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In planning the audit strategy, remember that the Research
Credit Technical Advisor Team is available to help examiners
effectively allocate limited audit resources to those issues that
pose the greatest compliance risk.

Once the audit strategy has been addressed, a meeting should
be held with the taxpayer to gain a general understanding of how
the taxpayer reached its return (or claim) position. All members
of the audit team involved with the research credit issue should
attend this meeting. Consider sending a letter or issuing an
Information Document Request (IDR) prior to the meeting,
addressing potential subjects for discussion and documents to be
produced. Consider requesting that a taxpayer contact be
designated for the research credit issue. Some potential issues
for discussion and documents to be produced at the meeting are as
follows:

e Who prepared the research credit computation workpapers?

¢ What methodology was employed for capturing QREs reflected in
the research credit computation workpapers (i.e., estimates,
interviews, sampling, surveys, reviews of contemporaneous
documents, etc.)?

e What documentation and other substantiation are available to
support the taxpayer's claim for the research credit (including
the base years)?

e Wwas this documentation prepared contemporaneously with the
research activities?

e What legal standard(s), if any, did the taxpayer employ to
determine credit-eligibility?

| At the meeting, find out whether the taxpayer sent |
lsurveys/questionnaires to employees.| If so, request copies of
these surveys/questionnaires and responses and have the taxpayer
show how these were used in the research credit computation.
Also request any instructions that accompanied the
surveys/questionnaires.

Advise the taxpayer that interviews of current (and former)
employees and contractors may be conducted as part of the audit.
A tour of the research facilities should also be considered.
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7. SUBSTANTIATION AND RECORDKEEPING

At the commencement of the audit, the examiner should
discuss with the taxpayer the contemporaneous books and records
available to substantiate the research credit claimed.
Contemporaneous books and records should form the basis of the

examination, and should be requested, as needed, in examining the

particular issues addressed in this audit techniques guide.

For example, the following types of documentation may be

helpful:

a.

b.

Chart of Accounts

Accounting and Finance Manuals
Organization Charts

Department Descriptions

Job Position Descriptions

Product Lists

Documentation of Experiments

Patent Applications™

Workpapers Used to Compute QREs
Workpapers Used to Compute the Research Credit
Workpapers Used to Compute the Base Amount

Documentation on QREsS/Gross Receipts from acquired/
disposed trades or businesses

The following information may assist the examiner in
understanding the appropriation of company resources or details
of research projects the taxpayer conducted during the
examination year:

¥ The examiner should note that the securing of a patent would usually occur
prior to the examination year, as research must first be performed before
securing a patent.
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a. Materials explaining research activities, including
brochures, pamphlets, press releases, and other
similar documents.

b. Submissions to management, the board of directors,
review committees or other similar groups regarding
research projects, activities, expenditures, and the
research credit.

c. Documents prepared by or on behalf of internal audit,
including quarterly and annual reports that refer in
any manner to research activities.

d. Minutes, notes, or other similar recordings from
budget, board of directors, managerial or other
similar meetings concerning research activities.

e. Project authorizations, budgets, or work orders that
initiates a research project.

£. The internal authorization policies for approving a
research project.

g. Project summaries and/or progress reports and project
meeting minutes.

h. Field and lab verification data/summary data.

i. Research credit studies conducted by outside
consultants.

j. Papers, treatises, or other published documents
regarding the taxpayer’s research.

k. Complete copies of contracts {including all
modifications), letter agreements, memoranda of
understanding, or similar documents for research
performed by or on behalf of a third party.

The taxpayer bears the burden of proving its qualification
for the research credit. Welch v. Helvering, 290 U.S. 111
Helvering v. Taylor, 293 U.S. 507 (1935); I.R.C. § 6001.

To meet its burden, the taxpayer must prove it engaged in
qualified research and substantiate the expenses incurred in the
alified research.
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The Research Credit Technical Advisor Team has posted sample
questions to the LMSB intranet website that can be used to
facilitate production of the relevant information. |Credible oral
testimony may be helpful in evaluating and/or supplementing a
axpayer's contemporaneous documentation.| To that end, it may be
necessary to conduct interviews of taxpayer employees. A
Research Credit Technical Advisor can provide guidance on the
effective conduct of interviews.

Proposed Treasury Regulation section 1.41-4(d) provides that
the rules generally applicable under section 6001 provide
sufficient detail about required documentary substantiation for
purposes of the research credit. Treasury Regulation section
1.6001-1 requires the keeping of records "sufficient to establish
the amount of . . . credits, . . . required to be shown . . ."
The consequence of failing to keep sufficient records
substantiating a claimed credit may be denial of the credit. To
facilitate compliance and administration, the Service and
taxpayers may agree to guidelines for the keeping of specific
records for purposes of substantiating the research credit.

As mentioned previously, the Research Credit Technical
Advisor Team recommends considering, where appropriate, the use
of expedited resolution procedures including Advanced Issue
Resolution (AIR) and Pre-Filing Agreements (PFA). As a practical
matter, many substantiation issues could be eliminated if
taxpayers and the Service entered into specific research credit
record retention agreements. The best time to propose such an
agreement would likely be upon completion of the current
examination cycle. At that time the examiner, CAS, and the
taxpayer are in the best position to determine what taxpayer
records are necessary. If the parties enter into such an
agreement, the taxpayer will know what records need to be kept
and maintained in order for the Service to effectively and
efficiently audit the credit. Although such an agreement will
not resolve other audit issues, such as whether the activities
qualify under section 41(d), it should improve and expedite the
audit process to the mutual benefit of the parties.

The examiner should also consider issuing a Notice of
Inadequate Records, pursuant to Treasury Regulation section
1.6001-1(d), if the taxpayer does not keep sufficient or adequate
records to support the research credit claimed.
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State ot California
Franchise Tax Board

Research & Development Credit:

Frequently Asked Questions

California Franchise Tax Board



19.

20.

21,

You may support the gross receipts component with shipping and sales support records. Apportioning taxpayers may
be able to utilize their tax apportionment work papers. However, sales by destination schedules should not include the
application of Public Law 86-272, i.e. regardless of the sale's origination point.

What documents will FTB typically rely upon?
Documents we typically rely on to support various research credit elements include:

e Materials explaining research activities, including brochures, pampktilets, press releases, and other similar
documents.

¢ Submissions to management, the board of directors, review committees or other similar groups regarding
research projects, activities, expenditures, and the research credit.

* Documents prepared by, or on behalf of, internal audit, including quarterly and annual reports that refer in any
manner to research activities.

¢ Minutes, notes, or other similar recordings from budget, board of directors, managerial, or other similar meetings

concerning research activities.

Project authorizations, budgets, or work orders that initiate a research project.

The internal authorization policies for approving a research project.

Project summaries and/or progress reports and project meeting minutes.

Field and lab verification data/summary data.

Research credit studies conducted by outside consultants.

Papers, treatises, patents and their supporting work papers, letters, scientific articles acknowledging the work,

supply invoices, or other published documents about the taxpayer’s research.

Human resource documents including self-appraisals, annual reviews, and time reports.

Travel and entertainment reimbursement forms.

Email.

Original signed contracts (including all modifications), letter agreements, memoranda of understanding, or similar

documents for research performed by, or on behalf of, a third party.

e Federal and state tax returns (including other state tax returns). This would also include apportionment work
papers to prepare the various state tax returns.

e The general ledger.

e o o o o o

e o o o

In addition to the documents listed above, credible oral testimony by individuals with personal knowledge of the issues
may be helpful in supplementing a taxpayer’s contemporaneous documentation. However, oral or written testimony by
itself is not a substitute for contemporaneous documentation. We may need to conduct interviews to provide
documentation opportunities, or to confirm, clarify, or refute other documentary or testimonial evidence. We may
disallow the credit for corporations who fail to maintain records in accordance with these rules. While there does exist
a degree of flexibility in substantiating the credit, it neither relieves nor eliminates a taxpayer’s obligation to keep and
provide a record of their qualified research and expenditures.

How should we document our research and expenditures when our company is small, organizationally flat,
and not in a highly regulated industry?

Again, you should maintain all documents necessary to support your credit and its components. It may be true that
your circumstances may not provide documentation in a typical or structured format. The Franchise Tax Board
recognizes this fact and tries to work with you to identify documentation opportunities. However, research is a
coordinated activity. There is discussion of planning, methodology, goals, testing, etc.

Some examples of alternative or less formal documentation that may help us verify your credit and its components
include, but are not limited to, e-mails, calendars, notes, correspondences, etc. Again, taxpayers providing detailed
and well-maintained records to FTB upon request will expedite audits of the R&D Credit.

How does the inclusion of a partnership affect the R&D Credit?

If a partnership meets the ownership inclusion test then we treat the partnership as a group member. The partnership
receives its appropriate share of group credit under the aggregation rules. The partnership's allocated group credit
passes to its partners based on their proportionate distributive share of the research expense items. You report the
allocated credit amount on line 40 of FTB Form 3523, Research Credit.

