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Investment in research and development is an important component 
of remaining competitive and driving more revenue for a company. 
While most companies expense the cost of R&D activities, most fail 
to take advantage of the research and development tax credit. 

R&D tax credits incentivize companies to invest in innovative activities by allowing them to 
claim a tax credit based on qualified expenditures related to research and development.
While the R&D tax credit is for federal tax liabilities, many states also provide R&D tax credits.

R&D tax credits reduce a company’s federal tax liability dollar-for-dollar and can be carried 
back one year or forward for up to 20 years.

Small to mid-size businesses can elect to use the tax credit to offset up to $250,000 in payroll 
taxes each year for up to five years, provided they meet certain requirements. To qualify, 
businesses must be under five years old and have gross receipts of less than $5 million.

Offsetting payroll taxes can be particularly beneficial for start-up companies and companies 
that don’t have a tax liability.Start-ups often invest in research and development but rarely 
generate enough profit to make the tax credits worthwhile. Yet, these businesses still have 
payroll taxes, so the ability to offset payroll taxes offers an immediate benefit.

To qualify for the credit, a company must perform certain types of activities like developing 
new products, improving existing products, or finding new ways to manufacture products. 
The IRS has provided a four-part test to help determine if a business’s research and 
development activities are eligible. 
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First, the R&D must be conducted to eliminate uncertainty about a product. R&D for 
aesthetic or cosmetic purposes will not qualify for the credit.

Second, the R&D must produce some form of improvement in performance, quality, 
function, or reliability.

Third, the process must include experimentation. This may be shown with models, 
hypotheses, or other scientific methods.

And fourth, the activities must be based on science or engineering and not social sciences.
Though many R&D activities qualify for the credit, certain activities and products are specifically 
excluded such as consumer surveys, routine data collection, and ordinary inspections.

The tax credit is based on expenditures for qualifying activities, which must meet certain 
requirements set forth by Section 41 of the Tax Code. In general, four categories of expenses 
qualify: salaries, legal fees, contractor fees, and supplies.

The tax credit amount is typically worth 5 to 10 cents for every dollar of qualified expenses. 
For example, a small business that spends $100,000 on qualified research and development 
activities may receive a federal tax credit of $5,000 to $10,000.

Businesses claiming the credit must keep detailed records of their activities and expenses. 
Specifically, businesses need to report all research activities performed and identify the 
individuals who performed each activity, along with what they sought to discover on Form 
6765  Credit for Increasing Research Activities. This amount of documentation may seem 
onerous, but for many businesses, it’s a worthwhile endeavor for the tax credits.
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Final Thoughts
 While the R&D tax credit can be significant for many 

businesses, there are many rules and guidelines that 

must be followed to ensure tax code compliance. 

This document is intended to provide a brief overview of 

R&D tax credits and is not a substitute for speaking with 

one of our expert advisors. Please contact our office for 

more information if you’d like to learn more about the 

R&D tax credits and whether your business is eligible.
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About Larson Gross
Ted Larson and Dennis Gross founded our firm in 1949. They built the business based on excellence, 
passion, integrity, trust and pro-action — values still important to us more than seven decades later.

Even well into their retirement years, Ted Larson and Dennis Gross continued to have the best interest 
of the firm at heart. Mr. Larson would come into the office on a regular basis to meet every new face 
and make a personal connection with each of our team members. He remembered the name of every 
employee, as well as the names of their spouses and children, and would greet clients by name as he 
passed by the reception desk. Sometimes, you’d even find a newspaper clipping on your desk that Mr. 
Larson dropped off, highlighting that your son made the honor roll. This is the example of a genuine 
relationship we strive to embody with our people and clients.

Today, we’re led by ten partners who are growing our firm with respect for where we’ve come from and 
a new vision for future success. Our 120-plus team members and three offices located in Bellingham, 
Lynden and Burlington make us the 10th largest public accounting firm in the Puget Sound region. While 
we’re determined to expand our impact and help strengthen as many businesses and individuals as we 
can, we’re also committed to remaining a locally-owned organization. We’re incredibly proud of where 
we’ve come from and look forward to a future of possibility

Larson Gross
2211 Rimland Dr.
Suite 422 
Bellingham, WA  98226

(800) 447-0177

contact@larsongross.com

https://larsongross.com


