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SUMMARY': This document contains proposed regulations relating to the computation and alocation
of the credit for increasing research activities for members of a controlled group of corporationsor a
group of trades or businesses under common control. These proposed regulations reflect changes
made to section 41 by the Revenue Reconciliation Act of 1989 and the Small Business Job Protection
Act of 1996, which introduced the dternative incrementa research credit. This document also provides
notice of a public hearing on these proposed regulations and withdraws the proposed regulations
published in the Feder al Register on January 4, 2000 (65 FR 258).

DATES. Written or eectronic comments must be received by October 23, 2003. Requests to speak
and outlines of the topics to be discussed at the public hearing scheduled for November 13, 2003, at
10 am. must be received by October 23, 2003.

ADDRESSES: Send submissonsto: CC:PA:LPD:PR (REG-133791-02), room 5207, Internd

Revenue Service, POB 7604, Ben Franklin Station, Washington, DC 20044. Submissions may aso be
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hand delivered Monday through Friday between the hours of 8 am. and 4 p.m. to: CC.PA:LPD:PR
(REG-133791-02), Courier's Desk, Internal Revenue Service, 1111 Congtitution Avenue NW.,
Washington, DC 20224. Alternaively, taxpayers may submit comments eectronicaly viathe Internet
by submitting comments directly to the IRS Internet Ste at: www.irs.gov/regs. The public hearing will
be held in Room 4718, Internd Revenue Building, 1111 Condtitution Avenue, NW., Washington, DC
20224.
FOR FURTHER INFORMATION CONTACT: Concerning these proposed regulations, Jolene J.
Shiraishi a (202) 622-3120 (not atoll-free call); concerning submissions of comments, the hearing, and
to be placed on the building access list to atend the hearing, Guy Traynor at (202) 622-3693 (not a
toll-free cdl).
SUPPLEMENTARY INFORMATION:
Background

On January 4, 2000, Treasury and the IRS published in the Feder al Register (65 FR 258)
proposed amendments to the regulations under section 41(f) (2000 proposed regulations) relating to the
computation and alocation of the credit for increasing research activities (research credit) for members
of acontrolled group of corporations or agroup of trades or businesses under common control
(controlled group). The 2000 proposed regulations reflected changes made to section 41 by the
Revenue Reconciliation Act of 1989 (the 1989 Act) and the Smal Business Job Protection Act of
1996. Treasury and the IRS received written comments from two commentators. A public hearing

was held on April 26, 2000. After consdering the written comments and the statements at the public
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hearing, Treasury and the IRS are withdrawing the 2000 proposed regulations and are proposing new
regulations.
Summary of Comments and Explanation of Provisons
Overview

These new proposed regulations for members of a controlled group under section 41(f) follow
the research credit computation rule contained in the 2000 proposed regulations. The computation of
the research credit for a controlled group (group credit) under these new proposed regulations is done
by treeting al of the members of a controlled group as a single taxpayer. Unlike the 2000 proposed
regulations, these new proposed regulations then alocate the group credit anong the members of the
controlled group based on the relative amounts of each individual member’ s sand-alone entity credit --
the credit, if any, that amember of a controlled group would be entitled to clam if it were not a member
of acontrolled group. These new proposed regulations generdly will apply to taxable years beginning
on or after the date that find regulations are published in the Feder al Register.

Computation of the Group Credit

Section 41(f)(2)(A)(i) provides that in determining the amount of the research credit under
section 41, “al members of the same controlled group of corporations shal be treated asa single
taxpayer.” Section 41(f)(1)(B)(i) provides asmilar rule for agroup of trades or businesses under
common control. Accordingly, for purposes of determining the amount of the group credit, the 2000
proposed regulations gpplied dl of the section 41 computationa rules on an aggregate basis. The
commentators agreed that with respect to the computation of the group credit, the 2000 proposed

regulations are congstent with the provisons of section 41(f). These new proposed regulations,
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therefore, do not change the method for computing the group credit. These new proposed regulations,
however, clarify the gpplication of the start-up company rules under section 41(c)(3)(B) to a controlled
group with respect to the computation of the group credit.

Allocation of the Group Credit Among Members of the Controlled Group

Section 41(f)(2)(A)(ii) providesthat “the [portion of the group] credit (if any) alowable by this
section to each such member shdl beits proportionate shares of the qudified research expenses and
basic research payments giving rise to the credit.”  Section 41(f)(1)(B)(ii) provides asmilar rule for a
group of trades or businesses under common control. These new proposed regulations apply these
provisions by alocating the group credit based on the relative amounts of each individua member’s
stand-alone entity credit.

