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1.
INTRODUCTION 

This Audit Techniques Guide sets forth the Research Credit Technical Advisor Team’s suggested guidelines for auditing research credit issues.  Examiners should consider adopting these guidelines, in whole or in part, when auditing the research credit.  This audit plan is not an official pronouncement of the law or the Service's position and cannot be used, cited or relied upon as such.

The following issues are not addressed in this Audit Techniques Guide:

a) Amounts paid to certain research consortia.  I.R.C. § 41(b)(3)(C).

b) Payments to qualified organizations for basic research.  I.R.C. § 41(e).

c) The internal-use software exclusion.  I.R.C. § 41(d)(4)(E).

Please contact a Research Credit Technical Advisor if you need assistance with these issues.   

Section
 41 allows taxpayers a credit against tax for increasing research activities.  Generally, the credit is an incremental credit equal to the sum of 20 percent of the excess (if any) of the taxpayer's qualified research expenses (QREs) for the taxable year over the base amount, and 20 percent of the taxpayer's basic research payments.  For tax years beginning after December 31, 1989, the base amount is computed by multiplying the taxpayer's fixed‑base percentage by its average annual gross receipts for the preceding four years.  In general, a taxpayer's fixed‑base percentage is the percentage which the aggregate QREs of the taxpayer for taxable years beginning after December 31, 1983, and before January 1, 1989, is of the aggregate gross receipts of the taxpayer for such taxable years. 

The research credit provisions originally appeared in section 44F of the Internal Revenue Code of 1954, as added to the 1954 Code by section 221 of the Economic Recovery Tax Act of 1981.  Section 471(c) of the Tax Reform Act of 1984 redesignated section 44F as section 30.  Section 231 of the Tax Reform Act of 1986 redesignated section 30 as section 41 and substantially modified the research credit provisions.  Congress revised the computation of the research credit in the Revenue Reconciliation Act of 1989.

    The research credit was not in effect for the period July 1, 1995 through June 30, 1996.  The Small Business Job Protection Act of 1996, P.L. 104‑188, reinstated the research credit for the period from July 1, 1996 through May 31, 1997 (i.e., 11 months, thereafter the research credit was extended to June 30, 1998 and June 30, 1999).  Under the Tax Relief Extension Act of 1999, P.L. 106‑170, the research credit is now extended to June 30, 2004.
 

2.
DETERMINING AUDIT SCOPE (PRE‑AUDIT ANALYSIS)
A.
Review Form 6765 ‑ Credit for Increasing Research Activities

To claim the research credit, a taxpayer must complete and attach Form 6765 ‑ Credit for Increasing Research Activities, to its tax return.  Accordingly, examiners should ensure that the Form 6765 is properly completed.  See Form 6765 Instructions.  If the taxpayer has not properly completed Form 6765 in accordance with its instructions, the examiner should ask the taxpayer or its representative to make the appropriate corrections before proceeding further.

When reviewing Form 6765, examiners should note whether the taxpayer has elected the alternative incremental research credit or whether the taxpayer has elected the reduced rate of credit under section 280C(c).  The examiner should ensure that such elections were properly made, and, where applicable, that the taxpayer continued to use such method unless properly revoked. Form 3800 should likewise be reviewed to verify the proper flow-through of the research credit to the section 38 general business credit.    

Form 6765 requires the taxpayer to allocate claimed QREs by wages, supplies, and contract research expenses.  By reviewing the relative amount of these QREs in light of the taxpayer's business activities, the examiner may be able to focus audit resources devoted to reviewing the credit year’s QREs on areas of greatest compliance risk.  

B.
Claims for the Research Credit Made on Other Than an   Original Income Tax Return

An overpayment of tax for a taxable year generated, in whole or in part, by the research credit and not taken into account on a taxpayer's original income tax return may be taken into account by the timely filing of an amended return (i.e. Form 1120X) with the appropriate Service Center or, where applicable, the timely filing of an application for an expedited refund (i.e. Form 1139).

In many cases, taxpayers have attempted to claim additional research credits in the course of an audit, without filing a claim for refund with the appropriate Service Center.  However, examiners should be aware of the requirements of Notice 2002-44, published in the Internal Revenue Bulletin on July 8, 2002.  Notice 2002-44, is attached as Appendix (A).
C.
Prepackaged Submissions

Over the past several years, there has been a growing trend whereby taxpayers or their representatives submit prepackaged material to support their research credit claims.  These prepackaged submissions are usually delivered to examiners in multiple binders, and often set forth the methodology employed in preparing the research credit claim.

Examiners have generally found that these prepackaged submissions fail to substantiate that the taxpayer paid or incurred qualified research expenses as claimed, and instead are found, after extensive review, to often contain information not germane to the audit.  In addition, many examiners fall into the trap of unnecessarily restricting their audit to the taxpayer's methodology for capturing QREs and the prepackaged submission, as opposed to examining the research credit claimed.  Audit adjustments based solely upon critiques of the taxpayer's methodology and prepackaged submissions, in many cases, stand little chance of being sustained in Appeals or in court.

 
It is strongly recommended that examiners resist relying exclusively upon these prepackaged submissions.  Instead, the examiner should independently determine the documents and other information necessary, including testimony, to substantiate the taxpayer's claim for the research credit.  To the extent that these documents and information are already contained in the binders, the taxpayer can reference the needed information quickly and at the appropriate time, thus conserving audit resources.  The examiner should explain this procedure to the taxpayer early in the audit to avoid any misunderstandings.

D.
Review the Taxpayer's Research Credit Computation 


Workpapers

The examiner should request the research credit computation workpapers (including the base amount computation workpapers) for each year under audit, including years for which a claim for refund has been filed.  If the taxpayer is a member of a controlled group of corporations under section 41(f)(5), the examiner should check that the research credit computation workpapers include all members of the controlled group required to aggregate under section 41(f)(1).  

Current year's QREs will be reported as wages, supplies, and contract research expenses.  The workpapers may identify whether the taxpayer is computing the research credit directly from general ledger accounts (i.e. listing the specific expenses that qualify), through a cost center/departmental approach, or through a project accounting approach.  

The examiner should secure a copy of the taxpayer's chart of accounts and any accounting and finance procedures relating to the costs treated as QREs by the taxpayer.  If the taxpayer computed the research credit using a cost center or departmental approach, the workpapers should identify each cost center or department by its appropriate cost center or department name and/or number. Detailed descriptions of cost centers or departments should be requested.  If the taxpayer computed the research credit using project accounting, each project should be identified by its name and/or number.  Project descriptions should be obtained, as well as the list of products or processes to which the research projects relate.  The workpapers should also reflect the amount of each type of QRE (wages, supplies, contract research expense) included in the computation.  

Amounts reflected on the taxpayer's workpapers should reconcile to Form 6765.  The taxpayer should be asked to explain any discrepancies between the workpapers and Form 6765.  The examiner may want to prepare a spreadsheet reflecting comparative years' data, noting any obvious trends from year to year.

E.
Plan the Audit Strategy

The following audit approach is recommended:
1.
Review the actual research credit computation.  

2.
Determine whether the expenses claimed for the research credit are QREs under section 41(b) (i.e., wages, supplies, and contract research expenses).     

3.
Determine whether the activities constitute "qualified research" under section 41(d).

4.
Audit the consistency requirement.

5.
Address substantiation and recordkeeping requirements. 

The decision whether to engage an IRS specialist (engineer/computer audit specialist) or an outside expert should be made during the planning stage.  A Research Credit Technical Advisor can assist in selecting the appropriate specialist.  A computer audit specialist can be invaluable in reviewing general ledger information and payroll records, in formulating sampling methodologies, as well as in assessing the technical aspects of software development or information technology activities.  If the activities are highly technical, the examiner should consider requesting the services of an engineer or outside expert.  The referral should specify the area of expertise needed, as it is beneficial for the engineer or expert to be familiar with both the taxpayer's technology and industry.

The Service contracts with the MITRE Corporation, a non‑profit corporation that provides services to many Federal agencies.  MITRE experts assess the technological aspects of internal-use software.  A MITRE referral is mandatory on internal-use software cases with over $1,000,000 in research credit claimed per examination cycle.  Assistance or consultation may also be available on smaller cases.  Refer to the Research Credit Technical Advisor Team’s website on the Prefiling & Technical Services section of the LMSB intranet site, or contact a Research Credit Technical Advisor or the MITRE Expert Program Coordinator for information on obtaining MITRE expert assistance.

An assessment of the timeframe within which the examination will be conducted should be carefully addressed and actions to be taken should be planned within this constraint.  Consider the audit history of the issue with each particular taxpayer and the number of years to be examined, as well the possible use of expedited resolution procedures.
  Taxpayer cooperation is critical in determining whether such expedited procedures are advisable.

In planning the audit strategy, remember that the Research Credit Technical Advisor Team is available to help examiners effectively allocate limited audit resources to those issues that pose the greatest compliance risk.  

Once the audit strategy has been addressed, a meeting should be held with the taxpayer to gain a general understanding of how the taxpayer reached its return (or claim) position.  All members of the audit team involved with the research credit issue should attend this meeting.  Consider sending a letter or issuing an Information Document Request (IDR) prior to the meeting, addressing potential subjects for discussion and documents to be produced.  Consider requesting that a taxpayer contact be designated for the research credit issue.  Some potential issues for discussion and documents to be produced at the meeting are as follows:

· Who prepared the research credit computation workpapers?

· What methodology was employed for capturing QREs reflected in the research credit computation workpapers (i.e., estimates, interviews, sampling, surveys, reviews of contemporaneous documents, etc.)?   

· What documentation and other substantiation are available to support the taxpayer's claim for the research credit (including the base years)?  

· Was this documentation prepared contemporaneously with the research activities? 

· What legal standard(s), if any, did the taxpayer employ to determine credit-eligibility? 

At the meeting, find out whether the taxpayer sent surveys/questionnaires to employees.  If so, request copies of these surveys/questionnaires and responses and have the taxpayer show how these were used in the research credit computation.  Also request any instructions that accompanied the surveys/questionnaires. 

Advise the taxpayer that interviews of current (and former) employees and contractors may be conducted as part of the audit. A tour of the research facilities should also be considered. 

3.   THE CREDIT COMPUTATION

A.
In General

The research credit is an incremental credit that equals 20 percent of the excess (if any) of the taxpayer's QREs
 for the taxable year over the base amount.  For tax years beginning after December 31, 1989, the base amount is computed by multiplying the taxpayer's fixed-base percentage by its average annual gross receipts for the preceding four years.  In general, a taxpayer's fixed-base percentage is the percentage which the aggregate QREs of the taxpayer for taxable years beginning after December 31, 1983, and before January 1, 1989, is of the aggregate gross receipts of the taxpayer for such taxable years. I.R.C. § 41(c)(3)(A).

     A review of the base amount computation is an important step in auditing the research credit.  In general, the term "base amount" means the amount derived from multiplying the “fixed‑base percentage,” as defined in section 41(c)(3), by “average annual gross receipts," as defined in section 41(c)(1)(B) for the four taxable years preceding the credit year.  In no event may the base amount be less than 50 percent of the QREs for the credit year, pursuant to section 41(c)(2).  The "fixed‑base percentage" is the percentage of QRE to gross receipts of the taxpayer for tax years beginning after December 31, 1983 and before January 1, 1989.
  The maximum fixed-base percentage is 16 percent.  The Research Credit Technical Advisor Team’s website contains a base computation workbook for use in computing changes to the base amount.

The examiner should request the necessary documents, as determined during the pre-audit analysis, to insure that the taxpayer properly computed its research credit for all year(s) under examination. 

In many instances, verifying the base amount computation can have a more significant impact on audit results than the determination of allowable credit year QREs.  The scope and extent of review may be influenced by the following non‑exclusive factors:

· Proper determination of gross receipts, including prior audit adjustments made to gross receipts.

· A spike in credit year’s QREs relative to the base years.

· Acquisitions and/or dispositions of major portions of trades or businesses.  I.R.C. § 41(f).

· Changes to the fixed‑base percentage from prior years.

· Inconsistent treatment of expenses in the base years versus the credit years (i.e., the taxpayer claims that certain costs in the credit years are QREs, but has not treated those types of costs as QREs in the base years).

B.  Start-up Companies    

A “start-up company” is generally defined as a taxpayer who did not have both gross receipts and QREs during each of at least 3 taxable years beginning after 1983 and before 1989.  For a start-up company, section 41(c)(3) assigns a fixed-base percentage of 3 percent in making the above computation for the taxpayer’s first 5 taxable years beginning after 1993.  In years 6 through 9, a statutory fraction of the ratio between aggregate QREs and aggregate gross receipts is used to determine the start-up’s fixed-base percentage.  See section 41(c)(3)(B)(ii) to determine the start-up’s fixed base percentage after its initial 5-year period. 

Taxpayers who use the regular computation method that have experienced years of high growth in their gross receipts and flat expenditures on qualified research may find that they no longer are eligible for the “regular” research credit, because the current year QRE’s do not exceed the base amount.  In this instance, some taxpayers may attempt to be aggressive in their claimed QREs in order to claim the research credit.  The examiner should be alert to the inclusion of non‑qualified expenses as QREs.  The historical amounts of the research credit should be noted.

When taxpayers can no longer maintain or increase spending on qualified research relative to gross receipts, there is a strong incentive to elect the alternative incremental research credit.

C.
The Alternative Incremental Research Credit

Starting with taxable years beginning after June 30, 1996, a taxpayer may elect to compute the research credit using the alternative incremental research credit.  If properly elected, the alternative incremental research credit equals the sum of:

1.
2.65 percent of so much of the QREs for the taxable year as exceeds 1 percent of the taxpayer's average annual gross receipts for the preceding four years. However, this amount cannot exceed 1.5 percent of taxpayer's average annual gross receipts for the four preceding taxable years.

2.
3.2 percent of so much of the QREs for the taxable year such as exceeds 1.5 percent of taxpayer's average annual gross receipts for the preceding four years. However, this amount cannot exceed 2 percent of taxpayer's average annual gross receipts for the four preceding taxable years.

3.
3.75 percent of so much of the taxpayer's QREs as exceeds 2 percent of such taxpayer's average annual gross receipts for the four preceding taxable years. A taxpayer may not revoke its alternative incremental research credit without the consent of the Secretary.  I.R.C. § 41(c)(4)(B).  This revocation can only be accomplished through the issuance of a letter ruling to the taxpayer by the National Office.

D.
Gross Receipts

The examiner should secure information to determine the taxpayer's average annual gross receipts for the preceding 4 years as well as the gross receipts relevant to the fixed-base percentage.  The examiner should incorporate, as appropriate, any prior audits that adjusted gross receipts.  The examiner should verify that the correct definition of gross receipts was used and that it was applied consistently.  

Section 41 does not provide a definition of the term “gross receipts”, other than to provide that gross receipts for any taxable year are reduced by returns and allowances made during the taxable year, and, in the case of a foreign corporation, that only gross receipts effectively connected with the conduct of a trade or business within the United States are taken into account.  As a result, a taxpayer may have included in gross receipts only the figure on Form 1120, line 1c.  Treasury Regulation section 1.41-3(c)(1) provides that for purposes of section 41, gross receipts means the total amount, as determined under the taxpayer's method of accounting, derived by the taxpayer from all its activities and from all sources (e.g., revenues derived from the sale of inventory before reduction for cost of goods sold) with the exception of the following items that are specifically excluded by Treasury Regulation section 1.41-3(c)(2):  

· Returns or allowances.

