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Nothing in this Advisory constitutes
legal advice, which can only be obtained
as a result of personal consultation with
an attorney. The information published
here is believed to be accurate ar the
time of publication, but is subject to
change and does not purport to be a
complete statement of all relevant issues.

The State of Connecticut has enacted
a number of tax provisions designed
to encourage research and develop-
ment activities within its borders. Of
principal significance are the tax credit
allowances under the corporate busi-
ness tax regime. There are three tax
credit provisions: the basic tax credit,
the incremental tax credit for certain
increases in expenditures from year to
year and the credit for certain incre-
mental increases in grants to institu-
tions of higher learning for conduct-
ing research and development.

In order to qualify for the various
credits, an expenditure must (i) either
be deductible under the provisions of
Section 174 of the Internal Revenue
Code of 1986, as amended (the
"Code"), or creditable under Section
41 of the Code and (ii) be incurred
for research and experimentation and
basic research conducted in
Connecticut and (iii) not be funded
by a person other than the taxpayer.
Qualifying expenditures may include,
but are not limited to, expenditures
incurred in the taxpayer's trade or
business that represent research and
development costs in the experimental
or laboratory sense, all costs incident
to the development or improvement
of a product, including any pilot
model, process, formula, invention,
technique, patent or similar property,
and costs of obtaining a patent, such
as attorneys' fees expended in connec-
tion therewith. Not included are
overhead and other expenses of a gen-

eral administrative nature that relate
to the corporation's activities as a
whole and do not contribute directly
to the research and development
effort.

Each credit is subject to a different set
of computational rules, and it is not
possible to use a particular expendi-
ture for more than one credit. The
amount of the basic credit is depend-
ent upon the size of the taxpayer
(expressed for the most part by refer-
ence to its gross income for the year
in question) and the amount of the
expenditure. Credits which are
allowed but exceed the applicable lim-
itation amounts can be carried for-
ward to successive years until used.
For taxable years beginning or after
January 1, 2000, "qualified small
businesses", defined as corporations
with income in the previous year that
did not exceed $70 million, are enti-
tled to exchange any unused credits
for the year for a refund equal to 65%
of the amount of the credit rather
than carrying it forward.

The credit for incremental increases in
research and development expendi-
tures is equal to 20% of the excess of
research and experimental expendi-
tures in Connecticut in the current
income year over such expenditures in
the preceding income year. Unused
credits may be carried forward for 15
years until they are used. Like the
basic research credit, unused incre-
mental research and development
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credits of qualifying small businesses
can be exchanged for a tax refund
equal to 65% of the amount of the
credit.

The credit for grants to institutions of
higher education located in
Connecticut is equal to 25% of the
amount of grants made to a qualifying
institution in the taxpayer's current
income year that exceed the average
qualifying grants made during the pre-
ceding three income years. No carry-
forward or carryback of any unused
credit is allowed, and there is no pro-
vision for a refund as in the case of
the other two credits.

A few points should be made about
the various research and development
tax credits. First of all, unlike a
deduction which only reduces income
subject to tax, they are available as a
dollar-for-dollar offset against a tax -
payer's Connecticut corporation busi-
ness tax liability.

Second, in making a decision regard-
ing whether to monetize a credit, a
taxpayer must make a judgment
regarding the timing of its future prof-
itability. If it is likely that the taxpay-

er will be paying business corporation
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taxes within several years of the year in
which expenditures qualifying for the

credit are incurred, it will probably be
better off not electing to monetize the
credits at the 65% discount rate.

Third, there is a limitation on how
much a taxpayer can recover in any
particular year under the tax credit
monetization program. Under this
limitation, which became effective July
1, 2002, any taxpayer that is entitled
to a research and development tax
refund attributable to income years
2000 and 2001 that has not received
its payment before July 1, 2002 will
only be entitled to receive $1 million
in any state fiscal year with the bal-
ance being payable in equal install-
ments over the succeeding two state
fiscal years. For refund claims attrib-
utable to income years beginning after
January 1, 2002, the limitation appli-
cable to any state fiscal year is $1.5
million.

Fourth, with the exception of the
credit for grants to institutions of
higher education, expenditures cannot
be funded by someone other than the
taxpayer and still qualify for the credit
unless the taxpayer is entitle to retain
the results of the research. As a result,

if a corporation conducts contract
research for another person, the cor
poration conducting the research will
not be entitled to include the associat-
ed expenditures in computing the
amount of its credit.

Fifth, the research and development
must be conducted in Connecticut to
qualify for the credit. So, for exam-
ple, even though a corporation might
be incorporated in Connecticut or
subject to tax here, it will not be enti-
tled to include any expenditures asso-
ciated with out-of-state research in
calculating its credit. By the same
token, a taxpayer that is not subject to
Connecticut taxation can establish a
subsidiary that is subject to tax here
and claim a credit for qualifying
expenditures by the subsidiary.

If you should have a question regard-
ing the Connecticut research and
development tax credits, please con-
tact Bruce Hood at 212.551.2604

or bhood@wiggin.com or

Peter Gruen at 203.498.4357

or pgruen@wiggin.com.
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