2000 proposed regulations

The 2000 proposed regulations alocated the group credit based on the amounts by which each
individua member’s qudified research expenses (QRES) exceeded a base amount for that member.
An individua member’s base amount, for purposes of dlocating the group credit under the 2000
proposed regulations, was determined by applying the controlled group’s fixed-base percentage to the
member’ s average annua gross receipts for the four taxable years preceding the credit year. The group
credit was dlocated to a member having an excess amount of QRES by multiplying the group credit by
afraction having the individua member’ s excess amount as the numerator and the aggregate excess
amount of al the members of the controlled group as the denominator. A smilar alocation method was
provided for the credit for basic research payments and for the dternative incrementa research credit.

The preamble to the 2000 proposed regulations stated that the purpose of this method was to
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dlocate the group credit to “those members whose share of current year qualified research expenses
exceeds their share of the [controlled group’s| base amount.” In particular, the preamble noted that in
providing arule that reflects the incremental nature of the research credit, Treasury and the IRS
declined to follow comments noting that amendments to section 41 made by the 1989 Act required that
the dlocation of the group credit be based on the relative amounts of total QRES incurred separately by
members of the controlled group:

In proposing rules for the dlocation of the credit, Treasury and the IRS
conddered, but were not persuaded by, certain taxpayers argument that the
elimination of the word “increasg” from the alocation rule in the statute requires
that the credit be alocated on the basis of the gross amount of qudified
research expenses incurred by the various members of the controlled group.
Treasury and the IRS bdieve that dimination of the word “increass” was
necessitated by the 1989 statutory amendments to the computation of the
research credit, which afford a credit in certain circumstances even where the
taxpayer (or each member of a controlled group) is decreasing its gross amount
of qualified research expenses (e.g., because the taxpayer’ s gross receipts also
are decreasing). However, thereis no indication that the imination of the
word “increass” was intended to suggest that the credit be alocated without
regard to itsincrementa nature. To the contrary, the statutory prescription that
the credit be adlocated according to each member’ s proportionate share of the
quaified research expenses “giving rise to” the credit supports arule that
alocates the credit to those members whose share of current year qualified
research expenses exceeds their share of the base amount.

Comments on the 2000 proposed regulations

Two commentators submitted a series of comments in response to the 2000 proposed
regulations. As noted above, both commentators agreed that the method for computing the group
credit contained in the 2000 proposed regulations is consistent with the provisions of section 41(f). The
commentators diverged significantly, however, with respect to the method for dlocating the group

credit. Thefirst commentator supported the alocation rule contained in the 2000 proposed regulations.
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The second commentator reiterated the earlier expressed view that the allocation of the group credit
should be done on the basis of each member’stotd QREs (gross QRES method).

The second commentator set out a number of reasons why a gross QRES method should be
adopted instead of the method contained in the 2000 proposed regulations. In particular, the
commentator stated that a gross QRES method is the only method consistent with the plain meaning of
section 41(f). Asareated point, the commentator claimed that a statutory amendment made by the
1989 Act supportsits plain meaning argument. The commentator aso noted that the alocation method
contained in the 2000 proposed regulations, by incorporating both individua member and controlled
group eements, was at odds with the computation method provided by the statute and failed to dlocate
rationaly the group credit.

Treasury and the IRS continue to believe that, compared to a gross QRES method, an
alocation method based on a group member’s QRES in excess of a base amount more fully carries out
the purposes of section 41 in generd and the section 41(f) controlled group credit rules. The research
credit is not, and has never been, a credit computed as a percentage of total quaifying expenses.
Rather, the research credit generaly is dlowed only when a taxpayer’ s QRES exceed a base amount.
Prior to the 1989 Act, the research credit was computed by multiplying the credit rate by the excess of
the taxpayer’ s current year QRES over the taxpayer’ s average QREs for the preceding three years.
The 1989 Act sgnificantly modified the computation of the research credit while retaining the
incremental approach of the pre-1989 Act credit. In genera, the research credit computation is based
on whether and the extent to which a taxpayer increases the proportion of its QRES relative to its recent

gross receipts, compared to a historica base period. Ultimately, this computation measures the extent
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to which ataxpayer’s current year QRES exceed a base amount.

