Straﬁord FOR LIVE PROGRAM ONLY
State Research and Development Tax Credits:
Navigating Multi-State Apportionment Rules

TUESDAY, JUNE 27, 2017, 1:00-2:50 pm Eastern
IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

» Participate in the program on your own computer connection (no sharing) - if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover.

 Listen on-line via your computer speakers.

» Respond to five prompts during the program plus a single verification code. You will have to write
down only the final verification code on the attestation form, which will be emailed to registered
attendees.

» To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT

For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)

For Assistance During the Live Program:
-On the web, use the chat box at the bottom left of the screen

If you get disconnected during the program, you can simply log in using your original instructions and PIN.
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Sound Quality

When listening via your computer speakers, please note that the quality

of your sound will vary depending on the speed and quality of your internet
connection.

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.

Strafford
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Joe Stoddard, CPA, Partner Stacey L. Roberts, CPA, State and Local Tax Senior Manager
Eide Bailly, Salt Lake City Eide Bailly, Denver
jistoddard@eidebailly.com sroberts@eidebailly.com

Daniel F. Laughlin, Senior Manager
FGMK, Chicago
dlaughlin@fgmk.com
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.

You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.

Strafford
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Experience Eide Bailly
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Brand Promise

You can expect a better experience

working with Eide Bailty one that

IS caring, insightful and focused on
your business needs.

59,000 1,600

clients partners & staff

o Top 25 Accounting Firm
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Eide Bailly Office Locations

29 Offices in 13 States
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R&D Tax Credits

About FGMK
v

FGMK:is a leading professionalservicesfirm providing assurancetax and advisoryservicesto global
public companies,middle-market companies,entrepreneurs, high-net-worth individuals and not-for-
profit organizations FGMKis amongthe largestaccountingfirms in Chicagoand one of the top ranked
accountingfiirmsin the United States

Our Services

Assurance Advisory Tax Risk & Controls
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About FGMK

A 4

Industries We Serve

wArchitecture and Engineering w / 2y ail NHzO G A@Wainufacturing and Distribution wRetail and Consumer Products
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R&DTAX CREDITS

Agenda
v

A Purpose of R&D Tax Credits

A Qualified Research Activities

A Qualified Research Expenses

A Recent Federal Credit Updates

A Federal Credit Method as Introduction to State Credit Concepts
A State Credits Overview

A Specific State Credits of Interest

A Case Study

A Documentation Requirements & Audit Trends

A Q&A
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bl o -




s
R&D TAXCREDITS

A 4

Purpose oR&D Tax Credits

o
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R&DTAX CREDITS

Types of R&D Incentives in the United States
A 4

Investment Credits Against Income Tax
Job Credits Against Income Tax

Payroll Tax Credits

Sales & Use Tax Credits & Exemptions

IRC8 174

> > > > > D

Grants

o
EideBailly an mﬂ .




ﬁ
R&DTAX CREDITS

Purpose of R&D Incentives

A 4

A Incentivize innovation
A Incentivize job creation
A Incentivize capital investment

A Positive productivity spibver to other firms in the state

N
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Value & Benefits of R&D Credit
A 4

A Reduces income teburden

A Lowers effective income tax rate (E)TR

A Increases cash savings

A Provides permanent (rather than temporary timing) book versusittizrence

A Improves earnings per share (EPS

N
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A 4

Qualified Research Activities

o
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R&DTAX CREDITS

Qualification Criteria
A 4

A Broad definition of R&D

A Qualificationof new or improvedd 6 dza OF S&R y Sy (i a ¢
¢ Products
¢ Processes
¢ Software
¢ Techniques
¢ Formulas

¢ Inventions

o
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Qualification Criteria: 4 Part Test

A 4

o Permitted Purpose o Process of Experimentation
Develop a new, or improve an Substantially all the activity constitutes
existing, product, process or software. a process of experimentation.
(Improve function, performance, (Prototypes, modeling, or systematic trial
reliability, quality, etc.) and error)

e Eliminate Uncertainty o Technological in Nature

Discover information to eliminate
uncertainty concerning capability,
methodology, or appropriateness

of design. (Identify issues and potential
alternate solutions)

/>>>\
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Discover information that fundamentally
relies on principles of the hard sciences.
(Physical science, biological science,
computer science, engineering, etc.)
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Qualification Criteria: Types of Activities That Typically Qualify
v

New productdesign/ productimprovements
Manufacturingprocessdevelopment/ improvement
Designind modifyingproductionequipment
Molds,tooling, dies,fixtures,jigsdesign/ modification
Rawmaterialsresearch

Constructiondesignactivities(e.g. bridges,roads,buildings.etc.)