· Receipts for the sale or exchange of capital assets, defined under section 1221.

· Repayments of loans or similar instruments. 

· Receipts from a sale or exchange not in the ordinary course of business, such as the sale of an entire trade or business or the sale of property used in a trade or business as defined under section 1221(2).

· Amounts received with respect to sales tax or other similar state and local taxes if, under the applicable state or local law, the tax is legally imposed on the purchaser of the good or service, and the taxpayer merely collects and remits the tax to the taxing authority.

· Amounts received by a taxpayer in a taxable year that precedes the first taxable year in which the taxpayer derives more than $25,000 in gross receipts other than investment income.

· In the case of a foreign corporation, gross receipts include only gross receipts that are effectively connected with the conduct of a trade or business within the United States, the Commonwealth of Puerto Rico, or other possessions of the United States.

E.
 Special Rules

The Research Credit Technical Advisor Team has identified the following recurring computational issues that the auditor should address:

1.
Aggregation Rules of Section 41(f)(1) 
The examiner should take steps to insure that the taxpayer has included all “related entities” in its research credit computation.  Section 41(f)(1) requires that all members of the same controlled group, and all trades or businesses under common control, be treated as a single taxpayer.  The ownership threshold for this controlled group provision is 50 percent.  Thus, entities may have to be included in the research credit computation that are not part of a consolidated group. 

2.
Short Years
a. Short Credit Year

If a credit year is a short taxable year, then the average annual gross receipts of the taxpayer for the 4 prior taxable years used in determining the base amount under section 41(c)(1) must be modified by multiplying that amount by the number of months in the short taxable year and dividing the result by 12.  Treas. Reg. § 1.41-3(b).
 

b. Short Taxable Year Preceding the Credit Year

If one or more of the four taxable years preceding the credit year is a short taxable year, then the gross receipts for such year are deemed to be equal to the gross receipts actually derived in that year multiplied by 12 and divided by the number of months in that year.

c. Short Taxable Year in Determining Fixed-Base Percentage

No adjustment is made on account of a short taxable year to the computation of a taxpayer’s fixed-base percentage.

3.
Acquisitions/Dispositions
Section 41(f)(3) generally requires an adjustment to be made to the base amount in the case of the acquisition or disposition of a major portion of a trade or business.  Therefore, the examiner must ascertain whether the taxpayer made any acquisitions or dispositions that could affect the research credit computation. 

The Service has not yet issued regulations on the scope and application of sections 41(f)(3)(A) and (B).  Until regulations are issued, it is strongly recommended that advice be sought from a Research Credit Technical Advisor. 

4.
THE TAXPAYER’S CURRENT YEAR QRES

Section 41(b)(1) defines QREs as the sum of (1) "in-house research expenses" and (2) "contract research expenses." 

Section 41(b)(2) defines in-house research expenses as:

(i)
any "wages" paid or incurred to an employee for "qualified services" performed by such employee; 

(ii)
any amount paid or incurred for "supplies" used in the conduct of "qualified research;"

(iii)
under regulations prescribed by the Secretary, any amount paid or incurred to another person for the right to use computers in the conduct of qualified research.

Section 41(b)(3) defines "contract research expenses" as 65 percent of any amount paid or incurred by the taxpayer to any person (other than an employee of the taxpayer) for qualified research.  If an expense is not set forth in section 41(b), a taxpayer may not claim the expense as a QRE.

A.  Wages

The first category of in-house research expenditures eligible for the research credit consists of amounts paid or incurred for wages.  For purposes of section 41, the term wages means wages as defined in section 3401(a) for income tax withholding purposes.  Thus, amounts that are not subject to withholding, such as certain fringe benefits, do not enter into the research credit computation even though paid for research services performed by an employee.  Wages paid to an employee constitute in-house research expenses only to the extent the wages were paid or incurred for "qualified services" performed by the employee. 


The term "qualified services" means services consisting of:

a) engaging in qualified research;

b) direct supervision of research activities which constitute qualified research; or 

c) direct support of research activities which constitute qualified research.

Treasury Regulation section 1.41-2(c) provides definitions for some of the terms used above.  The term "engaging in qualified research" means the actual conduct of qualified research (as in the case of a scientist conducting laboratory experiments).  The term "direct supervision" means the immediate supervision (first-line management) of qualified research (as in the case of a research scientist who directly supervises laboratory experiments, but who may not actually perform experiments).  "Direct supervision" does not include supervision by a higher-level manager to whom first-line managers report, even if that manager is a "qualified research scientist."

The term "direct support" means services in the direct support of either persons engaging in the actual conduct of qualified research or persons who are directly supervising persons engaging in the actual conduct of qualified research.  This would include the services of a machinist for machining a part of an experimental model used in qualified research.
  Direct support of research does not include general and administrative services, or other services only indirectly of benefit to research activities.
  This is true whether general and administrative personnel are part of the research department or in a separate department.  

Treasury Regulation section 1.41-2(d)(2) provides that if substantially all of the services performed by an employee for the taxpayer during the taxable year consist of qualified services, then the term qualified services means all of the services performed by the employee for the taxpayer during the taxable year.  Services constitute substantially all of the services performed by the employee during a taxable year only if the wages allocated to qualified services constitute at least 80 percent of the wages paid to or incurred by the taxpayer for the employee during the taxable year.  

The examiner should ask the taxpayer to identify the employees whose wages it is claiming as QREs and request the relevant payroll records.  The examiner should also obtain employee job descriptions.  If the taxpayer cannot provide such basic information, it is unlikely that it can substantiate its research credit claim.  

The examiner may use the information requested in several ways.  If the taxpayer has included so many employees that it is impractical to individually audit all the employees, the examiner may want to use the sampling techniques discussed later in this guide.  The examiner can also use the information to focus audit resources on those employees whose job descriptions suggest they are engaging in administrative, manufacturing, marketing and other non-qualifying activities.

One important caveat: The examiner should not determine whether an employee is (or is not) engaged in qualified services based solely on job descriptions or titles.  Credit eligibility is based solely upon what an employee actually does or does not do.  It is important to note the technical and educational qualification of a researcher, but this is not conclusive evidence that the individual engaged (or did not engage) in the performance of qualified services. 

Specific attention should be paid to individuals who do not "directly" supervise qualified research activities (i.e. management levels higher than first‑line supervisors).  In some cases, higher‑level research managers may perform some qualified research or direct supervision of qualified research due to their technical background and expertise, but this is usually only a minor fraction of their overall work activities.  In addition, companies generally have a certain number of employees that work within traditional "research" departments that do not perform qualified services.

When appropriate, interviews should be considered to supplement and corroborate information obtained from the review of existing records. 

B.  Supplies

A taxpayer may claim the research credit for amounts it paid or incurred for supplies used in the conduct of qualified research.  Section 41(b)(2)(C) defines the term "supply" to mean any tangible property other than (1) land or improvements to land, and (2) property of a character subject to the allowance for depreciation.  Supplies are used in the conduct of qualified research if they are used in the performance of "qualified services" by an employee of the taxpayer.  To be a QRE, a supply must be directly related to the performance of "qualified services."  Expenses for property used in general and administrative activities are not QREs.  Accordingly, for the purposes of section 41, a "supply" is non‑depreciable tangible property acquired by the taxpayer that is used in the performance of "qualified services" by an employee of the taxpayer.
  

The examiner should request that the taxpayer produce documents to support its claimed supply expense to ensure that the amount only includes non‑depreciable tangible property acquired by the taxpayer that was used in the performance of "qualified services" by an employee of the taxpayer.  

There has been a trend to include a myriad of non-qualified costs in the research credit computation by claiming such costs are "supplies."  The Research Credit Technical Advisor Team recommends that the examiner focus on identifying costs claimed as supply QREs that do not meet the statutory definitions.  For example, taxpayers often treat as a supply expense the general and administrative costs related to "self constructed" supplies. Additionally, the examiner should carefully scrutinize "prototype"
 expenditures to determine whether the "prototype" is (or contains) property of a character subject to an allowance for depreciation.  If this occurs, the examiner should contact a Research Credit Technical Advisor for guidance.

C.  Contract Research

A contract research expense is 65 percent of any expense paid or incurred in carrying on a trade or business to any person, other than an employee of the taxpayer, for the performance on behalf of the taxpayer of qualified research, or services which, if performed by employees of the taxpayer, would constitute qualified services within the meaning of section 41(b)(2)(B).  Treas. Reg. § 1.41-2(e)(1).  If any contract research expense is attributable to qualified research to be conducted after the close of the taxable year, it shall be treated as paid or incurred when the qualified research is conducted.  I.R.C. § 41(b)(3)(B).   

The examiner should request a list of all contracts, along with the dollar amount of the claimed contract research expense. The contracts should be secured by the examiner as necessary and reviewed to determine whether the above legal requirements have been met.  Counsel can be helpful in interpreting the provisions of these agreements.

Treasury Regulation section 1.41-2(e) provides a three-part test for determining if the payment is for the performance of qualified research where a third party performs the research for the taxpayer.  An expense is paid or incurred for the performance of qualified research only to the extent that it is paid or incurred pursuant to an agreement that– 

(i)
is entered into prior to the performance of the qualified research;

(ii)
provides that research be performed on behalf of the taxpayer; and

(iii)
requires the taxpayer to bear the expense even if the research is not successful.

 Qualified research is performed on behalf of the taxpayer if the taxpayer has a right to the research results.  Qualified research can be performed on behalf of the taxpayer notwithstanding the fact that the taxpayer does not have exclusive rights to the results.  

5.
QUALIFIED RESEARCH ACTIVITIES 
A.  In General
In order for the activity or project to qualify for the research credit, the taxpayer must show that it meets all the requirements as described in section 41(d).  Under section 41(d) the term "qualified research" means research:

(1) With respect to which expenditures may be treated as expenses under section 174,  

(2) Which is undertaken for the purpose of discovering information which is technological in nature, and         
(3) The application of which is intended to be useful in the development of a new or improved business component of the taxpayer, and 

(4) Substantially all of the activities of which constitutes elements of a process of experimentation for a permitted purpose.

To be considered “qualified research,” the taxpayer must be able to show the examiner that the research activity being performed meets ALL four of the above tests.
  These tests must be applied separately to each business component of the taxpayer. The burden of proof is on the taxpayer to show that the research performed constitutes “qualified research.”  

1. EXPENDITURES MAY BE TREATED AS EXPENSES UNDER SECTION 174 [I.R.C. § 41(d)(1)(A)]

To qualify as a research or experimental expenditure for purposes of section 174, the expenditure must:

(1) be incurred in connection with the taxpayer’s trade or business, and 

(2) represent a research or experimental cost in the experimental or laboratory sense. 


Expenditures represent research and development costs in the experimental or laboratory sense if they are for activities intended to discover information that would eliminate uncertainty concerning the development 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.  Whether expenditures qualify as research or experimental expenditures depends on the nature of the activity to which the expenditures relate, not the nature of the product or improvement being developed or the level of technological advancement the product or improvement represents. 

The term research or experimental expenditures does not include expenditures for–

 
(i)
The ordinary testing or inspection of materials or products for quality control;

(ii)
Efficiency surveys;

(iii)
Management studies;

(iv)
Consumer surveys;

(v) 
Advertising or promotions;

(vi)
The acquisition of another’s patent, model, production or process; or

(vii)
Research in connection with literary, historical, or similar projects.

2. UNDERTAKEN FOR THE PURPOSE OF DISCOVERING INFORMATION WHICH IS TECHNOLOGICAL IN NATURE [I.R.C. § 41(d)(1)(B)(i)]

Under the standards set forth in the proposed regulations, research is undertaken for the purpose of discovering information if it is intended to eliminate uncertainty concerning the development or improvement of a business component. Uncertainty exists if the information available to the taxpayer does not establish the capability or method for developing or improving the business component, or the appropriate design of the business component.  In order to satisfy the requirements of qualified research, the process of experimentation used to discover information must fundamentally rely on principles of the physical or biological sciences, engineering, or computer science.  A taxpayer may employ existing technologies and may rely on existing principles of the physical or biological sciences, engineering, or computer science to satisfy this requirement.  

The proposed regulations provide a safe harbor for research secured by patent(s).  Proposed Treasury Regulation section 1.41-4(a)(3)(iii) provide that the issuance of a patent (other than certain patents for design) is conclusive evidence that a taxpayer has discovered information that is technological in nature intended to eliminate uncertainty concerning development or improvement of a business component.  Examiners should note that the securing of a patent usually occurs some time after the actual research year(s).

3. THE APPLICATION OF WHICH IS INTENDED TO BE USEFUL IN THE DEVELOPMENT OF A NEW OR IMPROVED BUSINESS COMPONENT OF THE TAXPAYER [I.R.C. § 41(d)(1)(B)(ii)]

The taxpayer must intend to apply the information to develop a new or improved business component.  A business component is any product, process, computer software, technique, formula, or invention, which is to be held for sale, lease, license, or used in a trade or business of the taxpayer. 

4. SUBSTANTIALLY ALL OF THE ACTIVITIES OF WHICH CONSTITUTES ELEMENTS OF A PROCESS OF EXPERIMENTATION FOR A PERMITTED PURPOSE [I.R.C. § 41(d)(1)(C)]

A process of experimentation is a process designed to evaluate one or more alternatives to achieve a result where the capability or the method of achieving that result, or the appropriate design of that result, is uncertain as of the beginning of the taxpayer's research activities.  Under the proposed regulations, a taxpayer may undertake a process of experimentation if there is no uncertainty concerning the taxpayer's capability or method of achieving the desired result so long as the appropriate design of the desired result is uncertain as of the beginning of the taxpayer's research activities.  Uncertainty exists if the information available to the taxpayer does not establish the capability or method for developing or improving the business component, or the appropriate design of the business component.  

Thus, a taxpayer's activities do not constitute elements of a process of experimentation under the proposed regulations where the capability and method of achieving the desired new or improved business component, and the appropriate design of the desired new or improved business component, are readily discernible and applicable as of the beginning of the taxpayer's research activities, so that true experimentation in the scientific or laboratory sense would not have to be undertaken to test, analyze, and choose among viable alternatives.  A process of experimentation does not include any activities to select among several alternatives that are readily discernible and applicable.  

Under the proposed regulations, a process of experimentation may include developing one or more hypotheses designed to achieve the desired result, designing and conducting an experiment to test and analyze those hypotheses, and refining or discarding the hypotheses as part of a design process to develop or improve the business component.  In determining whether a taxpayer has undertaken a process of experimentation, all facts and circumstances with respect to a taxpayer's research activities are taken into account.

Proposed Treasury Regulation section 1.41-4(a)(5)(iv) sets forth several non‑exclusive factors that tend to indicate that the taxpayer was engaged in a process of experimentation.  These factors are as follows:

(A)
The taxpayer tests and analyzes numerous alternative hypotheses to develop a new or improved business component;

(B)
The taxpayer engages in extensive, comprehensive, intricate or complex scientific or laboratory testing; or

(C)
The taxpayer evaluates numerous or complex specifications related to the function, performance, reliability or quality of a new or improved business component.

The process of experimentation test is satisfied only if 80 percent or more of the research activities, measured on a cost or other consistently applied reasonable basis (and without regard to Treasury Regulation section 1.41‑2(d)(2)), constitute elements of a process of experimentation for a permitted purpose.  The substantially all requirement is applied separately to each business component.  

