7996. What are the requirements for the IRC Section 41 credit for increasing research activities? 

IRC Section 38 allows a current year business credit against income tax imposed for the amount of a research credit determined under Section 41. Under Section 39, a taxpayer may carry back the credit for one year and carry forward for twenty years.  
The research credit is an amount equal to the sum of:
(1)
20 percent of the excess (if any) of—
(A)
the “qualified research expenses” for the taxable year, over
(B)
the “base amount;” 
(2)
20 percent of the “basic research payments;” and 
(3)
20 percent of the amounts paid or incurred in carrying on a trade or business to an energy research consortium for energy research.  
Generally, qualified research expenses include in-house research expenses and contract research expenses.
  Qualified research is defined as research (1) with respect to which expenditures may be treated as expenses under Section 174, (2) which is undertaken for the purpose of discovering information which is technological in nature and the application of which is intended to be useful in the development of a new or improved business component of the taxpayer, and (3) substantially all of which the activities constitute elements of a process of experimentation for a purpose that relates to a new or improved function, performance, reliability or quality.
In general, for tax years beginning after December 31, 1989, the base amount is computed by multiplying the taxpayer's fixed-base percentage by its average annual gross receipts for the preceding four years. See IRC Section 41(c)(1). A taxpayer's fixed-base percentage is the percentage determined by taking the taxpayer’s aggregate qualified research expenses for taxable years beginning after December 31, 1983, and before January 1, 1989, over aggregate gross receipts of the taxpayer for the same such taxable years.
 In no event may the fixed-base percentage exceed 16 percent.
 Thus, for the tax years when expenditures are flat, such expenditures may be currently deductible, but not subject to the Section 41 credit.  
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