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For each of the taxable years ended Cct. 31, 1997
t hrough 2001, the total incone that P, a consolidated
group of corporations, reported in its consolidated
return included anmounts fromthe operations during each
of those taxable years that the parent of P (Parent)
conducted through its foreign branches (Parent’s for-
ei gn branch operations). In calculating the consoli -
dated tax shown in the consolidated return for the
t axabl e year at issue ended Cct. 31, 2001, P clained a
credit for increasing research activities under sec.

41, .R C  In calculating that credit, P elected the
alternative increnental research credit prescribed by
sec. 41(c)(4), I.RC In determning that alternative
credit for the taxable year at issue, P calculated
under sec. 41(c)(1)(B), I.R C, its average annual

gross receipts for the 4 taxable years precedi ng that
taxabl e year by using the total inconme that it reported
inits consolidated return for each of those 4 years
reduced by the anounts included therein for each of
those years from Parent’s foreign branch operati ons.



Held: In determining the alternative research
credit under sec. 41(c)(4), I.R C, and thus the credit
to which Pis entitled under sec. 41(a), I.RC, Pis
required to include in the cal cul ati on under sec.
41(c)(1)(B), I.R C, of its average annual gross re-

ceipts for the 4 taxable years precedi ng the taxable
year at issue the amounts for each of those years from
Parent’s foreign branch operations.

Laurence M Banbi no, M chael B. Shul man, Ri chard John

Gagnon, Jr., and Douglas R MFadyen, for petitioner.
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OPI NI ON

CHI ECHI, Judge: This case is before us on the notion for
summary judgnent of respondent (respondent’s notion) and the
nmotion for summary judgnment of Deere & Co. and Consol i dat ed
Subsi diaries (petitioner’s nmotion).! W shall grant respondent’s
notion, and we shall deny petitioner’s notion.

Backgr ound

At the tinme of the filing of the petition, petitioner
mai ntai ned its principal office in Illinois.

At all relevant tinmes, petitioner manufactured, distributed,
and financed a full line of agricultural equipnment, a variety of

commerci al and consuner equi pment, and a broad range of equi pnent

"W shall refer to the consolidated group of Deere & Co. and
Consol i dat ed Subsi di aries as petitioner.



- 3 -
for construction and forestry and ot her products and provi ded
various services to a worl dw de market.

During each of petitioner’s taxable years ended COctober 31,
1997 through 2001, petitioner’s operations were organi zed and
reported in the follow ng four major business segnents:

(1) Agricultural equipnment (petitioner’s agricultural equipnent
division), (2) comercial and consuner equipnment (petitioner’s
commerci al and consuner equi pnent division), (3) construction and
forestry, and (4) credit. During each of those taxable years,
petitioner received income fromoperations conducted, inter alia,
t hrough branches in Germany, Italy, and Switzerland that Deere &
Co. (Deere), the parent corporation of petitioner, owned. (W
shal |l sonetines refer to the operations conducted through Deere’s
branches in Germany, Italy, and Switzerland as Deere’s foreign
branch operations.)

Deere commenced Deere’s foreign branch operations in Germany
(Deere’s German branch operations) in 1967. At all rel evant
tinmes, Deere’s German branch operations, which were the | argest
of Deere’s foreign branch operations, were primarily part of
petitioner’s agricultural equipnent division. Deere s Gernman
branch operations included the follow ng factories or offices
that Deere operated: (1) Atractor factory in Mannheim Gernmany,
(2) a conbine factory in Zwei bruken, Germany, (3) a cab factory

and a parts depot in Bruchsal, Germany, and (4) a Gernman donestic
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sales office and a European general office in Mannheim Gernmany.
Deere’s German branch operations also included the follow ng
entities: (1) John Deere Intl. GrbH (JDI G and
(2) Maschinenfabri k Kenper GrbH & Co. KG (Kenper).

At all relevant tinmes, JDIG a corporation that Deere
incorporated in 1998 in Germany and wholly owned, had offices in
Mannheim Germany. JDIG operated initially as a marketing
organi zation for export sales outside of Germany and thereafter
as an office for admnistrative, billing, and central services
for the European operations of Deere.

Deere filed Form 8832, Entity C assification Election (Form
8832), in which it elected to treat JDIG effective as of QOctober
14, 1998, as a “foreign eligible entity with a single owner to be
di sregarded as a[n] * * * entity” separate from Deere. Respon-
dent approved that election. (W shall sonetinmes refer to a
foreign eligible entity with a single owner that is to be disre-
garded as a separate entity as a disregarded entity.) Since
Cct ober 14, 1998, Deere and petitioner have (1) treated the
activities of the disregarded entity JDIG as a foreign branch of
Deere and (2) reported in the consolidated tax return, Form 1120,
U S. Corporation Inconme Tax Return, that petitioner filed for
each taxable year (petitioner’s consolidated return) any incone

and expenses of JDI G as Deere’s incone and expenses.
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At all relevant tines, Kenper, a limted partnership forned
in 1997 in Gernmany, ? manufactured attachnents for various farm
equi pnent at a factory and offices in Stadtlohn, Gernany. At
those tines, Deere was a limted partner of Kenper and, as such
owned directly nore than 99 percent of Kenper. Maschinenfabrik
Kenper - Verwal t ungs and Beteiligungs GrbH (MKVB), a subsidiary of
Deere organized in Germany that Deere wholly owned directly, was
t he general partner of Kenper.

At all relevant tinmes, Deere and petitioner have treated
(1) Kenper as a foreign branch and (2) MKVB as if it were a
di sregarded entity. Thus, petitioner has reported in peti-
tioner’s consolidated return any respective income and expenses
of Kenper and MKVB as Deere’s incone and expenses. (W shal
sonetinmes refer to all of Deere’s German branch operations,

i ncluding the operations of JDI G Kenper, and MKVB, as Deere’s
German branch.)

During petitioner’s taxable year ended October 31, 2001, the
year at issue, Deere’s German branch, excluding the respective
operations of JDI G and Kenper,® (1) had approxi mately 4,500

enpl oyees, of whom approxi mately 1,500 were sal ari ed enpl oyees,

2Kenper was fornmed after Deere acquired a conpany in 1996
t hat was subsequently reorgani zed i nto Kenper.

3JDI G and Kenper were very small operations within Deere’s
CGerman branch when neasured by gross receipts and ot her incone
i tens.
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and (2) incurred approximately $237 mllion of wage, salary, and
benefit expenses.

During each of petitioner’s taxable years ended Cctober 31,
1997 through 2001, the operations within Deere’'s German branch
mai nt ai ned separate books and records. During each of those
t axabl e years, those German branch operations, other than the
respective operations of JDI G and Kenper, conprised one or nore
per manent establishnents as provided in article 5 of the Conven-
tion for the Avoi dance of Doubl e Taxation and the Prevention of
Fi scal Evasion with Respect to Taxes on Incone and Capital and to
Certain O her Taxes, U S -F.R G, Aug. 29, 1989, S. Treaty Doc.
No. 101-10 (1991) (U.S.-German Treaty). (W shall refer to a
per manent establishnment as provided in article 5 of the U S. -
German Treaty as a U S.-German Treaty permanent establishnment.)?

