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IRS business plan includes guidance 
on research credit for internal-use 
software 

The recently released 2011-2012 IRS-Treasury Priority Guidance Plan, commonly 
referred to as the business plan, includes "guidance under § 41 on the exception from 
the definition of 'qualified research' for internal use software under § 41(d)(4)(E)." 
This guidance would fill a gap in section 41 research credit guidance left after the 
final regulations on qualified research expenses were published in 2003. The IRS 
issued a notice of proposed rulemaking in early 2004 (Ann. 2004-9) that requested 
comments regarding rules for internal-use software under section 41(d)(4)(E), and 
specifically on the definition of internal-use-software, but since then has not issued 
any guidance regarding internal-use software. 

Research Credit  

Enacted in 1981 to stimulate research and development in the United States, the 
credit is available to businesses that increase their spending on qualified research 
activities.  Under section 41, "qualified research" means:  

 Research that results in expenditures that are deductible under section 174;   

 Research that is intended to discover information that (1) is technological in 
nature, and (2) will result in the development of a new or improved business 
component of the taxpayer; and 

 Research that involves a process of experimentation related to a new or 
improved function, performance, or reliability or quality.    
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Certain research-related activities do not qualify for the research credit, including 
research activities associated with computer software that is developed primarily for 
internal use by the taxpayer (e.g., computer software to be used internally in general 
and administrative functions, such as payroll and bookkeeping), except to the extent 
permitted by regulations.   

Internal-Use Software Requirements 
 
The 2003 final regulations contain the most recent Treasury guidance regarding 
qualified research expenses.  While these regulations clarify certain issues relating to 
qualified research expenses, they do not include guidance related to internal use 
software (that paragraph is "reserved").  Therefore, the IRS stated in Ann. 2004-9, 
until further guidance regarding internal-use software is issued, taxpayers may rely 
on the 2001 proposed regulations.  Taxpayers also may rely on the 2001 final 
regulations, which in some respects are stricter and in other respects are more lenient 
than the 2001 proposed regulations.   
 
Under the 2001 proposed regulations, software is presumed to be for internal use 
unless it is developed to be commercially sold, leased, licensed, or otherwise 
marketed, for separately stated consideration to unrelated third parties.  However, 
under those regulations, internal-use software may qualify for the research credit if 
the software meets the general requirements for the credit in section 41; the software 
is not otherwise excludable under section 41(d)(4) (other than subparagraph (E)); 
and one of the following conditions is met: 

 The taxpayer develops software for use in an activity that constitutes 
"qualified research" (other than the development of the internal-use software 
itself); 

 

 The taxpayer develops software for use in a production process that meets 
the general requirements for the credit in section 41; 
 

 The taxpayer develops software for use in providing computer services to 
customers; or 
 

 The software satisfies the "high threshold of innovation test." 
 

Observation: In certain circumstances it may be possible to avoid the 
"high threshold of innovation test" by meeting the computer services 
exception.  However, this exception generally is available only when 
customers are conducting business with the company primarily for the use 
of the company's computer or software technology, not when customers are 
merely interacting with the company's software.   
 
The 2001 proposed regulations explain that the "high threshold of 
innovation test" is met if: 

 The software is innovative in that it is intended to be unique or novel and to 
differ in a significant and inventive way from prior software; 
 

 The software development involves significant economic risk to the taxpayer 
in that there is substantial uncertainty because of technical risk; and  
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 The software is not commercially available for use by the taxpayer in that the 

software cannot be purchased, leased, or licensed and used for the intended 
purpose without certain modifications. 
 

Under the 2001 final regulations, internal-use software qualifies for the research 
credit in much the same way it does under the 2001 proposed regulations.  However, 
there are several differences between the 2001 final regulations and the 2001 
proposed regulations.  Most notably, the 2001 final regulations require only that 
software result in a reduction in cost, improvement in speed, or other improvement, 
with respect to the first prong of the "high threshold of innovation test."  On the other 
hand, the 2001 final regulations also include a very specific "discovery test " -- a 
requirement to undertake research to obtain knowledge that exceeds, expands, or 
refines the common knowledge of skilled professionals in a particular field of science 
or engineering.  The 2001 proposed regulations arguably establish a higher standard 
with respect to the first prong of the "high threshold of innovation test," requiring 
that the software be unique or novel and differ in a significant and inventive way 
from prior software implementations or methods, but do not include a detailed 
"discovery test."     
 
Observation: Over the last few years, numerous court decisions have addressed 
various aspects of the research credit.  One of the more notable cases addressed the 
"discovery test" in the context of internal-use software.  In FedEx Corp. v. United 
States, 103 AFTR 2d 2009-2722 (W.D. Tenn. 2009), the taxpayer took the position 
that it could rely on the more lenient "high threshold of innovation test" in the 2001 
final regulations without also having to meet the "discovery test" found in those same 
regulations.  The U.S. District Court agreed with the taxpayer, concluding that since 
the 2003 final regulations effectively renounced the "discovery test" in the 2001 final 
regulations, the IRS could not hold the taxpayer to that standard.  
 

What to Expect in the New Guidance 

 
As noted above, the IRS in Ann. 2004-9 specifically requested comments on the 
definition of internal-use software. The IRS stated that while it had received 
numerous comments on earlier regulations regarding internal-use software, most 
comments focused on the definitional issue. Specifically, many commentators argued 
that the definition of internal-use software should exclude software used to deliver a 
service to customers (i.e., "software as a service," or SaaS) and software that includes 
an interface with customers or the public.  
 
The IRS said it was seeking comments "regarding a definition of internal-use 
software that appropriately reflects the statute and legislative history, can be readily 
applied by taxpayers and readily administered by the IRS, and is flexible enough to 
provide continuing application into the future." The IRS's continuing goal, it said, "is 
that any final rule must provide clear, objective guidance on what software is treated 
s internal-use software for purposes of the research credit." 
 
Possibly because the IRS had not issued new guidance on internal-use software since 
issuing the 2001 proposed and final regulations and because many interested parties 
had submitted detailed comments in response to those regulations, the IRS received 
only two new sets of comments in response to Ann. 2004-9. Since then, the IRS has 
said little about internal-use software, but one official stated in 2009 that this is a 
"pretty significant issue" and that internal-use software guidance "is a project that 
we've worked long and hard on." 
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Thus, while it seems likely that any new guidance on internal-use software will focus 
on the definitional issue, so much time has elapsed -- and so little has been said 
publicly -- since the IRS's last official word on the subject (Ann. 2004-9) that it would 
be impossible to predict what approach the IRS will take. Nevertheless, the issue is 
extremely important, and we hope the IRS will consider fully the many thoughtful 
comments it received (and will receive) before issuing any new guidance. 
 

For more information, please do not hesitate to contact: 

 
Jim Shanahan (202) 414-1684  jim.shanahan@us.pwc.com 

 

Link to WNTS Insight archive: http://www.pwc.com/us/en/washington-national-
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