Treasury and the IRS conclude that the controlled group alocation rules set out in section 41(f)
were not intended to result in the alocation of the group credit to individua members of the group in a
manner whally a odds with the incrementa nature of the research credit. The legidative history to the
research credit, as originally enacted in 1981, indicates that the group credit rules were enacted to
ensure that the research credit would be alowed only for actua increases in research expenditures.
These rules were intended to prevent taxpayers from cregting artificial increasesin research
expenditures by shifting expenditures among commonly controlled or otherwise related persons. H.
Rep. No. 97-201, 1981-2 C.B. (Vol. 2) 364, and S. Rep. 97-144, 1981-2 C.B. (Vol. 2) 442. In
effect, the group credit computation rule serves as a cgp on the maximum amount of credit thet the
members of the group, in the aggregate, may claim. A rule that then alocates the group credit based
soldy on the total amount of QRESs incurred by each individua member, however, would be
incongstent with the incremental nature of the credit and would not further the purpose of the section
41(f) group credit rules.

As during the consideration of the 2000 proposed regulations, Treasury and the IRS do not find
persuasive the second commentator’ s argument that a plain reading of the Satute, following the deletion
of the phrase “increase in” in sections 41(f)(1)(A)(ii) and 41(f)(1)(B)(ii) by the 1989 Act, mandates a
gross QREs method for alocating the group credit. Prior to the 1989 Act, for example, section
41(f)(1)(A)(ii) provided that the research credit, if any, alowable to each member of a controlled group
was the member’ s * proportionate share of the increase in quaified research expenses giving rise to the

credit.” The phrase “increase in” was deleted by the 1989 Act. The commentator maintained that a



-8-
gross QRES method gives effect to the phrase “giving rise to the credit” as wel asto the deletion of the
phrase “increasein” from the statute by the 1989 Act because “each dallar of the group’s QRES gives
rise to [the] excess over the group’ s base amount” or “(S)tated otherwise, if you eiminate a dollar of
qudified research expenses from any member of the group, the group’s credit will be reduced
proportionately.”

The reason for the deletion of the phrase “increase in” is not addressed in the legidative history
to the 1989 Act. The changes to the computation of the research credit made by the 1989 Act,
however, made ataxpayer's QREs for prior years, other than taxable years beginning after December
31, 1983, and before January 1, 1989 (base years), irrdlevant to the computation of the credit.

Instead, the amount of the research credit now depends on whether and the extent to which a taxpayer
increases the proportion (compared to that of the base years) of its QRES rdlative to its average annual
gross receipts from the prior four years. Accordingly, athough the research credit is still based on the
amount by which current year QRES exceed a base amount, that base amount, unlike the genera
research credit computation prior to the 1989 Act, is not arolling average of QRESs incurred in the
three years prior to the credit year. Treasury and the IRS, therefore, conclude that the deletion of the
phrase “increase in” was intended to reflect this change, and not to indicate that the alocation of the
group credit was to be made using a gross QREs method.

The second commentator noted, in arguing that the alocation method in the 2000 proposed
regulations impermissibly mixed controlled group and individua member cdculations, that the dlocation
method favors those members whose current ratio of QRES to recent gross recel pts exceeds the

controlled group’ s fixed-base percentage, regardless of whether that member’ sratio, in fact, was
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increasing or decreasing. As stated by the commentator, “[t]he group’ s fixed-base percentage can be
wildly different from the fixed-base percentage for an individua member depending on the individua
member’ s separate QRES and separate gross receipts during the [base years]. In other words, the
amount of group credit that would be alocated to an individua member under the 2000 proposed
regulations may beer little or no relationship to what the individua member would be entitled to on a
stand-aone basis, depending on how similar the individua member’ s separate fixed-base percentage
was to the group’ s fixed-base percentage.

Proposed dlocation rule

After congdering the satute, the legidative higory, the written comments, and the Satements a
the public hearing, Treasury and the IRS have determined that the alocation method contained in the
2000 proposed regulations does not fully carry out the purpose of the research credit statute and, in
particular, the amendments made by the 1989 Act. Treasury and the IRS continue to believe that the
method for alocating the group credit must take into account the incremental nature of the credit. In
consdering the consequences of the alocation method contained in the 2000 proposed regulations, as
highlighted by the commentators, Treasury and the IRS believe that the method may nat, in certain
cases, appropriately balance the purpose of the group credit computation and alocation rules contained
in section 41(f) with the generd purpose of the research credit, which isto encourage research
activities.