At all relevant tines, Deere’ s foreign branch operations in

Italy and Switzerland were significantly smaller than Deere’s

“The parties stipulated that during each of the taxable
years ended COct. 31, 1997 through 2001, the operations wthin
Deere’ s German branch, other than the respective operations of
JDI G and Kenper, constituted one or nore U.S. -Cerman Treaty
per manent establishnents. The parties were unable to agree as to
whet her during each of those years Deere’ s respective foreign
branch operations in Italy and Switzerl and (di scussed bel ow)
constituted one or nore permanent establishnents under the
respective U S. treaties with those countries. The parties agree
that that factual dispute is not material to our deciding the
i ssue presented in the parties’ respective notions for sunmary
judgnent. The parties further agree that if we were to concl ude,
which we do not, that that factual dispute is material to our
deciding that issue, we should deny those notions and hold a
trial to resolve that dispute.
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German branch. Deere’s foreign branch operations in Italy, which
Deere began in 1977, were part of Deere’s agricultural equipnent
di vision. Those operations consisted |argely of a marketing and
sales office in Mlan, Italy, that Deere operated for the sales
of agricultural equipnent primarily in ltaly. (W shall somne-
tinmes refer to all of Deere’ s operations in Italy as Deere’s
Italian branch.)

Deere’s foreign branch operations in Switzerland consisted
of (1) a small branch office in Schaffhausen, Switzerl and, and
(2) John Deere Intl. GrbH (JDI'S). Deere established the snal
branch office in 2000 and has operated it as part of petitioner’s
commerci al and consuner equi pnent division. Deere established
JDIS, alimted liability conpany that Deere organized in 2000 in
Switzerland and wholly owned, in order to serve as the successor
to JDIGin conducting the export sales and marketing operations
for petitioner’s agricultural equipnment division outside Germany.

Deere filed Form 8832 in which it elected to treat JD S,
effective as of June 22, 2000, as a disregarded entity (i.e., an
entity to be disregarded as an entity separate from Deere).
Respondent approved that election. Since June 22, 2000, Deere
and petitioner have (1) treated the activities of the disregarded
entity JDIS as a foreign branch of Deere and (2) reported in
petitioner’s consolidated return any inconme and expenses of JD S

as Deere’s incone and expenses. (W shall sonetines refer to al
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of Deere’s operations in Switzerland, including the operations of
JDI'S, as Deere’s Swi ss branch.)

During petitioner’s taxable year ended October 31, 2001,
Deere paid or accrued foreign income taxes of approximtely $29
mllion with respect to its foreign branch operations in Gernmany,
Italy, and Switzerl and, a substantial portion of which was paid
or accrued on account of German incone taxes.

Petitioner tinely filed petitioner’s consolidated return for
t he taxabl e year ended Cctober 31, 2001.° (W shall refer to
petitioner’s consolidated return for the taxable year ended

Cct ober 31, 2001, as the 10/31/01 return.) In that return,

petitioner reported on page 1, line 1, the follow ng:
Li ne Description Anmount
la G oss receipts or sales $12, 713, 272, 933
1b Less returns and al |l onances 1, 223,782,471
1lc Bal ance (i.e., gross receipts 11, 489, 490, 462

or sales less returns and
al | onances, or net gross
recei pts)
In the 10/31/01 return, petitioner also reported on page 1

lines 2 and 3, the follow ng:

Li ne Description Anount
2 Cost of goods sold (from Schedul e A, $9, 308, 674, 331
Cost of goods sold, line 8)
3 G oss profit (i.e., net gross 2,180, 816, 131

receipts fromline 1c m nus cost of
goods sold fromline 2)

°The corporations that nmade up petitioner were at all rele-
vant tinmes accrual basis taxpayers.
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In the 10/31/01 return, petitioner also reported on page 1

lines 4 through 10, the foll ow ng:

Li ne Descri pti on Anmpount

4 Di vidends (from Schedule C, D vidends $290, 961, 385
and Speci al Deductions)

5 | nt er est 935, 023, 701
6 Gross rents 398, 492, 890
7 Gross royalties 36, 902, 274
8 Capital gain net inconme (from 0
Schedul e D, Capital Gains and
Losses)
9 Net gain or (loss) (from Form 4797, 41, 008, 550
Sal es of Business Property, part
1, line 18)
10 Q her i ncone 810, 670, 466

In the 10/31/01 return, petitioner reported on page 1, line
11, as total income the total (i.e., $4,693,875,6397) of the
anounts |isted above that it reported on page 1, lines 3 through
10, of that return. That total and those anounts included the
anounts, if any, fromthe operations during the taxable year
ended Cctober 31, 2001, that Deere conducted through Deere’s

German branch, Deere’s Italian branch, and Deere’'s Swi ss branch.®

SFor each of the taxable years ended Cct. 31, 1997 through

2000, the total income that petitioner reported on page 1, line
11, of petitioner’s consolidated return, which was the total of
the amounts that petitioner reported on page 1, lines 3 through

10, of each of those returns, included the anounts, if any, from
t he operations during each of those taxable years that Deere
conducted through Deere’s German branch, Deere’s Italian branch,
and Deere’s Sw ss branch.
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Except with respect to the conputation of the credit for
i ncreasing research activities under section 41,7 in calcul ating
t he consolidated tax shown in the 10/31/01 return, petitioner
included all of the inconme and all of the expenses from Deere’s
operations through Deere’s German branch, Deere’ s Italian branch,
and Deere’s Swi ss branch.?®

In cal culating the consolidated tax shown in the 10/31/01
return, petitioner clained as a foreign tax credit a substanti al
portion of the $29 mllion of foreign incone taxes that Deere
paid or accrued with respect to those foreign branch operati ons.

In cal culating the consolidated tax shown in the 10/31/01
return, petitioner also clained a credit of $5,978, 898 under
section 41. In calculating that credit, petitioner elected the
alternative increnental research credit prescribed by section
41(c) (4).

In determning the alternative increnmental research credit
for the taxabl e year ended COctober 31, 2001, petitioner cal cu-

| ated under section 41(c)(1)(B) its average annual gross receipts

‘Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code (Code) in effect for the year at issue.

8Except with respect to the conputation of the credit under
sec. 41, for each of the taxable years ended on or before Cct.
31, 2001, during which Deere conducted operations through Deere’s
German branch, Deere’s Italian branch, and/or Deere’'s Sw ss
branch, petitioner included all of the inconme and all of the
expenses from any such operations in calculating the consolidated
tax reported in petitioner’s consolidated return for each such
year.
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for the 4-year period preceding that year to be $11, 737, 809, 783.
Petitioner calculated that amount of average annual gross re-
ceipts by averaging the followi ng total annual gross receipts for

each of those years:

Taxabl e Year Ended Cct. 31 Total Annual Gross Receipts
1997 $11, 458, 680, 882
1998 11, 871, 525, 477
1999 11, 176, 314, 267
2000 12, 444, 718, 504

In determning the total annual gross receipts |listed above
for each of the 4 taxable years precedi ng the taxable year ended
Cctober 31, 2001, and the average annual gross receipts for those
4 years, petitioner (1) used the total incone that it reported on
page 1, line 11, of petitioner’s consolidated return for each of
t hose years® and (2) reduced that total incone for each of those
years by the following total of (a) gross receipts |ess returns
and al |l owances and (b) other incone itens for each of those years
fromthe operations that Deere conducted though Deere’ s Gernman
branch, Deere’s Swi ss branch, and Deere’s Italian branch (total

annual gross receipts of Deere’s foreign branches):

°The total inconme that petitioner reported on page 1, line
11, of petitioner’s consolidated return for each of the 4 taxable
years preceding the taxable year ended Oct. 31, 2001, was equal
to the total of the ampbunts that it reported on page 1, lines 3
t hrough 10, of each of those returns.



