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Kreig D. Mitchell examines the IRS’s current approach for 
auditing Code Sec. 41 research and experimentation tax credits.

The Internal Revenue Code Section (“Code 
Sec.”) 41 research and experimentation tax 
credit was enacted in 19811 to provide a 

signifi cant tax incentive to encourage taxpayers to 
increase domestic research and experimentation 
spending.2 However, recent IRS audit initiatives and 
procedures frustrate this goal, forcing many taxpay-
ers to make a diffi cult business decision: claim the 
Code Sec. 41 tax credit as provided by Congress 
and face the almost certain prospect of a costly and 
time-consuming IRS audit, or forego the Code Sec. 
41 tax credit altogether.

This article discusses the recent IRS initiatives and 
current audit procedures related to Code Sec. 41 tax 
credits. The article also explores the initial audit con-
siderations and potential audit hazards that taxpayers 
encounter during Code Sec. 41 audits. Finally, an 
overview of the IRS’s research credit recordkeeping 
agreement program is provided. 

IRS Initiatives
Code Sec. 41 tax credits have been designated a 
Tier 1 issue.3 Pursuant to the IRS Large and Mid-Size 
Business (LMSB) operating division’s Industry Issue 
Focus initiative, the IRS identifi es and ranks high-risk 
tax issues using a tier ranking system.4 High-risk tax 
issues are those that are most prevalent across indus-
tries and that present the most compliance risk.5 Tier 

1 issues have the “highest strategic importance” for 
the IRS.6 An IRS issue owner executive is assigned to 
each Tier 1 issue.7 Each Tier 1 issue owner is tasked 
with coordinating IRS resources and issuing guid-
ance to ensure that Tier 1 issues are “resolved in a 
consistent manner across all LMSB cases involving 
similarly situated taxpayers.”8 

Code Sec. 41 tax credits also have been designated 
as a Compliance Coordinated Issue (CCI).9 CCIs 
include specifi c issues that arise in one or more 
industries.10 CCIs are identifi ed by the IRS exam func-
tion to establish uniform positions within industry or 
issue areas.11 Examination function technical advisors 
draft coordinated issue papers for CCIs.12 The IRS has 
published four coordinated issue papers that address 
specifi c Code Sec. 41 tax credit issues.13 

Code Sec. 41(d) has been designated as an Appeals 
Coordinated Issue (ACI).14 ACIs include broad issues or 
categories of cases identifi ed by the appeals function 
that have “service-wide impact or importance” and 
that require “coordination to ensure uniformity and 
consistency nationwide.”15 An appeals technical guid-
ance coordinator is selected for each ACI.16 The appeals 
coordinator consults with appeals offi cers on individual 
cases and prepares and updates appeals settlement 
guidelines, which are not released to the public.17

IRS audit personnel are required to “review and 
follow” the issue owner executive’s guidance.18 
Audit personnel generally “cannot deviate from” 
positions developed in coordinated issue papers.19 
They are allowed to settle coordinated issues at the 
IRS administrative examination level, as long as the 
settlements comport with the appeals settlement 
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guidelines.20 Both the appeals technical guidance 
coordinators and the audit technical advisors 
must review and consent to examination-level 
settlements.21 Conversely, appeals offi cers are not 
required to follow CCI guidance.22 Appeals offi cers 
must consult with and “get review and concurrence 
from” the appeals technical guidance coordinator 
prior to fi nalizing Code Sec. 41 tax credit settlement 
agreements with taxpayers.23

Current Audit Procedures
The IRS audit team for Code Sec. 41 tax credits includes 
a revenue agent; one or more engineer agents and their 
manager; technical advisors; and possibly a computer 
audit technician and an attorney.24 The revenue agent’s 
role is limited to serving as a liaison between the tax-
payer and the IRS audit team.25 The engineer agents and 
managers—most of whom have no tax, accounting or 
legal experience—gather and analyze the taxpayer’s 
Code Sec. 41 tax credit documentation.26 The technical 
advisors serve as the IRS’s resident experts for Code Sec. 
41 tax credit audit issues.27 Computer technicians assist 
the engineer agents in developing statistical sampling 
techniques and reviewing computer-based records.28 
An IRS attorney may provide legal assistance to the 
technical advisors and engineer agents.29

The Code Sec. 41 portion of an audit consists 
primarily of providing documents in response to IRS 
information document requests (IDR). The engineer 
agents issue an initial IDR for Code Sec. 41 tax credit 
audits; this IDR consists of a standardized response 
questionnaire containing 17 “yes-or-no” questions.30 
The engineer agents issue subsequent IDRs based on 
the taxpayer’s responses to the initial IDR.31 The en-
gineer agents also may conduct initial meetings with 
the taxpayer, tour the taxpayer’s facilities and spend a 
day or two conducting employee interviews.32 Other 
than these brief in-person contacts, the taxpayer gen-
erally is not invited to present information outside the 
IDR response process. 