The process of experimentation is not for a permitted purpose if its purpose relates to style, taste, cosmetic, or seasonal design factors.  I.R.C. § 41(d)(3)(B).  Accordingly, examiners should be alert to research related to non-functional aspects of the business component that have been nonetheless treated as qualified research.

B.
Application of Section 41(d)(1)

The elements of section 41(d)(1) must be applied separately to each business component.  The burden is on the taxpayer to establish that all of the section 41(d)(1) requirements have been met.  The examiner should issue an IDR requesting a list of each qualifying project or activity along with a complete description of that activity or project as a starting point in the evaluation.  As with the evaluation of wages, interviews should be considered to supplement and corroborate information obtained from the review of existing records. 

The requirements of section 41(d) are to be applied first at the level of the discrete business component, that is, the product, process, computer software, technique, formula, or invention to be held for sale, lease, or license, or used by the taxpayer in a trade or business of the taxpayer.  If the requirements for credit eligibility are met at that first level, then some or all of the taxpayer's qualified research expenses are eligible for the credit.  If all aspects of such requirements are not met at that level, the test applies at the most significant subset of elements of the product, process, computer software, technique, formula, or invention to be held for sale, lease, or license.  This “shrinking back” is to continue until either a subset of elements of the business component that satisfies the requirements is reached, or the most basic element of the business component is reached and such element fails to satisfy the test.

C.
Exclusions
There are certain research activities that are specifically excluded from qualified research under section 41(d)(4).  It is critical to look at the underlying activities and expenses to see if the exclusions apply.  Taxpayer labels are not controlling.  The following activities are not qualified research:

1.
Exclusion for Research after Commercial Production: 

The examiner should address whether any of the activities were conducted after the business component was developed to the point where it was ready for use or met the basic functional and economic requirements of the taxpayer.  

The following activities are deemed to occur after the commencement of commercial production:

(a) 
Preproduction planning for a finished business component; 

(b) 
Tooling‑up for production; 

(c)
Trial production runs; 

(d)
Trouble shooting involving detecting faults in production equipment or processes;

(e) 
Accumulating data relating to production processes; and

(f) 
Debugging flaws in a business component.

Proposed Treasury Regulation section 1.41‑4(c)(10), Examples 1 and 2 illustrate the application of the exclusion for research after commercial production.   

2.
Exclusion for Adaptation
  This exclusion applies if the taxpayer's activities relate to adapting an existing business component to a particular customer's requirement or need.  This exclusion does not apply merely because a business component is intended for a specific customer. 

Proposed Treasury Regulation section 1.41‑4(c)(10), Examples 3‑7 illustrate the application of the adaptation exclusion.  

3.
Exclusion For Duplication
This exclusion applies if the taxpayer reproduced an existing business component, in whole or in part, from a physical examination of the business component, plans, blueprints, detailed specifications or publicly available information with respect to such component.  This exclusion does not apply merely because the taxpayer evaluates another's business component in the course of developing its own business component.  

Proposed Treasury Regulation section 1.41‑4(c)(10), Example 8 illustrates the application of the duplication exclusion.  

4.
Exclusion For Surveys, Studies, Research Relating to Management Functions
The following activities are excluded under this provision:

(a) Efficiency surveys;

(b) Management functions or techniques, including such items as preparation of financial data and analysis, development of employee training programs and management organization plans, and management‑based changes in production processes (such as rearranging work stations on an assembly line);

(c) Market research, testing, or development (including advertising or promotions);

(d) Routine data collections; or

(e) Routine or ordinary testing or inspections for quality control.  

Proposed Treasury Regulation section 1.41‑4(c)(10), Example 9 illustrates the application of this exclusion.  

5.
Exclusion for Funded Research

The exclusion for "funded research" under section 41(d)(4)(H) provides that the credit shall not be available for qualified research to the extent funded by a contract, grant or otherwise by another person (or governmental entity).

All agreements (not only research contracts) entered into between the taxpayer performing the research and other persons are to be considered in determining the extent to which the research is funded.  As a result, the examiner should request a complete copy of all contracts (including modifications), agreements, letters of understanding or similar documents where funding is an issue.  The contracts and similar documents will need to be reviewed to determine whether and to what extent the research is to be considered funded.  Counsel can be helpful in interpreting these agreements.  In the case of documents that are “classified” by a government agency, contact the Classified Contract Technical Advisor or a Research Credit Technical Advisor for further assistance.  The following paragraphs explain the rules for determining whether the party paying for the contact research, the party performing the contract research, or neither is entitled to the credit.  

  Amounts payable under any agreement that are contingent on the success of the research and thus considered to be paid for the product or result of the research are not treated as funding. See Fairchild Industries v. United States, 71 F.3d 868 (Fed. Cir. 1995).

   
If a taxpayer performing research for another person retains no substantial rights in research under the agreement providing for the research, the research is treated as fully funded and no expenses paid or incurred by the taxpayer in performing the research are qualified research expenses.  If a taxpayer performing research for another person retains no substantial rights in the research and if the payments to the researcher are contingent upon the success of the research, neither the performer nor the person paying for the research is entitled to treat any portion of the expenditures as qualified research expenditures.  See Lockheed Martin Corp. v. United States, 210 F.3d 1366 (Fed. Cir. 2000).


If a taxpayer performing research for another person retains substantial rights in the research under the agreement providing for the research, the research is funded to the extent of the payments (and fair market value of any property) to which the taxpayer becomes entitled by performing the research.  A taxpayer does not retain substantial rights in the research if the taxpayer must pay for the right to use the results of the research.  See Lockheed Martin Corp. v. United States, 210 F.3d 1366 (Fed. Cir. 2000).

6.
Exclusion for Foreign Research
Qualified research does not include any research conducted outside the United States, Puerto Rico or any possession of the United States.
 

7.
Exclusion for Research in the Social Sciences, etc.
Qualified research does not include research in the social sciences (including economics, business management, and behavioral sciences, arts, or humanities).  

Proposed Treasury Regulation section 1.41‑4(c)(10), Example 10 illustrates the application of this exclusion. 

8.
Exclusion for Internal-Use Software

This exclusion is beyond the scope of this Audit Techniques Guide, except to note that all examinations of internal-use software involving credit in excess of one million dollars per cycle must be referred to the MITRE Expert Program.

6.
THE CONSISTENCY REQUIREMENT 
Section 41(c)(5)(A) provides that the QREs taken into account in computing the fixed‑base percentage must be determined on a basis which is consistent with the determination of qualified research expenses for the credit year, regardless of whether the period for filing a claim for credit or refund has expired for any taxable year that is taken into account in determining the fixed‑base percentage.  To satisfy this consistency requirement, the taxpayer must show consistency between the QREs in the credit year and its QREs during the base years.

The consistency rule is designed to insure that there is an accurate determination of the relative increase in qualified research expenses over the amount “typically” spent by the taxpayer relative to its gross receipts.  The increase will be accurately measured only if the taxpayer includes the same type of expenses in the credit computation for both the base years and the credit year.  This rule would apply where the taxpayer has failed to include a particular type of expense in both the base years and credit year computations, thus distorting the true increase in qualified research expenses.  For example, in a case decided under the prior "rolling base period" rules, Research, Inc. v. United States, 95-1 USTC ¶ 50,407 (D. Minn. 1995), the taxpayer was denied the research credit because it could not quantify the base period research expenses attributable to its "special system projects."  The expenses associated with these special projects were included in the credit year and the taxpayer admitted that it incurred the same type of expenses in the base period.  The taxpayer could not, however, determine the amount it incurred in the base period because it had destroyed the relevant documentation.  The court disallowed the credit because the relative increase in qualified research expenses could not be measured without considering the expenses incurred during the base period for the same type of projects included in the credit year. 


The examiner should ensure that taxpayers have met the consistency requirement.  Pay particular attention to situations where taxpayers are treating a certain type of expenses as a QRE, which have not previously been treated as a QRE. 

7.
SUBSTANTIATION AND RECORDKEEPING
At the commencement of the audit, the examiner should discuss with the taxpayer the contemporaneous books and records available to substantiate the research credit claimed.  Contemporaneous books and records should form the basis of the examination, and should be requested, as needed, in examining the particular issues addressed in this audit techniques guide. 

For example, the following types of documentation may be helpful:

a.
Chart of Accounts

b.
Accounting and Finance Manuals

c.
Organization Charts

d.
Department Descriptions

e.
Job Position Descriptions

f.
Product Lists

g.
Documentation of Experiments

h.
Patent Applications

i. Workpapers Used to Compute QREs

j.    Workpapers Used to Compute the Research Credit

k.    Workpapers Used to Compute the Base Amount

l.    Documentation on QREs/Gross Receipts from acquired/         disposed trades or businesses


The following information may assist the examiner in understanding the appropriation of company resources or details of research projects the taxpayer conducted during the examination year:

a.
Materials explaining research activities, including brochures, pamphlets, press releases, and other similar documents.

b.
Submissions to management, the board of directors, review committees or other similar groups regarding research projects, activities, expenditures, and the research credit.

c.
Documents prepared by or on behalf of internal audit, including quarterly and annual reports that refer in any manner to research activities.

d.
Minutes, notes, or other similar recordings from budget, board of directors, managerial or other similar meetings concerning research activities.  

e.
Project authorizations, budgets, or work orders that 

initiates a research project.

f.
The internal authorization policies for approving a research project.

g.
Project summaries and/or progress reports and project meeting minutes.

h.    Field and lab verification data/summary data.

i.    Research credit studies conducted by outside consultants.

j.    Papers, treatises, or other published documents regarding the taxpayer’s research.

k.    Complete copies of contracts (including all modifications), letter agreements, memoranda of understanding, or similar documents for research performed by or on behalf of a third party.

The taxpayer bears the burden of proving its qualification for the research credit.  Welch v. Helvering, 290 U.S. 111 (1939); Helvering v. Taylor, 293 U.S. 507 (1935); I.R.C. § 6001. To meet its burden, the taxpayer must prove it engaged in qualified research and substantiate the expenses incurred in the qualified research.  


The Research Credit Technical Advisor Team has posted sample questions to the LMSB intranet website that can be used to facilitate production of the relevant information.  Credible oral testimony may be helpful in evaluating and/or supplementing a taxpayer’s contemporaneous documentation.  To that end, it may be necessary to conduct interviews of taxpayer employees.  A Research Credit Technical Advisor can provide guidance on the effective conduct of interviews.

Proposed Treasury Regulation section 1.41-4(d) provides that the rules generally applicable under section 6001 provide sufficient detail about required documentary substantiation for purposes of the research credit.  Treasury Regulation section 1.6001-1 requires the keeping of records "sufficient to establish the amount of . . . credits, . . . required to be shown . . ."  The consequence of failing to keep sufficient records substantiating a claimed credit may be denial of the credit.  To facilitate compliance and administration, the Service and taxpayers may agree to guidelines for the keeping of specific records for purposes of substantiating the research credit. 

As mentioned previously, the Research Credit Technical Advisor Team recommends considering, where appropriate, the use of expedited resolution procedures including Advanced Issue Resolution (AIR) and Pre-Filing Agreements (PFA).  As a practical matter, many substantiation issues could be eliminated if taxpayers and the Service entered into specific research credit record retention agreements.  The best time to propose such an agreement would likely be upon completion of the current examination cycle.  At that time the examiner, CAS, and the taxpayer are in the best position to determine what taxpayer records are necessary.  If the parties enter into such an agreement, the taxpayer will know what records need to be kept and maintained in order for the Service to effectively and efficiently audit the credit.  Although such an agreement will not resolve other audit issues, such as whether the activities qualify under section 41(d), it should improve and expedite the audit process to the mutual benefit of the parties.

The examiner should also consider issuing a Notice of Inadequate Records, pursuant to Treasury Regulation section 1.6001-1(d), if the taxpayer does not keep sufficient or adequate records to support the research credit claimed.       

8.
SAMPLING METHODOLOGIES
In certain cases, use of sampling methodologies may be desirable in examining the research credit.  Sampling is quite often used in research credit cases for greater audit efficiency. In fact, sampling should be considered in a research credit case whenever an excessive amount of time and resources would be needed to examine all of the taxpayer's expenses or projects.  If you have questions regarding the application of sampling, contact the Research Credit Technical Advisor Team or your local CAS.

A Field Directive on the use of statistical sampling in research credit cases is attached as Appendix (B).  

9. 
OTHER POTENTIAL ISSUES

The Technical Advisor has identified certain issues as non‑qualified research activities or expenses.  These issues are included in Appendix (C).

10. 
Coordinated Issues Papers (CIP)


Currently, there are three CIPs in effect regarding the research credit:

1. Technical writers and other individuals who prepared the end user manuals or other instructive documents for the end user.  

2. Payments to a deferred compensation plan or trust such as a section 401(k) plan and matching employer’s contributions.  

3. Internal-Use Software

Copies of these CIPs are included in Appendix (D). 

11. 
Website

Other training and reference material (including this audit techniques guide) are available to examiners on the LMSB PFTG website (“Research Credit” section).

If you are viewing this document on a computer that is connected to the IRS Intranet, the link below will connect to the Research Credit page of the PFTG website located at: http://lmsb.irs.gov/hq/pftg/research/.

Link to the Research Credit Technical Guidance Web Page 

12. 
Contacting the Research Credit Technical Advisor

Industry specific and novel issues not addressed in this audit techniques guide should be brought to the attention of a Research Credit Technical Advisor:

Arthur "Lee" Keenan, Technical Advisor

Internal Revenue Service
One Montvale Avenue
Stoneham, MA 02180

Tel: (781) 835-4309
FAX: (781) 835-4040 
VMS: 781-835-4309
ArthurLee.Keenan@irs.gov
Mallorie K. Jeong, Technical Advisor

Internal Revenue Service
55 South Market Street mail stop: HQ-1270

San Jose, CA 95113

Tel: (408) 817-6163
FAX: (408) 817-6411
VMS: 625-001-9369 
Mallorie.K.Jeong@irs.gov
Hugh D. Whitledge, Engineer Technical Advisor
Internal Revenue Service
4050 Alpha road, MC 4300MSRO
Farmers Branch, TX 75244

Tel: (972) 308-7016
FAX: (972)-308-1545
VMS: 972-308-7016
Hugh.D.Whitledge@irs.gov
Jane Lassalle, Assistant Technical Advisor
Internal Revenue Service
118 Turnpike Road, Suite 100
Southboro, MA 01772

Tel: (781) 835-4299
FAX: (508) 486-9049
VMS: 781-835-4299
Jane.M.Lassalle@irs.gov
Appendix A.  Notice 2002-44

                     
CASE MIS No.:  NOT‑101215‑02

Part III - Administrative, Procedural, and Miscellaneous

Credit for Increasing Research Activities:  New Filing Address and Guidance on Certain Claims for Credit or Refund 

Notice 2002‑44

SECTION 1. PURPOSE

     This notice provides a central filing address for certain claims arising under § 41 of the Internal Revenue Code, while offering a separate filing process to certain taxpayers under audit.    

     An overpayment of tax for a taxable year generated, in whole or in part, by the research credit and not taken into account on a taxpayer's original return may be taken into account by the timely filing of a claim for credit or refund.

     Under § 6402(a), the Secretary is authorized to credit, within the applicable period of limitations, an overpayment against any liability in respect of an internal revenue tax of the person who made the overpayment, and must generally refund any balance to that person.  Section 6511(b)(1) provides that no credit or refund shall be allowed or made after the expiration of the period of limitation prescribed in § 6511(a), unless a claim for credit or refund is filed by the taxpayer within such period.  