If the partnership is not part of a parent/subsidiary or brother/sister group, the partnership's California research
expenses and gross receipts will not be included in any controlled group computation.
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STATE OF CALIFORNIA
FRANCHISE TAX BOARD
POBox 1673

Sacramento CA 95812-1673

LANCE FIRST Date: January 31, 2006
PRICEWATERHOUSECOOPERS, LLP Case: 12040254584948120
400 CAPITOL MALL, SUITE 600 Case Unit:  12040254584948386
SACRAMENTO CA 95814 In reply refer to: 343:APG
Regarding; Examination of Correspondence titled "Research and Development Credit Study”

CCN: 0477907

Taxpayer’s Name:  PACIFIC COAST BUILDING PRODUCTS, INC.

Taxable Year: 1999

We have reviewed the 1999 Research and Development (R&D) credit generated by Pacific Coast
Building Products, Inc. in the amount of $411,749. We have determined that the R&D credit
should be $327,808 instead of $411,749. Following is an explanation from which we based our
determination:

California Revenue and Taxation Code (CR&TC) § 23609 states that in order for an activity or
project to qualify for the research credit, the taxpayer must show that it meets all of the
requirements in IRC § 41(d). CRTC § 23609 conforms to the Internal Revenue Code (IRC) § 41.

IRC § 41 states that for expenses to qualify for the research credit taxpayer [Pacific Coast
Building Products, Inc.] must meet the following four tests:
1. The research must have qualified as a business deduction under IRC §174. [IRC §
41(d)(1)(A)]
2. The research must be undertaken to “discover information which is technological in
nature.” [IRC § 41(d)(1)X(B)(1)]
3. The taxpayer must intend to use the information to develop a new or improved business
component. [IRC § 41(d)(1)(B)(ii)]
4. The taxpayer must pursue a “process of experimentation” during substantially all of the
research. [IRC § 41(d)(1)(C)]

Therefore, Pacific Coast Building Products, Inc.'s activities that were intended to develop or
improve a business component's functionality, performance, reliability, or quality through a
process of experimentation undertaken to discover technological information to eliminate
uncertainty were qualified.

FEB 2010/AUD:00162
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January 31, 2006

CCN : 0477907
Case Unit : 12040254584948386
Qualified Wages

Per IRC § 41(b)(2)(A)(i) wages for the purpose of calculating research and development credit
are wages paid or incurred to an employee for the performance of qualified services.

IRC § 41(b)(2)(D)(i) states that the "term" wages has the meaning given such term by IRC §
3401. Per IRC § 3401(a) the term "wages" mean all remuneration (other than fees paid to a
public official) for services performed by an employee for his employer, including the cash value
of all remuneration (including benefits) paid in any medium other than cash.

IRC § 41(b)(2)(B) states that the term "qualified service" means services consisting of
)] engaging in qualified research, or
(i)  engaging in the direct supervision or direct support of research activities with
constitute qualified research.

Reg. 1.41-2 (c)(1) defines that the term “engaging in qualified research” as used in section
41(b)(2)(B) means the actual conduct of qualified research (as in the case of a scientist
conducting laboratory experiments).

Reg. 1.41-2 (c)(2) defines the term “direct supervision” as used in section 41(b)(2)(B) means the
immediate supervision (first-line management) of qualified research (as in the case of a research
scientist who directly supervises laboratory experiments, but who may not actually perform
experiments). “Direct supervision” does not include supervision by a higher-level manager to
whom first-line managers report, even if that manager is a qualified research scientist.

Reg. 1.41-2 (¢)(2) defines the term “direct support™ as used in section 41(b)(2)(B) means
services in the direct support of either—
@) Persons engaging in actual conduct of qualified research, or
(i)  Persons who are directly supervising persons engaging in the actual conduct of
qualified research... Direct support of research activities does not include general
administrative services, or other services only indirectly of benefit to research
activities. For example, services of payroll personnel in preparing salary checks of
laboratory scientists, of an accountant for accounting for research expenses, of a
janitor for general cleaning of a research laboratory, or of officers engaged in
supervising financial or personnel matters do not qualify as direct support of research.

As stated above, under IRC § 41(b) qualified services include:
» Actual conduct of qualified research
o Immediate supervision of persons actually conducting the research
e Direct support of persons who actually conduct qualified research. "Support" means
services consisting of research data input, typing research reports, cleaning research
equipment and fabrication of experimental model.

FEB 2010/AUD:00163
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January 31, 2006
CCN 1 0477907
Case Unit : 12040254584948386

After reviewing the California Wages QRE Detail by Cost Center by Employee document and in
accordance with Reg. 1.41-2(c)(2)(ii), we determined that wages paid for the following are
considered non-qualified services: Payroll/Office Clerk, Accounting/Inventory, Accounting
Clerk, Personnel/Office Clerk, Receptionist, Janitor, Shipping Clerk, Sales Orders Clerk,
Customer Service Representative, Inside, Outside, Territorial and Contractor Sales
Representatives, Delivery Driver, Architectural Block Sales, Division Sales and Marketing, and
VP, Manufacturing.

The computations below describe the breakdown by cost center the total qualified wages per the
study, amount disallowed and amount allowed:

Total Disallowed Allowed

Pabco Paper Vernon 605,769 9,531 596,238
Pabco Gypsum Newark 332,469 206,714 125,755
H.C. Muddox Sacramento 214,251 8,301 205,950
Gladding McBean - Lincoln 476,216 50,570 425,646
Basalite Block Tracy 183,424 19,583 163,841
Basalite Block Dixon 350,033 28,325 321,708
2,162,162 323,024 1,839,138

Qualified Supplies

Per IRC § 41 (b)(2)(C) the term “supplies” means any tangible property other than—
() land or improvements to land, and

(ii)  property of a character subject to the allowance for depreciation.

Reg. 1.41-2 (b)(1) states that supplies and personal property (except to the extent provided in
paragraph (b)(4) of this section) are used in the conduct of qualified research if they are used in
the performance of qualified services (as defined in section 41(b)(2)(B), but without regard to
the last sentence thereof) by an employee of the taxpayer (or by a person acting in a capacity
similar to that of an employee of the taxpayer... Expenditures for supplies or for the use of
personal property that are indirect research expenditures or general and administrative expenses
do not qualify as in-house research expenses.

Reg. 1.41-2 (b)(2)(i) provides that in general, amounts paid or incurred for utilities such as water,
electricity, and natural gas used in the building in which qualified research is performed are
treated as expenditures for general and administrative expenses.

After reviewing the California Supplies QRE Detail by Cost Center by Account, we determined
that any supplies that constitute indirect expenditures or general and administrative expenses and
general overhead expenses and utility costs, such as water, electricity and natural gas are not
qualified supplies.

FEB 2010/AUD:00164
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January 31, 2006
CCN . 0477907
Case Unit 1 12040254584948386

Therefore, the amount disallowed consist of amounts paid for electricity, natural gas, water,
office supplies, subscriptions, and waste removal, which are considered overhead expenses
and/or utility costs

Below is the breakdown by cost center of the total qualified supplies per the study and amount
disallowed and amount allowed:

Total Disallowed Allowed

PABCO-Vemon 2,370,392 381,156 1,989,236
Pabco-Newark 1,201,047 98,832 1,102,215
HC Muddox 36,135 20,252 15,883
Gladding McBean-Lincoln 264,230 122,268 141,962
Basalite Block -Tracy 579,081 25416 553,665
Basalite Block -Dixon 707,012 24,733 682,279
5,157,897 672,657 4,485,240

Contract Expenses

Per IRC §41(b)(3)(A) the term "contract research expense" means 65 percent of any amount paid
or incurred by the taxpayer to any person (other than an employee of the taxpayer) for qualified
research.

Qualified research under IRC § 41 (b)(1) means the sum of the following amounts which are
paid or incurred by the taxpayer during the taxable year in carrying on any trade or business of
the taxpayer— (A) in-house research expenses, and (B) contract research expenses.

Per Reg. 1.41-2(e)(2) qualified contract expenses include:
i) Contact entered into prior to research
(ii)  Performed on behalf of the taxpayer
(iii)  Bear expenses even if not successful

After reviewing the list of expenses in the California Contract QRE Detail by Cost Center by
Account it appears that the expenses include expenses incurred for maintenance, consulting fees,
legal fees, contract services, repair services, and temporary services. All expenses appear to be
within IRC § 41(b)(1)(B).

Summary of Proposed Changes

We propose to disallow a total of $53,941 from the $411,749 R&D credit. Thus, our
determination is to allow a total of $357,808 R&D credit. For the detailed calculation see the
schedule in the next page.

Please note that since the statue of limitations for Pacific Coast Building Products, Inc. already
expired, this determination is for informational purpose only. This determination would
establish the pass-through R&D credit to the shareholders of Pacific Coast Building Products,
Inc.