> > > > > D>

Developingsoftware
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R&DTAX CREDITS

Qualification Criteria: Application to Specific Industries

A 4

A Manufacturing

A Technology

A Construction/ Architecture& Engineering
A Agriculture

A Oil& Gag Energy

A LifeSciences

A Banking Insurance

o
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Qualification Criteria: Software Projects

A 4

A Software that is considered internal use software (IUS) only qualifies if it meets one of the
following:

¢ Softwaredevelopedfor usein anactivity that is qualifiedresearch

¢ Softwaredevelopedfor usein a productionprocesghat qualifiesasR&D

¢ Combinedchardware/ softwareproduct developedaspart of anintegralpackage
¢ Softwarethat meetsthe & K Attiie&holdof A Y Y 2 @ briferia?2 v €

* Innovativec reductionin cost,improvementin speed,or other substantiaimprovement

« Significant EconomicRisk ¢ taxpayer commits substantial resourcesand there is substantial
uncertainty, becauseof technicalrisk, that suchresourceswill be recoveredwithin a reasonable
period

* Not Commercially Available ¢ cannot be purchased,leased, or licensed without significant
modifications

/>>>\
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Qualification Criteria: Software Projects

A 4

A Final regulations on internal use software (IUS) were issued in October 2016
¢ Longawaitedguidanceon IUS

¢ Narrowsdefinition of IUS¢ makingit easierfor softwaredevelopedby certaincompaniedo qualify for
the credit

* |USIlimited to G&Afunctions financialmanagementhuman resourcemanagementand support
servicefunctions

« Softwaredevelopedto enablea taxpayerto interact with 39 parties, allow 3@ partiesto initiate
functionsor reviewdataisnot IUS

¢ Clarifieshow ERPrelated softwaredevelopmentcanqualify

¢ Newruleseffectiveprospectively
« Canapplyto 2015andfuture years

/>>>\
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A 4

Qualified Research Expenses

o
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Qualified Research Expenses

A 4
A Wages
A Contract Research

A Supplies

e
EideBailly EEME 24




ﬁ
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Qualified Research Expenses: Wages

A 4

A Wage base is taxable (Box 1/Box 16 W2) wages
¢ Box 1/Box 16 employee wagesvages as defined by IRG401(a)
¢ [For sefemployed individuals and owne&mployees, wages includes earned income §RQ1(c)(2))

¢ For partners, look at guaranteed payments

A Includesdirect involvement, direct support, direct supervision
¢ Marketing/ businesgdevelopment
¢ Quoting

Qualityassurance

O

¢ Executivanvolvement

A{dzoadGryaAaltte |ttt NUzZ SY AF ymxE: 2N Y2NB |
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Qualified Research Expenses: Contract Research

A 4

Ve

A Use of vendors, contractors, other third parties R&D
A Include 65% of eligible costs

A Examples
¢ Staffaugmentation
¢ Outsidemachining
¢ Outsidetesting

¢ Clinical field trials

o
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Qualified Research Expenses: Supplies

A 4

A Supplies used in the R&D process
¢ Prototyping
¢ Trialruns

¢ Tooling

A Excludes property subject to depreciation

e
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Qualified Research Expenses: Prototypes / Pilot Models

A 4

A Final regulations on research expenses (IRC 174) were issued in July 2014

¢ Areeffective July2014but canbe appliedto openyearsif the statute of limitations for assessmenbf
tax hasnot expired

¢ Prototypeexpensexanqualifyevenif the prototype is eventuallysoldto a customer

¢ Componentcostsof selfconstructedassetscanpotentially qualify

/>>>\
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A 4

Recent Federal Credit Updates

o
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R&DTAX CREDITS

Recent Updates
v

A R&D tax credit is now permanent

A Fox tax years beginning after December 31, 20iadified small business can utilize the
R&D tax credit against the employer portiontbé FICA payrothx up toan annualimit of
$250,000

¢ Taxpayer has tayear gross receiptsf less than $M

¢ Taxpayer hamot had grosseceipts formore than five tax years

A Fox tax years beginning after December 31, 2015, the R&D tax credit can offset alternative
minimum tax (AMT) foeligible small businesses

c ¢CFELI @SNRa | gSNI 38 INRP&da NBrdSicedd $50M 2 NJ (0 KS  LINJ

¢ Partner(s)/shareholder(s) of pafisrough entities must also meet gross receipt test

/>>>\
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New Federal Payroll Offset Opportunity: Overview

A Thecredit offsetsthe employerportion of the OASDtax liability (alsoknownasFICA)

A Theelectionto utilize the R&Dtax credit againstthe payrolltax liability doesNOTaffect
the U | E LJ-ded8didnfar payrolltaxes

A Taxpayersnustmakethe electionon atimely filed federalincometax return to claimany
portion of the generatedR&Dtax credit againsttheir payrolltax liability

A Partnershipsand Scorporationsmakethe electionat the entity level,not at the partner/
shareholdedevel

A The credit may be utilized againstpayroll tax due for the first quarter following the
quarterin whichthe incometaxreturn isfiled

A If the credit exceedsthe S Y LJt 2 @ASNIRXiability for a calendarquarter, it carries
forward to the nextcalendarquarter

- >>>\
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NewFederal PayrolDffsetOpportunity: Recent IRS Clarifications

A A taxpayercan file an amendedincometax return to the makethe electionto usethe
creditagainstpayrolltax liability if the amendedreturn isfiled by December31, 2017

A An IRSexampleindicatesthat if a taxpayerexceedshe $5M grossreceiptthresholdin a
prior tax year, it may still claimthe payroll credit offset in a subsequentyear, aslong as
the grossreceipts for that tax year are below $5M, and it has not generated gross
receiptsfor more than 5 tax years

A TheIRSreleasedan updated ScheduleR for Form 941 ¢ significantfor taxpayersusing
professionakmployerorganization® & t 9 tb @lmiadisterpayroll

¢ Uncertaintyhad existedasto whether the qualified smallbusinesgtaxpayer)or the PECreceived
the payrolltax credit benefit

