The R&D Tax Credit — It’s Not Just for High-Tech Companies!
by Justin Goodson & Steffanie Gunn'
Introduction

The United States Fed eral Credit for Increas ing Research Activities a nd the Cana dian
Scientific R esearch and Experim ental De velopment Tax Incentive Program , or SRED,
(both hereinafter referred to as “R&D credit” or “R&D cred its”) are tax incentives o ften
overlooked by m any qualifying companies.  Typically, when people hear the phrase
“research and development,” they immediatel y think their co mpany does not qualify for
this credit and that the credit is reserved for bellwether companies or organizations such
as Microsoft, Boeing, Intel, Lockheed Martin, Merck, Pfizer, etc. This assum ption is, in
fact, wrong. When compared to the “traditional” definition of R&D, the tax definition of
“research and development” is quite broad in  terms of the types of activities and ¢ osts
that qualify for these powerful governm ent-sponsored tax incentives . In the ensuing
paragraphs, we will discuss wh at types of com panies, activities and cos ts qualify for the
R&D credit and, hopefully, you will be able to  determ ine whether your com pany is a
good candidate for the United States R&D Credit or the Canadian SRED Credit.

Background of the R&D Credit

United States:

The legislation establishing the R&D tax credit was first enacted in 198 1. Since then, it
has been revised, am ended and extended by C ongress several tim es with the consistent
intention of improving and strengthening its benefits in order to keep domestic companies
competitive with their international counterparts. In addition, many states have followed
in the footsteps of Congress and enacted si  milar legislation providing state R&D  tax
incentives.

The R&D credit is meant to encourage th e growth and developm ent of businesses
throughout the nation and, as such, it was the intent of Congress, the Internal Revenue
Service (“IRS”), and the current Administration to allow for the credit to apply to a wider
range of companies and activities in order to strengthen dom estic corporate investm ent.
To this end, Congress and the current Administration recently relaxed the rules governing
the R&D tax credit in an effort to increase its applicability to a wider range of companies
and activ ities because, over the past two decades, the United States has been losing
valuable resources inm  anufacturing and  R&D to other com  peting countries.
Furthermore, if this downward trend were  to continue, th e United States would be in
danger of becom ing the world’s largest “m iddleman” as valuable in tellectual resources
and human capital opted to work and stay o ffshore, as opposed to residing in the United
States. This m igration of resources and talent offshore is a prim ary reason why the
current Administration, Congress and the IRS have relaxed the rules governing the R&D
tax credit and it is these changes in the rules that m ay allow your company to qualify for
the R&D credit.



Canada:

Under this program , any individual or cor poration carrying on quali fied res earch in
Canada is eligible for tax incentives - even a corporation that is controlled or owned by a
U.S. parent m ay be eligible. The SRED program is Canada’s largest single source of
federal government support for indu strial research and developm ent. In addition to the
federal incentive program, several provinces and territories within Canada have their own
complementary program s, m any of which ar e adm inistered by the Ca nadian Revenue
Agency (“CRA”). As in the United States, the primary objective of these programs is to
keep Canadian businesses com petitive by spurring innovation th rough research and
development.

What types of companies are good candidates for the R&D credit?

As evidenced by the title of  this chapte r, the R&D credit is not only f  or high-tech,
biotechnology and software companies. Some of the best candidate s for the R&D credit
are found in the following industries: m anufacturing, tool and die, agriculture, software
development, biotechnology, structural engineering, food processing, and
pharmaceutical, am ongst others. If your com pany has inv ested time, labor and f unds
toward the advancem ent of its products, pro cesses, formulas, inventions or techniques,
then it may qualify for the R&D credit. If your company is in one of the industries listed
above, please read on as you may qualify for these powerful government tax incentives.

What qualifies as “research and development” for tax purposes?

United States:

The Internal Revenue Code (“IRC”) defines qualified research as activities performed to
discover knowledge that is technological in nature for the development or improvement
of a business component used for a permitted purpose in conducting a trade or business.
What does that mean? It means that designing, developing or im proving a new product;
developing or improving a manufacturing process or other bu siness process; determining
a formulation; programming a new software application; or developing an invention to be
patented (regardless of whether it succeeds or fails), for your business are all potential
qualifying projects or activities with regard to the R&D tax credit.