FEB 2010/AUD:00165
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January 31, 2006

CCN 1 0477907
Case Unit 1 12040254584948386
PER POA PER AUDIT
Wages 2,162,163 1,839,139
Supplies 5,157,897 4,485,240
65% Contract Price 280,287 o 280,287
Qualifying R&D Expenditures 7,600,347(A) 6,604,666(A)
x 50% 0.50 0.50
50% of Current Year QRE 3,800,174(C) 3,302,333(C)
Average Gross Receipts
Ending 3/31/98 313,900,795 313,900,795
Ending 3/31/97 297,351,522 297,351,522
Ending 3/31/96 285,420,448 285,420,448
Ending 3/31/95 260,384,337 260,384,337
1,157,057,102 1,157,057,102
Divided by four 4 4
289,264,276 289,264,276
Fixed base percentage 0.50 0.50
Base Amount 144,632,138(B) 144,632,138(B)
Total QRE less Base Amount (A)-(B) 6,154,026(D) 138,027,472(D)
Incremental QRE: Lesser of (C) or (D) 3,800,174 3,302,333
Research Credit Percentage 0.11 0.11
Total Research Credit 418,019 363,257
Sec. 280C Credit Percentage Reduction 0.015 0.015
Sec. 280C Reduction of Credit 6,270 5,449
Incremental Research Credit 411,749 357,808

If you do not agree with the above position or have any additional information to provide that
you wish to be considered with regard to the R&D credit for the taxable year 1999, please
respond by February 24, 2006.

To ensure proper handling, attach a copy of this letter to the front to your reply and send to the
address below.

Franchise Tax Board

Attn: 343:APG

P.O. Box 1673

Sacramento, CA 958182-1673

In the absence of a reply, we will make the proper adjustments as outlined in this letter for the
shareholders.

FEB 2010/AUD:00166
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January 31, 2006
CCN . 0477907
Case Unit  12040254584948386

Thank you for your cooperation. Please call me at the telephone number listed below if you have
any questions regarding this matter.

Araceli Ponce-Garcia
Telephone: (916) 845-6754
Fax: (916) 843-0891

CC: Brad LaCour, Pass Through Entity Program Manager, (818) 908-6608
Chela Gutierrez, Supervisor, (916) 845-3965

FEB 2010/AUD:00167
FTB 1521 PASS (REV 08-2002) . AudinCorrespondence\Position Letter\Page 6 of 6
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Friday 30 of Jan 2008, Franchise Tax Board ->PwC, USA Page 3 of 11

STATE OF CALIFORNIA
FRANCHISE TAX BOARD
P.O.Box 1673

Sacramento CA 95812-1673

01.30.09

Please Respond By: -03/04/09 .

Author: Jamie W. Cole

Author’s Title: Associate Tax Auditor

Taxpayer: PACIFIC COAST BUILDING PRODUCTS, INC.

CCN: 0477907

Taxable Years: FYE 03/31/1999,. FYE (3/31/2000, FYE 03/31/2001, FYE 03/31/2002, FYE 03/31/2003

We have concluded the examination of Pacific Coast Building Products (PABCO) for the years
indicated above. The issue examined was the Research Credit generated by the corporation.
After analyzing the facts and available tax law we determined the PABCO does not qualify for
Research Credit under Internal Revenue Code (IRC) Section 41 and California Revenue and
Taxation Code Section (CR & TC) 23609. As a result of our examination we are denying the
claims for refund for tax years ending 03/31/1999 through 03/31/2003. This leiter sets forth our
determination.

In order to qualify for the Research & Development (R & D) credit, Pacific Coast Building
Products, Inc. (PABCO) must conduct qualified research and provide supporting
comtemporaneous documentation to substantiate the performance of qualified research in
accordance with IRC Section 41 and CR & TC Section 23609. Pursuant to California Revenue
and Taxation Code Section 23609, in order for and-activity or project to qualify for the research
credit, the taxpayer must show that it mects all of the requirements in Intcrnal Revenue Code
(IRC) Section 41(d) (Qualified Research Defined).

In addition, when taxpayers file claims for refund, they have the burden to establish by a
preponderance of evidence that they are entitled to the refund. (Consolidated Accessories
Corp. v. Franchise Tax Board (1984) 161 Cal. App. 3d 1036, 1039; Paine v. State Bd of
Equaiization (1982) 137 Cal. App. 3d 438, 442; Honeywell. Inc. v. State Bd of Equalization
(1983) 128 Cal. App. 3d 739, 744).

It is our position that:

1. The taxpayer is unable to provide contemporaneous documentation to support the
expenses reported as research and development costs because no qualified research was
done during the years filed for the credit, and

2. The majority of expenses reported in the calculation of the credit do not qualify because
they relate to personnel that are either specifically disallowed from qualifying for the

FTB 1541 PASS (REV 07-2007) Audit\Correspandence\Revised Position Letter \Page 2 of 10
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01.30.09
CCN : 0477507
Case Unit : 12040254534948386

credit (for example: executives, mangers, administrative, and quality control personnel)
or cannot be connected in any way to actual research projects, and

Documentation Requirements

Under the provisions in IRC § 41(c), there are three methods to calculating the research credit.
These methods are: the Fixed-base Percentage method under IRC Section 41(c)X3), the Election
of Alternative Incremental Credit under IRC Section 41(c)(4), and the Election of Alternative
Simplified Credit under IRC Section 41(c)(5). In this case, PABCO used the Fixed-base
Percentage method.

While the form used to calculate the amount of the credit follows the fixed-base percentage rules,
the amounts entered into that format are primarily estimates created years later for purposes of
filing the amended returns to claim the credit. The components used: wages, supplies and
contract research expenses cannot be attributed to any research because they are estimates
created years later. Our position is partially based on the fact that we have not received
contemporancous documentation indicating the expenss calculations are for qualified research
under IRC Section 41(d). This documentation does not ¢xist because no qualified research was
performed during the years the amended returns were filed. "Research” was not contemplated
until PABCO hired Price Waterhouse Coopers LLP (PWC) specifically to file federal and
California amended returns to claim the Research Credit. PWC prepared an "R & D Tax Credit
Study,” for PABCO. "Studics" are used to create research projects and costs tor the purpose of
amending tax returns to claim the Research and Development credit.

Substantiation

Treasury Regulation 1.41-4(d) requires taxpayers claiming a credit under IRC Section 41 to
retain records in "sufficiently usable form and detail to substantiate that the expenditures claimed
are eligible for the credit." The regulations do not specify exactly what records must be kept to
document the credit. However, the taxpayer has an obligation to follow the broader langnage of
Treas. Reg 1.41-4(d), as well as IRC Section 6001, which states that "Every person liable for any
tax imposcd by this title, shall keep records, render such statements, make such returns, and
comply with such rules and regulations as the Secretary may from time to time prescribe.”
Failure to maintain records in accordance with these rules is basis for disallowing the credit.

In determining the validity of the research credit claimed, California has the authority, under
CR&TC Section 23609 to follow IRC Section 41, which also provides for Treas. Reg. Section
1.41-4(d). Analysis of CR&TC Section 23609 provides that with few exceptions, the State of
California conforms to the federal research credit computation. Treasury Decision 9104
climinated the "unique” documentation requirements to define qualified research under Treasury
Regulation Section 1.41-4(d). However, taxpayers are obligated to follow the broader language
of the current Treasury Regulation Section 1.41-4(d), the requirements of [nternal Revenue Code
(IRC) Section 6001, and established case law related to record keeping (Revenue and Taxation
Code Section 19504; New Colonial ice Co v. Helvering, 292 US 435 [78 L.Ed. 1348](1934)).
However, not just any document, schedule, or study will be sufficient.
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A taxpayer must maintain records in sufficiently usable form and detail to substantiate that the
expenditures claimed are eligible for the credit (Current Treasury Regulation Section 1.41-4(d)).
Treasury Regulation Section 1.6001-1 requires the taxpayer to clearly establish full compliance
with all of the relevant statutory and regulatory requirements. The regulation requires taxpayers
1o keep permanent books and records sufficient to establish the amount of gross income,
deductions, credits, or other matters for as long as the contents thereof may become material in
the administration of any internal revenue law, or in California's case the revenue and taxation
law. Simply put, taxpayers must retain all relevant documentation for as long a period as may be
required to address a material item: in this case the research credit and its related expenditures
and components, Failure to maintain records in accordance with these rules is a basis for
disallowing the credit. As stated above, all the information in your R & D credit studies
provided was estimated years later in contemplation of changing the original costs of PABCO to
fit the provisions of the research credit.

