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1 Appellant Pacific Coast Building Products, Inc. is located in Rancho Cordova, Sacramento County. 
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Years 
Claimed R&D 

Credit Amounts2 Refund Claimed 

March 31, 1999
March 31, 2000
March 31, 2001
March 31, 2002
March 31, 2003
March 31, 2004 

$411,759
$401,572
$625,301
$493,988
$382,705
$395,374 

N/A3 

N/A
$202,491
$160,062
$124,103
$128,149 

Representing the Parties:

 For Appellants:   Reed Schreiter, PriceWaterhouseCoopers 

For Franchise Tax Board: Jason Riley, Tax Counsel III 

QUESTIONS: (1) Whether appellants have presented evidence sufficient to establish that appellant 

Pacific Coast Builders, Inc. (PCB)4 conducted activities that constituted 

“qualified research” as defined in Internal Revenue Code (IRC) section 41. 

(2) If appellants have established that PCB engaged in “qualified research” as 

defined in IRC section 41(d), have appellants established that PCB met its 

burden of proving “qualified research expenses” for the tax years at issue. 

(3) Whether appellants have substantiated PCB’s fixed-base percentage, as required 

by IRC section 41(c)(3)(A). 

SECTION 40 APPEAL 

This is an appeal in which Revenue and Taxation Code (R&TC) section 40 (Section 40) 

applies. Therefore, within 120 days from the date the Board renders its decision in this matter, a written 

opinion must be published on the Board’s website.  Please see a discussion of Section 40 prior to Staff 

Comments below. 

/// 

2 The amount of R&D credits claimed in this column, and the refund amounts claimed in the next column, are amounts 
claimed by appellant PCB.  Refund amounts claimed by the individual appellants are reflected in respondent’s brief dated 
July 12, 2011. 

3 Appellant PCB filed refund claims for the tax years ending March 31, 1999, and March 31, 2000, but did not file amended 
returns for these tax years. 

4 Appellant PCB is usually referred to as “PCB” (instead of “appellant PCB”) in this hearing summary. 
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HEARING SUMMARY

 Overview 

The length of this supplemental hearing summary is due to the volume of the record, 

which consists of more than 14,000 pages of arguments and exhibits that have been submitted into the 

record since the prior hearing of this matter.  The Applicable Law begins on page 10 of this document.  

Appellants’ description of the various facilities begins on page 25 of this document.  The analysis of the 

individual projects (i.e., the tables) begins on page 30 of this document.  The balance of the parties’ 

contentions begins on page 213 of this document.  And, finally, Staff Comments begin on page 238 of 

this document.  Please also note that there are four exhibits to this summary:  (1) the hearing summary 

for the September 12, 2012 oral hearing of this matter; (2) appellants’ September 6, 2012 project 

spreadsheet; (3) appellants’ November 9, 2012 spreadsheet; and (4) appellants’ August 16, 2013 

project/qualified research expense spreadsheet.5 

Please refer to the hearing summary (Exhibit 1) for a summary of the parties’ 

contentions of the issues above and the relevant law relating to these issues.  An oral hearing was held 

in this matter on September 12, 2012.  At that time, the Board requested additional briefing from the 

parties. 

Appellant PCB, an S Corporation, is a manufacturer, contractor, and distributor of 

building products such as wallboard, roofing, and insulation.  The other appellants to this appeal are 

shareholders of PCB.6 

As mentioned above, an oral hearing was held in this matter on September 12, 2012.  At 

that time, the Board sought additional briefing from the parties.  In addition, the Board requested that 

the parties meet and discuss the appeal and that the respondent Franchise Tax Board conduct site visits 

5 The Appeals Division notes that exhibit 4 is based upon an attachment to appellants’ August 16, 2013 submission.  The 
Appeals Division copied all of the data from appellants’ spreadsheet and added a column to show the total expenses that are 
attributable to each project. 

6 The Appeals Division staff refers to the research and development credit at various times as the “R&D tax credit(s)”, the 
“R&D credit(s)”, or simply as the “credit(s)”. 

The research and development credit study prepared by PricewaterhouseCoopers (PwC) is referred to variously as the 
“R&D tax credit study”, the “tax credit study”, the “R&D credit study”, the “R&D study”, or simply “the study”, in this 
hearing summary. 
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of PCB’s facilities.7  Appellants invited, and the Franchise Tax Board toured, the following facilities: 

the Pabco-Vernon facility; the Gladding McBean facility; the Basalite-Dixon facility; the Basalite-

Tracy facility; and the H.C. Muddox facility.  (The Pabco-Newark facility is currently closed, such that 

no tour was conducted of that facility.) 

The parties were asked to respond to an additional briefing letter (as described below) as 

part of a “30/30/30 process” in which an appellant provides requested documentation first, which the 

Franchise Tax Board then addresses, and then the Appeals Division prepares a hearing document.  In 

this matter, appellants provided evidence and documentation and respondent provided an analysis of 

appellants’ submissions.  The Board directed that this matter come back for an additional oral hearing 

in six months (i.e., in March 2013).  However, , additional time was granted in order for appellants to 

gather the evidence requested, and this matter was then rescheduled, with the agreement of the parties, 

to return to the Board in May 2013. However, as discussed further below, on May 6, 2013, shortly 

before the May 22, 2013 meeting and after the distribution of a hearing summary for that meeting, 

appellants submitted new declarations from current and former PCB executives and additional and 

updated schedules. At the request of the Appeals Division, the matter was removed from the calendar 

in order to allow respondent the opportunity to respond and for the new evidence and argument to be 

reflected in the hearing summary. 

Pursuant to the Board’s direction at the prior hearing, the Appeals Division prepared an 

additional briefing letter, dated September 17, 2012, which asked the parties (1) to meet and discuss the 

process for the review of evidence, and (2) to identify the projects, if any, that they would like to 

concede. The parties met and discussed the appeal and began making arrangements for the site visits 

mentioned above.  Appellants were not able to identify any projects that they could concede.  As 

discussed below, appellants actually identified 30 additional projects (for a total of 64 claimed projects) 

which they claim are qualified research activities.  As for respondent, respondent concedes (as it had 

previously) that Project #29, the body pop-outs project at the Gladding McBean facility, is a qualified 

research activity. However, respondent asserts that “even if [it] were to ignore appellants’ faulty base 

7 In the September 17, 2012 additional briefing letter, the parties were asked (1) to meet and discuss the process for the 
review of evidence, and (2) to identify the projects, if any, that they would like to concede. 
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amount calculations, the allowable qualified research expenses amount to a credit of $2,232 in FYE 

3/2002 and $5,309 in FYE 3/2003.” Respondent has not conceded that any of the other projects are 

qualified research activities. 

As mentioned above, on September 17, 2012, an additional briefing letter was sent to the 

parties. Specifically, appellants were asked to provide the following: 

Relating to qualified research activities (Issue #1), 

“. . . appellants should provide any evidence which they believe is relevant, which should 
include any available contemporaneous documentation, which establishes a process of 
experimentation relating to that project (i.e., that activity).  Regarding the process of
experimentation, appellants should provide documentation which shows the identification 
of uncertainty, the identification of one or more alternatives, and the identification of a 
process of evaluating the alternatives (i.e., the development and testing of a hypothesis 
and the analysis of the results). Appellants should also provide the approximate 
beginning date and ending date of each project, along with all available contemporaneous 
documentation that supports each project’s alleged time frame.” 

Relating to qualified research expenses (Issue #2), 

“. . . appellants should provide the amount of the qualified research expenses, with any 
available supporting evidence (including appropriate calculations and schedules), that 
should be attributable to each project.  In addition, appellants should provide the 
calculation for each appeal year of the total research credit claimed for that year.” 

The parties responded as follows: 

 On November 9, 2012, appellants submitted evidence to establish that the projects were 

qualified research activities. 

 On December 7, 2012, appellants submitted evidence of qualified research expenses that 

were attributable to each of the projects. 

 On March 1, 2013, respondent submitted its response to appellants’ submissions. 

As a result of these submissions, this supplemental hearing summary includes a table for each of the 

64 projects which summarizes appellants’ November 9, 2012 submission and respondent’s 

March 1, 2013 submission. 

On November 9, 2012, appellants submitted a spreadsheet (as mentioned above which 

summarized each of the 64 projects), a flash drive, and 71 binders.8  The 71 binders represented one 

8 The Appeals Division notes that the flash drive which appellants submitted consisted of 13,512 pages of documents. 
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binder for each of the 64 projects and 7 cost accumulation binders for each of PCB’s California 

locations. The binders for the individual projects included such documents as qualified activity 

narratives, individual time surveys for high-level management (which appellants refer to as “executive 

summaries”), project memos, various studies, Authorizations for Funds Expenditure (AFEs), drawings, 

and other evidence.  The cost accumulation binders (one for each of PCB’s California locations) 

consisted of employee activity surveys, wage summaries, supplies expense summaries, and contract 

research expense summaries for each appeal year. Appellants’ flash drive consisted of appellants’ tax 

credit study and other documents as mentioned in this paragraph.  Appellants’ November 9, 2012 

submission did not include any legal argument or individual summaries for each of the projects other 

than a statement of the permitted purpose and business component which appellants provided for each 

project. 

On December 7, 2012, appellants submitted evidence of the qualified research expenses 

that were attributable to each of the projects.  Appellants’ submission consisted of various schedules 

which identified the percentage of the R&D credit by year that was attributable to each of the projects.9 

As mentioned below, on August 16, 2013, appellants filed a reply brief which included a schedule of the 

expenses attributable to each project by year. 

On March 1, 2013, respondent provided its response to appellants’ submissions.  

Respondent provided an analysis of appellants’ submissions for each of the projects (which is 

summarized in each of the tables below) and a general legal analysis in which respondent summarized 

its response (which is summarized after the tables for the 64 projects). 

On May 6, 2013,10 prior to the oral hearing scheduled for the Board’s May 22, 2013 

9 Regarding the Pabco-Newark facility, appellants state in the December 7, 2012 cover letter to their submission “that our 
submission does not include information relating to [the Pabco-Newark] plant due to the plant manager being out of the 
country and unavailable.”  However, as part of appellants’ May 6, 2013 submission, appellants included the relevant 
schedule for the Newark facility. 

Regarding the Pabco-Vernon facility, appellants state in the cover letter that “while the qualified research expenses related 
to Pac Coast’s Vernon plant have been verified by Mr. Bill Fraser, Vernon’s Plant Manager, signed copies of the documents 
detailing this information have not been signed due to Mr. Fraser being out of town with an emergency.  We will provide 
this information as soon as possible.”  As part of appellants’ May 6, 2013 submission, appellants included a signed copy of 
this schedule. 

10 Appellants’ cover letter for this submission is dated May 6, 2012. 
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meeting, appellants submitted declarations, totaling 150 pages, from current and former PCB 

executives: (1) a declaration by Bill Fraser for the Vernon facility; (2) a declaration by 

Emil Kopilovich for the Newark facility; (3) a joint declaration by Gerry Gunning and Greg Morrison 

for the H.C. Muddox facility; (4) a declaration by Bill Padavona for the Gladding McBean facility; and 

(5) a declaration by Dale Puskas for the Dixon and Tracy facilities.11  The declarants described each of 

the projects, providing context for how and why the projects came to be and appellants’ course of 

action to address the particular needs identified.  These declarations are summarized in the tables for 

the individual projects below.12  In addition to the declarations, the submission included (1) schedules 

for the Vernon and Newark facilities which identified the percentage of the R&D credit by year that 

was attributable to the projects at those facilities and (2) an updated schedule of the allocation of the 

R&D credit to each of the projects by year. 

As a result of appellants’ May 6, 2013 submission, pursuant to a request from the 

Appeals Division, the matter was removed from the Board’s calendar to allow respondent the 

opportunity to respond and for the new evidence and argument to be reflected in the hearing summary.  

Respondent filed a reply brief on June 24, 2013, which is summarized in the tables for the individual 

projects below.13  Finally, appellants were provided with the opportunity to file the final brief in this 

matter, which appellants filed on August 16, 2013.  This brief is summarized after the tables for the 

64 projects. With this submission, appellants included a schedule in which they itemized their qualified 

research expenses by project (in dollars) by year. 

Regarding the 64 projects that appellants have identified, prior to the September 12, 

2012 oral hearing, on September 6, 2012, the Board Proceedings Division distributed a spreadsheet 

from appellants which identified 34 California projects at issue in this matter.  Consequently, the 

September 17, 2012 additional briefing letter specifically directed the parties to focus on these 

11 These declarations did not address the following projects: (1) project 8, the plant expansion project; (2) project 44, the 
Pacific Pathway project; and (3) project 54, the wallboard paper development project. 

12 Each declarant also included a general discussion relating to each of the facilities. Such portion of the declarations is 
summarized prior to the table for project 1 below.  

13 The general response portion of respondent’s June 24, 2013 brief is summarized after the 64 tables. 
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34 projects.14  In the cover letter to appellants’ November 9, 2012 submission, appellants state that 

“[a]ppellants discussed 34 R&D projects during this appeal.  Appellants’ R&D Study, however, 

identified a total of 64 projects. The documentation provided in this submission, therefore, addresses 

the 64 projects . . .” 

Below is a table which lists the 34 projects which appellants identified in their 

September 6, 2012 spreadsheet with the projects that appellants have identified currently: 

Projects at Issue15 

as of Sept. 6, 2012 (34) as of Nov. 9, 2012 (64) 

Pabco - Vernon (10) 
Basis Weight Scanner 

Reject Separator 
Centrifuge 

Dryer Bearing Thermocouples 
Dissolved Air Flotation Unit 

Stock Control Ratio16 

Split Top Felt 
Plant Expansion 

Vat Exhaust Addition 
Radial Distributor with 

Manual Dilution Control 

Pabco - Vernon (20) 
Basis Weight Scanner 

Reject Separator 
Centrifuge 

Dryer Bearing Thermocouples 
Dissolved Air Flotation Unit 

Stock Control Ratio 
Split Top Felt 

Plant Expansion 
Vat Exhaust Addition 

Radial Distributor with 
Manual Dilution Control 

Rewinder Upgrade 
Broke Conveyor 

Thickeners/Deckers Replacement 
Machine Screen Upgrade 

Stock Pressure Loop 
Fourth Section Driver Drive 
Machine Drive Improvement 

Air Compressor Variable Speed 
Rotary 

Press Replacement Process 
Wallboard Paper Development 

14 Consistent with appellants’ September 6, 2012 spreadsheet, and the understanding of the Board Members at the 
conclusion of the oral hearing, the September 17, 2012 additional briefing letter provided:  “The parties should proceed with 
34 projects at issue, which are the 34 projects delineated by appellants in the schedule distributed to the Board Members in 
the email dated September 6, 2012.  (A copy of the schedule is enclosed with this letter.)” 

15 The parentheticals note the number of projects by facility as of September 6, 2012, and as of November 9, 2012. 

16 The Appeals Division notes that the November 9, 2012 spreadsheet submitted by appellants refers to this project as the 
“Stock Control Ratio” project.  However, based upon the Appeals Division’s review of the evidence submitted, it appears 
that the appropriate name of this project is “Stock Ratio Control”. 
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Pabco - Newark (10) 
Raw Material Handling Upgrade 

Ball Mill 
Bulk Bag Handling System 

Stucco Screen 
Vibrating Screener 

Zone 3 Burner System 
Imp Mill Bag House Fan 

Baghouse Bags, Cages & Venturis 
Imp Mill Bag House 

Hazardous Waste Removal 

Pabco - Newark (10) 
Raw Material Handling Upgrade 

Ball Mill 
Bulk Bag Handling System 

Stucco Screen 
Vibrating Screener 

Zone 3 Burner System 
Imp Mill Bag House Fan 

Baghouse Bags, Cages & Venturis 
Imp Mill Bag House 

Hazardous Waste Removal 

H.C. Muddox (7) 
Flue Liner Kiln 

Brick Exit Kiln Door 
Flue Dryer/Preheater 

Holding Room Improvements 
Ware Cool System 

H-Cutter Reels 
Monorail Brick Packaging System 

H.C. Muddox (7) 
Flue Liner Kiln 

Brick Exit Kiln Door 
Flue Dryer/Preheater 

Holding Room Improvements 
Ware Cool System 

H-Cutter Reels 
Monorail Brick Packaging System 

Gladding McBean (2) 
Roof Tile Modernization 

Body Pop-Outs 

Gladding McBean (2) 
Roof Tile Modernization 

Body Pop-Outs 

Basalite - Tracy (2) 
Palletizer 

Vapor System 

Basalite - Tracy (10) 
Palletizer 

Vapor System 
Re-Engineering of Handling Systems 

Burner Installation 
Pallet Repair System Project 

Super Sack 
Mortar Reformulation 

Transfer Car Communication Laser 
Mix Station Lasers 

Split Hopper 

Basalite - Dixon (3) 
Pallet Turnover Device 
Mold Insertion Device 

Development & Testing of Mix 
Design 

Basalite - Dixon (14) 
Pallet Turnover Device 
Mold Insertion Device 

Development & Testing of Mix 
Designs 

Conversion to Semi-Automatic Five-
Block Machine 

Implementation of Computer-Based  
System to Track R&D 
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Basalite - Dixon (14) continued 
Development of Adapter/Spacer in 


Block Cubing Process 

Installation of Tumbling Lines 


Block Blowdown Device 

Automation of Sacking System 

Installation of Conveyor System 


Installation of Test Ovens 

Development & Installation of 


Portable Crusher 

Pallet Thumper Device 


Asphalt Conveying System 


Pacific Coast Companies, Inc. (0) Pacific Coast Companies, Inc. (1) 
none Pacific Pathway 

APPLICABLE LAW 

Prior to commencing the summary of the PCB’s projects, it is appropriate to review the 

applicable law in light of the issues for which the Board requested additional evidence and briefing.  

The Applicable Law is discussed more fully in the original hearing summary, which is attached. 

R&TC section 23609 provides a tax credit for “qualified research expenses” determined 

in accordance with IRC section 41, when a taxpayer established that it has conducted qualified research 

as defined by IRC section 41(d). Generally, the credit is determined based on the amount by which the 

taxpayer’s qualified research expenses exceed a “base amount.”  Insofar as is relevant to this appeal, 

R&TC section 23609 substantially conforms to IRC section 41. 

The Board’s focus in this appeal is the fourth of the four elements of IRC section 41(d) 

as described and itemized below, the Process of Experimentation Test.  As such, after defining the term 

“qualified research” under IRC section 41(d) below, the focus of the Qualified Research section below 

is on the Process of Experimentation Test. 

I. Qualified Research 

Overview;The Four Elements of IRC Section 41(d) 

For a taxpayer to establish that it conducted qualified research, IRC section 41(d)(1) 

defines the term “qualified research” as “research”: 

(A)with respect to which expenditures may be treated as expenses under section 174, 
(B) which is undertaken for the purpose of discovering information – 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 10 



 

 
  

  

5

10

15

20

25

 
 

  
 

  

 

 

 

 

   

  

  

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

i. which is technological in nature, and 
ii. the application of which is intended to be useful in the development of a new or 
improved business component of the taxpayer, and 

(C) substantially all of the activities of which constitute elements of a process of
experimentation for a purpose described in paragraph (3) [which lists qualified purposes 
as (i) a new or improved function, (ii) performance, or (iii) reliability or quality]. 

More plainly, IRC section 41(d)(1) defines “qualified research” as follows: 

(1) 	the research expenditures must qualify as expenses under IRC section 174 

(Int.Rev. Code, § 41(d)(1)(A)) (the Section 174 Test); 

(2) 	 the research activity must be undertaken for the purpose of discovering information that 

is technological in nature (Int.Rev. Code, § 41(d)(1)(B)(i)) (the Technological in Nature 

Test); 

(3) 	 the research activity must be undertaken for the purpose of discovering information the 

application of which is intended to be useful in the development of a new or improved 

business component of the taxpayer (Int.Rev. Code, § 41(d)(1)(B)(ii)) (the Business 

Component Test); and 

(4)	 substantially all of the research activities must constitute elements of a process of 

experimentation for a qualified purpose (Int.Rev. Code, § 41(d)(1)(C) & (d)(3)) (the 

Process of Experimentation Test). 

IRC section 41(d)(2) also provides that the tests from IRC section 41(d)(1) are to be 

applied separately to each of a taxpayer’s business components.  (Int.Rev. Code, § 41(d)(2)(A).)  

IRC section 41(d)(2)(B) defines the term “business component” as “any product, process, computer 

software, technique, formula, or invention which is to be (i) held for sale, lease, or license, or (ii) used 

by the taxpayer in a trade or business of the taxpayer.” 

As for a taxpayer’s production processes, IRC section 41(d) states that every plant 

process, machinery, or technique for the commercial production of a business component are treated as 

a separate business component, and not as part of the business component being produced.  (Int.Rev. 

Code, § 41(d)(2)(C).) In cases involving the development of both a product and a manufacturing or 

other commercial production process for that product, research activities relating to the development of 

the process are not qualified research unless the requirements of IRC section 41(d) are met for the 
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research activities relating to the process, without taking into account the research activities relating to 

the development of the product.  Similarly, research activities relating to the development of the 

product are not qualified research unless the requirements of IRC section 41(d) are met for the research 

activities relating to the product without taking into account the research activities relating to the 

development of the manufacturing or other commercial production process.  (Treas. Reg. § 1.41

4(b)(1).) 

Activities Specifically Included as being, and Excluded as being, Qualified Research 

IRC section 41(d) provides specific instances of activities for which the R&D credit is 

not allowed. Specifically, IRC section 41(d) provides as follows: 

(d) Qualified research defined. For purposes of this section— 

(1) In general. The term “qualified research” means research . . .17 

(2) Tests to be applied separately to each business component. . . .  
(3) Purposes for which research may qualify for credit.  For purposes of paragraph
(1)(C)—

(A) In general. Research shall be treated as conducted for a purpose described in 
this paragraph if it relates to—

(i) a new or improved function, 
(ii) performance, or 
(iii) reliability or quality. 

(B) Certain purposes not qualified. Research shall in no event be treated as 
conducted for a purpose described in this paragraph if it relates to style, taste, 
cosmetic, or seasonal design factors. 

(4) Activities for which credit not allowed.  The term “qualified research” shall not 
include any of the following:

(A) Research after commercial production.  Any research conducted after the
beginning of commercial production of the business component. 
(B) Adaptation of existing business components.  Any research related to the
adaptation of an existing business component to a particular customer’s 
requirement or need. 
(C) Duplication of existing business component.  Any research related to the
reproduction of an existing business component (in whole or in part) from a 
physical examination of the business component itself or from plans, blueprints, 
detailed specifications, or publicly available information with respect to such 
business component.
(D) Surveys, studies, etc. Any—

(i) efficiency survey,
(ii) activity relating to management function or technique, 
(iii) market research, testing, or development (including advertising or 
promotions), 
(iv) routine data collection, or
(v) routine or ordinary testing or inspection for quality control. 

17 See the section above which defines the term “qualified research”. 
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(E) Computer software.  Except to the extent provided in regulations, any research 
with respect to computer software which is developed by (or for the benefit of) 
the taxpayer primarily for internal use by the taxpayer, other than for use in— 

(i) an activity which constitutes qualified research (determined with regard to 
this subparagraph), or
(ii) a production process with respect to which the requirements of paragraph 
(1) are met. 

(F) Foreign research. . . .
(G) Social sciences, etc. . . .
(H) Funded research. . . . 

More specifically, Treasury Regulation section 1.41-4(c) expands on IRC section 41(d) 

to describe the following as excluded activities: 

(c) Excluded activities -- (1) In general.  Qualified research does not include any activity 
described in section 41(d)(4) and paragraph (c) of this section. 

(2) Research after commercial production -- (i) In general.  Activities conducted after the 
beginning of commercial production of a business component are not qualified research.  
Activities are conducted after the beginning of commercial production of a business 
component if such activities are conducted after the component is developed to the point 
where it is ready for commercial sale or use, or meets the basic functional and economic 
requirements of the taxpayer for the component's sale or use. 

(ii) Certain additional activities related to the business component.  The following 
activities are deemed to occur after the beginning of commercial production of a business 
component -- 
(A) Preproduction planning for a finished business component; 
(B) Tooling-up for production;
(C) Trial production runs; 
(D) Trouble shooting involving detecting faults in production equipment or processes; 
(E) Accumulating data relating to production processes; and 
(F) Debugging flaws in a business component. 

(iii) Activities related to production process or technique.  In cases involving
development of both a product and a manufacturing or other commercial production 
process for the product, the exclusion described in section 41(d)(4)(A) and paragraphs 
(c)(2)(i) and (ii) of this section applies separately for the activities relating to the 
development of the product and the activities relating to the development of the process.  
For example, even after a product meets the taxpayer’s basic functional and economic
requirements, activities relating to the development of the manufacturing process still 
may constitute qualified research, provided that the development of the process itself
separately satisfies the requirements of section 41(d) and this section, and the activities 
are conducted before the process meets the taxpayer’s basic functional and economic 
requirements or is ready for commercial use. 

(iv) Clinical testing. Clinical testing of a pharmaceutical product . . .  

(3) Adaptation of existing business components.  Activities relating to adapting an
existing business component to a particular customer’s requirement or need are not 
qualified research. This exclusion does not apply merely because a business component 
is intended for a specific customer. 

(4) Duplication of existing business component.  Activities relating to reproducing an 
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existing business component (in whole or in part) from a physical examination of the 
business component itself or from plans, blueprints, detailed specifications, or publicly 
available information about the business component are not qualified research.  This 
exclusion does not apply merely because the taxpayer examines an existing business 
component in the course of developing its own business component. 

(5) Surveys, studies, research relating to management functions, etc.  Qualified research
does not include activities relating to -

(i) Efficiency surveys; 

(ii) Management functions or techniques, including such items as preparation of financial 
data and analysis, development of employee training programs and management 
organization plans, and management-based changes in production processes (such as 
rearranging work stations on an assembly line); 

(iii) Market research, testing, or development (including advertising or promotions); 

(iv) Routine data collections; or 

(v) Routine or ordinary testing or inspections for quality control. 

. . . 

