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Research &
Development
Tax Credit

( R & D )

The Research and Development (R&D) Tax Credit is a tax credit designed to stimulate innovation and 
technological advancement among businesses. It's designed to encourage companies to invest in 
research and development activities by offering a tax credit as a reward for qualifying expenditures 
related to innovation.

This credit aims to support and incentivize businesses across various industries to engage in activities 
that lead to the creation or improvement of products, processes, software, or formulas. By doing so, it 
seeks to foster economic growth, enhance competitiveness, and promote technological 
advancements. 

Key points about the R&D Tax Credit include: 

• Tax Incentive: It's a credit against certain taxes owed by a business, reducing their tax liability 
dollar-for-dollar based on qualified research expenses.

• Eligible Activities: Qualifying activities generally involve undertaking research and development 
efforts that involve technological innovation, experimentation, and solving technical uncertainties 
in creating new or improved products, processes, or software.

• Qualified Expenses: Eligible expenses include costs associated with employee wages directly 
engaged in R&D, expenses for supplies, contracted research costs, and certain overhead expenses 
directly tied to R&D activities.

• Innovation Across Industries: The credit is not limited to specific sectors and is available across 
various industries, such as technology, manufacturing, pharmaceuticals, aerospace, and more.

• Non-refundable Credit: In most cases, the credit can reduce a company's tax liability but may not 
result in a cash refund if the credit amount exceeds the tax owed. However, there are exceptions 
for certain eligible start-ups and small businesses.

Overall, the R&D Tax Credit serves as a powerful tool to incentivize and reward businesses for investing 
in innovation, leading to advancements that benefit both the companies and the broader economy. It's 
important for businesses engaging in R&D activities to understand the criteria, document eligible 
expenses, and comply with the regulations to claim this credit effectively. Consulting tax professionals 
or advisors specialized in R&D tax credits is recommended to navigate the complexities and maximize 
the benefits of this incentive.
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Developing New Products:
Activities involved in designing, creating prototypes, 
or enhancing products to introduce new features, 
functionalities, or performance improvements. 

Improving Existing Products:
Efforts directed at making significant 
improvements, enhancements, or cost reductions to 
existing products or processes. 

Software Development:
Developing new software, upgrading existing 
systems, or improving algorithms to achieve specific 
functionalities or efficiencies. 

Engineering and Design:
Conducting engineering studies, designing new 
systems, or experimenting with new technologies to 
solve technical challenges or uncertainties. 

Process Improvement:
Innovating and refining manufacturing or 
operational processes to increase efficiency, reduce 
waste, or improve quality. 

Prototyping and Testing: 
Designing and testing prototypes, conducting 
experiments, or performing validation studies to 
assess feasibility or functionality. 

Technical Problem Solving: 
Conducting systematic problem-solving activities to 
overcome technical uncertainties or challenges in 
product development or process improvement. 

Scientific Research:
Engaging in scientific studies, experiments, or data 
analysis to explore new concepts, materials, or 
technologies. 

Experimental Design and Testing:
Systematically planning and executing experiments, 
simulations, or trials to resolve uncertainties and 
validate hypotheses. 

Activities Associated 
with R&D
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Materials Research:
Investigating new materials, compositions, or 
formulations for specific properties or applications. 

Biotechnological Advancements: 
Research activities focused on pharmaceuticals, 
biotechnology, genetics, or life sciences aimed at 
discovering or improving products or processes. 

Environmental and Energy Research::
Developing innovative solutions for environmental 
sustainability, renewable energy sources, or energy 
efficiency improvements. 

Automotive and Aerospace Innovation:
Activities related to vehicle design, aerodynamics, 
materials, propulsion, or safety enhancements. 

Telecommunications and Electronics:
Research efforts involving advancements in 
communication technologies, hardware 
development, or electronic components. 

Healthcare and Medical Devices:
Developing medical devices, diagnostic tools, or 
conducting clinical research for healthcare 
advancements.  
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3-D Printing
Advanced Materials
Aerospace & Defense 
Architecture
Artificial Intelligence Automotive 
Biotechnology/Medical Devices 
Block Chain
Cannabis
Clothing/Apparel
Commercial Bakeries 
Construction
Cosmetics and Skincare 
Dentistry
Digital Programming/Marketing 
Distribution and Logistics 
Electronics
Energy and Gas
Engineering
Farming/Agriculture

Industry Details

Technology and Software Development: Companies involved in developing software, apps, or 
technological solutions often qualify due to their constant innovation and improvement efforts. 