It is also clear from the above regulation and case law that contemporaneous documentation and
support are generally required. Contemporaneous means the documentation or support should be
from the time period of the underlying transactions, services, or activities. While the state can
provide taxpayers with some degree of flexibility in substantiating their credit, this flexibility
does not relieve the obligation to keep and provide a record of their qualified research and
research expenditures. Extrapolations based upon data from a later period, or estimated
qualifying percentages developed years later arc not contemporancous and do not have probative
value. For example, if a taxpayer contemplates filing a research credit claim as an existing
research entity, for income years after 12/31/99, the taxpayer will need to establish and provide
contemporaneous documentation to support the qualified research expenditures and gross
receipts from the base period of 1984 through 1988.

Likewise, to claim the credit for 1999-2003, the taxpayer must have documentation from these
years to support that research was done and paid for. Since no research was contemplated until
the decision was made to file claims for refund for the Research Credit you are unable to provide
this contemporaneous documentation. It is clear that PABCO has no records showing how many
hours each employee of PABCO worked on any given projects for any of the tax vears in
question. Nor are there records of how many hours any employee's work involved activities that
might constitute research, let alone qualified research. There are also no records showing which
supplies were used in activities thal might constitute research. Instead, PABCO gave only rough
estimates of time worked and supplies used, which have no reliability.

As with the IRS, the State of California is not required to accept estimates of qualified research
expenses if documentation exists, or should exist, to verify the actual amount. Taxpayers are
required to keep records substantiating the amount of any reported, claimed, or alfirmatively
raised deductions or credits (Appeal of Don A. Cookston, 83-SBE-048 (January 3, 1983)).
Failure to maintain records in accordance with the above requirements is a basis for disallowing
the credit.
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However, the courts may allow the use of an estimation method, but only where the
taxpayer can prove contemporaneous records do not exist and then only as long as the
following two conditions are satisfied:

s The taxpayer must establish that it engaged in qualified research activities as defined
in IRC Section 41(d).

o The failure to maintain a proper system to capture relevant information cannot be an
“inexactitude of their own making." (Cohan v. Commissioner, 39 F.2d 540, 544 (2d
Cir. 1930.))

Estimation is a method of last resort, in cases where the sole issue is the exact amount
paid or incurred in the qualified research activity, and after supporting evidence has been
provided showing a material research activity did, in fact occur. Accordingly, taxpayers
must have factual support for every assumption underlying their estimates to meet their
burden of proof. At a minimum, a valid estimation requires some indirect basis.

The R & D studies you provided are estimated qualifying percentages developed years
later and as such do not meet your burden of proof'to claim the research credit.

Fixed Based Percentage Calculations

Under the provisions in IRC § 41(c), there are three methods to calculating the research credit.
These methods are: the Fixed-base Percentage method under IRC § 41(c)(3), the Election of
Alternative Incremental Credit under IRC § 41(c)(4), and the Election of Alternative Simplified
Credit under IRC § 41(cX5). In this case, PABCO used the Fixed-base Percentage method.
California Revenue and Taxation Code section 23609 states that for taxable years beginning on
or after January 1, 2000, the California credit is 15% of the excess of qualified rescarch expenses
for the taxable year over the base period research expense amount, plus 24% of the basic
research payments for corporations.

While the form used to calculate the amount of the credit follows the fixed-base percentage rules,
the amounts entered into that format are primarily estimates created years later for purposes of
filing the amended returas to claim the credit. The components used: wages, supplies and
contract research expenses cannot be attributed to any research because they are estimates
created years later. Our position is partially based on the fact that we have not received
contemporaneous documentation indicating the expense calculations are for qualified research
under IRC § 41(d). This documentation does not exist because no qualified research was
performed during the years the amended returns were filed. "Research” was not contemplated
until PABCO hired Price Waterhouse Coopers LLP (PWC) specifically to file federal and
California amended returns to claim the Research Credit. PWC prepared an "R & D Tax Credit
Study,” for PABCO. “Studies" are used to create research projects and costs for the purpose of
amending tax returns to claim the Research and Development credit.
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Qualified Research

In order to qualify for the Research & Development credit, PABCO, must conduct qualified
research and provide supporting contemporaneous documentation to substantiate that qualified
research was performed. To constitute qualified research under IRC Section 41(d)(1) . the term
"qualified research” means research:

1. With respect to which expenditures may be treated as expenses under section 174;

2. Which is undertaken for the purpose of discovering information which is
technologieal in nature;

3. The application of which is intended to be useful in the development of a new or
improved business component of the taxpayer

4. Substantially all of the activities of which constitutes clements of a process of
experimentation for a qualified purpose

To be considered "qualified research”, the taxpayer must be able to establish that the research
activity being performed meets all four of the ahove tests. These tests must be applied separately
to each business component of the taxpayer.

To substantiate qualified research we were provided copies of the Research & Development
Credit Study for Pacific Coast Building Products for tax years 99-03, which were prepared by
PWC. The study binder for tax year 1998 included a "Qualified Activity Narrative" for the
Basalite Dixon Plant. The activity overview included a sampling of the research activity
conducted by the taxpayer. At a later date we requested a summarization of all Research &
Development projects. In response we were provided with "Qualified Activity Narratives" for
each of the remaining plants. The narratives included a summarization of couple of research
projects for each plant. The majority of R&D projects were simply listed by name, with no
explanation whatsoever as to the nature of the project and how the research activity met the
requirements of IRC Section 41(d)(1) and the regulations prescribed by the secretary under the
same authority of IRC Section 41.

No relevant, contemporaneous documentation was ever provided to substantiate that the taxpayer
was engaged in qualified research. In letter dated September 22, 2008 FTB inquired as to
whether timesheets, project logs, notes, calendars, or journals were available to substantiate that
the taxpayer was performing qualified research activities. The response from PWC was that
these types of documentation do not exist. You also referred in your letter to an earlier request by
FTB for any reports generated on the R& D projects informing management of the status and
progress of the research project. You stated that PABCO did not maintain this type of official
documentation. Therefore, the requirement that the taxpayer engaged in qualified research has
not been met.

FTB 1541 PASS (REV 07-2007} Audit\Correspandence\Revised Position Letter \Page 6 of 10

Page 7 of 11



Friday 30 of Jan. 2008, Franchise Tax Board ->PwC, USA Page 8 of 11

01.30.09
CCN : 0477907
Case Unut : 12040254584948386

Expense Calcnlations

The following costs were used to compute the credit:

Cost FYE FYE FYE FYE FYE

Categories 3/31/19991 3/31/00 | 3/31/01 | 3/31/02 | 3/31/03

‘Wages 2,162,16312,378,358 2,856,748 3,296,583 | 2,933,412

Supplics 5,157,897 14,005,749 1 4,906,596 | 1,980,337| 1,684,893

Contract 280,287 | 308,757 | 574,009 |1,309,585| 484,432

Research

Total 7,600,347 16,692,864 18,337,353 16,586,505| 5,102,737 ]
Qualified Wages

Pursuant IRC Section 41(b)2), qualified research expenses include any wages paid or incurred
to an employee for qualified services performed by such employee. Also under IRC Section
41(b)(2) qualified services are services consisting of engaging in qualified research or engaging
in direct supervision or direct support of research activities.

To substantiate the wages listcd above, a schedule of employees was provided which indicated a
percentage, ranging from 0% to 100 %, as "qualified wages".

We cannot determine how much time was spent by employees on any project PABCO used to
claim the Research and Development Credit. It is also clear that the plant managers did not have
a clear understanding of what constitutes qualitied activities for the purposes of IRC Section 41
because employees were included in the wage calculations that performed non-qualified
activities. For example, Payroll/Office Clerk, Accounting/Inventory, Accounting Clerk,
Personnel/Office Clerk, Receptionist, Janitor, Shipping Clerk, Sales Orders Clerk, Customer
Service Representative, Inside Sales Representative, Qutside Sales Rep., Territorial and Contract
Sales Reps, Delivery Drivers, Architectural Block Sales, Division Sales and Marketing, and VP,
Manufacturing, Plant Manager. Without contemporaneous documentation linking employees to
actual research projects and the performance of actual qualified activities we cannot determine
which employees may have performed qualified services.

To substantiate the percentage of each employees time allocated to qualified research
expenditures the R & D Studies included a schedule for each plant of qualified wages, which
included emplovee's names, job title, total wages paid per year and the percentage of the
employees’ wages allocated as qualified research expenditures.

No documentation was provided substantiating which employees worked on what projects, or
how much time was spent doing research. All of the percentages were determined by plant
management 1wo to six years after the qualified services were completed. Management filled out
activity surveys, which merely provided management's estimates of the percentage of time spent
by plant employees performing qualified activities. We do not find it credible that plant
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managers could provide accurate estimates years later for over 700 employces' activities for five
years (1999 - 2003) without any supporting documentation.

Based on our determination that the taxpayer is not performing qualified research, we are
disallowing all of the employee wages claimed for the credit. Since the taxpayer does not have
the contemporaneous documentation to support the research or the amount of time spent on the
research, we are not allowing the wages to be used in calculating the research credit. The wages
included are based on cxtrapolations of data collected after the fact, and cannot be used to
estimate the amounts of qualified services performed.

