of what not to
do to create a new product can qualify as expendi-
tures, if it is technological in nature.

True.

False.
9. Treasury Regulation Section 1.174-2(a)(6) disallows
Internal Revenue Code Section 174 treatment for
which of the following activities.

3. Consumer surveys.

b. Laboratory Research.

c. Computer Science.

d. All of the above.
10. The acquisition of another’s patent, model, or
production does not qualify for an R&D tax credit.

True.

False.
11. 26 USC Section 41(d) requires that in order to
qualify for the R&D tax credit, an activity must meet
the following test(s):

3. Business Component Test.

b. Discovery Technology Information Test.

c. Process of Experimentation Test.

d. Section 174 Test.

e. All of the above.
12. Research relying on social science cannot qualify
for R&D tax credit.

True.

False.
13. To determine whether or not expenses qualify
for the R&D tax credit, it is irrelevant whether the
research was conducted before or after the begin-
ning of commercial production of the business com-
ponent.

True.

False.
14. Which of the following regulations did not change
for tax years starting after December 31, 2021?

a. Definition of qualified research as

expenditures.

b. Capitalization or amortization period.

c. Ability to elect a reduced R&D tax credit.

d. Ability to elect to capitalize R&D expenses

and amortize the cost over a 10-year period.
15. The R&D tax credits are on the compliance issue
list of IRS’s Large Business and International Division
as well as IRS’s 2021 “Dirty Dozen” list.

True.

False.
16. The promotion of inappropriate use of R&D tax
credits is a serious concern of the IRS.

True.

False.
17. Chief Counsel Memorandum IR-2021-203 notes
that R&D refund claims are currently examined in a
substantial number.

True.

False.
18. The IRC requires filing R&D tax refund claims
using Form 6765 and providing contemporaneous
documentation, including all business components
that form the factual basis of the R&D tax credit, all
research activities performed by business compo-
nent, and more.

True.

False.
19. IRS’s Large Business and International Division’s
use of a compliance issue list to focus examination
on certain issues, including R&D tax credits, will give
rise to substantial litigation.

True.

False.
20. The cases In re: Long-Distance Telephone Service
Federal Excise Tax Litigation — MDL 1798, et al. and,
recently, Mann Construction v. United States suc-
cessfully argued IRS’s violation of the Administration
Procedures Act (APA).

True.

False.
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e Qualified Purpose (“Process of Experi-
mentation Test”),!” i.e., the activity must
constitute a systematic process designed
to evaluate one or more alternatives to
achieve a result in which the capability
or the method of achieving that result, or
the appropriate design of that result, is
uncertain as of the beginning of the tax-
payer’s research activities, e.g., systematic
trial and error, testing, modeling, and refin-
ing hypotheses.

e Expenses are Technological in Nature
(“Section 174 Test”),'8 i.e., the activity must
fundamentally rely on principles of the
physical or biological sciences, engineer-
ing, or computer science.

Treasury Regulations provide additional
information regarding what activities fall,
or do not fall, within each of the above
tests. For example, Treasury Regulation
Section 1.41-4(a)(4), which addresses the
discovery test that requires the research
must be technological in nature and must
discover new information, provides that
developing software products that are new
and innovative compared with other com-
mercially available software products in
the field does not mean discovery of new
information, nor does the mere evidence
that the taxpayer has developed a new and
useful product in and of itself qualify as
discovering new information.

Irrespective of the business activity meet-
ing the four-part test, under Section 41(d)
(4), the following activities are excluded
qualified research expenses: 1) research
after commercial production;'® 2) adap-
tation of existing business components;20
3) duplication of existing business com-
ponents;2! and 4) surveys, studies, etc.22

For tax years starting after December
31, 2021, there are some key differences
for determining the taxpayer’s qualification
for, as well as calculating the amount of,
the R&D tax credits, including:

e Section 41(d), which for years prior to
January 1, 2022, defined qualified research
as expenditures that may be treated as
expenses under Section 174, now reads
“specified research or experimental expen-
ditures under section 174, which are under-
taken for the purpose of discovering infor-
mation that is technological in nature, and
the application of which is intended to be
useful in the development of a new or
improved business component of the tax-
payer, and substantially all of the activities
of which constitute elements of a process
of experimentation.”