(10) Illustrations. The following examples illustrate provisions contained in paragraphs 
(c)(1) through (9) (excepting paragraphs (c)(6) of this section) of this section.  No 
inference should be drawn from these examples concerning the application of section 
41(d)(1) and paragraph (a) of this section to these facts.  The examples are as follows: 

. . . 

Example 7. (i) Facts.  X, a manufacturer, undertakes to create a manufacturing process 
for a new valve design. X determines that it requires a specialized type of robotic 
equipment to use in the manufacturing process for its new valves.  Such robotic 
equipment is not commercially available, and X, therefore, purchases the existing robotic 
equipment for the purpose of modifying it to meet its needs.  X’s engineers identify
uncertainty that is technological in nature concerning how to modify the existing robotic 
equipment to meet its needs.  X’s engineers develop several alternative designs, and 
conduct experiments using modeling and simulation in modifying the robotic equipment 
and conduct extensive scientific and laboratory testing of design alternatives.  As a result 
of this process, X’s engineers develop a design for the robotic equipment that meets X’s 
needs. X constructs and installs the modified robotic equipment on its manufacturing 
process. 

(ii) Conclusion. X’s research activities to determine how to modify X’s robotic 
equipment for its manufacturing process are not excluded from the definition of qualified 
research under section 41(d)(4)(B) and paragraph (c)(3) of this section, provided that X’s 
research activities satisfy the requirements of section 41(d)(1). 

. . . 

The Process of Experimentation Test 

Treasury Regulation section 1.41-4(a)(5)(i) defines the “process of experimentation” in 
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relevant part as “a process designed to evaluate one or more alternatives to achieve a result where the 

capability or the method of achieving that result, or the appropriate design of that result, is uncertain as 

of the beginning of the taxpayer’s research activities.”18  The Court of Appeals for the Fifth Circuit has 

described the “process of experimentation” as involving three steps: 

(1) the identification of uncertainty concerning the development or improvement of a 
business component,
(2) the identification of one or more alternatives intended to eliminate that uncertainty, 
and 
(3) the identification and the conduct of a process of evaluating the alternatives (through, 
for example, modeling, simulation, or a systematic trial and error methodology). 
(United States v. McFerrin (McFerrin) (5th Cir. 2009) 570 F.3d 672, 677.) 

In addition, Treasury Regulation section 1.41-4(a)(5)(ii) provides that “a process of 

experimentation is undertaken for a qualified purpose if it relates to a new or improved function, 

performance, reliability or quality of the business component.  Research will not be treated as 

conducted for a qualified purpose if it relates to style, taste, cosmetic, or seasonal design factors.” 

Treasury Regulation section 1.41-4(a)(8) provides examples of a process of 

experimentation, including the following: 

Example 3. (i) Facts.  X is engaged in the business of manufacturing food products and 
currently manufactures a large-shred version of a product.  X seeks to modify its current 
production line to permit it to manufacture both a large-shred version and a fine-shred 
version of one of its food products. A smaller, thinner shredding blade capable of 
producing a fine-shred version of the food product, however, is not commercially 
available. Thus, X must develop a new shredding blade that can be fitted onto its current 
production line. X is uncertain concerning the design of the new shredding blade, 
because the material used in its existing blade breaks when machined into smaller, 
thinner blades. X engages in a systematic trial and error process of analyzing various 
blade designs and materials to determine whether the new shredding blade must be 

18 Treasury Regulation section 1.41-4(a)(5)(i) states the following in its entirety: 
“Process of experimentation (i) In general. For purposes of section 41(d) and this section, 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, or the appropriate design of that result, is uncertain as of 
the beginning of the taxpayer’s research activities.  A process of experimentation must fundamentally rely 
on the principles of the physical or biological sciences, engineering, or computer science and involves the 
identification of uncertainty concerning the development or improvement of a business component, the 
identification of one or more alternatives intended to eliminate that uncertainty, and the identification and 
the conduct of a process of evaluating the alternatives (through, for example, modeling, simulation, or a 
systematic trial and error methodology).  A process of experimentation must be an evaluative process and 
generally should be capable of evaluating more than one alternative.  A taxpayer may undertake a process 
of experimentation if there is no uncertainty concerning the taxpayer’s capability or method of achieving 
the desired result so long as the appropriate design of the desired result is uncertain as of the beginning of 
the taxpayer’s research activities.  Uncertainty concerning the development or improvement of the business 
component (e.g., its appropriate design) does not establish that all activities undertaken to achieve that new 
or improved business component constitute a process of experimentation.” 
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constructed of a different material from that of its existing shredding blade and, if so, 
what material will best meet X’s functional requirements. 

(ii) Conclusion. X’s activities to modify its current production line by developing the 
new shredding blade meet the requirements of qualified research as set forth in paragraph 
(a)(2) of this section. Substantially all of X’s activities constitute elements of a process 
of experimentation because X evaluated alternatives to achieve a result where the method 
of achieving that result, and the appropriate design of that result, were uncertain as of the 
beginning of the taxpayer’s research activities.  X identified uncertainties related to the 
development of a business component, and identified alternatives intended to eliminate 
these uncertainties. Furthermore, X’s process of evaluating identified alternatives was 
technological in nature, and was undertaken to eliminate the uncertainties. 

Example 4. (i) Facts.  X is in the business of designing, developing and manufacturing 
automobiles.  In response to government-mandated fuel economy requirements, X seeks 
to update its current model vehicle and undertakes to improve aerodynamics by lowering 
the hood of its current model vehicle.  X determines, however, that lowering the hood 
changes the air flow under the hood, which changes the rate at which air enters the engine 
through the air intake system, and which reduces the functionality of the cooling system.  
X’s engineers are uncertain how to design a lower hood to obtain the increased fuel 
economy, while maintaining the necessary air flow under the hood.  X designs, models, 
simulates, tests, refines, and re-tests several alternative designs for the hood and 
associated proposed modifications to both the air intake system and cooling system.  This 
process enables X to eliminate the uncertainties related to the integrated design of the 
hood, air intake system, and cooling system, and such activities constitute eighty-five 
percent of X’s total activities to update its current model vehicle.  X then engages in
additional activities that do not involve a process of evaluating alternatives in order to 
eliminate uncertainties.  The additional activities constitute only fifteen percent of X’s 
total activities to update its current model vehicle. 

(ii) Conclusion. In general, if eighty percent or more of a taxpayer’s research activities 
measured on a cost or other consistently applied reasonable basis constitute elements of a 
process of experimentation for a qualified purpose under section 41(d)(3)(A) and 
paragraph (a)(5)(ii) of this section, then the substantially all requirement of section 
41(d)(1)(C) and paragraph (a)(2)(iii) of this section is satisfied.  Substantially all of X’s
activities constitute elements of a process of experimentation because X evaluated 
alternatives to achieve a result where the method of achieving that result, and the 
appropriate design of that result, were uncertain as of the beginning of X’s research 
activities.  X identified uncertainties related to the improvement of a business component 
and identified alternatives intended to eliminate these uncertainties.  Furthermore, X’s 
process of evaluating the identified alternatives was technological in nature and was 
undertaken to eliminate the uncertainties.  Because substantially all (in this example, 
eighty-five percent) of X’s activities to update its current model vehicle constitute 
elements of a process of experimentation for a qualified purpose described in section 
41(d)(3)(A), all of X’s activities to update its current model vehicle meet the 
requirements of qualified research as set forth in paragraph (a)(2) of this section, 
provided that X’s remaining activities (in this example, fifteen percent of X’s total 
activities) satisfy the requirements of section 41(d)(1)(A) and are not otherwise excluded 
under section 41(d)(4). 

II. Qualified Research Expenses 

In General 

A federal research credit is equal to the sum of 20 percent of the excess (if any) of the 
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qualified research expenses for the tax year over the base amount.  (Int.Rev. Code, § 41(a)(1).) As 

modified by R&TC section 23609, subsection (b)(a)(A), a California research credit is equal to the sum 

of 11 percent of the excess (if any) of the qualified research expenses for the tax year over the base 

amount.  Qualified research expenses “are limited to salaries and wages, supplies and contract research 

performed by third parties.”  (Bayer Corp. v. United States (W.D.Pa. 2012) 850 F.Supp.2d 522, 524 

(Bayer).) Qualified research expenses consist of the sum of in-house research expenses and contract 

research expenses that the taxpayer paid or incurred during the tax year in carrying on its trade or 

business. (Int.Rev. Code, § 41(b)(1).)  The term “in-house research expenses” consists of “any wages 

paid or incurred to an employee for qualified services performed by such employee,” as well as “any 

amount paid or incurred for supplies used in the conduct of qualified research.”  (Int.Rev. Code, 

§ 41(b)(2)(A).) 

The term “qualified services” means services consisting of the following:  “(i) engaging 

in qualifying research, or (ii) engaging in the direct supervision or direct support of research activities 

which constitute qualified research.” (Int.Rev. Code, § 41(b)(2)(B).)  “The term ‘engaged in qualified 

research’ as used in [IRC] section 41(b)(2)(B) means the actual conduct of qualified research (as in the 

case of a scientist conducting laboratory experiments).”  (Treas. Regs., § 1.41-2(c)(1).)  “The term 

‘direct supervision’ as used in [IRC] section 41(b)(2)(B) means the immediate supervision (first-line 

management) of qualified research (as in the case of a researcher who directly supervises laboratory 

experiments, but who may not actually perform experiments).”  (Treas. Regs., § 1.41-2(c)(2).) “‘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.”  (Id. See also Shami v. Commissioner, 

T.C. Memo 2012-78 (Shami).) 

A taxpayer must establish a nexus between the claimed wages and the qualified services.  

If an employee has performed both qualified services and nonqualified services, only the amount of 

wages allocated to the performance of qualified services constitutes qualified research expenses.  

(Treas. Regs., § 1.41-2(d)(1).) If, during the tax year, 80 percent of an employee’s wages consist of 

qualified services, then all of the employee’s wages are allocated to the performance of qualified 

services and constitute qualified research expenses.  (Treas. Regs., § 1.41-2(d)(2).)  In the absence of an 
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alternative method that the taxpayer demonstrates is more appropriate, the amount of an employee’s 

wages allocated to qualified services shall be determined by multiplying the total amount of wages paid 

to the employee during the tax year by the ratio of the total time that the employee actually spent in the 

performance of qualified services to the total time the employee spent in the performance of all services 

during the tax year. (Treas. Regs., § 1.41-2(d)(1).) 

Supplies 

As for whether supplies are qualified research expenses, Treasury Regulation section 

1.41(b) provides in part as follows: 

(b) Supplies and personal property used in the conduct of qualified research.  (1) In
general. Supplies and personal property . . . 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 . . . . 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. 

The Tax Court in Union Carbide held, and the Court of Appeals affirmed, that a 

taxpayer is entitled to a credit for only those additional supplies that were used to perform qualified 

research. Specifically, the Court of Appeals held that 

“. . . The definition of supplies [qualified research expenses] includes only amounts ‘paid 
or incurred for supplies used in the conduct of qualified research.’ Sec. 41(b)(2)(A)(ii) 
(emphasis added).  Petitioner now seeks to include as [qualified research expenses] 
amounts incurred during the production process upon which the qualified research was 
conducted, not during the conduct of qualified research itself.  These costs are, at best,
indirect research costs excluded from the definition of [qualified research expenses] 
under section 1.41-2(b)(2) [of the Treasury Regulations]. 

. . . 

. . . “‘supplies . . . which must be incurred in initiating or expanding research programs’ is 
served by affording the taxpayer the credit for the substantial costs that it would not 
otherwise have incurred to conduct qualified research. Affording a credit for the costs of 
supplies that the taxpayer would have incurred regardless of any qualified research it was 
conducting simply creates an unintended windfall.” 

(Union Carbide v. Commissioner (2d Cir. 2012) 697 F.3d 104, 106, 109.) 

Extraordinary Utilities 

As for whether utility expenditures are extraordinary in nature, Treasury Regulation 

section 1.41(b) provides in part as follows: 

(b) Supplies and personal property used in the conduct of qualified research.  (1) In
general. . . . 
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(2) Certain utility charges.  (i) In general. 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. 

(ii) Extraordinary expenditures.  To the extent the taxpayer can establish that the special 
character of the qualified research required additional extraordinary expenditures for 
utilities, the additional expenditures shall be treated as amounts paid or incurred for 
supplies used in the conduct of qualified research.  For example, amounts paid for 
electricity used for general laboratory lighting are treated as general and administrative 
expenses, but amounts paid for electricity used in operating high energy equipment for 
qualified research (such as laser or nuclear research) may be treated as expenditures for 
supplies used in the conduct of qualified research to the extent the taxpayer can establish 
that the special character of the research required an extraordinary additional expenditure 
for electricity. 

The term “qualified services”, as referenced in the Treasury regulation above, is defined in IRC section 

41(b)(2)(B) as services consisting of (i) engaging in qualified research or (ii) engaging in the direct 

supervision or the direct support of research activities which constitute qualified research. 

The Recordkeeping Requirement 

A taxpayer claiming a research credit is required to “retain records in sufficiently usable 

form and detail to substantiate that the expenditures claimed are eligible for the credit.”  (Shami, supra, 

T.C. Memo 2012-78.)  Treasury Regulation section 1.41-4(d) sets forth the following recordkeeping 

requirement for research credit claims: 

Recordkeeping for the research credit.  A taxpayer claiming a credit under [IRC] section 
41 must retain records in sufficiently usable form and detail to substantiate that the 
expenditures claimed are eligible for the credit.  For the rules governing record retention, 
see [Treasury Regulations] Sec. 1.6001-1. To facilitate compliance and administration, 
the IRS and taxpayers may agree to guidelines for the keeping of specific records for 
purposes of substantiating research credits. 

IRC section 6001 states the general recordkeeping requirement for taxpayers: 

Every person liable for any tax imposed by this title, or for the collection thereof, shall 
keep such records, render such statements, make such returns, and comply with such 
rules and regulations as the Secretary may from time to time prescribe.  Whenever in the 
judgment of the Secretary it is necessary, he may require any person, by notice served 
upon such person or by regulations, to make such returns, render such statements, or keep 
such records, as the Secretary deems sufficient to show whether or not such person is 
liable for tax under this title. 

Treasury Regulation section 1.6001-1(a), which is referenced in Treasury Regulation 

section 1.41-4(d), also provides general recordkeeping requirements for taxpayers: 

. . . [A]ny person subject to tax under subtitle A of the Code . . . or any person required to 
file a return of information with respect to income, shall keep such permanent books of 
account or records, including inventories, as are sufficient to establish the amount of 
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gross income, deductions, credits, or other matters required to be shown by such person 
in any return of such tax or information. 

Other than Treasury Regulation section 1.41-4(d), and its cross-reference to these 

general recordkeeping requirements, there is no specific recordkeeping requirement under 

IRC section 41. If a taxpayer establishes that it paid or incurred an expense without establishing the 

amount of the expense, a court and the Board “may approximate the amount of the expense, bearing 

heavily against the taxpayer whose inexactitude is of [its] own making.”  (Shami, supra, T.C. Memo 

2012-78 (citing Cohan v. Commissioner (2d Cir. 1930) 39 F.2d 540, 543-544).)  This is known as the 

Cohan rule. “For the Cohan rule to apply, however, a reasonable basis must exist on which [a] Court 

can make an estimate.”  (Id. (citations omitted))  “Without such a basis, any allowance would amount 

to unguided largesse.” (Id. (citations omitted))  In other words, a taxpayer must demonstrate some 

“rational basis on which an estimate can be made” that goes beyond mere speculation, unsupported 

allegations, or mere inference.  (Vanicek v. Commissioner (1985) 85 T.C. 731, 742-43. See also Appeal 

of Albert Hakim, 90-SBE-005, Aug. 1, 1990). 

Thus, in Fudim, supra, T.C. Memo 1994-235, the Tax Court held that, under the Cohan 

rule, a taxpayer could claim the research credit, even without the substantiation of specific amounts 

claimed, if the evidence shows that the taxpayer engaged in qualified research as defined in IRC section 

41 and where there was some basis for estimating the amount of such research.  Because the taxpayer 

had two income sources – consulting and patented research – the Tax Court estimated the time spent on 

research under the Cohan rule and determined that 80 percent of the taxpayer’s and his wife’s income 

came from research that qualified for the research credit.  In contrast, the Tax Court found that the 

taxpayer was not entitled to any research credit based on the wages he paid his daughter because there 

was no evidence showing the daughter’s age, training, or level of expertise or what services she 

rendered. 

 However, in Eustace v. Commissioner (7th Cir. 2002) 312 F.3d 905 (Eustace), the 

Seventh Circuit Court of Appeals declined to apply the Cohan rule because it found that the taxpayers’ 

reconstruction of qualifying expenses was “unreliable, inaccurate, incomplete, and wholly insufficient 

to establish what various workers did and whether such expenses qualify for the research credit.”  The 
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court suggested that the research credit might be applicable to the subcomponents of those activities, 

but the taxpayers acknowledged that they did not have the substantiation necessary to tie salaries to 

activities at the subcomponent level. 

In Union Carbide, supra, T.C. Memo 2009-50, the Tax Court found that two of the 

taxpayer’s five claimed projects, which involved the conversion of raw hydrocarbon feedstock into 

olefins, were substantiated based on estimated base period wages, forecasts of material costs, estimated 

project costs where no accounting records were available, and employee testimony regarding claimed 

wage expenses. On that basis, the court held that the taxpayer complied with the substantiation 

standard of Treasury Regulation section 1.41-4(d), which requires that the taxpayer “retain records in 

sufficiently usable form and detail to substantiate that the expenditures claimed are eligible for the 

credit.” (Union Carbide, supra, T.C. Memo 2009-50 at p. 285.)  The Tax Court also stated that it was 

applying the Cohan rule and “accept[ing] petitioner’s list of identified runs, including concessions, as a 

close approximation of all of the qualified research activities that occurred during the base period.”  (Id. 

at pp. 305-306.) 

In McFerrin, supra, 570 F.3d at p. 679, the Fifth Circuit Court of Appeals held that, 

although the taxpayer was required to retain records necessary to substantiate a claimed credit, it was 

willing to estimate the research credit if the taxpayer established that qualified expenses occurred.  In 

remanding the case to the district court, the court further explained: 

If [the taxpayer] can show activities that were “qualified research,” then the court should 
estimate the expenses associated with those activities.  The district court need not credit 
[the taxpayer’s] reconstruction of expenses from years after the fact.  See Eustace v. 
Commissioner, T.C. Memo 2001-66, 81 T.C.M. (CCH) 1370, *5 (2001). But the court 
should look to testimony and other evidence, including the institutional knowledge of 
employees, in determining a fair estimate.  See Fudim, T.C. Memo 1994-235, 67 T.C.M. 
(CCM) 3011, *12-*13. 

In Trinity Industries v. United States, 691 F. Supp. 2d 688 (N.D. Tex. 2010), the claimed 

qualified research expenses were primarily related to the design and construction of prototype ships that 

were designed and built under contracts for various customers.  The court found that the taxpayer was 

required to prove that at least 80 percent of each ship was part of a process of experimentation because 

the taxpayer had not presented any evidence from which the court could estimate qualified research 

expenses relating to any business component smaller than an entire vessel.  The court held that the 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 21 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

taxpayer did not offer any evidence from which the court could make a meaningful estimate of the 

taxpayer’s qualifying research expenses. (691 F.Supp. 2d at p. 693.) 

In Bayer, supra, 850 F.Supp.2d at p. 539, the court made the following statements with 

respect to the recordkeeping requirements for purposes of a research credit: 

[T]he recordkeeping requirements applicable to Bayer’s claim for QRE credits during the 
credit years mandate that Bayer “retain records in sufficiently usable form and detail to
substantiate that the expenditures claimed are eligible for the credit.”  Bayer’s estimate 
that it will take “decades” to gather the evidence necessary to support the QREs claimed 
for the credit years establishes Bayer’s failure to comply with its recordkeeping 
obligation. . . . [G]ranting the relief sought in Bayer’s Amended Sampling Motion would, 
in effect, constitute a reward to Bayer for failing to keep evidence regarding research
expenses in “sufficiently usable form and detail.” 

In Shami, supra, T.C. Memo 2012-78, the taxpayers claimed that certain wages the 

company paid to two of its executives, Mr. Shami and Mr. McCall, were qualified expenses for the 

research credit. The Tax Court found that the company’s research and development was performed 

across numerous departments and by many employees.  The Tax Court held that, “while petitioners are 

not required to show that Mr. Shami and Mr. McCall wore lab coats, petitioners must substantiate the 

time Mr. Shami and Mr. McCall spent performing qualified services and the total time they spent 

performing all other services.”  The Tax Court concluded that the testimony of the two executives and 

two employees offered by the petitioners to substantiate the time the executives purportedly spent 

performing purported qualified services was “self-serving and unreliable.”  The Tax Court found that 

several witnesses contradicted one of the executive’s testimony and no witnesses corroborated the other 

executive’s testimony.  In addition, the Tax Court found the testimony of two employees of the 

company “was general, vague, conclusory and insufficient to establish the time” either executive “spent 

performing any specific service.”  The Tax Court thus held “that the inadequate substantiation prevents 

any amount of the relevant wages from qualifying for the research credit.”  (Id., at p. 9-10.) In addition, 

the Tax Court held that there was insufficient evidence to apply the Cohan rule because there was 

insufficient evidence to estimate the appropriate allocation of wages between qualified services and 

nonqualified services. (Id. at pp. 10-11.) The Tax Court stated that, in McFerrin, supra, 570 F.3d 672, 

the appellate court “did not overrule, or even address, the basic requirement under Cohan that a court 

must have a reasonable basis upon which to make an estimate,” and the McFerrin decision does not 
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require it “to estimate the amounts of Mr. Shami’s or Mr. McCall’s wages that are allocable to qualified 

services given [its] finding that [it] lack[s] a reasonable basis upon which to make such an estimate.”  

(Id.) 

The 2008 IRS Audit Techniques Guide states as follows: 

Section 41 does not contain a specific requirement that a taxpayer capture the costs of
research under a particular approach or accounting methodology.  However, § 41 requires
the taxpayer to identify qualified research expenses (QREs) by business component 
(qualified activity). It is essential that whatever method or approach is used by the 
taxpayer, it must meet this requirement in order to establish its entitlement to the research 
credit. A significant number of RC claims are prepared using a hybrid method that does 
not properly establish the required nexus between QREs and qualified research activities 
(QRAs). Also, most accounting systems contain information to identify and measure 
expenditures without considering whether research and development activities meet the 
statutory requirements under § 41. 

Since project based accounting captures research costs at the “business component” level, 
it generally establishes the required nexus, whereas cost center accounting does not 
always provide the nexus between qualified activities and their related costs.  Taxpayers
have employed a number of methodologies in reconstructing the amount claimed for the 
research credit. Most RC studies reflect a combined hybrid approach.  The hybrid
method may be a combination of Project and Cost Center methods, adopting portions of 
each approach for which records are most easily available.  The manner in which the 
information is compiled typically does not support the relationship between the 
accounting records and the research activities or QREs.  Studies lacking this relationship 
have failed to establish nexus, and therefore are not auditable.  In other words, the nexus
problem is the inability to connect specific research project(s) and the underlying 
activities to the qualified expenses. 

A common example of the hybrid/nexus problem is in the case of qualified wages 
established by capturing W-2 wage amounts by cost center and multiplying a qualified
percentage to individual employee’s wages or department total wages.  The determination 
of the “qualified” percentage is based on a selected manager’s recollection or estimate of 
the amount of time particular employees devote to qualified activity, excluded activity, or 
other nonqualified activities. These managers/employees are sometimes referred to as 
Subject Matter Experts (SMEs). They may or may not have worked in the areas or 
performed services for the taxpayer during the years for which they will be opining.  
These representations may or may not be supported by measurable corroborative 
records. In some instances, taxpayers may not even apply percentages at the employee 
level. Rather, a single percentage is determined and applied to total department wage 
costs. 

Arbitrary and unsupported allocations should not be accepted.  These are merely 
estimates and are not sufficient to support a claim.  Allocation percentages applied to
expenses associated with qualified research activities may be accepted only when the 
appropriate prerequisites for applying such an approach have been met. 

III. The Base Amount & The Fixed-Base Percentage 

As stated above, R&TC section 23609 provides a tax credit for “qualified research 

expenses” determined in accordance with IRC section 41.  Generally, the credit under IRC section 41 is 
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determined based on the amount by which the taxpayer’s qualified research expenses exceed a “base 

amount.”  Thus, in order to determine if a taxpayer is eligible for a research credit, it must be 

determined whether the qualified research expenses exceed the base amount.  If qualified expenses do 

not exceed the base amount, no credit is available unless the taxpayer elected on its original tax return 

to apply the alternative incremental credit.

  More specifically, IRC section 41(c) provides, in part, that: 

(c) Base amount. 
(1) In general. The term “base amount” means the product of-- 

(A) the fixed-base percentage, and
(B) the average annual gross receipts of the taxpayer for the 4 taxable years preceding 

the taxable year for which the credit is being determined (hereinafter in this subsection 
referred to as the “credit year”).

(2) Minimum base amount.  In no event shall the base amount be less than 50 percent
of the qualified research expenses for the credit year.

(3) Fixed-base percentage.
(A) In general. Except as otherwise provided in this paragraph, the fixed-base 

percentage is the percentage which the aggregate qualified research expenses of the 
taxpayer for taxable years beginning after December 31, 1983, and before January 1, 
1989, is of the aggregate gross receipts of the taxpayer for such taxable years. 

* * * 

(4) Election of alternative incremental credit.
 (A) In general. At the election of the taxpayer, the credit determined under 


subsection (a)(1) shall be equal to the sum of-- 

(i) 3 percent of so much of the qualified research expenses for the taxable year as 

exceeds 1 percent of the average described in subsection (c)(1)(B) but does not exceed 
1.5 percent of such average,

(ii) 4 percent of so much of such expenses as exceeds 1.5 percent of such average 
but does not exceed 2 percent of such average, and 

(iii) 5 percent of so much of such expenses as exceeds 2 percent of such average. 
(B) Election. An election under this paragraph shall apply to the taxable year for 

which made and all succeeding taxable years unless revoked with the consent of the 
Secretary. [Emphasis supplied.] 

