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an election is made, the taxpayer must
continue in subsequent taxable years
to charge to capital account all cir-
culation expenditures properly so
chargeable, unless the Commissioner,
on application made to him in writing
by the taxpayer, permits a revocation
of such election for any subsequent
taxable year or years. Permission to
revoke such election may be granted
subject to such conditions as the Com-
missioner deems necessary.

(3) Elections filed under section
23(bb) of the Internal Revenue Code of
1939 shall be given the same effect as if
they were filed under section 173. (See
section 7807(b)(2).)

§1.174-1 Research and experimental
expenditures; in general.

Section 174 provides two methods for
treating research or experimental ex-
penditures paid or incurred by the tax-
payer in connection with his trade or
business. These expenditures may be
treated as expenses not chargeable to
capital account and deducted in the
year in which they are paid or incurred
(see §1.174-3), or they may be deferred
and amortized (see §1.174-4). Research
or experimental expenditures which
are neither treated as expenses nor de-
ferred and amortized under section 174
must be charged to capital account.
The expenditures to which section 174
applies may relate either to a general
research program or to a particular
project. See §1.174-2 for the definition
of research and experimental expendi-
tures. The term paid or incurred, as
used in section 174 and in §§1.174-1 to
1.174-4, inclusive, is to be construed ac-
cording to the method of accounting
used by the taxpayer in computing tax-
able income. See section 7701(a)(25).

§1.174-2 Definition of research and ex-
perimental expenditures.

(a) In general. (1) The term research or
experimental expenditures, as used in
section 174, means expenditures in-
curred in connection with the tax-
payer’s trade or business which rep-
resent research and development costs
in the experimental or laboratory
sense. The term generally includes all
such costs incident to the development
or improvement of a product. The term
includes the costs of obtaining a pat-

§1.174-2

ent, such as attorneys’ fees expended in
making and perfecting a patent appli-
cation. Expenditures represent re-
search and development costs in the
experimental or laboratory sense if
they are for activities intended to dis-
cover information that would elimi-
nate uncertainty concerning the devel-
opment or improvement of a product.
Uncertainty exists if the information
available to the taxpayer does not es-
tablish the capability or method for de-
veloping or improving the product or
the appropriate design of the product.
Whether expenditures qualify as re-
search or experimental expenditures
depends on the nature of the activity
to which the expenditures relate, not
the nature of the product or improve-
ment being developed or the level of
technological advancement the product
or improvement represents.

(2) For purposes of this section, the
term product includes any pilot model,
process, formula, invention, technique,
patent, or similar property, and in-
cludes products to be used by the tax-
payer in its trade or business as well as
products to be held for sale, lease, or li-
cense.

(3) The term research or experimental
expenditures does not include expendi-
tures for—

(i) The ordinary testing or inspection
of materials or products for quality
control (quality control testing);

(ii) Efficiency surveys;

(iii) Management studies;

(iv) Consumer surveys;

(v) Advertising or promotions;

(vi) The acquisition of another’s pat-
ent, model, production or process; or

(vii) Research in connection with lit-
erary, historical, or similar projects.

(4) For purposes of paragraph (a)(3)(i)
of this section, testing or inspection to
determine whether particular units of
materials or products conform to speci-
fied parameters is quality control test-
ing. However, quality control testing
does not include testing to determine if
the design of the product is appro-
priate.

(5) See section 263A and the regula-
tions thereunder for cost capitalization
rules which apply to expenditures paid
or incurred for research in connection
with literary, historical, or similar
projects involving the production of
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property, including the production of
films, sound recordings, video tapes,
books, or similar properties.

(6) Section 174 applies to a research
or experimental expenditure only to
the extent that the amount of the ex-
penditure is reasonable under the cir-
cumstances. In general, the amount of
an expenditure for research or experi-
mental activities is reasonable if the
amount would ordinarily be paid for
like activities by like enterprises
under like circumstances. Amounts
supposedly paid for research that are
not reasonable under the cir-
cumstances may be characterized as
disguised dividends, gifts, loans, or
similar payments. The reasonableness
requirement of this paragraph (a)(6)
does not apply to the reasonableness of
the type or nature of the activities
themselves.

(7) This paragraph (a) applies to tax-
able years beginning after October 3,
1994.

(8) The provisions of this section
apply not only to costs paid or incurred
by the taxpayer for research or experi-
mentation undertaken directly by him
but also to expenditures paid or in-
curred for research or experimentation
carried on in his behalf by another per-
son or organization (such as a research
institute, foundation, engineering com-
pany, or similar contractor). However,
any expenditures for research or ex-
perimentation carried on in the tax-
payer’s behalf by another person are
not expenditures to which section 174
relates, to the extent that they rep-
resent expenditures for the acquisition
or improvement of land or depreciable
property, used in connection with the
research or experimentation, to which
the taxpayer acquires rights of owner-
ship.

(9) The application of subparagraph
(2) of this paragraph may be illustrated
by the following examples:

Example 1. A engages B to undertake re-
search and experimental work in order to
create a particular product. B will be paid
annually a fixed sum plus an amount equiva-
lent to his actual expenditures. In 1957, A
pays to B in respect of the project the sum of
$150,000 of which $25,000 represents an addi-
tion to B’s laboratory and the balance rep-
resents charges for research and experimen-
tation on the project. It is agreed between
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the parties that A will absorb the entire cost
of this addition to B’s laboratory which will
be retained by B. A may treat the entire
$150,000 as expenditures under section 174.