¢ Theupdatedform indicatesthat the IRSviewsthe qualifiedsmallbusinessandnot the PEOasthe
recipientof the R&Dtax credit payrolloffset

- >>>\
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Federal AMT Opportunity: Overview

A ThePATHActmadethe R&Dtax credit a specifiedcredit for eligiblesmallbusinesses

A Aneligiblesmallbusinesss definedasa:
¢ corporationthe stockof whichis not publiclytraded, partnership,or soleproprietorshig

¢ if Sy 0 mvedgagiossreceiptsfor prior three tax years< or = $50M

A When applyingthe GBClimitation for specifiedcredits,the TMTis treated as $0. Asa
result, the only limitation isthat providedby § 38(c)(1)(B)

¢ 25%* (Net RegulaiTaxLiability- $25,000)

A Thisis effectivefor creditsdeterminedin tax yearsbeginningafter December31, 2015

A Althoughthere hasbeensomediscussiorasto whether anyexcessredit determinedfor
the 2016 tax year can be carried back and used againstAMT in the 2015 tax year, a
reviewof the transitionrule in § 39(d) suggestshat a taxpayerCANNOTarrybackexcess
2016credit for useagainst2015AMT liability

- >>>\
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Federal AMOpportunity:2015 Carryback Discussion

A The 2010 SmallBusinesslobsAct provided an explicit five-year carrybackprovisionfor
specifiedcreditsby amendinglRC8 39

¢ IRC839(a)@d) addedthe explicit5-yearcarrybackule
¢ Thewordingof the rule alsoprovidesd b 2 (i ¢ A (1 KsdbSektigr® R f &

¢ IRC8 39(d) states, & b portion of the unused businesscredit for any taxable year which is
attributable to a credit specifiedin section38(b) or any portion thereof maybe carriedbackto any
taxable year before the first taxable year for which such specified credit or such portion is
allowable(without regardto subsectiond | 0 0 €

A ThePATHActdid not providea carrybackprovisionfor the R&Dtax creditwhenit madeit
a specifiedcredit for eligiblesmallbusinesses

¢ Onlyargumentfor the carry backof unused2016 credit against2015 liability would be basedon
the wording of the tax law ¢ & O N&IBtérmirded after December3l, 201% ¢ and applicationof
the one-yearcarrybackprovisionunder 8 38(a)

¢ However,the transition rule in IRC§ 39(d) and the absenceof d YV 2 (1 ¢ A (i Ksdbgektigria Ry 3
languagean the law, appearto negatethe useof exces2016credit against2015AMT liability

- >>>\
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R&DTAX CREDITS

Federal AMOpportunity: Before PATH ActExample
v

Facts Analysis
A Taxpayed is calendaryeartaxpayerfor 2015tax year A Taxpaye® hasNet IncomeTaxof $100k
A Averagegrossreceiptsfor prior 3 tax years= $15M A Limitation=$100k ¢ GREATE®:
A Taxpaye® hasnet RegulaiTax Liability of $80k ¢ TMT=$10
A Taxpayet (X#Tis$100k ¢ 25%* ($80k ¢ $25k) =$13,750
A TaxpayeA mustpay$20,0000f AMT A Limitation=$100k - $100k = $0
A Taxpaye® generatedan R&Dtax credit of $30k A Thus,Taxpayer cannotutilize anyof $30k R&Dcredit
A TaxOwed=$100k
Pre R&D Credit Tax Liability Post R&D Credit Tax Liability

A AMT Liability

$120,000 . $120,000
A Net Regular Tax Liability
$100,000 $100,000
$80,000 $80,000
$60,000 $60,000
$40,000 $40,000
$20,000 $20,000
$- $-

e
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Federal AMOpportunity: After PATH Act Example
v

Facts Analysis
A Taxpayer A is calendar year taxpayerdoi6tax year A Taxpayer A has Net Income Tax of $100k
A Average gross receipts for prior 3 tax years = $15M A Limitation = $100k GREATE®:
A Taxpayer A has net Regulax Liability of $80k ¢ TMT=%0
A¢cHELI&SNI ! Qa ¢a¢ A& bPmnnl ¢ 25% *($80k- $25k)= $13,750
A Taxpayer A must pay $20,000 of AMT A Limitation = $100,00813,750 =586,250.
A Taxpayer A generated an R&D tax credit of $30k A Therefore, Taxpayer BANuse R&D taxredit
A

Tax Owed-$70k (100K30k)

Pre R&D Credit Tax Liability Post R&D Credit Tax Liability

Ve

A AMT Liability
$120,000 $120,000

A Net Regular Tax Liability

$100,000 $100,000

$80,000 P $80,000

$60,000 u ) $60,000

$40,000 o~ /ﬁu J $40,000

$20,000 w ffj $20,000
“ — __Za

$ $-

e
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A 4

Federal Credit Method as Introduction to State Credit Concep

e
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R&DTAX CREDITS

Federal Credit: General Breakdown of Calculation

A 4

A Credit = ([Tax Year QRIEBhse Amount])*[Applicable Percentage]

A The definition of Base Amount and Applicable Percentage is determined by roettivd
A RegularCredit

¢ Base Amount is dependent on QRE and gross receipt (GR) informatioh%8ah988

¢ Startup rules available for companies with than less 3 tax years irptradd
A Alternative Simplified Credit (ASC)