Pursuant to the above statutory language, unless the alternative incremental credit is 

elected by a taxpayer, the taxpayer’s qualified expenses and gross receipts between December 31, 1983 

and January 1, 1989, must be determined.  The qualified expenses for the period are divided by the 

gross receipts to reach a percentage, which is then applied to the four preceding years in order to 

determine the base amount.  If this base amount is less than the minimum base amount (which is 50 

percent of the taxpayer’s qualifying expenses), then the minimum base amount applies.  The minimum 

base amount thus provides a floor for the base amount which is equal to 50 percent of the qualified 
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expenses for the year at issue. The base amount must be determined first, in order to determine if it 

would be less than the minimum base amount.  Where the minimum base amount applies, it increases 

the base amount, and thereby reduces and potentially eliminates the amount of the available credit 

because only the increased amount over the base amount is eligible for a credit.  Thus, under the statute, 

the credit is only available, at most, for qualified expenses for the year at issue that exceed 50 percent 

of the taxpayer’s qualifying expenses for that year (i.e., the minimum base amount).  If the base amount 

calculated by reference to the taxpayer’s actual expenses and gross receipts between 

December 31, 1983, and January 1, 1989, is higher than the minimum base amount, then the amount of 

available credit will be the excess of expenses over this higher amount, and therefore will be lower than 

the available credit would be if the minimum base amount applied. 

For those taxpayers who do not have adequate records to establish their fixed-base 

percentage, IRC section 41(c)(4) provides an alternative method for computing the R&D tax credit.  

Treasury Regulation section 1.41-8T provides that an election under IRC section 41(c)(4) must be made 

with a taxpayer’s timely-filed original return for the taxable year in which the election applies. 

APPELLANTS’ DESCRIPTIONS OF THE VARIOUS FACILITIES 

The following are general contentions related to appellants’ facilities, summarized from 

the declarations of various management personnel.  The portions of these declarations that are specific 

to a particular project are included in the tables for the various projects below. 

 Vernon Facility (Declaration of Bill Fraser)19 

This facility, which was originally built in 1912, was purchased by appellants in 1984.  

In 1985, the facility began to primarily make gypsum paper for use at appellant’s Newark and 

Las Vegas gypsum plants.  The facility is only one of two mills remaining in the western United States 

that is capable of making gypsum paper.  (App. May 6, 2013 Submission, Fraser Declaration, pp. 1-2.) 

Regarding the facility’s paper making process, the facility receives various types 

19 As of the date of his declaration (i.e., May 6, 2013), Mr. Fraser was the plant manager of PABCO Paper and was 
previously the plant manager from 1998 until 2004. 

Mr. Fraser states: “I was an integral part of all of the projects I was involved in every facet from planning to carrying out the 
projects and overseeing the operations.” 
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(grades) of waste paper that it blends together in different percentages to create a final product.  Waste 

paper is thrown into a giant mixer, called a pulper, to break it down into fibers.  The fiber is pumped 

through a cleaning system to remove the waste (e.g., staples, glass, plastic, tape, etc.) through a 

screening process and by way of a reject handling system.  The balance of the stock continues through, 

getting processed (such as making the fiber into higher strength fiber) on its way to the paper machine.  

(App. May 6, 2013 Submission, Fraser Declaration, p. 2.) 

The stock is then taken to the paper machine, called a cylinder machine, in which the 

stock is turned into plies of paper after contact with felt that passes over the cylinders and, during this 

process, water is removed from the paper.  Water is further removed by running the paper through 

presses and then the paper travels to a drying system.  The paper then goes to a calendar stack in which 

the paper is measured for weight, moisture, and thickness.  The paper is then taken to a parent reel and 

then a rewinder in which the paper is then cut into different widths.  (App. May 6, 2013 Submission, 

Fraser Declaration, pp. 2-4.) 

A large part of the facility’s development is related to appellant’s expansion of their 

gypsum business, such that as appellant’s Las Vegas gypsum plant was doubling its capacity, the 

Vernon facility needed to double its gypsum paper capacity as well.  (Twenty years ago, the Vernon 

facility was running 590 feet of gypsum paper a minute and today it runs 910 feet of gypsum paper a 

minute.)  The primary goals for this facility have been more paper, better quality, and reduced cost.  

Depending upon the project, all of the employees at the facility could be involved in the planning of a 

project at one point or another.  (App. May 6, 2013 Submission, Fraser Declaration, p. 5.) 

Newark Facility (Declaration of Emil Kopilovich)20

  Appellants assert that, at the Newark facility, gypsum is processed into gypsum wall 

board. Appellants state that gypsum rock is crushed in a milling and calcining process in which the 

20 As of the date of his declaration (i.e., May 6, 2013), Mr. Kopilovich was the vice president of manufacturing for 
appellants’ Gypsum division and oversaw appellants’ Las Vegas and Newark facilities.  Mr. Kopilovich held this same 
position from 1998 to 2004. 

Mr. Kopilovich states: “I was involved in the research projects that we are going to be discussing at the higher level.  I was 
not involved I day-to-day matters but was involved I the execution of the projects.  I review and approved the requests for 
the expenditure with the plant managers, and I had some input and questions regarding the process.” 
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rock is ground into a fine powder and the combined water is removed from the rock.  This process is 

called dehydration in which heat is used to remove the combined water.  Appellants assert that 

imp mills (short for impact mills) are used for the calcination process and that the Newark facility six 

imp mills and storage bins to which the material is conveyed.  Appellants state that the gypsum material 

is then fed from the storage bins into a mixer, at which time water and additives are mixed in to form a 

slurry, which is made into stucco and then formed between two sheets of paper.  This process is called 

rehydration. Appellants state that the product is then run through a board dryer in a drying operation, to 

remove excess water.  Appellants assert that, to make quality wallboard, an accelerator is added to help 

set the board so it can harden and be cut. Appellants state that other ingredients include a retarder (so 

the material doesn’t set in the mixer) and starch (so the paper will adhere to the core).  (App. May 6, 

2013 Submission, Kopilovich Declaration, pp. 1-2.) 

Appellants state that the biggest source of energy is natural gas and that 80 percent of the 

direct cost of manufacturing gypsum board is the gypsum, energy, and paper.  Appellants further state 

that 600 MMBTU’s of natural gas is used in the calcining process and that 1,400 MMBTU’s of natural 

gas is used in the board drying process. (App. May 6, 2013 Submission, Kopilovich Declaration, p. 3.) 

Appellants assert that a number of the projects at the Newark facility are tied together 

because the projects are part of taking steps, learning from those steps, and then taking further steps.  

Moreover, appellants contend that some of the projects were phased in to solve or correct a particular 

problem.  Appellants also note that gypsum manufacturing is considered an art form and that there is 

much research ongoing in this area that is completed by individual companies with proprietary 

knowledge. As such, appellants argue that each company discovers their own ways independently.  

(App. May 6, 2013 Submission, Kopilovich Declaration, p. 3.) 

Appellants state that the Newark facility is almost 40 years old and that the facility is 

designed to run at a slower capacity.  As such, appellants assert that there are many challenges in 

operating the facility to push equipment beyond its original design capacity (e.g., having equipment that 

was designed to run at 80 feet a minute to instead run at 160 feet a minute; having a drying time of less 

than 30 minutes instead of the typical drying time of at least 45 minutes).  Appellants assert that the 

Newark facility, as an older plant, has been able to continue to operate, by being able to produce more 
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gypsum board and by reducing the weight of the wallboard produced.  (App. May 6, 2013 Submission, 

Kopilovich Declaration, p. 4.) 

H.C. Muddox Facility (Declaration of Gerry Gunning & Greg Morrison)21 

The H.C. Muddox facility has been in operation since 1963—the flue kiln area was built 

in 1963 and the brick kiln was added in 1968. The projects at this facility can be classified into three 

groups: (1) the flue liner kiln (project 21) with the dryer preheater (project 23), as the related common 

goals were broken into two phases; (2) the brick exit kiln door (project 22), the holding room 

improvement (project 24), and the ware cool system (project 25); and (3) projects 26 and 27, which 

were individual projects. (App. May 6, 2013 Submission, Gunning/Morrison Declaration, p. 2.) 

Appellants state that the making of clay brick is a simple operation.  Appellants note that 

the plant uses a clay deposit in the area.  Appellants also note that various clays are mined, which have 

different assets (such as color, an iron content, and shrinkage), such that clays are blended (based upon 

33 different recipes) for a desired outcome.  Appellants state that, after clay is ground, it is mixed with 

water to form bricks and the bricks are extruded through a mold, cut and placed on a kiln car, dried and 

fired, and packaged and put into inventory.  (App. May 6, 2013 Submission, Gunning/Morrison 

Declaration, p. 2.) 

Gladding McBean Facility (Declaration of Bill Padavona)22 

Appellants assert that Gladding McBean is one of the oldest manufacturing companies 

which still operates in the State of California, as it was founded in 1875 at the Lincoln location.  

Appellants assert that a considerable amount of work has been completed to renovate the old facility 

over the years, however, nothing dramatic was done to increase the production output at the plant to 

reduce costs or to improve the quality and the flexibility in the manufacturing process.  Appellants state 

that Mr. Padavona was able to suggest, and make, changes to improve the Gladding McBean plant 

21 As of the date of the declaration (i.e., May 6, 2013), both Mr. Gunning and Mr. Morrison were employed by PCB.  
Mr. Gunning was employed at the H.C. Muddox facility from approximately 1995 to 2001.  Mr. Morrison became the plant 
manager of the H.C. Muddox facility in 2000.  The declaration submitted was signed by Mr. Morrison, but was not signed 
by Mr. Gunning. 

22 As of the date of his declaration (i.e., May 6, 2013), Mr. Padavona was retired.  From 1999 through 2004, Mr. Padavona 
was an operations manager, a general manager, and then a vice president of manufacturing for Gladding McBean. 
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processes. (App. May 6, 2013 Submission, Padavona Declaration, p. 2.) 

Dixon & Tracy Facilities (Declaration of Dale Puskas)23 

There are separate processes at these facilities:  (1) the production of sacked concrete 

products; (2) the production of concrete masonry units or concrete block; and (3) the production of 

concrete paving stones. The blocks and paving stones have similar processes, except that different 

machines are used, depending upon the product.  The sacking operations at the facilities are relatively 

the same, with the production of a packaged sack that contains sand, cement, and rock or only one of 

those components.  (App. May 6, 2013 Submission, Puskas Declaration, p. 2.) 

The raw materials are brought to the plants in bulk from local quarries and are dropped 

into bins. These bins feed through a mechanized or a computer-controlled batching system into a mixer 

where the materials are combined with admixtures.  If sacked concrete products are being mixed, the 

product is filled into a bag at this point and palletized, wrapped, and stored in a warehouse.  If blocks or 

pavers are being produced, the bulk materials are mixed with admixtures and water, placed into a mold 

for the dry cast process, and then cured. The product then goes on steel pallets into a curing system for 

up to a 24-hour period. The product then goes through a cooling cycle, is de-palletized, run through a 

conveyor line, put through a cubing process, placed onto a pallet, wrapped, and then placed into the 

yard. (App. May 6, 2013 Submission, Puskas Declaration, pp. 2-3.) 

The Dixon facility has three block machines, two five-at-a-time machines and, at a 

separate plant at this location, one 12-at-a-time machine (which is referred to as the Tiger plant).24  In 

the mid-2000’s, the Dixon facility also added a sacking operation.  This facility sits on 55 acres.  The 

Tracy facility sits on 20 acres and includes a sack plant, an interlocking paving stone manufacturing 

operation, and a block machine.  The Tracy facility has similar, but older technology than the Dixon 

facility and manufactures essentially the same products as the Dixon facility.  These facilities do not 

23 In the declaration, Mr. Puskas states that he is currently employed by PCB and that he was the manufacturing manager at 
Baslalite and was the vice president in charge of California and Nevada “for the general management position”.  In addition, 
Mr. Puskas states that he oversaw the Tracy and Dixon facilities from 1999 to 2004.  The declaration submitted was neither 
signed nor dated. 

24 These descriptions mean that that the two machines can make 5 blocks during a single cycle while the other machine can 
make 12 blocks during one cycle. 
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have a separate R&D production line; testing occurs on the main line.  Prior to that process, appellants 

make lab batches.  (App. May 6, 2013 Submission, Puskas Declaration, pp. 3-4.) 

SUMMARY/ANALYSIS OF APPELLANTS’ PROJECTS 

Below is the first of 64 tables which summarizes appellants’ submission, based upon the 

documents submitted by appellants, and the analysis/response submitted by respondent.25  Four of the 

projects listed below (two projects at the Pabco-Newark facility and two projects at the H.C. Muddox 

facility (projects #18, #20, #21, and #27)) are projects that began, and ended, either before or after the 

years at issue in this appeal.26  After the last of these tables, the Appeals Division summarizes the 

balance of the parties’ briefing. 

Project 1 - Basis Weight Scanner 
(Pabco - Vernon) 

(March 9, 1999 - July 3, 2002) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Bill Fraser (plant manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) an AFE; (4) 
project correspondence; (5) test results; (6) purchase orders and specifications; and (7) 
drawings. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a FYE March 31, 2000 project and (2) in the Individual Time Survey for High-Level 
Management of plant manager, Bill Fraser. 

The AFE states, under “Scope of Project”, that “Vernon will purchase a new Basis 
Weight Scanner to continually measure the paper basis weight.  The equipment will be 
manufactured by a local company and installed by plant personnel.” 

25 The “Permitted Purpose and Business Component” narrative for each project has been pulled from appellants’ November 
9, 2012 spreadsheet. 

The beginning and ending dates for each project have been pulled from appellants’ November 9, 2012 spreadsheet. 

Here are some of the acronyms that will be used in the tables below: “AFE” in place of “Authorization for Funds 
Expenditure”; “FYE” in place of “fiscal year ending”. 

26 The tax years at issue in this appeal are the FYE March 31, 1999, through the FYE March 31, 2004.  Stated differently, 
the time period before the Board is April 1, 1998, through March 31, 2004.  Project #21 was completed on January 22, 1998, 
prior to the commencement of the years at issue in this appeal.  Projects #18, #20, and #27 all began after March 31, 2004. 
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The AFE also states, under “Benefits”, that “[t]he major benefit for the project would be 
the reduction in machine direction weight variation improving basis weight control.  This 
tighter control will allow the plant to lower overall basis weights without negatively 
affecting sheet quality.” 

Test results (i.e., the scanner moisture test samples) were submitted, which appear to 
have been conducted between March 3, 1999, and July 13, 1999. 

Permitted Purpose & Business Component 
Vernon sought to integrate a basis weight scanner to better control the weight on the 
paper machine.  The scanner was necessary to continually measure the paper basis 
weight and led to an increase in product consistency and a reduction of costs.  The 
business component is an improved process, i.e. the improved scanner. 

Appellants’ Declaration (Bill Fraser)27 

This project relates to product quality—to get better control over the stock supply to the 
cylinders and the actual formation of the fiber mat that’s done at each cylinder.  
Appellants’ goal was to install a basis weight scanner to measure the weight and 
moisture of the paper in real time which would send signals back to a secondary system 
(a stock pressure loop) and allow appellants to automatically control the weight 
application to each cylinder.  (Fraser Declaration, pp. 6-7.)   

Appellants state that a significant amount of trial-and-error was involved in the control 
on the wet end and trying to determine the best way to deliver the stock so that appellants 
could control it, such as where to place control valves, what kind of pressure to run on 
the inlet side, and how to inject that into the pumping system that supplies the formers.  
This work was ultimately part of appellants’ stock pressure loop project (i.e., project 39).  
(Fraser Declaration, pp. 7-8.) 

Appellants were unsure of where to locate the basis weight scanner for a variety of 
reasons, including the ambient temperature humidity, the flash steam, which affected 
appellants’ readings and resulted in the installation of fans to blow the steam off before it 
went to the scanning device. When appellants purchased the basis weight scanner, it had 
to make decisions as to the type of sensors they needed based upon what would work 
best with the grades of stock that appellants would be making.  Appellants decided to 
install a spreader roll before the scanner to make sure that the scanner was providing an 
effective reading. Appellants state that much of the work for this project was done in
house, such as installation and design.  Many decisions were necessary in the process of 
determining where to locate the scanner.  (Fraser Declaration, pp. 8-10.)   

Appellants state that one of the goals of the basis weight scanner was to reduce the rate 
of washboard (waves in the paper) on some of the projects, like the radial distributor.  

27 Appellants’ May 6, 2013 Submission, Declaration of Bill Fraser.  Mr. Fraser’s declaration is cited as “Fraser Declaration, 
p. x”. 
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(Fraser Declaration, p. 11.) 

Appellants’ need or desire to install the basis weight scanner resulted in appellants 
determining that they needed to do the stock pressure loop project first.  (Fraser 
Declaration, p. 12.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as 
appellants purchased and installed equipment pursuant to a three-year capital plan. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity. 

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).) 

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.) 

Here, appellants did not provide evidence or documentation proving that any process of 
experimentation occurred.  Appellants simply purchased a machine and installed it.  
Appellants provided no evidence that research occurred. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
It is unclear how the purchase and installation of this equipment extended over a five-
year period as there is no contemporaneous documentation that supports appellants’ 
claim of qualified research over this time frame. 

Qualified Research Expenses 
Appellants claimed a total of $996,767 as qualified expenses for the project when the 
AFE for the project identifies $205,365 in material costs. 
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There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity. 

Response to Appellants’ Declaration 
Regarding the type of measuring device that appellants could use, appellants admit that 
this project had nothing to do with qualified research, but rather searching for the correct 
equipment.  Researching which equipment to buy does not meet the statutory 
requirements.  (Resp. June 24, 2013 Submission, p. 9.)   

As to appellants’ trial-and-error of configuring the equipment and the physical placement 
of valves and the settings on the dials, the setting of dials is not qualified research.  This 
is the installation and configuration of the machines.  In citing Eustace in their discussion 
of experimentation and tinkering, this is at best excluded as routine or ordinary testing or 
inspection for quality control.  It is an activity that occurs after commercial production.  
This is what the Tax Court (which the Court of Appeal specifically affirmed) in Union 
Carbide disallowed as “a simple change to a process followed by verification that the 
change would work is not a process of experimentation.”  (Resp. June 24, 2013 
Submission, pp. 9-10.)   

As to appellants’ alleged uncertainty, this was related to the installation of equipment and 
where to install the equipment.  Appellants did not assert that the company had created a 
basis weight scanner. As such, this is not experimentation but merely installation.  
(Resp. June 24, 2013 Submission, p. 10.)   

During the plant tour, respondent requested a copy of appellants’ “Three-year Capital 
Plan” for the Vernon facility. This document has not been provided.  (Resp. June 24, 
2013 Submission, p. 10.)   

Regarding the purchase of the scanner and related sensors, appellants admit that 
equipment was purchased in regular commercial production from the manufacturer.  This 
does not qualify for the IRC section 174 deduction nor for the IRC section 41 credit.  
Appellants also confirmed respondent’s argument that appellants selected and installed 
Metso equipment.  Appellants provided no documentation relating to working with the 
manufacturer relating to the type of sensors needed.  Appellants did little more than 
purchase and install equipment in regular production.  (Resp. June 24, 2013 Submission, 
pp. 10-11.) 

Regarding the installation of the equipment, appellants’ statements regarding installation 
related to where to physically place the equipment.  This is not qualified research. 
Installation is not experimentation.  (Resp. June 24, 2013 Submission, p. 11.) 

Appellants describe a preference regarding the equipment that was chosen.  This relates 
to the purchase and installation of equipment in regular commercial production from the 
manufacturer.  Additionally, despite the stated uncertainty of using the equipment 
purchased in a paper mill, appellants’ employee had prior experience with this 
manufacturer’s equipment.  As for appellants’ assertion that the equipment was all 
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designed in-house, this assertion provides no indication of what appellants designed and 
no indication that the installation was anything different than the excluded activities 
described above. (Resp. June 24, 2013 Submission, pp. 11-12.)   

Regarding the AFE that appellants prepared to attain the approval for funds for the 
project and the research completed in that preparation process, this research relates to the 
selection (and purchase) of equipment rather than qualified research.  The AFE does not 
describe the alleged research that was completed or provide documentation of appellants’ 
experimentation.  (Resp. June 24, 2013 Submission, p. 12.)   

Regarding the type of clay mined at appellants’ Las Vegas facility, this relates to out-of
state quality control testing that occurred after commercial production.  Appellants 
produced and sold the paper from this facility to the Las Vegas facility, such that the 
activity described here occurred after commercial production.  (Resp. June 24, 2013 
Submission, pp. 12-13.)   

Appellants admit that they sold paper from their excluded quality control activities.  Such 
activity occurred after commercial production and appellants cannot claim supply costs 
pursuant to the Second District in Union Carbide. (Resp. June 24, 2013 Submission, p. 
13.) 

Project 2 - Reject Separator 
(Pabco - Vernon) 

(Sept. 19, 1999 - May 10, 2002) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of Bill 
Fraser (plant manager) (i.e., the Individual Time Survey for High-Level Management) for the 
FYEs March 31, 1999, through March 31, 2004; (3) an AFE; and (4) drawings. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as a 
FYE March 31, 2000 project and (2) in the Individual Time Survey for High-Level 
Management of plant manager, Bill Fraser. 

The AFE states, under “Scope of Project”, that “[t]he Vernon plant will purchase a reject 
separator to help recover usable fiber from the waste stream.” 

The AFE also states, under “Benefits”, that “[t]he main benefit will be the reduction in the 
amount of waste sent to landfill and the increased removal of contaminants from our stock 
system.” 

Permitted Purpose & Business Component 
Vernon plant personnel installed and incorporated a new system to efficiently handle rejects 
generated in the pulping process. This new reject system allowed Vernon to decrease the 
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amount of contaminants in the paper products and decreased waste costs.  The business 
component is an improved process, i.e. the improved machine to separate the rejected pulp. 

Appellants’ Declaration (Bill Fraser) 
The function of the reject separator is to clean the pulp that will eventually become paper.  The 
goal of this project was increasing the facility’s capacity.  When increasing the amount of 
paper being made, appellants had to increase the capacity of the amount of stock that they 
make, which means that the pulping system has to handle more material.  Along with 
minimizing costs and, as a result, using lower grades of stock, there are more contaminants in 
one’s system. With appellants’ current reject screen, too much fiber would be rejected along 
with contaminants that would go to landfill and increases appellants’ waste costs.  (Fraser 
Declaration, p. 17, 18-19.) 

To address this problem, appellants attempted different solutions, such as adding more dilution 
to the screen and using a different screen plate.  Appellants then tested a reject separator demo 
unit and ran various trials and then decided to purchase the machine.  (Fraser Declaration, pp. 
17-18.) 

Appellants then had to design into the system, including where to put it, where in the process it 
would fit, what the unit would be fed with, and how the unit would be fed.  Appellants initially 
chose the wrong size holes in the baskets and had to order a secondary basket with larger holes 
as they could not get the throughput. Appellants then needed to modify the supply tank to 
correct the dilution characteristics.  Appellants designed, developed, and installed the feed 
system and designed and configured the control system to work with appellants’ supply 
system.  (Fraser Declaration, p. 18.) 

There are many factors to consider in determining the right feed for the unit, including what 
reject streams you want to send to it, the percentages of rejects to water, and how you are 
mixing those to get the desired flow into the unit for effective separation.  (Fraser Declaration, 
p. 18.) 

When the pulp goes through the pulper, it goes through two cleaning processes.  Ultimately, 
the reject separator is trying to separate the fiber from the contaminants.  (Fraser Declaration, 
p. 19.) 

As for the control system, appellants had to decide how to run the controls through the unit, 
determine the direction that the valves open and close, and whether time delays were needed.  
Appellants ultimately decided to locate the reject separator next to the pulper so that the fiber 
stream that came off along with the rejects could be put back into the pulper.  As a result of 
this project, appellants cut their waste costs by approximately 40 percent.  The removal of 
Styrofoam continues to be a problem.  However, because the screen baskets are different (one 
has holes and the other one has slots), appellants have a better chance of removing this 
contaminant.  (Fraser Declaration, pp. 19-20.) 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 35 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as appellants 
purchased and installed equipment that is in regular commercial production. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides that 
the term “qualified research” means research with respect to which expenditures may be 
treated as expenses under IRC section 174.  If an activity does not meet the requirements for 
an IRC section 174 deduction, the activity is not a qualified research activity. 

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  (Treas. 
Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of labor or other 
elements involved in the construction and installation, or the cost of acquiring or improving 
the property are not deductible under IRC section 174.  (Treas. Reg. § 1.174-2(b)(4).)  A 
taxpayer does not bear the risk for the purchase of a product of another that is in regular 
commercial production. (Treas. Reg. § 1.174-2(b)(3)-(4).) 

The proper treatment of such an equipment purchase is depreciation over the useful life of the 
equipment and the equipment is not eligible for the research deduction under IRC section 174.  
A simple change to a process by installing new, modern equipment, followed by verification 
that the change worked does not constitute a process of experimentation.  (Union Carbide v. 
Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing Union Carbide v. Comm’r (2009) TC 
Memo 2009-50.)  Here, appellants did not provide evidence proving that any process of 
experimentation occurred.  Appellants simply purchased a machine and installed it.  
Appellants provided no evidence that research occurred. 

Starting and ending dates of the project & contemporaneous documentation that supports the 
alleged time frame 
These dates refer to engineering drawings; however, these drawings do not establish starting or 
ending dates. There is no contemporaneous documentation that supports appellants’ claim of 
qualified research over this time frame. 

Qualified Research Expenses 
Appellants claimed a total of $660,545 as qualified expenses for the project when the AFE for 
the project identifies $177,360 in total costs. 

There is no evidence demonstrating that a nexus exists between the alleged qualified research 
expenses and the conduct of any actual qualified research activity. 

Response to Appellants’ Declaration 
The research that appellants appear to have conducted relates to consumer preference—as in 
which machine in regular commercial production should be purchased. Appellants installed 
and configured a demo unit which does not constitute qualified research and then ordered the 
regular unit. Both of these units are machines in regular commercial production and the 
purchase and installation of either does not meet the requirements of IRC section 174.  (Resp. 
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June 24, 2013 Submission, p. 16.) 

