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Can Biotechs Use a Virtual Model to Combat
R&D Costs?
By Fred Kosnac
THE VIRTUAL COMPANY MODEL

The exorbitant costs incurred by biotech companies to bring
new products to market are certainly no secret. According
to a May 2016 Journal of Health Economics article, the
average total cost to develop a new drug and bring it to
market is approximately $2.6 billion (Figure 1). New product
development costs have increased exponentially as regulatory
requirements and formulation complexity have been
accelerating, and there does not appear to be any signs of this
trend abating.

In recent years, an increasing number of companies are
being constructed under the virtual model. A virtual biotech
company generally has only a handful of employees—typically
higher-level management—and outsources much, if not all, of
the R&D and clinical work to contract research organizations
(“CROs”). These CROs are built specifically for outsourced
work in a particular field and can provide specialized research
and development to a small pharmaceutical or biotech
company at a fraction of the cost it would have taken had the
company performed all of those activities internally.

Figure 1

The above graph takes into account both out-of-pocket costs
and opportunity costs. Because a new product can take a
decade or more to achieve FDA approval, you can see how
costs rapidly mount. (Programs entering Phase I clinical
development have a less than 10-percent chance of advancing
to FDA approval, noted the Biotechnology Innovation
Organization.) Biotech companies also need to consider
product failure at different clinical trial phases, such as lost
time and money, investors pulling funding, and decreased
company share price.

The virtual model could also entail outsourcing accounting
and tax functions—services in which EisnerAmper’s Private
Business Services Group has a wealth of experience.
As costs continue to mount, the savings from going virtual
should continue to grow, too. This particularly benefits small
pharma and biotech companies because it allows them to
avoid spending large portions of their funds on constructing
physical lab space containing expensive equipment. The
virtual model also helps lower potentially expensive staffing
costs as a company no longer has to maintain its own research
team. CROs employ their own specialized researchers and
have their own lab equipment. Many CROs can leverage
resources from throughout the globe managed by their C-suite
experts to keep costs down and provide focused and effective
support. A company can shop around and choose the CRO

As such, it is no wonder biotech companies are looking for
innovative ways to curtail some of the heavy R&D financial
burden. The virtual company model presents a potential
avenue for biotechs to mitigate some of these enormous
costs.
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that best fits its operational goals and budgetary constraints.
Venture capitalist firms tend to be more attracted to these
virtual companies as well, because the biotech does not
have money tied up in fixed assets, such as lab equipment or
personnel.

Venture capitalist firms tend to
be more attracted to these virtual
companies as well, because the
biotech does not have money tied
up in fixed assets, such as lab
equipment or personnel.

Many CROs can also guide a company through the clinical
trial process. They can help a company avoid common pitfalls
or mistakes during its progression through trial phases and,
therefore, avoid some of the consequences of a setback or
failed test. Small or emerging biotech companies usually
cannot withstand a clinical failure as easily as larger, more
established companies.

IS VIRTUAL BIOTECH A FAD OR THE FUTURE?
The use of CROs in biotech has been increasing, and it is a
trend that is expected to continue as more business leaders
embrace this approach. According to a 2017 report by Zion
Market Research, the CRO market was valued at $34 billion
in 2014 and is expected to grow to more than $59 billion
by 2020. Delancey Street Partners reported that new drug
approvals in 2014 and 2015 were the highest they have been
in the past 15 years, so there certainly is a market for CRO
services. CROs are even expanding the types of services they
provide to include software solutions and data analytics,
among others.
Fred Kosnac is an audit manager who provides accounting, auditing
and business consulting services to businesses in both the public and
private sectors. He is a member of the firm’s Technology Group and
has experience working with companies in the life sciences, technology,
manufacturing, media and advertising industries.

