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The Cohan Rule and Research 
Credit Claims: Testimony As 
Evidence Establishing the Amount 
of Creditable Expenditures

By Leonard “Jay” C. Hite*

Leonard “Jay” C. Hite discusses application of the Cohan Rule 
to Code Sec. 41 research credit claims and the circumstances in 

which the Cohan Rule may provide an additional level of support 
for establishing the amount of qualifi ed research expenditures 

(QREs).

I. Introduction
The Research Credit is a boon for taxpayers that 
conduct their research activities domestically and, 
unsurprisingly, is an area of particular interest to the 
IRS. Accordingly, Research Credit claims on amended 
tax returns have been designated a “Tier 1” issue by 
the IRS thus subjecting them to a high level of scrutiny 
and making complete contemporaneous documenta-
tion of establishing creditable costs essential to the 
sustainability of credit claims. In light of this, tax-
payers are best served by maintaining thorough and 
complete supporting documentation that perfectly 
refl ects the occurrence, nature and precise amount 
of every cent claimed.2 The reality is, however, that 
perfect documentation is not always maintained by 
taxpayers. Does that mean that the Research Credit 
is categorically unavailable to those taxpayers? 

This article discusses the potential applicability 
of the Cohan Rule to Code Sec. 41 research credit 
claims.3 Specifi cally, this article provides an analysis 
of the circumstances in which the Cohan Rule may 
provide an additional level of support for establishing 

the amount of qualifi ed research expenditures (QREs) 
through credible testimony when contemporaneous 
records establishing the precise amount of QREs is 
less than perfect. This is by no means an assertion 
that the Cohan Rule is an accepted alternative to the 
established documentation requirements for research 
credit claims. However, the Cohan Rule may offer 
a level of comfort for the use of credible testimony 
to establish the amount of QREs in situations where 
the precise amount of QRE is not certain, but the 
occurrence and nature of those QREs is conclusively 
established through contemporaneous documen-
tation pursuant to the Research Credit substation 
requirements. 

II. Analysis and Observations
A. Key Variables
The Cohan Rule refers to the holding in the 1930 
Second Circuit Court of Appeals decision in G.M. 
Cohan,4 which allowed for an estimation of the 
amount of deductible expenses where records 
demonstrating the occurrence and amount of those 
expenses were unavailable. Specifi cally, the court 
determined that the earlier Board of Tax Appeals’ 
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disallowance of taxpayer’s business expenses was 
inappropriate based on the taxpayer’s credible testi-
mony, which suffi ciently established the occurrence 
of the expenditures and allowed for the estimation 
of the precise amount of those expenditures and cor-
responding deduction.5 

Since the ruling in Cohan over 70 years ago, tax-
payers have often invoked its holding as a means of 
overcoming expense substantiation issues stemming 
from less than perfect recordkeeping, with varying 
degrees of success. Paul G. Schloemer, in his article, 
Cohan Rule Still Secures Some Deductions Despite 
Statutory Limits,6 references six of the most recent 
regular Tax Court cases invoking Cohan7 and analyzes 
fi ve of those cases.8 In reviewing these and other tax 
cases, it is possible to glean insight into the minimum 
documentation standards necessary to achieve at least 
a partial deduction of (or credit for) expenses claimed 
when a taxpayer lacks recordkeeping procedures that 
capture complete information to support its position. 

In reviewing the recent cases issued as regular Tax 
Court decisions in which taxpayers invoked the Cohan 
Rule, Schloemer’s analysis identifi es two key variables 
that are essential, but not necessarily suffi cient, for 
securing a discretionary estimation under Cohan:

Some level of contemporaneous documentation; 
in conjunction with
Credible corroborating testimony9

Successful cases have been those in which the 
taxpayer had some level of documentation estab-
lishing the occurrence of the claimed expense in 
conjunction with testimony that the court found to 
be credible with respect to the nature of the expense 
and its proximity. A common theme that proved 
fatal to attempts to invoke the Cohan Rule: cases 
in which the testimony offered by taxpayers was 
deemed to be questionable and thus could not be 
relied upon by the court to determine the nature of 
expenses. Similarly, taxpayers that cannot produce 
any contemporaneous supporting documentation 
establishing the occurrence of a claimed expense 
have been unsuccessful.10

B. Application to 
Research Credit Claims
The evidentiary standards for establishing QREs are 
defi ned in the 2004 fi nal Research & Development 
Regulations: 

