
activities are excluded from the definition of quali-
fied research under section 41(d)(4)(B) and para-
graph (c)(3) of this section.

Example 4. (i) Facts. The facts are the same as
in example 3, except that C pays X to adapt the core
software program to C’s requirements.

(ii) Conclusion. Because X’s activities are
excluded from the definition of qualified research
under section 41(d)(4)(B) and paragraph (c)(3) of
this section, C’s payments to X are not for qualified
research and are not considered to be contract
research expenses under section 41(b)(3)(A).

Example 5. (i) Facts. The facts are the same as
in example 3, except that C’s own employees adapt
the core software program to C’s requirements.

(ii) Conclusion. Because C’s employees’ activi-
ties to adapt the core software program to C’s
requirements are excluded from the definition of
qualified research under section 41(d)(4)(B) and
paragraph (c)(3) of this section, the wages C paid to
its employees do not constitute in-house research
expenses under section 41(b)(2)(A).

Example 6. (i) Facts. X manufacturers and sells
rail cars. Because rail cars have numerous specifica-
tions related to performance, reliability and quality,
rail car designs are subject to extensive, complex
testing in the scientific or laboratory sense. B orders
passenger rail cars from X. B’s rail car requirements
differ from those of X’s other customers in that B
wants fewer seats in its passenger cars and a higher
quality seating material and carpet. X manufactures
rail cars meeting B’s requirements. X does not con-
duct complex testing in the scientific or laboratory
sense on the rail cars manufactured for B.

(ii) Conclusion. X’s activities to manufacture
rail cars for B are excluded from the definition of
qualified research. The rail cars designed for B were
not subject to the type of complex testing that is
indicative of a process of experimentation. Further,
the rail car sold to B was not a new business com-
ponent, but merely an adaptation of an existing busi-
ness component. Thus, X’s activities to manufacture
rail cars for B are excluded from the definition of
qualified research under section 41(d)(4)(B) and
paragraph (c)(3) of this section because X’s activi-
ties represent activities to adapt an existing business
component to a particular customer’s requirement or
need.

Example 7. (i) Facts. X, a manufacturer, under-
takes to create a manufacturing process for a new
valve design. X determines that it requires a special-
ized type of robotic equipment to use in the manu-
facturing process for its new valves. X is unable to
locate robotic equipment that meets X’s precise
specifications, and, therefore, purchases the existing
robotic equipment for the purpose of modifying it to
meet its needs. X’s engineers conduct experiments
using modeling and simulation in modifying the
robotic equipment and conduct extensive scientific
and laboratory testing of design alternatives. As a
result of this process, X’s engineers develop a
design for the robotic equipment that meets X’s
specifications. X constructs and installs the modi-
fied robotic equipment on its manufacturing pro-
cess.

(ii) Conclusion. X’s research activities to deter-
mine how to modify X’s robotic equipment for its
manufacturing process are not excluded from the
definition of qualified research under section
41(d)(4)(B) and paragraph (c)(3) of this section.

Example 8. (i) Facts. An existing gasoline addi-
tive is manufactured by Y using three ingredients, A,
B, and C. X seeks to develop and manufacture its
own gasoline additive that appears and functions in
a manner similar to Y’s additive. To develop its own
additive, X first inspects the composition of Y’s
additive, and uses knowledge gained from the
inspection to reproduce A and B in the laboratory.
Any differences between ingredients A and B that
are used in Y’s additive and those reproduced by X
are insignificant and are not material to the viability,
effectiveness, or cost of A and B. X desires to use
with A and B an ingredient that has a materially
lower cost than ingredient C. Accordingly, X
engages in a process of experimentation to develop,
analyze and test potential alternative formulations of
the additive.

(ii) Conclusion. X’s activities in analyzing and
reproducing ingredients A and B involve duplication
of existing business components and are excluded
from the definition of qualified research under sec-
tion 41(d)(4)(C) and paragraph (c)(4) of this section.
X’s experimentation activities to develop potential
alternative formulations of the additive do not
involve duplication of an existing business compo-
nent and are not excluded from the definition of
qualified research under section 41(d)(4)(C) and
paragraph (c)(4) of this section.

Example 9. (i) Facts. X, a manufacturing corpo-
ration, undertakes to restructure its manufacturing
organization. X organizes a team to design an orga-
nizational structure that will improve X’s business
operations. The team includes X’s employees as
well as outside management consultants. The team
studies current operations, interviews X’s employ-
ees, and studies the structure of other manufacturing
facilities to determine appropriate modifications to
X’s current business operations. The team develops
a recommendation of proposed modifications which
it presents to X’s management. X’s management
approves the team’s recommendation and begins to
implement the proposed modifications.