Specifically, to qualify for the R &D credit, the qualifying activities performed must meet
four qualifications: 1) the activity must be related to the development or improvement of
a business com ponent (product, process, form ula, invention, software or technique) 2)
there must be som e uncertainty as to the method, capability or design of the business
component, 3) there m ust be a process of experimentation to overcom e the uncertainty,
and 4) the activities must relate to one of the “hard sciences” (e.g. engineering, chemistry,
physics, biology, biotechnology, computer science, etc).

Canada:



The term “SR&ED” is defined in the Canadian federal Income Tax Act (“ITA”) to mean
a systematic investigation or search that is carried out in a field of science or technology
by means of experiment or analysis. Under the SRED program , three types of research
categories are eligible for SR&ED benef'its: 1) basic res earch — work p erformed for the
advancement of knowledge and science withou t any practical application in m ind; 2)
applied res earch — wor k car ried o ut f or th e a dvancement of scienc e with a spe cific
application in m ind; and 3) experim ental development — work undertaken to achieve a
technological advancement in  order to create, or im prove m aterials, products, or
processes. The m ajority of SR &ED claims fall into this la tter category — experim ental
development.

In order for a com pany to qualify an activity or project as experim ental development for
SR&ED purposes, three criteria must be met: 1) there must be some type of technological
advancement sought by the project or activity un dertaken, 2) there must be some type of
technological uncertainty at the outset of the project or activity, 3) a system atic
investigation must be utilized towards eliminating the technical uncertainty present.
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The activ ities that can  qualify for the R&D credit can be large-s cale bus iness
developments or sm all-scale process im provements. The scope of the project is
immaterial, as long as the activities relate to the advancement of the underlying business.
The startup of a new business or a new divi sion often involves a signif icant amount of
qualifying activities. F or example, in m any cases, the entire busin ess process m ust be
developed, tested, evaluated and m odified until it is operating s moothly. In addition, the
testing of an altern ative raw m aterial f or pote ntial cost sa vings or the alter ation of a
process in an effort to reduce lost produc t, increase throughput, and maxim ize overal |
efficiency may also qualify for the R&D credit

Oftentimes, the norm al day-to-day activit ies which company personnel conduct m  ay
qualify for the R&D credit. Fo rexam ple, th e system atic trial-and-error pro cess and
associated testing and redesign work which is often em ployed during the development or
improvement of a product design is often taken for granted as just “getting the job done.”
While these activities may seem routine, they constitute a process of experimentation that
is undertaken to “get the job done” and m  ay, in fact, qualify for the R&D credit.
Furthermore, success is not a requirem ent in order for a com pany to claim the R&D
credit for a particular project or activity. The nature of the qualifying activities and the
intent of the project to advance the underl ying business are sufficient to claim the R&D
credit.

What types of costs qualify for the R&D credit?

The expenditures that m ay be applied towa rd the R&D credit include both in-house
research expenses as well as contract resear ch expenses. The in-house research expenses
that can qua lify for the R&D credit f all into two categories: 1) wages paid to company



employees for conducting, directly supporting and directly supervising qualified R&D
activities (a s described in the prec eding section) and 2) the cost of supplies used or
consumed in relation to these R&D activities. Additionally, some capital costs associated
with the SRED credit m ay also be eligible for Canadian companies. C ontract research
expenses are those am ounts paid to anyone outside the company perform ing qualifying
research activities on your company’s behalf. The time and effort devoted to conducting
research does not necessarily have to be undertaken by your em ployees. By contracting
with outside individuals or companies to conduct these activities on your behalf, provided
their contract expen ses qualify for the R& D credit (see preced ing s ection), you are
improving and advancing your company and, as such, those expenditures may qualify for
the R&D credit.

Benefits of the R&D Credit

United States:

In general, claiming the R&D tax credit results in a net cash benefit of 6.5% of “qualified
research expenditures.” Thus, in genera 1, for every $100,000 of identified qualified
research expenditures, the company will typically receive $6,500 of R&D tax credit.
However, this net benefit calculation is  subject to certain lim itations which you can
discuss with a qualified R&D tax credit service provider.