However, there are some potential drawbacks to using a
virtual model. Because CROs could have multiple clients, a
company’s product may not be the CRO’s priority because
it is focusing its attention on another customer’s more
promising product. The virtual model can also limit company
innovation. CROs may have more access to available research
and pre-existing technologies, rather than having to create a
new technology from scratch, which might limit new product
development.
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How Life Science Companies Can Benefit from the
R&D Tax Credit Now
By John Pennett
INTRODUCTION

WAVEGUIDE

Dating back to 1981, the Research and Development credit
(‘‘R&D credit’’) was a financial windfall for companies that
perform qualified research within the U.S. Fast forward to
2015, the Protecting Americans from Tax Hikes (‘‘PATH’’)
Act contains several changes to the tax law that impacted
individuals, families and businesses—such as protections
from tax fraud—as well as extended certain expiring tax
laws. Specifically, the PATH Act included various changes to
the R&D credit related to payroll taxes and the alternative
minimum tax (‘‘AMT’’) that are tremendously beneficial for
biotech firms—particularly start-ups and small businesses.

The Waveguide Corporation is a Cambridge, Massachusettsbased company that developed a handheld diagnostic device
designed to diagnose tuberculosis and ovarian cancers. Peter
Rock, Waveguide’s Vice President of Finance, shared his
thoughts on the PATH Act changes: ‘‘Most early-stage biotech
companies have little or no revenue. Traditional tax incentives
are nice, but they don’t have much value in the company’s
early stages of development. Being able to offset payroll taxes
with the R&D credit has an immediate positive impact on
cash flow, and it makes planning easier.’’ Rock mentions that
it is also very important for early-stage biotechs to monitor
and take advantage of any state incentive programs for life
sciences, research and development, and manufacturing.

PAYROLL
The PATH Act enables a qualified small business to elect to
claim a certain amount of its R&D credit as a payroll tax credit
against its employer portion of FICA liability, rather than
carrying the credit forward indefinitely (previously, the R&D
credits could only be used to offset income taxes due).
A qualified small business for this purpose is defined as a
corporation, partnership, LLC or individual that, with respect
to any taxable year:
• has growth receipts of less than $5 million; and
• did not have gross receipts for any year proceding the
five-tax-year period ending with the tax year of the
election.

PROCESS FOR CLAIMING THE PAYROLL TAX
OFFSET:

In other words, in order for a company to qualify to utilize the
payroll tax offset in 2017, the company must not have more
than $5 million of gross receipts in 2016. It must also not have
had any gross receipts in tax years prior to 2012. The definition
of gross receipts is not clearly defined within the section, but
many interpretations point to the following guidance: gross
receipts include all sales (net of returns and allowances),
service income, interest, dividends, rents and royalties, as well
as any income from incidental or outside sources.

• Compute the R&D credit on the 2016 or subsequent
income tax return on Form 6765.
• Complete Form 8974, which is a new form, to report the
credits elected to offset FICA tax. This form is also filed
as a component of the company’s federal tax return.
• File payroll Form 941 with Form 8974 attached for each
quarter that there is an offset.

The amount of the credit is limited to the lesser of $250,000
per year or the amount of the R&D credit computed on the
taxpayer’s income tax return. Any credit that exceeds the
amount of the taxpayer’s FICA tax liability in a given quarter
may be carried forward to future quarters.
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A taxpayer may only claim the election for five years for a
maximum potential credit of $1.25 million. Any election to
apply the R&D credit to offset payroll tax cannot be revoked
without the consent of the IRS.
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These changes afford small businesses and start-ups an
excellent opportunity to realize the tax benefit of their R&D
credits immediately, whereas in the past they may have had
to wait years to reach profitability or even been precluded
from using their credits due to various limitations. It gives
companies that are incurring losses an instant benefit as well
as a great way to conserve cash. R&D credits are normally
carried forward for 20 years to offset income tax liability,
and there are some companies that have losses for 30 years
and some of these R&D credits may expire. This tax savings
can also act as an incentive to hire more people. During the
current tax filing season, consideration should be given to
the preparation of elections, calculation of the R&D credit
and timely filing of the returns in order to enable taxpayers
to obtain the largest possible benefit from the new PATH Act
rules.

not exceed $50 million. For example, if the business wishes
to utilize the credit to offset AMT in 2016, its average annual
gross receipts for tax years 2013, 2014 and 2015 must not
exceed $50 million. Any partner or S corporation shareholder
claiming a pass-through credit must also meet the gross
receipts test for its pass-through credit to be eligible to offset
AMT.