SECTION 2. CLAIMS FOR CREDIT OR REFUND SUBJECT TO THIS NOTICE

     This notice applies to taxpayers required to file Form 1120, U.S. Corporation Income Tax Return, with claims for credit or refund attributable, in whole or in part, to the research credit that (1) were not reported on an original Form 1120 or a Form 1120X, Amended U.S. Corporation Income Tax Return, filed on or before the due date of the original Form 1120, including extensions, and (2) were not filed with the Internal Revenue Service on or before the date this notice was published in the Internal Revenue Bulletin.

SECTION 3. CLAIMS FOR CREDIT OR REFUND NOT SUBJECT TO THIS NOTICE

     Claims for credit or refund attributable, in whole or in part, to the research credit that (1) were reported on an original Form 1120 or a Form 1120X filed on or before the due date of the original Form 1120, including extensions, or (2) were filed with the Service on or before the date this notice was published in the Bulletin are not subject to this notice.

     Furthermore, claims for credit or refund attributable, in whole or in part, to the research credit and reported on Form 1040, U.S. Individual Income Tax Return, or Form 1040X, Amended U.S. Individual Income Tax Return, are not subject to this notice.

SECTION 4. REQUIREMENTS FOR CLAIMS FOR CREDIT OR REFUND SUBJECT TO THIS NOTICE

   .01 In General.  All claims for credit or refund subject to this notice, other than claims for credit or refund identified in section 4.02 below, shall be filed with the Ogden Service Center at the following address:

Internal Revenue Service Center

1973 North Rulon White Road

Ogden, UT 84201

     The claim for credit or refund shall indicate at the top "Refund-Research Credit" and include a copy of the Form 6765, Credit for Increasing Research Activities (if any) filed with the original return.

   .02 Taxable Years Currently under Audit.  At the taxpayer's election, claims for credit or refund subject to this notice for a taxable year currently under audit by the Service may, with the concurrence of the LMSB Team Manager (or SB/SE Manager) and in lieu of the requirements set forth in section 4.01 above, be filed directly with the LMSB Team Manager (or SB/SE Manager) and a copy mailed to the following address:

Internal Revenue Service






Attn: Research Credit

Large and Mid‑Size Business Division  LM:PFTG

Mint Bldg, 3rd Floor, Room M3‑443

1111 Constitution Ave., NW

Washington, DC  20224

     The claim for credit or refund shall indicate at the top "Refund-Research Credit" and include a copy of the Form 6765 (if any) filed with the original return.  All claims for credit or refund subject to this notice must include a completed Form 6765.

SECTION 5. CONTACT INFORMATION 

     For procedural questions regarding this notice contact Nathan B. Rosen of the Office of Associate Chief Counsel (Procedure and Administration), Administrative Provisions and Judicial Practice, at (202) 622-4910 (not a toll-free call).  For substantive questions regarding the § 41 research credit contact Daniel A. Rosen of the Office of Division Counsel (Large and Mid-Size Business) at (212) 298-2060 (not a toll-free call) or Jolene J. Shiraishi of the Office of Associate Chief Counsel (Passthroughs and Special Industries) at (202) 622-3120 (not a toll-free call).

Appendix B.  Field Directive on the Use Of Sampling Methodologies In Research Credit Cases

MEMORANDUM FOR INDUSTRY DIRECTORS, LMSB

            tc "MEMORANDUM FOR DIRECTOR, COMPLIANCE  S\:C                        "                        DIRECTOR, PREFILING AND TECHNICAL GUIDANCE, LMSB

                               DIVISION COUNSEL, LMSB

                               DIRECTOR, COMPLIANCE, SBSE

 tc " DIRECTORS "


FROM:                         Keith M. Jones    tc "FROM\:                         Keith Jones    "
                                     Director, Field Specialists  LM:FS tc "                                     Director of Field Specialists  L\:FS " \l 2
SUBJECT:                   Field Directive on the Use of Statistical and 

                                    Judgment Sampling in Research Credit Cases

The purpose of the attached document is to provide guidelines to examiners in the use of both statistical and judgement sampling techniques in the examination of the research credit.  It also addresses frequently asked questions by examiners concerning the use of these techniques in their examinations of this credit.

The procedures outlined in this memorandum are to be used by both Computer Audit Specialists and Examiners when it is determined that the use of statistical and/or judgement sampling would be needed to adequately examine all of the taxpayer’s research projects.

If you have any questions or concerns you may contact me at (202) 283-8290, or Ed Cohen, Technical Advisor, at (212) 719-6704.

Attachment

cc:  Commissioner and Deputy Commissioner, LMSB

       Program Managers, Field Specialists 


FIELD DIRECTIVE


USE OF SAMPLING METHODOLOGIES IN   


RESEARCH CREDIT CASES


INTRODUCTION
This paper will address questions frequently asked by examiners regarding the use of sampling techniques in examining reported or claimed research credits.  This LMSB Directive is not an official pronouncement of the law or the Service’s position and cannot be used, cited or relied upon as such.   

Statistical sampling is quite often used in research credit cases for greater audit efficiency.  In fact, statistical sampling should be considered in a research credit case whenever an excessive amount of time and resources would be needed to adequately examine all of the taxpayer's projects.  See IRM 42(18)3.4.

When a sampling procedure is contemplated, the examination manager should meet with the Computer Audit Specialist ("CAS") and design a sample that will result in a practical number of projects to examine with the desired sampling error.  If it is impossible to design such a sample, then the examiner should consider the alternative sampling approaches described in this paper.  If these recommended approaches are not practical in the context of the facts in a particular case, the examination team may also consider the use of a judgment sample.  While a judgment sample will often require less examination work than a statistical sample, a judgment sample requires the written consent of the taxpayer while a valid statistical sample does not.  Accordingly, this paper addresses the use of statistical sampling and judgment sampling techniques. 


Although the courts have not specifically addressed the validity of the Service's use of statistical sampling in research credit cases,
 the methodology set forth in IRM 42(18) has been approved by an outside expert on statistical sampling.  Thus, the Service is confident that its sampling methodology set forth in the Internal Revenue Manual is statistically sound and legally defensible. Counsel, as well as the Department of Justice, will support examinations which follow the Internal Revenue Manual  guidelines and the techniques recommended in this paper.


FREQUENTLY ASKED QUESTIONS ABOUT STATISTICAL SAMPLING

1.  
How should examiners respond to taxpayers who contend that statistical sampling cannot be used in research credit cases?

Some taxpayers have argued that research-related projects are not the type of "fungible" units that are suitable for statistical sampling.  A professional statistician retained by the Service, however, has considered this argument and concluded that research projects are an appropriate sampling unit.  Furthermore, as discussed in this paper, statistical sampling can also be used on employees, contractors, and contracts. 

Taxpayers who are opposed to statistical sampling may prefer to choose a "representative" sample of projects, then have the Service agree to apply the results from the audit of the sample projects to all of the qualified research expenses at issue.  While this approach should be considered by examiners, it may not be possible to agree on a "representative" sample.  Furthermore, it may not be possible to agree on how to apply the results of the audit of the sample to all the projects at issue.  For this reason, it may be necessary to apply statistical sampling in cases where the parties cannot agree on an appropriate judgment sample or sampling methodology.    
2.  
When should statistical sampling be used in research credit cases?

(a)  
Statistical sampling should be considered when it is impractical to fully examine the reported or claimed research credit.  

The following should be considered in determining whether it would be 

impractical to fully audit the research credit:

(1) 
What types of projects are involved?  Are there many similar or related 


projects, or are there a variety of unrelated projects?  

(2) 
Are most projects large (in terms of dollars and number of years 



involved) or is the population mainly comprised of smaller projects?  

(3)
How much documentation exists on each project?  

(4) 
How long would it take to conduct interviews of key employees who worked on the projects?  Are most project managers and other key project personnel still employed by the taxpayer?  
(5) 
How many estimated audit hours would it take to review all projects?

(6) 
How much audit time can be devoted to the research credit issues?




(7) 
How many other (non-research credit) issues are under audit?

(8) 
How large is the audit team?

(b)
Statistical sampling can be used in examining: 

(1) 
Whether the research projects undertaken by the taxpayer involved "qualified research" under section 41(d).  If the taxpayer adopts project accounting, a sample of projects would be selected to determine if the projects involved "qualified research."  If the taxpayer adopts cost center accounting, then a sample of employees would be selected and the projects worked on by these employees would be evaluated to determine if they involved "qualified research."   

(2) Whether employee wages were paid for "qualified services" under section 41(b)(2)(B).  A selected sample of employees would be examined

to determine if an accurate portion of the employees' wages were paid or incurred for engaging in qualified research or for directly supporting or supervising qualified research.

(3)
Whether fees paid to contractors were "contract research expenses"

under section 41(b)(3).  A selected sample of contractors would be examined to determine if they engaged in "qualified research."  Also, a selected sample of contractor agreements would be examined to determine if the contracts comply with the requirements of sections 1.41-2(a)(3), 2(e) and 5(d) of the Regulations. 

(c)
Statistical sampling can only be used in cases involving a significant 

number of research projects, employees, or contractors.  
Generally, if a research credit case involves fewer than 50 sampling units (i.e., projects, employees, contractors and/or contracts), then traditional statistical sampling approaches may not enhance audit efficiency.  In these cases examiners may consider one of the alternative means of reducing the scope of the audit that are discussed in this paper.

In cases with greater than 50 sampling units, the exam team must consider whether it has the resources to conduct a full review of all projects.  If the total number of projects is too large to conduct a full review, then statistical sampling should be used in examining the research credit issue.          

(d)
Statistical sampling is particularly useful in the typical case involving a few large projects and many small projects.  
In many research credit cases, a significant portion of the expenses are incurred in a few large projects, with the remaining expenses allocated to many small projects.  If the agent only examines the large projects, then there is no legally sustainable basis for adjusting the small projects.  In this instance, the agent would have to allow the smaller projects, even though there is a greater likelihood of finding a basis for disallowing small projects.  This is particularly true in internal use software cases, since taxpayers have the burden of proving that they committed substantial resources to the software development.  Norwest v. Commissioner, 110 T.C. 454, 499 (1998), appeals pending sub nom., Wells Fargo & Co. v. Commissioner (8th Cir. Nos. 99-3878, 99-3883, 99-4071).   Also, taxpayers usually have more documentation relating to their largest projects, and probably have more employees available to provide information about these projects.  It is therefore particularly important to consider statistical sampling of the smaller projects.  In fact, sampling the smaller projects is the only way of ensuring a legally sustainable basis for disallowance where the agent does not review these projects in full.   
3.  
Should the examination be limited to only the largest projects?

No.  Where there are only a few large projects these projects should be examined in full and not be included as part of the statistical sample.  The statistical sampling approach should be used to resolve all but the large projects.  Taxpayers will often propose, however, that the audit strategy simply involve reviewing a few large projects (i.e., the top five).  This approach is generally unacceptable because it would result in allowing the expenses paid or incurred in the smaller projects.  Alternatively, a taxpayer may propose a review of the large projects, with the results projected to the population of smaller projects.  This approach would not, however, provide a statistically sound result since the largest projects are generally more likely to meet the requirements for qualified research, thus skewing the results in favor of allowing a larger credit than if the agent reviewed the smaller projects. 

Where a taxpayer has projects of varying sizes, the recommended approach is to conduct a statistical sample using stratification.  For example, a taxpayer's small projects (e.g., projects with up to $500,000 in research expenses) may be grouped into the same stratum, and if there are too many projects in this category to review in full, a sample of projects from this group would be reviewed, with the results projected in a statistically valid manner.  The next question examines stratification in more detail. 

4.  
How should projects be stratified in a statistical sample of a research credit case?

 
Where similar projects are divided into separate groups, this is referred to as "stratification" and each group represents a "stratum."  There are a number of ways to stratify projects in a research credit case.  For example, projects can be stratified based on the dollar amount of claimed qualified research expenses (i.e., stratify into large, medium, and small projects).  Projects can also be stratified based on the type of research project (i.e., in-house, vendor, maintenance, enhancement, internal-use, or commercial software).    

The following example illustrates how stratification has been traditionally used in  research credit cases.  Assume the taxpayer's research credit claim involves 240 internal-use software projects.  After consulting with a CAS, the examination team considers breaking out the population of projects into the following cost categories:

      Total Costs

                    Number of Projects

Over $ 10,000,000 




4

$1,000,000 - $3,000,000


          25

$   250,000 - $1,000,000


        130

Under $250,000



          81
  

TOTAL




        240





   

The projects in the over-$10 million category are much larger than the rest of the group, and since there are only 4 projects in this group, the agent should review all of these projects.  The results of this review would not be projected to the rest of the projects.  

Next, there are only 25 projects with costs ranging from $1,000,000 to $3,000,000, so statistical sampling is not a viable option for this stratum.  The examiner will therefore need to examine these 25 projects.   

The next stratum has 130 projects ranging from $250,000 to $1,000,000.  This group is large enough to sample, so the audit team could select 30 projects from this group to sample.  The results of this review would be projected to the population of 130 projects within this stratum.  

The last stratum has 81 projects under $250,000.  The examiner could also select a  sample of 30 projects from this group, the results of which would be projected to the population of 81 projects in this stratum.   

Based on this sampling approach, the examiner determines whether 240 projects involved qualified research by examining 89 projects.  

5.
What if the total number of projects is so large that even the statistical sample results in too many projects to audit effectively?
In the example above, the agent may determine that given existing audit resources, a complete review of 89 projects would be impractical.  The taxpayer may also object to a full review of 89 projects as an excessive and impractical audit.  Thus, the taxpayer may be willing to consider reasonable proposals to limit the scope of the audit.  Provided below are several ways to reduce the total number of projects selected for a full review. 
 


First, the examination team may want to consider re-stratifying the projects, since modifying the number of strata or boundaries may reduce the number of sampled projects to review.  Stratification is used to reduce the variability between the reported value of sample items.  If the variability between sampling units in a stratum is reduced the number of projects that are reviewed may also be reduced.  Grouping sampling units with similar characteristics may reduce variability.

 During the planning stage, the examiner should discuss with the CAS the maximum number of projects the team could likely review in full.  With this information, the CAS could formulate a sampling methodology to match the resources of the examination team.  The CAS is specially trained to determine the optimum sample size and boundary ranges.  In the above example, the CAS may consider modifying the middle two strata so that there is one stratum of projects with ranges between $250,000 and $750,000 and another with ranges between $750,000 and $3,000,000.  This category would have 155 projects that may be resolved based on an examination of 30 projects, 15 in each stratum.  This would serve to reduce the total number of projects to review from 89 projects to 64 projects.  Alternatively, reducing the number of reviewed projects within each stratum also reduces the number of projects to review.  However, the result may cause an increase in sampling error.
  Should the sampling error be judged unacceptably large, the sampling plan should contain an option to increase the sample size.


Although re-stratification may significantly reduce the number of projects that need to be reviewed (from 89 to 64), there may still be too many projects for the audit team to review.  If this occurs, a second approach is to engage an outside expert in the particular field of research at issue, and have the expert evaluate a smaller number of projects within the sample.  In this example, the examiner would request the assistance of a software expert from the LMSB Division's MITRE Expert Program.  The MITRE expert would select a smaller number of projects from the sample of 64 which the expert considers representative of the entire population of software development projects.  Experts are often able to select a very small number of projects as a representative sample.  For example, in Norwest, the parties selected 8 of the 67 internal use software projects at issue as a representative sample.  In light of this background, assume that the expert determines that 6 projects provide a representative sample of the total population of 64 projects.
    