Accordingly, these new proposed regulations alocate the group credit among the members of
the controlled group by first computing each individua member’ s stand-alone entity credit and then

multiplying the group credit by the ratio that the member’ s stand-aone entity credit bears to the sum of
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the stand-alone entity credits of dl the members of the controlled group. This new alocation method
ensures that the amount of group credit dlocated to each individua member will be proportionate to the
amount of research credit that the individual member would have been entitled to claim had it not been
part of acontrolled group. This new allocation method therefore addresses the concerns expressed by
the commentators that the alocation method contained in the 2000 proposed regulations could result in
individua members receiving little or no research credit — or, conversdly, a disproportionately greater
amount of research credit — compared to what they would have been entitled to on a stand-aone basis,
solely as aresult of being part of a controlled group.

Specid Allocation Rule for Consolidated Groups

In the preamble to the 2000 proposed regulations, Treasury and the IRS requested comments
with respect to a specid rule that would treet all members of a consolidated group within a controlled
group as asingle member for purposes of alocating the group credit among the members of a
controlled group. After consdering the comments received, Treasury and the IRS have decided not to
propose a specia alocation rule for consolidated groups.

Effective Date

The 2000 proposed regulations provided that they would be effective, when findized, for
taxable years ending on or after the date the proposed regulations were filed with the Feder al
Register (i.e., December 29, 1999). The 2000 proposed regulations, however, were proposed to be
retroactive in certain instances to prevent abuse:

To prevent taxpayers that are members of a controlled group from together claiming in

excess of 100% of the credit with respect to prior taxable years, the rules for alocating
the group credit would gpply to any taxable year beginning after December 31, 1989,
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in which, asaresult of inconsstent methods of alocation, the members of a controlled

group as awhole claimed more than 100% of the allowable group credit. In the case

of a group whose members have different taxable years and whose members used

incong stent methods of alocation, the members of the group as awhole shdl be

deemed to have claimed more than 100% of the dlowable group credit.

The two commentators disagreed as to the gppropriateness of this proposed effective date. In
particular, the second commentator stated that it would be “ unconscionable” for find regulations
containing the alocation method set out in the 2000 proposed regulations to be applied retroactively.
The second commentator therefore proposed that final regulations be gpplied prospectively and that for
prior years, taxpayers be permitted to rely on fina regulations or any other method that is reasonable,
including agross QREs method. Findly, the second commentator disputed “that there is a potentia for
abuse if members of a controlled group take incons stent methods of alocation for past years. The fact
that members of the same controlled group may, in the aggregate, claim more than 100% of the group’s
Research Credit should not make any difference.”

The group credit rulesin section 41(f) provide for atota group credit. Thereisnothingin the
datute or the legidative history that suggests that it then should be permissible for the members of the
controlled group to claim, in the aggregate, an amount of research credit exceeding the group credit.
Treasury and the IRS continue to believe that the purpose of the section 41(f) group credit ruleswould
be undermined if the members of a controlled group applied different alocation methods to claim more
than 100 percent of the group credit. The preamble to the 2000 proposed regulations and those
proposed regulations themsalves diminated any ambiguity that may have existed with respect to the

Treasury and IRS position on this point. Accordingly, Treasury and the IRS propose that final

regulations be effective for taxable years beginning on or after the date that these regulations are
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published in the Feder al Register asfind regulaions. Treasury and the IRS further propose thet the
find regulations be retroactive in limited circumstances to prevent abuse. Generdly, ataxpayer may use
any reasonable method of computing and dlocating the credit for taxable years beginning before the
date these regulations are published in the Feder al Register asfind regulations. However, paragraph
(b) rdating to the computation of the group credit and paragraph (c), relating to the alocation of the
group credit, will apply to taxable years ending on or after December 29, 1999, if the members of a
controlled group, as awhole, claimed more than 100 percent of the amount that would be alowable
under paragraph (b). In the case of a controlled group whose members have different taxable years
and whose members use inconsistent methods of alocation, the members of the controlled group shdl
be deemed to have, as awhole, claimed more than 100 percent of the amount that would be alowable
under paragraph (b).
Special Analyses

It has been determined that these proposed regulations do not congtitute a significant regulatory
action as defined in Executive Order 12866. Therefore, aregulatory assessment is not required. It
a 50 has been determined that section 553(b) of the Administrative Procedure Act (5 U.S.C. chapter 5)
and the Regulatory FHexibility Act (5 U.S.C. chapter 6) do not apply to these proposed regulations.
Pursuant to section 7805(f) of the Interna Revenue Code, these proposed regulations will be submitted
to the Adminigrator of the Smal Business Adminigtration for comment on their impact on samall
business.
List of Subjectsin 26 CFR Part 1

