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In brief 

Newly proposed Section 174 regulations address several long-standing issues related to the deduction for 

research or experimental (R&E) expenditures, such as whether subsequent sales of tangible property 

created through R&E affect the deductibility of otherwise qualified expenditures and whether 

expenditures for refining the design of a product once production has begun can qualify. The proposed 

rules also include a new “shrinking-back” provision applicable when the Section 174 requirements are 

met with respect to certain components, but not with respect to the product as a whole.   

Taxpayers likely will find no surprises in some aspects of these regulations, but should consider taking a 

fresh look at their procedures for collecting documentation and support. Note:  Meeting the Section 174 

requirements is one prerequisite for eligibility for the Section 41 research credit. 

The new regulations are proposed to apply to tax years ending on or after the date final regulations are 

published. However, the IRS states that it will not challenge return positions consistent with the 

proposed regulations and that taxpayers therefore may rely on the proposed rules until final regulations 

are published. 

 

In detail 

Background 

Enacted nearly 60 years ago, 
Section 174 allows taxpayers to 
take current deductions for R&E 
expenditures, but does not 
define R&E.  Regulations 
defining some key terms and 
clarifying other issues under the 
provision were issued in 1957 
and 1994, but other issues have 
remained unresolved and 
burdensome to taxpayers. 

Proposed changes to current 

regulations 

The proposed regulations are 
intended to clarify important 
issues taxpayers historically 
have had to spend significant 
time addressing with exam 
teams and otherwise.  The 
proposed regulations: 

 provide that if expenditures 

qualify as  R&E, it is 

irrelevant whether a 

resulting product ultimately 

is sold or used in the 

taxpayer’s trade or business; 

 provide that the “depreciable 

property rule” in Reg. sec. 

1.174-2(b)(4) is an 

application to depreciable 

property of the general 

definition of R&E 

expenditures in Reg. sec. 

1.174-2(a)(1); 

 define the term “pilot model” 

(as used in sec. 1.174-2(a)(2)) 

as any representation or 

model of a product that is 

produced to evaluate and 

resolve uncertainty 

concerning the product 
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during the development or 
improvement of the product. The 
term includes a fully functional 
representation or model of the 
product or a component of a 
product (to the extent the new 
“shrinking-back” provision 
applies); 

 clarify that design testing and 

testing whether certain features 

can be integrated into a design 

qualify as R&E expenses;  and 

 add a shrinking-back provision, 

similar to the research credit rule 

in Reg. sec. 1.41-4(b)(2), to address 

situations in which the 

requirements of sec. 1.174-2(a)(1) 

are met with respect to only a 

component part of a larger product 

and are not met with respect to the 

overall product itself. 

Regarding design refinement after 
production has begun, the preamble 
to the proposed regulations states that 
"taxpayers may refine the design of 
the product, or even redesign 
components of the product, after 
production of the product has begun, 
particularly in the case of a large 
tangible asset made up of numerous 

individual components. In these 
situations, the preamble states, 
“although a basic design specification 
of the product may be established, 
amounts paid to eliminate uncertainty 
regarding the appropriate design of 
certain components of the product 
continue to qualify under Section 
174." The preamble applies this 
concept with respect to development 
and design of an automobile braking 
system even though there is no 
uncertainty with respect to the 
automobile’s general design. 

The proposed regulations also add 10 
examples of how the new rules apply, 
including examples relating to 
manufacturers of aircraft, aircraft 
engines, tools, and custom machines 
and to a wine producer. 

Documentation 

The preamble to the proposed 
regulations states that the general 
recordkeeping provisions in Section 
6001 and Reg. sec. 1.6001-1(a) 
provide sufficient detail about 
required documentary substantiation 
for purposes of Section 174.  
Accordingly, it appears the IRS does 
not intend to impose additional, 
special documentation rules under 
Section 174. See Reg. sec. 1.41-4(d) 

concerning recordkeeping for the 
research credit. 

The takeaway 

Portions of the proposed regulations 
confirm what many observers have 
expected, including treatment of 
subsequent sales of qualified R&E 
property. Notably, the new rules 
reference T.G. Missouri Company v. 
Commissioner – in which the Tax 
Court rejected the IRS argument 
regarding subsequent sales -- which 
should resolve any questions lingering 
in the wake of that decision.  

The preamble to the proposed 
regulations indicates that special 
recordkeeping is not necessary for 
claiming the Section 174 deduction, 
while noting that the IRS may deny a 
deduction “for failure to provide 
sufficient records substantiating the 
claimed deduction.”  

Taxpayers should note the application 
of the shrink-back rule as a potential 
area on which IRS exam teams may 
focus, and hence take care to assemble 
documentation early-on in support of 
technical uncertainty and integration 
risk associated with research 
expenditures.  
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(213) 356-6621 
kendall.b.fox@us.pwc.com 

Brad Borgstede, Dallas, TX 
(214) 754-7630 
brad.l.borgstede@us.pwc.com 

© 2013 PricewaterhouseCoopers LLP. All rights reserved. In this document, PwC refers to PricewaterhouseCoopers (a Delaware limited liability partnership),  
which is a member firm of PricewaterhouseCoopers International Limited, each member firm of which is a separate legal entity. 

SOLICITATION 

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 

mailto:jim.shanahan@us.pwc.com
mailto:brett.ritter@us.pwc.com
mailto:kendall.b.fox@us.pwc.com
mailto:brad.l.borgstede@us.pwc.com