The Code Sec. 41 tax credit audit generally ends 
when the revenue agent sends the taxpayer a formal 30-
day letter. In most cases, the 30-day letter is sent to the 
taxpayer with a notice of proposed adjustment report 
prepared by the engineer agents. The report typically 
proposes a full disallowance or signifi cant downward 
adjustment to the Code Sec. 41 tax credits claimed by 
the taxpayer.33 The taxpayer then can agree with the 
notice of proposed adjustment, request an appeals 
conference or proceed with litigation.34

Initial Audit Considerations

There are several audit considerations that taxpayers 
must address in every Code Sec. 41 tax credit audit. 
These considerations include (1) presenting suffi cient 
records to substantiate the taxpayer’s Code Sec. 41 
tax credits; (2) determining whether appropriate 
records are available; and (3) addressing estimates 
the taxpayer used to determine the Code Sec. 41 
tax credits.

Substantiating Code Sec. 41 
Tax Credits
Identifying and presenting suffi cient records to sub-
stantiate Code Sec. 41 tax credits continues to be the 
most contentious issue between taxpayers and the 
IRS with respect to Code Sec. 41 tax credit audits. 
The two items that the taxpayer must substantiate for 
purposes of Code Sec. 41 are the taxpayer’s gross 
receipts and the expenses for qualifi ed activities. 
Most of the controversy between the taxpayer and 
the IRS usually involves substantiating expenses for 
qualifi ed activities.35

The government has provided little guidance to 
taxpayers for documenting expenses for qualifi ed 
activities.36 The former Code Sec. 41 regulations 
required the taxpayer to prepare and retain written 
documentation before or during the early stages of 
the research project that described the principal ques-
tions to be answered and the information the taxpayer 
sought to obtain that exceeded, expanded or refi ned 
the common knowledge of skilled professionals in the 
relevant fi eld of science or engineering to document 
expenses for qualifi ed activities.37 Congress deemed 
this requirement too burdensome for taxpayers and, 
as a result, the Treasury amended the regulations to 
abandon this requirement.38 The current regulations 
state merely that a “taxpayer claiming a credit under 
section 41 must retain records in suffi ciently usable 
form and detail to substantiate that the expenditures 
claimed are eligible for the credit.”39 There are two 
sources of records the taxpayer can use to substantiate 
its qualifi ed activities: its accounting records and its 
other business administrative or operations records. 

Accounting Records
Accounting records generally are kept using a cost-
center or project-based system of accounting.40 
Cost-center accounting refers to tracking expenses 
by department or other expenditure category.41 Cost-
center records are based on a logical grouping of 
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activities that follows the organizational structure 
of the company and tracks costs based on where 
within the company structure the cost was incurred.42 
Examples include engineering, sales and manufactur-
ing departments, or supply, contract cost and payroll 
expense categories. 

With cost-center ac-
counting records, there 
is not necessarily a direct 
relationship between par-
ticular costs and activities 
within the cost-center 
accounting system.43 As 
such, taxpayers who 
maintain cost-center ac-
counting records must 
demonstrate that the ac-
tivities undertaken within 
each of the cost-centers consist of qualifi ed research 
activities.44 Providing records in this format can be 
very diffi cult for the taxpayer when the expenses for 
qualifi ed activities are recorded in multiple cost-
centers. Most taxpayers maintain accounting records 
using a cost-center system of accounting. 

Accounting records also may be kept using a 
project-based system of accounting.45 Project-based 
accounting refers to tracking expenses by individual 
project.46 Project-based records directly match costs 
with the activities that gave rise to them.47 Because 
project-based accounting records gather all costs 
associated with an activity in the accounting system, 
activities that are qualifi ed for purposes of the Code 
Sec. 41 tax credit can be readily determined and 
matched to the costs associated with them.48 Very 
few taxpayers maintain accounting records using a 
project-based system of accounting. 

Business Records
Although accounting records can help identify 
qualifi ed expenses, they generally do not capture 
information pertaining to the nature of research and 
experimentation activities undertaken by the tax-
payer.49 There are a number of business records that 
can help substantiate research and experimentation 
activities, including the following:

Management reports and evaluations
Bid packages, contracts and purchase orders
Engineering drawings, design timelines and other 
engineering documents
Organization charts, company telephone contact 
lists and written job descriptions

Marketing materials
Patent applications and related documentation
Internal and external letters, e-mail and personal 
notes

Documents that show project or activity start 
and end dates are particularly helpful, because 

only expenses related to 
the research phase of a 
project count as quali-
fied research expenses 
(QRE).50 After the research 
activities are identified, 
the taxpayer can begin 
isolating expenses from 
the accounting records 
(whether project-based 
or cost-center-based) and 
assembling the documents 

that substantiate the activities involved in the Code 
Sec. 41 tax credit claims.51

Availability of Base Period Records
The Code Sec. 41 tax credit is available only to 
taxpayers that increase their QRE spending in the 
year the credits are claimed over their QRE spend-
ing during the base period.52 Taxpayers must be able 
to show that their QRE spending increased between 
the base period and the years in which the credits 
are claimed.53 

