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Executive summary

Companies of all sizes, in a wide range of industries, use the research and development
(R&D) tax credit across all 50 states of the US. The most recent data on the distribution
of R&D credits claimed and R&D activity show:

17,700 corporations claimed $6.6 billion R&D credits on their tax returns in 2005.
Approximately 11,300 C corporations and 6,400 S corporations, regulated investment
companies and real estate investment trusts claimed the credit.

Corporations claiming the R&D credit in 2005 were roughly equally divided into fourths
by size, with 29% of firms with $1 million of assets or less, one fourth with assets of
$1-$5 million, one fourth with assets of $5-$25 million and 21% with assets of $25
million or more.

Firms in all major industries claim the R&D credit, with the principal industries claiming
the credit being manufacturing, professional, scientific and technical services and
information sectors.

Firms in the manufacturing, information and services sectors claimed the majority of the
R&D credit.

The value of the R&D credit as a percent of the firm's assets was highest for small firms.

California reported the largest share of industrial R&D activity, followed by Michigan,
New Jersey, Texas and Massachusetts.

States with the most companies reporting R&D activity include California, Texas,
Massachusetts, Florida, Pennsylvania, New York and Michigan.

On a per capita basis, Connecticut, Delaware, Massachusetts, Michigan, Washington and
New Jersey reported the most R&D activity.

As a percent of private sector gross state product, a few small states like Connecticut,
Rhode Island, Delaware and New Hampshire reported a large amount of R&D activity.

The remainder of this paper discusses in detail the distribution of the R&D tax credit
claimed over time, across firm size and industry and R&D activity performed by states.!
A methodology section, describing the data presented in the tables, follows the results.
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The R&D tax credit — current law

The R&D tax credit was enacted in 1981 and has been extended 12 times. The R&D tax
credit expired on December 31, 2007. The credit has been allowed to expire eight other
times. In only one year has the R&D credit not been available since 1981. The credit has
become an important factor in US companies' research and development investments,
despite the political uncertainty.

The R&D credit is available for qualified research and development expenditures incurred in
the United States. The primary categories of qualified R&D expenditures are, in descending
order of magnitude:

1. Wages paid to employees performing qualified research activities
2. Supplies used in the conduct of qualified research

3. 65% of amounts paid to outside contractors for the performance of
qualified research

The R&D credit consists of three available credits. The regular R&D tax credit is a 20% credit
for qualified R&D expenditures in excess of a calculated base amount. The base amount is
determined by a statutory formula that reflects the percentage of gross receipts dedicated
to R&D expenditures in the four preceding years. In other words, the regular research credit
is tied to an increase in R&D intensity (expressed as R&D expenditures as a percent of
sales) compared to a fixed historical measure of intensity. The base amount can not be less
than 50% of qualified research expenses. In addition, firms can claim 20% tax credit for the
amount given to qualified organizations for "basic research” (e.g., university or nonprofit
organization research).

There is also an Alternative Incremental Research Credit (AIRC). The AIRC combines a
three-tier credit rate ranging from 3% to 5% of the total amount of R&D expenditures above
the base amount. Firms that have increased their R&D expenditures, but not their R&D
intensity, are eligible for the AIRC.

An Alternative Simplified Credit (ASC) allows a 12% credit for R&D expenditures above 50%
of the average qualified research expenditures over the three years before the credit year.
The Alternative Simplified Credit was enacted in the Tax Relief and Healthcare Act of 2006.



The R&D tax credit — Returns and
credit claimed, 1997-2005

Table 1 shows the trend of R&D tax credits claimed by C corporations from 1997 to 2005.
The amount of R&D tax credit claimed increased by almost 50%, and the number of firms
claiming it increased by 6%. Most of this increase happened before the recession in 2001.
From 2001 to 2003, the amount of R&D tax credit claimed decreased by 25% and the number
of corporations claiming it decreased by 7%. Record levels for credits claimed and returns
claiming the credit were reached in 2005, with a 34% increase in the R&D tax credit and a
16% increase in the number of corporations claiming it from 2003 to 2005.

Table 1: R&D tax credit claimed by Subchapter C corporations from 1997 to 2005

Year Credits claimed® $millions Number of returns
1997 4,398 10,668
1999 5,281 10,019
2001 6,356 10,388
2003 4,766 9,697
2005 6,363 11,290

Source: Special IRS/SOI tabulations.
1 R&D tax credits claimed by all corporations totaled $6,643 million in 2005.
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The R&D tax credit — Distribution
by firm size

Tax data on R&D credits claimed by corporations is compiled by the Statistics of Income
(SOI) division of the Internal Revenue Service (IRS). The data are from special tabulations
of IRS/SOI data on R&D credits claimed by all corporations in 2005. In 2005, 17,700
corporations claimed the R&D credit, totaling $6.6 billion.

