Notice of Proposed Rulemaking increasing research activities. Eligibilitysatisfied: the software is innovative (as

and Notice of Public Hearing for the credit is determined in part onwhere the software results in a reduction

_ ) the definition of qualified researchun- in cost, or improvement in speed, that is
Credit for Increasing Research der section 41(d)(1). Section 231 of thesubstantial and economically signifi-
Activities Tax Reform Act of 1986 (the 1986 Act), cant); the software development in-

1986-3 C.B. 1, 87, established a newplves significant risk (as where the
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definition of qualified researchfor pur-  taxpayer commits substantial resources
AGENCY: Internal Revenue Serviceposes of the research credit. Qualifieqy the development of the software and
(IRS), Treasury. research was narrowed to require tahere is substantial uncertainty, because

_ . research be undertaken for the purpos hnical risk. th h
ACTION: Notice of proposed rulemak- ot giscovering information that is tech—& techinical risk, that such resources
would not be recovered in a reasonable

ing and notice of public hearing. nological in nature and the application ~. < S o .
SUMMARY: This document contains of which is intended to be useful in period o _tllrlne), al_": btl efso twarebls R}Ot
proposed regulations under section 41 gfeveloping a new or improved busines§orm el axal a ﬁ orfuse y the
the Internal Revenue Code of 198&component of the taxpayer. In additionl2XPayer (as where the software cannot
describing when computer softwareresearch is eligible for the credit only ifbe purchased, leased, or licensed and
used for the intended purpose without

which is developed by (or for the ben-substantially all of the activities of the il ) |
efit of) a taxpayer primarily for the research constitute elements of a proceggodifications that would satisfy the first

taxpayer's internal use can qualify forof experimentation for a new or im-two requirements). See H.R. Rep. No.
the credit for increasing research activiproved function, performance, or reli-841, 99th Cong., 2d Sess. I1-73. Thus,
ties. The proposed regulations reflect @bility or quality. Treasury and the IRSCongress did not intend that the three-
change to section 41 made by the Taxequest comments on the appropriatpart test in the legislative history would
Reform Act of 1986. This documentexplanation of the terms used in theapply in lieu of the general requirements
also provides notice of a public hearingdéfinition of qualified research under thefor credit eligibility but, rather, intended
on these proposed regulations. 1986 Act, in particular, the terrprocess that the general requirements for credit
of experimentation eligibility of section 41(d) also would
Section 231 of the 1986 Act alsohave to be satisfied. See H.R. Rep. No.
ecified that expenditures incurred irg41 at I11-73.

DATES: Comments and outlines of top-
ics to be discussed at the public hearingp

scheduled for May 13, 1997 must beertain research, research-related, and <lative hi i
received by April 22, 1997. non-research  aciivities are o be. ex. The legislative history indicates, how-

- issi cluded from eligibility for the credit c cr (hat Congress did not intend the
ADDRESSES: Send submissions tof gibility internal-use software exclusion in sec-

CC:DOM:CORP:R (REG-209494-90),without reference to the general require-.
room 5228, Internal( Revenue Servic)efnents for credit eligibility. Under sec- O" 4L(d)(4)(E) to apply to research
POB 7604, Ben Franklin Station, Washtion 41(d)(4)(E) of the Code, except torélated to the development of a new or
ington, DC 20044. Submissions may béhe extent provided in regulations, qualiimproved package of software and hard-
hand delivered between the hours of $ied research does not include researcf{are developed as a single product of
a.m. and 5 p.m. to: CC:DOM:CORP:RWith respect to computer software develWhich th? softwarg is an integral part,
(REG—209494-90), Courier's Desk, In-oped by (or for the benefit of) the and thatis used directly by the taxpayer
ternal Revenue Service, 1111 Constitutaxpayer primarily for the taxpayer'sin providing technological services to
tion Avenue NW, Washington, DC. Al- own use (internal-use software), othefustomers in its trade or business (as
ternatively, taxpayers may submitthan for use in (1) an activity which where a taxpayer develops together a
comments electronically via the Interneconstitutes qualified research, or (2) &ew or improved high technology medi-
by selecting the “Tax Regs” option of production process whose deve|0pmerﬁal or industrial instrument conte}lnlng
the IRS Home Page, or by submitingneets the requirements in sectiorfoftware that processes and displays
comments directly to the IRS Internet41(d)(1) for qualified research (as wherglata received by the instrument, or
site at: http://www.irs.ustreas.gov/prodthe taxpayer is developing robotics andvhere a telecommunications company
tax_regs/comments.html. The publicsoftware for the robotics for use indevelops a package of new or improved
hearing will be held in the auditorium, operating a manufacturing process, angwitching equipment plus software to
Internal Revenue Building, 1111 Constithe taxpayer’s research costs of developiperate the switches). See H.R. Rep.
tution Avenue, NW, Washington, DC.ing the robotics are eligible for the No. 841 at11-74.
credit). Congress intended that regulations in-