The base period consists of years 1984 through 1988; 
however, the base period may consist of later tax years 
if the taxpayer is deemed to be a start-up company 
for purposes of Code Sec. 41.54 A taxpayer is deemed 
to be a start-up company for purposes of Code Sec. 
41 if the fi rst tax year in which there were both gross 
receipts and QREs occurred after 1983 or, for the pe-
riod beginning after December 31, 1983, and ending 
before January 1, 1989, there were fewer than three 
tax years in which the taxpayer had both gross receipts 
and QREs.55 A start-up company taxpayer must use the 
base period rules set out in Code Sec. 41(c)(3)(ii) for 
calculating its Code Sec. 41 tax credits.56 

Code Sec. 41 provides that the QREs taken into 
account for purposes of the Code Sec. 41 tax credit 
during the base period are determined on a basis con-
sistent with the determination of QREs for the credit 
year.57 As applied, this consistency rule requires the 
taxpayer to use and retain the same records to deter-
mine and substantiate its base period gross receipts 
and QREs that it will use and retain for its credit year 
gross receipts and QREs. If project-based accounting 

Identifying and presenting 
suffi cient records to substantiate 

Code Sec. 41 tax credits continues 
to be the most contentious issue 
between taxpayers and the IRS 
with respect to Code Sec. 41 tax 

credit audits.
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records or cost-center accounting records, supple-
mented by employee interviews or surveys, were 
used to determine credit year QREs, the taxpayer 
must use and retain similar records to determine and 
substantiate its base period QREs. 

Some taxpayers that have not developed and 
retained extensive base period records may have 
claimed Code Sec. 41 tax credits using the Code Sec. 
41 tax credit start-up company rules.58 The IRS might 
argue that such taxpayers cannot use these rules and 
may never be entitled to claim Code Sec. 41 tax cred-
its where base period records do not exist.59

Taxpayer Reliance on Estimates
Some level of estimation is required for determining 
Code Sec. 41 tax credits, as few taxpayers have suffi cient 
accounting and business records to fully substantiate 
base period and credit year research activities, QREs and 
gross receipts. Courts generally employ an estimation 
process where records that substantiate tax deductions 
and credits do not exist, if other evidence establishes 
that the taxpayer incurred some deductible or creditable 
expense.60 IRS agents often adopt this judicial estimation 
technique at the IRS administrative audit level, based 
on the fact that, if challenged by taxpayers, the courts 
could employ the same technique. 

Although some level of estimation may be permitted 
at the administrative audit level, the taxpayer should 
locate records that lend credence to any estimation 
used in determining the Code Sec. 41 tax credit. At 
a minimum, the taxpayer should locate records to 
substantiate any estimation used to determine base 
period gross receipts and credit year QREs and gross 
receipts. This may involve locating previously fi led 
tax returns, old accounting records and any other 
supporting documents.

Potential Audit Hazards
There are several potential audit hazards that fre-
quently arise during the course of Code Sec. 41 tax 
credit audits. These potential audit hazards include 
issues related to whether qualifying expenses are 
incurred and whether these expenses are QREs for 
purposes of Code Sec. 41.

Qualifying Expenses
Issues related to whether expenses are qualifi ed often 
arise during the course of Code Sec. 41 tax credit au-
dits. For purposes of Code Sec. 41, qualifi ed expenses 
can include wages,61 supply costs62 and contractor 

costs paid or incurred for qualifi ed services in carry-
ing on the taxpayer’s trade or business.63 

The term “qualified services” includes engag-
ing in qualifi ed research or engaging in the direct 
supervision or direct support of research activities 
that constitute qualifi ed research.64 The term “direct 
supervision” means the immediate supervision of 
qualifi ed research, and the term “direct support” 
means services in the direct support of either persons 
engaging in actual conduct of qualifi ed research or 
persons directly supervising persons engaging in the 
actual conduct of qualifi ed research.65 

Although job titles and job descriptions are not con-
trolling, the taxpayer should expect the IRS to challenge 
wage QREs for employees whose job titles indicate that 
they would not engage in, support or supervise qualifi ed 
research activities.66 It is common for the IRS to focus the 
audit on wages paid to high-level and highly compen-
sated employees whose job titles suggest they perform 
signifi cant administrative duties, such as company presi-
dents, chief executive offi cers and supervisors. It also is 
common for the IRS to focus on low-level employees 
whose job titles suggest that they perform signifi cant 
manufacturing or quality assurance duties, such as 
machinists, tool makers and shop supervisors. Thus, 
taxpayers should collect documentation to substantiate 
the research and experimentation activities associated 
with these types of employees. This documentation 
might include to-do lists, personal notes and calendars, 
meeting minutes and even e-mail communications.

Taxpayers also should collect documentation to 
substantiate any supply or contractor costs claimed 
as QREs. Even where the taxpayer maintains cost-
center records, the taxpayer often maintains one or 
more general ledger accounts to track research and 
experimentation expenses. These accounts often are 
indexed by purchase order number, which makes 
it possible to identify the dates and costs of such 
expenses. Employee testimony can be used to tie 
the expense to particular activities and to determine 
whether the activity was qualifi ed.