Total Annual Gross Receipts

Taxabl e Year Ended Cct. 31 of Deere’s Foreign Branches
1997 $2, 165, 774, 284
1998 2, 265, 017, 943
1999 2,289,516, 068
2000 2,530, 653, 492

Respondent issued a notice of deficiency to petitioner for
t he taxabl e year ended Cctober 31, 2001 (notice). In that
notice, respondent disallowed the credit under section 41 that
petitioner clainmed in the 10/31/01 return. That was because
respondent determned that in calculating that credit petitioner
had erroneously excluded fromthe conputation of its average
annual gross receipts for the 4 taxable years preceding the
t axabl e year ended Cctober 31, 2001, the follow ng total annual
gross receipts of Deere’ s foreign branches:

Total Annual Gross Receipts

Taxabl e Year Ended Cct. 31 of Deere’s Foreign Branches
1997 $2, 165, 774, 284
1998 2, 265, 017, 943
1999 2,289,516, 068
2000 2,530, 653, 492

In the notice, respondent determ ned that petitioner’s
average annual gross receipts for the 4 taxable years preceding

t he taxabl e year ended COctober 31, 2001, was $13, 373, 420, 885, !

The notice al so pertained to other taxable years that are
not at issue here.

1Respondent cal cul ated the average annual gross receipts
for the 4-year period preceding the taxable year ended Cct. 31,
2001, by averaging the followi ng total annual gross receipts of
(continued. . .)
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and not the $11, 737,809,783 that petitioner reported in the
10/ 31/ 01 return.

Di scussi on

We nust deci de whether petitioner is required to include in
the cal cul ati on under section 41(c)(1)(B) of its average annual
gross receipts for the 4 taxable years precedi ng the taxable year
ended Cctober 31, 2001, the total annual gross receipts of
Deere’s foreign branches for each of those 4 preceding taxable
years.!? Before considering that issue of first inpression, we

shall set forth some background that will be hel pful in under-

(... continued)
petitioner, which included total annual gross receipts of Deere’s
forei gn branches:

Taxabl e Year Ended Cct. 31 Total Annual Gross Receipts
1997 $12, 906, 688, 685
1998 13, 492, 890, 472
1999 12,747, 793, 061
2000 14, 346, 311, 323

Respondent’s conputation of the total annual gross receipts
listed above for each of the 4 years precedi ng the taxable year
ended Cct. 31, 2001, and the average annual gross receipts for
those 4 years not only included total annual gross receipts of
Deere’s foreign branches for each of the taxable years ended Cct.
31, 1997 through 2000, but also reflected certain other adjust-
ments that respondent nade in the notice and that are not in
di sput e.

2Petitioner is required to cal cul ate under sec. 41(c)(1)(B)
its average annual gross receipts for the 4 taxable years preced-
ing the taxable year ended Cct. 31, 2001, in order to conpute the
alternative increnental research credit under sec. 41(c)(4) and
thus the credit under sec. 41(a)(1l) to which it is entitled for
the taxable year at issue ended Cct. 31, 2001.



- 14 -
standing the parties’ respective argunents and in deciding that
i ssue.

As pertinent here, section 38(a)(2) allows as a credit
agai nst the taxes inposed for a taxable year by subtitle A
(relating to inconme taxes), chapter 1, of the Code (chapter 1)

t he amount of the current year business credit.®® Section 38(b)
defines the term“the anount of the current year business credit”
as the sumof certain credits listed in that section, including
the research credit (credit for increasing research activities)
determ ned under section 41(a). See sec. 38(b)(4).

Congress first allowed a credit for increasing research
activities in 1981 when it enacted section 44F into the Code.
Econom ¢ Recovery Tax Act of 1981, Pub. L. 97-34, sec. 221(a), 95
Stat. 241. In allowing that credit, Congress provided “incen-
tives for greater private activity in research” in order to
“stinmulate a higher rate of capital formation and to increase
productivity”. H Rept. 97-201, at 111 (1981), 1981-2 C B. 352,
358; S. Rept. 97-144, at 77 (1981), 1981-2 C.B. 412, 439. The
credit for increasing research activities that Congress enacted
as section 44F was redesi gnated by Congress in 1984 as section 30

of the Code, Deficit Reduction Act of 1984, Pub. L. 98-369, sec.

13As pertinent here and as discussed infra note 39, a credit
under sec. 38(a)(2) is not allowed against all of the taxes
i nposed by chapter 1. See, e.g., sec. 1.882-1(d), Incone Tax
Regs.
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471(c), 98 Stat. 826, 831-832, and was reenacted and redesi gnated
by Congress in 1986 as section 41 of the Code, Tax Reform Act of
1986, Pub. L. 99-514, sec. 231(d)(2), 100 Stat. 2173-2180. In
connection with the latter reenactnent, Congress indicated that
t he “purpose of enacting the credit [in 1981] was to encourage
business firnms to performthe research necessary to increase the
i nnovative qualities and efficiency of the U S. econony.” H
Rept. 99-426, at 177 (1985), 1986-3 C.B. (Vol. 2) 1, 177; S.
Rept. 99-313, at 694 (1986), 1986-3 C.B. (Vol. 3) 1, 694.

When Congress first enacted the credit for increasing
research activities in 1981 as section 44F, the cal cul ati on of
the credit was based on expenditures with respect to qualified
research. Specifically, then section 44F(a) allowed as a credit
for the taxable year an anount equal to 25 percent of the excess,
if any, of the qualified research expenses for the taxable year
over the base period research expenses. Then section 44F(b)
defined the term“qualified research expenses” to nean the sum of
certain anmounts with respect to qualified research as defined in
then section 44F(d) that were described in then section 44F(b)
and that were paid or incurred by the taxpayer during the taxable
year in carrying on any trade or business of the taxpayer. For
this purpose, qualified research did not include research con-
ducted outside the United States. See then sec. 44F(d)(1). In

[imting the expenditures with respect to research on which the
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credit under then section 44F was to be conputed to expenditures
Wi th respect to certain research in the United States, Congress
i ndi cated that

expenditures for research which is conducted outside

the United States do not enter into the credit conputa-

tion, whether or not the taxpayer is |located or does

business in the United States; the test is whether the

| aboratory experinents, etc., actually take place in

this country.
H Rept. 97-201, supra at 116, 1981-2 C.B. at 361

When Congress first enacted the credit for increasing
research activities in 1981 as section 44F, Congress intended to
prevent artificial increases in research expenditures, in partic-
ular through the shifting of expenditures in the case of
i ntraconpany transactions anong a controlled group of corpora-
tions or otherw se rel ated persons, including partnerships,
proprietorshi ps, and any other trades or businesses, whether or
not incorporated, that were under common control of the taxpayer
Specifically, Congress provided special rules in then section
44F(f) to ensure that the credit was allowed only where there

were actual increases in qualified research expenditures for the

taxable year.!* See id. at 123-124, 1981-2 C.B. at 364-365; S.