Appellants state that the primary concern after purchase was where to install the machine 
which, under Eustace, is not research but tinkering at best and tinkering is not qualified 
research. Also, the purchase of a basket with larger holes does not involve a process of 
experimentation but the purchase of equipment in regular commercial production.  (Resp.
June 24, 2013 Submission, p. 16.) 

As for appellants’ modification to the supply tank, this is uncorroborated by any 
documentation.  Moreover, there is no indication as to why it took appellants three years to 
purchase and install this equipment in regular commercial production.  Also, installation 
followed by configuration is not qualified research, but tinkering.  (Resp. June 24, 2013
Submission, pp. 16-17.) 

Appellants admit that the equipment purchased was a Model GR111 Separplast, manufactured 
by Maule & C.S.p.A., which is the purchase of equipment in regular commercial production.  
This is not eligible for the research deduction under IRC section 174 or the R&D credit under 
IRC section 41. In addition, while appellants state that the project involved more than this 
equipment purchase, the documentation submitted does not support this statement.  (Resp.
June 24, 2013 Submission, p. 17.) 

As for the reject separator separating the fiber away from the contaminants, when a machine 
works as the manufacturer intended, there is no process of experimentation.  (Resp. June 24,
2013 Submission, p. 17.) 

As for designing a control system, the task of running electrical lines to the machine and 
terminating the other end in a control box does not involve a process of experimentation.  
There is no evidence to support that the electricians had a difficult time running the wires to 
the box or in setting up the power and speed buttons and it is difficult to conceive that a 
manufacturer would not provide detailed specifications or instructions on how to connect and 
operate the machine.  Moreover, appellants’ statement regarding the control system is not a 
substitute for contemporaneous documentation to demonstrate that a process of 
experimentation occurred.  (Resp. June 24, 2013 Submission, pp. 17-18.)   

As for locating the reject separator next to the pulper, appellants’ statement indicates that there 
was no uncertainty as to where to locate the machine.  In fact, the placement of this machine 
next to the pulper is suggested by the manufacturer (“As a rule, the Separplast is positioned 
after the pulper and the high density cleaner.”)  This project involved the purchase and 
installation of equipment in regular commercial production according to the manufacturer’s 
guidelines. (Resp. June 24, 2013 Submission, p. 18.)   

As for the drawings that appellants submitted, there is one drawing related to “flushing water”.  
Appellants’ statement and this drawing do not demonstrate that a process of experimentation 
occurred under IRC section 41(d)(1). (Resp. June 24, 2013 Submission, p. 18.)   

Appellants attempt to explain why appellants claimed that the project took three years and 
claimed four times the cost listed on the AFE.  Appellants did not explain, however, why 
appellants are entitled to any expenses for this equipment purchase and installation, let alone 
four times the cost listed on the AFE or to the claims for extraordinary additional utilities as 
supplied. (Resp. June 24, 2013 Submission, p. 19.)   
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Project 3 - Centrifuge 
(Pabco - Vernon) 

(Nov. 19, 1999 - March 22, 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Bill Fraser (plant manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) an AFE; 
(4) product information; (5) notes; and (6) project correspondence.   

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2000 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser. 

The AFE states, under “Scope of Project”, that “[t]he Vernon plant will purchase a 
centrifuge to help remove fines from the liner water.  This is the water system in the 
plant that has the highest quantity of fillers.” 

The AFE also states, under “Benefits”, that “[t]he main benefit will be the removal of 
fines and fillers from our system.  This will help the overall quality of the sheet.” 

Permitted Purpose & Business Component 
Due to the increasing amount of fillers found in the wastepaper it was receiving, Vernon 
installed a centrifuge to remove the fines from the liner water.  The business component 
is an improved process, i.e. the improved device to remove impurities from the line 
water. 

Appellants’ Declaration (Bill Fraser) 
This project dealt with product quality as well as a cost reduction opportunity 
(i.e., chemical demand).  Here, appellants were trying to remove some of the fine 
contaminants that are in the waste paper stream, specifically for the face paper that is the 
side of the gypsum board that one sees when painting.  This paper is typically made from 
fly leaf shavings which is trim from magazine pages.  These pages have a coating that 
includes titanium dioxide, clays, and other things.  These materials have a very high 
surface area and, as a result, suck up a lot of chemicals, and ultimately can affect the 
ability of the board to form to the gypsum in the drying process.  (Fraser Declaration, 
pp. 20-21.) 

To address this issue, appellants found that a centrifuge might address this problem.  
Appellants purchased a centrifuge and tried to figure out how to integrate it into their 
system, where to put it, how to feed, and what to feed it, to remove these particles.  
Appellants ran trials with the machine, trying different chemistries, but none of this 
worked and appellants eventually trashed the project, as appellants had poor separation 
and not the throughput that was hoped for.  (Fraser Declaration, pp. 21-22.) 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 38 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 
 

 

 

 

 
 

 

 
 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as 
appellants purchased and installed equipment that is in regular commercial production. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity. 

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).) 

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.) 

Here, appellants did not provide evidence proving that any process of experimentation 
occurred. Appellants simply purchased a machine and installed it.  Appellants provided 
no evidence that research occurred. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
It is unclear how the purchase and installation of a centrifuge took appellants five years 
to complete, especially since Bill Fraser, the plant manager, stated on the plant tour the 
centrifuge did not work and that he abandoned its use almost immediately after the 
installation. 

Other than documentation verifying that the centrifuge was purchased and installed, the 
remaining documentation provided for this project has nothing to do with the centrifuge, 
but documents activities that occurred at a plant in Las Vegas and/or relates to quality 
control after commercial production. 

There is no contemporaneous documentation that supports appellants’ claim of qualified 
research over this time frame. 
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Qualified Research Expenses 
Appellants claimed a total of $407,715 as qualified expenses for the project when the 
AFE for the project identifies $104,131 in total costs. 

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity. 

Response to Appellants’ Declaration 
Appellants rank expenses as follows: (1) utilities (gas and electricity); (2) the cost of 
fiber; and (3) materials such as chemicals. Appellants have described a high energy use 
in appellants’ baseline production at the facility and attempt to claim utilities as qualified 
research expenses.  Appellants are not entitled to claim such utilities as supplies.  This is 
a point of confusion for appellants and there is a disconnect with respect to the inclusion 
of utilities in appellants’ claim, as appellants have raised the issue of utilities in the plant 
tours, the credit study, and in these declarations.  (Resp. June 24, 2013 Submission, 
p. 19.) 

Supplies, in general, must be used in the actual conduct of qualified research.  IRC 
section 41(b)(2)(C) defines the term “supplies” to mean any tangible property other than 
(1) land or improvements to land and (2) property of a character subject to the allowance 
for depreciation. Treasury Regulation section 1.41-2(b)(1) provides that 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.  
(Resp. June 24, 2013 Submission, p. 19.)   

The Second District in Union Carbide affirmed the IRS’s position that supply costs are 
indirect research expenditures if such costs would have been incurred regardless of any 
research activities. The Second District also stated that supplies must be costs that a 
taxpayer would not have otherwise have incurred to conduct the qualified research; 
otherwise, an unintended windfall is created.  (Resp. June 24, 2013 Submission, 
pp. 19-20.) 

With respect to utilities such as natural gas and electricity, the Treasury Regulations do 
not allow for a claim for utilities as supplies.  Instead, the Treasury Regulations contain a 
limited exception for extraordinary expenditures such that to the extent that a taxpayer 
can establish that the special character of the qualified research is so energy intensive as 
to require the use of the additional extraordinary utilities.  Here, respondent does not 
dispute appellants’ base-line production activities require additional energy.  However, 
appellants have failed to prove that (1) PCB actually consumed the utilities by operating 
high energy equipment in the conduct of qualified research, and (2) that those qualified 
research activities required extraordinary additional utilities above and beyond PCB’s 
base-line production activities.  While appellants may use additional utilities in their 
base-line production, appellants have the burden to first establish the special character of 
qualified research activities and then must establish that such required extraordinary 
additional expenditures for utilities.  Appellants have failed to meet this burden on both 
counts. Moreover, it is clear that appellants’ activities primarily involved equipment 
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installation and required that the utility-using machines be shut down or replaced.  When 
a machine is off-line, it is not using any utilities let alone extraordinary additional 
utilities. (Resp. June 24, 2013 Submission, p. 20.)   

As for appellants’ research regarding centrifuges, the research that appellants refer to 
relates to shopping, which is not qualified research. Appellants purchased a 
Model A262 Centrifuge manufactured by U.S. Centrifuge Systems, which is equipment 
in regular commercial production, such that Treasury Regulation 1.174-2(b)(3) prohibits 
a deduction for any part of the purchase price.  (Resp. June 24, 2013 Submission, 
p. 20-21.) 

As the centrifuge was purchased off the shelf, this equipment is not eligible for the 
deduction under IRC section 174 or the R&D credit under IRC section 41.  Appellants 
were concerned about where to place the centrifuge, which is not experimentation but 
tinkering at best. Appellants do not address the statement made during the plant tour that 
the centrifuge did not work and that it was abandoned almost immediately after 
installation. Appellants also do not explain how the placement of the centrifuge could 
have taken five years to complete and cost appellants four times the amount claimed for 
the purchase of the centrifuge on the AFE. (Resp. June 24, 2013 Submission, p. 21.)   

Regarding appellants’ experimentation with the equipment and their process, appellants 
have nothing more than these statements regarding experimentation—there is no 
documentation of such.  Moreover, appellants’ optimization of the equipment is nothing 
more than configuring the installed machine, which is not qualified research.  
(Resp. June 24, 2013 Submission, p. 21.)   

Respondent also observes that there are documents in the binder for this file that 
appellants mention in the declaration that are irrelevant or are unrelated to this project, 
such as documents regarding pump flows and documents relating to appellants’ 
Las Vegas plant. (Resp. June 24, 2013 Submission, p. 21.)   

Project 4 - Dryer Bearing Thermocouples 
(Pabco - Vernon) 

(Sept. 27, 2000 - FYE 2001) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Bill Fraser (plant manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) an AFE; and 
(4) notes. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2002 project and (2) in the Individual Time Survey 
for High-Level Management, of plant manager, Bill Fraser. 
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The AFE states, under “Scope of Project”, that “[t]he Vernon plant will install dryer 
bearing thermocouples on one stack of ten dryers.  The system will monitor the bearing 
temperatures and give indication when one is running high.  Theoretically, this will allow 
the plant to take action before serious damage occurs.” 

The AFE also states, under “Benefits”, that “[t]he main benefit would be a small 
reduction in delay from dryer bearing failures and the reduction in fire risk associated 
with these failures.” 

Permitted Purpose & Business Component 
This project was undertaken so the Vernon plant personnel would be able to measure the 
temperature of each dryer bearing on a continual basis.  Doing so enabled the Vernon 
plant personnel to determine whether the lubrication was reaching the bearing to take 
preventative measures to avoid failure of the bearings.  The business component is an 
improved process, i.e., the improved ability to measure the temperature of the device. 

Appellants’ Declaration (Bill Fraser) 
Appellants had plastic sleeves on the dryers with metal bearings that are greased.  If the 
grease system fails, as it has, the two dry surfaces rub together, the materials heat up and 
potentially catch on fire. (Appellants had a large fire in the dryer system in 1999.)  
Appellants purchased thermo couples to design a system which would predict when a 
failure occurred by measuring the temperature of the dryer equipment.  (Fraser 
Declaration, p. 23.) 

Appellants designed a system by drilling into the cap and inserting a thermal couple to 
take measurements that were sent to a panel, as a form of monitoring to send back to an 
alarm system.  Appellants conducted experiments by shutting off the grease to look for a 
rise in temperature.  Appellants eventually gave up on the project as the equipment did 
not provide good feedback as to the actual temperature of the dryer equipment.  
Appellants then experimented by changing the material used for the bearing sleeves from 
bronze to plastic (as mentioned above) and now use a different material.  In addition, 
appellants modified the greasing system and the feed cycles.  (Fraser Declaration, pp. 
23-24.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as 
appellants purchased and installed equipment that is in regular commercial production. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity. 

When a taxpayer purchases a product that is in regular commercial production, federal 
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regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).) 

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The AFE (with a date of September 27, 2000) is the only evidence submitted relating to 
the dates of this project. There is no contemporaneous documentation that supports 
appellants’ claim of qualified research over this time frame. 

Qualified Research Expenses 
Appellants claimed a total of $454,356 as qualified expenses for the project when the 
AFE for the project identifies $15,990 in total costs. 

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity. 

Response to Appellants’ Declaration 
Appellants admit to having purchased available equipment which consisted of Sierra 
Monitor 3100 flame detectors, which is equipment in regular commercial production 
manufactured by Sierra Monitor Corporation (SMC).  This is a purchase and installation, 
which is not qualified research.  In a document provided by SMC, SMC states that it 
suggested the 3100 model to appellants and that it assisted in the installation of the 
equipment and verified that the equipment was properly installed.  Appellants do not 
address SMC’s contributions to the design, installation, and verification of this 
equipment and instead state that appellants designed the system.  There is no evidence of 
anything occurring other than the purchase and installation of this equipment.  (Resp. 
June 24, 2013 Submission, pp. 22-23.)   

As for the testing performed, such testing related to the location for the installation of the 
thermocouple.  SMC suggested the installation points for the equipment.  Moreover, 
finding a place to locate the equipment does not involved qualified research and, per 
Eustace, is not experimentation and is tinkering at best.  Appellants have provided no 
documentation related to how this purchase and installation of equipment constituted a 
process of experimentation or qualified research.  Appellants claimed 28 times the 
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amount listed on the AFE for the installation of the thermocouples.  (Resp. June 24, 2013 
Submission, p. 23.)   

As for the experimentation relating to the type of material used for the bearing sleeves, 
the only evidence provided by appellants relates to a maintenance log of the rolls and 
bearings. There is no thermal data recorded.  The documentation lists that two rolls were 
changed but does not list any thermal testing data or analysis.  (Resp. June 24, 2013 
Submission, p. 23.)   

Project 5 - Dissolved Air Flotation Unit28 

(Pabco - Vernon) 
(May 25, 2001 - Feb. 26, 2003) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) an AFE; and (2) drawings.   

The AFE states, under “Scope of Project”, that “[t]he plant will build a new dissolved air 
flotation unit.  We will locate it next to the existing unit.  This will make the inlet and 
discharge tie-ins relatively simple.”   

The AFE also states, under “Benefits”, that “[t]he new dissolved air flotation unit would 
give us the required amount of clarified water the plant needs for its cleaning operations.  
It would also lighten the load on our existing unit giving us better water quality and 
reducing the amount of fresh water we use.” 

Permitted Purpose & Business Component 
Vernon upgraded its dissolved air flotation unit in order to efficiently remove the solids 
from the mill recycled water that was to be used in cleaning applications.  The business 
component is an improved process, i.e. the improved device to remove impurities from 
the water.   

Appellants’ Declaration (Bill Fraser) 
Appellants needed a higher volume of ultra clean water for their showering system and 
for other applications when dilution water is needed.  This project came about due to 
their desire of increased capacity and improved efficiency.  (Fraser Declaration, p. 24.)   

Appellants ended up building their own unit to supplement the existing unit.  Appellants 
modified the inlet location and added a compressed air recirculation feed system to 
improve the amount of dissolved oxygen in the water before it got to the dissolved air 
flotation unit. Appellants experimented with the location of the polymer feeds to see if 

28 The Appeals Division notes that this project is not mentioned in either (1) the Qualified Activity Narrative for the Vernon 
facility, executed by Fill Fraser, the facility’s plant manager, or (2) in the Individual Time Survey for High-Level 
Management also executed by Bill Fraser. 
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that would improve the results of improving the mixing with the water for the separating 
of the contaminants.  (Fraser Declaration, p. 24.) 

Appellants state that the biggest modification was the addition of the air injection system 
which increased the amount of dissolved oxygen inside of the water.  If there is not 
enough air, the contaminants sink instead of float, as the contaminants are removed by 
scooping the material off of the top of the water.  (Fraser Declaration, pp. 24-25.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involves the purchase and installation of equipment having a useful life of more 
than one year. Appellants’ AFE provides that the unit will be identical to the existing 
unit and that “[t]his is proven technology we know works in our system.”  As such, there 
is no uncertainty and no process of experimentation.  The project is specifically excluded 
from the credit as a duplication of an existing business component.  (Int.Rev. Code, 
§ 41(d)(4)(C).) 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity. 

Property improvements such as this do not qualify for the research deduction under IRC 
section 174. When a taxpayer purchases a product that is in regular commercial 
production, federal regulations prohibit an IRC section 174 deduction for any part of the 
purchase price. (Treas. Reg. § 1.174-2(b)(3).)  Moreover, the cost of component 
materials, the cost of labor or other elements involved in the construction and 
installation, or the cost of acquiring or improving the property are not deductible under 
IRC section 174. (Treas. Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the 
purchase of a product of another that is in regular commercial production.  (Treas. Reg. 
§ 1.174-2(b)(3)-(4).) 

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
These dates refer to engineering drawings; however, these drawings do not establish 
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starting or ending dates. There is no contemporaneous documentation that supports 
appellants’ claim of qualified research over this time frame. 

Qualified Research Expenses 
Appellants claimed a total of $528,775 as qualified expenses for the project when the 
AFE for the project identifies $104,228 in total costs. 

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity. 

Response to Appellants’ Declaration 
Appellants’ statements are consistent with the contemporaneous, written words in the 
AFE: that appellants build a unit identical to the existing unit and located next to that unit 
and that such is proven technology that appellants know works in their system and would 
be an easy installation. Appellants’ statement, in the absence of any experimental 
documentation, does not overcome the fact that this is the duplication of an existing 
business component that is specifically excluded from the credit.  (Resp. June 24, 2013 
Submission, pp. 23-24.)   

Appellants’ statement about the alleged design and installation of the air feed system is 
undocumented and unsubstantiated.  The research that appellants mentioned was 
shopping for the unit that was purchased and installed.  And, unlike appellants’ assertion, 
the Floatation Sav-All device that appellants purchased was well known in the industry 
at the time of appellants’ purchase.  Appellants provided no documentation of 
experimentation and this project is excluded as the duplication of an existing business 
component (i.e., identical to appellants’ existing unit) and is not qualified research.  
(Resp. June 24, 2013 Submission, pp. 24-25.)   

Project 6 - Stock Ratio Control29 

(Pabco - Vernon) 
(April 4, 2002 - Aug. 27, 2003) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) a Qualified Research 
Narrative; (3) the executive summary of Bill Fraser (plant manager) (i.e., the Individual 
Time Survey for High-Level Management) for the FYEs March 31, 1999, through March 
31, 2004; (4) an AFE; and (5) project correspondence. 

29 As mentioned above, the Appeals Division notes that the November 9, 2012 spreadsheet submitted by appellants refers to 
this project as the “Stock Control Ratio” project.  However, based upon the Appeals Division’s review of the evidence 
submitted, it appears that the appropriate name of this project is “Stock Ratio Control”.  Board staff likewise notes that, in 
Bill Fraser’s declaration, Mr. Fraser refers to the project as “stock ratio control”, but that section of his declaration is labeled 
“stock control ratio”. 
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The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2004 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.   

The AFE states, under “Scope of Project”, that “Vernon will install two flow meters and 
control valves on the current stock feed systems to the machine chest.”   

The AFE also states, under “Benefits”, that “[t]he 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.”   

Permitted Purpose & Business Component 
Vernon improved the pulping process by controlling the length of fiber feeding into the 
paper machine.  The business component is an improved process, i.e. better able to 
standardize the fiber that goes into the machine.   

Appellants’ Declaration (Bill Fraser) 
Appellants use different grades of waste paper (such as box plant clippings), which has 
different characteristics in the fiber source which can affect drainage, depending upon the 
fiber length. In addition, better control of the fiber results in less incidents of washboard.  
The better control that appellants have over the fiber length results in a better product.  
As such, appellants had a goal of separating short fiber into one group and long fiber into 
a separate group and then to blend the different types of fibers through a control system, 
to be able to control the blended fiber length.  (Fraser Declaration, p. 25, 26-27.)   

Appellants decided to use their pulping system to do a stock ratio control to control the 
blend (the percentage) of long and short fibers.  Appellants purchased components off 
the shelf and built (designed and installed) their own control system.  Most of the trial
and-error came from setting up the location of the controls (i.e., to find the best way to 
feed the pulpers to get the desired blends).  Appellants also had to set the system up in 
their existing computer control system (i.e., setting up the control logic) to control the 
process event tighter. (Fraser Declaration, p. 26.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involves the purchase and installation of equipment having a useful life of over 
than one year. 

Appellants provided no evidence of a process of experimentation with respect to the 
stock ratio control.  The documents submitted demonstrate out-of-state, quality control 
activities after commercial production at the Pabco - Las Vegas facility to whom the 
Vernon facility sells its paper. 

Appellants claim to have designed the system from the ground up, but no evidence of 
such activity was submitted.  Appellants claimed to have conducted numerous 
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experiments, but have provided no evidence of data or analysis for such experiments.   


IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 

that the term “qualified research” means research with respect to which expenditures 

may be treated as expenses under IRC section 174.  If an activity does not meet the 

requirements for an IRC section 174 deduction, the activity is not a qualified research 

activity.   


When a taxpayer purchases a product that is in regular commercial production, federal 

regulations prohibit an IRC section 174 deduction for any part of the purchase price.  

(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 

labor or other elements involved in the construction and installation, or the cost of 

acquiring or improving the property are not deductible under IRC section 174.  (Treas. 

Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 

another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   


The proper treatment of such an equipment purchase is depreciation over the useful life 

of the equipment and the equipment is not eligible for the research deduction under IRC 

section 174. A simple change to a process by installing new, modern equipment, 

followed by verification that the change worked does not constitute a process of
 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 

Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 

evidence proving that any process of experimentation occurred.   


Starting and ending dates of the project & contemporaneous documentation that supports 

the alleged time frame
 
Appellants submitted the same quality control memos for this project as for Project #8,
 
Plant Expansion, to justify the start and end dates. 


There is no contemporaneous documentation that supports appellants’ claim of qualified 
research over this time frame.   

Qualified Research Expenses 
Appellants claimed a total of $287,082 as qualified expenses for the project when the 
AFE for the project identifies $20,095 in total costs.   

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
Appellants’ purchase and installation of equipment in regular commercial production is 
consistent with the Metso article, PABCO Board Machine gest a new lease on life, which 
demonstrates that appellants did little more than purchase and install Metso’s 
commercially-available equipment.  (Resp. June 24, 2013 Submission, p. 25.)   

As for the trial-and-error involved in settling up the location of the controls and how 
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appellants blended the stock coming out of the pulpers, this really consisted of 
configuring the equipment after the purchase and installation and such verification of 
commercially-available equipment is not qualified research.  This, at best, is excluded as 
routine or ordinary testing or inspection for quality control; it is tinkering.  It is an 
activity that occurs after commercial production and what the Tax Court in Union 
Carbide disallowed as a simple change to a process followed by verification and is not a 
process of experimentation (and what the Second District specifically affirmed as not a 
process of experimentation).  (Resp. June 24, 2013 Submission, pp. 25-26.)   

Appellants have not provided any documentation to support that PCB engaged in 
qualified research or that any process of experimentation with respect to the Metso 
equipment occurred.  Appellants’ statements are the only evidence of experimentation, 
installation, design, and integration. Based upon the documentary evidence that does 
exist, such as the Metso article (mentioned above), Metso had far more to do with 
appellants’ equipment purchase and installation than nothing.  The article demonstrates 
that appellants did little more than purchase and install Metso’s commercially-available 
equipment and appellants have provided no documentation to the contrary.  Appellants 
have not addressed why fifteen times the amount listed on the AFE for the purchase and 
the installation of the Metso equipment was claimed.  (Resp. June 24, 2013 Submission, 
pp. 26-27.) 

Project 7 - Split Top Felt30 

(Pabco - Vernon) 
(Nov. 5, 1996 - Sept. 18, 2004) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) a Qualified Research Narrative; (2) an AFE; (3) notes; (4) 
project correspondence; and (5) drawings.   

The AFE states, under “Scope of Project”, that “Vernon will split the current long top 
felt.  This will involve the installation of a new felt stretcher, vacuum box, cleaning 
showers, and suction drum loading assembly for the new first top felt.  The existing 
system will remain in place for the second top felt.” 

The AFE also states, in part, under “Benefits”, that “[t]he main benefit for the project 
would be the improvement in stability of the sheet going into the press section.  We 
would have better water removal from the drum roll which would remove some of the 
load from the main press.  The second top could be designed to impart a smoother finish 

30 The Appeals Division notes that this project is not mentioned in either (1) the Qualified Activity Narrative for the Vernon 
facility, executed by Bill Fraser, the facility’s plant manager, or (2) the Individual Time Survey for High-Level Management 
also executed by Bill Fraser.  However, we note that appellants submitted a Qualified Activity Narrative for this project, 
executed by Bill Fraser, dated December 14, 2010. 
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and reduce the tendency the sheet currently has to buckle at the press.”   

Permitted Purpose & Business Component 
Vernon created a system that split the top felt in the paper machine.  This project 
improved the sheet handling and water removal characteristic of the machine.  The 
business component is an improved process, i.e. improving the sheet handling and water 
removal from the machine. 

Appellants’ Declaration (Bill Fraser) 
Appellants’ goal was to take the long top felt and split, allowing appellants to separate 
functions. When one splits the tops, one takes a first top, that is going to handle most of 
the water removal characteristics, and the structure is changed so that it is more sponge-
like to carry more water and then the second top is able to impart the smoothness.  This 
cannot be accomplished with a long top. Appellants were speeding up production such 
that better water removal capabilities would be needed.  Otherwise, the water would 
come out the other end and more care for the dryers would be needed and appellants’ 
process would slow down as well. (Fraser Declaration, p. 27.) 

Appellants built and designed some of the components and the felt stretcher and other 
components were purchased and integrated into the design.  Appellants’ greatest 
uncertainty was the designing and building of the felt designs.  Design characteristics 
include how much the weight is and the permeability characteristics.  Appellants knew 
that the second top could be very similar to the long top with some slight modifications.  
However, with the first top, appellants knew that the design had to change significantly 
because of the goal of removing so much water.  (Fraser Declaration, pp. 27-28.)   