By providing an incremental source
of capital, PATH changes reduce the
amount of capital companies must
raise, and the less capital raising is
needed the lower the risk of dilution and
the higher the EPS for early investors.
PHOSPHORUS, INC.
Jack Loprete is the Vice President of Finance for Phosphorus,
Inc. This New York City-based company leverages advances
in genetic research that identify conditions and diseases in
the human genome to develop software and lab test protocols
that analyze genetic defects, mutations and abnormalities,
giving health-care providers more tools to diagnose and treat
conditions and diseases with better outcomes.
How important are these changes to the PATH Act? Loprete
says, ‘‘These changes allow biotech ventures to redirect
funds previously used to pay taxes to their R&D programs—
especially companies with established profitable products
already in the market that couldn’t previously use the credit to
offset AMT. The broader use of credits also gives companies
and investors a greater incentive to invest in research rather
than funding areas that do not offer credits, like advertising
and promotion. So, I think we’ll see even more investment
money coming into biotech as investors increase the biotech
component of their portfolios for these reasons.’’

AMT
In the past, the R&D credit could not be used to offset AMT,
with limited exceptions. The PATH Act provides the ability for
certain taxpayers to utilize the credits to offset both regular
tax and AMT for tax credits generated during tax years
beginning on or after January 1, 2016. Credits generated in
prior years typically will not be eligible to offset AMT, but can
continue to be carried forward to offset future regular tax in
accordance with previous tax law. The AMT offset is available
only to eligible small businesses. Eligible small businesses are
those that are a:

And how will this impact capital raising strategies? According
to Loprete, ‘‘Because PATH changes increase the opportunity
to offset taxes, companies can now use investor capital more
effectively to generate faster and larger ROIs. This, in turn,
makes it easier to attract investors and increases valuations,
which can reduce dilution. By providing an incremental
source of capital, PATH changes reduce the amount of capital
companies must raise, and the less capital raising is needed
the lower the risk of dilution and the higher the EPS for early
investors. Lastly, providing a source of capital that doesn’t
require a large amount of time and cost to raise reduces
transaction costs and allows management to spend less time

• corporation, the stock of which is not publicly traded;
• partnership; or
• sole proprietorship.
In addition, the average annual gross receipts of such
corporations, partnerships or sole proprietorships for the
three-taxable-year period preceding the taxable year must
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CONCLUSION

courting investors and more time managing their existing
investments.’’

These changes to the R&D credit are designed to provide
an immediate tax benefit. However, due to the potential
complexities involved, it is recommended companies work
with their tax advisor.

Finally, we asked Loprete how this may change where biotechs
do their work—moving from offshore to onshore. ‘‘I don’t
think it will impact genomic research much, but it may impact
other biotech sub-sectors. By incenting companies to research
in the U.S. and to use employees or onshore contractors,
recent PATH changes may result in fewer companies seeking
offshore resources or establishing offshore research facilities.
Staying in the U.S. also allows companies better IP protection.
Whenever research involves patient information or use
of regulated materials, equipment or reagents, laws and
regulations apply. Those rules protect information and prevent
violations of privacy or misuse of materials or equipment.
For that reason, many companies involved in human genome
research feel they can protect information more efficiently
here at home.”

John Pennett is the Partner-in-Charge of EisnerAmper’s Life Sciences
and Technology groups. He has 30 years of public accounting
experience, with an emphasis on public and private life science and
technology companies. John is a frequent writer and speaker on topics
impacting businesses in the life sciences and technology space. He is
the publisher of Catalyst, a newsletter focused solely on issues related
to life sciences and pharmaceutical companies. John serves as a mentor
to several early-stage companies and has been involved with more
than 100 IPOs, private financings, and mergers and acquisitions with
an aggregate valuation in excess of $1 billion.
Reproduced with permission from Life Sciences Law & Industry
Report, 11 LSLR 07, 03/31/2017. Copyright 2017 by The Bureau of
National Affairs, Inc. (800-372-1033) http://www.bna.com.