Research Expenses
Issues related to whether the taxpayer incurred ex-
penses for qualifi ed research often arise during the 
course of Code Sec. 41 tax credit audits. The term 
“qualifi ed research” means research:

with respect to which expenditures may be 
treated as expenses under Code Sec. 174; 
undertaken for the purpose of discovering infor-
mation that is technological in nature and the 
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application of which is intended to be useful in 
the development of a new or improved business 
component of the taxpayer; and
that constitutes elements of a process of experi-
mentation for the purpose of achieving a new or 
improved function, performance, reliability or 
quality67 to be eligible for expense treatment pur-
suant to Code Sec. 174, the expenses must be (1) 
related to developing 
a product’s concept, 
plan or design; (2) 
paid or incurred in 
connection with a 
trade or business; and 
(3) reasonable under 
the circumstances.68

Expenses for the acqui-
sition or improvement 
of land or depreciable property are not eligible for 
expense treatment pursuant to Code Sec. 174.69

Research is undertaken for the purpose of discov-
ering information that is “technological in nature” if 
a process of experimentation used to discover such 
information fundamentally relies on principles of 
the physical or biological sciences, engineering or 
computer science.70 A “process of experimentation” 
is a process designed to evaluate one or more alterna-
tives 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.71 Research is not 
conducted for a qualifi ed purpose if it relates to style, 
taste, cosmetic or seasonal design factors.72

The term “business component” refers to any 
product, process, computer software, technique, 
formula or invention that is to be held for sale, lease 
or license, or used by the taxpayer in a trade or busi-
ness of the taxpayer.73 A business component, such as 
a product, may consist of several subcomponents.74 
Where the product does not meet the conditions of 
qualifi ed research, it may be necessary to consider the 
subcomponents as separate business components to 
determine if the subcomponents meet the conditions 
of qualifi ed research.75

Code Sec. 41(d)(4) specifi es that the following ac-
tivities are not considered to be research:

Research conducted after the beginning of com-
mercial production of the business component76 
Research related to the adaptation of an existing 
business component to a particular customer’s 
requirement or need

Research related to the reproduction of an ex-
isting business component (in whole or in part) 
from a physical examination of the business 
component itself or from plans, blueprints, 
detailed specifications, or publicly available 
information with respect to such business 
component
Surveys or studies, including effi ciency sur-

veys; activities relating 
to management func-
t ions  or  techniques ; 
market research, test-
i ng  o r  deve lopmen t 
(including advertising or 
promotions); routine data 
collection; and routine or 
ordinary testing or inspec-
tion for quality control

Research conducted outside the United States, 
the Commonwealth of Puerto Rico or any pos-
session of the United States
Research in the social sciences, arts or humanities
Research to the extent funded by any grant, 
contract or otherwise by another person or gov-
ernmental entity77

Research related to certain types of software and 
computer lease payments78 

Taxpayers should review their accounting and other 
business records in light of these rules. Where project-
based accounting records are maintained and where 
the taxpayer’s Code Sec. 41 tax credits are based on 
50 or fewer projects, the taxpayer could select a few 
of its most research-intensive or well-documented 
projects and provide these documents as examples of 
qualifi ed research activities conducted by the taxpayer. 
The taxpayer may be able to convince the engineer 
agents to limit the audit to just these projects.

Where project-based accounting records are 
maintained but the taxpayer’s Code Sec. 41 tax 
credits are based on 50 or more projects, the tax-
payer should consider developing statistically valid 
samples and providing the IRS with the records for 
the sample projects.79 The taxpayer then can urge 
the IRS to apply the fi ndings from those projects 
to similar projects that were not included in the 
samples. However, IRS computer audit technicians 
may dispute the statistical validity of samples se-
lected by the taxpayer, and the IRS may select its 
own samples of projects.80 

Where cost-center accounting records were main-
tained, the taxpayer will need to develop a method 

The current RCRA program 
imposes a number of restrictions 

on the agreements, which severely 
limits the usefulness of the 

program.
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for establishing that the individual cost-centers were 
engaged in qualifi ed research activities. In most 
cases, this involves providing many documents to 
the IRS for its consideration and review. Given the 
current IRS procedures, the taxpayer who cannot 
provide detailed project-based records should be 
prepared to present Code Sec. 41 tax credit claims 
to the IRS appeals offi ce. 