The process of experimentation and trial-and-error for this project was trying to figure 
out how to fit this equipment into appellants’ processes.  For felt runs, the felt had to be 
certain lengths, and how the felt ran through the machines can impact the maintenance of 
your machine and how you change things.  Appellants also had to look at the vacuuming 
systems to make sure that it was designed and sized correctly and was in the correct 
location and look at the showering system as well.  Appellants found that some 
components in this equipment had to be changed.  (Fraser Declaration, p. 28.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved converting the existing paper machine to act like other modern paper 
machines using a split top setup.  Appellants must apply the shrinking-back rule for the 
second felt, as the existing system will not change, which leaves the activities related to 
the first felt. 

Appellants provided no documentation to suggest that a process of experimentation 
occurred with respect to the purchase and installation of the top felt.  Appellants 
submitted out-of-state quality control reports occurring after commercial production from 
visits to the Pabco - Las Vegas facility. 
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IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
There is no evidence that any experimentation occurred before or after the AFE dated 
May 9, 2003. 

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants claimed a total of $1,906,583 as qualified expenses for the project (over the 
course of 9 years) when the AFE for the project identifies $105,879 in total costs.   

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
Appellants try to justify the nine years that were allegedly spent on the installation of two 
felts over the existing drums rather than the one drum that appellants had been using.  
Early in the nine-year period, in which appellants were trying to figure how to fit this 
into the existing process, such efforts relate to prior to the years at issue here.  During the 
remaining six years, appellants maintained production at the facility and did not maintain 
any documentation to demonstrate that a process of experimentation occurred with 
respect to the AFE for the purchase and installation of the felts in the FYE March 2004.  
Appellants alleged that the project began eight years earlier and claimed the credit for 
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five years before the installation occurred.  Appellants have provided no 
contemporaneous documentation to substantiate that a process of experimentation has 
occurred. Appellants have only submitted a drawing from 1997, the FYE March 31, 
2004 AFE, and appellants’ current declaration.  (Resp. June 24, 2013 Submission, p. 27.)  

As for appellants’ validation that the installation was a success, such configuration work 
does not comprise a process of experimentation.  Moreover, the testing referred to 
occurred at appellants’ Las Vegas facility and such out-of-state, after-commercial 
production, and routine or ordinary testing or inspection for quality control is not eligible 
for the R&D credit. (Resp. June 24, 2013 Submission, pp. 27-28.)   

As for the lack of a design available for appellants to copy, modern plants use split top 
felts. The manager of technical services of Curastar, a third-party contractor, mentioned 
that appellants should split the top felt and a third-party contractor from Voith also 
suggested to appellants that splitting the top felt would change expansion characteristics 
positively.  Although appellants’ Vernon facility is old, the facility is not obsolete and 
appellants could have purchased machinery made by VAS or other companies to perform 
the same function.  (Resp. June 24, 2013 Submission, p. 28.)   

Appellants’ assertion that PCB was starting from scratch is unsupported by the 
documentation in the record.  Appellants did not present any evidence of design 
iterations. Appellants’ statements alone do not prove that qualified research occurred.  
The courts require “testimony and other evidence”, which the courts have held to mean 
contemporaneous documentation that substantiates actual qualified research activities.  
(Resp. June 24, 2013 Submission, pp. 28-29.)   

As for the delay in going forward with the project, appellants’ statement contradicts that 
tax credit study as to why appellants claimed qualified research expenses continually for 
six years at an alleged cost of $1.9 million.  Appellants’ statement highlights just how 
unreasonable appellants’ claim is when the final AFE claimed an installation cost of 
$105,879. (Resp. June 24, 2013 Submission, p. 29.)   

As for the installation of the split top felt over a several day period, appellants again 
contradict the tax credit study in that it is impossible to conceive why appellants claimed 
$1.9 million for qualified research expenses for the project over a six year period.  
Appellants also claimed extraordinary additional utilities for this project by claiming 
$1,172,822 in supplies, which included utility costs, yet appellants had to shut down the 
plant for the installation of this equipment.  As discussed above, appellants have failed to 
carry the burden of establishing the special character of the qualified research activities 
in this instance and that such activities required extraordinary additional expenditures for 
utilities. (Resp. June 24, 2013 Submission, pp. 29-30)   

/// 

/// 
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Project 8 - Plant Expansion31 

(Pabco - Vernon) 
(Jan. 22, 2003 - June 10, 2004) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) an AFE; (2) project correspondence; (3) sizing project 
documents; and (4) drawings.   

The AFE states, under “Scope of Project”, that “[t]he expansion of the Vernon plant will 
be broken into a two phase project.  Phase one will involve the purchase and installation 
of a new press section. This will allow the plant to increase the current speed to 800 
fpm.  Phase two will involve the upgrading of the rest of the plant components to allow 
the machine to read a target speed of 900 fpm.”   

Permitted Purpose & Business Component 
Vernon sought to expand its paper making facilities and processes by integrating a new 
press section and upgrading the Stock Preparation, Wet End, and Dry End areas of the 
plant. The business component is an improved process, i.e. the new press section. 

Appellants’ Declaration 
Appellants did not provide a declaration for this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the purchase and installation of equipment manufactured in regular 
commercial production, followed by the verification that the installation of the 
equipment was a success.   

Some of the documentation submitted was generated by the equipment and chemical 
manufacturer and relates to how the equipment works and the verification that the 
machinery was properly installed.   

For the contractor, this activity constitutes the adaptation of an existing business 
component, which is excluded under IRC section 41(d)(4)(B).  For appellants, this is the 
purchase and installation of a machine in regular commercial production, which is 
excluded under IRC section 174(c). 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 

31 The Appeals Division notes that this project is not mentioned in either (1) the Qualified Activity Narrative for the Vernon 
facility, executed by Bill Fraser, the facility’s plant manager, or (2) the Individual Time Survey for High-Level Management 
also executed by Bill Fraser. 
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requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  
(Treas. Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a 
product of another that is in regular commercial production.  (Treas. Reg. § 
1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
These dates refer to drawings of the plant layout as it existed on those dates.  There is no 
contemporaneous documentation that supports appellants’ alleged time frame.   

Qualified Research Expenses 
Appellants do not have documentation to support their claimed expenses.  In addition, a 
contractor invested $200,000 in the equipment used to dispense the chemicals at the 
Vernon facility, to gain PCB’s business.   

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Project 9 - Vat Exhaust Addition 
(Pabco - Vernon) 

(March 21, 1997 - April 4, 2002) 

Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Bill Fraser (plant manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) an AFE; 
(4) notes; (5) product specifications; (6) project correspondence; and (7) drawings. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
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a FYE March 31, 2005 project and (2) in the Individual Time Survey for High-Level 
Management of plant manager, Bill Fraser.32 

The AFE states, under “Scope of Project”, that “Vernon will install a second vat exhaust 
system to increase the vacuum to its cylinders.”   

The AFE also states, in part, under “Benefits”, that “[t]he main benefit for the project 
would be improved sheet quality due to improved formation on the cylinder molds.  The 
increased vacuum is required for the increased speeds the machine will be running.”   

Permitted Purpose & Business Component 
Due to the installation of pressure formers, the Vernon plant need to reconfigure and 
install an additional vat exhaust fan to increase the vacuum extraction. The business 
component is an improved process, i.e. a better sheet quality due to improved formation 
on the cylinder molds. 

Appellants’ Declaration (Fraser Declaration) 
The vat exhaust is suction that is inside the cylinder mold.  The cylinder is wire, so when 
stock is shot onto the cylinder, some of the water drains through the wire.  The drainage 
through the wire is helped by putting it under a particular amount of suction.  Appellants 
needed an additional vat exhaust system because the process was being sped up and 
suction was only occurring on one side of the cylinder.  Appellants installed dampers on 
the system and performed much experimenting with the actual vacuum levels.  (Fraser 
Declaration, pp. 29-30.) 

Appellants’ greatest uncertainty was the way the piping was arranged and connected.  
Appellants cut and reused cross pipe. Appellants were concerned (and had uncertainty) 
that this pipe might be undersized because both water and air were being moved and 
appellants did not have a good way to add a separator.  Appellants were also concerned 
about whether there was enough piping for the speeds that the equipment would be 
running at. (Fraser Declaration, p. 30.)   

Appellants also had a vat exhaust problem, wanting to increase it.  Appellants purchased 
a fan from a closed mill and then made modifications to the existing plan to make this 
fan fit into appellants’ design. (Fraser Declaration, p. 30.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation during the 
tax years at issue, as appellants provided an AFE dated March 28, 2005, which is outside 
of the years at issue.   

32 The Appeals Division notes that both of these documents reference this project as a fiscal year ending March 31, 2005 
project, which is outside of the years at issue in this appeal. We also note that the AFE similarly has a date of March 28, 
2005, outside of the years at issue in this appeal. 
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The primary activity related to this project appears to have involved appellants’ 
employee, Gordon Robbins, who made mathematical calculations.  However, this does 
not involve a process of experimentation or trial-and-error, but a known mathematical 
formula.  This calculation occurred on October 11, 2004, outside of the years at issue.   

Based upon the documentation submitted, the additional fan appears to have been added 
in the fiscal year ending March 31, 2005, outside of the years at issue.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The documentation submitted demonstrates that the machine purchased and installed 
occurred outside of the years at issue. 

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants claimed a total of $573,224 as qualified expenses for the project when the 
AFE for the project identifies $169,870 in total costs. 

This activity occurred outside of the tax years at issue.  There is no evidence 
demonstrating that a nexus exists between the alleged qualified research expenses and 
the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the experimenting that occurred after the installation of the dampers, appellants 
provided no documentation of this experimenting and, in reality, this appears to be the 
configuration of the newly-installed equipment and the verification that the installation 
was a success.  Such are not qualified research activities.  As for the uncertainty that 
appellants expressed, appellants admitted that this project related to the installation of 
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piping and not to a process of experimentation.  Appellants provided no documentation 
relating to a process of experimentation.  (Resp. June 24, 2013 Submission, pp. 30-31.)   

As for the purchase of the fan in 2004 from a closed mill in Colorado, appellants admit 
that the equipment purchase and installation occurred outside of the years at issue here.  
Appellants, however, claimed expenses in every year from the FYE March 31, 1999, 
through the FYE March 31, 2003, for this project.  As such, appellants claimed this 
project over five years and $573,224 for the purchase and installation of a fan and piping 
that occurred in the FYE March 31, 2005, at a cost of $169,870 based upon an AFE 
dated in March 2005. In addition, appellants admit that the installation of the fan 
occurred “pretty easily” and was no more than tinkering.  (Resp. June 24, 2013 
Submission, p. 31.)   

Project 10 - Radial Distributor with Manual Dilution Control33 

(Pabco - Vernon) 
(Feb. 8, 2001 - April 29, 2005) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Bill Fraser (plant manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) an AFE; (4) 
notes; (5) project correspondence; and (6) drawings.   

The AFE states, under “Scope of Project”, that “Vernon will rebuild one of its existing 
formers and install a radial distributor with profile control on one of its cylinders.”   

The AFE also states, in part, under “Benefits”, that “[t]he main benefit for the project 
would be improved sheet quality due to better cross machine basis weight control.  With 
additional distributors added in the future, there may be some cost savings associated due 
to the ability to run lighter basis weights.”   

Permitted Purpose & Business Component 
Prior to the project, Vernon did not have the ability to control cross machine basis weight 
profile. This left the plant susceptible to problems caused by uneven weight across the 
sheet. The business component is an improved process, i.e. better control of the cross 
machine basis weight profile. 

Appellants’ Declaration (Bill Fraser) 
Appellants are trying to control the weight across the cylinder.  Stock goes through a 

33 The Appeals Division notes that this project appears to be the project described as the “Radio Distributor/Octopus 
Project” for the fiscal year ending March 31, 2005, in the Qualified Activity Narrative for the Vernon facility and in Bill 
Fraser’s Individual Time Survey for High-Level Management.  
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mixing chamber and then shoots onto the cylinder and, because of pressure, there is an 
uneven flow of stock on the cylinder. Appellants wanted to change this result.  
Appellants tried different approaches to solve this problem: (1) took existing formers and 
tried modifying drill blocks; (2) changed the number of holes; (3) changed the size of the 
holes; (4) changed the location of the holes; and (5) inserted water dilution lines.  None 
of these attempts resulted in successfully addressing appellants’ concerns.  (Fraser 
Declaration, p. 31.) 

Appellants state that the bulk of the experimentation was completed previously.  
Appellants purchased equipment and modified it to make it fit.  After being attached, 
appellants performed experimentation to adjust water pressure (i.e., dilution water 
pressure) to find the ideal spot for the right mixing.  (Fraser Declaration, p. 32.) 

Appellants experimented for years making modifications to existing equipment and this 
project was the end of that experimentation.  Appellants experimented with water 
pressure to the feed and tried to find the best way to control that.  Appellants also had to 
decide on hose spacing. (Fraser Declaration, p. 32.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the purchase and installation of equipment manufactured in regular 
commercial production. Also, the activity occurred outside of the tax years at issue, 
occurring in the fiscal year ending March 31, 2005. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred. 
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Even if the manufacturer adapted its existing machinery to appellants’ needs, this activity 

is excluded under IRC section 41(d)(4)(B) as the adaptation of an existing business 

component.   


To constitute a process of experimentation, each discrete project’s research activities 

must have been designed to not only test whether the alleged “modifications” satisfied 

appellants’ needs but also to evaluate the use of the alleged modification through a 

sequential process of experimentation. 


Starting and ending dates of the project & contemporaneous documentation that supports 

the alleged time frame
 
These dates refer to drawings of the machine installation site.  However, the AFE memo, 

dated June 21, 2005, states that the first radial distributor was installed in “early June”.   


There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses34 

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
Appellants’ statement describes how, after purchasing this equipment, it went on to 
calibrate the equipment that it had just installed.  Appellants’ “experimentation” 
consisted of adjusting the water pressure and the dilution water pressure.  This is nothing 
more than the purchase and installation of equipment in regular commercial production.  
As for the experimentation that was completed, appellants have not provided any 
documentation related to a process of experimentation.  Appellants’ statement, followed 
by a complete lack of experimentation documentation, does not meet the recordkeeping 
burden. (Resp. June 24, 2013 Submission, pp. 30-31.)   

Also, appellants mention that the plant does not have a basement.  The lack of a 
basement and the need to run pipes and electricity to equipment does not turn an 
excluded purchase and installation into qualified research, especially when such activity 
is completely undocumented.  (Resp. June 24, 2013 Submission, p. 32.)   

As for the assertion that experimentation making modifications to the existing equipment 
went on for years, the AFE for the Kadant Octopus is dated June 21, 2005, which is in 
the FYE March 31, 2006, two years after the years at issue in this appeal.  Appellants 
have not produced any documentation with respect to the alleged “years” of 
experimentation even though appellants claimed expenses in the FYE ending March 31, 

34 Respondent included a table of costs for this project but provided no analysis or comparison of the costs summarized to 
the costs estimated by appellants in the AFE. The Appeals Division notes that the costs in respondent’s table total 
$788,247, while the total cost of the project, per the AFE, was $132,591. 
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2001, March 31, 2002, and March 31, 2003. (Resp. June 24, 2013 Submission, pp. 33.)   

Project 11 - Raw Material Handling Upgrade 
(Pabco - Newark) 

(March 31, 2002 - FYE 2002) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Alfred Mueller (president) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) an AFE; (3) project description; (4) testing data; and 
(5) drawings. 

The project is mentioned in the Individual Time Survey for High-Level Management of 
president, Alfred Mueller.35 

The project description states, in part, that “[t]his project is designed to eliminate a 
Supply Man on each shift.  . . . In order to make the system less labor intensive, sulk bag 
systems . . . will be installed on the operating floor.  . . . .” 

Permitted Purpose & Business Component 
Newark sought to automate and streamline the handling process of raw materials by 
installing a handling system. The business component is an improved process, i.e. a less 
labor intensive process that improved the plant’s supply functions. 

Appellants’ Declaration36 (Emil Kopilovich)37 

A number of raw materials are used in the gypsum process, some are dry additives and 
others are liquid additives.  Projects 11, 12, and 13 address the addition of these raw 
materials to the process.  Before these projects, there was a screw conveyor at this 
facility, called a mixing screw, that received the stucco from the stucco bins and then two 
to four additive feeders on top of it fed the equipment manually.  (Kopilovich 
Declaration, pp. 4-5.) 

Appellants assert that there were several disadvantages to this system, such as the 
feeding of the accelerator.  The more significant problem, however, is the type and 
quality of the accelerator. Appellants discovered that, if the accelerator material is not 
fresh, such as being stored for long periods, its effectiveness changes.  With accelerator 
quality varying, appellants had to address this issue.  As such, when appellants looked at 

35 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Newark facility, 

executed by David Downs, the facility’s plant manager.  


36 This portion of appellants’ declaration relates to projects 11, 12, and 13. 


37 Appellants’ May 6, 2013 Submission, Declaration of Emil Kopilovich.  Mr. Kopilovich’s declaration is cited as 

“Kopilovich Declaration, p. x”. 
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adding an accelerator feeder, that project initiated their other projects.  In other words, 
these other projects were developed as a result of trying to solve the accelerator problem. 
(Kopilovich Declaration, p. 5.) 

To reduce the aging of the accelerant, appellants performed trials to confirm the problem 
and found that accelerator that isn’t fresh results in boards that are too soft and can’t be 
cut. As a result, appellants decided to place the accelerator system on top of the mixing 
screw on the mezzanine floor.  (Kopilovich Declaration, p. 5.) 

Appellants also determined that a grinding agent needed to be developed, such that 
appellants had to learn how to make accelerator.  Appellants had to find a ball mill that 
gave the desired surface area and feed rate that was necessary.  Accordingly, the ball mill 
had to be sized properly. Appellants had to make some material, test it, and be able to 
put it through and see how much material was needed and what capacity ball mill would 
produce the surface area required and the necessary efficiency.  (Kopilovich Declaration, 
p. 5.) 

Appellants state that a ball mill is basically a tube with a bunch of steel balls in it that 
grinds and pulverizes material.  The designing of a ball mill requires balls of the correct 
size (and of different sizes) to be able to produce calcination.  A ball mill also needs a 
grinding agent which coats the crystals so the material has the desired state of fineness.  
(Kopilovich Declaration, pp. 5-6.)   

Appellants state that projects 11 and 13 were designed to move the other feeders on the 
mezzanine floor into a collecting screw.  Once the various pieces of equipment were 
moved and away from the ball mill, it was difficult to manually dump bags into the 
feeders. As a result, the bulk bag handling system provided for the feeders on the ground 
floor. As such, the three projects tied together in that appellants were able to address the 
production of their own land plaster or ball mill accelerator.  (Kopilovich Declaration, 
p. 6.) 

Appellants assert that these projects are similar to the shedding food blade example in the 
Treasury regulation in that appellants were attempting to manufacture accelerator, a 
product that they had never manufactured before.  In addition, appellants state that the 
accelerator help appellants remove potassium sulfate from their formulation, a chloride 
that disrupts the bond of the paper to the board.  Appellants assert that, as a result of the 
ball mill installation, the accelerator quality improved so much that appellants were able 
to remove potassium sulfate from their formulation.  (Kopilovich Declaration, pp. 6-7.) 

Appellants state that there were a number of uncertainties that needed to be addressed, 
such as placing the equipment in the mezzanine and whether appellants were able to 
produce enough and would it be sufficient.  Appellants state that once the ball mill was 
purchased, it was necessary to establish the correct feed rate and the appropriate 
additives to use with it. (Kopilovich Declaration, p. 7.)   

Appellants state that a gypsum plant must learn which materials are most compatible 
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with its gypsum, stucco, and accelerator, as no two gypsum deposits are alike (as every 
gypsum deposit has impurities and every impurity has a different effect on the 
manufacturing process).  (Kopilovich Declaration, p. 8.)   

Appellants disagree with the conclusion that the ball mill project can be characterized as 
just the purchase and installation of equipment.  Project 11 involved both the design and 
the installation of an additional screw conveyor and the moving and positioning of the 
feeders. Also, project 13, the bulk bag handling system, was the continuation of project 
11 in which more room was created in the facility and more efficiency was created in 
feeding the feeders. More specifically, the uncertainties faced in moving the feeders and 
new conveyors was the possibility of contaminating one material with the other, such 
that the design of the new system had to eliminate this possibility.  (Kopilovich 
Declaration, pp. 8-9.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the purchase and installation of equipment manufactured in regular 
commercial production. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred. 

Even if the manufacturer adapted its existing machinery to appellants’ needs, this activity 
is excluded under IRC section 41(d)(4)(B) as the adaptation of an existing business 
component.   
To constitute a process of experimentation, each discrete project’s research activities 
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must have been designed to not only test whether the alleged “modifications” satisfied 
appellants’ needs but also to evaluate the use of the alleged modification through a 
sequential process of experimentation.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
There are no dates associated with the documents submitted for this project.  Only the 
excerpts from the drawings are dated as October 20, 2000, which does not match 
appellants’ claimed project dates.   

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 
sufficiently usable form and detail to substantiate that the expenditures claimed are 
eligible for the credit. Moreover, those records shall be retained so long as the contents 
may be material.  The purging or relying upon the memory of one unavailable employee 
for these records is an inexactitude of appellants’ own making and this necessarily bears 
heavily upon a taxpayer. 

Response to Appellants’ Declaration 
As for finding a ball mill that will give appellants a certain desired surface area and feed 
rate, appellants are describing the shopping that PCB engaged in for the purchase of a 
new machine.  This is nothing more than the purchase and installation of equipment in 
regular commercial production.  Also, a patent search does not constitute qualified 
research. (Resp. June 24, 2013 Submission, p. 51.)   

As for designing space to accommodate the ball mill, once it was located on the 
mezzanine floor, appellants’ primary concern after the purchase of the equipment was 
where to install the machine.  Searching for a place to put equipment is not research; it is 
tinkering at best and tinkering is not qualified research.  The Court of Appeals stated in 
Eustace that “Experimentation is a subset of all steps taken to resolve uncertainty; 
otherwise searching for a place to park a car would be a ‘process of experimentation.’”  
This is nothing more than the purchase and installation of equipment in regular 
commercial production. As projects 11, 12, and 13 do not meet the requirements of law, 
it is unclear how appellants could claim expenses over the course of three to five years 
for the purchase and installation of equipment.  (Resp. June 24, 2013 Submission, 
pp. 51-52.) 

As for appellants’ noting the similarity between the PCB’s attempt to manufacture 
accelerator and the shredded food blade example of Treasury Regulation 1.41-4(a)(8), 
Example (3), appellants have provided no documentation related to the manufacture of 
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accelerator or for the process of experimentation for the manufacture of accelerator.  In 
fact, there is no similarity between appellants’ purchase and installation of equipment 
and Example 3 of the Treasury Regulation.  The machines that appellants purchased 
were commercially available and not eligible for either the deduction under IRC section 
174 or the tax credit under IRC section 41.  The Treasury Regulation example 
specifically states that the equipment in the example was not commercially available and 
that the taxpayer in the example engaged in a systematic trial-and-error process of 
experimentation, such that trial-and-error alone does not involve qualified research 
unless it is part of a systematic process of experimentation.  What is universally missing 
from appellants’ submission is evidence of a process of experimentation.  Appellants, 
with this declaration, have still not made a showing of engaging in a process of 
experimentation.  (Resp. June 24, 2013 Submission, p. 53.)   

As for the accelerator helping to remove potassium sulfate form appellants’ formulation, 
appellants submitted no documentation regarding formulation.  The documentation that 
appellants submitted all related to the purchase of equipment and do not relate to the 
chemical composition of appellants’ wallboard materials.  Moreover, appellants did not 
provide any evidence of whether potassium sulfate was removed PCB’s manufacturing 
process or any evidence of how removing potassium sulfate from the manufacturing 
process constituted a process of experimentation for a qualified purpose.  This is routine 
or ordinary testing or inspection for quality control and occurs after commercial 
production. (Resp. June 24, 2013 Submission, p. 54.)   

As for the uncertainties that appellants had to address, such as whether enough 
accelerator could be produced for appellants’ needs, such uncertainty does not relate to 
scientific uncertainty (based upon the Tax Court decision in Union Carbide) and 
uncertainty alone is not the test.  Appellants’ primary concern was where to place the 
equipment on the mezzanine, which (per Eustace) is not a process of experimentation.  
Searching for a place to put your equipment is not research and is tinkering at best.  This 
is nothing more that the purchase and installation of equipment in regular commercial 
production. (Resp. June 24, 2013 Submission, pp. 54-55.)   

As for the purchase of the ball mill and then establishing the correct feed rate, this was 
nothing more than the purchase and installation of equipment in regular commercial 
production. As for configuring the machine after its installation, this is not qualified 
research. This is routine or ordinary testing or inspection for quality control that occurs 
after commercial production.  (Resp. June 24, 2013 Submission, pp. 55-56.)   

As for the lag time (or retention time) in the ball mill regarding the accelerator which 
appellants had to deal with, this is little more than the configuration of the 
newly-installed machine and is not qualified research.  It is routine or ordinary testing or 
inspection for quality control that occurs after commercial production.  (Resp. June 24, 
2013 Submission, p. 56.)   

As for this project (project 11) involving the designing and installing of an additional 
screw conveyor, moving the feeders, and positioning the ball mill to a different location, 
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the positioning of equipment does not involve qualified research.  As the Court of 
Appeals noted in Eustace, “Experimentation is a subset of all steps taken to resolve 
uncertainty; otherwise searching for a place to park a car would be a ‘process of 
experimentation.’”  As such, searching for a place to install equipment is not research 
and is tinkering at best. (Resp. June 24, 2013 Submission, p. 57.)   

As for project 13, the bulk bag handling system, this project similarly involved the 
purchasing, and locating of, equipment.  Congress was concerned that taxpayers had 
been claiming the R&D tax credit “for virtually any expenses relating to product 
development” as opposed to high technology.  Rearranging equipment does not involve 
high technology. Moreover, it is virtually impossible to imagine a peer-reviewed, 
scientific journal that accepted a “research” paper related to moving equipment from a 
mezzanine to the ground floor.  The court in Fudim stated that the type of 
contemporaneous documentation that was acceptable for proving a process of 
experimentation included contemporaneous scientific letters, contemporaneous journal 
publications, and contemporaneous U.S. patents.  (Resp. June 24, 2013 Submission, pp. 
57-58.) 