Supplies

Under the provision of IRC § 41(b)(2)(ii), "in house research expenses” include any amounts
paid or incurred for supplies used in the conduct of qualified research. The supplies included in
the calculation for the credit were estimated by multiplying the qualified departmental plant
average percentages by the total supply expense account balances determined to be eligible for
the credit. Again these are estimates and no supporting contemporaneous documentation was
provided that supports the amount of supplies which were actually consumed during the
performance of what plant executives believed to be qualified rescarch. Per the analysis above,
the taxpayer failed to substantiate that they are engaged in qualified research or have employees
performing qualified services. Therefore, no supplies are qualified supplies under IRC Section

41(b).
Contract Research Expenses

The Contract Research expenses used to calculate the research credit must follow the general
rule under IRC § 41(b)(3X A), which states, " The term “contract research expenses” means 65
percent of any amount paid or incurred by the taxpayer to any person (other than an employee of
the taxpayer) for qualified research”. The statute stipulates that the contracted services must be
for qualified research. As stated in your letters, dated Feb 20, 2007, March 2, 2007 and March
18, 2008, PABCO did not incur these expenses for "outside research”, these were simply
additional operating costs that should be categorized as supplies. Therefore, as explained above
no supplies are qualified supplies under IRC Section 41(b).

CONCLUSION:

[t is our determination that PABCO does not qualify to claim the research credit for the
following reasons:

1. The taxpayer is unable to provide contemporancous documentation to support the expenses
reported as research and development costs because no qualified research was done during
the years filed for the credit, and

2. The majority of expenses reported in the calculation of the credit do not qualify because they
relate to personnel that are either specifically disallowed from qualifying for the credit
(owners and supervisors) or cannot be connected in any way to actual research projects.
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As a result, the following credits will be disallowed:
1998 (FYE 03/31/1999): $411,749
1999 (FYE 03/31/2000): $401.572
2000 (FYE 03/31/2001: $625,302
2001(FYE 03/31/2002): $493,988
2002 (FYE 03/31/2003):  $382,705

Total:

$2,315;316

This case will be subject to review before the final claim denial letters are sent.

STATEMENT OF TAXPAYER (Y our response does not preclude protest action.):

O

O
0

Ol

]

PACIFIC COAST BUILDING PRODUCTS, INC. agree(s) with the proposed
adjustment(s) as presented.

PACIFIC COAST BUILDING PRODUCTS, INC. agree(s) with the numbers and the
facts as presented, but not with the conclusion for the reason stated below.

PACIFIC COAST BUILDING PRODUCTS, INC. agree(s) with the numbers and facts
as presented, but wish to withhold a decision regarding our conclusion.

PACIFIC COAST BUILDING PRODUCTS, INC. agree(s) with the numbers as
presented, but not the facts and has set forth the needed changes. Taxpayer will be
provided with another opportunity to respond once these changes have been made.

PACIFIC COAST BUILDING PRODUCTS, INC. agree(s) with the facts as presented,
but not the numbers and has set forth the needed changes. Taxpayer will be provided
with another opportunity to respond once these changes have been made.

If you do not agree, please state your reason and attach the necessary documentation to support
your position,

FTB 1541 PASS (REV 07-2007) Audit'Correspondence\Revised Position Letter WPage 9 of 10
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Taxpayer
Title
Date

Representative's Signature (if applicable)*
Date

* A signed Power of Attorncy must be on file.
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Pacific Coast Building Products

FYE 3/31/2000

Research and Development Tax Credit

Individual Time Survey for High-Level Management

Name: Bill Padavona

Title: General Manager
Dept. Name and #: Gladding McBean—Lincoln (1303)

Executive Summary

This survey was sent to you because you were identified as performing activities that qualify for
the Research and Development Tax Credit. Due to your position at Pacific Coast Building
Products (“PCBP” or the “Company™), the IRS may scrutinize your activities more than many of
PCBP’s other employees. This survey is intended to identify, as clearly as possible, those
activities you have performed which would meet the definition of qualified research activities.
We will be asking you to describe your participation in the product development process as they
relate to ‘qualified activities’ as defined below. Please take a moment to complete this survey
and return it as soon as possible.

Definition of Research and Development

Please use the following Tax Definition of Research and Development and Examples of
Qualifying Activities for determining your qualifying percentage.

R&D Rules Summary

A. Business-Component Test: The goal of the activity must be to develop a new or improved
Product, Process, Computer software system, Formula, Technique, or Invention, or any sub-
component of these items (business components).

B. Four-Part Activity Test: To qualify, an activity must meet each of these criteria:

1. Be technological in nature - fundamentally rely on one of the following: physical or
biological sciences, engineering, or computer science.

2. Be for a permitted purpose - the creation of new or improved level of: function, performance,
reliability, quality, or cost reduction for a business component.

3. Focus on the elimination of technical uncertainty - any one of the following qualifies:
capability uncertainty - Can we do it?, methodology uncertainty - How will we do it?,
product design - What is the appropriate design?

4. Constitute a process of experimentation - for this purpose, "experimentation” may include:
developing and evaluating different alternatives/hypotheses, performing experiments, and
evaluating the results.




Examples of Qualifying Activities

1. Product/Process Specification Development — Evaluation of numerous and/or complex
specifications intended to eliminate uncertainties relating to the function, performance, reliability
or quality of a new or improved business component; development of functional requirements of
a new or improved product/process with customers and engineering; analysis of the feasibility of
these requirements; re-development of specifications based on test results.

2. Product/Pracess Development — Engineering design and development of new or improved
function, performance, reliability, or quality features in products, as well as design for
serviceability, user simplicity, and manufacturability.

3. Testing Design and Execution — Development of testing methodologies to analyze
alternative hypotheses; performance and monitoring of extensive, comprehensive, intricate, or
complex scientific or laboratory testing for internal (alpha) and/or external (beta) tests, the results
of which were not readily discemnable and applicable at the outset of development; analysis of
testing results.

4. Direct Supervision - First-line supervision of those activities listed in A-D, above. Does not
include second line supervision.



Qualifying Activities

Please list and describe your role in projects as they relate to qualified activities defined above,
or provide additional documentation for activities related to R&D but not yet in a product
development process (expand area below as needed to contain your write-up).

Please Note

Please keep in mind that the determination of direct (first level) vs. indirect (second level)
supervision should be based upon function, rather than title. For example, a Director, who would
normally be considered a “second line” or even a “third line” supervisor by title can still have
qualified time. Any time spent participating in design review meetings and/or providing input on
product/process designs qualifies as a direct R&D Activity (i.e. Process, hardware, or software
development). Furthermore, if an individual is directly supervising a Manager, who is involved
in the aforementioned qualifying activities, that person’s time would be considered “direct
supervision”, and therefore, would qualify for the credit. However, if that person is supervising
a Manager, who is supervising an engineer in the direct R&D activity, the director’s time would
be considered “second line” or “indirect,” and therefore, not qualify for the credit.

Projects/activities: Please provide a brief description of your activities during the given
year along with a few examples of qualified research and development projects with which
you were involved. Details regarding educational background and industry experience
should also be included in this section.

Pabco Building Products, LLC is one of two main subsidiaries that make up the Pacific Coast
manufacturing sector. Each divisional company is operated independently with the power to
make decisions deemed to be in the customers’ and company’s best interest. Pabco is
headquartered in Newark, California and is a leading building products manufacturer with plants,
yards, and mines across the Pacific Northwest and a highly diversified product line. Within the
Pabco subsidiary are six manufacturing businesses—H.C. Muddox, Interstate Brick, Gladding
McBean, Pabco Gypsum, Pabco Paper, and Pabco Roofing Products—which represent four
distinct industries—gypsum wallboard, asphalt roofing products, clay pipe and terra cotta, and
bricks. Although it may seem unusual for a manufacturing subsidiary to supply such a varied
market, Pabco’s product lines dovetail at the job site. Each of these businesses produces
products specified by architects and needed by builders.

Gladding McBean is one of the more unusual manufacturing businesses now part of Pabco. The
clay products manufacturer had been in continuous operation since May 1875, when in February
1976, after years of unprofitable operations, its owners announced it would soon be closed.
Hearing of the impending closure, executives of Pacific Coast visited the Lincoln, California,
plant, liked what they saw, and purchased it. Soon, the “pottery” plant was back on its feet and a
fully functional segment of the Pabco business. It has been a steady and valuable contributor to
Pacific Coast’s profitability ever since. Today, Gladding McBean is the leading West Coast
producer of vitrified (ceramic) clay pipe. It is a world leader in architectural terra cotta and a
major source of clay roof tile and glazed terra cotta pottery.