4Then sec. 44F(f)(1) created a so-call ed aggregation-of -

expenditures rule (aggregation rule). Pursuant to that rule, in

determ ning the amount of the credit under then sec. 44F,

(1)(a) all menmbers of the sanme controlled group of corporations

within the neaning of then sec. 44F(f)(5) were to be treated as a

si ngl e taxpayer and (b) under regul ati ons prescribed by the

Secretary of the Treasury (Secretary), all trades or businesses,
(continued. . .)
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Rept. 97-144, supra at 83-84, 1981-2 C B. at 442-443.

When Congress reenacted and redesignated the credit for
i ncreasing research activities in 1986 as section 41, it re-
tained, inter alia, the approach of (1) calculating the credit on
the basis of expenditures with respect to qualified research, see
then sec. 41(a)(1),*® (2) excluding fromqualified research
research conducted outside the United States, i.e., foreign
research, see then sec. 41(d)(4)(F), and (3) ensuring that the
credit was allowed only where there were actual increases in
qualified research expenditures, in particular in the case of
i ntraconpany transactions anong a controlled group of corpora-
tions or otherw se rel ated persons, including partnerships,

proprietorshi ps, and any other trades or businesses, whether or

¥4(...continued)
whet her or not incorporated, under conmon control within the
meani ng of then sec. 44F(f)(1)(B) were to be treated as a single
taxpayer, and (2) the credit, if any, allowable by then sec. 44F
to each such nenber and to each such person was to be its propor-
tionate share, if any, of the qualified research expenses giving
rise to the credit.

5Speci fically, when Congress reenacted and redesi gnated the
credit for increasing research activities in 1986 as sec. 41,
then sec. 41(a)(1l) included in the conputation of that credit for
a taxabl e year 20 percent of the excess, if any, of (1) the
qual i fied research expenses for the taxable year over (2) the
base period research expenses. At that time, Congress also
allowed for the first time in then sec. 41(a)(2) 20 percent of
t he basic research paynents determ ned under sec. 41(e)(1)(A) to
be included in the conputation of the credit. Petitioner does
not claimany credit under sec. 41 calcul ated by reference to
basi ¢ research paynents determ ned under sec. 41(e)(1)(A). See
sec. 41(a)(2).
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not incorporated, that were under common control of the taxpayer,
see then sec. 41(f).

In 1989, Congress nmade a change to the conputation of the
credit for increasing research activities under section 41 that
is mterial to the issue in the parties’ respective notions for
sunmary judgnent.® See Omi bus Budget Reconciliation Act of
1989, Pub. L. 101-239, sec. 7110(b), 103 Stat. 2323-2324.
Specifically, in 1989 Congress decided to base the cal cul ati on of
that credit on not only expenditures with respect to qualified
research but al so gross receipts.! Congress gave the follow ng
expl anation for that decision:

In extending the research credit, the conmmttee

w shed to respond to the criticismthat the incentive

effect of the present-|law research credit was di m n-

ished as a result of the nethod of conputing the tax-

payer’s base amount. Critics have noted that although

an increase in research expenditures resulted in a

t axpayer receiving a larger credit for that year, it

al so resulted in higher base period anobunts (and there-

fore smaller credits) in the followng three years. As

a consequence, the present-law credit’s nmarginal incen-

tive effect provided in the first year was largely

offset in the following three years. The commttee,
therefore, nodified the nethod of cal culating a tax-

8Qx her changes that Congress nade to sec. 41 in 1989 are
not material to the issue that we nust decide.

Y7'n 1989, Congress did not change then sec. 41(a)(2) that
Congress had enacted into the Code in 1986 and that all owed for
the first time 20 percent of the basic research paynents deter-

m ned under then sec. 41(e)(1)(A) to be included in the conputa-
tion of the credit for increasing research activities. See supra
note 15. Nor did Congress change in 1989 the definition of
foreign research in then sec. 41(d)(4)(F) or the aggregation rule
in then sec. 41(f).
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payer’s base anmount in order to enhance the credit’s
incentive effect. The commttee did wi sh, however, to
retain an increnental credit structure in order to
maxi m ze the credit’s efficiency by not allowing (to
the extent possible) credits for research that would
have been undertaken in any event.

Al though the conmttee believes it is inportant to
readj ust the base anount annually in a way which does
not undercut the incentive effect of the credit (which
occurs when a firms base is adjusted solely by refer-
ence to its own prior levels of research spending), the
commttee also determned it was appropriate that the
base adjustnents reflect firmspecific factors. By
adj usting each taxpayer’s base to its own experience,
the coonmttee wanted to make the credit w dely avail -
able at the | owest possible revenue cost.

Because busi nesses often determne their research
budgets as a fixed percentage of gross receipts, it is
appropriate to i ndex each taxpayer’s base anobunt to
average growh in its gross receipts. By so adjusting
each taxpayer’s base anpbunt, the commttee believes the
credit will be better able to achieve its intended
pur pose of rewarding taxpayers for research expenses in
excess of amounts which woul d have been expended in any
case. Using gross receipts as an index, firnms in fast-
grow ng sectors will not be unduly rewarded if their
research intensity, as neasured by their ratio of
qualified research to gross receipts, does not corre-
spondi ngly increase. Likewise, firns in sectors with
slower growth will still be able to earn credits as
|l ong as they maintain research expenditures commensu-
rate with their own sal es grow h.

Adjusting a taxpayer’s base by reference to its
gross recei pts also has the advantage of effectively
indexing the credit for inflation and preventing tax-
payers from being rewarded for increases in research
spending that are attributable solely to inflation.

H Rept. 101-247, at 1199-1200 (1989).1

8There was no provision relating to the credit under sec.
41 in the bill that the U S. Senate passed. See H R 3299, 101st
Cong. (as passed by Senate, Cct. 13, 1989); see also H Conf.
(continued. . .)
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As changed by Congress in 1989 and as in effect for the year
at issue, section 41(a) provides that for purposes of section 38
the research credit determ ned under section 41 for the taxable
year is an anount equal to the sumof (1) 20 percent of the
excess, if any, of (a) the taxpayer’s qualified research expenses
for the taxable year over (b) the base anmount and (2) 20 percent
of the taxpayer’s basic research paynents determ ned under
section 41(e)(1)(A) .1

As enacted by Congress in 1989 and as in effect for the year
at issue, section 41(c)(1) defines the term “base anount” to nean
t he product of (1) the fixed-base percentage? and (2) the aver-
age annual gross receipts of the taxpayer for the 4 taxable years
precedi ng the taxable year for which the credit is being deter-

mned (credit year).?

18( ... continued)
Rept. 101-386, at 543 (1989).

19See supra note 15.

20Sec. 41(c)(3)(A) defines the term “fixed-base percentage”
to mean generally the percentage that the aggregate qualified
research expenses of the taxpayer for taxable years beginning
after Dec. 31, 1983, and before Jan. 1, 1989, is of the aggregate
gross receipts of the taxpayer for those taxable years. Sec.
41(c)(3)(C) provides that in no event is the fixed-base percent-
age to exceed 16 percent.