Research Credit Recordkeeping 
Agreements
The IRS offers certain taxpayers the opportunity to enter 
into research credit recordkeeping agreements (RCRA) so 
as to conserve the IRS’s limited audit resources.81 RCRAs 
are voluntary agreements entered into between taxpay-
ers and the IRS that specify what records taxpayers are 
to keep to substantiate Code Sec. 41 tax credits.82 The 
RCRA terms related to what documents taxpayers are to 
create and retain are open for negotiation.83 Taxpayers 
who comply with the terms of RCRAs will be deemed to 
have satisfi ed the recordkeeping requirements for future 
Code Sec. 41 tax credits.84 

The current RCRA program imposes a number 
of restrictions on the agreements, which severely 
limits the usefulness of the program. RCRAs do not 
specify what the taxpayer’s fi xed base percentage or 
base period should be.85 RCRAs do not obligate the 
IRS to treat expenses as QREs.86 RCRAs require the 

taxpayer to agree to provide access to employees 
and records, should the IRS opt to examine the 
taxpayer’s Code Sec. 41 tax credit claims.87 RCRAs 
may require the taxpayer to create and retain re-
cords that it currently does not create or retain.88 
Moreover, RCRAs do not cover trades or businesses 
acquired by the taxpayer after the RCRA is entered 
into, and are limited to the three-year period fol-
lowing the issuance of the RCRA.89 Given these 
restrictions and the recent IRS initiatives related to 
Code Sec. 41 tax credits, the current RCRA program 
may be best suited for taxpayers who have sizeable 
Code Sec. 41 tax credits.90

Conclusion
The IRS expends a great deal of its limited audit re-
sources examining Code Sec. 41 tax credit claims. 
Taxpayers should review their Code Sec. 41 tax 
credits in terms of how to present their claims, 
whether base-period records exist, and what esti-
mations were employed in determining the credit 
amounts. Taxpayers also should consider whether 
the potential audit hazards identifi ed in this ar-
ticle might impact their Code Sec. 41 tax credits 
and whether to apply for a RCRA. Proactive and 
stepped-up efforts by taxpayers can go a long way 
in securing the signifi cant tax savings associated 
with these tax credits. 

* This article is modifi ed from an original 
publication in 37 COLORADO LAW. 3 (Mar. 
2008).

1 Code Sec. 41 research and experimentation 
tax credit initially was enacted as Code 
Sec. 44F pursuant to Act Sec. 221 of the 
Economic Recovery Tax Act of 1981 (P.L. 
97-34). Code Sec. 44F was redesignated as 
Code Sec. 30 pursuant to Act Sec. 471(c)
(1) of the Defi cit Reduction Act of 1984 
(P.L. 98-369). Act Sec. 231(d)(2) of the Tax 
Reform Act of 1986 (P.L. 99-514), amended 
the Code Sec. 41 tax credit provisions and 
redesignated Code Sec. 30 as Code Sec. 
41. Despite its popularity with taxpayers, 
the Code Sec. 41 tax credit has never been 
made permanent.

2 Staff of Joint Comm. on Taxation, 97th 
Cong., 1st Sess., General Explanation of the 
Economic Recovery Tax Act of 1981 120-21 
(Jt. Comm. Print 1981). The U.S. Treasury 
Department estimates that the Code Sec. 41 
tax credit will save taxpayers $132 billion 
between 2008 and 2017. U.S. Department 
of Treasury, Treasury Conference on Busi-
ness Taxation and Global Competitiveness, 

available at www.treas.gov/press/releases/
reports/07230%20r.pdf.

3 Industry Director Directive #1 on Re-
search & Experimentation (R&E) Credit 
Claims, available at www.irs.gov/businesses/
article/0,,id=169273,00.html.

4 IRS Industry Issue Focus Fact Sheet, 
available at www.irs.gov/businesses/
article/0,,id=168490,00.html. The LMSB 
operating division serves corporations, 
subchapter S corporations and partnerships 
with assets greater than $10 million. 

5 Id.
6 Id.
7 INTERNAL REVENUE MANUAL (IRM) §4.51.1.3. 

The IRM is available online at www.irs.gov/
irm.

8 Id.
9 A list of CCIs is available at www.irs.gov/

individuals/article/0,,id=108655,00.html. 
10 IRM §§4.40.1.1.1.7 and 8.4.3.2.1.
11 Id.
12 IRM §4.32.1.4.1.
13 List of CCIs, supra note 9.
14 A list of ACIs is available at www.irs.gov/

individuals/article/0,,id=108652,00.html. 

The IRS initially designated only Code Sec. 
41(d)(1) as an ACI. The IRS recently issued 
a memorandum and draft report to expand 
the ACI designation to include paragraphs 
(2), (3) and (4) of subsection (d) and related 
penalties. Draft Report Outlines Substantia-
tion Requirements for Research Credit, 2007 
TNT 69-6 (Apr. 10, 2007). The other portions 
of Code Sec. 41, such as subsections (b), 
(f) and (g), have not been designated as a 
ACIs. This recent memorandum and draft 
report address substantiation requirements 
associated with Code Sec. 41(d). The related 
penalties may include the Code Sec. 6694 
tax preparer penalty and the Code Sec. 
6707A reportable transaction penalty.

15 IRM §8.7.3.2.2.
16 IRM §8.7.3.2.
17 IRM §§8.7.3.3.1 and 8.7.3.2.1.
18 Industry Director Directive, supra note 3.
19 IRM §4.40.1.1.1.7.
20 Delegation Order 4-25, available at www.

irs.gov/pub/irs-utl/do_4_25.pdf. The settle-
ments must fi rst be reviewed and approved 
by the technical advisors and LMSB team 
managers who have jurisdiction over the 
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case.
21 IRM §8.7.3.4.3.
22 IRM §§8.7.3.2.1(2) and 4.32.1.4.1.
23 IRM §8.7.3.2.2.
24 See Credit for Increasing Research Activities 

(i.e., Research Tax Credit) Audit Techniques 
Guide, Large and Mid-Size Business Divi-
sion Pre-Filing and Technical Guidance 
(June 2005).

