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Pilot Models

Jeffrey E. Moeller
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Jeffrey E. Moeller is a partner of Ivins, Phillips & Barker in Washington, DC (www.ipbtax.com), one of the few law 
firms in the country specializing exclusively in the practice of federal tax law.  Jeff has extensive experience 
handling planning, audit, and controversy matters involving the research tax credit and has conducted frequent 
seminars in this area.  Jeff’s experience with the credit goes all the way back to the influential brief he authored for 
the Aerospace Industries Association of America,  as Amicus Curiae in the seminal 1996 case, Fairchild Industries v. 
US. Currently, Jeff is lead counsel for the taxpayer in Bayer Corp. v. United States, the largest research tax credit 
ever docketed.  

Jeff also specializes in corporate tax planning and transactional matters and has structured and negotiated mergers, 
acquisitions, joint ventures, and other transactions valued in excess of one-hundred billion dollars.  He specializes 
particularly in collaboration agreements, joint ventures and other domestic and cross-boarder arrangements 
involving research activities.  Jeff received his law degree from the Georgetown University Law Center.

Email:  Jmoeller@ipbtax.com

Telephone:  (202)-393-7600



Pilot Models

• July 2014 amendments to section 174 regulations

– Experimental but fully functional prototypes are “pilot models.”

– The ultimate sale or use of prototype does not disqualify R&E costs

– Example 5 indicates multiple models may qualify

– Processes may also be pilot models—tension with Union Carbide

– Introduces shrink-back rule when uncertainty exists only as to a component.

– Remaining uncertainties:

– When is uncertainty resolved in a fluid development process?

– What is the “pilot model” when a new component is integrated into a larger product?  

– Is the shrink-back rule a sword for the IRS or a shield for taxpayers?
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Pilot Models—Example 8

• The above uncertainties come to a head in Example 8 of the Regulations (§1.174-2(a)(11)):

“Development of new component; pilot model. Y is a manufacturer of aircraft engines. Y 
is researching and developing a new type of compressor blade, a component of an 
aircraft engine, to improve the performance of an existing aircraft engine design that Y 
already manufactures and sells. To test the appropriate design of the new compressor 
blade and evaluate the impact of fatigue on the compressor blade design, Y produces and 
installs the compressor blade on an aircraft engine held by Y in its inventory. The costs of 
producing and installing the compressor blade component that Y incurred represent 
research and development costs in the experimental or laboratory sense. Because Y 
produced the compressor blade component to resolve uncertainty regarding the 
appropriate design of the component, the component is a pilot model under paragraph 
(a)(4) of this section. Therefore, the costs that Y incurred to produce and install the 
component qualify as research or experimental expenditures under section 174. See 
paragraph (a)(5) of this section (regarding the application of section 174 to components 
of a product). However, section 174 does not apply to Y's costs of producing the aircraft 
engine on which the component was installed. See paragraph (a)(2) of this section 
(relating to production costs).”
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Pilot Models

• Integration Uncertainty

– A “pilot model” is:

– “any representation or model of a product that is produced to evaluate and resolve uncertainty 
concerning the product during the development or improvement of the product”

– “Product,” however, is:

– “any pilot model, process, formula, invention, technique, patent, or similar property, and includes 
products to be used by the taxpayer in its trade or business as well as products to be held for sale, 
lease, or license”

– When there is uncertainty about the integration of components (e.g., one experimental component and 
one component out of inventory) the “product” is the “technique,” not the experimental component

– The shrinkback rule does not apply to limit pilot model status to the experimental component, since 
the pilot model is not a model of the component but of the technique being tested

– Is Example 8 misleading? Wrong?

– What about two out-of-inventory components never put together before?
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ORGANIZED



CHOICE OF REPRESENTATION

SCENARIO: Research credit under exam.  Do you defend study 
yourself, hire outside counsel, or use provider?



CHOICE OF REPRESENTATION
ISSUE: 

1. You feel handcuffed to use provider given they know facts, or have data/documentation to defend.
2. You aren’t really sure you know how to respond to IDRs given lack of involvement in study.
3. Don’t want to change horses in midstream and fear outside counsel would be expensive. 

RECOMMENDATION: Get comfortable with your claim, facts and documentation, during the study. Before 
exam starts consider all your representation options. Make sure your provider issues you report timely.

Trend is for IRS to fully develop facts in exam. SME witness interviews are on-going. NOPAs follow with 
redacted SME sound bites that are damaging. Outside counsel best suited to handle witness interviews.

If you are in midstream, don’t wade too deep where you can’t get out. An independent set of eyes will add 
new level of objectivity to your claim.  Example, Reverse Audit, interviewed Gold Level SMEs due to high 
QRE %. Developed strategy, mitigated risks.



BIAS AGAINST NARRATIVES

SCENARIO: Providers authoring narratives/write-ups using 
standard phrases that seem overworked.