21Sec. 41(c)(2) provides that in no event is the base anobunt
to be less than 50 percent of the qualified research expenses for
the credit year.
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When Congress decided in 1989 to base the conputation of the
credit for increasing research activities on not only expendi -
tures with respect to qualified research but al so gross receipts,
Congress enacted section 41(c)(5) into the Code.?2 Then section
41(c) (5) provided:

(5) Gross receipts.--For purposes of this subsec-

tion [(c) of section 41 relating to base anount], gross

recei pts for any taxable year shall be reduced by

returns and al |l owances made during the taxable year.

In the case of a foreign corporation, there shall be

taken into account only gross receipts which are effec-

tively connected with the conduct of a trade or busi-

ness within the United States.

In changing in 1989 the conputation of the credit for
i ncreasing research activities, Congress generally followed, with
certain nodifications, the provision relating to that credit in
the bill of the U S. House of Representatives (House bill provi-
sion).2 See H Conf. Rept. 101-386, at 543 (1989) (Conference

Report). In describing the House bill provision, the Conference

22l n 1989, Congress al so enacted sec. 41(c)(4), entitled
“Consi stent treatnent of expenses required”, into the Code.
Specifically, then sec. 41(c)(4)(A) required that qualified
research expenses be taken into account in conputing the fixed-
base percentage on a basis consistent with the determ nation of
qualified research expenses for the credit year. Then sec.
41(c)(4)(B) authorized the Secretary to prescribe regulations in
order to prevent distortions in the calculation of the taxpayer’s
qualified research expenses or gross receipts caused by a change
i n accounting nmethods that the taxpayer used between the current
year and a year taken into account in conputing the taxpayer’s
fi xed-base percentage. In 1996, Congress redesignated then sec.
41(c)(4) as sec. 41(c)(5). See infra note 25.

28See supra note 18.
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Report stated, inter alia: “the [House] bill provides that a
foreign affiliate’ s gross receipts which are not effectively
connected with the conduct of a trade or business in the United
States do not enter into the conmputation of the credit.” [d. at
542, 2

In 1996, Congress enacted new section 41(c)(4) into the
Code, effective for taxable years that began after June 30,
1996.% Small Business Job Protection Act of 1996, Pub. L. 104-
188, sec. 1204(c), (f)(2), 110 Stat. 1774, 1775. That section
allows a taxpayer to elect an alternative nmethod of conputing the
credit under section 41 and establishes a three-tiered fornula
for making that alternative conputation. Petitioner made the
el ection under section 41(c)(4) for the taxable year at issue
ended Cctober 31, 2001. 2%

As in effect for the year at issue, section 41(c)(4) pro-

vides that the credit for increasing research activities deter-

24The report of the U S. House of Representatives contained
| anguage relating to its proposed change in 1989 to the conputa-
tion of the credit under sec. 41 that is identical to the | an-
guage in the Conference Report quoted in the text. See H Rept.
101- 247, at 1202-1203 (1989).

2When Congress enacted new sec. 41(c)(4) into the Code in
1996, it redesignated then sec. 41(c)(4), entitled *Consistent
treat nent of expenses required”, and then sec. 41(c)(5), entitled
“oss receipts”, as sec. 41(c)(5) and (6), respectively.

26Pur suant to sec. 41(c)(4)(B), petitioner’'s election ap-
plies to the taxable year at issue and all succeedi ng taxable
years unl ess revoked with the consent of the Secretary.
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m ned under section 41(a)(1l) is equal to the sumof (1) 2.65
percent of so nmuch of the qualifying research expenses for the
t axabl e year as exceeds 1 percent of the average described in
section 41(c)(1)(B) (i.e., the average annual gross receipts of
the taxpayer for the 4 taxable years preceding the credit year)
but does not exceed 1.5 percent of that average, (2) 3.2 percent
of so nmuch of those expenses as exceeds 1.5 percent of that
average but does not exceed 2 percent of that average, and
(3) 3.75 percent of so nmuch of those expenses as exceeds 2
percent of that average. See sec. 41(c)(4)(A.

In 1999, Congress changed the definition of foreign research
in section 41(d)(4)(F) to read: “Any research conducted outside
the United States, the Commonweal th of Puerto Rico, or any
possession of the United States.” Congress thereby expanded the
definition of qualified research in section 41(d) to include
certain research conducted in not only the United States but al so
the Comonweal th of Puerto Rico and any possession of the United
States. See Ticket to Wirk and Work I ncentives | nprovenent Act
of 1999 (1999 Act), Pub. L. 106-170, sec. 502(c)(1), 113 Stat.
19109.

When Congress expanded in 1999 the definition of qualified
research in section 41(d) to include certain research conducted
in not only the United States but al so the Commonweal th of Puerto

Ri co and any possession of the United States, Congress added the
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followi ng phrase at the end of section 41(c)(6), entitled “Goss
receipts”: “the Comopnwealth of Puerto Rico, or any possession
of the United States”.?” See 1999 Act sec. 502(c)(1l). Section
41(c)(6) as anended in 1999 and as in effect for the year at
I ssue provides:

(6) Gross receipts.--For purposes of this subsec-

tion [(c) of section 41 relating to base anount], gross

recei pts for any taxable year shall be reduced by

returns and al |l owances made during the taxable year.

In the case of a foreign corporation, there shall be

taken into account only gross receipts which are effec-

tively connected with the conduct of a trade or busi-

ness within the United States, the Conmonweal th of

Puerto Rico, or any possession of the United States.

The foregoi ng background gi ves context to the respective
positions and argunents of the parties on the sole issue that we
nmust decide. Before considering those positions and argunents,
we note that our review of the filings that the parties made with
respect to their respective notions for summary judgnent raised
certain questions that we gave the parties an opportunity to

address at a hearing (Court’s hearing).?® After that hearing,

2"The changes that Congress made in 1999 to sec. 41(d)(4)(F)
and (c)(6) were generally effective with respect to anounts paid
or incurred after June 30, 1999. See Ticket to Wrk and Wrk
| ncentives | nprovenent Act of 1999, Pub. L. 106-170, sec.
502(c)(3), 113 Stat. 1920.

22Before the Court’s hearing, respondent filed respondent’s
notion and a menorandum of | aw in support of that notion.
Petitioner then filed petitioner’s notion and a nmenorandum of | aw
in support of that notion and in opposition to respondent’s
nmotion. Thereafter, respondent filed a nmenorandum of law in
opposition to petitioner’s notion. Petitioner then filed a reply
(continued. . .)
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petitioner filed a notion for leave to file a suppl enent al
menor andum of law. We granted that notion and all owed petitioner
to file a supplenental nenorandum of |aw (petitioner’s suppl enen-
tal nmenmorandum. W also allowed respondent to file a suppl enen-
tal menmorandum of | aw (respondent’ s suppl enental nenorandum .

We consider now the respective positions and argunments of
the parties on the issue presented. It is petitioner’s position
that, in calculating the alternative increnmental credit under
section 41(c)(4) (alternative section 41 credit), petitioner is
not required to include in the conputation of the average de-
scribed in section 41(c)(1)(B) (i.e., its average annual gross
receipts for the 4 taxable years preceding the taxable year ended
Cctober 31, 2001) the total annual gross receipts of Deere’s
foreign branches for each of those 4 preceding taxable years. It
is respondent’s position that petitioner is required to do so.