Chart 1 and Table 2 show the distribution of R&D tax credits claimed in 2005 by firm size,
as defined by assets. The R&D tax credit is claimed by both small and large companies.
Chart 1 shows the distribution of corporations claiming the R&E tax credit across firm size,
with 21% of firms with assets under $500,000, 33% with assets between $50,000 and

$5 million, one quarter of firms between $5 million and $25 million and 20% of firms with
assets exceeding $25 million. The data is for all active corporations, including Subchapter S
corporations, Requlated Investment Companies (RICs) and Real Estate Investment Trusts
(REITs). A similar distribution across firm size occurs for only Subchapter C corporations.

Chart 1: Distribution of firms claiming R&D credits
by firm size, by assets, 2005, ($000)
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Source: IRS/SOI, All Corporations.

Chart 2: Distribution of R&D credits claimed by
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Chart 2 and Table 2 shows that the amount of tax credit claimed by corporations is
concentrated among the largest firms, with assets above $2.5 billion of assets (62% of
total R&D tax credits claimed). The distribution of credits claimed is shown for Subchapter
C corporations. Pass-through entities, including Subchapter S corporations and RICs and
REITs, claimed $300 million of the total $6.6 billion R&D credits claimed in 2005.

Table 2 shows the average R&D credit per return tends to increase with asset size, as would
be expected as larger companies have larger qualifying research expenditures. However,
this increase is less than proportional to average asset size: as a percentage of average
assets, the average amount of tax credit claimed per firm is a decreasing function of firm
size, with firms with assets lower than $500,000 claiming an average tax credit of 9.1% of
average assets and large corporations claiming an average tax credit of less than 0.05% of
average assets.

Table 2: The value of R&D credits claimed by active corporations relative to firm size, 2005

Number of Credits claimed Per return Credit as a percentage
Total assets ($000) returns ($ millions) ($ 000) of average assets
. Ze ro assets .................... ........................... 242 . ............................ $48 ............................ $ 198 .............................................. =
2499 33T S0 20,
500-999 1,423 $27 $19 2.6%
1000499944225198 .............................. $45 ....................................... 2 1%
50009999 o 2A9T L S12 ST A,
10,000-24,999 2,197 $242 $110 0.7%
2500049999 ..................................... 10983184 ............................ $ 168 ....................................... O 5%
5000099.999 793 S80S9 08,
100,000-249,999 658 $285 $434 0.3%
250000499999 .................................... 352$3OO ............................ $ 852 ....................................... 0 2%
5000002499999 | . 544 $829. . S1524. ... .. 0%
2500000andmore 454: . $4.149 . $9139
Total 17,664 $6,643 $376 *
Source: IRS/SOI, All Corporations.

*Less than 0.05%.
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The R&D tax credit by industry

Table 3 shows the distribution of R&D tax credits claimed by industry. The data are from
special tabulations of IRS/SOI data on R&D credits claimed by Subchapter C corporations
in 2005.

Firms claiming the R&D tax credit are principally in the manufacturing (44%),
professional services (30%) and information (10%) sectors. The manufacturing sector
claims the largest share of the R&D tax credit (71%), followed by the professional
services and information sectors (10% each). Within the manufacturing sector,

the computer and electronic product manufacturing and pharmaceutical/chemical
manufacturing subindustries claimed the most R&D credit.

Table 3: Distribution of R&D credits claimed by C corporations, by industry, 2005

R&D Credits by Credits claimed

_industry . Numberofreturns Percentofreturns ($ millions) _ Percent of credits
All sectors 11,290 100% $6,363 100%
Agr!culture, fore‘stry, 61 0.5%5 4 0.1%
fishing and hunting :
Mining 19 0.2% 5 0.1%
Utilities 37: 0.3%: 20 0.3%
Construction 18: 0.2% 3 0.1%
Manufacturing 4921 43.6% 4,529 71.2%
Wholesale trade 594 : 5.3% 196 3.1%
Retail trade 124 1.1% 40 0.6%
Transportgtlon and 43 0.4% 9 0.1%

Bcceecdnrsisie OO RSOOSRV VO AUV VOSSO SOOI SO
Information 1,076 : 9.5% 636 10.0%
;ijac:c:nd 143 1.3% 125 2.0%
Real estate and 14

rental and leasing

Services

Source: Special tabulations requested from IRS/SOI. Figures may not appear to sum due to rounding.