e IRC Section 280C(c)(1), which for years
prior to January 1, 2022, required tax-
payers to reduce their Section 174 deduc-
tions by the amount of Section 41 research

credit claimed for the tax period thus pre-
venting a double benefit related to the
R&D credit (i.e., expense & credit), and
now reads “if the amount of the credit
determined for the taxable year under sec-
tion 41(a)(1) exceeds the amount allow-
able as a deduction for such taxable year
for qualified research expenses or basic
research expenses, the amount chargeable
to capital account for the taxable year for
such expenses shall be reduced by the
amount of such excess.”

o Section 280C(c)(2), which for years prior
to January 1, 2022, provided taxpayers
with the ability to elect a reduced R&D
credit in lieu of adding back the Section
174 research expenses as promulgated
under Section 280C(c)(1). The reduced
credit is gross credit less the product of
the gross Section 41 credit and the maxi-
mum rate of tax pursuant to Section 11(b)
(i.e. 21 percent),?3 now reads “taxpayers
are provided the ability to elect a reduced
R&D credit in lieu of adding back the
Section 174 research expenses as promul-
gated under Sec. 280C(c)(1).”24

e Section 174 expenses, which for years
prior to January 1, 2022, were either
deducted in the current year or capitalized
and amortized over a useful life of at least
60 months or for 10 years, for tax years
after December 21, 2021, must be capi-
talized and amortized ratably over a five-
year period, if conducted within the United
States, or a 15-year period, if conducted
outside the United States.

In contrast, other R&D incentives have
not changed. For example, pursuant to
Section 59(e), businesses could elect to cap-
italize all or a portion of R&D expenses
and amortize the cost over a 10-year period.
The TCJA did not repeal this code section;
as such, businesses are still permitted to
make this election, which would increase
taxable income, allowing for net operating
losses to be carried forward and, if appli-
cable, allow the business to use the election
to utilize available foreign tax credits.

Increased IRS Scrutiny

In January 2017, the IRS announced a
new audit strategy for its Large Business
and International (LB&I) Division known
as “compliance campaigns.”?® An IRS com-
pliance campaign involves shifting exam-
ination resources away from entities and
toward issues that the LB&I has deter-
mined present a significant risk of non-
compliance. The campaign approach is
intended to improve return selection for
examination risk, while also addressing
resource challenges facing the IRS.
Initially, the IRS selected 13 compli-
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ance issues. Over the past five years, the
LB&I has added additional campaigns
and removed some. At last count, the
IRS has selected 55 compliance issues.2¢
Among the current compliance campaigns,
added on February 27, 2020, is “Research
Issues,” which directly involves Sections
41 and 174.

In addition to IRS compliance cam-
paigns, the IRS has its annual “Dirty
Dozen” list.2” This is a list intended to pro-
vide taxpayers a heads-up so as not to fall
prey to a variety of common scams that
taxpayers may encounter anytime but that
may peak during filing season.28 While
R&D tax credits are on the IRS’s 2021
“Dirty Dozen” scams list,2? and there may
be abuses in the area, the R&D tax credit
arguably should not be on this list.

Under the heading of “Improper claims
of business credits” the list states:

Improper claims for the research and
experimentation credit generally
involve failures to participate in,
or substantiate, qualified research
activities and/or satisfy the require-
ments related to qualified research
expenses. To claim a research credit,
taxpayers must evaluate and appro-
priately document their research
activities over a period of time to
establish the amount of qualified
research expenses paid for each qual-
ified research activity. Taxpayers
should carefully review reports or
studies to ensure they accurately
reflect the taxpayer’s activities.

An increase in the number of businesses
that are claiming R&D tax credits or even
an individual business’s increase in the
amount of claimed R&D tax credits based
upon the above-noted changes in the tax
laws, which have encouraged both forms
of legitimate behavior, is not an approp-
riate reason for including this tax bene-
fit in the Dirty Dozen list. Rather, the
problem is that there are “promoters” who
are improperly marketing, i.e., promoting,
R&D tax credits to businesses that do not
actually qualify for such tax credits and
who may also be charging a significant
fee, or percentage of the ultimate tax cred-
its, in return for marketing excessive and
improper credits.