(ii) Conclusion. X’s activities in developing and
implementing the new management structure are
excluded from the definition of qualified research
under section 41(d)(4)(D) and paragraph (c)(5) of
this section. Qualified research does not include
activities relating to management functions or tech-
niques including management organization plans
and management-based changes in production pro-
cesses.

Example 10. (i) Facts. X, an insurance company,
develops a new life insurance product. In the course
of developing the product, X engages in research
with respect to the effect of pricing and tax conse-
quences on demand for the product, the expected
volatility of interest rates, and the expected mortal-
ity rates (based on published data and prior insur-
ance claims).

(ii) Conclusion. X’s activities related to the new
product represent research in the social sciences
(including economics and business management)
and are thus excluded from the definition of quali-
fied research under section 41(d)(4)(G) and para-
graph (c)(8) of this section.

(d) Recordkeeping for the research
credit. A taxpayer claiming a credit under
section 41 must retain records in suffi-
ciently usable form and detail to substan-

tiate that the expenditures claimed are eli-
gible for the credit. For the rules
governing record retention, see
§ 1.6001–1. To facilitate compliance and
administration, the IRS and taxpayers
may agree to guidelines for the keeping
of specific records for purposes of sub-
stantiating research credits.

(e) Effective dates. In general, the rules
of this section are applicable for taxable
years ending on or after December 26,
2001.

Par. 5. Section 1.41–8 is amended by:
1. Revising the section heading.
2. Revising paragraph (b)(4).
The revisions read as follows:

§ 1.41–8 Special rules for taxable years
ending on or after December 26, 2001.

* * * * *
(b) * * *
(4) Effective date. Paragraphs (b)(2)

and (3) of this section are applicable for
taxable years ending on or after Decem-
ber 26, 2001.

Charles O. Rossotti,
Commissioner of Internal Revenue.

(Filed by the Office of the Federal Register on
December 21, 2001, 8:45 a.m., and published in the
issue of the Federal Register for December 26,
2001, 66 F.R. 66362)

Notice of Proposed
Rulemaking by Cross-
Reference to Temporary
Regulations

Certain Transfers of Property
to Regulated Investment
Companies and Real Estate
Investment Trusts

REG–142299–01,
REG–209135–88

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
by cross-reference to temporary regula-
tions.

SUMMARY: This document contains
proposed regulations that apply to certain
transactions or events that result in a
Regulated Investment Company [RIC] or
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Real Estate Investment Trust [REIT]
owning property that has a basis deter-
mined by reference to a C corporation’s
basis in the property. The text of the tem-
porary regulations published in this issue
of the Bulletin serves as the text of this
proposed regulation.

DATES: Written or electronic comments
must be received by April 2, 2002.

ADDRESSES: Send submissions to:
CC:ITA:RU [REG–142299–01], room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand
delivered Monday through Friday
between the hours of 8 a.m. and 5 p.m. to
CC:ITA:RU [REG–142299–01], Couri-
er’s Desk, Internal Revenue Service, 1111
Constitution Avenue NW, Washington,
DC. or sent to the IRS Internet site at:
http://www.irs.gov/tax_regs/reglist.html.

FOR FURTHER INFORMATION CON-
TACT: Concerning the proposed regula-
tions, Lisa A. Fuller (202) 622–7750;
concerning submissions of comments,
Donna Poindexter (202) 622–7180 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in this notice of proposed rulemak-
ing has been submitted to the Office of
Management and Budget for review in
accordance with the Paperwork Reduc-
tion Act of 1995 (44 U.S.C. 3507(d)).
Comments on the collection of informa-
tion should be sent to the Office of Man-
agement and Budget, Attn: Desk Officer
for the Department of the Treasury, Office
of Information and Regulatory Affairs,
Washington, DC 20503, with copies to
the Internal Revenue Service, Attn: IRS
Reports Clearance Officer, W:CAR:
MP:FP:S:O, Washington, DC 20224.
Comments on the collection of informa-
tion should be received by March 4,
2002. Comments are specif ical ly
requested concerning:

Whether the proposed collection of infor-
mation is necessary for the proper perfor-
mance of the functions of the IRS, includ-
ing whether the collection will have
practical utility;

The accuracy of the estimated burden
associated with the proposed collection of
information (see below);

How the quality, utility, and clarity of the
information to be collected may be
enhanced;

How the burden of complying with the
proposed collection of information may
be minimized, including through the
application of automated collection tech-
niques or other forms of information tech-
nology; and

Estimates of capital or start-up costs and
costs of operation, maintenance, and pur-
chase of services to provide information.