¢ Base Amount is dependent on only QRE information from prior gdars
¢c VEOSNYIFGADGS 1 LILX AOIFo6fS t SNOSyGl IS gear! 't €0 Aa
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Federal Credit: General Breakdown of Calculation

A RegulaCredit
c . &S 1Y2dzydG ' DNBFGSNI 2F /FfOdzZA F GSR . FasS 1 Y2c
c /[ FfOdzAE I GSR .1 asS 1'Y2dzyd I' ©wCAESR aS t SNDSyil

» Fixed Base Percentage = [1984py Yy VvV WO-RPP K oDpQ & 6
« Startups utilize Fixed Base Percentage of 3% for first 5 tax geheseaftertax code definedatio
¢ Applicable Percentage = 20% (13% if elect reduced gredit

A ASC
¢ Base Amount = 50% * [Average QREs of Prior 3 Tax Years]
¢ Applicable Percentage = 14% (9.1% if elect reduced cfeRiBpo (if use AAP)

/>>>\
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R&D TAX CREDITS

Federal Credit: Section 280C Election
A 4

A The same costs that qualify for R&D cre§it() qualify for deduction
¢ IRC§ 174 R&E deduction; OR
¢ Captured elsewhere oreturn under§ 162, e.g. deductible wages

A To avoid double counting same $1 QRE, taxpayer must subtract credit amount from
deductions

A The subtraction of the credit amount from deductions results in an adjustment to
taxable income

A Taxpayers can avoid an adjustment to taxable income if they make the Reduced Credit
election under IR§ 280C

¢ Annual election

¢ MUST make election on original, timely filed return

¢ Protective elections likely recommended if want to preserve method for amended claim
A Reduced Credit = [Gross Credit] * 65%

¢ Gross Credit is credit as calculated without election

P Credit reduced by highest corporate tax rate, i.e. 35%

bl e -
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R&D TAX CREDITS

Federal Credit: Regular CreqiExample
v

Company A, a manufacturer, in business since before 1984 claims 2016 R&D credit.

1984 1085 1086 1087 1088 2012 2013 2014 2015 2016

vw9 Qa $100,000 $125,000 $150,000 $175,000 $200,000 $4,000,000  $4,500,000 $5,000,000 $5,500,000  $6,000,000

DwQa&a $10,000,000 $12,000,000 $15,000,000 $18,000,000 $20,000,000 $41,000,000 42,500,000 44,000,000 45,000,000 N/A
_ CALCULATION ITEM AMOUNT

A Calculated Base Amount

. Fixed I 48 23 F | @3 ®GrosbRe2ehpls (GRy) | ——— = | 20O 26000000
¢ Fixed Base Percentage Fved Base % . -
.« =(19841988 QREs)/1981988 GRs) S R e
« = ($750K)/($75M) Base Amount CalculatedBase Amount $431,250
e =1% Minimum BaseAmount $3,000,000
¢ =1% *($43,125,000) = $431,250 Applicable Basémount  $3,000,000
A Minimum Base Amount Incremental QREs $3,000,000
¢ =50% * Tax Year QREs GiossCredity ~Prlicable % 20%
c = 509% * $6|\/| = $3|\/| Gros<Credit $600,000
A Applicable Base Amount Net (Reciced) fommsa e e
* = Maximum of Calculated Base Amt. or Minimum Base .  credit 35% Reduction 65%
« = Maximum of $431,250 or $3M Net Credit $390,000

/>>>\ = $3 M
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R&D TAX CREDITS

Federal Credit: ASCExample
v

Company A, a manufacturer, in business since before 1984, claims 2016 R&D credit.

1084 1085 1086 1087 1088 2012 2013 2014 2015 2016

QREs $1,000,000 $1,250,000 $1,500,000 $1,750,000  $2,000,000  $4,000,000 $4,500,000 $5,000,000  $5,500,000  $6,000,000

GRs $10,000,000 $12,000,000 $15,000,000 $18,000,000 $20,000,000 $41,000,000 42,500,000 44,000,000 45,000,000 N/A

e

A.ras 1Y2dyd 6! 930 t NR2NJ o_aa

¢ = Average of (2013 QRER015 QRES) * 50% Sl hfeuess $6,000,000

Base Amount 50% * (AvgPrior 3 $2,500,000

¢ = Average of ($4,5M, $5M, $5,5M) *50% ,SENEQ vwo

IncrementalQREs $3,500,000

¢ =$5M * 50% = $2,5M

Gross Credit ~ Applicable % 14%
A Taxpayers often elect ASC due to issues identifying req Gross Credit $490,000
information for regular credit (1984988 data) ) e Election Yes
Credit 35% Reduction 65%
A The credit calculations do not reflect utilization as limitec Credit Amount $318,500
per IRG 38
/>>>\
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A 4

State Credits Overview
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R&D TAXCREDITS

State Apportionment Methods
v

A Threefactor evenly weighted
A Three factor double weighted sales

A Three factor specially weighted
¢ AZ (enhanced sales factor formula if elected) 85% Sales, 7.5% Property, 7.5% payroll

A Singlesales factor

N
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State Apportionment Overview