Qualifying research expenditures

The IRS/SOI has published some tabulations of the R&D tax credit for 2003 with more
details on the underlying qualifying expenditures and some of the tax credit limitations.
These tabulations available on the IRS/SOI Web site involved significant additional
resources, so were not available for 2005. The underlying relationships, however, are not
expected to change significantly from year-to-year.

Table 4 shows the composition of qualifying research expenditures. Companies' employees’
wages and salaries accounted for 70% of qualifying research expenditures. Cost of supplies
for research accounted for 16%, and the applicable percentage of contract research
(principally wages and salaries of workers of third-party contractors) accounted for 14%.

Table 4: Qualified research expenditures by type

Reqgular Tax  Alternative Incremental

................................................................................................... Credit ... TaxCredit  Total Percent’
Wages for qualified services 61.2 20.8 82.0 70%
COSLOTSUDDIES e M A2 18T 18
Applicable percent of contract research expense | 133. . 28, .62 14
Rental or lease costs of computers 0.3 i 0.3 .

* | ess than S50 million or less than 0.5%

I Does not equal sum of components since some corporations only reported total line.

2 Percent of reported components.
Dollar amounts are in billions.
Source: IRS/SOI, Table 1 from http://www.irs.gov/taxstats/article/o,,id=164402,00.htm/
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Credit as a percent of qualifying
research expenditures

Both the regular R&D credit and the alternative incremental credit apply the credit to
qualifying research expenditures above different bases. Thus, the reqular R&D credit is
smaller than 20% of total qualifying R&D expenditures, and the alternative incremental
credit is smaller than the 3% to 5% percent credit rates.

In addition to the incremental nature of both the regular and alternative credit, the regular
credit base can not be less than 50% of qualified research expenses. This further reduces
the research expenses qualifying for the credit. In 2003, the IRS reports that 78% of

the returns claiming the regular credit were subject to the 50% limitation. These firms
accounted for 46% of the total qualifying research expenditures and 57% of the R&D regular
credit after the limitation.

In 2003, the reqular R&D credit of $4.8 billion applied to $93 billion of qualified R&D
expenditures, for an average credit rate of 5.1%. The alternative incremental R&D credit of
$600 million was applied to $29 billion of qualified R&D expenditures for an average credit
rate of 2.1%.



Research and development
by state

Tables 5 to 8 present the distribution of industrial R&D performance by state for 2005, the
latest year of available data. The data are from the National Science Foundation survey of
company funds for R&D, by state.

Industrial R&D activity reported in the NSF survey in 2005 totaled $204 billion, or about
50% more than the amount of qualifying research expenses reported for the R&D tax credit.
The definition of R&D expenditures for tax purposes is narrower than the more common
measures of R&D, such as used by the NSF.

Table 5 shows the number of firms performing industrial R&D in each state, ranked by

the number of firms. Not surprisingly, although firms in every state report R&D activity,
most firms with R&D activity are located in large states, with the largest number of firms
in California (more than 12% of all firms claiming the tax credit), followed by Texas (5.5%
of all firms claiming the credit), Massachusetts (5.2% of all firms claiming the credit) and
Florida (5% of all firms claiming the credit) .2

Table 6 shows the share of the amount of industrial R&D performed in the state, for the
top 20 states. Although California is still ranked first (22% of the total amount of R&D
performed in the US), it is now followed by Michigan (8%), New Jersey and Texas (6%
each).

Table 7 shows the amount of industrial R&D performed by state population in 2005, for
the top 20 states. The largest amounts of per capita R&D activity are conducted in smaller
states, including Connecticut and Delaware. Massachusetts, Michigan and Washington also
have large industrial R&D activity per capita.

Table 8 shows the amount of R&D performance by state as a share of private sector gross
domestic product (GSP) in 2005. The highest percentage of business activity in research
activity is conducted in Michigan. Some small states, like Connecticut, Rhode Island,
Delaware, New Hampshire and Oregon also have a large amount of R&D activity.
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Table 5: States ranked by number of firms in the state reporting R&D activity, 2005

State _ Number of firms State _ Number of firms
California Indiana :

South Carolina : Source: National Science Foundation.