Recordkeeping for the research credit. A taxpayer 
claiming a credit under section 41 must retain 

records in suffi ciently usable form and detail to 
substantiate that the expenditures claimed are 
eligible for the credit. For the rules governing 
record retention, see § 1.6001-1. To facilitate 
compliance and administration, the IRS and tax-
payers may agree to guidelines for the keeping 
of specifi c records for purposes of substantiating 
research credits.11

Pursuant to the above, the record retention re-
quirements for research credits are no different than 
the general requirements of Reg. §1.6001-1, which 
states in pertinent part that taxpayers “shall keep such 
permanent books of account or records, including 
inventories, as are suffi cient to establish the amount 
of gross income, deductions, credits, or other matters 
required to be shown by such person in any return of 
such tax or information.”12 Accordingly, it is imperative 
that taxpayers maintain suffi cient books and records 
that establish the occurrence, nature and, to the best of 
their ability, the amount of creditable expenditures. 

Cases invoking Cohan for purposes of estimating 
QRE confirm the key variables necessary to apply 
the Cohan Rule to the estimation of QRE in re-
search credit claims. In E.V. Fudim, 13 the taxpayer 
claimed a research credit but lacked contempo-
raneous records demonstrating the amount of 
time and corresponding qualified wage expenses 
were incurred. In addition, the taxpayer did not 
produce contemporaneous records demonstrating 
the amount of the claimed qualified supply costs. 
The court looked to contemporaneously published 
articles by the taxpayer regarding his research work 
as well as his educational background and patents 
obtained during the credit years to conclude that 
he had indeed conducted qualified activities.14 
Based upon that information, the court estimated, 
pursuant to Cohan, that the taxpayer and his wife 
(who engaged in direct support to the research ac-
tivities) spent 80 percent of their time respectively 
on qualified activities, and thus, 80 percent of their 
taxable wages for the credit years were creditable 
expenses.15 The key in this instance was the avail-
ability of some level of documentation evincing 
research, namely research articles published by 
the person producing QREs, patents, etc., coupled 
with the otherwise credible testimony of the tax-
payer regarding the activities.

Conversely, in N.E. Eustace,16 the court declined 
to estimate the amount of qualifi ed expenditures be-
cause the taxpayer had failed to produce any records 
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demonstrating that the underlying activities met the 
requirements for qualifi cation under Code Sec. 41. 
Specifi cally, the court determined that, within the 
overall research projects that were claimed, there 
may have been some sub-level of qualifi ed activity; 
however, since no documentation could be produced 
to confi rm the occurrence and allocation of qualifi ed 
activities, the court could not perform an estimate.17 
Similarly, in Research Inc., 18 taxpayer’s claims were 
denied for failure to produce any documents evinc-
ing the occurrence of claimed QREs during the 
1984–1989 base period. 

Based upon the research credit cases invoking 
Cohan, the substantiation requirements under Code 
Sec. 6001, Reg. §1.6001-1 and the Research Credit 
Audit Techniques Guide (RCCATG) released in May 
of 2008, there are minimal standards that must be 
satisfi ed in order to argue for the application of the 
Cohan Rule for purposes of using testimony to es-
timate QREs. These standards are discussed in the 
following paragraphs.

1. Documentation
In order to sustain a testimonial estimation of 
allocable expenses under the Cohan Rule, the 
occurrence of in-house research wages paid to em-
ployees must be established through some level of 
contemporaneous records. This should include, at 
a minimum, payroll records establishing payment 
and employment coupled with a level of contem-
poraneous data, preferably at the project level, that 
demonstrates satisfaction of the requirements (four-
part test) for qualifi cation under Code Sec. 41 and 
commemorating individual employees’ participa-
tion in the activities/project. In Fudim, articles the 
taxpayer had written contemporaneously regarding 
his research, patent documentation and educational 
background were used for purposes of establish-
ing the occurrences of qualifi ed activities and the 
existence of creditable wages. On the other hand, 
in Eustace, the taxpayer failed to demonstrate such 
facts to the court’s satisfaction. 

For qualified supply and contract research 
costs, at a minimum, contemporaneous records 
demonstrating the occurrence of the costs, such 
as a general ledger containing item descriptions, 
must be available. In addition, records, such as 
invoices that provide an indication of the pay-
ments and the nature of the supplies purchased 
or services provided should be available. In Tyson 
Foods, Inc.,19 ledger entries and a vendor list were 

deemed insufficient, on their own, to demonstrate 
the nature of the occurrences in order for the court 
to agree to an estimation of deductible expenses 
under Cohan.