As General Manager of Gladding McBean—Lincoln, I was involved in numerous stages of the
research and development process and directly supervised individuals who performed R&D
activities. I interacted with plant personnel to work through operations issues as well as increase
the efficiency of our manufacturing line. During fiscal years ended 3/31/2002 thru 3/31/2005,
we devoted a significant amount of time to improving our raw materials mixture through the



modification of our aggregates and additives. The previous mixture included contaminated grog
which was purchased from an outside supplier. Grog is a pre-fired material added to the mixture
to reduce shrinkage and support the weight of the piece in the wet stage of the process. The
contamination resulted in a faulty glaze which would crack off of the product when fired in the
kiln. As we were not aware that the grog was the cause of defect, we attempted to remedy this
problem through experimentation with various raw materials. After four years of testing and
once the grog had been identified as the problematic element, we resolved to grind the material
to a finer grade, thus eliminating the problems associated with the contaminant.

Between 6/1/1999 and 3/31/2000, I supervised the development and implementation of a more
automated method of manufacturing clay roofing and floor tiles. The purpose of this
undertaking was to minimize costs by reducing the number of employees required on the
manufacturing line at any given time. The old process involved a significant amount of labor-
intensive, product handling by plant personnel as the finished brick had to be unloaded from
pallets by hand and packaged for shipment. With the new machinery installed, the product could
be handled with special conveyors and cradles and transferred mechanically onto pallets, thus
eliminating a large portion of the labor previously involved in the process.



www GLADDING, McBEAN MEMO

Date: July 13, 1999

To: Roof Tile Modemization Committee, Bill Funk
From: Jack Schwartz

CC: Al Mueller

RE: Roof Tile Modemization Meeting of July 13th

FTB’s Opening Brief filed June 17, 2011, page 79

ety 30: 1968 (Exhibt G, page *101 of 157)
Cost quotes. investigate other sources for competitive pricing. Reviewed project financia! status.

1) Jack Schwartz. reviewed project progress.

2) Several drawings for the Green Tile Conveyor and the Dryer Conveyors were approved which will aid in

3) Mike Welch will check on a replacement electric motor drive pulley and v-belts for the extruder.
4) Material have been received for the general extruder and dryer atilities.

3). The committee discussed at length different approaches to designing the recirculation fans for the dryers,
'I'heproblcmofhavmgtnhavcadnvcsystemforthefansopera!emaZOOdegreecnvxrommntwaswmﬂed
with. Bill Funk indicated the @z= g hegotforanclecmcmotorablctothhstandtthOOdcgreehcat
wasextremelyexpenswe(ssoo-l-mh) Orville Callison isgpimvagiigaic othes. sfor ¢

sicing; The hydraulic motor proposal was rejected. Addmonally,Bﬂannkxstoooutactatsheetmetzk
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Date: August 12, 1999

To: Roof Tile Modemization Committee, Bill Funk
From: Jack Schwartz

CC: Al Mueller, Dave Lucchetti

RE: Roof Tile Modemization Meeting of August 10th

FTB’s Onening Brief filed June 17, 2011, page 80
August 12, 1999 [Exhibit G, page *103 of 157]

*By pricing comparison Guntert Sales was chosen as the primary supplier for structural steel purchases.”

“Committee discussed the purchase of the $36,000 conveyor chain for the drying tunnel conveyors.®

) By priciag comparison s was chosen as the primary supplies for structural steel pus

2) Committee okayed quote from WCS for molded urethane castings for the green tile conveyor versus water cut units.
Sampie castings will be evaluated before total order is okayed.

+3) Committee discussed the purchasc of the $36,000 conveyor chain for the drying tuanel comweyors: This chain will be

out 14 weeks from date of order, so a decision needs to be made soon.
4) Bill Funk indicated the high temperature fan motors for the circulation fans of the dryer tunnels are also 14 weeks out.

5) Because of the problems associated with sediment accumulation and clogging of the automated pug mill water addition
system using recycled water, domestic water will be supplied to the extruder instead of glaze water recycled water.

6) Committee briefly discussed electrical circuitry requirements to prove out operation of individual dryer componentsby
weay of indi ligh

7) Bill Funk indicated he hired a draftsman to aid him in completing the lagging design work.

8) The committee discussed changing the arrangement of the dryer unioading conveyor to eliminate the required 180
tm. Bill Funk will submit revised drawings.

9) Dave John reviewed the financial report.
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Assuming that 4 drying conveyors are installed at this level of
production, with a holding capacity of 5,147 x 4 == 20,588 roof tiles. This
will require loading the drier 60,465/20,588 = 2.9 times per week and the
extruder will operate 25.2/4 = 6.3 hours four times a week.

The production rate for this extruding and handling system will be 40
tile in duplex per minute. This would require that each of the 5 work
stations from drier unloading forward will work at a speed of 40 tiles per
minute or 60,465/40 = 1,511.6 minutes per week. With an average of
1,552 roof tiles per kiln car, 60,465/1,552 = 38.9 kiln cars per week loaded
or 38.9/5 == 7.8 kiln cars loaded every week day. The time required to load
or unload one average kiln car is 1,552/40 == 38.8 minutes each or 38.8 x
7.8/60 = 5.04 hours per day. Because the cars must be both loaded and
unloaded, each requiring 5.04 hours or 10.08 hours per day of operation, for
the loading conveyor and operator. At this level of operation the second
unloading conveyor may be required or use a early shift to unload and a late
shift to load the kiln cars, to solve this over time problem.

THOUGHTS ABOUT THE ROOF TILE KILN, MOVED
INTO THE AREA OF THE PLACER KILN.

This kiln will fire a load of roof tile on tile setters on a 12 hour cycle,
from cold to hot and back to cold. The tiles must be pre dried in another
chamber. There are some glazed roof tile that will require 18 hours to fire.
This kiln will carry 15 of the 4” tall tile setters in a stack, 5 rows per car and
2 rows across the car. The kiln will accommodate 4 cars per firing, however
the kiln could be widened to hold two rows of cars, or 8 cars per firing.
Each kiln car will carry 15 x § x 2 == 150 roof tiles and setters per car or 600
roof tiles presently and 1200 roof tiles when widened to two car rows. The
load area of each car is 48” wide x 73.5” long and from the floor to the first

tile is 39, and to the top tile setter it is 98”. Giving a 59” tall stack of tile
setters.
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() PABCO Paper ety
-—e Fax (529 5810125

Date: April 10, 2003

To: Emil Kopilovich

From: Bill Fraser

RE: Stock Ratio Control AFE

Enclosed is the Vemon AFE for a stock ratio control system. T
i Currently the pIant
systems when manufacturlng Greyback This is done manually by adjusting two hand
valves. When the stock freeness changes, adjustments are made to the valves. Since
there is no real reference point, this adjustment is a close guess at best. Also, when flow
conditions change in either stock system, the ratio fluctuates accordingly. By installing a
stock ratio control system we will have accurate flow measurement to maintain constant
stock flows on a continual basis and assist the operators when making adjustments. This
should help with the control of stock freeness to the machine. If you have any questions,
please give me a call.

a division of PABCO Building Products, LLC 10f3



AUTHORIZATION FOR FUNDS EXPENDITURE

Location: Vernon Date: 04-10-03
Project Title:__Stock Ratio Control

Background:

The Vernon plant currently blends two different stock systems when manufacturing
Greyback. This is done manually by adjusting two hand valves. When the stock freeness
changes, adjustments are made to the valves. Since there is no real reference point, this
adjustment is a close guess at best. Also, when flow conditions change in either stock
system, the ratio fluctuates accordingly. By installing a stock ratio control system we will
have accurate flow measurement to maintain constant stock flows on a continual basis and
assist the operators when making adjustments. This will help with the control of stock
freeness to the machine.

Scope of Project:

Vernon will install two flow meters and control valves on the current stock feed systems to
the machine chest.

Cost of Project:
ltem Cost
2 - Flow meters $ 8,000
Control Valve $ 4,000
Controller $ 2,500
Pipes and fittings $ 1,500
Wiring and conduit $ 1,500
Labor $ 1,500
Taxes $ 1,095
Grand Total for Project - $20,095
Benefits:

The main benefit for the project would be the improvement of stock control to the machine
chest during production of Greyback. This will reduce the variation in stock entering the
chest.