25 LMSB revenue agents work for one of the fi ve 
LMSB industry functions. Revenue agents 
may audit non–Code Sec. 41 issues during 
the course of the Code Sec. 41 tax credit 
audit, which may impact the taxpayer’s Code 
Sec. 41 tax credits. For example, the revenue 
agents may opt to review issues related to 
the taxpayer’s credit year gross receipts. 

26 IRS engineers work for the LMSB; field 
specialists function as part of the Engineer 
Specialist Program.

27 Technical advisors work for the LMSB, Of-
fi ce of Prefi ling and Technical Guidance, as 
part of the Technical Advisor Program. This 
is similar to the appeals division’s Appeals 
Technical Guidance Program.

28 Computer audit specialists work for the 
LMSB Field Specialist function as part of the 
Computer Audit Specialist Program.

29 IRS attorneys work for the IRS Offi ce of Chief 
Counsel. 

30 The IRS has been fi nalizing this IDR ques-
tionnaire. Some IRS revenue and engineer 
agents still may be using an older and shorter 
version of the questionnaire.

31 The questions typically will be pulled di-
rectly from a bank of questions prepared 
by the IRS specifi cally for Code Sec. 41 tax 
credit audits. The AUDIT TECHNIQUES GUIDE that 
is available on the IRS’s internal computer 
network identifi es this IDR question list. 
Taxpayers can obtain a copy of this version 
of the AUDIT TECHNIQUES GUIDE by submitting 
a Freedom of Information Act request to the 
IRS. 

32 Id.
33 These reports usually contain a standard 

statement of the law that is broad and does 
not address any of the specifi c legal issues 
that may be involved with the taxpayer’s 
audit. 

34 Generally, taxpayers have to fi le a formal 
protest in response to the IRS’s 30-day letter 
to have the IRS Appeals Offi ce review the 
notice of proposed adjustment. The decision 
to proceed with litigation may depend on 
whether the Code Sec. 41 tax credits were 
claimed on original or amended tax returns. 
With regard to credits claimed on original 
tax returns, taxpayers either have to wait for 
the IRS to issue a 90-day letter to petition the 
tax court or pay the tax and sue for a refund 
in federal district court or the federal court 
of claims. Where credits are claimed on 
amended tax returns, taxpayers can bring 

suit in federal district court or the federal 
court of claims if the claims were not paid 
by the IRS within six months after the claim 
was submitted to the IRS. 

35 The preamble to the current regulations 
states that the “Treasury and the IRS rec-
ognize that the research credit presents a 
particular burden for taxpayers because 
tracking eligible expenditures may neces-
sitate taxpayers preparing and keeping 
records unlikely to be prepared or kept for 
other business purposes.” Preamble, 66 FR 
66362.

36 The preamble to the current regulations 
states that “the failure to keep records in a 
particular manner ... cannot serve as a basis 
for denying the [research and experimenta-
tion tax] credit.” Id.

37 T.D. 8930, 2001-1 CB 433. 
38 Preamble, supra note 35, citing H.R. CONF. 

REP. NO. 106-478, at 32 (1999).
39 Reg. §1.41-4(d). The regulations also specify 

that the general Code Sec. 6001 recordkeep-
ing requirements apply to Code Sec. 41 tax 
credits, which also provides scant guidance 
to taxpayers as to what records must be 
retained. 

40 See Research Credit Technical Advisor 
Program, Briefi ng Paper on Taxpayer Ap-
proaches to Capturing Costs for the Research 
Credit, available at www.irs.gov/pub/irs-utl/
cost_capturing_approaches_2004-05-24.
pdf.

41 Id.
42 Id.
43 Id.
44 Id.
45 Id.
46 Id.
47 Id.
48 Id.
49 Id.
50 See Code Sec. 41(d)(4)(A).
51 Taxpayers may consider creating support-

ing documents where records do not exist 
or cannot be located, such as distributing 
employee surveys, conducting employee 
interviews or obtaining employee testimony 
through affi davits. However, IRS employees 
often view these types of documents with 
suspicion if they were not created during the 
years needed to calculate the credit. This is 
especially true of documents created after 
the taxpayer is notifi ed of the Code Sec. 41 
tax credit audit.

52 Id.
53 The formula for calculating the Code Sec. 

41 tax credit uses the terms “base amount” 
and “fi xed-base percentage” to determine 
whether taxpayers increased their qualifi ed 
research expense (QRE) spending. The base 
amount is the average gross receipts for the 
four years prior to the credit year, multiplied 
by the fi xed-base percentage. Code Sec. 

41(c)(1). The fi xed-base percentage is the 
percentage that research and experimenta-
tion spending was of gross receipts for the 
base period. Code Sec. 41(c)(3). The maxi-
mum fi xed-base percentage is 16 percent. 
Code Sec. 41(c)(3)(C).