Example 2. X Corporation, a manufacturer
of explosives, contracts with the Y research
organization to attempt through research
and experimentation the creation of a new
process for making certain explosives. Be-
cause of the danger involved in such an un-
dertaking, Y is compelled to acquire an iso-
lated tract of land on which to conduct the
research and experimentation. It is agreed
that upon completion of the project Y will
transfer this tract, including any improve-
ments thereon, to X. Section 174 does not
apply to the amount paid to Y representing
the costs of the tract of land and improve-
ments.

(b) Certain expenditures with respect to
land and other property. (1) Expendi-
tures by the taxpayer for the acquisi-
tion or improvement of land, or for the
acquisition or improvement of prop-
erty which is subject to an allowance
for depreciation under section 167 or
depletion under section 611, are not de-
ductible under section 174, irrespective
of the fact that the property or im-
provements may be used by the tax-
payer in connection with research or
experimentation. However, allow-
ances for depreciation or depletion of
property are considered as research or
experimental expenditures, for pur-
poses of section 174, to the extent that
the property to which the allowances
relate is used in connection with re-
search or experimentation. If any part
of the cost of acquisition or improve-
ment of depreciable property is attrib-
utable to research or experimentation
(whether made by the taxpayer or an-
other), see subparagraphs (2), (3), and
(4) of this paragraph.

(2) Expenditures for research or ex-
perimentation which result, as an end
product of the research or experimen-
tation, in depreciable property to be
used in the taxpayer’s trade or business
may, subject to the limitations of sub-
paragraph (4) of this paragraph, be al-
lowable as a current expense deduction
under section 174(a). Such expenditures
cannot be amortized under section
174(b) except to the extent provided in
paragraph (a)(4) of §1.174-4.
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(3) If expenditures for research or ex-
perimentation are incurred in connec-
tion with the construction or manufac-
ture of depreciable property by an-
other, they are deductible under sec-
tion 174(a) only if made upon the tax-
payer’s order and at his risk. No deduc-
tion will be allowed (i) if the taxpayer
purchases another’s product under a
performance guarantee (whether ex-
press, implied, or imposed by local law)
unless the guarantee is limited, to en-
gineering specifications or otherwise,
in such a way that economic utility is
not taken into account; or (ii) for any
part of the purchase price of a product
in regular production. For example, if a
taxpayer orders a specially-built auto-
matic milling machine under a guar-
antee that the machine will be capable
of producing a given number of units
per hour, no portion of the expenditure
is deductible since none of it is made at
the taxpayer’s risk. Similarly, no de-
ductible expense is incurred if a tax-
payer enters into a contract for the
construction of a new type of chemical
processing plant under a turn-key con-
tract guaranteeing a given annual pro-
duction and a given consumption of
raw material and fuel per unit. On the
other hand, if the contract contained
no guarantee of quality of production
and of quantity of units in relation to
consumption of raw material and fuel,
and if real doubt existed as to the capa-
bilities of the process, expenses for re-
search or experimentation under the
contract are at the taxpayer’s risk and
are deductible under section 174(a).
However, see subparagraph (4) of this
paragraph.

(4) The deductions referred to in sub-
paragraphs (2) and (3) of this paragraph
for expenditures in connection with the
acquisition or production of depre-
ciable property to be used in the tax-
payer’s trade or business are limited to
amounts expended for research or ex-
perimentation. For the purpose of the
preceding sentence, amounts expended
for research or experimentation do not
include the costs of the component ma-
terials of the depreciable property, the
costs of labor or other elements in-
volved in its construction and installa-
tion, or costs attributable to the acqui-
sition or improvement of the property.
For example, a taxpayer undertakes to

§1.174-3

develop a new machine for use in his
business. He expends $30,000 on the
project of which $10,000 represents the
actual costs of material, labor, etc., to
construct the machine, and $20,000 rep-
resents research costs which are not
attributable to the machine itself.
Under section 174(a) the taxpayer
would be permitted to deduct the
$20,000 as expenses not chargeable to
capital account, but the $10,000 must be
charged to the asset account (the ma-
chine).

(c) Exploration expenditures. The pro-
visions of section 174 are not applicable
to any expenditures paid or incurred
for the purpose of ascertaining the ex-
istence, location, extent, or quality of
any deposit of ore, oil, gas or other
mineral. See sections 617 and 263.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 8562, 59 FR 50160, Oct. 3,
1994]

§1.174-3 Treatment as expenses.

(@) In general. Research or experi-
mental expenditures paid or incurred
by a taxpayer during the taxable year
in connection with his trade or busi-
ness are deductible as expenses, and are
not chargeable to capital account, if
the taxpayer adopts the method pro-
vided in section 174(a). See paragraph
(b) of this section. If adopted, the
method shall apply to all research and
experimental expenditures paid or in-
curred in the taxable year of adoption
and all subsequent taxable years, un-
less a different method is authorized by
the Commissioner under section
174(a)(3) with respect to part or all of
the expenditures. See paragraph (b)(3)
of this section. Thus, if a change to the
deferred expense method under section
174(b) is authorized by the Commis-
sioner with respect to research or ex-
perimental expenditures attributable
to a particular project or projects, the
taxpayer, for the taxable year of the
change and for subsequent taxable
years, must apply the deferred expense
method to all such expenditures paid or
incurred during any of those taxable
years in connection with the particular
project or projects, even though all
other research and experimental ex-
penditures are required to be deducted
as current expenses under this section.
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