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Chapter One

HOW TAXES AFFECT
INNOVATION
"Taxation And Innovation in the 20th Century"
The effect of taxes on innovation,
both corporate and individual, was
hard to track and analyze until a
groundbreaking 2018 paper called
Taxation and Innovation in the 20th
Century.
The authors, Ufuk Akcigit, Stefanie
Stantcheva, John Grigsby and Tom
Nicholas, used three new datasets to
create a study that would have been
impossible earlier, simply because of
the lack of data. A dataset of
inventors who have patented since
1920 (this would mostly cover
individuals); a dataset of critical
information from R&D firms that
have been active since 1921 (bringing
in a corporate perspective); and a
historical database of both corporate
and personal taxes.

Ultimately, this deep dive into the
data, both on a micro and macro level,
led researchers to believe that taxes
do in fact have a negative effect on
innovation, both on the individual and
corporate level. The wide-ranging
data that was used in developing this
paper begins to create a clear picture
of exactly where taxes could be
hurting your business.
As a business owner, you're always
looking for ways that you can put
money back into your business. While
no tax system is perfect, knowing the
challenges and opportunities that are
in place will make it possible for you
to make the best choice for your
business.

Source: http://home.uchicago.edu/~jgrigsby/files/Research/AGNS_Taxation_Innovation.pdf

THE IMPACT ON CORPORATE INNOVATORS

WHERE DO TAXES HURT YOU?
REDUCE AMOUNT OF INNOVATION
If you're overpaying in taxes, you can't focus on investing
money and time into creative, innovative research. Or, if your
company is research focused, you might simply end up unable
to fund the kind of research activity that you would like to,
because of your tax liability. The research has found that "A
one percentage point decrease in the corporate tax rate
increases patents by 4% and citations by around 3.5%."

LEAD TO LOWER QUALITY
If you're overpaying in taxes, your R&D team might end up
with lower quality inventions, innovations, and improvements
because of limited resources and time. Another consideration
in the quality of your innovation is the kind of team that you
are able to assemble. If you can't pay a premium for superstar
researchers, inventors, and problem solvers, you're not going
to be able to produce work at the highest possible level. You
get what you pay for.

LOCATION CONSIDERATION
If you're overpaying in taxes, or are located in a state with
limited tax incentives, you might have to change the location
of your company, and you might have a difficult time
attracting high-value innovators because of your location. If
you're committed to staying in a state where you're paying
more in taxes, you might find the frequency and quality of
your innovative work will be negatively affected.

CORPORATE INNOVATORS ARE THE
MOST SENSITIVE TO TAXATION
Negatively impacted by both corporate
and individual tax
Companies that are overpaying in tax
cannot re-invest in their in-house
innovations

Chapter Two

LET'S TALK
ABOUT THE TCJA
THE TAX CUTS AND JOBS ACT

IN A NUTSHELL
The Tax Cuts and Jobs Act (TCJA) is the most
significant tax overhaul since 1986.
So, now we know that the data backs up something
that you might have felt in your gut: taxes have a
negative effect on innovation in your business. What
now? The good news is that there's a lot you can do
to reduce your tax liability.
First, let's take a look at the Tax Cuts and Jobs Act.
The TCJA became law in December of 2017 and it
made some sweeping changes to US Tax Code. Many
of those changes directly benefit businesses, and
make it possible for you to reduce your tax liability.
One of the obvious changes is the reduction of the
corporate income tax rate. But if your business is
overlooking the Research and Development Tax
Credit (R&D Credit), you might still be overpaying in
taxes.
Since the TCJA became law, tax professionals have
been preparing for its effects on the R&D Credit.
These effects will come into play in 2022. This
means that right now it's important to make sure
your business is ready to succeed.
State and Federal governments realize that research, innovation, and strong businesses are key
to a healthy economy, so they're invested in helping you succeed. The R&D Credit is just one of
many credits available to you, and it might surprise you to see what you qualify for.