Petitioner maintains in petitioner’s filings and peti -
tioner’s suppl enental nmenorandum and respondent no | onger

di sputes, that section 41 does not provide a definition of the

28(. .. continued)
to respondent’ s nmenorandumin opposition to petitioner’s notion.
We shall refer to the filings that petitioner nade and the
filings that respondent made before the Court’s hearing took
pl ace as petitioner’s filings and respondent’s filings, respec-
tively.
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term“gross receipts” used in section 41(c).? Petitioner fur-
ther maintains in petitioner’s filings and petitioner’s supple-
ment al nmenorandum and respondent continues to dispute, that we
should interpret the term“gross receipts” in section
41(c)(1)(B)* to exclude the total annual gross receipts of
Deere’s foreign branches. According to petitioner, “the struc-
ture of the statute” and its legislative history “denonstrate

* * * that Congress did not intend to include such receipts.”3!

2l n respondent’s filings, respondent argued that sec. 41
“provides an expansive definition of the activities or sources of
i ncone to be included” in gross receipts under sec. 41(c) and
that there are “Only two stated exceptions to the definition of
gross receipts [that] are identified in section 41(c)(6)”. 1In
respondent’s suppl enental menorandum respondent states: “Re-
spondent agrees that the scope of gross receipts * * * is not
entirely clear and unanbi guous.”

3%As di scussed previously, sec. 41(c)(1)(B) states: “the
average annual gross receipts of the taxpayer for the 4 taxable
years precedi ng the taxable year for which the credit is being
determined”. It is necessary for petitioner to cal cul ate under
sec. 41(c)(1)(B) that average in order to conpute under sec.
41(c)(4) the alternative section 41 credit. See supra note 12.

31petitioner advanced its argunents about “the structure of
the statute” and Congress’s intent in enacting that statute in
petitioner’s filings. Petitioner reaffirnms those argunents in
petitioner’s supplenental nmenorandum albeit in somewhat differ-
ent | anguage than petitioner used in petitioner’s filings.
Respondent mai ntains, and petitioner disputes, that in peti-
tioner’s suppl enental nmenorandum petitioner nodified an argunent
advanced in petitioner’s filings and thus advances a new ar gunent
that it did not advance in petitioner’s filings. According to
petitioner,

Petitioner does not take the position that anmounts

shoul d be excluded from gross receipts for purposes of

section 41 nerely because they are foreign source
(continued. . .)
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We turn first to petitioner’s argunent that “the structure
of the statute denonstrates that Congress did not intend [peti-
tioner] to include” the total annual gross receipts of Deere’s
foreign branches in calcul ating under section 41(c)(1)(B) peti-
tioner’s average annual gross receipts for the 4 taxable years
precedi ng the taxable year at issue. |In support of that argu-
ment, petitioner asserts:

Because section 41 does not provide a conprehensive
definition of “gross receipts,” no negative inplication
shoul d be drawn fromthe absence of a simlar express
exclusion in the case of an unincorporated foreign
branch [as appears in the second sentence of section
41(c)(6) in the case of a foreign corporation].

Rat her, because the R&E credit is calculated for al
comonly control |l ed corporations and uni ncor por at ed
trades or businesses under section 41(f), it follows
that foreign gross receipts froma foreign trade or
busi ness such as a foreign branch operation should be

31(...continued)

within the neani ng of sections 861-865 (or, conversely,
included in gross receipts nerely because they are U. S.
source). * * * While Petitioner concedes that the point
was not adequately addressed in * * * [petitioner’s
filings], and that Petitioner’s counsel who spoke at
the [Court’s] Hearing at tinmes erroneously represented
Petitioner’s position, Petitioner does not believe that
its position in this regard constitutes a change or
nodi fication fromthat set forth in Petitioner’s * * *
[filings]. Throughout its filings, Petitioner nade
clear that the anobunts it was seeking to exclude from
gross receipts were, first and forenost, only those
related to its foreign branches. * * *

We need not resolve the parties’ disagreenent over whether
petitioner advances a new argunent in petitioner’s suppl enental
menmor andum  We address herein the argunents that are the |inch-
pins of petitioner’s position on the issue presented.
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excl uded just as the [second sentence of] section
41(c)(6) expressly does for a foreign corporation.[3

W reject petitioner’s argunent that the structure of
section 41, in particular (1) the second sentence of section
41(c)(6) and (2) section 41(f), shows that Congress did not
intend to require it to include in the calcul ati on under section
41(c)(1)(B) the total annual gross receipts of Deere’s foreign
branches. Wen Congress first enacted the credit for increasing
research activities in 1981 as section 44F, Congress intended to
prevent artificial increases in research expenditures, in partic-
ular through the shifting of expenditures in the case of
i ntraconpany transactions anong a controlled group of corpora-
tions or otherw se rel ated persons, including partnerships,
proprietorshi ps, and any other trades or businesses, whether or
not incorporated, that were under common control of the taxpayer
To do so, Congress provided the aggregation rule in then section
44F(f) to ensure that the credit was allowed only where there
were actual increases in qualified research expenditures for the
taxable year. See H Rept. 97-201, supra at 123-124, 1981-2 C. B
at 364-365; S. Rept. 97-144, supra at 83-84, 1981-2 C B. at 442-

443. In 1981 when Congress enacted the credit for increasing

32As pertinent here, the second sentence of sec. 41(c)(6)
states: “In the case of a foreign corporation, there shall be
taken into account only gross receipts which are effectively
connected with the conduct of a trade or business within the
United States”. See infra note 38.
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research activities as section 44F and in 1989 when it changed
the basis of calculating that credit and retained the aggregation
rule in section 41(f),* Congress was famliar with the concepts
of “controlled group of corporations” and “all trades or busi-
nesses (whether or not incorporated) which are under conmon
control”. See then sec. 44F(f)(1); sec. 41(f)(1). As pertinent
here, Congress provided in then section 44F(f)(1)(B) and section
41(f)(1)(B) that, under regul ations prescribed by the Secretary,
in determning the anount of the credit under section 41, al
trades or businesses, whether or not incorporated, which are
under common control are to be treated as a single taxpayer, and
the credit for increasing research activities, if any, allowable
to each such person is to be its proportionate share of the
qualified research expenses giving rise to the credit. Congress
mandated in then section 44F(f)(1)(B) and section 41(f)(1)(B)

The regul ati ons prescri bed under this subparagraph [(B)

of then section 44F(f)(1) and (B) of section 41(f)(1)

relating to all trades or businesses, whether or not

i ncor porated, which are under comon control] shall be

based on principles simlar to the principles which

apply in the case of subparagraph (A) [of then section

44F(f) (1) and section 41(f)(1) relating to a controlled

group of corporations].
In other words, Congress directed in then section 44F(f)(1)(B)
and section 41(f)(1)(B) that principles simlar to the principles

in then section 44F(f)(1)(A) and section 41(f)(1)(A) which apply

33See supra note 17.
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in determning the anobunt of the credit for increasing research
activities in the case of a controlled group of corporations are
to apply in determ ning the anmount of the credit in the case of
all trades or businesses, whether or not incorporated, under
common contr ol

When Congress wanted to apply to all trades or businesses,
whet her or not incorporated, under comon control principles that
are simlar to the principles in then section 44F(f)(1) (A and
section 41(f)(1)(A) relating to a controlled group of corpora-
tions, Congress knew how to, and did, so mandate. |f Congress
had wanted to exclude fromor include in the cal cul ati on under
section 41(c)(1)(B) the gross receipts of all foreign unincorpo-
rated trades or businesses (e.g., Deere’'s foreign branches) on
the basis of principles simlar to the principles that Congress
prescribed in the second sentence of section 41(c)(6) in the case
of foreign corporations, it knew how to so nandate and woul d have
so mandated. It did not. The silence of Congress is strident.