Next, the expert would review the 6 projects and prepare a written report.  While the expert is evaluating these projects, the audit team should be examining whether the taxpayer's claimed costs on these 6 projects represent "qualified research expenses" under section 41(b)(1).  Specifically, were the taxpayer's in-house wages paid for "qualified services" within the meaning of section 41(b)(2)(B)?  Do the taxpayer's claimed supplies qualify under section 41(b)(2)(C)?  Do payments to contractors and vendors meet the requirements for contract research under sections 41(b)(3) and 1.41-2(e) of the Regulations?   

Assume the expert determines that 2 of the 6 projects he evaluated involve "qualified research."  I.R.C. § 41(d).  Also assume that the audit team determined that all of the claimed expenses relating to the two qualifying projects are qualified research expenses under section 41(b).  The next step would be to propose a resolution of the research credit issue based on the expert's findings.  If the taxpayer accepts the proposed resolution, then both the taxpayer and the Service have saved substantial time and resources, since the issue was resolved based on a review of only 6 projects.  

If the taxpayer does not accept the resolution based on the expert's initial findings, the audit team would have to go forward and review the remaining 58 projects in order for the sample to be statistically valid.  Sufficient audit time should be allocated for this purpose in the event the taxpayer chooses not to accept the Service's proposal for resolution.        

However, where the taxpayer rejects the offer, the taxpayer may decide not to submit any additional documentation after reading the expert's initial report, because the taxpayer disagrees with the expert's evaluation and believes that further examination would be fruitless.  In this situation, the expert should review all documentation that the Service has in its possession with respect to all 64 projects in the sample.  If the taxpayer refuses to submit additional documentation or allow additional interviews, then the expert's report on the 64 projects would be based on information the taxpayer submitted since the commencement of the audit.
  In such circumstance, the expert may disallow the remaining projects in the sample for lack of substantiation.  This disallowance would be legally sustainable and should be upheld by Appeals since the audit team reviewed all 64 projects in the sample, and thus, the sample is statistically sound.     

A third approach is to enter into a written agreement with the taxpayer to have the research credit issue resolved through an examination of an agreed representative sample.  This approach was adopted by the parties in Norwest.  In this case, the parties agreed that the Tax Court's determination of qualified research expenses in 8 sample projects would determine the amount of qualified research expenses for all of the 67 projects at issue.
  

If the taxpayer wishes to enter a written agreement with the Service binding the parties to a sampling approach, this agreement must be reviewed by Counsel to determine whether the agreement is legally enforceable and binding on the parties.  This approach provides a legally defensible determination only if the agreement between the taxpayer and the Service is legally enforceable.  See question 10 for further discussion on statistical sampling agreements.           

Another way of reducing the scope of the audit is to use the employee as the sampling unit, rather than the project.  As set forth in the next question, the examiner may be able to resolve a large research credit case by considering only the projects worked on by the employees who are in the sample population.  This could result in the resolution of a large research credit claim based on interviewing 30 company employees. As discussed in the next section, this method is not limited to cases involving taxpayers that adopt cost-center accounting.  The employee could also be effectively used as the sampling unit even where the taxpayer based its claim on project accounting records.  

Finally, in cases where the taxpayer's claim is based on research undertaken by contractors, choosing the contract as the sampling unit may be an efficient way to audit the claim.  Using the contract as a sampling unit is discussed in detail in response to question 7 below.

6. 
How can statistical sampling be used where the taxpayer accounts for its qualified research expenditures under a cost center approach and, thus, costs are not broken down by project?          

Where the taxpayer's research credit claim is computed under the cost center or departmental approach, the taxpayer usually cannot break down its costs on a project by project basis.  Instead, the taxpayer's qualified research expenses are usually based on claiming a percentage of certain departments or cost centers.  Under these circumstances, the employee should be chosen as the sampling unit, instead of the project.  The following example shows how statistical sampling is used where the employee is the sampling unit.

Assume the taxpayer utilized the cost center approach when it computed its research credit for 1992,
 and claims that 50 percent of the wages paid to Information Technology (IT) department employees are qualified research expenses.  This was based on an estimate made by the head of the IT department.  Although he cannot identify specific employees who worked on specific projects, he nevertheless believes that 50 percent is a fair estimate of the department as a whole.  This means that approximately 200 employees out of the total IT staff of 400 engaged in qualified research.  The taxpayer then determined the average salary of its IT staff and computed its qualified research expenditures by multiplying the average salary by 200.  Since the average salary was $50,000, the taxpayer claimed that it incurred $10,000,000 (200 x $50K) in qualified research expenses.  

Since the taxpayer cannot break down the $10,000,000 of IT department expenses into the projects the employees worked on, the CAS would statistically sample employees within the IT department during 1992.  Thus, 30 IT employees are chosen at random from the taxpayer's W-2 tapes.
 

Next, the examiner would request, at a minimum, the following documentation through an IDR:

(1) What project(s) did each of these 30 employees work on in 1992?

(2) What was the employee's title and job description?

(3) What are the employee's credentials (education, training, etc)?

(4) What specific activities did this individual perform on each project (i.e.,




      was the employee engaged in qualified research, or in direct                                             supervision or direct support of the research)?

(5) What did each project involve?  (i.e., ask for all documentation about           the projects listed for this employee to determine whether the project          meets the requirements for qualified research).

Once this documentation is reviewed, the examiner can determine the total number of projects these 30 employees worked on in 1992.  The examiner will likely find that many of the sampled employees worked on the same project or projects in 1992.  Assume the documentation indicates that these employees worked on a total of 50 separate projects in 1992.  

Next, the audit team would have to make a determination as to whether it can fully review 50 projects.  If not, then the approaches suggested in question 4 above should be considered.  For example, the MITRE expert could prepare an initial report based on a review of a smaller number of projects from the list of 50.  However, assume for this question that the exam team intends to fully review all 50 projects.  

The next step would be to interview each of the 30 sampled employees.  This is unnecessary if the documentation submitted by the taxpayer reveals whether the projects involved qualified research, or whether the employees provided qualified services.  Each interview would try to uncover what each project involved and the work performed by the employee on the project.  For software cases, a MITRE expert could be used in conducting these interviews.  

The interviews with each employee should also explore whether the taxpayer's estimate of the amount of qualified research expenses is reasonable.  The cost center approach is based on an estimate of expenses, so the interviews and requests for documents should focus on the key assumption underlying this estimate, i.e., that 50% of the employees in the department worked on qualified research.

Once the requested documentation is reviewed and the interviews are conducted, the examiner will determine whether any of the 50 projects meet the tests for qualified research.  If a MITRE expert is used, the expert would prepare a written report on this issue.  Assume in this example that the MITRE expert found that 25 projects out of 50 qualify for the credit.  

The examiner's next step is to determine what percentage of time these 30 employees spent on the 25 qualified projects.  Specifically, the examiner must determine whether these 30 employees were engaged in "qualified services" on any of the 25 qualifying projects in 1992.  See I.R.C. § 41(b)(2).    

Once these determinations are made with respect to each employee, the examiner can calculate the percentage of allowable expenses.  For example, assume the examiner determined that the 30 employees expended anywhere from zero to 40 percent of their total wages in 1992 performing qualified services on the 25 qualifying projects, with 10 percent as the average.  Thus, the examiner would propose to allow 10 percent of the IT department's total wages (plus the sampling error) in 1992 as qualified research expenditures, as opposed to the taxpayer's original estimate of 50 percent.  

Thus, using the employee as the sampling unit, the examiner was able to effectively audit a large research credit claim based on a review of the projects 30 employees worked on during 1992.  In fact, in large research credit cases, the preferred approach may be to use the employee as the sampling unit, even where the taxpayer can break down its costs by project.  An initial determination would have to be made by the exam team, along with the CAS, as to which sampling unit (the employee or the project) would achieve the best mix of audit efficiency and statistical accuracy.    

7. 
How can statistical sampling be used to determine whether fees paid to contractors are contract research expenses under section 41(b)(3)?   
Payments to contractors are qualified contract research expenses if the following requirements are satisfied: (1) the payments were for engaging in qualified research, or direct supervision or direct support of qualified research; (2) the payment was not contingent upon the success of the research; and (3) the taxpayer retained a right to the research results.  Treas. Reg. § 1.41-2(e).  Statistical sampling can be used to address each of these questions, and is a particularly effective audit tool in large cases involving hundreds of contracts.  The following example illustrates how sampling can be used in cases where the taxpayer is claiming that payments it made to contractors are contract research expenses:

Assume the taxpayer's research credit claim is calculated on $50,000,000 of qualified research expenses, and $40,000,000 of this amount is attributable to contract research.  The taxpayer has identified 300 contracts for which payments were made during the period in question.  The contract will serve as the sampling unit.  The CAS randomly selects 30 contracts that these contractors worked on during the period in question.  The audit team will review these 30 contracts, focusing on the legal requirements listed above.  Assume that the team develops this issue, evaluates the work performed by the contractors and determines that the contractors in 20 out of the 30 contracts engaged in qualified research.  Next, the team focuses on whether the taxpayer had a right to the research results, and whether the payments made to the contractor were contingent upon the success of the research.   Treas. Reg. § 1.41-2(e)(2); see Fairchild Industries, Inc. v. United States, 71 F.3d 868, 872 (Fed. Cir. 1995). Assume that out of the 20 contracts which involved qualified research, only 15 met these additional legal requirements for contract research.

The agent would then propose an adjustment based on the expenditures made under the qualifying contracts relative to the total amount expended on all of the contracts in the sample.  For example, if $2,000,000 is expended under the 30 contracts in the sample and it is determined that $1,000,000 was spent under the 15 qualifying contracts, then the examiner would allow 50% ($1m/$2m) (plus the sampling error) of all of the contract research expenditures.    Thus, by using statistical sampling, the team was able to arrive at an adjustment for a population of 300 contracts by a review of only 30.
  

Statistical sampling can also be used in cases where the contractor is claiming the credit for research it performed for another entity.  In this instance, the taxpayer/contractor must prove that it engaged in "qualified research" and the research was not "funded."   Treas. Reg. § 1.41-5(d); Fairchild, 71 F.3d at 868 (Fed. Cir. 1995).  To test whether the research was funded, statistical sampling can be used to determine whether, based on a sample of contracts, the contractor retained "substantial rights" in the research, and whether the payments were "contingent upon success."  Treas. Reg. § 1.41-5(d).   Sampling would be particularly effective where the contractor has many contracts with the same customer (e.g., a governmental entity), and/or the contracts are fairly uniform and are governed by the same regulatory rules (e.g., Federal Acquisition Regulations System).  

8.
How can statistical sampling be used where the research credit claim involves more than one year?  

Most research credit claims involve multiple years.  However, it is not necessary to do a separate sample for each year.  Instead, the population will consist of all projects for all years (i.e., combine all the years and treat as one claim).  Then, a sample of projects, employees or contracts (depending on the sampling unit chosen) will be selected for review.  Once the agent has reviewed the sample, the agent will arrive at an overall adjustment (for example, allowing 40 percent of the claim).  Then this adjustment would be allocated over the multiple year period to arrive at an adjustment for each year. 

There are a number of ways to make this allocation and one such method is outlined in the appendix to this paper.  The example in the appendix has been used by the Service in several cases and is based on consultations with an outside expert on statistical sampling.  For specific guidance on this or any other allocation method, contact your local CAS group.      

9.  
Can the results of a statistical sample for one year be projected back or forward to other years which were not part of the sample?

No. Taxpayer's often request that the exam team review a sample of projects from a recent year, and project the results of their findings back to an earlier year.  Taxpayers favor this approach because they have ready access to documentation relating to projects undertaken in recent years.  The taxpayer may attempt to justify this methodology by arguing that the projects in the recent years are similar to the projects in earlier years thereby providing a representative sample for resolving the claims for the earlier periods.   The exam team should not accept this audit approach for several reasons.  First, the examiner cannot readily verify whether the taxpayer's recent projects are in fact representative of the type of projects that took place in earlier years, since documentation from the earlier years probably does not exist (which is why the taxpayer wants to extrapolate).  Second, there is no statistical basis for this type of extrapolation because the older years were not part of the sample.   

In order to effectively audit earlier years (the base years for example), the exam team should conduct a separate statistical sample of these years, rather than extrapolate from the current years' findings.  

  10. 
How should examiners ensure that their sampling methodology will be upheld by Appeals and Counsel?

Appeals and Counsel will support an exam team's statistical sample if the sampling methodology is in accordance with sound statistical sampling principles, as set forth in this paper and in the Internal Revenue Manual.  Appeals and Counsel may not, however, support an adjustment that disallows a taxpayer's non-reviewed smaller projects because the examiner decided to spend the audit time reviewing only the largest projects.  In general, disallowed projects that were not reviewed would only be upheld if the disallowance was based on a statistical sample or a legally valid agreement with the taxpayer to apply the results of a limited audit to all of the credit at issue.

In addition, the examiner should attempt to secure the taxpayer's agreement on the method in which the sampling results will be allocated over a multi-year period.  In fact, it is preferable to obtain a written agreement with the taxpayer on all aspects of the statistical sample.  Currently, the Service does not have a model statistical sampling agreement.  The legality and binding effect of any such agreement would have to be determined by Counsel on a case-by-case basis.  However, the agent may consider using a closing agreement under section 7121 to bind the parties to the sampling methodology.  Specifically, an Accelerated Issue Resolution (AIR) agreement (a form of closing agreement) could be utilized in agreeing in advance to the sampling methodology.  See Rev. Proc. 94-67.  

APPENDIX

Multi-Year Allocation Example

As discussed in question 7, the following is an example of how to allocate a proposed adjustment over multiple years where the taxpayer's research credit claim involves more than one year.  Assume that the taxpayer claimed the credit for the three year period from 1990 through 1992 and that the exam team divided the projects into 3 strata.  The five basic steps followed in the example on the next page are: 

(1) Within each stratum, find the total adjustment that is associated with each 


of the 3 years.  This produces 9 amounts.  


(2) 
Multiply each of these 9 amounts by the ratio of its stratum size (number of population projects in that stratum) to the sample size within that stratum.  Note for stratum 3 (the 100% stratum), this ratio is 1.


(3) 
Add together the 3 numbers corresponding to each year.  This produces three amounts; one for each year.   


(4) 
Divide each of these 3 amounts (the year totals) by the grand total for the 3 years.


(5) 
Multiply each of the resulting ratios by the lower bound to obtain the allocation of the total adjustment to each year.     

This method makes the best use of the sampling data and results in a reasonable allocation.  For specific questions about this method, or other ways of making the allocation, contact your local CAS group.     