DATE: _04-10-03

PABCO Building Products, LLC
AUTHORIZATION FOR FUNDS EXPENDITURE

Company Code ___1000 Cost Center __1001-6150 Accounting Dept. Use Only
Project Title __Stock Ratio Control
AFE#
Asset Category __Machinery & Equipment
(Land, Buildings, Improvements, Furniture & Fixtures AUC Asset #
Machinery & Equipment)
Description __Install Stock Ratio Control System
Purchase Order Number AJP Posting G/L#
Financing 9  Buy Q Lease Fixed Asset #
Purchased From
(Attach all agreements)
Q Maintain Existing Capacity Q2 Cost Reduction
Project Q Environmental Q Expand to Maintain Market Share
Type Q  Safety and Health Q  Expand to Increase Market Share
Q New Venture 9  Other (Describe) — Quality
1. Attach Detailed Explanation

2. Attach Financial Analysis (Cost/Benefit, Net Present Value, Internal Rate of Return, etc.)

Accounting Department Use Only

Estimated Cost Amount Capitalized Amount to be The following Assets
to should be retired
Fixed Assets Expensed (Asset #
Description
Material $_ 17,500 | Material $ Material  $
Labor 1.500 Labor Labor
Installation Installation Installation
Freight Freight Freight
Taxes 1.095 Taxes Taxes
Other Other Other
Contingency Contingency Contingency
Attach approved ADR Form
Total $ 20,095 Total $ Total 3
Overrun greater than 10% or $10,000 (whichever is larger) requires resubmission.
Routing for Approval and Date:

Branch/Facility/Sales Manager

Vice President or Designee

President.

Post-completion audit required: Yes No

Fleet Manager,

Corporate Controller,

Date for audit to be completed:
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Pacific Coast Building Products

FYE 3/31/2003

Research and Development Tax Credit

Individual Time Survey for High- Level Management

Name: 7//2/2,(.{ 5 tL/ﬁf&olc

Title: _ Cor @a@a 2&2 QC a m.cf\;ef\_- ﬁ— o
Dept. Name and #: Bgfm lli]tﬁ ( gg_cr_xg-\e, o “—C«J(", Ll {Ll %

Executive Summary

This survey was sent to you because you were identified as performing activities that qualify for
the Research and Development Tax Credit. Due to your position at Pacific Coast Building
Products (“PCBP”), the IRS may scrutinize your activities more than many of PCBP’s other
employees. This survey is intended to identify, as clearly as possible, those activities you have
performed which would meet the definition of qualified research activities. We will be asking
you to describe your participation in the product development process as they relate to ‘qualified
activities’ as defined below. Please take a moment to complete this survey and return it as soon
as possible.

Definition of Research and Development

Please use the following Tax Definition of Research and Development and Examples of
Qualifying Activities for determining your qualifying percentage.

R&D Rules Summary

A. Business-Component Test: The goal of the activity must be to develop a new or improved
Product, Process, Computer software system, Formula, Technique, or Invention, or any sub-
component of these items (business components).

B. Four-Part Activity Test: To qualify, an activity must meet each of these criteria:

1. Be technological in nature - fundamentally rely on one of the following: physical or
biological sciences, engineering, or computer science.

2. Be for a permitted purpose - the creation of new or improved level of: function, performance,
reliability, quality, or cost reduction for a business component.

3. Focus on the elimination of technical uncertainty - any one of the following qualifies:
capability uncertainty - Can we do it?, methodology uncertainty - How will we do it?,
product design - What is the appropriate design?

4. Constitute a process of experimentation - for this purpose, "experimentation” may include:
developing and evaluating different alternatives/hypotheses, performing experiments, and
evaluating the results.




Examples of Qualifying Activities

1. Product/Process Specification Development — Evaluation of numerous and/or complex
specifications intended to eliminate uncertainties relating to the function, performance, reliability
or quality of a new or improved business component; development of functional requirements of
a new or improved product/process with customers and engineering; analysis of the feasibility of
these requirements; re-development of specifications based on test results.

2. Product/Process Development — Engineering design and development of new or improved
function, performance, reliability, or quality features in products, as well as design for
serviceability, user simplicity, and manufacturability.

3. Testing Design and Execution— Development of testing methodologies to analyze
alternative hypotheses; performance and monitoring of extensive, comprehensive, intricate, or
complex scientific or laboratory testing for internal (alpha) and/or external (beta) tests, the results
of which were not readily discernable and applicable at the outset of development; analysis of
testing results.

4, Direct Supervision - First-line supervision of those activities listed in A-D, above. Does not
include second line supervision.



Qualifying Activities

Please list and describe your role in projects as they relate to qualified activities defined above,
or provide additional documentation for activities related to R&D but not yet in a product
development process (expand area below as needed to contain your write-up).

Please Note

Please keep in mind that the determination of direct (first level) vs. indirect (second level)
supervision should be based upon function, rather than title. For example, a Director, who would
normally be considered a “second line” or even a “third line” supervisor by title can still have
qualified time. Any time spent participating in design review meetings and/or providing input on
product/process designs qualifies as a direct R&D Activity (i.e. Process, hardware, or software
development). Furthermore, if an individual is directly supervising a Manager, who is involved
in the aforementioned qualifying activities, that person’s time would be considered “direct
supervision”, and therefore, would qualify for the credit. However, if that person is supervising
a Manager, who is supervising an engineer in the direct R&D activity, the director’s time would
be considered “second line” or “indirect,” and therefore, not qualify for the credit.

Projects/activities: Please provide a brief description of your activities during the given
year along with a few examples of qualified research and development projects with which
you were involved. Details regarding educational background and industry experience
should also be included in this section.



Pacific Coast Building Products
Basalite Concrete Products, LLC
Terry B. Harold

Corporate Technical-Manager
Date of Hire: December 7, 2001

Educational Background and Industry Experience: BS Construction Management, California
State University Sacramento. Over 30 years experience in the concrete industry. Experience
has included; quality technician, management of quality departments, general management of
concrete production facilities, technical sales management for concrete admixture products,
and technical sales management for coal fly ash. For the last three and half years | have

directed the research and development activities associated with concrete masonry units,

segmental retaining wall units, interlocking concrete pavers, and sacked concrete products.

- FYE 3/31/03

A Co'ntinuing activity during the period was the development of new colors in dry cast units for
the sales department. The process involves the development of a mix design that will meet
ASTM performance specifications and be aesthetically acceptable to the customer. The

‘process involves developing a theoretical design then actual physical testing. The results are

then analyzed and adjustments are made if necessary. This same process also applies for
mortar color development.

Research and development of the use of coal fly ash as a partial cement replacement to
improve the quality and physical attributes of all products containing cement was initiated. The
initial testing took place in Dixon, Denver, and Tracy. The process involved the development
of theoretical designs then actual physical testing. The results are then analyzed and

-adjustments are made if necessary. As a result of this testing the Denver and Tracy facilities

started using fly ash. Research is not complete and will continue in subsequent years.

Another major project during this period was the development and testing of mix designs that
were altered using admixtures, fly ash, cementitious content, aggregate types, and various
combinations of aggregates to produce a segmental retaining wall unit that would comply with
Colorado Department of Transportation specification requirements for resistance to
deterioration associated with continuous freezing and thawing. This process was initiated

‘during this period, but not finalized.

There was also some testing of concrete admixtures and aggregate combinations to improve
the performance and quality of our concrete masonry units.

The qda!ity manual was completed, reviewed, and distributed for use at each location towards
the end of the fiscal year.



Al Bl T A am e

Qualifying Percentage — The grid below will be used to quantify the amount of credit to be
claimed for your activities related to the R&D Tax Credit. Note that the sum of the percentages
allocated should equal 100%, regardless of the length of employment by the Company during the
given year. [Please refer to the Note mentioned above for more information regarding direct
supervision (qualified), and indirect supervision (norrqualified)]

Project Time Time Directl Non-Qualified Total
Performing a Supervising Time
Qualified Act,

1. Designing the Manufacturing

Line

2. Testing and Selecting

Different Machine Alternatives

3. Designing the
Building/Plumbing/Vacuum
Systems Around the Machines

4. Developing other
Manufactoring/R&D Process

Enhancements

5. Developing Software for

Internal Use Purpose

6. Developing New Products or

Improving Existing Products 4&*) 4,0

7. Product and Process Audits [ o ( O

8. In-process Quality Checks
for New and/or Enhanced

Products and Manufacturing

Processes 4“0 40

9. Product Specification and

Product Development Test

10. Determining Product

Specifications

11. Direct support of
Individuals Who Perform

Research

12. Technical Meetings

13. Improvement Change

Requests Relating to Products

and/ or Processes [ D \O




14. Financial/ Personnel

Matters

15. Work Performed Outside of
the U.S.

16. Sales Related Activities

17. Training

18. Released Product Support

19. Second Line Supervision

20. Business Development

TOTAL

100%




Contemporaneous Documentation
Included in Pacific Coast’s R&D Credit Study

Basalite Technical Service

Technical Project 6/3/2005

Fly Ash Trials - Port Neal & Victorville Cement

Requested By: D Puskas Date:  04/24/2002 Product Type: Sack Mix
Opened By: Piant# 1403 Request Type: R&D
TR 175 Distribution:

Identification of

Objective: Uncertainty

Test Victorville Cement content @ 15.8%
Determine optimum Class C fly a_sh realacgment rates.

Vary coarse to fine aggregate ratios for optimum strengths.