We turn next to petitioner’s argunent that the |egislative
hi story of section 41 denonstrates that Congress did not intend
to include in the cal cul ati on under section 41(c)(1)(B) the total
annual gross receipts of Deere’s foreign branches. In support of
t hat argunent, petitioner asserts:

Al t hough [the second sentence of] section 41(c)(6)

expressly refers only to “foreign corporations,” the

| egi slative history of * * * [the Omi bus Budget Recon-
ciliation Act of 1989], in which Congress added the
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gross recei pts conponent to the R&E credit, describes
this provision differently, stating: “[T]he bil
provides that a foreign affiliate’s gross receipts

whi ch are not effectively connected wth the conduct of
a trade or business in the United States do not enter
into the conputation of the credit.” * * * The term
“affiliate” has a broader neaning than the term “corpo-
ration.” * * *

The likely explanation for the use of the broad
term*“affiliate,” rather than “corporation,” in the
* * * [ Omibus Budget Reconciliation Act of 1989]
| egislative history is that the Budget Commttee viewed
the “taxpayer” under section 41(c) as being the con-
trolled group of both foreign corporations and foreign
uni ncor porated trades or businesses, consistent with
section 41(f). As such, the Budget Commttee used the
broad term“affiliate” to enconpass trades or busi-
nesses as well as corporations, both of which may
constitute nmenbers of the controlled group--i.e., “the

t axpayer” under the statute. [Fn. ref. omtted. 3

3 n petitioner’s suppl enental nenorandum petitioner re-
states the argunent in petitioner’s filings that is discussed in
the text. In petitioner’s supplenental nmenorandum petitioner
argues:

Petitioner believes that there generally should be
symmetry between the treatnent of foreign and donestic
taxpayers. This symetry lies at the heart of Peti-
tioner’s position. Specifically, it is Petitioner’s
position that any receipt froma trade or business that
woul d be expressly included in gross receipts by virtue
of section 41(c)(6) if derived by a foreign corporation
should simlarly be included if derived by a foreign
partnership, foreign sole proprietorship or foreign
branch. Conversely, any receipt attributable to the
activities of a foreign corporation that wuld not be
included in gross receipts pursuant to section 41(c)(6)
shoul d not be required to be included in gross receipts
where the activities are conducted by a foreign part-
nership, foreign sole proprietorship or foreign branch
Petitioner believes * * * that Congress intended this
equality in treatnment * * *,
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W reject petitioner’s argunent that the | egislative history
of section 41 shows that Congress did not intend to include in
the cal cul ati on under section 41(c)(1)(B) the total annual gross
recei pts of Deere’s foreign branches. Petitioner’s reliance on
the legislative history of the second sentence of section
41(c)(6), which refers to a “foreign affiliate”, is inproper and
m spl aced. The second sentence of section 41(c)(6) is clear and
unanbi guous on its face and applies only in the case of a foreign
corporation.® W generally may not resort to |l egislative his-
tory to give neaning to a clear and unanbi guous statute. See,

e.g., United States v. Ron Pair Enters., Inc., 489 U S. 235, 241

(1989); Montgonery v. Conm ssioner, 122 T.C. 1, 7 (2004). W may

not resort here to the legislative history of the clear and
unanbi guous second sentence of section 41(c)(6) on which peti-
tioner relies. That history does not support, |et al one unequiv-
ocal ly support, petitioner’s argunent that Congress did not
intend to include in the cal culation under section 41(c)(1)(B)
the total annual gross receipts of Deere’s foreign branches.

See, e.g., Huntsberry v. Comm ssioner, 83 T.C 742, 747-748

(1984). Even though the legislative history on which petitioner
relies used the term*“foreign affiliate”, that termis itself

anbi guous, and Congress used the unanbi guous term “foreign

3%The second sentence of sec. 41(c)(6) begins: “In the case
of a foreign corporation”.
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corporation” when it enacted the second sentence of section
41(c)(6). Furthernore, the concept “effectively connected with
t he conduct of a trade or business within the United States”, 36
whi ch Congress used in the second sentence of section 41(c)(6)
“I'n the case of a foreign corporation”, is a concept that Con-
gress enacted into the Code and that applies to a foreign corpo-
ration (as well as to a nonresident alien individual). It is not
a concept that the Code applies to a foreign “affiliate” that is
not a foreign corporation. See secs. 882, 872. The clear and
unanbi guous | anguage of the second sentence of section 41(c)(6)
is controlling.

We turn now to another argunent that petitioner advances in
support of its position on the issue presented. Petitioner
ar gues:

Interpreting “gross receipts” under section 41(c)

to exclude gross receipts fromforeign branches such as

t hose operated by Deere is consistent with the histori -

cal focus of the R&E credit on donestic activities

* * * [which] did not change when the gross receipts

conponents of the R&E credit were originally introduced

as part of * * * [the Omi bus Budget Reconciliation Act

of 1989]. * * *
I n support of that argument, petitioner asserts:

the R&E credit has been focused on activities within

the United States since its original enactnent in 1981.

* * * Interpreting “gross receipts” to include only
donestic gross receipts maintains that donestic focus.

* * %

%6See supra note 32.



* * * |In no way did Congress intend the gross
recei pts conponent of the base anmount cal culation to
fundanentally alter the basic framework of the R&E
credit by changing its historic donestic focus.

Simlarly, there is nothing about the addition of

the * * * [alternative increnental research credit

under sec. 41(c)(4)] to the R&E credit that alters the

donestic orientation of the statute. * * * The | egi sl a-

tive history [of the alternative increnmental research

credit] provides no explanation as to the purpose of *

* * [that credit], but there is no purpose apparent in

that reginme * * * to expand the scope of the credit in

general, and the calculation of gross receipts in

particul ar, beyond the taxpayer’s donestic activities.

[Fn. ref. omtted.]

As we understand it, petitioner is arguing that the “his-
toric donestic focus” of the credit for increasing research
activities was on both the making of research expenditures in the
United States and the conduct of a taxpayer’s trade or business
in the United States. According to petitioner, its interpreta-
tion of the term*“gross receipts” is consistent with the all eged
“historic donmestic focus” of the credit for increasing research
activities on the conduct of a taxpayer’s trade or business in

the United States.?®

31 n petitioner’s suppl enental nenorandum petitioner ar-
gues:

whet her a particular receipt is required to be taken

into account for purposes of section 41 should be

determ ned primarily by whether or not the receipt has

the requisite nexus wwth the United States. * * * In

the case of a donestic taxpayer, Petitioner believes

that the essential consideration is whether or not the
receipt in question fornms part of the taxpayer’'s U S

(continued. . .)
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W reject petitioner’s argunent regarding the all eged
“historic donestic focus” of the credit involved here. |In 1981
when Congress first enacted the credit for increasing research
activities into the Code and thereafter when Congress reenacted
that credit into the Code, it did so in order to provide “incen-
tives for greater private activity in research”, H Rept. 97-201,
supra at 111, 1981-2 C. B. at 358; S. Rept. 97-144, supra at 77,
1981-2 C. B. at 439, which would thereby “encourage business firns
to performthe research necessary to increase the innovative
qualities and efficiency of the U S. econony”, H Rept. 99-426,
supra at 177, 1986-3 C.B. (Vol. 2) at 177; S. Rept. 99-313, supra
at 694, 1986-3 C.B. (Vol. 3) at 694. Throughout the history of
the credit for increasing research activities, Congress excl uded
fromresearch qualifying for the credit research conducted
outside the United States. See then sec. 44F(d)(1l); sec.
41(d)(4)(F). In doing so, Congress wanted to ensure that

expenditures for research which is conducted outside

the United States do not enter into the credit conputa-

tion, whether or not the taxpayer is |located or does

business in the United States; the test is whether the

| aboratory experinents, etc., actually take place in
this country. [38

37(...conti nued)

trade or business or is attributable to a trade or
busi ness bei ng conducted outside of the United States.
[Fn. ref. omtted.]