54 Code Sec. 41(c)(3)(B). The base amount may 
not be less than 50 percent of the QREs for 
the credit year. Code Sec. 41(c)(2).

55 Code Sec. 41(c)(3)(B)(i).
56 Id.
57 Code Sec. 41(c)(5).
58 Some IRS employees have taken the position 

that taxpayers must use the start-up rules 
where base period records do not exist; 
however, the Code Sec. 41 base period rules 
do not provide for this.

59 The IRS also might argue that taxpayers who 
do not maintain perfect base period records 
must claim the maximum 16-percent fi xed-
base percentage, which would, in effect, 
prevent most taxpayers from claiming Code 
Sec. 41 tax credits. 

60 G.M. Cohan, CA-2, 2 USTC ¶489, 39 F2d 
540 (1930). The IRS often cites Code Sec. 
6001 and N.E. Eustace, CA-7, 2003-1 USTC 
¶50,133, 312 F3d 905, in support of this 
position that no estimations are permissible 
with respect to Code Sec. 41 tax credits. 
Even where the IRS takes the position that 
estimations are not permissible, the IRS 
often will use estimations in proposing 
downward adjustments to Code Sec. 41 
tax credits claimed by taxpayers. Taxpayers 
often cite E.V. Fudim, Dec. 67 TCM 3011, 
49,867(M), TC Memo. 1994-235, in support 
of the position that some level of estimation 
is appropriate.

61 The term “wages” means all remuneration 
for services performed by an employee for 
his or her employer, including employee 
benefi ts. See, e.g., Apple Computer, Inc., 
98 TC 232 (1992); Sun Microsystems, Inc., 
69 TCM 1884, Dec. 50,478(M), TC Memo. 
1995-69. The term “wages” also incorpo-
rates all of the exclusions set out in Code 
Sec. 3401(a), including the exclusion for 
contributions to a deferred compensation 
plan arrangement under Code Sec. 401(k). 
Code Sec. 41(b)(2)(D); IRS Coordinated 
Paper, Qualifying Wages Under Section 41 
in Determining the Tax Credit for Increasing 
Research Activities (Feb. 16, 1999), available 
at www.irs.gov/pub/irs-isp/all-wage.pdf.

62 The term “supplies” means any tangible prop-
erty except for depreciable tangible property. 
Code Sec. 41(b)(2)(C). The term “supplies” 
does not include expenses for the use of 
personal property that are indirect research 
expenditures or general and administrative 
expenses, unless the taxpayer can establish 
that the special character of the qualifi ed 
research required additional extraordinary 
expenditures. Reg. §1.41-2(b)(1) and (2)(i). 

ENDNOTES

estion
yp
ank of 

ll

aire.
y w
questio

C d

e pulle
ns prep
S 4

IR
th

Q

inter
DR

nal 
G
c
t
omput

li
er 46

47 I

d
d
d

age stillents

IRSby the 

 
th

m 
tion31

age
ver
The
rec
b

ents 
rsion
e qu
ctly 
th

still
n of 
uest
from
IRS pe



76

Research and Experimentation Tax Credit Audit Considerations

For example, amounts paid for electricity 
used for general laboratory lighting are treated 
as general and administrative expenses, but 
amounts paid for electricity used in operat-
ing high-energy equipment for qualified 
research (such as laser or nuclear research) 
may be treated as expenditures for supplies 
used in the conduct of qualifi ed research to 
the extent the taxpayer can establish that the 
special character of the research required 
an extraordinary additional expenditure for 
electricity. IRS Coordinated Paper, Credit for 
Increasing Research Activities—Extraordinary 
Expenditures for Utilities (May 9, 2006), avail-
able at www.irs.gov/pub/irs-utl/credit_for_in-
creasing_research_activities_fi nal.pdf.

63 Code Sec. 41 classifi es wages and supply 
costs as “in-house research expenses” and 
contract expenses as “contract research 
expenses.” Only contract research expenses 
are subject to the “trade or business” re-
quirement. Code Sec. 41(c)(4). Contract 
research expenses are limited to 65 percent 
of the amounts actually expended. Code 
Sec. 41(b)(3).

64 Reg. §1.41-2(c).
65 Id. For example, direct support includes wage, 

supply or contractor costs paid for a secretary 
typing reports describing laboratory results 
derived from qualifi ed research, a laboratory 
worker cleaning equipment used in qualifi ed 
research, a clerk compiling research data and 
a machinist machining a part of an experimen-
tal model used in qualifi ed research. Direct 
support does not include wages, supply or 
contractor costs paid for personnel preparing 
salary checks of laboratory scientists, accoun-
tants for accounting for research expenses, 
janitors for general cleaning of a research 
laboratory or offi cers for supervising fi nancial 
or personnel matters. IRS Coordinated Paper, 
Credit for Increasing Research Activities—
Qualifi ed Research Expenses (June 18, 2004), 
available at www.irs.gov/pub/irs-utl/quali-
fi ed_research_expense_cip_fi nal.pdf.