Income taxes, Reporting and recordkeeping requirements.
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Withdrawal of Proposed Amendmentsto the Regulations

Accordingly, under the authority of 26 U.S.C. 7805, the notice of proposed rulemaking (REG-
105606-99) published in the Feder al Register on January 4, 2000, (65 FR 258) is withdrawn.
Proposed Amendmentsto the Regulations

Accordingly, 26 CFR part 1 is proposed to be amended as follows:
PART 1--INCOME TAXES

Paragraph 1. The authority citation for part 1 continuesto read in part asfollows:

Authority: 26 U.S.C. 7805* * *

Par. 2. In 81.41-0, the table of contentsis amended as follows:

1. A new entry isadded for §1.41-6(a)(4).

2. Theentriesfor 81.41-6(b) through (€) are revised.

3. New entries are added for §1.41-6(f) through (i).

The revisons and additions read asfollows:

§1.41-0 Table of contents.

* % * % %

81.41-6 Agaregation of expenditures.

(a)* * %

(4) Definition of group credit.

(b) Computation of the group credit.
(1) In general.

(2) Start-up companies.

(c) Allocetion of the group credit.
(1) In generd.

(2) Stand-alone entity credit.

(d) Examples.
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(e) For taxable years beginning before January 1, 1990.
(f) Tax accounting periods used.

(1) In generd.

(2) Specid rule where timing of research is manipulated.
(9) Membership during taxable year in more than one group.
(h) Intra-group transactions.

(1) In generd.

(2) In-house research expenses.

(3) Contract research expenses.

(4) Lease payments.

(5) Payment for supplies.

(i) Effective date.

* % * % %

Par. 3. Section 1.41-6 is amended as follows:

[ —

. Paragraph (a)(1) isrevised.

2. New paragraph (a)(4) is added.

3. Paragraph (b) isrevised.

4. Paragraphs (c), (d), and (e) are redesignated as paragraph (f), (g), and (h), respectively.
5. New paragraphs (c), (d), and (e) are added.

6. Newly designated paragraph (f)(1) isrevised.

7. New paragraph (i) is added.

The revisons and additions read as follows:

81.41-6 Aqgaregation of expenditures.

@ *** (1) Ingenerd. To determine the amount of research credit (if any) dlowableto a
trade or businessthat at the end of its taxable year is amember of a controlled group of corporations or

agroup of trades or businesses under common control, ataxpayer must --
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(i) Compute the group credit in the manner described in paragraph (b) of this section, and
(i) Allocate the group credit among the members of the group in the manner described in
paragraph (c) of this section.

* k% * % %

(4) Definition of group credit. For purposes of this section, the term group credit meansthe

research credit (if any) alowable to a controlled group of corporations or a group of trades or
businesses under common control.

(b) Computation of the group credit -- (1) In general. All members of a controlled group of

corporations or a group of trades or businesses under common control are treated as a single taxpayer
for purposes of computing the research credit. The group credit is computed by applying dl of the
section 41 computationa rules on an aggregate bas's.

(2) Start-up companies. A controlled group of corporations or a group of trades or businesses

under common contral is treated as a start-up company for purposes of determining the group’s fixed-
base percentage under section 41(c)(3)(B)(ii) only if each member of the group qualifies as a Sart-up
company under section 41(c)(3)(B)(i).

(c) Allocation of the group credit -- (1) In genera. To determine the amount of the group

credit (if any) computed under paragraph (b) of this section that is allocated to a member of the group,
ataxpayer must --

(i) Compute the member’ s stand-aone entity credit; and

(i) Multiply the group credit by theratio that the member’ s stand-aone entity credit bearsto

the sum of the stand-aone entity credits of dl the members of the group:
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member’ s stand-alone entity credit

group credit X _ .
sum of al the members stand-alone entity credits

(2) Stand-adone entity credit. For purposes of this section, the term stand-alone entity credit

means the research credit (if any) that would be alowable to amember of agroup if the credit were
computed without regard to section 41(f). In computing a member’ s sand-alone entity credit, a
taxpayer must use the same method (i.e., the computation method provided in section 41(a) or the
elective method provided in section 41(c)(4)) that was used to compute the group credit. Therefore, if
the research credit determined under section 41(a) is not alowable to the group and the group credit is
computed using the aternative incremental research credit (AIRC) rules of section 41(c)(4), eech
member’ s sand-alone entity credit also must be computed using the AIRC rules, even if the research
credit determined under section 41(a) would be alowable to amember if that member were not a part
of the group.