%] n 1999, Congress expanded the definition of qualified
research in sec. 41(d) to include certain research conducted in
not only the United States but also the Conmmonweal th of Puerto

(continued. . .)
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H Rept. 97-201, supra at 116, 1981-2 C.B. at 361

As made clear in the above-quoted | egislative history of the
credit for increasing research activities, the “historic donestic
focus” of Congress in providing that credit was to pronote
expenditures for research conducted in the United States; it was
not on “whether or not the taxpayer is |ocated or does business
inthe United States”. 1d. W reject petitioner’s assertion
that in the case of a U S. corporation “the essential consider-
ation is whether or not the receipt in question fornms part of the
taxpayer’s U.S. trade or business or is attributable to a trade
or business being conducted outside the United States.”

We conclude that neither the structure or the |egislative
hi story of section 41 nor the so-called historic donestic focus
of the credit for increasing research activities establishes that
Congress intended to exclude the total annual gross receipts of
Deere’s foreign branch operations fromthe conputation under
section 41(c)(1)(B) of petitioner’s average annual gross receipts

for the 4 taxable years preceding the taxable year at issue ended

38(...continued)
Ri co and any possession of the United States. See sec.
41(d) (4)(F). Petitioner does not claimthat what it calls a
“mar gi nal expansion” in 1999 of the definition of qualified
research is material to resolving the issue presented here. Nor
does petitioner maintain that the foll ow ng phrase that Congress
added at the end of sec. 41(c)(6) in 1999 when Congress expanded
the definition of qualified research is material to resolving the
i ssue here: “the Commonwealth of Puerto Rico, or any possession
of the United States.”



- 37 -
COct ober 31, 2001.°%° During each of the taxable years ended
Cct ober 31, 1997 through 2000, the total incone that petitioner
reported on page 1, line 11, of petitioner’s consolidated return
i ncluded the anmounts, if any, fromthe operations during each of
t hose years that Deere conducted through Deere’s German branch,
Deere’s Italian branch, and Deere’s Swi ss branch. Petitioner has
failed to establish, and we have not found, any valid reason for
excl udi ng those anobunts fromthe cal cul ati on under section
41(c) (1) (B)

Petitioner’s final argunent in support of its position on
the issue presented is that “even if the gross receipts from
Deere’s foreign branch operations were construed to be within the
literal nmeaning of ‘gross receipts’ under section 41(c) * * *,
the Court should interpret the statute to exclude such receipts.”
I n support of that argunent, petitioner asserts:

even if the term“gross receipts” under section

41(c)(4) could be read literally to include * * * gross
receipts fromDeere' s foreign branch operations, this

®Neither sec. 41 nor its legislative history sheds any
I ight on why Congress decided in the case of a foreign corpora-
tion to include in gross recei pts under sec. 41(c) “only gross
recei pts which are effectively connected wwth the conduct of a
trade or business within the United States”. The reason that
Congress did so mght sinply have been that the credits permtted
by, inter alia, sec. 38, which includes the credit for increasing
research activities under sec. 41, are not allowed against the
flat tax of 30 percent inposed by sec. 881(a) and sec. 1.882-
1(b) (1), Income Tax Regs., on the inconme of a foreign corporation
which is not effectively connected with the conduct of a trade or
business within the United States. See sec. 1.882-1(d), Incone
Tax Regs.
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Court should reject that reading to avoid a result

plainly at variance with the congressional intent

behind the R&E credit.

W reject for the reasons di scussed above petitioner’s
assertion that the inclusion of the total annual gross receipts
of Deere’s foreign branches in the cal cul ati on under section
41(c)(1)(B) is “plainly at variance with the congressional intent
behind the R&E credit.”

In further support of its argunent that, even if we were to
hold that the “literal neaning” of the term®“gross receipts” in
section 41(c)(1)(B) includes the total annual gross receipts of
Deere’s foreign branches, we shoul d nonetheless interpret that
section to exclude those receipts, petitioner asserts:

it would be odd for the statute to be interpreted to

effectively discrimnate in favor of foreign corpora-

tions and against United States corporations. * * *

Because foreign corporations do not have to include

their gross receipts (except for those that are not

[sic] effectively connected with a United States trade

or business) under section 41(c)(6), requiring Deere to

include receipts fromits foreign branch operations

woul d have the relative effect of penalizing Deere, and

benefitting its foreign conpetitors, w thout any appar-

ent justification under the statute or |egislative

hi story.

W reject petitioner’s assertions. Petitioner has failed to
persuade us that requiring it to include the total annual gross
recei pts of Deere’s foreign branches in the cal cul ati on under

section 41(c)(1)(B) will have the discrimnatory effect about
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whi ch petitioner conplains.* |n any event, the second sentence
of section 41(c)(6) on which petitioner relies to support its
argunent regarding the alleged discrimnatory effect about which
it conplains is, as discussed above, clear and unanbi guous and
applies only in the case of a foreign corporation. W have found
nothing in section 41, its legislative history, or petitioner’s
argunents that permts us to conclude that in the case of a
forei gn unincorporated trade or business such as Deere’'s foreign
branches we nmust apply principles simlar to the principles in
the second sentence of section 41(c)(6) that apply in the case of
a foreign corporation

We hold that petitioner is required to include in the
cal cul ation under section 41(c)(1)(B) of its average annual gross
receipts for the 4 taxable years preceding the taxable year ended
Cct ober 31, 2001, the total annual gross receipts of Deere’s

foreign branches for each of those 4 preceding taxabl e years.

40A U. S. corporation mght conplain that Congress discrim -
nated against it by requiring it to include worldw de incone in
total income which, after any deductions allowed by the Code, is
subject to tax under sec. 11, whereas a foreign corporation
conducting business in the United States nust include only incone
which is effectively connected with the conduct of a trade or
business within the United States in total incone which, after
any deductions allowed by the Code, is subject to tax under sec.
11. Nonet hel ess, Congress chose to do so for what it believed
wer e good reasons.
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We have considered all of the contentions and argunents of
the parties that are not discussed herein, and we find themto be
w thout nmerit, irrelevant, and/or noot.

To reflect the foregoing,

An order denying petitioner’s

notion and granti ng respondent’s

nmoti on and deci sion for respondent

will be entered.