Canada:

Companies that have qualifying research and development activities are entitled to either
a35% or 20% investm  ent tax credit. A qualifying Canadian Controlled Private
Corporation (“CCPC”) is given preferential treatment at an enhanced rate of 35%, subject
to cer tain lim itations. If a com pany is a qua lifying CCPC, the f irst § 2 million of its
expenditures are subject to the 35% rate and may be completely refundable. This means a
CCPC operating at a loss may still be entitled to a refund even though it has paid no taxes
in the year. On the other end of the spect rum is a non-CCPC which is entitled to a non-
refundable 20% credit on its qualifying research expenditures.
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The R&D credis offers a greater financial return than simply deducting or capitalizing the
costs of the research activities. The R&D  credit is a “dollar-for-d ollar” reduction of a

company’s tax liab ility (as illustrated in the above example). Furtherm ore, if there are

any excess credits available — i.e. excess cr edits after any refund amounts are received —
these credits can be carried forward for up to twenty years in the United States and  ten
years in Canada, providing financial benefits for today’s activities for years to come.

Lastly, claim ing the R&D cred it potentially creates a v ehicle by which to realize
additional tax savings in the future. It can lower your company’s overall effective tax
rate as well as increases the market value and earning power of your company. The R&D



tax credit provides a return on your investm ent in ideas and concepts which are new to
your company, thereby encouraging future investments.

Companies that e lect not to claim the R&D cr edit may be declin ing revenue that they
have righ tfully earned . Such com panies m ay find them selves atasign ificant
disadvantage in the competitive business world.

Conclusion

The United States and Canada offer som e of the world’s richest R&D tax incentives, but,
chances are, companies are not taking advantage of them to get the cash they deserve. As
the pace of business ac celerates and competition increases, small to mid-size companies
may be more likely to overlook this source of cash because many lack the time, resources
or expertise needed to identify and manage SR&ED tax credit claims.

Both the United States and Canadian govern ~ ments have intentionally broadened the
scope of the businesses which m ay benefit from the R&D credit in order to stimulate the
economy and reward those companies who undertake activities to make their chosen field
more ef ficient and inn ovative. Co mpanies co ntinually pa rticipate in these a ctivities
simply to rem ain competitive, witho ut real izing their daily operations m ay also entitle
them to tens of thousands of dollars in tax incentives. If your com pany is in any one of
the industries described above, you m ay be a candidate for this powerful governm ent tax
mncentive.

Who is alliantgroup??

alliantgroup is an independent , international professional services firm focused on
delivering government-sponsored tax incentives, primarily the R&D tax credit, to middle-
market companies in a variety of  industries.  alliantgroup focuses not only on the
quantitative side — i.e. calculating tax cr edits based on the qualified wage, supply and
outsourced contract research expenditure s (as described above) — but also on the
qualitative side, including preparing and de livering a deta iled written R&D study that
serves as your company’s documentation supporting the R&D tax cred it claimed. If you
feel that some of your com pany’s activities may qualify for the R&D credit, please visit
www.alliantgroup.com for further information.

How do I determine if my company qualifies for the U.S. or Canadian R&D Credit? Ask
yourself the following questions:

1. Doanyofm ycom pany’s activities m eet the qualif ications f or the U.S. or
Canadian tax credit?

2. Does m y ¢ ompany design, develop orm  anufacture new and / or existing
products?

3. Does my company attempt to im prove its existing products or for mulas or find
new ways to use or manufacture those products or formulas?



Does my company look for ways to improve its internal processes or techniques?
Does my company develop inventions or obtain patents?

Does my company develop or engineer software applications?

Is my company in one of the industries listed above?

Nowk

If the answer to any of the above questions is yes, you m ay be a great candidate for the
R&D tax credit. If so, go to the next se ction to identify what docum entation and
information you will need.

Questions to Ask Your Accountant / R&D Credit Advisor

For all business entities  related or comm only owned with your company, ask the
following questions:

1. Am I taking the R&D credit?

For all open tax years, what is the am ount of regular tax and tentative m inimum
tax [ am paying?

Am I in a Net Operating Loss or Alternative Minimum Tax position?

4. What state taxes do I pay?
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