Figure 9. Apportionment Formula in States, as of January 1, 2016

. Single Sales Factor
" Double or More Weighted Sales
3 Factor Evenly Weighted

D No Tax or Gross Receipts Tax

TN
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Purpose of State Tax Credits

A 4

A Attract new business and jobs

A Fierce competition amongst states

¢ Differentiating factor can be tax credits and nontax financial incentives

A Tax Credit versus Tax Deduction
¢ ABQCCo. has $10,000 of gross incomjectto an effective tax rate 0f0%in StateA
¢ Assuming ABCo. has zero deductions, its gross tax liability would be $11Badf $10,000
¢ If ABQCo. is granted an investment deduction of $1,000 from State A, its tax liability would go
down to $900(($10,000$1,000) x10%)
¢ If State A instead offereABCCo. a $1,000 tax credigx liability would be zero because entire tax

liability would be offset by theredit (though some states place limits on credit utilization)

/>>>\
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R&D TAXCREDITS

Common State Credits

A 4

A Enterprise zone tax credits

A Investment tax credits

A Job creation and job training credits
A Environmental tax credits

A Research & development tax credits

o
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R&D TAXCREDITS

State Credits: Enterprise Zone Tax Credits

A 4

A Enterprise Zone (EZ) Tax Credits
¢ Specific geographic area in a state that is targeted for econaegevelopment

c {2YSGAYSaAa NBFSNNBR (2 & aiSealizys$a & Ld R NG dzy A i
¢ Job creation and new investment are two primary goals of EZ programs
¢ Other nontax incentives

« Sales tax refunds or credits

* Property tax abatements or credits

* Low interest loans

A Over 30 states operate some type of EZ program

/>>>\
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R&D TAXCREDITS

State Tax Credits: General Job Creation Credits

A 4

Ve

A Not dependent upon a specific location in a state

A Additional requirements
¢ New employees that are somehow economically disadvantaged (i.e., unemployed for an extended
period of time or receiving government assistance)
¢ Specific industries (e.g., manufacturing or technology)

A Credit is based on a fixatbllar amount per new employee or a percentage of new
employee wages

/>>>\
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R&D TAXCREDITS

State Tax Credits: General Investment Credits

A 4

A.l&d&SR 2y LISNDSyidlr3Is 2F GlFELI&@SNRa ySg OF
A Purchase of depreciable tangible personal property (e.g., machinery and equipment)
A Other asset types may qualify depending on the state

A Can be limited to specific types of industries (e.g., manufacturing)

/>>>\
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R&D TAX CREDITS

Potential Credit Opportunities by State

State Tax Incentives For Business TAX%
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R&D TAXCREDITS

State Income Tax Compliance Issues

A 4

A Ordering Rules
¢ Multiple credits

¢ Other attributes

A Clawback Provisions
¢ Interest and penalties could apply

A Addback of Federdxpenses
¢ Regular credit versus reduced credit

¢ State recognition of IRE174

o
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R&D TAX CREDITS

Avalilable State R&D Credits for Qualified Research Activities

A 4

A Arizona *

A Arkansas

A California

A Colorado

A Connecticut *
A Delaware *
A Florida

A Georgia ***

A Hawaii *

> > >y >y D> D>y D> D

A

Idaho
lllinois
Indiana
lowa *
Kansas
Louisiana
Maine

Maryland *

A Minnesota **

A Nebraska *

A New Hampshire
A New Jersey

A New Mexico

A North Carolina
A North Dakota

A Ohio ****

Massachusetts A Oregon

* Refundable opportunitiesfor small business (VA for all)

**  Refundable only for 201R012 tax years

A Pennsylvania
A Rhode Island
A South Carolina

A Texas

>

Utah

A Vermont

A Virginia *

A West Virginia

ye

A Wisconsin

*** Excess credit may offset payroll withholding tax@siust elect 30 days prior to return filing/due date
*xxx Offsets Commercial Activity Tax
lllinois R&D tax credit expired as of December, 31 2015. Expected to be renewed when budget passes.

/>>>\
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R&D TAX CREDITS

States Calculation Methods

A 4

A States generally utilize IR 1 definition of QREs with requirement that qualified research
activities occurred within the state, i.e. soil based test

A Calculation Methods

¢

¢

/>>>\c
EideBailly
—

Some states mirror federal regular credit with alternative applicable percentage, e.g. California (also
provides alternative incremental credit method), Minnesota, New Jersey

Growing trend of states mirroring federal ASC, e.g. Indiana, Massachusetts, Texas, Virginia, Wiscon:
ASGike but no 50% reduction to prioryear average QREs, e.qg. lllinois

ASdlike but vary years utilized in base amount

» Floridag Prior 4 taxable years

+ Kansag Base years are prior 2 taxable years + current taxable year

State credit equates to percentage of federal credit based on proportion of QRESs occurring in state
compared to total QRES, e.g. Hawaii

State credit equates to percentage of taxable year QRES, e.g. New Hampshire, North Carolina

State specific credit formula, e.g. Georgia

pa -
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R&D TAX CREDITS

States with Refundable Credits
A 4

A Arizonac Small businesses can apply for refunds

A Connecticut; Can apply to Commissioner to exchange credit for refund = 65% of credit

A Delawareg Starting in 2017

A Hawaii

A lowa

A Louisiana; Refundable prior to July 1, 2015

A Marylandg/ NERAG& OSNIAFASR F FUSNI MHKMPKHAMH

A Minnesota¢ Refundable prior to 1/1/2013

A Nebraska; Refundable income tax credit or may be used to obtain refund of sales & use ta