SOME OF THE TCJA BENEFITS
Cut top corporate income tax rate from
35% to 21%
100% Bonus Depreciation
Alternative Minimum Tax (AMT) for
corporations repealed

Chapter Three

INVESTING IN R&D: REDUCE
YOUR TAX LIABILITY
The Research and Development Tax Credit

R&D TAX CREDIT OVERVIEW
The R&D Credit is a substantial tax incentive that reduces dollar for
dollar your company’s overall tax cost as a reward for invention and
innovation. This credit exists as a government effort to encourage
businesses to take risks, where they otherwise might be put off by the
costs of such experimentation.
This credit is often overlooked, but it can be one of the most powerful
tools in reducing your tax liability. The government wants to help your
business succeed, and tax credits help overcome the problem of taxes
suppressing innovation.

THE FOUR PART TEST
Elimination of Uncertainty: the project must have begun in a quest
to solve a problem or answer a question.
Technological in Nature: the project or experiment must exist
within the STEM field, or hard sciences and exist to enhance or
expand current technologies.
Permitted Purpose: the activities must be aimed at developing or
improving the business' components such as functionality,
performance, quality, or reliability.
Process of Experimentation: there should be a clear and
documented process of experimentation in order to attempt to
eliminate the uncertainty. A tax pro will guide you through this.

THE EFFECT OF THE PATH ACT AND
THE TCJA
For tax years AFTER December 31, 2021, the TCJA specifies that
certain research and experimental expenses must be capitalized
and amortized.
Reducing the corporate tax rate from 35% to 21% means that
while the exact numbers will vary based on the individual
taxpayer, the reduction in the research credit will be less under
the new corporate tax rate. The net R&D credit is, therefore,
increased.
The PATH Act permanently extended the R&D Credit and made it
possible to use R&D Credits to offset payroll taxes.

IT'S NOT JUST FOR TECH COMPANIES
Do You Develop/Design New Products and Processes?
Retail is often overlooked in conversations about R&D, but consider this:
designing and creating apparel and other products, researching
innovative new materials, and developing new processes for construction
would very likely qualify for the R&D Credit.

Do You Enhance Existing Products and Processes?
Manufaturers can benefit greatly from the R&D Credit. If your business is
prototyping, ensuring reliability, and improving process performance
time, you're well on your way to qualifying for significant savings through
a tax credit.

Do you develop or improve existing software and prototypes?
Even if you don't consider your business to be a "tech" company, if you
develop prototypes or software to facilitate business operations, you're
engaging in research and development. You're spending money on that
development, so get it back through the R&D Credit.

WHAT ABOUT STARTUPS?
Startups have a huge opportunity to save. If your business is a qualified small
business, you might be eligible for up to $250,000 of your R&D Credit to
offset your payroll tax liability.
Many small businesses don't know about this, because until recently, you
could only offset federal income tax liability, and if your business was
operating at a tax loss (as many new startups do) you were effectively barred
from taking advantage of the R&D credit, even if you had qualified research
expenses. Now, if qualified small businesses take the time to apply, they
could end up with significant savings.
If you say yes to the three questions below, as a small business, you might
qualify!

SMALL BUSINESS QUALIFICATIONS

Do you have less than $5 million in gross receipts?
Do you have no more than five years of gross receipts?
Do you have qualified research expenses?

LET'S SEE IT IN ACTION

A HYPOTHETICAL GENERAL CONTRACTOR
A fictional General Contractor based in California with an annual
revenue of 45 million decided to take on a project to improve an
existing structure while also keeping the facility fully operational. They
evaluated and optimized the flooring, discovered the optimal process
for replacing the HVAC system, and developed unique solutions to
problems in plumbing and the drainage system of their project.

TAX CREDIT RESULTS
While the results of each company will vary, this example General
Contractor was meticulous in their documentation. They provided
complete documentation to their tax specialist, and successfully
received $72, 400 in federal and state tax credits.