As for the uncertainties faced in moving feeders and conveyors and the possibility of 
contaminating one material, it is unclear what activity that appellants could claim as 
qualified research with respect to moving the conveyor and contamination.  Appellants 
did not provide any documentation which proved that PCB was engaged in a process of 
experimentation related to contamination or how such activity could escape the 
prohibition regarding routine or ordinary testing or inspection for quality control.  
(Resp. June 24, 2013 Submission, p. 58.)   

Project 12 - Ball Mill 
(Pabco - Newark) 

(March 14, 1997 - Feb. 10, 2003) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Alfred Mueller (president) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) an AFE; (3) notes; and (4) drawings.   

The project is mentioned in the Individual Time Survey for High-Level Management of 
president, Alfred Mueller.38 

The capital request states, in part, under Scope of Project, that “[t]his project . . . will 
purchase and install a ball mill along with the necessary feeders and conveyors required 
to feed landplaster into the ball mill.”   
Permitted Purpose & Business Component 

38 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Newark facility, 
executed by David Downs, the facility’s plant manager.  
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Newark sought to produce its own accelerator and landplaster rather than purchasing it 
from a third party. The project was done in two phases. First, a ball mill was installed to 
produce accelerator. The second phase of the project involved installing equipment to 
produce landplaster. The business component is an improved process, i.e. the improved 
ball mill. 

Appellants’ Declaration (Emil Kopilovich) 
See project 11 for appellants’ declaration relating to this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the purchase and installation of equipment manufactured in regular 
commercial production. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Even if the manufacturer adapted its existing machinery to appellants’ needs, this activity 
is excluded under IRC section 41(d)(4)(B) as the adaptation of an existing business 
component.   

To constitute a process of experimentation, each discrete project’s research activities 
must have been designed to not only test whether the alleged “modifications” satisfied 
appellants’ needs but also to evaluate the use of the alleged modification through a 
sequential process of experimentation.   
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Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The March 14, 1997 dates relates to a manufacturer’s drawing of its commercially-
available bulk bag hopper with interface chute.  This is not a drawing specifically for 
appellants, but a depiction of the manufacturer’s equipment that it holds out in regular 
commercial production. 

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 

sufficiently usable form and detail to substantiate that the expenditures claimed are 

eligible for the credit. Moreover, those records shall be retained so long as the contents 

may be material.  The purging or relying upon the memory of one unavailable employee 

for these records is an inexactitude of appellants’ own making and this necessarily bears 

heavily upon a taxpayer. 


Response to Appellants’ Declaration 

See project 11 for the response to appellants’ declaration relating to this project.   


Project 13 - Bulk Bag Handling System39 

(Pabco - Newark) 
(May 27, 1999 - Oct. 20, 2000) 

Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) an AFE; (2) test results; and (3) drawings.   

The capital request states, in part, under Scope of Project, that “[t]hree bulk bag 
systems will be needed.  One for starch, one for vermiculite and the third for 
landplaster. The equipment consists of a frame equipped with a crane to lift the bags, 
an interface assembly to connect the bag to the hopper and a shaker mechanism to 
ensure continuous flow as the bag as it empties.”   

Permitted Purpose & Business Component 
The installation of the ball mill required an additional installation of a bulk bag 
handling system.  This system was designed to improve access to most of the raw 

39 The Appeals Division notes that this project is not mentioned in either (1) the Qualified Activity Narrative for the Newark 
facility, executed by David Downs, the facility’s plant manager, or (2) in the Individual Time Survey for High-Level 
Management, executed by Alfred Mueller, the president over that facility. 
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material feeders on the mezzanie [sp] level.  The business component is an improved 
process, i.e. more efficiently handling large quantities of bags. 

Appellants’ Declaration (Emil Kopilovich) 
See project 11 for appellants’ declaration relating to this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the purchase and installation of equipment manufactured in regular 
commercial production. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test 
provides that the term “qualified research” means research with respect to which 
expenditures may be treated as expenses under IRC section 174.  If an activity does not 
meet the requirements for an IRC section 174 deduction, the activity is not a qualified 
research activity. 

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product 
of another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, 
citing Union Carbide v. Comm’r (2009) TC Memo 2009-50.) Here, appellants did not 
provide evidence proving that any process of experimentation occurred.   

Even if the manufacturer adapted its existing machinery to appellants’ needs, this 
activity is excluded under IRC section 41(d)(4)(B) as the adaptation of an existing 
business component. 

To constitute a process of experimentation, each discrete project’s research activities 
must have been designed to not only test whether the alleged “modifications” satisfied 
appellants’ needs but also to evaluate the use of the alleged modification through a 
sequential process of experimentation. 

Starting and ending dates of the project & contemporaneous documentation that 
supports the alleged time frame 
Appellants claimed that this project was related to project #12, the ball mill project.  
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Like that project, there is no contemporaneous documentation that supports qualified 
activity during the alleged time frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 

sufficiently usable form and detail to substantiate that the expenditures claimed are 

eligible for the credit. Moreover, those records shall be retained so long as the contents 

may be material.  The purging or relying upon the memory of one unavailable 

employee for these records is an inexactitude of appellants’ own making and this 

necessarily bears heavily upon a taxpayer.   


Response to Appellants’ Declaration 

See project 11 for the response to appellants’ declaration relating to this project.   


Project 14 - Stucco Screen40 

(Pabco - Newark) 
(May 30, 2000 - FYE 2003) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted:  (1) an AFE; and (2) drawings.   

The capital request states, in part, under Scope of Project, that “[t]his project will 
purchase a new totally enclosed stucco screen and a screw conveyor to move the rejects 
to the baler approximately 50 ft. away.”   

Permitted Purpose & Business Component 
This project sought to improve the manufacturing process by installing a new stucco 
screen. The new screen lowered the amount of dust emissions from the plant. The 
business component is an improved process, i.e. by reducing dust and improving the 
overall production process. 

Appellants’ Declaration41 (Emil Kopilovich) 
Projects 14 and 15 address gypsum waste recycling, a function that is performed at the 
Newark facility. When scrap gypsum board comes into the facility, it is placed into a 
crusher that has four screw conveyors.  The challenge with gypsum recycling is the 

40 The Appeals Division notes that this project is not mentioned in either (1) the Qualified Activity Narrative for the Newark 
facility, executed by David Downs, the facility’s plant manager, or (2) in the Individual Time Survey for High-Level 
Management, executed by Alfred Mueller, the president over that facility. 

41 This portion of appellants’ declaration relates to projects 14 and 15. 
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removal of the paper from the gypsum.  To assist with this issue, appellants drilled 
holes on the bottom of the screw conveyor to allow the pulverized gypsum to fall 
through to the belt below and the paper was pushed to the end of the screw conveyor 
and into a baler. (Kopilovich Declaration, p. 9.) 

In spite of this process, appellants found that only 80 to 90 percent of the paper had 
been removed.  To remove the balance of the paper, appellants attempted a number of 
solutions, such as adding a shaker screen on top of the stucco bins.  Eventually, 
appellants found that the most effective place to remove the paper was right before the 
material was fed into the mixer, so that the material went through the imp mills where 
the material was crushed again.  The challenge in all of this was finding space in the 
plant, finding the right equipment, and modifying the equipment to fit that space and 
that particular purpose. (Kopilovich Declaration, p. 10.)   

After the installation of the screen, appellants had a dust problem that had to be 
addressed. Appellants also had to address the handling of the wastepaper that had to be 
transported.  Appellants started with a stucco screen and then moved to a vibrating 
screen that was a better enclosure.  (Kopilovich Declaration, pp. 10-11.)   

Appellants assert that, when you have an old facility and are attempting to make 
changes, it is very difficult to do so as you are faced with space constraints and 
challenges that must be overcome which makes every job a custom job.  Here, 
appellants wanted a minimum restriction to material flow to not impact the process.  
For these projects, appellants had to learn how to run the screen, how to feed the 
screen, and determine what mesh size to use, which is all trial-and-error.  Appellants 
state that the screen had to be big enough to let all of the stucco through but small 
enough to reject the paper, which is a sieve analysis and the kind of testing that was 
performed in the lab.  As such, appellants assert that these projects were like the 
shredded food blades example in the federal regulation in that you have to find out 
what screen will work and then how to integrate that screen in with the rest of the 
process. (Kopilovich Declaration, p. 11.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the purchase and installation of equipment manufactured in regular 
commercial production. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test 
provides that the term “qualified research” means research with respect to which 
expenditures may be treated as expenses under IRC section 174.  If an activity does not 
meet the requirements for an IRC section 174 deduction, the activity is not a qualified 
research activity. 

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
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(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product 
of another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, 
citing Union Carbide v. Comm’r (2009) TC Memo 2009-50.) Here, appellants did not 
provide evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that 
supports the alleged time frame 
This project is the same as project #15, the vibrating screener project. Like that project, 
there is no contemporaneous documentation that supports qualified activity during the 
alleged time frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 
sufficiently usable form and detail to substantiate that the expenditures claimed are 
eligible for the credit. Moreover, those records shall be retained so long as the contents 
may be material.  The purging or relying upon the memory of one unavailable 
employee for these records is an inexactitude of appellants’ own making and this 
necessarily bears heavily upon a taxpayer.   

Response to Appellants’ Declaration 
These projects related to the purchase and installation of equipment in regular 
commercial production. Appellants’ challenge was finding space in the plant for the 
equipment purchased, which does not involve qualified research and is tinkering at 
best. (Resp. June 24, 2013 Submission, pp. 58-59.)   

Appellants’ experimentation involved which commercially-available machine to 
purchase. Appellants’ true activity was shopping for a piece of equipment.  As for 
appellants’ challenge of finding a place to fit in and locate the equipment, this is not 
qualified research but tinkering at best.  (Resp. June 24, 2013 Submission, pp. 59-60.)   

As for the older plant with space constraints and the testing involved with the screener, 
appellants’ space constraints do not involve qualified research and is tinkering at best.  
Also, as for learning how to run the screen and feed the screen and what mesh size 
should be used, these activities relate to configuration, to the verification that the 
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installation of the equipment was a success.  This is excluded as routine or ordinary 
testing or inspection for quality control that occurs after commercial production.  As for 
appellants’ reference to the kind of testing that went on in the lab, this statement is 
unsubstantiated and uncorroborated by any documentation in the record.  Appellants 
provided no evidence of trial-and-error.  (Resp. June 24, 2013 Submission, pp. 60-61.)   

As for appellants’ comparison of these projects to the shredded food blade example of 
Treasury Regulation 1.41-4(a)(8), Example (3), there is no similarity between 
appellants’ purchase and installation of equipment and Example 3 of the Treasury 
Regulation. The equipment that appellants purchased was commercially available and 
not eligible for either the deduction under IRC section 174 or the tax credit under IRC 
section 41. The Treasury Regulation example specifically states that the equipment in 
the example was not commercially available and that the taxpayer in the example 
engaged in a systematic trial-and-error process of experimentation.  What is universally 
missing from appellants’ submission is evidence of a process of experimentation.  
Appellants have not engaged in a process of experimentation.  (Resp. June 24, 2013 
Submission, p. 61.)   

Project 15 - Vibrating Screener42 

(Pabco - Newark) 
(June 25, 2002 - FYE 2003) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) project specifications; and (2) drawings.   

Permitted Purpose & Business Component 
In order to improve the efficiency of the screening process, Newark installed a vibrating 
screener. The screener dealt with the issue of excessive vibration, which could result in 
fatigue failure in structural beams. The business component is an improved process, i.e. 
improving the efficiency of the production process. 

Appellants’ Declaration (Emil Kopilovich) 
See project 14 for appellants’ declaration relating to this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the purchase and installation of equipment manufactured in regular 
commercial production. 

42 The Appeals Division notes that this project is not mentioned in either (1) the Qualified Activity Narrative for the Newark 
facility, executed by David Downs, the facility’s plant manager, or (2) in the Individual Time Survey for High-Level 
Management, executed by Alfred Mueller, the president over that facility.   
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IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  
(Treas. Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a 
product of another that is in regular commercial production.  (Treas. Reg. § 1.174
2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
There is no indication as to whether the machine was actually purchased.  While 
appellants may have ordered the equipment around June 25, 2002, there is no 
contemporaneous documentation that supports qualified activity during the alleged time 
frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 

sufficiently usable form and detail to substantiate that the expenditures claimed are 

eligible for the credit. Moreover, those records shall be retained so long as the contents 

may be material.  The purging or relying upon the memory of one unavailable employee 

for these records is an inexactitude of appellants’ own making and this necessarily bears 

heavily upon a taxpayer. 


Response to Appellants’ Declaration 

See project 14 for the response to appellants’ declaration relating to this project.   
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Project 16 - Zone 3 Burner System 
(Pabco - Newark) 

(Feb. 5, 2003 - July 15, 2005) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Alfred Mueller (president) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) an AFE; (3) project specifications; and (4) drawings.   

The project is mentioned in the Individual Time Survey for High-Level Management of 
president, Alfred Mueller.43 

The capital request states, in part, under Scope of Project, that “[t]his project proposes to 
replace the present burner assembly, gas train and flame control.  A flame control that 
was purchased for zone one can be used for the zone 3 upgrade.  A Maxon burner, a new 
combustion air fan and a new gas train will be required.”   

Permitted Purpose & Business Component 
In order to increase the efficiency of the Zone 3 burner system, Newark installed a new 
burner assembly, gas train and flame control in Zone 3. The business component is an 
improved process, i.e. increasing the efficiency of the burner system. 

Appellants’ Declaration (Emil Kopilovich) 
This project deals with the board dryer, which has three zones (Zone 1, Zone 2, and Zone 
3). Here, appellants were taking equipment that was designed to run at 80 feet a minute 
to running at 160 feet a minute.  Some of the speed increase was achieved by reducing 
the weight of the board, but this alone was not sufficient.  (Kopilovich Declaration, p. 
12.) 

A major problem was “burnt ends” in which the ends of boards get burned, as the end of 
boards receive most of the heat.  Appellants determined that the Zone 3 burner was 
oversized and needed to be replaced as it was contributing to the quality problems at the 
plant. The Zone 3 burner was a refractory style burner (that includes a brick mortar 
refractory and a combustion chamber and a large circulating fan) that appellants would 
replace with a Maxon burner which does not require refractories.  (Kopilovich 
Declaration, pp. 12-13.) 

The challenge was to replace the old dryer and redesign it to accommodate the new 
burner. Appellants had to determine: (1) how to do this; (2) how to make this change in 
a minimum amount of time; (3) what kind of gas train was wanted; and (4) what kind of 
efficiency was wanted. It was also critical to keep the temperature for the Zone 3 burner 
below 180 degrees so as not to calcine the board in this zone.  (Kopilovich Declaration, 
p. 13.) 

43 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Newark facility, 
executed by David Downs, the facility’s plant manager. 
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Appellants also state that uncertainty and trial-and-error come in to evaluate: (1) whether 
the burner was the correct size; (2) whether the burner has the correct turndown ratio for 
shutdowns and startups; (3) how to properly set up the burner; (4) how to control the 
burner; and (5) how to fire the burner for gaps.  (Kopilovich Declaration, p. 14.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project is the purchase of equipment to replace old and obsolete machinery.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
According to the AFE, the start date was January 28, 2003, and the ending date was 
February 5, 2003. There is no contemporaneous documentation to demonstrate that this 
was anything other than an equipment purchase and installation.   

There is no contemporaneous documentation that supports the alleged time frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 
sufficiently usable form and detail to substantiate that the expenditures claimed are 
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eligible for the credit. Moreover, those records shall be retained so long as the contents 
may be material.  The purging or relying upon the memory of one unavailable employee 
for these records is an inexactitude of appellants’ own making and this necessarily bears 
heavily upon a taxpayer. 

Response to Appellants’ Declaration 
As for the study that appellants allege to have conducted, appellants provided no 
documentation of any activity related to a process of experimentation.  The 
documentation provided shows that this project was simply the purchase and installation 
of equipment in regular commercial production.  No other documentation was provided.  
(Resp. June 24, 2013 Submission, p. 62.)   

As for the trials that appellants conducted and the uncertainty involved relating to the 
burners, appellants have provided no documentation that PCB engaged in a process of 
experimentation and qualified research activities.  Appellants’ declaration only discussed 
hypothetical trials and uncertainty.  Appellants must demonstrate an entitlement to the 
credit; simply stating that the requirements were met is insufficient and does not meet the 
recordkeeping requirements for the credit.  (Resp. June 24, 2013 Submission, pp. 62-63.)  

As for the work completed before the purchase of equipment and the troubleshooting 
work completed later after installation, this is routine or ordinary testing or inspection for 
quality control that occurs after commercial production.  This is what the Tax Court in 
Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 63.)   

As for the hypotheses and beliefs that appellants held for the various projects and the 
trial-and-error completed, this is the evidence that was missing from the record, evidence 
that appellants actually engaged in a process of experimentation.  (Resp. June 24, 2013 
Submission, p. 63.)   

Project 17 - Imp Mill Bag House Fan 
(Pabco - Newark) 

(Nov. 13, 2002 - Nov. 29, 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Alfred Mueller (president) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) an AFE; and 
(4) drawings. 

The project is mentioned (1) in the Qualified Activity Narrative for the Newark facility, 
executed by David Downs, the facility’s plant manager, and (2) in the Individual Time 
Survey for High-Level Management, executed by Alfred Mueller, the president over that 
facility, as a fiscal year ending March 31, 2004 project.   
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The AFE states that this is a request to replace the existing imp mill bag house.   

Permitted Purpose & Business Component 
Vernon commenced a project to increase the stucco manufacturing capacity by 
incre[a]sing the power of the Imp Mill Bag House Fan. The business component is an 
improved process, i.e. increasing the capacity of production.44 

Appellants’ Declaration45 (Emil Kopilovich) 
Appellants state that projects 17, 18, 19, and 20 are all related to the milling and 
calcining process. The facility uses six imp mills (or impact mills) to mill gypsum and to 
calcine it. The dust collector that was used at this facility prior to these projects was an 
electrostatic precipitator, which was an integral part of the manufacturing process.  The 
dust collector provides the negative pressure that is necessary to remove the finished 
product from the impact mill and it initially brings the material up to the cyclones which 
then discharge the material into the screw conveyers back to the stucco bins, which 
removes 95 percent of the material.  The other 5 percent goes to the dust collector where 
it is collected and shipped back through the process.  (Kopilovich Declaration, p. 15.)   

At a mill, it is critical to maintain constant negative pressure and, at the Newark facility, 
there is one dust collector for all six imp mills.  If one mill goes down, it is difficult to 
balance the airflow. So, to increase the production rate at this facility, airflow was 
critical and this is what these project address.  Appellants first thought that a bigger fan 
(project 17) would result in more production.  However, the precipitator was not 
effective in removing dust.  This is why appellants then focused on removing the 
precipitator and replacing it with a bag house.  (Kopilovich Declaration, pp. 15-16.)   

Appellants assert that purchasing a bag house led to new challenges.  First, bags have to 
be heat resistant or the bags will burn.  Consequently, appellants had to experiment with 
different types of dust collector bags. Next, appellants needed to determine how often 
bags needed to changed and cleaned.  Appellants ultimately determined that it was best 
to change all of the bags at the same time, which required the purchase of additional 
cages and bags.  A pulser is also necessary to shake the bags so the dust will settle at the 
bottom of the bag.  (Kopilovich Declaration, p. 16.)   

Appellants state that the removal of the electrostatic precipitator was a big issue, as it 
was a giant piece of equipment that was covered with asbestos insulation.  Appellants 
had to determine how to move this equipment, how to fit the removal equipment on their 
property, and how to dispose of the item.  (Kopilovich Declaration, p. 17.) 

In replacing the precipitator with a bag house, appellants determined that the fan 
purchased would be sufficient.  However, appellants ultimately needed to design and 

44 The Appeals Division notes that this is a direct quotation from appellants’ November 9, 2012 spreadsheet.  Appellants 
referred to this project as a Vernon facility project.  

45 This portion of appellants’ declaration relates to projects 17, 18, 19, and 20. 
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build a bigger fan. Appellants weren’t just using the fan as a dust collector but were 
trying to optimize the production rate of their manufacturing process with additional 
airflow. Appellants believed that, the lack of air, the negative pressure was constraining 
the production of the mill and, as a result, appellants conducted experiments to prove 
this. Appellants’ trials confirmed their hypothesis—that additional airflow would 
increase production. (Kopilovich Declaration, p. 18.)   

Appellants state that all of their projects, including those at issue here, were also aimed at 
reducing board weight. Appellants assert that it was one of the first companies to 
develop a cellular core structure for its gypsum board which allowed it to produce an 
ultra light core product.  This involved trying different folders, different additives, and 
different mixing techniques and which took a number of years to develop and perfect.  
(Kopilovich Declaration, pp. 19-20.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  This 
project involves the simple purchase and installation of equipment in regular commercial 
production. 

This project is related to project #19.   

Appellants provided two AFEs. There is no indication that a machine was actually 
purchased. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   
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Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The documentation submitted, including the AFEs, demonstrate that this project occurred 
outside of the years at issue. (One of the AFEs is dated November 29, 2004, in the 
FYE ending March 31, 2005.) 

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 
sufficiently usable form and detail to substantiate that the expenditures claimed are 
eligible for the credit. Moreover, those records shall be retained so long as the contents 
may be material.  The purging or relying upon the memory of one unavailable employee 
for these records is an inexactitude of appellants’ own making and this necessarily bears 
heavily upon a taxpayer. 

Response to Appellants’ Declaration 
As for the imp mill bag house fan, it is clear from the documentation that this project was 
the simple purchase and installation of equipment in regular commercial production.  As 
for the different types of dust collector bags that appellants experimented with, appellants 
did not submit any documentation of such experimentation.  Moreover, the 
documentation that was submitted demonstrates that this project occurred after the tax 
years at issue in this appeal.  Appellants’ purchase of new supplies and bags occurred 
outside of the tax years at issue. (Resp. June 24, 2013 Submission, pp. 64, 65.)   

As for the bags that appellants swapped out, these bags appear to be supplies and, under 
IRC section 41, the credit is not available for supplies that are used in the ordinary 
process of producing goods for sale. As the Tax Court in Union Carbide noted, 
IRC section 41(d)(2)(C) “provides that when a taxpayer seeks a research credit related to 
its production process, the production process must be divided into two business 
components, one that relates to the process and another that relates to the product.  This 
indicates that Congress intended to allow taxpayers research credits for research 
performed to improve their production processes, but Congress did not intend for all of 
the activities that were associated with the production process to be eligible for the 
research credit if the taxpayer was performing research only with respect to the process, 
not the product.” (Resp. June 24, 2013 Submission, pp. 64-65.)   

As for appellants’ purchase of the imp mill baghouse fan and trying to optimize the 
manufacturing process, this is the purchase and installation of equipment that occurred 
after the tax years at issue.  Additionally, the optimizing that appellants mentioned is not 
qualified research but tinkering, the configuration of equipment.  This is a standard 
mechanical design change followed by routine troubleshooting.  (Resp. June 24, 2013 
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Submission, p. 65.)   

As for appellants’ trials with airflow, studying the material, and the quality of the 
material, appellants’ statement relates the configuration of equipment purchased and 
installed after the tax years at issue.  Moreover, appellants provided no documentation of 
any such trials.  Such testing is routine and ordinary testing or inspection for quality 
control that is not qualified research; it is tinkering, the configuration of equipment.  At 
best, appellants’ activity related to simply verifying that the installation of the new 
equipment was a success.  (Resp. June 24, 2013 Submission, p. 66.)   

Appellants’ declaration did not address project 20, which was the removal and disposal 
of asbestos. Also, this activity occurred outside of the tax years at issue.  Additionally, 
the asbestos removal did not include any research and was not a qualified research 
activity. (Resp. June 24, 2013 Submission, pp. 66-67.)   

Project 18 - Baghouse Bags, Cages and Venturis46 

(Pabco - Newark) 
(July 23, 2004 - FYE 2005) 

This project occurred outside of the tax years at issue in this appeal.   

Appellants’ Submissions for this Project 
Appellants submitted: (1) an AFE.   

Permitted Purpose & Business Component 
Vernon commenced a project to address the dust problem that had been created with the 
increase in the power of the bag house fan.  The business component is an improved 
process, i.e. increasing the capacity of production.   

Appellants’ Declaration (Emil Kopilovich) 
See project 17 for appellants’ declaration relating to this project.   

Respondent 
Response to Appellants’ Declaration 
See project 17 for the response to appellants’ declaration relating to this project.   

/// 

/// 

/// 

/// 

46 The tax years at issue in this appeal are the FYE March 31, 1999, through the FYE March 31, 2004.  Stated differently, 
the time period before the Board is April 1, 1998, through March 31, 2004.  Project #18 began after March 31, 2004. 
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Project 19 - Imp Mill Bag House 
(Pabco - Newark) 

(Nov. 13, 2002 - April 15, 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) an AFE; (2) test results; and (3) drawings.   

The project is mentioned (1) in the Qualified Activity Narrative for the Newark facility, 
executed by David Downs, the facility’s plant manager, and (2) in the Individual Time 
Survey for High-Level Management, executed by Alfred Mueller, the president over that 
facility, as a fiscal year ending March 31, 2004 project.   

The AFE states that this is a request to replace the existing imp mill bag house.   

The capital request, under Scope of Project, states: “Install a new 150HP fan motor, 
VF drive and electrical upgrades to accommodate the larger motor.   

Permitted Purpose & Business Component 
Vernon commenced a project to replace the existing Imp Mill Bag House thereby 
increasing the efficiency of the device and the preservation of other machines inside the 
factory. The business component is an improved process, i.e. increasing the capacity of 
production.47 

Appellants’ Declaration (Emil Kopilovich) 
See project 17 for appellants’ declaration relating to this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  The 
documentation submitted relates to the installation of an imp mill baghouse fan (Project 
#17), which occurred after the tax years at issue, in the fiscal year ending March 31, 
2005. Moreover, the installation of equipment having a useful life of more than one year 
is not eligible for the deduction under IRC section 174. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  

47 The Appeals Division notes that this is a direct quotation from appellants’ November 9, 2012 spreadsheet.  Appellants 
referred to this project as a Vernon facility project. 
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(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

To constitute a process of experimentation, each discrete project’s research activities 
must have been designed to not only test whether the alleged “modifications” satisfied 
appellants’ needs but also to evaluate the use of the alleged modification through a 
sequential process of experimentation.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
There is only one document relating to the imp mill bag house, which is dated November 
13, 2002. Appellants have submitted no other documentation to substantiate that this 
project occurred or any costs associated with it.   