2. Testimony
In addition to documentation establishing the occur-
rence of the activities and the wages paid for qualifi ed 
activities, credible corroborating testimony can be 
used to bolster and confi rm the conclusions reached 
based on the contemporaneous records. This may 
facilitate the estimation of time spent by individu-
als, and corresponding QRE levels, associated with 
qualifi ed activities. 

The IRS has addressed the use of testimony to estab-
lish the amount of QREs in the RCCATG. With respect 
to testimony, the RCCATG states that “[t]he extent 
of the taxpayer’s reliance on oral testimony and/or 
estimations, and not documentation, will also heav-
ily impact on how you should proceed. You should 
consider whether oral testimony was from employees 
who actually performed the qualifi ed research and 
how much time elapsed between the research and 
the testimony.”20 Accordingly, testimony is consid-
ered valid to the extent that it is credible. Credibility 
is a function of whether the person providing the 
testimony conducted the activities claimed, and the 
amount of time that has elapsed between the conduct 
of the activities and the testimony. Thus, testimony 
should be obtained from individuals with fi rst-hand 
knowledge who conducted the claimed activities, 
and testimony should be obtained soon after the oc-
currence of the activities. In addition, the RCCATG 
discusses Cohan in the context of Eustace, and makes 
clear that testimony is not a means for establishing 
the occurrence and nature of QREs.21

It is important to note that the IRS has also ac-
knowledged testimony as valid evidence not only 
in the RCCATG, but also in its own INTERNAL REVENUE 
MANUAL, which states:

The Internal Revenue Code requires all taxpayers 
to keep adequate records. There are times, due 
to unusual circumstances, when records do not 
exist. In such cases, oral testimony may be the 
only evidence available. Therefore, oral state-
ments made by taxpayers to examiners represent 
direct evidence which must be thoroughly con-
sidered. Although self-serving, uncontradicted 
statements which are not improbable or unrea-
sonable should not be disregarded. The degree of 
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reliability placed on a taxpayer’s oral statements 
must be based on the credibility of the taxpayer 
and surrounding circumstantial evidence.22

Examiners will exercise sound judgment to 
make reasonable determinations. The practice 
of disallowing amounts claimed because there 
is no documentary evidence available, which 
will establish the precise amounts beyond any 
reasonable doubt (even though it is clear that 
the taxpayer did incur some expense) ignores 
commonly recognized business practice, as 
well as the fact that proof may be established 
by credible oral testimony.23 

However, again, testimony alone will be insuffi cient 
to establish the occurrence of qualifi ed activity and 
associated creditable wages without some documen-
tation. Further, with respect to supplies and contract 
research, the documentation offered should establish 
the occurrence and nature of the costs, and testimony 
can then be used to corroborate and further bolster 
the claimed costs. However, as Tyson Foods Inc. 
demonstrated, courts will not apply the Cohan Rule 

when documentation is coupled with testimony that 
is deemed not to be credible.

III. Conclusion
Under no circumstances should a taxpayer forego 
its efforts to maintain thorough documentation sub-
stantiating its research credit claims in reliance on 
the Cohan Rule, as it is clear that the Cohan Rule 
will not fi ll the void left by insuffi cient documenta-
tion. However, when the occurrence of qualifi ed 
activities, the nature of these activities, and the 
related expenses can be adequately demonstrated 
with contemporaneous documentation it is consis-
tent with the documentation standards articulated 
in Code Sec. 41, Reg. §1.6001-1, the INTERNAL REV-
ENUE MANUAL and the RCCATC to conclude that the 
Cohan Rule provides a further basis for the use of 
credible oral testimony for purposes of estimating 
the precise amount of expenses allocable to the 
activities. Such testimony must come from indi-
viduals with fi rst-hand knowledge that conducted 
the activity, and should be obtained soon after the 
occurrence of the activity.

*  The author thanks Erin M. Collins, Adam 
R. Uttley and Charles “Chick” Medallis 
for helpful discussions. The information 
contained herein is of a general nature 
and based on authorities that are subject 
to change. Applicability of the information 
to specifi c situations should be determined 
through consultation with your tax advisor. 
This article represents the views of the author 
only, and does not necessarily represent the 
views or professional advice of KPMG LLP.
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