Manufacturing and Engineering: Industries engaged in designing, prototyping, and improving 
manufacturing processes or products, including machinery and equipment manufacturers. 

Pharmaceuticals and Biotechnology: Companies engaged in drug development, clinical research, and 
biotechnological advancements typically involve substantial R&D efforts. 

Aerospace and Defense: Research and development activities in aerospace, aviation, and defense 
industries, including aircraft design, materials development, and technology enhancements, often qualify. 

Healthcare and Medical Devices: Development and innovation in medical devices, equipment, 
diagnostic tools, and pharmaceuticals for healthcare purposes can be eligible. 

Automotive and Transportation: Companies involved in automotive engineering, vehicle design, fuel 
efficiency improvements, and electric vehicle technologies may qualify. 

Chemicals and Materials: Industries working on the development of new materials, chemicals, or 
processes for various applications often engage in qualifying R&D activities. 

Telecommunications: Companies involved in telecommunications, networking, and infrastructure 
development might qualify for the R&D Tax Credit due to ongoing technological advancements. 

Energy and Renewable Resources: Research activities aimed at improving energy efficiency, developing  
It outlines the rules related to deducting or capitalizing expenses incurred in connection with the 
development or improvement of a business component. 
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Qual i fy ing
 Industr ies 

Feed Mills
Foundries
Generic Drugs
HVAC
Information Technology 
Injection Molding 
Manufacturing
Medical
Metal Fabrication
Mining
Pharmaceutical Companies 
Plastics and Rubber
Printers
Ship Building
Software Development 
Telecommunications
Tool and Die
Website Design & Coding 
Wineries/Breweries/Distilleries



Qualifying Expenses

Wages: Salaries, bonuses, and other forms of compensation paid to employees directly involved in 
performing, supporting, or supervising qualified R&D activities. This includes researchers, engineers, 
scientists, and technicians. 

Supplies: Costs incurred for materials, supplies, and prototypes used in R&D activities. This includes 
expenses for raw materials, testing supplies, and the depreciation of equipment directly used in qualifying 
R&D efforts. Contract Research 

Expenses: Amounts paid to third-party contractors or outside vendors for performing specific R&D tasks 
on behalf of the company. However, these expenses may have certain criteria to meet to be eligible. 
Software Costs: Expenses related to software development that supports R&D activities. This can include 
costs associated with purchasing, licensing, or maintaining software used directly for R&D purposes. 
qualifying activities, detailed records of R&D expenses, and substantiation of qualified research activities are 
crucial for claiming the credit. 

Third party Computer Leasing: Expenses related to computer leasing or cloud hosting can potentially 
qualify for the Research and Development (R&D) Tax Credit if they are directly attributable to eligible R&D 
activities. However, there are specific criteria that must be met for these expenses to be considered eligible.

Direct Usage for R&D: The leased computers or cloud hosting services must be used directly and 
primarily for qualified R&D activities. If these services are used solely for administrative purposes or 
unrelated functions, they may not qualify. 

Substantial Nexus to R&D: There should be a clear and substantial connection between the leased 
computers or cloud services and the R&D efforts. This typically involves using these resources for activities 
like software development, computational modeling, data analysis for R&D purposes, or other directly 
supportive R&D tasks. 

Proper Documentation: As with all R&D Tax Credit-eligible expenses, it's crucial to maintain detailed 
records and documentation that clearly demonstrate the connection between the leased computers/cloud 
hosting and the qualified R&D activities. This documentation is essential for substantiating the claim during 
an audit or review.

It's important to note that not all computer leasing or cloud hosting costs automatically qualify for the R&D 
Tax Credit. The eligibility of these expenses depends on their direct and substantial utilization in qualified 
R&D activities as per IRS guidelines. Consulting with a tax professional or advisor experienced in R&D tax 
credits can provide tailored guidance based on the specific nature of the expenses and how they relate to 
the company's R&D initiatives.
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The "4 - Part Test"

Permitted Purpose: The activity must aim at creating new or improved 
business components. 

Technical Uncertainty: There must be uncertainty related to the 
development or improvement process. 