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants did not submit expense information for the Newark facility, asserting that 
such information was unavailable because the plant manager was out of the country.   

The recordkeeping requirement for the credit mandates that appellants retain records is 

sufficiently usable form and detail to substantiate that the expenditures claimed are 

eligible for the credit. Moreover, those records shall be retained so long as the contents 

may be material.  The purging or relying upon the memory of one unavailable employee 

for these records is an inexactitude of appellants’ own making and this necessarily bears 

heavily upon a taxpayer. 


Response to Appellants’ Declaration 

See project 17 for the response to appellants’ declaration relating to this project.   


/// 

/// 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 82 



 

 
  

  

5

10

15

20

25

 
 

 

 

 
 

 

 

 

 
 

 

 

 
 

 

                                                                 

  
  

 
  

  

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

Project 20 - Hazardous Waste Removal48 

(Pabco - Newark) 
(May 21, 2004 - Dec. 2, 2004) 

This project occurred outside of the tax years at issue in this appeal.   

Appellants’ Submissions for this Project 
Appellants submitted: (1) proposal; (2) an AFE; (3) a hazardous waste permit; and 
(4) project correspondence. 

Permitted Purpose & Business Component 
Vernon undertook a project to remove asbestos to meet environmental and health 
standards in connection with the removal of the old Imp Mill Bag House.  The business 
component is an improved process, i.e. improved health and environmental standards.   

Appellants’ Declaration (Emil Kopilovich) 
See project 17 for appellants’ declaration relating to this project.   

Respondent 
Response to Appellants’ Declaration 
See project 17 for the response to appellants’ declaration relating to this project.   

Project 21 - Flue Liner Kiln49 

(H.C. Muddox) 
(Sept. 30, 1997 - Jan. 22, 1998) 

This project occurred outside of the tax years at issue in this appeal.   

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) project correspondence; 
(3) notes and testing data; (4) an AFE and invoices; and (5) pictures.   

Permitted Purpose & Business Component 
H.C. Muddox undertook a project to review a number of alternatives to manufacture a 
less costly flue liner.  This became a critical issue when the crown degraded to the point 

48 The tax years at issue in this appeal are the FYE March 31, 1999, through the FYE March 31, 2004.  Stated differently, 
the time period before the Board is April 1, 1998, through March 31, 2004.  Project #20 began after March 31, 2004. 

49 The tax years at issue in this appeal are the FYE March 31, 1999, through the FYE March 31, 2004.  Stated differently, 
the time period before the Board is April 1, 1998, through March 31, 2004.  Project #21 was completed on January 22, 1998, 
prior to the commencement of the years at issue in this appeal. 
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that it was too dangerous to operate the kiln so it had to be shut down.  The business 
component is an improved process, i.e. more efficient manufacturing of flue liner.   

Appellants’ Declaration50 (Gerry Gunning & Greg Morrison)51 

Appellants state that projects 21 and 23 related to the flue process after the flue was 
extruded, it went into three separate buildings: (1) a dryer in which the flue was moved 
in wet and then dried; (2) a preheater, in which the flue was heated up to 450 degrees; 
and (3) a kiln, in which the flue was heated to 1680 degrees.  The flue liner kiln project
was undertaken because appellants were incurring high product losses due to deficiencies 
in the firing of the product. (Gunning/Morrison Declaration, p. 3.)   

The project started in 1997 in which the kiln was completely rebuilt with a new design 
(a flat arch) so that heat would not be wasted.  Appellants also decided to place the 
drying and preheating into one building to improve both the cycle time and the fuel 
efficiencies by using one set of burners and one set of fans.  Consequently, the project
involved redoing burners, duct work, and automatic controls to all be computer-
controlled. This was more efficient and it saved fuel.  (Gunning/Morrison Declaration, 
p. 3.) 

Appellants state that that, after the new kiln was installed, it took trial-and-error through 
a huge number of firings to find the right time and temperature relationship.  
(Gunning/Morrison Declaration, p. 4.) 

Project 21 was a flue liner kiln. A flue liner is a product that is used to line brick 
chimneys.  The cycle time is the time from when the flue liner enters the dryer to the 
time that it exits the kiln in the three-step process, which appellants simplified into a 
two-step process. Project 23 was a combing of the dryer and preheater into one process.  
(Gunning/Morrison Declaration, p. 4.) 

The flat roof of the new kiln resulted in the use of less fuel (natural gas) and provides for 
a more even balance in getting the heat throughout the process.  So two goals were met: a 
more efficient design of the kiln reduced the amount of natural gas used; and (2) the 
elimination of the loss of product caused by the poor heating from top to bottom
previously. Appellants also needed to create more heat circulation in the kiln to get 
better heat distribution from top to bottom and left to right.  So the project was motivated 
in looking at the process to reduce costs and to potentially improve the product.   
(Gunning/Morrison Declaration, pp. 4-5.)   

Regarding flue dryer preheater (project 23), the goal was to avoid the loss of efficiencies 
by moving processes into one building: to take the heating curve up from 250 degrees 
and then up to 450 degrees in a more controlled environment.  Appellants took some of 
the waste heat off of the kiln to preheat the dryer and the preheater, resulting in a huge 
savings of energy. (Gunning/Morrison Declaration, p. 5.)   

One uncertainty with the dryer preheater was whether the duct work could go from zero 
degrees, the outside temperature, to 250 or to 450 degrees and do it in such a time as to 

50 This portion of appellants’ declaration relates to projects 21 and 23.  

51 Appellants’ May 6, 2013 Submission, Declarations of Gerry Gunning and Greg Morrison.  This joint declaration is cited 
as “Gunning/Morrison Declaration, p. x”. 
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reduce appellants’ cycle time.  As such, appellants conducted trials on duct work size, 
damper settings, how much heat to be brought over, and how much ambient air that was 
needed to be brought in. (Gunning/Morrison Declaration, p. 6.)   

In building a new kiln, appellants had limitations, in that they had to stay within the 
footprint of the old kiln and use the same kiln cars.  Appellants changed the design of the
kiln structure in-house and an outside sheet metal company only came in to help with 
installation. The controllers and charts were added in-house with the use of an in-house 
electrician. (Gunning/Morrison Declaration, p. 6.)   

Appellants state that, with the new kiln, there were a lot of failures with hot spots and 
cold spots and a lot of bad product made.  Adjustments to the burners were necessary to 
create a good uniformity and product.  Regarding the dryer, the process was simpler and 
appellants were able to cut hours off of the drying time, which saved fuel and, at the 
same time, resulted in a better product.  For this project, the duct size and the fans had to 
be changed and reworked. (Gunning/Morrison Declaration, p. 7.)   

To size the duct work, appellants needed to look at the temperatures from the dryer and 
keep track of the temperatures in the preheater.  Also, it is necessary to make sure that
there was enough air flow to dry the product. The heat needs to be recirculated 20 times 
and then exhausted to make sure that one gets the maximum efficiency.  These were the 
types of calculations that appellants performed on this project.  (Gunning/Morrison
Declaration, p. 8.) 

Appellants had a sheet metal company make new dampers with upgraded bearings, 
which failed. Appellants came up with the idea of using bushings and then, in-house, 
came up with their own design and made some bushings to fit the shafts, pulling the 
bearings out. (Gunning/Morrison Declaration, p. 11.) 

Respondent 
Response to Appellants’ Declaration 
First, appellants’ statement corroborates the previous submission, that the project 
occurred outside of the tax years at issue (i.e., from September 30, 1997, to January 22, 
1998). As for the project involving the redoing of the burners, the documentation that 
appellants submitted demonstrated that appellants employed a third-party contractor 
(JT Thorpe) to come in and rebuild the kiln.  Appellants have provided no evidence of a 
process of experimentation.  Appellants’ statement shows that the activities that 
PCB were engaged in were repairs and such are not research activity.  Repairs are not 
eligible for treatment as a deduction under IRC section 174 and are thus not eligible for 
the credit under IRC section 41. (Resp. June 24, 2013 Submission, p. 68.)   

This is a point of confusion for appellants and there is a disconnect with respect to the 
inclusion of utilities in appellants’ claim, as appellants have raised the issue of utilities in 
the plant tours, the credit study, and in these declarations.  (Resp. June 24, 2013 
Submission, p. 68.)   

Supplies, in general, must be used in the actual conduct of qualified research.  IRC 
section 41(b)(2)(C) defines the term “supplies” to mean any tangible property other than 
(1) land or improvements to land and (2) property of a character subject to the allowance 
for depreciation. Treasury Regulation section 1.41-2(b)(1) provides that expenditures for 
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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.  
(Resp. June 24, 2013 Submission, pp. 68-69.)   

The Second District in Union Carbide affirmed the IRS’s position that supply costs are 
indirect research expenditures if such costs would have been incurred regardless of any 
research activities. The Second District also stated that supplies must be costs that a 
taxpayer would not have otherwise have incurred to conduct the qualified research; 
otherwise, an unintended windfall is created.  (Resp. June 24, 2013 Submission, 
pp. 19-69.) 

With respect to utilities such as natural gas and electricity, the Treasury Regulations do 
not allow for a claim for utilities as supplies.  Instead, the Treasury Regulations contain a 
limited exception for extraordinary expenditures such that to the extent that a taxpayer 
can establish that the special character of the qualified research is so energy intensive as 
to require the use of the additional extraordinary utilities.  Here, respondent does not 
dispute appellants’ base-line production activities require additional energy.  However, 
appellants have failed to prove that (1) PCB actually consumed the utilities by operating 
high energy equipment in the conduct of qualified research, and (2) that those qualified 
research activities required extraordinary additional utilities above and beyond PCB’s 
base-line production activities.  While appellants may use additional utilities in their 
base-line production, appellants have the burden to first establish the special character of 
qualified research activities and then must establish that such required extraordinary 
additional expenditures for utilities.  Appellants have failed to meet this burden on both 
counts. Moreover, it is clear that the kiln that was rebuilt was not research and was 
outside of the tax years at issue. Thus, any related expenses were not qualified expenses.  
(Resp. June 24, 2013 Submission, p. 69.)   

As for the installation of new computer controls on the kiln, this is simply the purchase 
and installation of equipment in regular commercial production.  As for the trial-and
error involved in finding the right time and temperature relationship, appellants were 
configuring the equipment which is not qualified research.  Moreover, appellants 
provided no documentation of any such trial-and-error and such routine or ordinary 
testing or inspection for quality control is not qualified research, but tinkering.  
Appellants’ activity at best related to simply verifying that the installation of the new 
equipment was a success.  (Resp. June 24, 2013 Submission, p. 70.)   

Project 22 - Brick Exit Kiln Door Project 
(H.C. Muddox) 

(June 22, 1999 - July 8, 1999) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Gerry Gunning (operations manager) (i.e., the Individual Time Survey for High-Level 
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Management) for the FYE March 31, 2001; and (3) project correspondence.   

The project appears to be mentioned in the Qualified Activity Narrative for the 
H.C. Muddox facility as a fiscal year ending (FYE) March 31, 1999 project.   

Permitted Purpose & Business Component 
H.C. Muddox undertook a project to install a new brick exit kiln door to increase 
efficiency and improve production. The business component is an improved process, i.e. 
improved Brick Exit Kiln Door to promote more efficient production. 

Appellants’ Declaration52 (Gerry Gunning & Greg Morrison) 
Appellants state that this project started in 1994 with the retrofitting of the kiln with the 
goals of improving quality, reducing fuel consumption, and increasing the throughput to 
increase production. Appellants also state that the kiln, the holding room, and the ware 
cool system are all one big project.  In other words, the exit door is part of the kiln, the 
ware cool is part of the kiln, and the holding room is a process before the product goes 
into the kiln or into the dryer. (Gunning/Morrison Declaration, p. 12.) 

Since brick was coming out of the kiln too hot, there was a huge opportunity to save 
money by cooling this section, pulling the heat off, taking it to the dryer, and then taking 
it to the holding room.  To accomplish this, appellants decided to add a fan to blow cold 
air in, to pressurize this part of the kiln and then use the duct work to take the heat that 
was there and convey it to the dryer.  The trial-and-error for appellants was determining 
how much pressure to put in the kiln without disrupting the air flow.  Appellants also had 
to consider the gas that was there to get all of the products’ combustion exhausted and 
out of the plant and, at the same time, make use of all of the clean energy that was there.  
(Gunning/Morrison Declaration, pp. 12-13.)   

Appellants hired a consultant to perform a study to confirm the worthiness of what they 
wanted to do. The consultant found that three fans were necessary and that the exit door 
would result in the brick coming out of the kiln colder.  Appellants also found that they 
needed to have bigger ducts to carry the volume of cold air.  Once the duct work was 
installed, appellants were able to shut off the backup fuel (the backup burners) and able 
to use all of the waste heat to dry the bricks.  Pressure in the kiln needs to be higher at 
some locations than others.  A pressure sensor was added to the kiln to keep the pressure 
point at the optimum level.  Appellants spent a lot of time with pressure probes during 
the entire cycle to determine exactly how to set the fans.  With the addition of duct work 
to the holding room, the entire system is fed off of the waste heat from the kiln.  As a 
result, the facility used to use about 2000 BTUs per pound and now uses about 1300 
BTUs per pound, a significant savings. At the same time, the quality of the brick is 
better and hot brick is not coming out, so that the brick can be packaged just as it comes 
out of the system.  Appellants are getting a high 90 percent recovery rate of bricks from 
the plant, which was previously a lot less. (Gunning/Morrison Declaration, pp. 13-15.) 

52 This portion of appellants’ declaration relates to projects 22, 24, and 25. 
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Appellants had to make raw calculations on the positioning of the exhaust fan.  For the 
holding room, the temperature needed to be 80 degrees with about 80 percent humidity 
to keep the brick from drying out.  At the same time, you do not want the brick to pick up 
moisture, so the brick has to be in a controlled environment to hold the bricks for 
placement into the dryer.  (Gunning/Morrison Declaration, p. 15.)   

Appellants state that steel duct work deteriorates over 700 degrees.  As a result, 
appellants had to build hot boxes that had fiber insulation inside, as the air coming 
through was about 1200 degrees. Dampers also had to be added to blade in ambient air 
to cool it down, as this was too much heat, to not overheat the ducts.  (Gunning/Morrison 
Declaration, p. 16.) 

As for the damper doors on the hot boxes, appellants assert that this was also trial-and
error because of the heat.  Dampers were added to pull in cold air to temper the heat, to 
avoid burning the steel. (Gunning/Morrison Declaration, pp. 16-17.)   

Appellants realized that the duct work needed to be fixed because of the way the cars 
were drying—drying more on the bottom, which was uneven.  The down draft was 
pushing across the cars, so it needed to be diverted.  This needed to be changed 
differently for each track of cars. Moisture testing was necessary for the bricks to 
determine if moisture was coming out of the brick as it needed to.  This helped appellants 
discover that a better balance of the air flow was needed.  Appellants previously only 
made this check as the brick was going into the dryer but not when it was coming out of 
the holding room.  (Gunning/Morrison Declaration, pp. 17-18.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
project involved the cost to install one new door and frame for the opening on the west 
end of the kiln.53 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 

53 Respondent also states that, while on the plant tour, appellants explained that projects 22, 24, and 25 were actually one 28 
project.  However, respondent asserts its belief that these projects are properly categorized as separate projects. 
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acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Appellants provided a diagnostic evaluation of the kiln’s performance, conducted by a 
ceramics industry consultant.  The report describes a routine diagnostic and does not 
meet the requirements of a process of experimentation.  Moreover, this report would, if 
anything, be considered contract research, yet appellants did not submit evidence to 
differentiate any expenses directly related to this report.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The only documentation submitted is dated July 1999 and appellants’ claimed period is 
entirely within the FYE March 31, 2000. It is not clear why appellants’ submission 
claimed expenses for the FYE March 31, 1999, March 31, 2000, and March 31, 2001.   

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants claimed a total of $304,335 as qualified expenses for the project (over the 
course of 3 years) when the proposal has a cost total of $10,580.  Appellants submitted 
documentation relating to only one fiscal year, however (i.e., the FYE March 31, 2000).   

There is no evidence to support what employees worked on this project and no evidence 
demonstrating that a nexus exists between the alleged qualified research expenses and 
the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
Appellants state that this project (project 22) started in 1994 and, thus, occurred outside 
of the tax years at issue. (Resp. June 24, 2013 Submission, p. 80.)   

As for the trial-and-error related to determining how much pressure to put on the kiln and 
to not disrupt the air flow, appellants submitted a drawing from a report from an energy 
study completed by Henshall & Associates.  This report describes a routine diagnostic 
and does not meet the requirements for a process of experimentation.  Moreover, this 
report would be considered contract research and appellants did not submit any evidence 
to differentiate any expenses directly related to this report as such.  (Resp. June 24, 2013 
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Submission, p. 80.)   

As for the innovation that appellants should have patented, appellants should have 
documented that this innovation involved more than the installation of equipment.  
Moreover, appellants should have documented that substantially all of the activity related 
to the kiln door exit installation involved a scientific method-style process of 
experimentation for a qualified purpose.  Also, the documents provided for this project 
do not demonstrate anything other than the installation of a door by a third-party 
contractor. (Resp. June 24, 2013 Submission, pp. 80-81.)   

As for hiring Johnston Sheet Metal to install a door, the documentation submitted shows 
that the door installation was completed in a day at a cost of $10,580.  However, 
appellants claimed qualified research expenses of $304,335 over three fiscal years.  
(Resp. June 24, 2013 Submission, p. 81.)   

As for moving the exhaust fans after this equipment was installed, this was the 
configuration of equipment after it was installed which is not qualified research.  This is 
routine or ordinary testing or inspection for quality control that occurs after commercial 
production. This is what the Tax Court in Union Carbide disallowed (which the Court of 
the Appeal affirmed) as “a simple change to a process followed by verification that the 
change would work is not a process of experimentation.”  (Resp. June 24, 2013 
Submission, pp. 81-82.)   

As for the exit door for the kiln that was custom made, this door did not involve any 
demonstrable qualified research activity.  Appellants’ description of this project does not 
bring the custom made repair or replacement into the realm of the research credit.  The 
R&D credit is granted for engaging in qualified research activities, not for being a “do-it
yourselfer” or hiring a custom job shop.  An “in-house research expense”, as defined in 
IRC section 41(b), is allowed only for activities related to engaging in the actual conduct 
of qualified research. (Resp. June 24, 2013 Submission, p. 82.)   

As for the insulation of all of the boxes and the installation of dampers to blade in 
ambient air, these activities are building improvements, equipment purchases, and 
installations that do not rise to the level of qualified research.  These activities do not 
constitute a process of experimentation.  (Resp. June 24, 2013 Submission, pp. 82-83.)   

As for the damper doors that are on the hot boxes and Dan Corbett who built the hot box, 
Mr. Corbett’s activity was a simple measurement, not an experiment.  Yet, appellants 
claim that six months of Mr. Corbett’s time was spent on direct support of qualified 
research. Mr. Corbett’s activity comprised routine data collection.  Data collection 
alone, no matter how extensive, does not constitute a process of experimentation if it is 
not followed by meaningful analysis.  Appellants submitted no documentation related to 
this project, have no evidence of a meaningful analysis, and, thus, have no 
documentation of a process of experimentation.  (Resp. June 24, 2013 Submission, 
p. 83.) 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 90 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

As for appellants’ uncertainty associated with the placement of the new exhaust fan, 
finding a place to put equipment does not involve qualified research; it is tinkering at 
best. As the Court of Appeals stated in Eustace, “Experimentation is a subset of all steps 
taken to resolve uncertainty; otherwise searching for a place to park a car would be a 
‘process of experimentation.’”  Moreover, “uncertainty” alone is not a test.  The Tax 
Court stated in Union Carbide that the process of experimentation test for purposes of 
IRC section 41 requires the use of the scientific method, not merely taking steps to 
resolve uncertainty or to improve a product.  (Resp. June 24, 2013 Submission, 
pp. 83-84.) 

As for appellants’ description of the project as a plant project, appellants’ statement and 
documentation shows that this project is merely an equipment installation under IRC 
section 174, did not involve a process of experimentation for a qualified purpose under 
IRC section 41(d)(1), and is excluded as after commercial production, the adaptation of 
existing business components, and the duplication of existing business components under 
IRC section 41(d)(4).  Additionally, an “in-house research expense” is allowed only for 
activities related to engaging in the actual conduct of qualified research.  (Resp. June 24, 
2013 Submission, pp. 84-85.)   

As for the custom made duct work and its installation, a third-party contractor installed 
the duct work and appellants’ maintenance staff verified that the installation was a 
success. This is not experimentation.  This is routine or ordinary testing or inspection for 
quality control that occurs after commercial production.  This is what the Tax Court in 
Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 85.)   

As for the moisture tests that Rick Williams, a lab technician, conducted on the bricks, 
Mr. Williams’s activity appears to have involved a single diagnostic sample of a single 
car of bricks.  However, appellants claimed that Mr. Williams spent 8.5 months on 
alleged direct support, based on a single document that does not demonstrate anything 
apart from a small sample of data collection by two employees.  Mr. Williams’s activity 
comprised routine data collection.  Routine data collection alone, no matter how 
extensive, does not constitute a process of experimentation if it is not followed by 
meaningful analysis.  As appellants submitted no documentation related to this project, 
appellants have no evidence of a meaningful analysis and, thus, have no documentation 
of a process of experimentation.  (Resp. June 24, 2013 Submission, pp. 85-86.)   

Appellants state that this project is still ongoing.  Appellants’ description of this 
perpetual project remains undocumented for the tax years at issue and appellants’ alleged 
continued tinkering does not rise to the level of qualified research.  (Resp. June 24, 2013 
Submission, p. 86.)   

/// 

/// 
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Project 23 - Flue Dryer/Preheater54 

(H.C. Muddox) 
(Oct. 20, 1999 - Feb. 29, 2000) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) an AFE and invoices; and 
(3) proposals. 

The cover memo for the AFE states that this project is the repair of the flue ducting.   

Permitted Purpose & Business Component 
H.C. Muddox undertook a project to improve the efficiency and functionality of the Flue 
Dryer and Preheater. The business component is an improved process, i.e. Flue Dryer 
with greater capacity for more efficient production. 

Appellants’ Declaration (Gerry Gunning & Greg Morrison) 
See project 21 for appellants’ declaration relating to this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
documents provided indicates that the project is major maintenance and the project 
involved the purchase and installation of equipment manufactured in regular commercial 
production.55 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

54 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the H.C. Muddox 
facility, executed by Gerry Gunning, the facility’s plant manager.  

55 Respondent also states that, while on the plant tour, appellants explained that projects 21 and 23 (i.e., this project) were 
actually one project.  However, respondent asserts its belief that these projects are properly categorized as separate projects. 
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The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The claimed dates are entirely within the fiscal year ending March 31, 2000.  Appellants 
claimed expenses for both the fiscal years ending March 31, 1999, and the fiscal year 
ending March 31, 2000. 

There is no contemporaneous documentation that supports appellants’ alleged time 
frame.   

Qualified Research Expenses 
Appellants claimed a total of $135,200 as qualified expenses for the project (over the 
course of 2 years) when the AFE estimated total costs of $50,000.  Appellants submitted 
documentation relating to only one fiscal year, however (i.e., the FYE March 31, 2000).   

There is no evidence to support what employees worked on this project and no evidence 
demonstrating that a nexus exists between the alleged qualified research expenses and 
the conduct of any actual qualified research activity.   

Respondent notes that Mr. Gunning works in Salt Lake city and has not been on the 
H.C. Muddox payroll since 2001. Mr. Gunning had not claimed that a single employee 
at this facility had been engaged in actual research activities but instead had claimed that 
all of these employees had been engaged in “direct support”.   

Response to Appellants’ Declaration 
As for putting a flat roof in, the contemporaneous documentation that appellants 
submitted treated this project as major maintenance and supports the position that the 
activities engaged in were repairs.  This documentation does not mention research or a 
process of experimentation, but does mention “repair the flue ducting” and “replacing 
existing wiring and electrical system”.  (Resp. June 24, 2013 Submission, pp. 70-71.)   

As for appellants’ knowing intuitively that a flat arch for the kiln was much better, 
appellants had no uncertainty. Also, this project occurred before the tax years at issue, 
based upon the start and end dates (i.e., September 30, 1997, to January 22, 1998).  
Appellants provided no documentation related to the repair of the flue ducting and 
provided no evidence of a process of experimentation.  Appellants’ statement supports 
that appellants were engaged in repairs and that this was not a research activity.  As for 
appellants’ trial-and-error process in determining what needed to be done with the dryer 
and the preheater, trial-and-error alone is not qualified research.  Appellants provided no 
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documentation to support any such effort and no evidence of a process of 
experimentation.  (Resp. June 24, 2013 Submission, p. 71.)   

As for taking some of the waste heat off of the kiln which resulted in a huge savings of 
energy, there is no evidence that this major maintenance involved anything apart from 
the installation of the ductwork and there is no evidence of a process of experimentation.  
(Resp. June 24, 2013 Submission, pp. 71-72.)   

As for the trial-and-error involved in matching the burners with burner settings and with 
the computer controls, this relates to the configuration of equipment and is not research.  
Also, trial-and-error alone is not qualified research.  This is routine or ordinary testing or 
inspection for quality control that occurs after commercial production.  This is what the 
Tax Court in Union Carbide disallowed (which the Court of the Appeal affirmed) as “a 
simple change to a process followed by verification that the change would work is not a 
process of experimentation.”  (Resp. June 24, 2013 Submission, p. 72.)   

As for the project being possible on paper and the different trials of the duct work size, 
damper settings, and how much heat could be brought over, appellants have provided no 
such documentation. Appellants have only provided evidence that JT Thorp was hired to 
perform maintenance work.  (Resp. June 24, 2013 Submission, p. 72.)   