Table 6: Top 20 states ranked by share of Table 7: Top 20 states ranked by per capita

industrial R&D performance in 2005 industrial R&D performed in 2005
JState e, Share of total USR&D State ] Per capita R&D
GO 22 CONMECHEUE o 1835
Michigan 8.1% Delaware 1,765
e ersey ........................................................................... S e 1686 .
Texas ...................................................................................... 57% ..... Mlchlgan ........................................................................... 1635
M assachusetts ...................................................................... 5 3% ..... Washmgton ...................................................................... 1520 .
Washmgton ........................................................................... e NewJersey ...................................................................... 1480
III|no|s .................................................................................... ; 7% ..... Callfornla .......................................................................... 1263
New York ............................................................................... 4 3% ..... Rhodelsland ..................................................................... 1246 .
Pennsylvama ......................................................................... e i 1179
B M - I v S A 1)
Minnesota Colorado 893
O ol Oregon ................................................................................. e
NorthCarolma ................................................................................... III|no|s ................................................................................... 745
Ind|ana ................................................................................................ Pennsylvama ....................................................................... 695
e s rou e o
OTCQON e O UnitedStates 680
Florida Kansas 667
P e ou e ey
V|rg|n| é ............................................................................................... North Cam“na ..................................................................... 582 .
W|scons|n ........................................................................................... Vermont .............................................................................. 543
‘Source: National Science Foundation. Source: National Science Foundation.
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Table 8: States ranked by R&D activity as percent of gross state product (GSP), 2005

Industrial  Private sector
R&D gross state R&D
activity product as % of
State ~ ($ millions) ($ millions) GSP

Michigan

Ohio 1.38%
W, Sconsm ............................................................................. 1 3 8% .
Utah ..................................................................................... 137%
Mlssoun ............................................................................... 133%
Texas .................................................................................... 131%

Industrial  Private sector
R&D gross state R&D
activity product as % of
State ~ ($ millions) ($ millions) GSP

Maryland

District of : :
LGOUMDI e e 23423 .017%
YOMING B 23628: 0.12%
Alaska 32,416

Source: EY calculations based on data from National Science
Foundation and Bureau of Economic Analysis.



Conclusion

Businesses can claim a tax credit for their qualified R&D expenditures performed in the
United States. The R&D tax credit claimed increased by almost 50% from 1997 to 2005,
and the number of firms claiming it increased by 6%.

Companies of all sizes and in all industries claim the R&D tax credit. The distribution of
firms claiming the credit is the largest among small and medium size firms. Major users of
the R&D credit are in the manufacturing, professional services and information sectors.

R&D activity is conducted across the 50 states. California hosted the largest share of R&D
(22%) in the US, with Michigan, New Jersey, Texas, Massachusetts and Washington with
at least 5% shares. In addition to these states, Florida, Pennsylvania, New York, lllinois,
Georgia, Colorado, Ohio, Wisconsin, Alabama, Utah, Virginia, Minnesota and Oregon had
over 1,000 firms in the state conducting R&D. Several smaller states were ranked in the
top 10 states in terms of R&D spending per capita: Connecticut, Delaware, Rhode Island
and New Hampshire.
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Methodology

This study is based upon the Internal Revenue Service's Statistics of Income special
tabulations on the R&D tax credit claimed by corporations in 2003 and 2005.

The distribution of all active corporations claiming the R&D credit includes both C
corporations, S corporations and Regulated Investment Companies (RICs) and Real
Estate Investment Trusts (REITs). The distribution of credits claimed by industry is
limited to C corporations.

The study reports the total R&D tax credit claimed by corporations (line 41 of Form
6165). This amount does not reflect the amount of credits received in the current year
due to limitations on credits. For example, if the tax credit exceeds current income taxes,
the excess credit is not refundable. Excess credits can be carried back against a limited
number of prior years' tax liabilities or forward against a limited number of future years’
tax liabilities.

Additional detail from special tabulations of the Form 6165 in 2003 provide detail on
the composition of qualifying research expenditures, on the split between the reqular
R&D credit and the alternative incremental R&D credit and the effects of the 50% of
base limitation.

The data on industrial R&D performance by state, and funded by companies, reflect
the results of the National Science Foundation's annual survey of R&D activity in the US
The data is from 2005. According to the survey, industrial R&D funded by companies
represented 90% of total industrial R&D activity in 2005 (the remainder being
federally funded).

End notes

! This study updates the April 2004 report, Supporting Innovation and Economic
Growth, The Broad Impact of the R&D Tax Credit, by, Ph.D., Cathy Koch of Washington
Council Ernst & Young.

2 The number of firms reporting research and development expenses in the NSF survey
is greater than the number of corporate tax returns claiming the R&D credit for several
reasons: (1) several firms may be included in a single consolidated corporate tax
return, (2) firms may include noncorporate businesses, such as partnerships and sole
proprietorships and (3) not all research expenses qualify for the R&D tax credit.
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