A Virginiac For taxpayers with QREs under $5M

N
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R&D TAX CREDITS

States Requiring Application or Certification

A 4

A Arizona
A Delawarec 9/15
A Coloradoc Requires precertification by zone administrator
A Floridac March20 - March 26 filing
¢ Requires letter from Department of Economic Opportunity certifying taxpayer eligibility
A Hawaiic Annual survey due by 6/30
A Louisiana; Within one year after December 31 of the year in which QRE was incurred
A Marylandg 9/15 (Likely requires filing amended return)
A New Hampshire 6/30
A Pennsylvanig 9/15
A West Virginia; File application by due date of tax return

A Virginiag 7/1 (changed from 4/1 in 2017 for 2016 tax year)
/>>>\
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R&D TAX CREDITS

States with Transferable Credits

A 4

A Californiac May assign credit to member of the same combined reporting group
A Louisiana (2002008 credits)

A New Jersey

A North Dakota (can sell, assign, or transfeéransferee must apply for certification)
A Ohiog¢ May transfer to related entity

A Pennsylvania

e
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R&D TAX CREDITS

States with Credit Caps
v

A Delawarec $5M cap removed starting in 2017

A Floridac Capped at $9M for 2016 calendar year expenses (was $23M for 2015 expenses)
A New Hampshire $2M for 5/20/137/1/17 ¢ increasing to $7M starting 7/1/17

A Pennsylvanig $55M

A Virginiag $7M (refundable credit); $20M (nonrefundable credit)

o
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R&D TAX CREDITS

States Limiting Entity Application
v

A Floridac No personal income tax. Therefore, only applicable-tmf@oration entity tax.
A New Jersey, No pass through to shareholders allowed

A Ohioc After 2008, Sorporations may apply to Commercial Activity Tax

A Rhode Island Gcorporation only after 1/1/2011

A Wisconsirg Limited to Gcorporation prior to January 1, 2013

o
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R&D TAX CREDITS

States with Sales & Use Tax Offset Opportunities
v

A Indiana
A Nebraska

A Texas

o
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R&D TAX CREDITS

States with Target Industries

A 4

A Floridagc manufacturing, life sciences, IT / cloud IT, aviation / aerospace, homeland
security / defense, marine sciences, materials science, nanotechnology

A Georgiac manufacturing, warehousing / distribution, processing, telecommunications,
tourism, and research & development (retail businesses are not included)

A New Hampshire Credit is available for manufacturing

A Wisconsirg Enhanced credit for engine development

o
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R&D TAX CREDITS

Non-Traditional Credits

A 4

A Arkansas

¢ R&D Credit with Universities
* Operational for less than 5 years
» Annual pay roll of $20061M
» Equity investment of at least $500K
* Average hourly wages above threshold for county tier
« Credit for QRESs, donations, & sales up to 50% of net tax liability after other credits and reduction:

« Can offset 100% of income tax liability

¢ Science & Technology Authority

» 33% credit if invest in thouse R&D in strategic research or R&D plans or projects under Arkansas
Science & Technology Authority R&D programs

« Maximum credit is $50K per year

o
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R&D TAX CREDITS

Non-Traditional Credits

A 4

A Kentuckyg Credit for Construction of R&D Facility (5% of qualified costs)
A Mississippi
¢ New Jobs Credits
* Reducesncome tax liability
* Nonrefundable
* Credits equal to $1,000 per employee per year fgear period
* Available for any position requiring R&D skills
* No minimum number of positions that must be created
¢ Academic Research Investor Rebate
« 9ljdzZl fa HpE: 2F AYyOSali2NBRQ ljdzr t AFASR NBaSk NOK

« Maximum rebate of $5M for all investors per year

N
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R&D TAX CREDITS

Non-Traditional Credits
v
A New York
¢ Investment Tax Credit
* 9% of qualified investment in R&D buildings and tangible personal property
* New businesses can take refund of unused credit
¢ Excelsior Jobs Program

« Discretionary credit requiring application with minimum of 5 jobs created. Regionally significant
projects will have commitment to 20 jobs and $6M of investment

* Refundable credit of 50% of federal R&D credit up to 3% of R&D expenses in NY
¢ Qualified Emerging Technology Companies

» Total product sales of $10M or less; AND

« Companies with specified products or services OR

* Ratio of R&D funds to net sales equals or exceeds avg. of surveyed companies

o
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R&D TAXCREDITS

A 4

Specific State Credits of Interest

N
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R&D TAX CREDITS

Arizona
A Twocredit tiers
¢ 24% credit for the first $2.5M of incremental QRESs over the base amount, plus

¢ 15% credit for the remaining QRESs in excess of $2.5M over the base amount

A 2018¢ credit percentages change to 20% and 11%, respectively
A 15 year carryforward of unused credits

A Small businesses (<150 employees) can apply for a refund of 75% of the credit in lieu of
the credit carryforward

¢ $5M cap on refundable credits

¢ First come, first serve basisapplications open on the first business day of the year

o
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R&D TAX CREDITS

California

A 4

A Two calculation options: regular credit or alternative incremental research credit (AIRC)
¢ Regular credit 15% of incremental QRESs over base amount (follows federal regular method)
¢ AIRQ; credit tiers 1.49%, 1.98%, and 2.48% of incremental QREs over base amounts

A Definition of gross receipts sale of property to California purchasers
¢ Excludes passive income, services, etc.