(d) Examples. Thefallowing examplesilludrate the provisons of this section:

Example1. Research credit -- (i) Facts. A, B, and C, al of which are calendar-year
taxpayers, are members of a controlled group of corporations. Neither A, B, nor C made any basic

research payments for their taxable year ending December 31, 2003. For purposes of computing the
group credit for the 2003 taxable year (the credit year), A, B, and C had the following:

Group
A B C Aggregate
Credit Y ear Qudified Research Expenses (QRES) $200x $20x $110x $330x
1984-1988 QREs $40x $10x $100x $150x
1984-1988 Gross Receipts $1,000x $350x $150x|  $1,500x
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verage Annua Gross Receiptsfor 4 Years
Preceding the Credit Y ear $1,200x|  $200x $300x|  $1,700x

(i) Computation of the group credit -- (A) In generd. The research credit allowable to the
group is computed asif the three corporations were one taxpayer. The group credit is equa to 20
percent of the excess of the group’s aggregate credit year QRES ($330x) over the group’s base
amount ($170x). The group credit is 0.20 x ($330x - $170x), which equals $32x.

(B) Group's base amount -- (1) Computation. The group’s base amount equals the greater of:
the group’ s fixed-base percentage (10 percent) multiplied by the group’ s aggregate average annua
gross receipts for the 4 taxable years preceding the credit year ($1,700x), or the group’s minimum base
amount ($165x). The group’s base amount, therefore, is $170x, which is the greater of: 0.10 x
$1,700x, which equals $170x, or $165x.

(2) Group’'s minimum base amount. The group’s minimum base amount is 50 percent of the
group’s aggregete credit year QRES. The group’s minimum base amount is 0.50 x $330x, which
equals $165x.

(3) Group' sfixed-base percentage. The group’s fixed-base percentage is the lesser of: the
ratio that the group’ s aggregate QRES for the taxable years beginning after December 31, 1983, and
before January 1, 1989, bears to the group’ s aggregate gross receipts for the same period, or 16
percent (the statutory maximum). The group’s fixed-base percentage, therefore, is 10 percent, which is
the lesser of: $150x/$1,500x, which equals 10 percent, or 16 percent.

(i) Allocation of the group credit. The group credit of $32x is alocated among the members of
the group based on the ratio that each member’ s stand-alone entity credit bears to the sum of the stand-
aone entity credits of al the members of the controlled group. The $32x group credit is alocated as
follows

A B C Totd
Stand-Alone Entity Credit $20x $2x $11x $33x
Allocation Ratio (Stand-Alone Entity 20/33 2/33 11/33
Credit/Sum of Stand-Alone Entity
Credits)
Multiplied by: Group Credit $32x $32x $32x
HEquas Credit Allocated to Member $19.39x $1.94x | $10.67x $32x
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Example 2. Member is agtart-up company -- (i) Facts. D, E, and F, dl of which are
calendar-year taxpayers, are members of a controlled group of corporations. F isa start-up company
under section 41(c)(3)(B)(i). D and E are not start-up companies under section 41(c)(3)(B)(i).
Neither D, E, nor F made any basic research payments during the 2003 taxable year. For purposes of
computing the group credit for the 2003 taxable year (the credit year), D, E, and F had the following:

Group
D E F Aggregate
Credit Year QRES $200x $20x $50x $270x
1984-1988 QREs $55x $15x $OX $70x
1984-1988 Gross Receipts $1,000x | $400x $Ox $1,400x
Average Annua Gross Receiptsfor 4 Years $1,200x | $200x $Ox $1,400x
Preceding the Credit Y ear

(i) Computation of the group credit -- (A) In generd. The research credit allowable to the
group is computed asif the three corporations were one taxpayer. The group credit isequa to 20
percent of the excess of the group’ s aggregate credit year QRES ($270x) over the group’ s base
amount ($135x). The group credit is 0.20 x ($270x - $135x), which equals $27x.

(B) Group's base amount -- (1) Computation. The group’s base amount equals the grester of:
the group’ s fixed-base percentage (5 percent) multiplied by the group’ s aggregate average annua gross
receipts for the 4 taxable years preceding the credit year ($1,400x), or the group’s minimum base
amount ($135x). The group’s base amount, therefore, is $135x, which isthe greater of: 0.05 x
$1,400x, which equals $70x, or $135x.