In cases involving abusive promoters,
in addition to LB&I campaigns, the Dirty
Dozen list, and routine everyday audits,
such abusive tax schemes are also in the
crosshairs of the IRS’s new Office of
Promoter Investigations (OPI). Established
in April 2021, OPI is led by Lois Deitrich,
a 20-year veteran of the agency, and its
mission is to increase focus on promoters
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402-1.3 Hurdle #1: Do business components meet the legal definition? - No (Fail) —
| Yes (Pass) Disallow all research expenses tied

402-1.3 Hurdle #2: Are business components "new and improved"? -No (Fail) — toresearch activities that do not pass
| Yes (Pass) ALL Hurdles #1-8.

402-1.11 Hurdle #3: Does identified Uncertainty meet the legal definition? - No (Fail) —
| Yes (Pass)

402-1.18 Hurdle #4: Are identified alternatives intended to eliminate Uncertainty? - No (Fail) - If ANY of Hurdles #1-8 fail, the
| Yes (Pass) research expenses do not qualify for

402-1.18 Hurdle #5: Is there a process of evaluating the tested alternatives ? - No (Fail) > theIRC § 41 research credit.
| Yes (Pass)

Hurdle #6: Do research activities “involve a methodical plan involving a series of
trials to test a hypothesis, analyze the data, refine the hypothesis, and retest the - No (Fail) —
hypothesis so that it constitutes experimentation in the scientific sense"? Only research expenses tied to

| Yes (Pass) research activities that pass ALL of

402-1.23 Hurdle #7: Is the information discovered technological in nature? -No (Fail) —» Hurdles #1-8 can be considered for
| Yes (Pass) Hurdle #9.

402-1.25 Hurdle #8: Are there adaptations of business components (exclusion)? - Yes (Fail) —
1 No (Pass)

402-1.27 Hurdle #9: Does law allow estimating of employee qualified research percentages? -No (Fail) — Disallow qualified wage expenses
| Yes (Pass)

402-1.27 Hurdle #10: Is there a valid basis for estimating research credit amount? - No (Fail) — Disallow qualified research expenses
| Yes (Pass)

402-1.28 Hurdle #11: Is research credit amount computed correctly? ---No--— Disallow incorrect credit amount
| Yes (Pass)

402-1.28 Hurdle #12: |s research credit amount allocated correctly? ---No--— Disallow credit amount

| Yes (Pass)

Allow correct research credit amount

of abusive tax avoidance transaction.3?

In the face of such increased IRS scru-
tiny, businesses claiming R&D tax credits
should be prepared for a more focused
examination, including requests for the
production of detailed records and docu-
mentation as part of any IRS inquiry. For
example, businesses claiming R&D tax
credits should ensure they maintain records
that substantiate the amounts claimed,
provide evidence of the nexus between the
amount expended and the innovative activ-
ities being performed, and which support
the qualified nature of the activities. (Above
is an example of a flow chart IRS examiners
may be expected to use in auditing R&D
tax credits.)

The IRS is also concerned that pro-
moters are encouraging improper claims
for refund concerning these credits. As
such, the sufficiency or insufficiency of
refund claims involving R&D tax credits
has recently become a very significant issue
for the IRS.

When it comes to the intricacies of filing
a proper claim for a refund of federal taxes,
taxpayers are, and have been for decades,
subject to IRC Section 7422, along with
IRC Section 6402 and the regulations
promulgated thereunder, which set forth
the rules regarding claims for refund,
including the specificity of the basis for
the claim for refund as well as the calcu-
lation of the amount claimed, when the
claim may be filed, what forms may be

used, the location for filing, and signature
requirements. A recent decision from the
District of Maryland provides a robust
example of the many technical requirements
and opportunities for missteps along the
way to obtaining a refund claim, valid or
otherwise.3! The court in that case ad-
dressed in depth Treasury Regulation Sec-
tion 301.6402-2(b)(1)’s requirement that
“[t]he claim must set forth in detail each
ground upon which a credit or refund is
claimed and facts sufficient to apprise the
Commissioner of the exact basis thereof.”
This requirement is necessary to prevent
surprise and give the IRS adequate notice
of the claim and its underlying facts so that
it can make an administrative investigation
and determination regarding the claim.
On October 15, 2021, the IRS released
a Chief Counsel Memorandum (CCM),
IR-2021-203, providing examiners, and
taxpayers, with the information that tax-
payers will be required to include for a
valid Section 41 refund claim.32 The IRS
release specifically noted that the CCM
“will be used to improve tax administration
with clearer instructions for eligible tax-
payers to claim the credit while reducing
the number of disputes over such claims.”
The IRS is concerned that many taxpayer
claims involving R&D tax credits are being
filed incorrectly, and because of the lack
of specificity involved in such claims, it is
difficult as well as time-consuming for the
IRS to determine which claims are proper