EXAMPLE
Let’s examine how one hypothetical biotech company can take
advantage of this unique tax savings. It is at the R&D stage
of a clinical asset, but has not yet introduced the product to
market. There are a number of bench scientists on staff who
are developing the asset. The company is based in a renowned
incubator in San Francisco, along with other peer companies,
and is under the guidance of an advisory board:
Step 1 – Calculate Research and Development Credit
R&D wages - $200,000
Supplies used in R&D - $15,000
Contract research costs - $125,000
(limited to 65 percent of expense incurred)
Assume no gross receipts
Start-up company – 3-percent fixed-based percentage
Total qualified research expenses = $296,250
Multiply by 50 percent = $148,125
Elect Section 280C (multiply by 13 percent) = $19,250
R&D credit = $19,250
This credit is computed and reported on Form 6765 and
filed with the company’s income tax return.
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Step 2 – Apply the Credit to Payroll Taxes
Your payroll provider or PEO presently computes the
payroll tax liability for most companies and prepares
your Form 941 (quarterly federal payroll tax form). The
employer portion of FICA is typically 6.2 percent of
wages up to the FICA base of $118,500 (the projected
limit set by the Social Security Administration).
Assume annual employer FICA is $32,000
Employer FICA liability for quarter ended
June 30, 2017 = $8,000
Credit applied on Form 8974 ($8,000)
Balance of employer FICA liability due = NIL
Employer FICA liability for quarter ended
September 30, 2017 = $8,000
Credit applied on Form 8974 ($8,000)
Balance of employer FICA liability due = NIL
Employer FICA liability for quarter ended
September 30, 2017 = $8,000
Credit applied on Form 8974 ($3,250)
Balance of employer FICA liability due = $4,750
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Meet the Practitioner

EisnerAmper Earns Client
Service Award

Tami Davidman

Tami Davidman is a senior
audit manager with a variety of
experience in both the public and
private sectors. She manages
engagement teams that perform
audit services for clients in a variety
of industries, including life sciences,
financial services and employee
benefit plans.

EisnerAmper has won Inavero’s
2017 Best of Accounting Award for
excellence in client service.
The award is based on an online
survey that uses a Net Promoter Score
(NPS) to measure how likely clients
are to recommend a professional
services firm to friends and colleagues. EisnerAmper received
an NPS of 75, which is more than four times the accounting
industry average. EisnerAmper’s score also translated to a
client star rating of 4.6 out of 5 stars.

Tami has significant experience in all aspects of SEC reporting,
including quarterly and annual reporting, underwritten
offerings and registration statements, and Sarbanes-Oxley
rules and regulations. She has also helped clients streamline
business processes in order to strengthen their internal
control structures. When she’s not with clients, Tami loves to
watch New York Rangers hockey games with her family.

Inavero’s “Best of Accounting” designation is the only
award program that recognizes client service excellence for
accounting firms and provides the only statistically valid
and objective service quality benchmark for the accounting
industry.

Learn more about Tami at www.eisneramper.com/tami-davidman.
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Biological Buffer Calculator
This chemical/biochemical pocket
companion lets you choose from
a list of all the commonly used
biological buffer systems and
enter your desired volume, pH and
buffer concentration as well as
the concentrations of your stock
solutions of the conjugate acid and
base. The calculator will then inform you of the exact volumes
of these stock solutions to mix in order to obtain the buffer
needed.

Event

Date

Lerer Hippeau CEO Summit

October 18

NJ Tax Director Roundtable

October 20

Life Science Summit (Stony Brook)

November 2-3

NY Tax Director Roundtable

November 13

Pennsylvania Bio CEO Dinner

December 1

NJBIZ Business of the Year

December 4

EisnerAmper LLP does not endorse this app or warrant that this app is
appropriate for any particular business.

© 2017 EisnerAmper LLP. This publication is intended to
provide general information to our clients and friends. It does
not constitute accounting, tax, or legal advice; nor is it intended
to convey a thorough treatment of the subject matter.
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