Stratum 
Year
Adjustment (a) 
Stratum Size (b) 
Sample Size (c) 
Ratio (b/c)
Result (a x d)

1
1990
10,000
600
30
20
200,000

2
1990
5,000
300
30
10
50,000

3
1990
100,000
50
50
1
100,000






Year 1 Total = 
350,000

Stratum







1
1991
20,000
1,200
30
40
800,000

2
1991
10,000
600
30
20
200,000

3
1991
125,000
50
50
1
125,000






Year 2 Total = 
1,125,000

Stratum







1
1992
50,000
900
30
30
1,500,000

2
1992
20,000
450
30
15
300,000

3
1992
225,000
50
50
1
225,000






Year 3 Total = 
2,025,000














Grand Total =
3,500,000










Year
Adjustment
Ratio

Lower Bound


Allocation to each  year


1990
350,000
10% 
3,000,000
     =
300,000


1991
1,125,000
32.14% 
3,000,000
     = 
964,200


1992
2,025,000
57.86%
3,000,000
     = 
1,735,800


Totals
3,500,000
100%


3,000,000

Appendix C.  Potential/Emerging Issues

The Research Credit Technical Advisor team has identified the following recurring issues in research credit audits.  We recommend that you seek the assistance of a member of the Research Credit Technical Advisor team if these issues arise. 

A.  SUPPLIES
There has been a trend to include a myriad of costs in the research credit computation by claiming such costs are supply QREs.  We recommend that examiners focus their resources on identifying costs claimed as supply QREs that do not meet the statutory and regulatory definitions.  For example: 

"Prototype” expenditures
Examiners should carefully scrutinize "prototype" expenditures to determine whether the "prototype" and/or its subcomponents are property of a character subject to an allowance for depreciation.  See Treas. Reg. § 1.174-2.  Note that the word prototype does not appear in the relevant provisions of either the Internal Revenue Code or the Treasury Regulations; thus, using this label is not controlling.  

Overhead Allocation to “Self-Constructed Supplies” 

Taxpayers who manufacture their own supplies used in qualified research activities often attempt to claim indirect costs of these supplies as QREs (i.e., depreciation allowances, T&E, G&A).  Since these costs are not defined as QREs in section 41(b), a taxpayer can not claim them as QREs. 

Extraordinary Utilities 

As a general rule utilities are not QREs.  Treas. Reg. § 1.41-2(b)(2)(i).  However, a taxpayer may claim extraordinary utilities as QREs.  The Taxpayer must establish the extraordinary nature of the utility expense.  Treas. Reg. § 1.41-2(b)(2)(ii).  Merely comparing the square footage electricity use in an administrative building with a research facility is insufficient.   
B.  COMPUTATION ISSUES
The Research Credit Computation after an Acquisition or Disposition 

Section 41(f)(3) provides rules for computing the research credit after the acquisition or disposition of a trade or business.  Although the Service has yet to issue regulations on the application of this section, the RCTA has found that many taxpayers fail to apply the plain language of section 41(f)(3).  The RCTA strongly recommends that examination teams seek their assistance, in conjunction with ISP Counsel, on the application of section 41(f)(3).

Consistency
Section 41(c)(5)(A) requires that a taxpayer establish consistency between the QREs claimed in the current year(s) and  the QREs it paid or incurred during its base years (December 31, 1983 through January 1, 1989).  We recommend the examiner address this issue with the taxpayer upon commencement of the audit.  See I.R.C. § 41(c)(3)(C).

The Single Taxpayer
Section 41(f)(1)(A)(i) provides that all members of the same controlled group of corporations shall be treated as a single taxpayer.  Likewise, all trades or businesses (whether or not incorporated) which are under common control shall be treated as a single taxpayer.  Examiners should verify that the taxpayer has included all related entities in its research credit computation. 

C.  OTHER ISSUES
Substantiation
Proposed Treasury Regulation section 1.41-4(d) provides that the rules generally applicable under section 6001 provide sufficient detail about required documentary substantiation for purposes of the research credit.  Examiners should insure that taxpayers adequately substantiate there claims.  We strongly suggest that you address substantiation and recordkeeping issues with the taxpayer upon commencement of the audit.

Contract Research Expenses (Section 41(b)(3)) 

Examiners should focus on the requirements of Treasury Regulation section 1.41-2(e)(2).  The RCTA recommends that examiners obtain all relevant contracts and seek assistance of local counsel in analyzing the relevant provisions.

Appendix D.  Coordinated Issue Papers

1. Wages of Technical Writers
2. Qualifying Wages under Section 41 – Contributions to a deferred compensation plan under I.R.C. § 401(k)

3. Internal Use Software
Revised -- July 31, 1992

COORDINATED ISSUE

DATA PROCESSING INDUSTRY

WAGES OF TECHNICAL WRITERS AND THE R & E CREDIT

ISSUE

Whether the wages paid to technical writers, editors, illustrators and others who assist in the preparation of user manuals (hereinafter referred to as writers) constitute a "qualified research expense" for purposes of computing the research credit under section 41.

CONCLUSION

Wages paid to writers who assist in the preparation of user manuals do not constitute a "qualified research expense" for purposes of computing the research credit under section 41.

FACTS

Taxpayers in the data processing industry employ writers to prepare and update documents that are used by the sales division to explain to its customers, and other interested parties, how to operate the equipment and software they sell or lease. The writers are expected to prepare clear, accurate, well organized documentation in accordance with department standards on products developed by the company. The ultimate goal of this documentation is to produce a user manual to be associated with the product to instruct the customer, or other interested parties, in the operation of the product. Examples of tasks performed by these individuals in accordance with their job descriptions are:

1. interviewing engineers to obtain information about projects;

2. developing outlines in accordance with department standards;

3. helping plan revisions of existing documents;

4. making revisions according to plans;

5. defining the appropriate audience, and targeting documentation to that audience;

6. providing preliminary versions of artwork;

7. working with the editorial and production staffs;

8. working with the other writers to establish the scope of and the schedules for projects;

9. maintaining familiarity with and using hardware, software and human resources in the department;

10. assisting other writers as requested by the lead writer;

11. assisting in the training of new hires;

12. interviewing job candidates; and

13. 
participating in setting department standards and procedures.

LAW AND ANALYSIS

The Economic Recovery Tax Act of 1981 provided a tax credit for certain categories of "in-house research expenses" paid or incurred by a taxpayer in the process of conducting "qualified research." The credit provisions first appeared as section 44F.

The Deficit Reduction Act of 1984 redesignated section 44F as section 30. The Tax

Reform Act of 1986 amended the research credit provisions and redesignated section 30 as section 41.

For purposes of the credit "qualified research" for taxable years beginning before January 1, 1986, with some exceptions, has the same meaning as the term "research or experimental" has under section 174. The term research or experimental expenditures as used in section 174 means expenditures incurred in connection with the taxpayer's trade or business which represent research and development costs in the experimental or laboratory sense. The term includes generally all such experimental or laboratory costs incident to the development or improvement of an experimental or pilot model, a plant process, a product, a formula, an invention, or similar property.

For taxable years beginning after December 31, 1985, "qualified research" means research activities undertaken for the purpose of discovering information that is technological in nature and intended to be useful in the development of a new or improved business component of the taxpayer. See Section 41(d). According to the

Conference Committee Report for the Tax Reform Act of 1986, activities are technological in nature if they fundamentally rely on principals of the physical or biological sciences, engineering or computer science.

Section 41(b)(1) provides that qualified research expenses include "in-house research expenses" and "contract research expenses." Generally, in-house research expenses include only wages paid or incurred to an employee for "qualified services," and amounts paid for supplies used in the conduct of qualified research. "Qualified services" include the actual conduct of qualified research and direct supervision or direct support of research activities which constitute qualified research.

Treas. Reg. § 1.41-2(c)(1) states that "engaging in qualified research" means the actual conduct of qualified research (as in the case of a scientist conducting laboratory experiments). Section 1.41-2(c)(2) provides that for "direct supervision" to constitute qualified services it must be immediate supervision of qualified research (as in the case of a research scientist who directly supervises laboratory experiments, but who does not actually perform experiments). Section 1.41-2(c)(3) provides that "direct support" of qualified research means services in direct support of persons engaging in the actual conduct of qualified research or support of persons who are directly supervising persons engaging in the actual conduct of qualified research.

A writer is the key link between the engineers who design, develop and build a product and the marketing people who are responsible for distributing and selling the finished product. It is the writer who interviews the engineers to understand the concept of the product and prepares the manuals and other documentation that are necessary to market the product. Writers are not responsible for developing a new product, service, process, or technique. In fact, for the most part, the research or experimental work related to taxpayer's products has been completed before the wage expense of the writers related to the preparation of manuals has been incurred. In short, writers do not discover technological information. They restate previously discovered technological information and incorporate this developed information into a product that is accessible to the lay user.

None of the tasks provided in the job descriptions of the writers related to the preparation of manuals is a task that would qualify as qualified research under section 1.41-2(c). The manuals prepared by the writers do not require the application of any natural, physical, or laboratory sciences. Their work does not result in any technological breakthrough. The writers' jobs do not give the writers any supervisory authority over the engineers, etc., engaged in qualified research. Therefore, the writers' services do not constitute direct supervision. Because the writers do not assist the engineers, etc., in their research activities, they are not considered to be directly supporting those employees engaged in qualified research.

The primary function of the writer is to assist in the preparing of manuals explaining the operation of various hardware and software products. These manuals are not used in the conduct of qualified research, but are used in marketing the products, and are enclosed with the finished product for use by customers. Because the services performed by writers do not constitute qualified services within the meaning of section 41(b)(2)(B), the wages paid to them do not qualify as qualified research expenses.

Revision Date: February 16, 1999

COORDINATED ISSUE

ALL INDUSTRIES

QUALIFYING WAGES UNDER SECTION 41 IN DETERMINING THE TAX

CREDIT FOR INCREASING RESEARCH ACTIVITIES

UIL 41.51-05

ISSUE

Whether contributions to a deferred compensation plan arrangement under I.R.C. § 401(k) on behalf of an employee who engages in qualified research are qualified research expenses under I.R.C. § 41(b).

CONCLUSION

No. The tax credit for increasing research activities under I.R.C. § 41 is calculated on the increase in the taxpayer's "qualified research expenses", which includes wages paid or incurred to an employee for providing qualified services. In defining qualified research expenses to include wages for qualified services, I.R.C. § 41(b)(2)(D)(i) specifies that the "term wages has the meaning given such term under I.R.C. §3401(a)." The term wages, as defined under I.R.C. § 3401(a), specifically excludes employee and employer contributions to tax-qualified trusts. Accordingly, since these contributions to tax-qualified trusts do not constitute "wages", these payments are not qualified research expenses and cannot be used in calculating the tax credit under Section 41.

FACTS

The Taxpayer develops, manufactures, and sells computer equipment. The employees working in the Taxpayer's Research Department engage in research that would constitute "qualified research" under I.R.C. § 41(d).

To provide for its employees' retirement, the Taxpayer maintains a qualified deferred compensation plan (the "Plan") under I.R.C. § 401. The Plan incorporates a trust satisfying the requirements of I.R.C. § 401(a), making it tax-exempt under I.R.C. § 501(a). The Plan also includes a qualified cash or deferred compensation arrangement meeting the requirements of I.R.C. § 401(k). Under the Plan's deferred compensation arrangement, eligible employees may elect to receive cash or have the Taxpayer contribute up to 10 percent of their compensation to the Plan's trust ("elective contributions"). Certain eligible employees elected to defer their compensation and make elective contributions. The Plan also permits the Taxpayer to contribute an amount for each employee in addition to the employees' elective contributions. Consequently, the Taxpayer contributes an additional amount for each dollar deferred by its employees ("matching contributions").

In computing the credit for increasing research under I.R.C. § 41(a), the Taxpayer treats both the elective contributions and the matching contributions as qualified research expenses.

LAW AND ANALYSIS

A credit against tax for increasing research activities is provided under I.R.C. § 41(a).

This incremental credit equals the sum of 20 percent of the excess of the taxpayer's "qualified research expenses" for the taxable year over a base amount plus 20 percent of the taxpayer's basic research payments.
   I.R.C. § 41(a). The term "qualified research expenses" is generally defined as the sum of both the taxpayer's "in-house research expenses" and contract research expenses that are paid or incurred during the taxable year in carrying on the taxpayer's business. I.R.C. § 41(b). "In-house research expenses" include "any wages paid or incurred to an employee for qualified services performed by such employee."
   I.R.C. § 41(b)(2)(A)(i). The term "wages" under I.R.C. § 41 "has the meaning given such term by section 3401(a)." I.R.C. §41(b)(2)(D)(i). Accordingly, the critical issue is whether the elective or matching contributions to the Plan constitute "wages" under I.R.C. § 3401(a). Unless these contributions constitute wages, they are not qualified research expenses and cannot be used in determining the tax credit under I.R.C. § 41.

The term "wages" is defined under I.R.C. § 3401(a) for purposes of Chapter 24, concerning the collection of income tax at the source of wages. "Wages" generally includes all remuneration for services performed by an employee for his employer, including the cash value of all remuneration not paid in cash. I.R.C. § 3401(a). Specifically excluded from the definition of "wages", however, are payments made on behalf of an employee to a trust under I.R.C. § 401(a), which is tax-exempt under

I.R.C. § 501(a), at the time the payments are made. I.R.C. § 3401(a)(12)(A). A qualified cash or deferred arrangement is defined by I.R.C. § 401(k)(2)(A), in part, as an arrangement under which a covered employee may elect to have the employer make payments as contributions to a trust under the plan on behalf of the employee.  Similarly, I.R.C. § 401(m)(4) defines a matching contribution as any employer contribution made to a defined contribution plan on behalf of an employee on account of an employee’s elective deferral. Thus, the employees’ elective contribution and the Taxpayer’s matching contributions are payments made on behalf of an employee to a qualified trust and do not constitute wages under I.R.C. § 3401(a). Because these contributions do not constitute wages under I.R.C. § 3401(a), the contributions do not qualify as “qualified research expenses” for the purposes of determining the credit for increasing research activities.

Effective Date:  August  26, 1999

COORDINATED ISSUE 

ALL INDUSTRIES

RESEARCH TAX CREDIT -  INTERNAL USE SOFTWARE

UIL 41.51-10
ISSUE
Are X's activities related to the installation, customization, enhancement and maintenance of a vendor-supplied software package excluded from the definition of “qualified research” within the meaning of § 41(d)(1)
 of the Internal Revenue Code because they fail to satisfy the three-part exception to the exclusion for internal use software contained in the Conference Report to the Tax Reform Act of 1986 (the 1986 Act)?

CONCLUSION
X's activities related to the installation, customization, enhancement and maintenance of a vendor-supplied software package may satisfy the three-part test for qualified research under § 41(d)(1).  X’s activities, however, do not satisfy the three-part exception to the exclusion for internal use software contained in the Conference Report to the 1986 Act and thus, are excluded from the definition of qualified research under § 41(d)(4)(E).

FACTS
X is a domestic, multi-regional corporation with net assets of $50,000,000.  X currently has 5,000 employees, including numerous computer professionals.

In 1989, X decided to upgrade a number of its administrative functions with the goal of increasing corporate efficiency and reducing costs.  X canvassed several software development companies in search of an administrative software package that would best satisfy X’s needs.  After considering various software packages,  X purchased from Y corporation an on-line system that a number of X’s competitors used.  The on-line system X purchased included an extensive list of standard features and provided the basic functionality that X needed.

X installed the Y software package in 1990.  X continued to work on the Y system from 1990 through 1995.  During this time, X’s work consisted of 40 projects which were generally aimed at maintaining and customizing the Y system.  These activities included:

(1)
 Installing the Y system;

(2)
Writing interface modules to connect the Y software with other software at X;

(3)
 Converting data when X acquired a new subsidiary;

(4)
 Updating the Y system for regulatory changes;

(5) 
Installing new releases of the Y software;

(6)
 Testing to identify and correct bugs in the Y software to ensure that it performed in accordance with specifications;

(7) 
“Retrofitting” with existing code new vendor code contained in new releases of the Y software; and

(8)
 Customizing the Y software to meet specific needs of X, which included modifying and/or adding screens and reports.