(2) Group's minimum base amount. The group’s minimum base amount is 50 percent of the
group’ s aggregate credit year QRES. The group’s minimum base amount is 0.50 x $270x, which
equals $135x.

(3) Group' sfixed-base percentage. Because only one member of the group, F, is a start-up
company under section 41(c)(3)(B)(i), the group is not a start-up company under paragraph (b)(2) of
this section. Therefore, the group’s fixed-base percentage isthe lesser of: the ratio that the group’s
aggregate QRESs for the taxable years beginning after December 31, 1983, and before January 1, 1989,
bears to the group’ s aggregate gross receipts for the same period, or 16 percent (the statutory
maximum). The group’s fixed-base percentage, therefore, is5 percent, which isthe lesser of:
$70x/$1,400x, which equals 5 percent, or 16 percent.

(i) Allocation of the group credit. The group credit of $27x is dlocated among the members of
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the group based on the ratio that each member’ s stand-alone entity credit bears to the sum of stand-
aone entity credits of al the members of the controlled group. The $27x group credit is dlocated as

follows
D E F Totd
Stand-Alone Entity Credit $20x $2x $5x $27x
Allocation Ratio (Stand-Alone Entity 20127 2/27 5/27
Credit/Sum of Stand-Alone Entity Credits)
Multiplied by: Group Credit $27x $27x $27x
Equals: Credit Allocated to Member $20x $2x $5x $27x

Example 3. Group is a dart-up company -- (i) Facts. G, H, and |, dl of which are cdendar-

year taxpayers, are members of a controlled group of corporations. Each of G, H, and | qudifiesasa
gart-up company under section 41(c)(3)(B)(i). The 2003 taxable year is the fifth taxable year
beginning after December 31, 1993, for which each of G, H, and | has QREs. Because each of G, H,
and | quaifies as a sart-up company under section 41(c)(3)(B)(i), the group istreated as a start-up
company under paragraph (b)(2) of this section. The 2003 taxable year isthefifth taxable year
beginning after December 31, 1993, for which the group has QRES. Nether G, H, nor | made any
basi ¢ research payments during the 2003 taxable year. For purposes of computing the group credit for
the 2003 taxable year (the credit year), G, H, and | had the following:

Group
G H I Aggregate
Credit Year QRES $255x $25x| $100x $380x
1984-1988 QREs $OX $Ox|  $0Ox $0x
1984-1988 Gross Receipts $Ox $Ox|  $Ox $0x|
IAverage Annua Gross Receiptsfor 4 Years $1,600x| $340x| $300x $2,240x]
. Preceding the Credit Y ear

(i) Compuitation of the group credit -- (A) In generd. The research credit allowable to the
group is computed asif the three corporations were one taxpayer. The group credit isequa to 20
percent of the excess of the group’s aggregate credit year QRES ($380x) over the group’s base
amount ($190x). The group credit is 0.20 x ($380x - $190x), which equals $38x.
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(B) Group's base amount -- (1) Computation. The group’s base amount equals the greater of:
the group’ s fixed-base percentage (3 percent) multiplied by the group’ s aggregate average annua gross
receipts for the 4 taxable years preceding the credit year ($2,240x), or the group’s minimum base
amount ($190x). The group’s base amount, therefore, is $190x, which isthe greater of: 0.03 x
$2,240x, which equals $67.2x, or $190x.

(2) Group's minimum base amount. The group’s minimum base amount is 50 percent of the
group’s aggregate credit year QRES. The group’s minimum base amount is 0.50 x $380x, which
equals $190x.

(3) Group' sfixed-base percentage. Each member of the group is a Start-up company under
section 41(c)(3)(B)(i), therefore, the group is a Start-up company under paragraph (b)(2) of this
section. Because the 2003 taxable year is the fifth taxable year beginning after December 31, 1993, for
which the group has QRES, under section 41(c)(3)(B)(ii)(1), the group’s fixed-base percentage is 3
percent.