A Credit carries forward indefinitely

A S Corporations can claim 1/3 of credit at S Corp level and full credit passed through to
shareholders

A Credits can be assigned between members of the combined reporting group

o
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R&D TAX CREDITS

Florida
v
A Application period: March 26 March 26
A C Corporations only; must also claim a federal R&D credit
A Credit cap: $9M for 2016 calendar year expenses (was $23M for 2015 expenses)
¢ 146 applications requesting $55M in credit
¢ Allocation of credit made to 137 applicants (received 17% of amount requested)

A Qualified target industrieg manufacturing, life sciences, IT / cloud IT, aviation /
aerospace, homeland security / defense, marine sciences, materials science,
nanotechnology

A 10% credit of incremental QRESs that exceed base amount
¢ Base amount defined as average of the Florida QRE for the preceding 4 tax years

Al NBRAG fTAYAUSR G2 pr> 2F + O2YLIl yeQa Gl E
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R&D TAX CREDITS

Georgia
v

A Must also be allowed and claim a federal R&D credit

A Qualified industrieg, manufacturing, warehousing / distribution, processing,
telecommunications, tourism, and research & development (retail businesses are not
included)

A 10% credit of incremental QRESs that exceed base amount

¢ Base amount is the product of GA current year gross receipts and either the average of the ratios
of its aggregate QRESs to gross receipts for the preceding 3 years or 30% (whichever is less)

Al NBRAG fTAYAGSR G2 pr>r 2F | O2YLIl yeQa AyO
10 years

A Excess credits can be used against state payroll withholding

¢ Must file Form [TWH no later than 30 days prior to filing the income tax return

o
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R&D TAX CREDITS

Minnesota

A 4

A Qualified expenses include contributions to qualified nonprofit organizations that make

grants to small, technologically innovative business in Minnesota

A Credit carries forward for 15 years

A Shareholders or partners of pass through entities claim credit reported on Schedule KPI

A Schedule RD now contains section requesting information regarding CPA/consultant

A May still claim credit if QREs in Minnesota but no gross receipts in Minnesota

/>>>\
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Wages $ 1,000,000
Supplies $ 10,000
Contract Research $ 15,000
[Total MN QREs 1,025,000
Fixed Base % 3.00%
Average Annual Gross Receipts |$ 15,000,000
Calculated $ 450,000
50% Limitation $ 512,500
Base Amount $ 512,500
Calculated Base Amount $ 512,500
Reduction in Applicable Base $ 512,500
Applicable Base Amount $ -
Calculated 1) Reduction * 5% $ 25,625

Calculated Zi Base * 2.5% $ -

Wages $ 10,000,000
Supplies $ 100,000
Contract Research $ 15,000
[Total MN QREs 10,115,000
Fixed Base % 5.00%
Average Annual Gross Receipts [$ 75,000,000
Calculated $ 3,750,000
50% Limitation $ 5,057,500
Base Amount $ 5,057,500
Calculated Base Amount $ 5,057,500
Reduction in Applicable Base $ 2,000,000
Applicable Base Amount $ 3,057,500
Calculated 1) Reduction * 5% $ 100,000

Calculated Zi Base * 2.5% $ 76,438
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R&D TAX CREDITS

Texas

A 4

Ac¢clELI @SNJ OFy dza$s

3 AY A

TN YOKA &S

¢ If apply against SUT, then may not apply against franchise tax

¢ SUT exemption for depreciable tangible property directly used in R&D

c adza i

NEIAAGSNI {! ¢

SESYLIiA2y 6AGK

¢ Submit SUT certificate to retailer when claiming exemption

GFE h

/| 2YLIINREt £ S

A Credit carries forward for 20 years

A Applicable percentages is 2.5% if no QRES in any of prior 3 taxable years

Texas Credit

Tax Year Ended 12/31/2013 12/31/2014 12/31/2015 12/31/2016
Labor $ 1,000,000 |$ 1,000,000 |$ 1,000,000 |$ 1,000,000
Supplies $ 12,500 |$ 25,000 |$ 5,000 [$ 15,000
AsFiled QREs  I=oniractResearch  |$ 12,500 $ 20,000 |[$ 10,000
TOTAL QREs $ 1,025,000 |$ 1,025,000 |$ 1,025,000 |$ 1,025,000
Bass Amount Base Amount $ 512,500
Incremental QRES $ 512,500
Gross Credit Calculation fApplicable Percentage 5%
e Gross Credit $ 25,625
EideBailly E .
—— Flc|m
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R&D TAX CREDITS

Utah
v
A Utah offers two R&D credits (both can be claimed in the same tax year)
¢ 5% incremental credit, plus
¢ 7.5% flat research expenses credit
A Incremental credit
¢ Can use either the regular credit or ASC methodology for base amount computation
¢ Unused credits carryforward for 14 years
A Research expenses credit