BIAS AGAINST NARRATIVES

ISSUE: 

1. IRS skeptical when these seem too 
“canned” or “pre-packaged.”

2. Lack of details sends message that facts 
are not available or adverse.

RECOMMENDATION: Consider whether 
better SME contemporaneous material 
exists to support projects or could be 
improved in the future with some added 
information. Engage SMEs to provide 
narratives themselves.



MISSING CONTEMPORANEOUS DOCUMENTATION

SCENARIO: SMEs failed to keep documents to support innovative 
activities, or provider work product has computations, and project 
narratives, but no SME contemporaneous documentation.



MISSING CONTEMPORANEOUS DOCUMENTATION

ISSUE: 

1. Material QREs from projects with no documentation are at risk.
2. A work product without documentation puts your claim in jeopardy if SMEs leave company before 

documentation is gathered.
3. Memories fade over time and documentation may disappear.
4. Standard document destruction policy might cause evidence to get destroyed.

RECOMMENDATION: Make sure SMEs understand to keep documentation until tax year is closed. Consider 
more “real-time” documentation gathering. Educate SMEs on what is needed to support the credit and see 
if existing artifacts can be improved. Consider transcribing meetings with SMEs as some layer of support to 
extent none really does exist to support material QREs.



BROADLY DEFINING PROJECT “FAMILIES”

SCENARIO: Many projects are being grouped together to make 4PT easier to document.



BROADLY DEFINING PROJECT “FAMILIES”

ISSUE: 

1. Sub-projects really stand-alone business components.
2. IRS digging deeper into families and wanting to see 4PT and documentation for sub-projects.
3. Mad scramble for new information under pressure of IDR response time.

RECOMMENDATION: OK to group projects logically, but make sure you gather information at sub-project 
level just in case. Better to ask for sub detail now than later.



LACK OF SUPPORT FOR GOLD LEVEL EMPLOYEES

SCENARIO: Many examiners challenging wage QREs based on job 
titles. Also see situations where executives not tracking time to 
projects.



LACK OF SUPPORT FOR GOLD LEVEL EMPLOYEES

ISSUE: 

1. Taxpayer not prepared to support manager and above wage QREs 
either through oral testimony or time tracking.

2. IRS getting quick and easy hits based on sorts or filters.
3. Taxpayers wanting to fight back are scrambling after IDRs to gather 

appropriate information.

RECOMMENDATION: Consider developing “Gold Level” time 
questionnaires. Conduct assessment of sampling of Gold Level 
employees to learn more about what they do. Design questionnaire to 
contain certain Q and NQ categories of time. Roll out questionnaires 
with instructions to employees. Tuck those away in file to support %. 
Consider pulling job profiles, org charts, and transcribing conversations 
with leadership as to how and when they interact with R&D 
teams/supporters and supervisors.



FAILURE TO TRAIN AND PREPARE SMES

SCENARIO: Lack of assistance from SMEs either during study or 
controversy phase.



FAILURE TO TRAIN AND PREPARE SMES

ISSUE: 

1. SME “User Experience” from prior years wasn’t good, disruptive, tax not leveraging “our process.”
2. Nobody asked SMEs for feedback on how to make process better.
3. SMEs weren’t engaged before or during study, so they didn’t fully understand what project was about.
4. SMEs very hesitant to assist for fear of having to testify later. Yet SME witness interviews are real and 

even then SMEs not properly prepared.

RECOMMENDATION: Need Architecture Phase to focus on SME participation, and explain all phases of 
project including controversy. Make permanent improvements in SME documentation process to create 
contemporaneous documentation. Gather as much evidence as possible to support SMEs during the study to 
make controversy easier on them. Engage them in Kick-Off sessions (lunch and learn) at beginning. Provide 
training on credit and what qualifies. Improve study tools with their input. 



SUPPORT FOR CREDIT NOT LOGICALLY ORGANIZED

SCENARIO: You’ve got great workpapers, but documentation is not 
consistent for all material projects or organized (“throw on wall and 
hope something sticks” approach).



SUPPORT FOR CREDIT NOT LOGICALLY ORGANIZED

ISSUE: 

1. Blew opportunity to make a great first impression.
2. Documentation not organized properly is useless as IRS not likely to organize it for you.

RECOMMENDATION: Start with broad overview about the company’s credit. Make sure computations neat 
and orderly. Discuss areas of research, where the R&D takes place, and by which departments. Start to drill 
down into areas of R&D focus, what the R&D process is at your company, SMEs, and artifacts that exist. Be 
clear, but not overly complex or technical. Support business component R&D with representative sample of 
documents that are available.  Don’t advocate too much on your behalf, but present facts. Try not to be 
argumentative in your project write-ups/narratives or use self-serving language (save that for Appeals 
Protest). 
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