(i) Allocation of the group credit. The group credit of $38x is dlocated among the members of
the group based on the ratio that each member’ s stand-alone entity credit bears to the sum of stand-
aone entity credits of al the members of the controlled group. The $38x group credit is dlocated as
follows

G H | Totd
Stand-Alone Entity Credit $25.5x|  $2.5x $10x $38x
Allocation Ratio (Stand-Alone Entity 255/38| 2.5/38 10/38
Credit/Sum of Stand-Alone Entity Credits)
HM ultiplied by: Group Credit $38x $38x $38x
”Equals Credit Allocated to Member $25.5x|  $2.5x $10x $38x

Example4. Group dternative incrementd research credit -- (i) Facts. J, K, and L, dl of which

are calendar-year taxpayers, are members of a controlled group of corporations. The research credit
under section 41(a) is not alowable to the group for the 2003 taxable year because the group’s
aggregate QREs for the 2003 taxable year are less than the group’s base amount. The group credit is
computed using the AIRC rules of section 41(c)(4). For purposes of computing the group credit for

the 2003 taxable year (the credit year), J, K, and L had the following:

Group
Agoregate
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Credit Year QREs

$Ox

$20x

$110x

$130x

Average Annual Gross Receiptsfor 4 Years

$1,200x

$200x

$300x

$1,700x

Preceding the Credit Year

(i) Computation of the group credit. The research credit allowable to the group is computed as
if the three corporations were one taxpayer. The group credit is equa to the sum of: 2.65 percent of
so much of the group’ s aggregate QRES for the taxable year as exceeds 1 percent of the group’s
aggregate average annual gross receipts for the 4 taxable years preceding the credit year, but does not
exceed 1.5 percent of such average; 3.2 percent of so much of the group’ s aggregate QRES as exceeds
1.5 percent of such average but does not exceed 2 percent of such average; and 3.75 percent of so
much of such QREs as exceeds 2 percent of such average. The group credit is[0.0265 x [($1,700x x
0.015) - ($1,700x x 0.01)]] +[0.032 x [($1,700x x 0.02) - ($1,700x x 0.015)]] + [0.0375 x [$130x

- ($1,700x x 0.02)]], which equals $4.10x.

(i) Allocation of the group credit. The group credit is alocated to each member of the group
by multiplying the group credit by the ratio that each member’ s sand-aone entity credit bears to the
sum of the stand-alone entity credits of al the members of the group. The $4.10x group credit is

dlocated asfollows:

J K L Tota
Stand-Alone Entity Credit $Ox $.66x $3.99x $4.65x
Allocation Ratio (Stand-Alone Entity 0/4.65 0.66/4.65| 3.99/4.65
Credit/Sum of Stand-Alone Entity
Credits)
HM ultiplied by: Group Credit $4.10x $4.10x $4.10x
HEquaIs Credit Allocated to Member $0x $.58x $3.52x $4.10x

(e) For taxable years beginning before January 1, 1990. For taxable years beginning before

January 1, 1990, see 81.41-6 as contained in 26 CFR part 1, revised April 1, 2003.

(f) Tax accounting periods used -- (1) In general. The credit alowable to amember of a

controlled group of corporations or agroup of trades or businesses under common control isthat

member’s share of the group credit computed as of the end of that member’ s taxable year. In
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computing the group credit for a group whose members have different taxable years, amember
generdly should treat the taxable year of another member that ends with or within the credit year of the
computing member as the credit year of that other member. For example, M, N, and O are members
of acontrolled group of corporations. M and N file a caendar year consolidated return. Ofilesa
separae return using afisca year ending June 30. For purposes of computing the group credit at the
end of the M’s and N’ s (the computing members’) caendar year on December 31, O'sfisca year

ending June 30, which ends within the M’sand N’s calendar year, istreated as O's credit year.

* k% * % %

(i) Effective date. Paragraphs (a8)(1), (a)(4), (b), (c), (d), and (f)(1) of this section 1.41-6 are
gpplicable for taxable years beginning on or after the date these regulations are published in the
Federal Register asfind regulations. Generdly, ataxpayer may use any reasonable method of
computing and dlocating the credit for taxable years beginning before the date these regulations are
published in the Feder al Register asfind regulations. However, paragraph (b) relating to the
computation of the group credit and paragraph (c), rdating to the dlocation of the group credit, will
apply to taxable years ending on or after December 29, 1999, if the members of a controlled group, as
awhole, claimed more than 100 percent of the amount that would be alowable under paragraph (b).
In the case of a controlled group whose members have different taxable years and whose members use
incongstent methods of alocation, the members of the controlled group shall be deemed to have, asa

whole, claimed more than 100 percent of the amount that would be alowable under paragraph (b).



Robert E. Wenzd,
Deputy Commissioner for Services and Enforcemen.