¢ Credits not used in the year generated cannot be carried forward

Utah Credit
Tax Year Ended 12/31/2013 12/31/2014 | 12/31/2015 | 12/31/2016
Labor $ 1,000,000 |%$1,000,000 |$%$1,000,000 |$1,000,000
Supplies $ 12,500 |$ 25,000 |$ 5,000 |$ 15,000
QREs Contract Research $ 12,500 $ 20,000 [$ 1,000
TOTAL $ 1,025,000 |%$1,025,000 |$1,025,000 |%$1,016,000
Base Amount $ 512,500
) Incremental QREs $ 503,500
ASC Like Applicable Percentage 5%
/>>>\ Incremental Credit $ 25,175
EldeBaﬂly 7.50% Research Expense Credit $ 76,200 E
. TOTAL CREDIT ﬂﬂm 74
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R&D TAX CREDITS

Wisconsin
A 4

A Beginning 2013, pagbrough entities may claim credit shareholders

A Beginning in 2015, Wisconsin has adopted-B&Qredit. State previously utilized
credit models similar to federal regular credit or alternative incremental credit

A Applicable percentage is 2.875% if no QRESs in any of prior 3 taxable years

A Enhanced credit available for development of internal combustion engines or for
research related to certain energy efficient produgtapplicable percentage is 11.5%

A Credit carries forward for 1§ears
A May share credit with a combined group member

A Credit is income for state purposes

Wisconsin Credit

Tax Year Ended 12/31/2013 12/31/2014 12/31/2015 12/31/2016

Labor $ 925,000 |$ 950,000 |$ 1,000,000 ($ 1,000,000

Supplies $ 75,000 |$ 50,000 |$ 25,000 ($ 15,000

AsFiled QRES  |=oniractResearch  |$ 25,000 |$ 25,000 $ 10,000

TOTAL QREs $ 1,025,000 |$ 1,025,000 |$ 1,025,000 [$ 1,025,000

Bass Amount Base Amount $ 512,500

Praca) Incremental QRES $ 512,500

EldeBaﬂly Gross Credit Calculation {Applicable Percentage 5.75% E

" — Gross Credit $ 29,469 ﬂﬂm 75
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R&D TAX CREDITS

A 4

Case Study

N
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R&D TAX CREDITS

Selecting State for Development: Facts

A 4

A Company A plans to construct a new Midwest R&D facility

A States in consideration include lllinois, Indiana, lowa, Kentucky, and Wisconsin

A No R&D activities currently conducted in states under consideration

A One of several issues to consider includes the potential tax savings related to R&D activitie
A The construction of the facility will cost $50M

A The facility will house 25 R&D engineers with average salary of $65,000

o
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R&D TAX CREDITS

Selecting State for Development: Potential R&D Incentives
v
A Potential tax benefits as of 6/30/17 for each state:
¢ lllinois¢ $0. Credit is currently expired and state legislature at impasse on budget
¢ Indianag Estimated $162,500 annual credit, as well as SUT exemption for R&D equipment
¢ lowac Estimated $10,000 annual credit, but it is refundable
¢ Kentucky Estimated $2.5M credit for development of facility (carries forward for 10 years)
¢ Wisconsirg $93, 438 annual credit, as well as aggressive EDC

A Investigate otheincentives

A ldentifyc2 Y LJI yigar®iim financial/castilow needs

Ve

A Determinec2 Y LJI y & @ém gbak y 3
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R&D TAX CREDITS

A 4

Documentation Requirements & Audit Trends

N
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R&DTAX CREDITS

Documentation

A 4

Ve

A No specific record keeping requirement

A IRS and state taxing authorities are often aggressive

¢ Keyfocuson documentation/ substantiation

A Taxpayers should gather / retain contemporaneous records supporting the following:
¢ Activitiesmeetthe 4 part definition of qualifiedresearch
¢ Expensemcurredmeetthe statutoryrequirements

¢ Nexusbetweenqualifiedactivitiesand qualifiedcosts

/>>>\
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R&DTAX CREDITS

Audit Trends
A 4

A IRS
¢ Largecaseagentsare generallyeducated

¢ Smalbusinesexamsg agentdriven
¢ Auditshavebecomemorefocused

« Potentialimpactof IRSauditd OF Y LJ A Ay & ¢
¢ Potentialpositiveimpactof recentcaselaw

» Bettersettlementsor no change

* Quickeraudits

¢ Changeat appealdevel

o
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R&DTAX CREDITS

Audit Trends
A 4

A States

¢ Afew stateshaveestablishedoroceduresanddeepexperiencen R&Dcredit audits
¢ Manystatespiggybacloff of IRSaudits
¢ Impactof staterevenueshortfalls

« ExampleNorth Dakota

¢ Certainstatesare becomingmore sophisticated aggressiven audits

/>>>\
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R&D TAX CREDITS

Case Law of Interest
v

A Federal Taxation of State Credits
¢ Tempel v. Commissioner (U.S. Tax Ct. 2011)
¢ Esgar Corp. v. Commissionert{10ir. 2014)

A Funded Research
¢ Dynetics, Inc. & Subs. v. United States (Ct. Cl. 2015)
¢ Geosyntec Consultants, Inv. v. United State§ @it 2015)

A Substantiation

¢ CRA Holdings U.S., Inc. v. United States (W.D.N.Y 2017)

o
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Joe Stoddard Stacey Roberts Dan Laughlin
lIstoddard@eidebailly.com sroberts@eidebailly.com dlaughlin@fgmk.com
801.456.5915 303.459.6726 312-638-2916
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