In order to complete the activities listed above, X spent approximately $75,000 per year during the period 1990 through 1995, for a total of $450,000.  X claimed the research credit for the period 1990 through 1995 for the wages of its computer programmers and analysts working on the Y system during this time.  

The Y system reduced overall processing costs at X from $5.00 per account per month to $1.00 per account per month.  X represents that it was uncertain as to whether it could effectively install, maintain and enhance the Y system so that it would meet X’s needs and expectations.  Specifically, X was uncertain as to (1) whether its programmers could complete the tasks described above within the time and resource constraints that X imposed; (2) whether X’s programmers and analysts had the requisite ability to perform the software development tasks described above; and (3) whether the programming tasks could be completed in X's computing environment (i.e., system architecture).

LAW
The research credit was originally enacted by the Economic Recovery Tax Act of 1981 (the 1981 Act) to provide an incentive to taxpayers to conduct certain types of product development research activities and certain basic research.  The definition of the term “qualified research” was amended by the 1986 Act.  Prior to amendment, the term qualified research had the same meaning as the term “research or experimental” under § 174.  The legislative history to the 1986 Act indicates that Congress believed that taxpayers had applied the 1981 Act definition too broadly with some taxpayers claiming the credit for virtually any expense relating to product development.  Further, Congress concluded that it was appropriate and desirable for the statutory research credit provisions to include an express definition of the term “qualified research.”  In  1986, Congress narrowed the scope of the credit to technological advances in products and processes, and revised and limited the definition of the term “qualified research” by establishing additional qualifying requirements and adding several excluded activities.  S. Rep. No. 99-313, at 694-95 (1986); H.R. Rep. No. 99-426, at 178 (1985).

Section 41 allows taxpayers a credit against tax for increasing research activities.  Generally, the credit is an incremental credit equal to the sum of 20 percent of the excess (if any) of the taxpayer's “qualified research expenses”  for the taxable year over the base amount, and 20 percent of the taxpayer's basic research payments.  Under §41(c)(4), however, taxpayers may elect to use the alternative incremental research credit. 

Section 41(b)(1) provides that the term “qualified research expenses” means the sum of the following amounts which are paid or incurred by the taxpayer during the taxable year in carrying on any trade or business of the taxpayer:  (A) in-house research expenses, and (B) contract research expenses.

Section 41(d)(1) provides that the term “qualified research” means research--

(A)
 with respect to which expenditures may be treated as expenses under § 174, 

(B)
that is undertaken for the purpose of discovering information (i) that is technological in nature, and (ii) the application of which is intended to be useful in the development of a new or improved business component of the taxpayer, and

(C) 
substantially all of the activities of which constitute elements of a process of experimentation for a purpose described in § 41(d)(3).

Such term does not include any activity described in § 41(d)(4).

Section 41(d)(2)(A) provides that the tests for qualified research in § 41(d)(1) are to be applied separately with respect to each business component of the taxpayer.  Section 41(d)(2)(B) provides that the term “business component” means any product, process, computer software, technique, formula, or invention that is to be (i) held for sale, lease, or license, or (ii) used by the taxpayer in a trade or business of the taxpayer. 

Section 41(d)(3)(A) provides that, for purposes of § 41(d)(1)(C), research is to be treated as conducted for a qualified purpose if it relates to (i) a new or improved function, (ii) performance, or (iii) reliability or quality.  Section 41(d)(3)(B) provides that research is not to be treated as conducted for a qualified purpose if it relates to style, taste, cosmetic, or seasonal design factors. 

Section 41(d)(4) provides that the term “qualified research” does not include any of the following: research after commercial production; adaptation of an existing business component; duplication of an existing business component; surveys, studies, etc.; research with respect to certain computer software; foreign research; research in the social sciences, etc.; and funded research.

Section 41(d)(4)(E) provides that, except to the extent provided in regulations, qualified research does not include any research with respect to computer software that is developed by (or for the benefit of) the taxpayer primarily for internal use by the taxpayer, other than for use in (i) an activity which constitutes qualified research (determined with regard to this subparagraph), or (ii) a production process with respect to which the requirements of § 41(d)(1) are met.

The legislative history to the 1986 Act indicates that Congress intended to limit the credit for the costs of developing internal-use software to software meeting a high threshold of innovation.  The Conference Report provides:

Under a specific rule in the conference agreement, research with respect to computer software that is developed by or for the benefit of the taxpayer primarily for the taxpayer's own internal use is eligible for the credit only if the software is used in (1) qualified research (other than the development of the internal-use software itself) undertaken by the taxpayer, or (2) a production process that meets the requirements for the credit (e.g., where the taxpayer is developing robotics and software for the robotics for use in operating a manufacturing process, and the taxpayer's research costs of developing the robotics are eligible for the credit).  Any other research activities with respect to internal‑use software are ineligible for the credit except to the extent provided in Treasury regulations.  Accordingly, the costs of developing software are not eligible for the credit where the software is used internally, for example, in general and administrative functions (such as payroll, bookkeeping, or personnel management) or in providing noncomputer services (such as accounting, consulting, or banking services),  except to the extent permitted by Treasury regulations. 

The conferees intend that these regulations will make the costs of new or improved internal‑use software eligible for the credit only if the taxpayer can establish, in addition to satisfying the general requirements for credit eligibility, (1) that the software is innovative (as where the software results in a reduction in cost, or improvement in speed, that is substantial and economically significant); (2) that the software development involves significant economic risk (as where the taxpayer commits substantial resources to the development and also there is substantial uncertainty, because of technical risk, that such resources would be recovered within a reasonable period); and (3) that the software is not commercially available for use by the taxpayer (as where the software cannot be purchased, leased, or licensed and used for the intended purpose without modifications that would satisfy the first two requirements just stated).  The conferees intend that these regulations are to apply as of the effective date of the new specific rule relating to internal‑use software; i.e., internal‑use computer software costs that qualify under the three‑part test set forth in this paragraph are eligible for the research credit even if incurred prior to issuance of such final regulations. 

The specific rule in the conference agreement relating to internal‑use computer software is not intended to apply to the development costs of a new or improved package of software and hardware developed together by the taxpayer as a single product, of which the software is an integral part, that is used directly by the taxpayer in providing technological services in its trade or business to customers.  For example, the specific rule would not apply where a taxpayer develops together a new or improved high technology medical or industrial instrument containing software that processes and displays data received by the instrument, or where a telecommunications company develops a package of new or improved switching equipment plus software to operate the switches.  In these cases, eligibility for the incremental research tax credit is to be determined by examining the combined hardware‑software product as a single product, and thus the specific rule applicable to internal‑use computer software would not apply to the combined hardware‑software product. 

H.R. Conf. Rep. No. 99-841, at II‑73-74 (1986).  See Norwest v. Commissioner, 110 T.C. 454 (1998).

Under the rule in the Conference Report, Congress did not intend that the three-part test in the legislative history would apply in lieu of the general requirements for credit eligibility but, rather, intended that the general requirements for credit eligibility of § 41(d) also would have to be satisfied.  See H.R. Conf. Rep. No. 99-841, at II-73.  Thus, the exclusion for internal use software and the exception to the exclusion for internal use software operate to allow the otherwise qualified costs of developing internal use software to be eligible for the research credit only if the software meets a high threshold of innovation.  tc "Report of the Committee on Ways and Means on H.R. 383" \f o"

tc "Report of the Committee on Finance to Accompany H.R. " \f o"See Norwest Corp. v. Commissioner, 110 T.C. 454 (1998); United Stationers, Inc. v. United States, 982 F. Supp. 1279 (N.D. Ill. 1997), aff’d, 163 F.3d 440 (7th Cir. 1998), cert. denied, 119 S. Ct. 2369 (1999).

The Conference Report also provides that Congress intended regulations incorporating the three-part test in the legislative history as an exception to the exclusion for internal use software from the definition of qualified research under § 41(d)(4)(E) would be effective on the same date § 41(d)(4)(E) became effective.  See H.R. Conf. Rep. No. 99-841, at II-73-74 (1986) and Notice 87-12, 1987-1 C.B. 432.

On January 2, 1997, the Service published in the Federal Register (62 Fed. Reg. 81) proposed regulations under § 41 describing when computer software that is developed by (or for the benefit of) a taxpayer primarily for the taxpayer's internal use can qualify for the credit for increasing research activities.  The proposed regulations follow the legislative history to the 1986 Act and adopt the tests contained in the Conference Report to the 1986 Act.  H.R. Conf. Rep. No. 99-841, at II‑73 (1986).

ANALYSIS
In order to qualify for the research credit under § 41, X must establish that its research activities related to the installation, customization, enhancement and maintenance of a vendor-supplied software package satisfy the definition of qualified research under § 41(d)(1) and that those activities satisfy the three-part exception to the exclusion for internal use software contained in the Conference Report to the 1986 Act, and are not otherwise excluded under § 41(d)(4).  Assuming that X's research activities satisfy the requirements for qualified research under § 41(d)(1), X next must establish that those activities satisfy a higher threshold of innovation by showing that:


A.
The software is innovative (the “innovativeness test”);

B.  
The software development involves significant economic risk (the “significant economic risk test”); and

C. 
 The software is not commercially available for use by the taxpayer (the “commercial availability test”).

Because this coordinated issue paper addresses only the three-part exception to the exclusion for internal use software contained in the Conference Report to the 1986 Act and does not address the three-part test for qualified research under § 41(d)(1), an assumption is made, solely for purposes of this paper, that the activities satisfy the underlying requirements for qualified research in § 41(d)(1).  The Service believes, however, that some, if not all, of the activities would fail to satisfy the underlying requirements for qualified research at § 41(d)(1).  See Norwest v. Commissioner, 110 T.C. 454 (1998).  For a discussion of the three-part test for qualified research, please refer to the coordinated issue paper for qualified research.

Before applying the three-part test for internal use software contained in the Conference Report to the 1986 Act, however, it is necessary to determine if the software at issue is "computer software that is developed by or for the benefit of the taxpayer primarily for the taxpayer's own internal use.”  Under the rule in the Conference Report, internal use software includes software that is used internally for general and administrative functions (such as payroll, bookkeeping, or personnel management) or in providing noncomputer services (such as accounting, consulting, or banking services) except to the extent permitted by Treasury regulations.”  H.R. Conf. Rep. No. 99-841, at II‑73 (1986).  See Norwest v. Commissioner, 110 T.C. 454 (1998).  Thus, software developed primarily for the taxpayer's internal use is treated as “internal use software” even if the taxpayer intends to, or subsequently does, sell, lease, or license the software.   See United Stationers v. United States, 163 F.3d at 447 (suggesting a “totality of the circumstances” standard for determining whether software projects are primarily for internal use).

Under the present facts, X acquired the Y software package for the purpose of increasing corporate efficiency and reducing costs.  The Y package was an on-line administrative software package that included an extensive list of standard features and provided the basic functionality that X needed.  From 1990 through 1995, X undertook 40 projects which were aimed at generally maintaining and customizing the Y system.  Considering the “totality of the circumstances,” the description of the various projects indicates that the Y software package was developed for use within the confines of X’s business.  Even if the Y package provided services that had a direct impact upon customers, suppliers, and other third parties outside of X, X’s software development activities related to the Y software package nevertheless remain within the scope of the internal use software exclusion.  See United Stationers, 163 F.3d 440 (7th Cir. 1998), aff’g 982 F. Supp. 1279 (N.D. Ill. 1997).  Therefore, X’s 40 projects related to the installation, customization, enhancement and maintenance of the Y software package are subject to the exclusion for internal use software contained in § 41(d)(4)(E).

A.
The “Innovativeness Test”
In order to satisfy the “innovativeness test,” X must show that it attempted to develop software that is innovative (as where the software results in a reduction in cost, or improvement in speed, that is substantial and economically significant).  In addressing the “innovativeness test,” the Tax Court in Norwest determined that “the extent of the improvements required by Congress with respect to internal use software is much greater than that required in other fields.”  Comparing the “innovativeness test” to the “business component test” under § 41(d)(1),  the Tax Court noted that the “business component test” requires only a new or improved function, whereas the “innovativeness test” requires change that is substantial and economically significant (emphasis added).  110 T.C. at 499.  This is consistent with the “high threshold of innovation” for internal use software that Congress specified in the legislative history.  H.R. Rep. No. 99-426, at 178 (1985)tc "Report of the Committee on Ways and Means on H.R. 383" \f o"; S. Rep. No. 99-313, at 694‑95 (1986)tc "Report of the Committee on Finance to Accompany H.R. " \f o".

The requirement that the reduction in cost or improvement in speed must be substantial focuses on the quantity of cost savings or the magnitude of the improvement in speed that is attributable to the internal use software (and not the hardware).  There is, however, no bright line test for applying this requirement. 

Under the present facts, X claims that the software it developed resulted in substantial cost savings because the Y system reduced monthly processing costs by 80 percent (i.e., processing costs went from $5.00 per account per month to $1.00).  While a bright-line test for substantial cost savings does not exist, X’s reduction in monthly processing costs appears to be a substantial cost savings.  Thus, X has satisfied this aspect of the “innovativeness test.”

In addition, X must show that its development of the Y system resulted in cost savings or improvements in speed that were not only substantial but also economically significant.  In general, this can be shown if the development of the software results in a competitive advantage where the software provides cost savings and improvements in speed relative to software performing similar functions elsewhere in the industry.  See Norwest, 110 T.C. at 516.  For instance, a company may implement a software package that is widely-used in the industry and may, as a result, enjoy substantial cost savings or improvements in transaction processing speed.  Under certain circumstances, however, implementing a software package to reduce costs may not necessarily be economically significant because the company may be simply reducing a competitive disadvantage resulting from its current use of substandard software.  Further, any perceived cost savings or improvement in speed could be attributed solely to the core package acquired from the vendor and not to any functional improvements that X may have made.

X has not shown that the Y system resulted in any significant competitive benefits.  Rather, X was attempting simply to mitigate a competitive disadvantage arising from the fact that many of X’s competitors had already successfully implemented the Y system as of 1990.  Although X may have realized substantial cost savings by reducing processing costs and extending the life of the Y system through the end of 1995, this did not provide X with a competitive advantage.  See Norwest, 110 T.C. at 527 (finding that extending the life of an outdated system is the sort of nonqualifying activity Congress had in mind when it sought to narrow the definition of qualified research).  Accordingly, X  has failed to establish that the software it developed provided economically significant reductions in cost or improvements in speed.

Although X is unable to show that its development of the Y system resulted in an economically significant reduction in cost or improvement in speed, X may still satisfy the “innovativeness test” if it can show that its development of the Y system is, in fact, innovative (that is, novel or unique).  In light of the “high threshold of innovation” required for internal use software, X’s activities related to the development of the Y system must be more innovative than activities that would merely satisfy the requirements for qualified research under § 41(d)(1).  The facts suggest that there was nothing strikingly different, unusual, new or unique about X’s software development.