LOS ANGELES LAWYER MAY 2022 33

and which are not. The CCM, noting fur-
ther that “[c]laims for research credit under
IRC Section 41 are currently examined in
a substantial number of cases and consume
significant resources for both the IRS and
taxpayers,” also suggests that examiners
reject any claim that does not maintain all
of the information above before initiating
an audit (or otherwise actively considering
the refund claim on the merits) to eliminate
the likelihood that a court will find that
the IRS waived the specificity requirement
for a valid refund claim. The specificity
requirement is a prerequisite to filing a
court case to seek a refund, so the IRS’s
reference to reducing the number of dis-
putes reaches beyond merely reducing the
number of administrative disputes to also
reducing the number of successful research
credit refund cases.

Following on the heels of that an-
nouncement, on January 3, 2022, the IRS
issued “Interim Guidance and Frequently
Asked Questions” (FAQs) that establish
procedures for the IRS to determine
the legal sufficiency of a research credit
refund claim.3? In addition to a written
declaration under penalties of perjury
required of all refund claims—in this
case, for research credit refund claims—
the IRS recommends that taxpayers use
Form 6765, Credit for Increasing Research
Activities, and that they also provide, at
minimum, the following five pieces of con-
temporaneous documentation: 1) all busi-



ness components that form the factual
basis of the R&D tax credit claim for the
claim year; 2) all research activities per-
formed by business component; 3) all indi-
viduals who performed each research activ-
ity by business component; 4) all the
information each individual sought to dis-
cover by business component; and 5) the
total qualified expenses of employee wage
expenses, supply expenses, and contract
research expenses.3*

The criticism of tax practitioners to
these new filing requirements has been
significant,3> and the IRS’s use of a CCM
and FAQs, in lieu of promulgating reg-
ulations with the appropriate Administ-
rative Procedures Act (APA) safeguards,
can be expected to result in future litigation,
similar to what was seen in In re Long-
Distance Telephone Service Federal Excise
Tax Litigation — MDL 1798, et al.3¢ or,
more recently, Mann Construction v. United
States (holding that the IRS violated the
APA by failing to subject a tax shelter listing
notice to “notice and comment.”)37 Nev-
ertheless, businesses that are filing R&D
tax credit refund claims should follow best
practices, including using the Form 6765
credit for increasing research activities, and
include with specificity all information
requested under the five specified categories
set forth above and do so for each business
component that is the subject of the claim
for refund under Section 41.

With the expiration of a grace period
(which ended January 10, 2022), businesses
are now in the midst of a one-year transi-
tion period during which taxpayers will
have 45 days to perfect a research credit
claim for refund prior to the IRS’s final
determination on the claim.3$

Congressionally enacted statutes that
are intended to support businesses, en-
courage business innovation, and, ulti-
mately, create good jobs in the United
States by way of tax credits and financial
and other incentives are far from a new
idea. To the contrary, such tax incentives
are replete in the IRC. Equally prevalent
are the challenges faced not only by the
IRS but also by taxpayers in ensuring that
businesses are educated in the appropriate
ways to qualify and avail themselves of
such tax benefits as Congress intended.

As with all things involving income,
expenses, and deductions, in the case of
businesses claiming R&D tax credits, doc-
umenting and calculating qualified re-
search activities is critical. Essentially,
businesses need to have their paperwork
in order. While increased IRS scrutiny of
R&D tax credits is one motivation for
good recordkeeping, proper recordkeeping

also means protecting a business’s right to
claim such credits to the maximum rather
than leaving money on the table. B

I See, e.g., AT&T merger with Time Warner Media,
Form 10-K, available at https://www.sec.gov/Archives
Jedgar/data/1105705/000119312518053619/d504160d
10k.htm; Activison Blizzard Form 10-K, available
at https://www.sec.gov/ix?doc=/Archives/edgar/data
/718877/000162828022003992/atvi-20211231.htm;
Spotify Technology S.A. Form 20-F, available at https://
www.sec.gov/Archives/edgar/data/1639920/00015
6459020004357/ck0001639920-20f_20191231.htm;
Netflix, Inc. Form 10—K, available at https://www
.sec.gov/Archives/edgar/data/1065280/0001065280180
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