FOR !:URTHER. INFORMATION CON- 1o legislative history indicates thatcorporating the three-part test in the
TACT: Concerning the regulations, Lisacgngress intended to limit the credit forlegislative history as an exception to the
J. Shuman or Robert B. Hanson, 20252e costs of developing internal-use softexclusion from the definition of quali-
622-3120; concerning submissions angare o software meeting a high threshfied research under section 41(d)(4)(E)
the hearing, Christina Vasquez, 20244 of jnnovation. In particular, Con- would be effective on the same date
622-7180 (ot toll-free numbers). gress intended that regulations wouldection 41(d)(4)(E) became effective. In
SUPPLEMENTARY INFORMATION: permit internal-use software to qualifyNotice 87-12 (1987-1 C.B. 432), the
for the credit only if, in addition to IRS stated that regulations to be issued
satisfying the general requirements founder section 41(d)(4)(E) would be ef-

Section 41 of the Internal Revenuecredit eligibility, the taxpayer can estab-fective for taxable years beginning after
Code provides a credit against tax fotish that the following three-part test isDecember 31, 1985.

Background



Explanation of Provisions The rules of 26 CFR 601.601(a)(3)to computer software that is developed
apply to the hearing. by (or for the benefit of) the taxpayer
Persons that wish to present oraprimarily for the taxpayer’s internal use
: comments at the hearing must submils eligible for the research credit only if
g]r';elrnrag(-]la?reer?]%f:]vtvsargfthsagcrtril;? tsArik(ls)gei in the manner described in the AD-the goftware satisfies the requirem{znts
innovative, involves significant eco- DRESSES  portion of this preamble)of paragraph (e)(2) of this section. Gen-
nomic risk, and is not commercially COMMeNts and an outline of the topicsrally, research with respect to computer
available for use by the taxpayer is no%o be discussed and the time 10 bgfiware is not eligible for the research
excluded from eligibility for the re- evoted to each topic by April 22, 1997.¢ it \where software is used internally,
search credit under section 41(d)(4)(E) A period of 10 minutes will be allot- g, example, in general and administra-
. .t —ted to each person for making com-. .
Under the proposed regulations, this is tive functions (such as payroll, book-
facts and circumstances test. Treasury An égenda showing the scheduling c)%<eeping, or personnel management) or
and the IRS request comments on fact&le speakers will be prepared after thdh providing noncomputer services (such
and circumstances, other than those fa%r as accounting, consulting, or banking

tors enumerated in the legislative hisocadiine for receiving outlines has_’ .
i i MShassed. Copies of the agenda will b&€TVices).
tory, to be considered in determining

i i 2) Requirements.The requirements
whether internal-use software satisfieé”1 vailable *free* of i:har*ge {it the hearlng(.)f(th)is p;ragraph ©)(2) arej
the three-part test. N Th ftwar tisfies the requir
Proposed Amendments to the me(r)1ts o? sseoctioﬁ ilsg Sl es the require-
Regulations ()

The amendments are proposed to be . (i) The software is not otherwise
effective for taxable years beginning Accordingly, 26 CFR parts 1 and 602excluded under section 41(d)(4) (other

after December 31, 1985. are proposed to be amended as follow$j,5n section 41(d)(4)(E)); and
PART 1—INCOME TAXES (iif) One of the following conditions

L is met—
. . . Paragraph 1. The authority citation for
It has been determined that this notlc%art 1 i% a?nended by addiné]/ an entry in (A) The taxpayer uses the software in

cant regulatory action as defined in ed’ I
Authority: 26 U.S.C. 7805. * * * search (other than the development of
12866. Therefore, a regulatory assess- the internal-use software itself);

ment is not required. It also has beerSection 1.41-4 also issued under 26 :
X : B) The taxpayer uses the software in
determined that section 553(b) of theU.S.C. 41(d)(4)(E). * * * a (pzoduction pp)r/ocess that meets the

Administrative Procedure Act (5 U.S.C. . . : . )
chapter 5) does not apply to these Par. 2. Section 1.41-0 is amended byequirements of section 41(d)(1); or

regulations, and because these reguléeViSi”g the entry for § 1.41-4 to read (C) The software satisfies the special

The proposed regulations follow the
legislative history and provide that

Proposed Effective Dates

Special Analyses

tions do not impose a collection of2S follows: rule of paragraph (e)(5) of this section.
information on small entities, the Regu- . (3) Computer software and hardware
latory Flexibility Act (5 U.S.C. chapter § 1.41-0 Table of contents. developed as a single productThis