Process of Experimentation: Systematic trial and error, modeling, or 
simulation should be involved. 

Technological in Nature: The process must rely on principles of physical 
or biological sciences, engineering, or computer sciences.
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Exclusions:

Funded Research: Research activities funded by grants, contracts, or any form of subsidies where the 
funding organization retains rights to the research results might not qualify for the credit. This exclusion 
aims to prevent claiming a credit for research already financially supported by another entity. 

Research Outside the United States: Research conducted outside the United States generally does not 
qualify for the R&D Tax Credit, although there might be exceptions in certain cases where the research 
directly benefits the U.S. business. 

Social Sciences, Arts, or Humanities: Activities falling within social sciences, arts, humanities, market 
research, or similar non-technical disciplines typically don’t meet the criteria for technological innovation 
necessary for the credit. 

Adaptation of Existing Business Components: While improving existing products or processes can qualify, 
merely adapting or replicating existing technology without seeking new or improved capabilities may not 
be eligible. 

Routine Data Collection or Quality Control: Activities focused on routine data collection, market research, or 
standard quality control measures, even if they're part of an R&D project, might not qualify if they don’t 
involve technological uncertainty or innovation. 

Research after Commercial Production: Research activities conducted after the start of commercial 
production or after the product has been available for sale to customers might not be eligible for the credit. 

Non-Technological or Non-Innovative Activities: Activities that lack technological inferences or don’t involve 
a process of experimentation to resolve technical uncertainties may be excluded.



The Research and Development (R&D) Tax Credit is primarily governed by sections 41 and 174 of the 
Internal Revenue Code (IRC) in the United States. These sections outline the criteria, eligibility, and 
calculations related to the R&D Tax Credit. 

• IRC Section 41: This section provides the framework for determining and claiming the R&D Tax Credit.
It defines eligible research activities, qualifying expenses, calculation methods, and other
requirements necessary to claim credit.

• IRC Section 174: This section specifically addresses the treatment of research and experimental
expenditures. It outlines the rules related to deducting or capitalizing expenses incurred in
connection with the development or improvement of a business component.

Tax Codes Associated 
with  R&D
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The Research and Development (R&D) Tax Credit is primarily governed by sections 41 and 174 of the 
Internal Revenue Code (IRC) in the United States. These sections outline the criteria, eligibility, and 
calculations related to the R&D Tax Credit. 

What is IRC Section 41? 

IRC Section 41 refers to a crucial part of the Internal Revenue Code (IRC) in the United States that outlines 
the Research and Development (R&D) Tax Credit. This section establishes the framework and criteria for 
businesses to claim a credit based on qualified research expenses (QREs) related to eligible R&D activities. 

Key aspects of IRC Section 41 include: 

Eligible Research Activities: It defines the types of activities that qualify for the R&D Tax Credit. These 
activities typically involve innovation, systematic experimentation, technological advancement, and the 
resolution of technical uncertainties aimed at creating or improving products, processes, software, or 
formulas. 
Qualified Research Expenses (QREs): The section outlines the specific expenses that can be considered in 
calculating the credit, such as wages paid to employees directly involved in R&D, costs of supplies used in 
R&D activities, and certain contracted research expenses. 
Credit Calculation: IRC Section 41 details the method for calculating the R&D Tax Credit. The credit is 
generally a percentage of qualified research expenses incurred during the tax year, subject to certain 
limitations and criteria. 
Documentation and Substantiation: It emphasizes the importance of maintaining proper documentation 
and records supporting the claim for the R&D Tax Credit. Businesses are required to substantiate their 
eligibility and the connection between expenses and qualified research activities. 
Credit Limitations and Carry forwards: The section might outline limitations or rules related to the amount 
of credit that can be claimed in a tax year and the ability to carry forward or back excess credits to future or 
past tax years. 

IRC Section 41 is a fundamental part of the tax code that encourages innovation and technological 
advancement by providing incentives to businesses engaging in qualified R&D activities. It's crucial for 
businesses to understand the provisions outlined in this section, comply with the requirements, and 
maintain proper documentation to accurately claim the R&D Tax Credit.



IRC Section 174 is another essential part of the Internal Revenue Code {IRC) in the United States that 
addresses the treatment of research and experimental expenditures for tax purposes. This section outlines 
rules related to the deduction or capitalization of expenses incurred in connection with the development or 
improvement of a business component through research or experimentation. .

