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R&D Credit Overview

Business Credit designed to reward innovation with a net impact between 5-10% of eligible

&
expenses

¢ R&E Credits can be used to reduce tax liability and can offset tax to $0 in the case of
restricted NOL carryforward (starting 2021 based on the CARES act removing restriction
2018-2020)*

¢ Federal credit can be carried forward 20 years, CA is indefinite (no carryback)

¢ Many states have credits as well

v

*For C-corps with over $25,000 in regular tax liability, the company can offset no more than 75% of the tax.



R&D Credit — Payroll Tax Offset

Qualified Small Businesses can allocate the R&E Credit to offset up to $500,000 in
payroll tax in 2023, up from $250,000 in 2022 and before

¢ No gross receipts prior to 5 years before the period under review*

¢ Gross receipts are under $5,000,000 in current year

o Includes both FICA and Medicare

* 5-TY period counts from the earlier of the first year of receipts (including interest/other income) or the first year of 41(h) election.
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What 1s eligible?

¢ New or Improved products & processes

¢ Business Component: IRS shorthand
for “Project”

¢ Evolutionary vs. Revolutionary

¢ Must meet Four-Part Test

Additional guidelines for software

¢ Contract qualification

R .




Credit Amount

¢ Percentage over a threshold calculated by a ¢ Most states have credits as well

lookback period California mirrors the federal

Lookback determined by when company Traditional/Start-up and no longer

started research or prior 3 years .
P y uses federal Alternative

Percentage changes based on which
Incremental

lookback (net ranges from 5-10% of
spend)

Traditional

Start-Up

Alternative Simplified



Permitted
Purpose

The “why” of the business
component. Includes fit,
form, functionality, quality,
and reliability, among
others.

&

The Four-Part Test

Technological in
Nature

Business component must
rely on principles of
engineering or a hard
science. Excludes arts,
humanities, and social
sciences.

Technological
Uncertainty

The business component
must have inherent risks
related to capability,
method, or design for the
business component.

oS
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Eligible Expenses - QREs

&k A%y

Wages Supplies Contract Research Computer Rental
Direct Conduct, supervision, Materials consumed in the Often used to supplement Cloud computing, hosting, or
and support R&D process. capability or provide highly dev environment services
technical expertise for a

Engineers Prototypes/Samples — specific project.

Managers with Technical Build/Shipped to US _ o

Input Materials used to test Testing & Certification

Technicians process improvements Software Development

Production Personnel Pilot Runs Outsourced Engineering

QA/QC R&D Software Patent Attorney Expenses

Subscriptions ‘ |
11



R&D Credit — Things to Watch out For

o

Excluded Activities — list of items excluded by statute including aesthetics, foreign research,

adaptation or duplication, and others

Contract Qualification

“Substantial Rights” to the Intellectual Property (IP) does not need to be exclusive rights
Financial risk must reside with the company taking the credit, separate from technological
risk

Software
Internal use software (IUS) or Dual Use

Additional 3-part test: Innovative, Significant Economic Risk, Not Commercially Available

R

Computer rental and assigning jurisdiction for federal and state allocations
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Disclosure Changes to
the R&D Credit for
2024 and 2025




Timeline of New Disclosure Requirements

4

October 2021

Chief Counsel Memorandum specifying additional data
required for claims for refund starting after January 10,

2022 foreshadows current changes

December 2022

IRS alerts to potential changes to the form with details to
be released in 2023 (Speculation was this might be for tax
year 2023)

September 2023

IRS releases Rev Proc 2023-63 with a proposed form and

clarifies this is for tax year 2024 and later.

June 2024

Draft of the 6765 released with changes

based on feedback the IRS received.

December 2024

2nd draft of form released, simplifying the
original draft and making detailed project

reporting mandatory starting TY 2025

January/February 2025

Instructions for the draft form released on
January 2nd. Final form and instructions

released in early February.



Changes to 6765

IR-2023-173 — Released Sept 2023
Updated draft released December 2024

Instructions and Form finalized February 2025

¢ Additional detail on form about the company and
business components

¢ Consistent and predefined format for reporting

¢ Help reduce inflated claims and focus IRS

resources

¢ IRS looking to make sure taxpayers are scaling
back properly for non-qualified activities and
portions of business components




Detail of Additional Reporting

¢ Section E — Other Information

Enables IRS reviewer to check for a number of potential complicating factors

Mergers, Acquisitions, Dispositions
Consistency Requirement

Officer Wages included in QREs
ASC 730 Directive

Section E—Other Information. Ses instructions.

37  Enter the number of business components generating the QREs on line Sorline20 . . . . . . 37
38 Enter the amount of officers’ wages includedonlined2 . . . . . . . . . . . . . . . 38
39 Did you acquire or dispose of any major portion of a trade or business in the tax year? [ | Yes [ | No
40  Did you include any new categories of expenses as currentyear QREs? . . . . [|Yes [ |No
41 Did you determine any of the QREs on line 5 or line 20 following the ASC 730

Directive? . . . . . . . . . . . . . L L Lo oo oo —|Yes | No

If “Yes,” enter the amount from Appendix C Line 19 (you may attach your Appendices A, B, C, and D here) | 41
This ASC 730 Directive only applies to taxpayers with assets equal to or greater than $10,000,000
who follow U.S. GAAP to prepare their Certified Audited Financial Statements showing the amount of
currently expensed Financial Statement R&D. See instructions.