The collection of information in this
proposed regulation is in §§ 1.337(d)–6T
and 1.337(d)–7T. This information is nec-
essary for the IRS to determine whether
section 1374 treatment or deemed sale
treatment is appropriate for the entity for
which the regulation applies. The collec-
tion of information is required to obtain a
benefit, i.e., to elect section 1374 treat-
ment in lieu of deemed sale treatment in
§ 1.337(d)–6T, or to elect deemed sale
treatment in lieu of section 1374 treat-
ment in § 1.337(d)–7T. The likely respon-
dents for deemed sale elections are C cor-
porations. The likely respondents for
section 1374 elections are RICs and
REITs.

Section 1.337(d)–6T provides that a
section 1374 election is made by filing a
statement and attaching it to any Federal
income tax return filed by the RIC or
REIT on or before March 15, 2003, pro-
vided that the RIC or REIT has reported
consistently with such election for all
periods. Alternatively, a RIC or REIT can
also make a section 1374 election by
informing the IRS prior to January 2,
2002, of its intent to make a section 1374
election. Section 1.337(d)–7T provides
that a deemed sale election is made by
filing a statement and attaching it to the C
corporation’s Federal income tax return
for the taxable year in which the deemed
sale occurs.

Estimated total annual reporting bur-
den: 70 hours.

Estimated average annual burden per
respondent: 30 minutes.

Estimated number of respondents:
140.

Estimated annual frequency of
responses: Once.

An agency may not conduct or spon-
sor, and a person is not required to
respond to, a collection of information
unless it displays a valid control number
assigned by the Office of Management
and Budget.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background

Temporary regulations (T.D. 8975) in
this issue of the Bulletin revise and add
the Income Tax Regulations (26 CFR part
1) relating to section 337(d). The tempo-
rary regulations generally provide that, if
property owned by a C corporation or
property subject to section 1374 owned
by a RIC, a REIT, or an S corporation
becomes the property of a RIC or REIT
by (1) the qualification of the C corpora-
tion as a RIC or REIT, or (2) certain
transfers of property to a RIC or REIT,
then the RIC or REIT will be subject
either to section 1374 treatment or the C
corporation will be subject to deemed sale
treatment. The text of those temporary
regulations also serves as the text of these
proposed regulations. The preamble to the
temporary regulations explains the tem-
porary regulations.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
also has been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply to
these regulations and, because the regula-
tions do not impose a collection of infor-
mation on small entities, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does
not apply. Therefore, a Regulatory Flex-
ibility Analysis is not required. Pursuant
to section 7805(f) of the Code, these pro-
posed regulations will be submitted to the
Chief Counsel for Advocacy of the Small
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Business Administration for comment on
their impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written comments (a
signed original and eight (8) copies) or
electronic comments that are submitted
timely to the IRS. The IRS and Treasury
request comments on the clarity of the
proposed rule and how it may be made
easier to understand. All comments will
be made available for public inspection
and copying. A public hearing may be
scheduled. When a public hearing is
scheduled, notice of the date, time, and
place for the public hearing will be pub-
lished in the Federal Register.

Drafting Information

The principal author of these regula-
tions is Lisa A. Fuller of the Office of
Associate Chief Counsel (Corporate).
Other personnel from Treasury and the
IRS participated in their development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

PART 1—INCOME TAXES

Par. 1. The authority citation for part 1
is amended by adding an entry in numeri-
cal order to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.337(d)–6 also issued under

26 U.S.C. 337.
Section 1.337(d)–7 also issued under

26 U.S.C. 337. * * *
Par. 2. Sections 1.337(d)–6 and

1.337(d)–7 are added to read as follows:

§ 1.337(d)–6 New transitional rules
imposing tax on property owned by a C
corporation that becomes property of a
RIC or REIT.

[The text of proposed § 1.337(d)–6 is
the same as the text of § 1.337(d)–6T
published elsewhere in this issue of the
Federal Register.]

§ 1.337(d)–7 Tax on property owned by a
C corporation that becomes property of a
RIC or REIT.

[The text of proposed §1.337(d)–7 is
the same as the text of §1.337(d)–7T pub-
lished elsewhere in this issue of the Fed-
eral Register.]

Robert E. Wenzel,
Deputy Commissioner of

Internal Revenue.

(Filed by the Office of the Federal Register on
December 31, 2001, 8:45 a.m., and published in the
issue of the Federal Register for January 2, 2002, 67
F.R. 48)
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