In summary, although X's modification of the Y system resulted in substantial cost savings, these cost savings were not economically significant because X’s modification of the Y system did not result in any significant competitive benefits or provide X with a competitive advantage.   Rather, X has merely shown that the Y system introduced to X a functionality that, while new to X, was not new to the industry.  Thus, X’s activities related to the modification of the Y system are not the type of exceptional software development activities that could be regarded as innovative.  Accordingly, X's activities do not meet the “innovativeness test.”

B.
The “Significant Economic Risk Test”
In order to satisfy the “significant economic risk test,” X must show that its software development activities involved significant economic risk (as where the taxpayer commits substantial resources to the development and there is a substantial uncertainty, because of technical risk, that such resources would be recovered within a reasonable period).  Comparing the “significant economic risk test” to the “process of experimentation test” under § 41(d)(1), the Tax Court in Norwest noted that the “process of experimentation test” requires only uncertainty, whereas the “significant economic risk test” requires substantial uncertainty and thus, a higher threshold of technological advancement in the development of internal use software than in other fields.  110 T.C. at 500.

In determining if X committed substantial resources to the development of the Y system, all facts and circumstances are considered, including but not limited to the following:

(1)
 The amount X spent on the Y software projects as compared to X's net assets;

(2) 
The number of hours X's computer programmers spent on the Y software projects as compared to the number of hours X's computer programmers spent on overall software development per year;

(3) 
The amount X paid or budgeted for the Y software project as compared to X's total annual information technology (IT) budget; 

(4) 
The amount X paid or budgeted for the Y software project as compared to the amount  X paid or budgeted for all of its research projects during the same period; and

(5) 
The level of management approval, if any, X required under its budgetary procedures before it committed funds to a software project to the extent that the approval process defines X’s own assessment of what X considers to be a substantial commitment of resources.

In analyzing whether X committed substantial resources to the development of the Y system, X must show that its installation, maintenance and customization activities on the Y system for the period 1990 through 1995 represented a single research activity (or, business component), to the extent all 40 projects relative to the Y system were interrelated.  Assuming it is one research activity, the combined cost of X's efforts on the Y system during 1990 through 1995 must be examined to determine if X committed substantial resources to this software development activity.  

There is no bright-line test for determining if substantial resources have been committed to developing software.  Under these facts, X, a company with $50 million in net assets, committed $75,000 a year for six years for a total economic outlay of $450,000 for the development of the Y system.  X’s expenditures on the Y system represents less than 1 percent of X’s net assets.  Accordingly, it does not appear that the taxpayer committed substantial resources to the development of the Y system. 

In order to satisfy the “significant economic risk test,” X must also show that there was  substantial uncertainty, because of technical risk, that the resources X expended would be recovered within a reasonable period.  Substantial uncertainty for purposes of the “substantial economic risk test” is caused by technical risk, not business risk.  Further, whether or not X can complete its development activities within certain business-related constraints (that is, on time and within budget) is a business risk, not a technical risk.  

Technical risk arises when the solution, or method of arriving at the solution, is not readily apparent to skilled and experienced programmers after they have analyzed the problem using known software development techniques and parameters.  X is expected to possess information that is common knowledge, at the time of the development activity, to professional software developers familiar with the area of technology in question.  The fact that X may not have a sufficiently qualified staff to complete the programming effort does not give rise to technical risk.  To the extent that technical risk is evaluated objectively, the critical issue is therefore whether skilled and experienced programmers in the field of computer science can complete the programming task.

Technical risk also arises when there is some question as to whether the software can be developed, and not whether the software will produce the desired efficiency.  See United Stationers, 163 F.3d at 446, 448.  For example, a software system’s design may be premised upon the assumption that orders will be filled in the same order that they are received.  The possibility that this may not be the best way to satisfy customer demand is a business risk.  Conversely, the possibility that reasonably competent software developers cannot build a system that fills orders in the order they are received is a technical risk. 

The following factors are some of the factors that may be relevant for purposes of determining if technical risk is the cause of substantial uncertainty that a company’s commitment of resources to the development of a software system will not be recovered within a reasonable period:

(1) 
What was the size and complexity of the programming task and the project as a whole;

(2) 
Did the programming task use existing technologies and known programming methods;

(3) 
Had similar programming tasks been completed before;

(4) 
Did the software system provide functionality not offered in any other software;

(5) 
Did the company attempt to employ existing technology in a new and dynamic way; 

(6)
 Was the programming task successfully completed;

(7) If the project failed, was abandoned, or was significantly delayed, did technical risks, as opposed to business-related risks, contributed to this outcome; and

(8) 
Did the company consider and account for technical risk in deciding to fund the software system development activities, and in monitoring the progress of the development activities.

In applying the above factors to the present facts, X's development efforts do not appear to satisfy the “significant economic risk test.”  Specifically, X was uncertain if X’s own programmers could complete the Y development project within the time and resource constraints that X imposed.  This uncertainty is a business-related risk.  Moreover, X’s own programmers successfully completed all development work on the Y system using known techniques and existing technology. 

Further, there is no indication under the present facts that X faced any specific technical challenges.  The vendor-acquired Y system was designed to be installed, modified and maintained by the customer.  X’s activities related to the installation, customization, enhancement and maintenance of the Y system are very similar to the activities at issue in Norwest, in which the Tax Court determined that such activities were routine software development activities.  Although X's computing environment (i.e., operating system software, applications and hardware) differs from that of other companies using the Y system, this fact does not establish that undertaking the installation and maintenance of the Y system involved technical risk.  Also, the fact that X's programmers could not precisely copy the efforts of other programmers because of differences in X's computing environment is not sufficient evidence of technical risk.  

Generally, expenses incurred in developing software cannot be recouped until the software development has been completed and the software has been deployed.  Ascertaining what constitutes a “reasonable period” for the recoupment of expenses incurred in developing software depends upon being able to predict, in the first instance, the period of time needed to complete a software development project, or a software development project completion date.  If the technical risk associated with a project creates substantial uncertainty as to when software development is likely to be completed, then this aspect of the test is satisfied.  In other words, technical risk must be so great that it would prevent a reasonably competent software developer from confidently predicting a completion date for a project.  This requirement is an objective standard.  Thus, a reasonable period of time for the development of a software system does not relate to self-imposed business time constraints, but rather to the reasonable time of those in the field of computer science.  Norwest, 110 T.C. at 528.

In light of the routine nature of the work performed on the Y system, it is unlikely that X could not confidently predict a completion date for each aspect of this software development.  To the extent that X’s competitors successfully completed similar development work, it is likely that X also would be able to develop this software.

In summary, X's software development activities for the Y software package did not involve significant economic risk.  There is no indication that X committed substantial resources to the development of the Y system and there is no substantial uncertainty, because of technical risk, that such resources would be recovered within a reasonable period of time.

C.
The “Commercial Availability Test”
In order to satisfy the “commercial availability test,” X must show that the software it developed was not commercially available for use by X (as where the software cannot be purchased, leased, or licensed and used for the intended purpose without modifications that would satisfy the first two requirements of the three-part test contained in the Conference Report.  Because the software package X purchased and modified was a commercially available administrative software system, the question for purposes of applying the “commercial availability test” is whether X's modifications meet the innovativeness and significant economic risk tests discussed above.  Because the modifications and enhancements X made to the Y software system during 1990 through 1995 do not meet the “innovativeness test” and “significant economic risk test,” X's modifications to the Y software system did not meet the “commercial availability test.”

� Unless otherwise indicated, all section references are to the Internal Revenue Code of 1986, as amended.


�   Notice 2001�2 provides guidance on computing and reporting the research credit that includes a research credit suspension period described in section 502(d)(2) of the Tax Relief Extension Act of 1999.


� Expedited resolution procedures include Advanced Issue Resolution (AIR) and Pre-Filing Agreements (PFA).  The AIR process, which is described in Rev. Proc. 94-67, is designed to advance the resolution of issues arising from an audit of a Large Case taxpayer from one or more tax periods to other tax periods. Issues coordinated through the Technical Advisor (former Industry Specialization) Program require approval from Pre-Filing and Technical Guidance before the AIR agreement is finalized.  The PFA, which is described in Rev. Proc. 2001-22, is directed towards resolving issues involving factual questions under well-settled principles of law.  As described in the Proposed Regulations, a PFA may be effective in providing more timely access to records and personnel that are relevant to the issue.  Both PFAs and AIRs must be secured with a Closing Agreement to bind the parties to the terms of the agreement.  Counsel can provide assistance in the formulation of Closing Agreements.


 





�  For a discussion of QREs see section 4.


5  For taxable years beginning before 1990, the above rules do not apply.  Instead, for such years the research credit was computed on the excess of qualified research expenses for the determination year over "base period research expenses." "Base period research expenses", were the average qualified research expense paid or incurred for each year in the base period.  In general, the base period was the three taxable years immediately before the "determination year."  Contact a Research Credit Technical Advisor for assistance with pre-1990 computational issues.








� The Tax Relief Extension Act of 1999 amended section 41(c)(4)(A) by striking 1.65 percent and inserting 2.65 percent, by striking 2.2 percent and inserting 3.2 percent, and by striking 2.75 percent and inserting 3.75 percent”.  This change applies to taxable years beginning after June 30, 1999.


� Treasury Regulation section 1.41-3(b) was added by T.D. 8930 for taxable years beginning on or after January 3, 2001.  T.D. 8930 was effectively suspended, in part, by Notice 2001-19.  However, Treasury Regulation section 1.41-3(b) is consistent with the rules now set forth as Treasury Regulation section 1.41-3A(d) (for taxable years ending on or prior to December 31, 1989).  Furthermore, Notice 2001-19 states that taxpayers may rely upon T.D. 8930 during the period it is under review. 


�  Other examples of direct support of research would include the services of (1) a secretary typing reports describing laboratory results derived from qualified research; (2) a laboratory worker for cleaning equipment used in qualified research; and (3) a clerk for compiling research data.  Treas. Reg. § 1.41-2(c)(3).


� Services of payroll personnel in preparing salary checks of laboratory scientists, of an accountant for accounting for research expenses, of a janitor for general cleaning of a research laboratory, or of officers engaged in supervising financial or personnel matters do not qualify as direct support.  Treas. Reg. § 1.41-2(c)(3).


�  For more information on the definition of a supply, see Lockheed Martin Corp. v. United States, 87 A.F.T.R.2d, ¶ 2001�812 (Ct. Cl. 2001). The only exception to the general rule is for certain "extraordinary utilities" expenditures.  See Treasury Reg. § 1.41-2(b)(2).





�  Again, taxpayer labels are not controlling. 


�  In the case of certain software developed for internal use, taxpayers must meet the requirements of an additional three-part “high threshold of innovation” test.  See Prop. Treas. Reg. § 1.41-4(c)(6)(vi).





�  Section 41(d)(4)(F) was modified by P.L. 106-170 section 502(c)(1) which added the Commonwealth of Puerto Rico and any possession of the United States for amounts paid or incurred after June 30, 1999.  Prior to amendment, section 41(d)(4)(F) applied only to the United States.  


� The examiner should note that the securing of a patent would usually occur prior to the examination year, as research must first be performed before securing a patent.  


�	Although there is no case law addressing the validity of the Statistical Sampling Examination Program, IRM 42(18)0, the Service's use of statistical sampling has been upheld and relied upon by courts in other contexts.  See Norfolk Southern Corp. v. Commissioner, 104 T.C. 13 (1995); Catalano v. Commissioner, 81 T.C. 8 (1983).  


	





� 	It is important to keep in mind the advice set forth in response to question 3, i.e., relating to cases where the majority of the expenses were incurred in a few large projects.  In these cases the large projects should be audited and excluded from the sample.





�  	Increasing strata size, eliminating strata, or reducing the number of reviewed items per stratum may all result in a larger sampling error.  However, based on the policies set forth in the Internal Revenue Manual, the taxpayer would get the benefit of the increased sampling error (sampling error as used by the IRS is the standard error multiplied by a 95% 1 sided t factor.)  See IRM  42(18)4.1.  Thus, the audit team would have to decide whether the decrease in the number of projects to review is worth the increase in sampling error, which inures to the benefit of the taxpayer.  


�  	The selection of projects could be based on either a random or non-random sample.  The non-random sample could be selected either by the Service's expert, or by the taxpayer.  If the taxpayer chooses the sample, the Service's expert should determine whether the selected projects are a fair representation of the projects as a whole.  


�  	We recommend that you consult with your local Counsel's office to determine if it is advisable to issue a summons to get information needed to determine if the taxpayer engaged in qualified research.  Counsel recommends the use of summons in appropriate cases.  





�  	The 8 projects were not weighed with respect to their size, or any other factor.  All 8 projects were accorded the same weight in applying the results to the remaining 59 projects.  For more information about the agreement between the Service and the taxpayer in Norwest, contact the Technical Advisor (Research Credit).   


�  	A one year example is used here for simplicity.  For multi-year allocation techniques, see question 8 below.





�  	By reviewing the taxpayer's W-2 tapes, the examiner is also verifying the taxpayer's $10,000,000 figure.  For example, if the W-2 tapes only add up to $9,000,000, then the examiner should make this adjustment to the claimed qualified research expenses.  


�  	As to the remaining $10,000,000 of in-house expenses in the example, the examination team would have to review these expenses separately, perhaps using one of the other stat sampling techniques discussed in this paper.  


1	  This ratio is the adjustment for each year divided by the total for all 3 years.  For example, the 10% ratio for 1990 was computed by dividing 350,000 by 3,500,000.


2	This "lower bound" is the point estimate minus the sampling error.  The lower bound figure is usually computed by using the IRS statistical sampling software.  Essentially, it's the total adjustment for all the years, which then must be allocated over each year, as the example illustrates.    


� The credit for increasing research activities was initially enacted as section 44F pursuant to section 221 of the Economic Recovery Tax Act of 1981, 1981-2 C.B. 256, 293. Section 44F was redesignated as section 30 pursuant to section 471(c)(1) of the Deficit Reduction Act of 1984, 1984-3 (Vol. 1) C.B. 2, 334. Section 231 (d)(2) of the Tax Reform Act of 1986, (Vol 1) C.B. 2, 95, amended the research credit provisions and redesignated section 30 as section 41.


� Section 38 of the Code allows a general business credit equal to the sum of the taxpayer's business credit carry forwards, current year business credit, and business credit carrybacks. The research credit under section 41(a) is one of twelve current year business credits. I.R.C. section 38(b)(4).





� The term "qualified services" defined under section 41(d)(2)(B), is comprised of other terms, such as "qualified research," which is defined under section 41(d). The meaning of these terms is not directly relevant to the resolution of the issues presented in this paper and will not be addressed.


� The Tax Court has construed the term wages under section 41 to have the same meaning as wages in I.R.C. section 3401(a). See Apple Computer, Inc. v. Commissioner, 98 T.C. 232 (1992), acq., 1992-2 C.B. 1; Sun Microsystems, Inc. v. Commissioner, T.C. Memo. 1995-69. See also the legislative history to the Economic Recovery Tax Act, H. Rept. 97-201 (1981). 1981-2 C.B. 352, 361.





�Unless otherwise indicated, all section references are to the Internal Revenue Code of 1986.





	Please note that the analysis of this paper's fact pattern is based upon the statute and the legislative history and not upon the proposed regulations published in the Federal Register on January 2, 1997 (62 Fed. Reg. 81) and December 2, 1998 (63 Fed. Reg. 66,503).  Although proposed regulations do not have authoritative weight and should not be cited as authority, examiners may consider them in reaching a determination.  When the regulations become final, examiners must follow them, and this paper will be revisited if it needs to be revised.   