R



Detail of Additional Reporting
¢ Section G — QRE Summary

Ll ne A _ Section F—Qualified Research Expenses Summary. See instructions.

A Are you required to complete Section G? See instructions to determine if you are reguired to complete Section G, and how to
complete Section F if you are not required to complete Secton G . . . . . . . . . . . .. . [ ¥Yes Mo

42 Total wanes for nualified services for all husiness comonnants ido not inclide any waoes used in | |

Is Section G mandatory? Optional for all companies in 2024
Mandatory in 2025 UNLESS the company meets one of the following:
Payroll Tax Offset AND reduced credit elected
Gross Receipts Under $50M for the current year AND under $1.5M QREs

Rest of section is summary of QREs (detail in Section G if needed)

R



What can clients do to prepare?

¢ If the client has good compliance to time tracking and project level accounting:
Few changes needed! Make sure managers are tracking time to projects as much as
possible and supplies and contractors are clearly being allocated
¢ If the client does NOT have time tracking or poor compliance, now is a good time to
implement or encourage compliance
Have personnel accurately track hours worked — whether its 35 hours or 53 per week
Remind supervisors to charge time to projects as appropriate

Make sure support personnel in quality, manufacturing, and production are tracking

time



What can clients do to prepare?

¢ If time tracking is not an option (most Tech clients), consider completing surveys for 2024
and during 2025. Include:

Project list and portion of time by person for each (hours or percentage)

Activities performed during the period
¢ Include the project name as its own field or as part of the memo line to enable data analysis

¢ Completing part G is optional for all companies in 2024 and for some companies in 2025;

however, the IRS expects all this information available if there are questions.

v
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Sec. 174 Capitalization
Requirement




Section 174 - Legislative Update

January 29, 2024

House votes to delay capitalization
and amortization for domestic
Section 174 expenditures until
January 1, 2026

Does not modify foreign Section
174 expenditures

Tax year 2022 may be amended
or the deduction taken in current
period(s)

August 1, 2024
Senate fails to pass with 48
votes for and 44 against

Fall 2024

IRS releases several revenue

procedures for Section 174
No legislative movement on
a fix



What is “Section 174” of the Tax Code?

¢ What is Section 174 of the Tax Code: section that governs the definition and tax treatment of research or
experimental expenditures (commonly referred to as SREEs, "R&E expenditures”, "R&D expenditures”, or “§ 174

costs”).

¢ Background: TCJA require Capitalization and amortization of R&E costs for tax years beginning after 12/31/21
Previously this was optional, though once elected could only be revoked with consent

While many states conform to federal, California is one that does not conform

¢ Capitalization is mandatory
While Sec. 41 (R&E Credit) is a subset of Sec. 174 (Research and Experimental Expenditures), claiming no
tax credit does not relieve the taxpayer from the requirement to identify and quantify Sec. 174 expenses

¢ Amortization

5 years (15 years for expenses that are attribute to foreign research) using midyear convention

For 2024, this means only 10% of US expenses and 3.33% of foreign are amortized (with 20% and 6.66% o»
prior years domestic and foreign expenses, respectively)



R&D Deduction (§174)
vs. R&D Credit (§41)

¢ § 41 establishes the R&D Tax Credit;
§ 41 costs are a subsection of § 174

costs

¢ The R&D Tax Credit provides a separate
incentive to reduce tax liability with a

credit for certain incremental R&D costs

Note: Since no longer deducting R&D expenses due to 174 change, it no longer
makes sense to take the 280C election on the R&D Credit under Section 41.

3174 Costs

R&D Overhead * Allinternally
Foreign R&D developed software

Non-Taxable Fringe * Contract Research
Benefits for R&D (35%) excluded from
Employees the R&D Tax Credit; etc.

Patent Filing Fees

341Costs

+ Taxable R&D
Wages

* R&D Supplies

 R&D Contract

Research

(65%)

R




Possible Changes for Section 174

¢ Section 174 is currently the law for 2024 just like 2022-2023

¢ Congress has drafted revocation bills multiple times
Last attempt was June 2024: passed the House in Jan 2024, did not pass Senate
Changes for TY 20247 — Legislative timeline unknown

Almost certain to retain foreign R&D amortization requirement

¢ |IRS targets releasing Regulations in early 2025

Regs expected to substantially mirror the current guidance

¢ State conformity — most states currently conform to Federal*

California, Georgia, Indiana, Mississippi, Tennessee, Texas, and Wisconsin do NOT conform

Nevada, Ohio, South Dakota, Washington, and Wyoming are n/a due to corporate tax structure

R

*As of 1/15/2025
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Thank you!

Contact Us Cole Marr 408-673-3010

cmarr@sensiba.com Sensiba.com e
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