66 The IRS AUDIT TECHNIQUES GUIDE specifi es 
that job titles alone are not determinative, 
and directs IRS agents to focus on the actual 
activities performed by the employees. AUDIT 
TECHNIQUES GUIDE, supra note 24.

67 Code Sec. 41(d)(1).
68 Reg. §1.174-(2)(a); Code Sec. 174(a)(1) and 

(e). Congress added the reasonableness 

requirement to Code Sec. 174 to prevent 
unreasonable salaries from qualifying as 
research expenses. H.R. REP. NO. 247, 
101st Cong., 1st Sess. 1203, note 12 (1989), 
overruling G.K. Driggs, DC-TX, 89-1 USTC 
¶9188, 706 FSupp 20. Supply or contractor 
costs may not be subject to this reasonable-
ness requirement.

69 Code Sec. 174(c). Although expenses to 
acquire depreciable property to be used in 
qualifi ed research are not deductible pursuant 
to Code Sec. 174, wage QREs associated with 
projects that culminate in a product that is a 
depreciable asset may be qualifi ed for pur-
poses of Code Sec. 174. Reg. §1.174-2(b)(4). 
Supply cost QREs associated with projects that 
culminate in products that are depreciable as-
sets will not be qualifi ed for purposes of Code 
Sec. 174. Id. However, contractor QREs paid 
to the contractors to purchase depreciable 
property to be used in qualifi ed research may 
be qualifi ed for purposes of Code Sec. 174, 
as long as the contractors retain the property. 
Reg. §1.174-2(a)(9). 

70 Reg. §1.41-4(a)(4). The IRS used to take 
the position that taxpayer research and 
experimentation had to exceed what was 
known in the fi eld in which taxpayers were 
performing research. See, e.g., Norwest, 
110 TC 454 (1998). After several legislative 
pronouncements and court opinions, the IRS 
now concedes that this discovery test is satis-
fi ed when the research and experimentation 
rely on principles of hard sciences. AUDIT 
TECHNIQUES GUIDE, supra note 24. Many IRS 
engineer agents still handle Code Sec. 41 
tax credit audits as if the old discovery test 
still applies. 

71 Reg. §1.41-4(a)(5).
72 Code Sec. 41(d)(3)(B).
73 Code Sec. 41(d)(2)(B).
74 See Reg. §1.41-4(b)(2).
75 Id.
76 Research is conducted after the beginning of 

commercial production if the activities are 
conducted after the component is developed 
to the point where it is ready for commercial 
sale or use or its meets the basic functional and 
economic requirements of the taxpayer for the 
component’s sale or use. CCA 20071702F. The 
following activities are deemed to occur after 
the beginning of commercial production of a 
business component: preproduction planning 

for a fi nished business component; tooling-up 
for production; trial production runs; trouble 
shooting involving detecting faults in produc-
tion equipment or processes; accumulating 
data relating to production processes; and 
debugging fl aws in a business component. 
Id.; Reg. §1.41-4(c)(2)(ii).

77 Code Sec. 41(d)(4)(H); Reg. §1.41-2(e)(2). 
Research is considered to be funded research 
if the parties contractually agree that the tax-
payer will be paid even if the research is not 
successful (i.e., the taxpayer does not bear any 
economic risk) or if the parties contractually 
agree that the taxpayer is precluded from ex-
ploiting the research results (i.e., the taxpayer 
does not retain substantial rights). Fairchild 
Inds., Inc., CA-FC, 95-2 USTC ¶50,633, 71 F3d 
868; Lockheed Martin Corp., CA-FC, 2000-1 
USTC ¶50,401, 210 F3d 1366. 

78 See, e.g., Code Sec. 41(d)(4)(E); Norwest, 
supra note 70.

79 Field Directive on the Use of Statistical 
and Judgment Sampling in Research Field 
Cases, available at www.irs.gov/pub/irs-utl/
field_directive_samp_method_research_
credit_cases.pdf.

80 Research Credit Technical Advisor Program, 
supra note 40.

81 On February 9, 2004, the IRS instituted a pilot 
program to allow taxpayers who claimed Code 
Sec. 41 tax credits on timely fi led original Form 
1120, U.S. Corporate Tax Returns, and whose 
returns were currently under audit to enter into 
RCRAs. Notice 2004-11, 2004-1 CB 434. The 
IRS has continued the RCRA program beyond 
the term of the initial pilot program. On January 
19, 2007, the IRS requested comments regard-
ing the RCRA program. Comment Request: 
Notice 2004-11, 2007 ARD P 020-2. 

82 Id.
83 Id.
84 Id.
85 Id.
86 Id.
87 Id.
88 Id.
89 Id.
90 Toyota Motor North America, Inc. and subsid-

iaries and American Honda Motor Co., Inc. 
and subsidiaries entered into RCRAs with the 
IRS. Research Credit Recordkeeping Agree-
ments (June 8, 2005), available at www.irs.gov/
businesses/article/0,,id=139605,00.html.
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