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PSC Employee Headcount vs. California
Manufacturing Job Count (1994-2010)
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PSC R & D STUDY METHODOLOGY - CAPTURING THE QREs

QUALIFIED RESEARCH PROJECTS
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Testing and Design Documentation
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PSC R&D Study Wage Survey
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IRS AUDIT METHODOLOGY

“Audit adjustments based solely upon critiques
of the taxpayer’s methodology and
prepackaged submissions, in many cases, stand
little chance of being sustained in Appeals or in
court.”

(IRS R & D Audit Technique Guide (2002), Pg. 7, Section 2, Subsection C)
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IRS AUDIT METHODOLOGY

“Section 41 does not contain a specific
requirement that a taxpayer capture the costs of
research under a particular approach or
accounting methodology. However, § 41 requires
the taxpayer to identify qualified research
expenses (QREs) by business component
(qualified activity).”

(IRS R & D Audit Technique Guide (2008), Chapter 1)
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TREAS. REG. SECTION 1.41-2(d)(1)

“In the absence of another method of allocation that
the taxpayer can demonstrate to be more appropriate,
the amount of in-house research expense shall be
determined by multiplying the total amount of wages
paid to or incurred for the employee during the
taxable year by the ratio of the total time actually
spent by the employee in the performance of
qualified services for the taxpayer to the total time
spent by the employee in the performance of all
services for the taxpayer during the taxable year.”
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FTB Audit Determination

“Although PSC has stated it does not have
complete project accounting of the R&D
projects, PSC also has not provided acceptable
alternative documentation from the time of the
credit.”

FTB Final Audit Determination (August 12, 2008)
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PSC Met IRS Audit Requirements

At the commencement of the audit, the examiner should discuss with the taxpayer the

contemporaneous books and records available to substantiate the research credit claimed.

A Chart of Accounts Yes Yes
B Accounting and Finance Manuals N/A FTB did not request
information
c Organization Charts Yes Yes
D Department Descriptions Yes Yes
E Job Position Descriptions Yes Yes
F Product Lists Yes, description of Yes, description of
product line and product line and
sample projects sample projects
G Documentation of Experiments Yes Yes
H Patent Applications Yes Yes
I Workpapers Used to Compute QREs Yes Yes
J Workpapers Used to Compute the Research Credit Yes Yes
K Workpapers Used to Compute the Base Amount Yes FTB did not request
information
L Documentation on QRE/Gross Receipts from N/A N/A

Acquired/Disposed Trades or Businesses
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PSC Flow Chart of R & D Activity

Research and Development Activities under IRC § 41
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