Resolution: Development of New or
Aggregates: Lemon Cove Improved Business
Cernent: Victorville

Fly Ash: ISG Port Neal Class C Component

1. Control 15.8% - 45%CA

2. 25% Fly Ash - 46%CA ; .

3 25% Fiy Ash - 50%CA Alternat.lves to Eliminate
4. 25% Fly Ash - 56%CA Uncertainty and

5. 25% Fly Ash - 60%CA ,

6. 25% Fly Ash - 45%CA 55% Crusher Fines Process of Evaluation

Treasury Regulation Section 1.41-4(a)(5) Process of Experimentation
“A process of experimentation is a process designed to evaluate one or more
alternatives to achieve a result where the capability or the method of achieving that
result, is uncertain . . .. A process of experimentation must fundamentally rely on
principles of physical and biological sciences. . . and involves the identification of
uncertaintv concerning the i i
the identification of one or more alternatives intended to eliminate that uncertainty,
and the identification and the conduct of a process of gyaluating the alternatives

(through, for example, modeling , simulation, or a systematic trial and error
methodology).
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FTB's Opening Brief filed June 17, 2011, page 65

. It is excluded as occurring after commercial production.

. It is excluded as adaptation of an existing business component.

. It is excluded as duplication of an existing business component.

. It is excluded as Routine or Ordinary Inspection for Quality Control.

This project is not "qualified research.”

Project 10: Basalite—Dixon [Exhibit G, pages *86-96 of 157]

Appellants submitted with their Opening Brief 145 alleged "Technical Projects" for their Basalite - Dixon
plant. These "Technical Projects” consist of a single page listing an "Objective” and, sometimes, a "Resolution.”
These documents illustrate nothing more than routine quality control activities

These documents do not meet even the less stringent requirements of being an IRC §174 research
deduction expense, because these projects are not considered "research or experimental.” The term "research or
experimental expenditures" does not include (i) the ordinary testing or inspection of materials or products for
quality control (quality control testing).

Moreover, there is no follow-up. No Hypothesis. No alternatives. No actual testing. No analysis. No
refinement. That is, there is no process of experimentation.

As there are 145 alleged "Technica! Projects."” Beginning with what respondent has labeled Project 10(a),
respondent will discuss every 20th "Technical Project" sheet in this Analysis of All Other Projects. Should your

Board request it, respondent will discuss the remaining 138 "Technical Project" sheets, if given the opportunity in

further briefing.
Project 10(a); Technical Project: Adjustment of Clalite Mix designs [Exhibit G, page *86 of 157]

DATE: May 25, 2001

Objective: "Adjustment of Clalite Mix designs. Reduce cracking and evaluate mix designs for possible
changes to facilitate reduce core-bar cracking and production problems."

Resolution : "530 series mix design trials in progress, 5-25-01. Increased Admixture adopted in standard

Mix designs. 6-01-01"
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Contemporaneous Documentation

Included in Pacific Coast’s R&D Credit Study

Basalite Technical Service

Technical Project 6/3/2005
Adjustment of Clalite Mix designs
Requested By: D. Puskas Date:  05/25/2001 Product Type: Block
Opened By: Plant# 1401 Request Type: R&D
TR 112 Distribution:
Hypothesis

Evaluated Alternatives (analysis)
Objective: §| /

. Ad;ustment of Clalite Mix designs. Reduce cracking|and evaluate mix deisgng| for possible changes
0 facilitate reduce core-bar cracking and production problems.

Resolution:
530series |mix design trials in progress, 5-25-01, - Process of Experimentation
Increased Admixture adopted in standard Mix designs. 6-01-01

(systematic trial and error)

Improved Business Component
(quality and reliability)
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FTB's Opening Brief filed June 17, 2011, page 66

This sheet alone is not enough to prove that any "qualified research” occurred. What can be gleaned from
the limited information provided is that appellants are engaged in the "adjustment of clalite mix designs” which is
adapting an existing formula from their Denver plant, Clalite, and engaging in routine quality control. This is a
specifically excluded activity.

Moreover, this document does not meet even the requirements of demonstrating an IRC §174 expense.
Alone, it is not "research or experimental”. The term "research or experimental expenditures does not include {i)
the ordinary testing or inspection of materials or products for quality control {quality control testing).

Moreover, there is no foliow-up. No Hypothesis. No alternatives. No actual testing, No analysis. No
refinement.

The following are the reasons this alleged "project” does not qualify for the R&D credit.
. Does not meet IRC 174 expense requirements as it is not "research or experimental”
. The term "research or experimental expenditures does not includé (i) the ordinary testing or

inspection of materials or products for quality control (quality control testing).

. There is no indication of a qualified purpose.

. No modification required.

. No hypothesis formed.

. No methodical plan to test the hypothesis.

. No evidence of alternatives tested.

. No evidence of scientific/laboratory testing.

. No systematic trial and error.

. No analysis.

. No attempt to refine a hypothesis.

. It is excluded as occurring after commercial production.

. It is excluded as adaptation of an existing business component.
. It is excluded as Routine or Ordinary Inspection for Quality Control.

This project is not "qualified research.”
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Basalite Technical Service

Technical Project

6/3/2005

Fly Ash Trials - Phoenix & ISG - Victorville

Requested By: D Puskas Date:  04/30/2002
Opened By: Plant# 1403

R 176

Objective:

Test Victorville Cement content @ 15%

Determine optimum Class C fly ash replacement rates
Vary coarse to fine aggregate ratios for optimum strengths
Compare ISG Port Neal to Phoenix

Resolution:

Aggregates: Lemon Cove
Cement: Victorville
Fly Ash: ISG Port Neal

Control - 15% Cement, 50% Sand, 50% Rock
25% Fly Ash, 50% Sand, 50% Rock
25% Fly Ash, 45% Sand, 55% Rock
30% Fly Ash, 50% Sand, 50% Rock
30% Fly Ash, 50% Sand, 50% Rock

GOhwh =

Aggregates: Lemon Cove
Cement: Victorville
Fly Ash: Phoenix

1. 25% Fly Ash, 50% Sand, 50% Rock
2. 25% Fly Ash, 45% Sand, 55% Rock
3. 30% Fly Ash, 50% Sand, 50% Rock
4. 30% Fly Ash, 50% Sand, 50% Rock

*Victorville cement, Lemon Cove aggregates % as noted. T.Harold

Page: 3

Product Type:

Request Type:

Distribution:

Sack Mix
R&D

TR: 182



Basalite Technical Service

Technical Project

6/3/2005

Goshen - Fly Ash Replacement Trial

Requested By: D Puskas Date: 03/05/2002 Product Type: Sack Mix

Opened By: Plant# 1402 Request Type: R&D

R 162 Distribution:

Objective:

Determine Replacement rate of Cement/Fly Ash.

Resolution:

1. Run Control with 15.8% Cement using Victorville Cement.
2. Reduce Cement to 13.8% to determine Strength Performance against 15.8% Standard.
3. Replace 15% of Cement loading with Fly Ash A & with Fly Ash B.
Lab Batch: 8.06#/1.42#
4. Replace 20% of Cement locading with Fly Ash A & with Fly Ash B.
Lab Batch: 7.58#/1.9#
5. Replace 25% of Cement loading with Fly Ash A & with Fly Ash B.
Lab Batch: 7.11#/2.37#
6. Replace 30% of Cement loading with Fly Ash A & with Fly Ash B.
Lab Batch: 6.64#/2.84#
7. Replace 35% of Cement loading with Fly Ash A & with Fly Ash B.
Lab Batch: 6.16#/3.32#
8. Replace 40% of Cement loading with Fly Ash A & with Fly Ash B.
Lab Batch: 5.7#/3.78#
* Six 3 x 6 cylinders will be run from each batch. 3 each for 7 & 28 day strength testing.

Set time, Slump, & Aggregate Gradation will be included for each Lab Batch.
** Victorville cement, pre-blend Lemon Cove aggregates (55%sand 45%rock) T.Harold

Page: 83 TR:

170



Basalite Technical Service

Technical Project 6/3/2005

Fly Ash Trials - Port Neal & Victorville Cement
Requested By: D Puskas Date:  04/24/2002 Product Type: Sack Mix
Opened By: Plant# 1403 Request Type: R&D

R 1756 Distribution:

Objective:

Test Victorville Cement content @ 15.8%
Determine optimum Class C fly ash replacement rates.
Vary coarse to fine aggregate ratios for optimum strengths

Resolution:

Aggregates: Lemon Cove
Cement: Victorville
Fly Ash: ISG Port Neal Class C

. Control 15.8% - 45%CA

. 25% Fly Ash - 45%CA

. 25% Fly Ash - 50%CA

. 25% Fly Ash - 55%CA

. 25% Fly Ash - 80%CA

. 25% Fly Ash - 45%CA 55% Crusher Fines

Page: 2 TR: 176
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EXHIBIT 10
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