* * * * *

6) does not apply. Therefore, a Regula- paragraph (e) does not apply to the
tory Flexibility Analysis is not required. g 1 41_4 Qualified research for taxab|edevelopment costs of a new or improved
Pursuant to section 7805(f) of the Intefyears™ peginning after December 31 package of computer software and hard-

nal Revenue Code, this notice of proyggg ware developed together by the taxpayer
posed rulemaking will be submitted to as a single product, of which the soft-
the Chief Counsel for Advocacy of the (a) through (d) [Reserved]. ware is an integral part, that is used
Small Business Administration for com- (€) Internal-use computer softwaredirectly by the taxpayer in providing
ment on its impact on small business. (1) General rule. technological services in its trade or
. . (2) Requirements. business to customers. In these cases,
Comments and Public Hearing (3) Computer software and hardwareeligibility for the research credit is to be
Before these proposed regulations argevelopgd as a sin'gle product. determined by examining the combjned
adopted as final regulations, consider- (4) Prlmquly for internal use. hardware-software product as a single
ation will be given to any comments (2) Special rule. , product.
that are submitted timely (in the manner (6) Application of special rule. (4) Primarily for internal use. All
described in the ADDRESSES portion (7) Effective date. relevant facts and circumstances are to
of this preamble) to the IRS. All com- L be considered in determining if com-
ments will be available for public in- puter software is developed primarily

Par. 3. Section 1.41-4 is revised {Gor the taxpayer’s internal use. If com-
jead as follows: puter software is developed primarily
for the taxpayer’s internal use, the re-
quirements of this paragraph (e) apply

spection and copying.
A public hearing has been schedule

for May 13, 1997, at 10 am. in theg 1 47_4 Qualified research for taxable
auditorium, Internal Revenue Bundmg,years beginning after December 31

1111 Constitution Avenue, NW, Wash-1ggs even though the taxpayer intends to, or
ington, DC. Because of access restric- subsequently does, sell, lease, or license
tions, visitors will not be admitted be- (&) through (d) [Reserved]. the computer software.

yond the building lobby more than 15 (e) Internal-use computer software (5) Special rule. Computer software
minutes before the hearing starts. (1) General rule.Research with respectsatisfies the special rule of this para-



graph (e)(5 only if the taxpaye can
establis that—

(i) The softwae is innovative (as
where the softwae resuls in a reduction
in cost or improvemenin speedtha is
subsantial and econanically signifi-
cant);

(i) The softwae developmen in-
volves significant econanic risk (as
whete the taxpaye commits substantial
resourcs to the developmehand there
is a substantih uncertainty becaus of
technica risk, that suc resource would
be recoverd within a reasonald pe-
riod); and

(iii) The softwake is not commercially
availabk for use by the taxpaye (as
where the softwae cannad be purchased,
leased or licensel ad useal for the
intendel purpog without modifications
that would satisf/ the requiremerg of
paragraph (e)(5)() and (ii) of this sec-
tion).

(6) Application of specid rule. In
determinirg if the specia rule of para-
graph (e)(5 of this sectio is satisfied
all of the facts and circumstance are
considered The specia rule allows the
cosk of developimg internal-ug software
to be eligible for the researh credit
only if the softwae mees a high thresh-
old of innovation The facts ard circum-
stance analys$ takes into accoum only
the resuls attributabé to the develop-
mert of the new or improved software
independenof the effect of any modifi-
catiors to relatel hardwae or other
software The weight given to ary fact
or circumstane will depem on the
particula case.

(7) Effective date This paragrap (e)
is applicabk for taxabk years beginning
after Decembe 31, 1985.

88 1.41-(\ through
1.41-8\ [Removed]

Par. 4. Sectiors 1.41-A through
1.41-8- and- the-~ undesigmated
centerheadig precedilg the® sections
are removed.

PART 602—OMB CONTRCL NUM-
BERS UNDER THE PAPERWORK
REDUCTIONACT

Pa. 5. The authoriy citation for part
602 continues to read as follows:

Authority: 26 U.S.C 7805.

Pa. 6. In § 602.101 paragrap (c) is
amendd by removirg the following
entries from the table:

8§ 602.1 OMB Conftol numbers.

*, ko ko K %

(C)***

CFR patt or section

where identified and Currert OMB

described contrd No.
*_| *_| *_| *_| *

141-4............. - 1545-0074

1.41-4® ard () ...... - 1545-0074
*_| *_| *_| ~k_1 *

Margaré Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Federd Registe on
Decembe 31, 1996 8:45 a.m, ard publisha in
the isste of the Federd Registe for Januay 2,
1997 62 F.R. 81)