A TIP FROM US
Find a tax professional that works
with you. Work with someone that takes
your entire business into consideration
when developing a strategy. It pays off.
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HOW TO SUCCESSFULLY
MAXIMIZE THE R&D CREDIT
IT'S YOUR JOB TO DO IT RIGHT, SO GET A TAX
PRO
Because the R&D Credit has such possibilities for saving, the IRS is
very careful in their review and analysis of the applications.
Additionally, while the calculations for the credit are not overly
complex, creating a quality application that correctly and thoroughly
documents the process is time consuming. It's worth it to seek out a
qualified R&D Tax Credit specialist to help you streamline the
process. You're focused on running your business. A tax professional
is focused on understanding the ins and outs of tax law. They do
their job so you can do yours.

WHAT IF I ALREADY HAVE AN ACCOUNTING TEAM?
R&D Credit applications are highly specialized, and some
teams only work on R&D tax credit projects. They work with
you to enhance your results, not replace your team!

WHAT SHOULD I BE LOOKING FOR IN A SPECIALIST?
Look for a firm that has experience - not just years in the
business, but also experience with your industry. Also, look for
experience in both federal and multi-state tax incentives.

WHERE DOES COST SEGREGATION COME IN?
Some firms also offer cost segregation support that you may
be able to benefit from. Take advantage of all of your strategic
tax planning opportunities when you're looking for a team.

PAY ATTENTION TO QUALIFIED EXPENDITURES
Treasury Regulations section 1.174-2 gives a loose overview of
qualifying expenditures, stating that they "discover information
that would eliminate uncertainty concerning the development or
improvement of a product." Later, the regulations go on to point
out that the nature of the product/improvement is not the
measurement for whether or not an expenditure qualifies. What is
important is the nature of the activity. Essentially, to qualify,
expenses need to be related to a qualified research activity. That
means you want to be paying attention to those expenditures
every year.

QUALIFIED LABOR
You will need to obtain the actual employee time spent on or
supporting qualified research activity. It must also be based in
the US. Not everything every employee does will qualify.

QUALIFIED SUPPLIES
Don't make mistakes: travel, meals, entertainment, telephone
expenses of researchers, relocation, and professional dues
don't qualify. Materials for qualified research does.

CONTRACTORS
A contract research expense equates to 65% of the wages paid
to a contractor - don't forget that to qualify, the contractors
must be based in the United States.

A TIP FROM US
Calculating and documenting qualified
expenditures can be confusing and
time-consuming. Don't try to do it
yourself.

DOCUMENT, DOCUMENT, DOCUMENT
One of the biggest hurdles companies face when they are putting
together an R&D package is incomplete documentation. It's difficult
to know where to start, and since no one wants to undergo an audit,
it can feel overwhelming to even begin the documentation process.
An experienced specialist will make sure that you get all the
documentation you need, but you can streamline the process by
being prepared to work with them. The first thing to do is to create a
documentation process, and then be consistent in updating records.

PLANNING
Everything related to qualified research expenses is useful to
your R&D specialist. They might ask for records of discussion
points, objectives, courses of action, design and meeting notes.

PROCESS
You need to document the process of discovery and
experimentation. Show the scientific process in action. This
will include your results, failures, and successes.

ADMINISTRATIVE DETAILS
Documentation of day-to-day administrative activity is
important in creating an application. Include payroll records,
general ledger expense detail, project lists and project notes.

SO WHAT NOW?

PUT MONEY
BACK IN YOUR
BUSINESS
YUKO TSUCHIDA, CPA, MBA, FOUNDER
"I believe people drive business growth.
Unfortunately, most companies just don’t
have the resources they need to grow.
I founded Hito after seeing how many
companies fail to achieve their projected
growth because they lack the time and
resources
to
implement
tax
planning
strategies that aligned with their long term
business objectives.
Since 2006, I’ve helped my clients, including
Fortune 500 companies, save $100 million+
in tax incentives and credits."

SET UP YOUR FREE CALL TODAY
We hope you've found this document valuable, as many businesses worry that they’re
overpaying in taxes. At HITO, LLC, we've got a process to identify savings opportunities and
maximize your tax efficiency, so you’ve got a tax strategy and cash flow to support future
growth.
Schedule a complimentary call with us at https://hitollc.com/Contact/
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