Key aspects of IRC Section 174 include: 

Tax Codes Associated 
with  R&D

Copyright © 2024 Tax-Efficient Group. All Rights Reserved. www.thetegrp.com 

Research &  
Development 

Research and Experimental Expenditures: It defines the scope of expenditures that qualify for treatment 
under this section. These expenditures generally include amounts paid or incurred in connection with 
activities intended to discover information that constitutes a process of experimentation aimed at 
developing a new or improved business component. 

Deduction or Capitalization: IRC Section 174 allows taxpayers to choose between deducting or capitalizing 
research and experimental expenditures. Taxpayers can either deduct these expenses in the tax year they are 
paid or incurred or choose to capitalize and amortize them over time. 

Eligible Business Components: The section covers expenses related to the development or improvement of 
business components. These components can include products, processes, formulas, inventions, software, 
techniques, or inventions. 

Definition of Research: It provides a broad definition of research that encompasses various activities involving 
systematic investigation or experimentation to develop or improve business components, irrespective of the 
field of science or technology. 

IRC Section 174 complements IRC Section 41, which specifically addresses the Research and Development 
(R&D) Tax Credit. While Section 41 focuses on providing a tax credit for qualified research expenses, Section 
174 addresses the treatment of these expenditures for deduction or capitalization purposes.



Start-Up Companies

Yes, start-up companies can qualify for the Research and Development (R&D) Tax Credit under certain 
conditions. Recent changes in tax laws have made it more accessible for start-ups to take advantage of 
this credit. 

Start-up companies, especially those in the early stages with limited revenue or profit, might not have tax 
liability against which they can apply the R&D Tax Credit. However, the legislation allows eligible start-ups 
to use the credit against their payroll taxes instead of income taxes for certain years. 

Here are some key points for start-ups to consider regarding the R&D Tax Credit: 

Payroll Tax Credit: Qualified start-ups meeting specific criteria can elect to apply the R&D Tax Credit 
against their employer-side payroll taxes, including Social Security and Medicare taxes, for up to five tax 
years. This can significantly benefit start-ups with limited income tax liability. 

Eligibility Criteria: To be eligible for this payroll tax credit option, the start-up must have gross receipts for 
five years or less and must not have had gross receipts exceeding a certain threshold in any tax year 
preceding the five-tax-year period. There are other criteria related to the nature of the business and the 
size of the company that need to be met. 

Offsetting Future Tax Liability: If a start-up doesn't have immediate tax liability or payroll tax obligations, 
they can carry the credit forward for up to 20 years or back for one year, subject to certain limitations. 

Qualified Research Activities: Start-ups engaging in eligible research activities, such as developing new 
products, processes, software, or prototypes, and facing technical uncertainties or challenges, can 
potentially qualify for the R&D Tax Credit. 
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How to Calculate the 
Research and Development Tax Credit? 

The Research and Development (R&D) Tax Credit calculation involves determining the qualified 
research expenses (QREs) and applying the prescribed credit rate. Here's an example illustrating the 
calculation: 

Let's consider a hypothetical company, ABC Innovations, that incurs the following expenses related to 
qualified research activities: 

1. Wages: $500,000 paid to employees directly engaged in R&D.

2. Supplies: $150,000 for materials and testing supplies used in R&D.

3. Contract Research Expenses: $100,000 paid to external contractors for specific R&D projects.

Total Qualified Research Expenses (QREs) = Wages+ Supplies+ Contract Research 
Expenses Total QREs = $500,000 + $150,000 + $100,000 = $750,000 

Now, assuming the company is eligible for a 10% credit rate on these qualified expenses: 

R&D Tax Credit= Total QREs x Credit Rate R&D Tax Credit= $750,000 x 10% = $75,000 

So, based on the incurred expenses for qualified research activities, ABC Innovations is eligible for a 
Research and Development Tax Credit of $75,000. 

It's important to note that various factors can influence the calculation and eligibility for the R&D Tax 
Credit. The credit rate might differ based on the nature of the expenses or the tax laws in a specific 
jurisdiction. Additionally, there might be limitations, thresholds, or specific criteria that impact the credit 
calculation for certain businesses. 

Companies often need to thoroughly document their expenses and activities to support their claim for 
the R&D Tax Credit.
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