As for going out into the marketplace with a set of specs and finding a couple of 
companies that could come in to build the kiln, this is not research; appellants hired brick 
layers to repair the kiln.  There is no evidence that this major maintenance involved 
anything other than the installation of the ductwork.  (Resp. June 24, 2013 Submission, 
p. 73.) 

As for the work of designing the structure and the dismantling being done in-house, the 
R&D credit is granted for being engaged in qualified research activities, not for being a 
“do-it-yourselfer”. An “in-house research expense”, as defined in IRC section 41(b), is 
only allowed for activities related to engaging in the actual conduct of qualified research.  
IRC section 41(d)(1) is composed of a four-part test and, the fact that appellants made 
repairs “in-house” versus hiring a contractor to make the repairs, does not convert non-
qualified activity into meeting the statutory requirements of the statute.  (Resp. June 24, 
2013 Submission, pp. 73-74.)   

As for the purchasing and programming of computer controls, appellants submitted no 
documentation related to computer controls.  The programming of the computer controls 
configuring. This was routine or ordinary testing or inspection for quality control that 
occurred after commercial production and is what the Tax Court in Union Carbide 
disallowed (which the Court of the Appeal affirmed) as “a simple change to a process 
followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 74.)   

As for all of the adjustments that had to be made to the burner settings for the 
configuration of the kiln, appellants admit that the activity engaged in was the 
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configuration of the equipment.  This is routine or ordinary testing or inspection for 
quality control that occurs after commercial production.  (Resp. June 24, 2013 
Submission, pp. 74-75.)   

Appellants state that the kiln work was completed in late 1997 and early 1998.  As such, 
appellants admit that the project occurred entirely before the tax years at issue.  With 
this, it is unclear why appellants have not conceded the $96,412 in wages and the 
$114,766 in total expenses claimed for the FYE March 31, 1999.  (Resp. June 24, 2013 
Submission, p. 75.)   

Appellants speculate as to when the maintenance on the dryer preheater possibly ended.  
Appellants’ documentation claimed that the system would be down for seven days.  Yet, 
when claiming expenses, appellants claimed expenses for both the FYE March 31, 1999, 
and the FYE March 31, 2000. There is no evidence of any activity for this project in the 
FYE March 31, 1999, as appellants’ documentation relates only to the equipment 
purchase in the FYE March 31, 2000. (Resp. June 24, 2013 Submission, p. 75.)   

Appellants state that the dryer preheater work is a little different than the Trinity 
shipbuilding example, because the duct size and fans had to be changed and reworked.  
Appellants reference Trinity Industries v. Commissioner (2009) 132 T.C. No. 2. In 
Trinity, the court held that assembling a cafeteria-style selection of available parts was 
not research. There is nothing in the record to indicate that appellants’ major 
maintenance activities were other than a “cafeteria-style mix and match of existing 
elements” or anything more than “slight modifications of existing designs”.  Also, there 
is no evidence of anything related to a process of experimentation in the documentation 
submitted and appellants’ configuration activity is not research.  (Resp. June 24, 2013 
Submission, pp. 75-76.)   

As for the trial-and-error with adjustments and dampers and burners to get the entire 
system working, appellants have provided no documentation to prove any trial-and-error 
as part of any process of experimentation or proven that any qualified research occurred.  
(Resp. June 24, 2013 Submission, p. 76.)   

As for Johnston Sheet Metal coming out and making measurements, simply having a 
repair made for this project has nothing to do with qualified research.  (Resp. June 24, 
2013 Submission, pp. 76-77.)   

As for sizing drying equipment and needing to recirculate the input 20 times for 
maximum efficiency, appellants did not provide any documentation related to these 
calculations (i.e., to determine recirculating 20 times).  Moreover, data collection alone, 
no matter how extensive, does not constitute a process of experimentation if it is not 
followed by meaningful analysis.  (Resp. June 24, 2013 Submission, p. 77.)   

As for the large amount of work that was completed that was not documented, 
appellants’ uncorroborated comments are not a substitute for documentation which 
demonstrates that a qualified research activity occurred.  (Resp. June 24, 2013 
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Submission, pp. 77-78.)   

Appellants admit that this project occurred before the years at issue when reviewing 
various documents that were submitted (i.e., one document dated September 1997 and 
another document dated January 15, 1998.)  (Resp. June 24, 2013 Submission, p. 78.)   

Appellants also admit that some of the documents submitted do not have a strong 
relationship to the project and that some of the documents relate to calendar year 2012.  
(Resp. June 24, 2013 Submission, p. 78.)   

As for making a game plan after meeting several times with Johnston Sheet Metal, such a 
“game plan” was unrelated to a qualified research activity and related entirely to the 
repair and installation of ductwork. (Resp. June 24, 2013 Submission, p. 79.)   

As for having Johnston Sheet Metal make some new dampers, such was based upon a 
physical inspection of the existing dampers and, as such, is a duplication of an existing 
business component. (Resp. June 24, 2013 Submission, p. 79.)   

Project 24 - Holding Room Improvements 
(H.C. Muddox) 

(Dec. 19, 2000 - Jan. 21, 2002) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) project correspondence; 
(3) notes and drawings; (4) an AFE and invoices; (5) SAP reports; (6) proposals; and 
(7) pictures. 

The project appears to be mentioned in the Qualified Activity Narrative for the 
H.C. Muddox facility as a fiscal year ending (FYE) March 31, 2001 project.   

The memo for the project, dated December 22, 2000 (under Project Correspondence), 
states that the objective of the project is “[t]o maximize the production capacity of the 
kiln itself by modifying the holding rooms.  The increased drying efficiency of the brick 
before it enters the kiln will allow us to increase the firing curve inside the tunnel, 
without slowing down the push rate because of solid units or Brick Block that are not 
dried thoroughly.” 

Permitted Purpose & Business Component 
H.C. Muddox undertook a project to improve air circulation and reduce moisture levels 
in the existing holding room in order to increase the functionality, performance, and 
reliability of the production line as well as the quality of the manufactured product. The 
business component is an improved process, i.e. standardization of the product. 

Appellants’ Declaration (Gerry Gunning & Greg Morrison) 
See project 22 for appellants’ declaration relating to this project. 
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Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
documents submitted indicate that the project occurred in 2008 and 2009, after the tax 
years at issue, and eight years after the single diagnostic report dated December 22, 
2000.56 

The executive summary described the scope of the project as the selection of the 
appropriate equipment prior to installation.  Equipment selection, however, is not a 
process of experimentation and does not amount to any sort of qualified research activity.  

Rick Williamson and Dan Corbett conducted tests.  Mr. Williamson’s activity appears to 
have involved a single diagnostic sample; yet, appellants claimed that he spent 
8 ½ months on alleged direct support, based upon a single document that does not 
demonstrate anything apart from a small sample of data collection by two employees.  
Mr. Corbett’s activity is a simple measurement, not an experiment; yet, appellants 
claimed that 6 months of Mr. Corbett’s time was spent on direct support of qualified 
research. These are routine diagnostic measurement; appellants did not engage in a 
process of experimentation.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The only contemporaneous documentation is dated December 19, 2000.  The remaining 
documents are dated from 2008 and 2009.   

There is no contemporaneous documentation that supports appellants’ alleged timeline.   

Qualified Research Expenses 
Appellants claimed a total of $269,836 as qualified expenses for the project (over the 
course of 2 years) when the total costs were estimated as $36,000.  Appellants submitted 
documentation relating to only one fiscal year, however (i.e., the FYE March 31, 2001), 
the year in which diagnostic tests were conducted by two employees.   

Appellants’ claim of every employee’s time for this project is unreasonable, especially 
considering that the activity is a non-qualified repair and maintenance.  Apart from 
Mr. Corbett and Mr. Williamson, there is no evidence to support what employees worked 
on this project and no evidence demonstrating that a nexus exists between the alleged 
qualified research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
See project 22 for the response to appellants’ declaration relating to this project.   

56 Respondent also states that, while on the plant tour, appellants explained that projects 22, 24, and 25 were actually one 28 
project. However, respondent asserts its belief that these projects are properly categorized as separate projects.   
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Project 25 - Ware Cool System57 

(H.C. Muddox) 
(Dec. 19, 2001 - Jan. 24, 2002) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) project correspondence; (2) notes and drawings; and (3) an 
AFE and invoices. 

Permitted Purpose & Business Component 
H.C. Muddox undertook a project to improve the longevity of the ware cool system and 
increase its overall efficiency.  The business component is an improved process, i.e. more 
efficient production. 

Appellants’ Declaration (Gerry Gunning & Greg Morrison) 
See project 22 for appellants’ declaration relating to this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
documents provided indicates that the project simply repaired and replaced old ductwork.  

This is a purchase and installation of equipment having a useful life of more than one 
year, possibly a repair, nothing more.  Federal regulations prohibit an IRC section 174 
deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  Moreover, 
the cost of component materials, the cost of labor or other elements involved in the 
construction and installation, or the cost of acquiring or improving the property are not 
deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does not 
bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

This does not meet any requirement for either the IRC section 174 deduction or the 
IRC section 41 credit. There is no improved process or any experimentation designed to 
improve a process.  This is simply the repair and replacement of old ductwork.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The claimed dates are entirely within the fiscal year ending March 31, 2002.  Appellants 
claimed expenses for both the fiscal years ending March 31, 2002, and the fiscal year 
ending March 31, 2003. 

There is no contemporaneous documentation that supports appellants’ alleged timeline.   

57 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the H.C. Muddox 28 
facility, executed by Gerry Gunning, the facility’s plant manager. 
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Qualified Research Expenses 
Appellants claimed a total of $370,861 as qualified expenses for the project (over the 
course of 2 years) when the total costs were estimated as $28,060.  Appellants submitted 
documentation relating to only one fiscal year, however (i.e., the FYE March 31, 2002).   

Appellants claimed that 100 percent of the qualified research expenses for the H.C. 

Muddox facility for the fiscal year ending March 31, 2003 are attributable to this project.  

Based upon the percentages claimed, this equates to Daniel Corbett spending 6 months 

on this project, Greg Morrison spending 6 months on this project, and Richard 

Williamson spending 8 ½ months on this project.  The memo for the shutdown for these 

repairs states that the shutdown would be 2 weeks.   


Appellants’ claim of employee time is completely unreasonable, especially considering 

that the activity is non-qualified ductwork repair and replacement.   


Response to Appellants’ Declaration 

See project 22 for the response to appellants’ declaration relating to this project.   


Project 26 - H-Cutter Reels58 

(H.C. Muddox) 
(Nov. 4, 2003 - FYE 2004) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) project correspondence and an AFE.   

The cover memo for the AFE states “please find attached AFE and Quote for 3 new 
H-Cutter Reels. Our 2-1/4, 2 1/2 and 3 1/2 reels are worn out.  Zero and near-zero 
tolerances on size specifications has become the norm rather the expectation.  We need to 
replace these reels in order to realize present-day customer expectations and 
requirements.”   

Permitted Purpose & Business Component 
H.C. Muddox undertook a project to improve their H-Cutter Reels and make them meet 
strict specifications. The business component is an improved process, i.e. more 
standardized production that meets strict specifications. 

Appellants’ Declaration (Gerry Gunning & Greg Morrison) 
The H-cutter reels cut the clay when it is green, before it’s fired.  The project, however, 
is actually about the mix of the product that goes through the reel (i.e., the cutter).  
Specifically, appellants tried to standardize the shrinkage of all 33 of their mixes (as 

58 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the H.C. Muddox 
facility, executed by Gerry Gunning, the facility’s plant manager.  
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different clays have different amounts of shrinkage)—to approximate the same amount 
of shrinkage. Once this was known, appellants could then purchase a reel to match those 
levels of shrinkage. (Gunning/Morrison Declaration, pp. 19-20.)   

Appellants want all of the bricks to be of the same width.  Appellants purchased three 
reels with three different widths. Accordingly, appellants took their mixes and ran tests 
for size, changing the clay components, taking clay out, and adding more grog (i.e., 
already-fired brick), which helps with shrinkage.  (Gunning/Morrison Declaration, p. 
20.) 

Respondent 

Process of Experimentation 
Appellants submitted 6 pages of documentation and 3 of those pages are duplicates.  The 
evidence submitted shows that appellants cutting reels were worn out and were replaced.  

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

This is a purchase and installation of equipment having a useful life of more than one 
year, possibly a repair, nothing more.  Federal regulations prohibit an IRC section 174 
deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  Moreover, 
the cost of component materials, the cost of labor or other elements involved in the 
construction and installation, or the cost of acquiring or improving the property are not 
deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does not 
bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and it is not eligible for the research deduction under IRC section 174.  
This does not meet any requirement for either the IRC section 174 deduction or the 
IRC section 41 credit. 

Qualified Research Expenses 
Appellants claimed a total of $248,731 as qualified expenses for the project when the 
AFE estimated total costs of 41,488.   

Appellants claimed that 100 percent of the qualified research expenses for the 
H.C. Muddox facility for the fiscal year ending March 31, 2004 are attributable to this 
project. Appellants claimed the salary of Greg Morrison at 50 percent, meaning that 
Mr. Morrison spent six months ordering and replacing the H-Cutter Reels for the one 
month spanning October 10, 2003, to November 11, 2003.  For this, appellants produced 
two sheets of paper. 
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Mr. Gunning did not claim that a single employee at this facility had been engaged in 
“qualified research activities” on his wage allocation questionnaires, but instead claimed 
that every employee at the facility had been engaged in “direct support”.   

There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the purchase of the reels and the mix of the product that is going through the reel 
(i.e., the cutter), appellants’ statement contradicts the tax credit study and what 
respondent was told on the plant tour. The activity involved an equipment purchase 
which is not qualified research. Appellants state that this project does not really deal 
with reels. Appellants submitted no documentation related to the mix of the product and 
have failed in meeting the recordkeeping burden.  (Resp. June 24, 2013 Submission, 
p. 87.) 

As for the mix research that was completed in appellants’ lab, appellants have not 
provided any documentation of this alleged research.  The only documentation that 
appellants provided related to the price and dimensions for the purchase of the reels 
which is an equipment purchase of commercially-available equipment.  Appellants’ lab 
activities are undocumented activities that are routine or ordinary testing or inspection 
for quality control and occur after commercial production.  This is what the Tax Court in 
Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, pp. 87-88.)   

Project 27 - Monorail Brick Packaging System59 

(H.C. Muddox) 
(May 27, 2004 - May 23, 2006) 

This project occurred outside of the tax years at issue in this appeal.   

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) project correspondence; 
(3) an AFE and invoices; and (4) proposals. 

Permitted Purpose & Business Component 
H.C. Muddox developed and integrated the Monorail Brick Packaging System.  This 
system significantly reduced the duplication of efforts by eliminating the secondary 

59 The tax years at issue in this appeal are the FYE March 31, 1999, through the FYE March 31, 2004.  Stated differently, 
the time period before the Board is April 1, 1998, through March 31, 2004.  Project #27 began after March 31, 2004.  
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unloading process and also allowed for the regulation of the operating speed. 
Additionally, the cubing process eliminated the need for pallets except during transport. 
The business component is an improved process, i.e. more efficient production and more 
efficient product output 

Appellants’ Declaration (Gerry Gunning & Greg Morrison) 
Previously, to make the product “used brick”, appellants used to package the brick, put it 
on pallets in inventory, take the brick out of inventory, and, in a secondary process, place 
the brick into a tumbler to make “used brick”, which were two steps.  Appellants decided
to make “used bricks” in a one-step process.  To originally address this problem,
appellants used a swivel conveyor to tumble the bricks.  Then appellants decided to use
jigs along with a monorail, an automated system.  Appellants designed a system that the 
brick would come off the kiln cars on the belt, go through the tumbler, and then be put on 
the backside of the monorail.  (Gunning/Morrison Declaration, p. 21.)   

Appellants had to determine how the brick would roll on the conveyer belt systems, to 
control the brick and to keep it from rolling back down.  Appellants also found that the 
size of the tumbler helped make the brick look more used.  Appellants then added a 
turntable that would spin and shoot brick out to a different conveyer belt, which was 
designed by appellants’ engineers and a contractor.  Appellants also found that it was
necessary to redesign the tumbler drum, which was on legs, which wanted to walk out of 
its frame due to the weight of the bricks in it.  Finally, appellants also had to design the
hydraulic ramps on the conveyer belt that handles the scrap when the monorail is being 
loaded. (Gunning/Morrison Declaration, pp. 22-24.)   

Respondent 
Response to Appellants’ Declaration 
In appellants’ statement, appellants provide that this project started in 1995 and was 
completed in 2004.  This statement contradicts the tax credit study.  Appellants’ 
supplemental submission claimed a start date of May 27, 2004, and an end date of May 
23, 2006, which are outside of the years at issue in this appeal.  Appellants’ 
documentation demonstrates that there was no research and that this was the purchase 
and installation of equipment in regular commercial production.  (Resp. June 24, 2013 
Submission, p. 88.)   

As for figuring out how to use the backside of the monorail that appellants tried to 
patent, the documentation that appellants provided proves otherwise.  This was a 
“turnkey installation” and appellants provided no documentation relating to an alleged 
patent application. (Resp. June 24, 2013 Submission, pp. 88-89.)   

In appellants’ statement, appellants have provided only purchase orders and a discussion 
of the basic machinery.  As such, appellants submitted no documentation to prove their 
claim for the R&D credit.  Moreover, appellants’ statement confirmed that this project 
involved the turnkey installation of equipment in regular commercial production 
purchased from a manufacturer, outside of the tax years at issue.  (Resp. June 24, 2013 
Submission, p. 89.)   
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Project 28 - Roof Tile Modernization 
(Gladding McBean) 

(June 11, 1999 - Aug. 14, 2002) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Bill Padavona (general manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) roof tile 
modernization committee minutes; (4) roof tile modernization project analysis report; 
(5) clay roof tile proposal; (6) drawings; (7) roof tile test reports; (8) roof tile 
development team meeting minutes; and (9) project correspondence/notes.   

The project is mentioned (1) in the Qualified Activity Narrative for the Gladding 
McBean facility as a FYE March 31, 2000 project and (2) in the Individual Time Survey 
for High-Level Management of general manager, Bill Padavona.   

Permitted Purpose & Business Component 
Gladding McBean developed and implemented a more automated system of 
manufacturing its clay roofing and floor tiles. The new system included new machines, 
conveyors, and cradles, which all had to be specifically designed and customized to the 
plant's existing operations. The business component is an improved process, i.e. more 
efficient production of more standard tiles. 

Appellants’ Declaration (Bill Padavona)60 

In 1998 or early 1999, appellants began a process of developing a new roof tile 
manufacturing processing line.  The goal of the project was to manufacture to improve 
the quality of the product that appellants were already producing and to provide 
appellants with the flexibility to manufacture new products. More specifically, there 
were two approaches to the project: (1) to build a new facility at the Gladding McBean 
plant to produce more roof tiles than appellants were currently producing which matched 
the quality of the tiles currently produced and which matched the current product design; 
and (2) using the existing equipment and space to produce products at a lower cost and 
with improved quality.  (Padavona Declaration, pp. 3-4.)   

To accomplish these goals, a mechanical engineer/designer was hired and a committee of 
staff was formed to determine the design of the project.  Weekly meetings were held, 
copious notes were taken, timetables were established, and budgets were created, a 
process that took approximately six months.  Within a year of the project’s completion, 
labor costs were reduced by 40 percent, and the manufacturing of tiles increased by more 
than 50 percent. (Padavona Declaration, pp. 4-5.)   

In years past, it took four to six days to dry roof tiles, at which time 21 to 22 percent of 

60 Appellants’ May 6, 2013 Submission, Declaration of Bill Padavona.  Mr. Padavona’s declaration is cited as “Padavona 28 
Declaration, p. x”.  
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the moisture would be taken out and the tiles would be dried to less than one-half of a 
percent of moisture. Under the new process, tiles were carried on a conveyor on a cradle 
where an operator would place the tiles into a dryer.  Appellants had to design cradles 
that were abrasive enough to support the weight of tiles yet, at the same time, soft 
enough that the cradles didn’t damage or mark the tiles while being transported.  A trial
and-error period followed in which appellants attempted different polyurethane 
compounds.  Appellants ultimately designed and built cradles that could be interchanged 
easily depending upon the type of tile being produced.  (Padavona Declaration, pp. 6-8.)   

Appellants state that the drying chambers were four existing tunnels, in which tiles were 
placed on old railroad-type cars and pushed into the tunnels.  Appellants state that the rail 
cars were replaced with chain conveyors which ran the width of each tunnel so that air 
could circulate and promote a speedier and safer drying process.  (Padavona Declaration, 
p. 8.) 

Appellants state that, under the new design, fans were installed in the tunnels to 
recirculate the air to improve the evaporation of moisture on the tiles.  This was a safer 
and faster way of drying tiles and it resulted in a higher quality product (preventing 
warpage and cracking). In addition, product loss was reduced from 20 to 25 percent to 
one to two percent and drying time was reduced from four to six days to 16 hours or less.  
To determine how quickly tiles could be dried with the new process, appellants set up a 
pilot experiment and built a simple drying facility in which two to three tiles could be 
placed and tested. (Padavona Declaration, pp. 9-10.)   

Appellants assert that it was necessary to design fans with very special equipment due to 
the temperature (almost 200 degrees) in the dryers (i.e., the tunnels) and the 95 to 
100 percent moisture in the dryers. The fans needed to be able to travel back and forth 
through a 100 foot long tunnel. Through a trial-and-error process of thinking and several 
drawings, appellants designed and installed a fan on a cable tracking system external to 
the tunnel, on top of the dryer. (Padavona Declaration, pp. 10-11.) 

Dry tiles were unloaded and placed on another conveyor, a conveyor which needed to be 
elevated about 12 feet, so that different processes could go on underneath it.  Much 
design was required (e.g., turns and elevation), with the conveyor traveling about 300 
feet to the kiln.  A special conveyor, for the unloading of tiles, was also necessary to 
allow personnel and lift trucks to go back and forth, for the unloading of tiles after the 
tiles came out of the kiln for transport to the packaging section.  (Padavona Declaration, 
pp. 11-12.) 

Regarding the “Clay Roof Tile Proposal No. 2 Duplex Extrusion with Glazed Tile 
Option”, appellants state that, at that time, it had, at 100 percent utilization, a capacity of 
10,000 squares of tile. Appellants determined that there was a larger market for their 
type of tiles (of a better quality and a more attractive-looking product) and decided to 
produce between 15,000 to 20,000 roof tiles per year.  (Padavona Declaration, pp. 12
13.) 
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After the roof tile system was built, pre-production tests were run for the finished 
product. The pre-production tests were the same as a quality control test, but the tiles 
were not the tiles that were in production at that point, as these were test runs of tiles.  
The difference is that a quality control test assures that the production meets the 
specifications on a continuous sampling basis.  These tests, however, were run to verify 
that the new product would meet those specifications before appellants went into 
production, to assure that the tiles were going to meet all of the necessary requirements.  
(Padavona Declaration, pp. 15-16.) 

The Franciscan tile (a European tile) was one of the products that came out of the 
modernization project.  This tile was multi-colored and required the blending of different 
clays. Different clay mixes, however, had different sizes and various shrinkages.  Trial
and-error tests were required so that the different mixes of clays would have the same 
amount of shrinkage.  This required over a year of development from 2001 into 2002.  
Ultimately, eight different products were developed, including a flat shingle that had a 
reduced cost of almost 200 percent.  The new colors of tiles had not been previously 
produced at Gladding McBean. Moreover, the Franciscan tile and the flat shingle had 
never been produced anywhere previously, such that appellants not only had to develop 
these products but made these products work through their system.  Appellants, in their 
lab, had to determine if their clays would accept different additives and find what colors 
that it could come up with.  Then once in the plant, appellants had to make sure that the 
process was capable of duplicating these colors on a consistent basis.  (Padavona 
Declaration, pp. 16-17.) 

Appellants conclude that, because they do not have a research and development line, they 
had to use their production line for testing. Appellants assert that this was the only way 
that they could determine whether their products were adequate.  (Padavona Declaration, 
p. 18.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.   

This cannot be considered as a single project, as it contained 15 sub-projects as 
submitted in appellants’ opening brief.  This additional submission includes unrelated tile 
color activities, tile quality control activities, and engineering drawings that may be 
related to the 15 sub-projects, and were drawn by an independent contractor and were 
completed in the FYE March 31, 2000.   

The majority of the costs for the 15 sub-projects are listed as “equipment costs” which 
totaled $595,479. Such equipment costs relate to the purchase of installation of capital 
equipment and the depreciation of capital investment.  Such expenses are not eligible for 
the IRC section174 deduction and for the IRC section 41 credit.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
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may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is clear from the documentation that this project is a simple purchase and installation 
of equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Appellants also listed the amount of labor in the installation of the equipment as $69,748 
and include the amount of contract expenses paid to the independent contractor 
(William C. Funk), for his drawings depicting the plant, as $59,867.  If substantially all 
of Mr. Funk’s activity comprised a process of experimentation, 65 percent of which 
would equal $38,913. Appellants’ credit study, however, claimed contract research 
expenses for “Arch plans and specs” at 6 percent of $44,084 for a total of $1,719.   

The majority of Mr. Funk’s drawings depicts the plant at varying levels of detail, but do 
not demonstrate a process of experimentation.  Many of the drawings were submitted in 
duplicate and do not meet the recordkeeping requirement of maintaining documents in 
sufficiently usable form and detail to substantiate that the claimed expenditures are 
eligible for the credit. The drawings do not represent a process of experimentation.  
There is no attempt at “shrinking-back” of any sub-project from the repair to a discrete 
business component. 

On their face, the various sub-projects appear to be excluded under IRC section 174.  
There is the possibility that some of the “conceptual machine drawings” could help to 
show that appellants were involved in elements of a process of experimentation.  
However, appellants must demonstrate the required elements; there is no indication that 
this occurred. 

Appellants also submitted unrelated quality control test reports for years after this 
project. The remaining documents are unrelated to this project and related to quality 
control and the color of appellants’ existing projects.  In addition to being devoid of 
evidence of a process of experimentation, activities related to color do not constitute a 
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qualified purpose under IRC section 41(d)(1)(C) and under IRC section 41(d)(3).   

Appellants have simply not produced documentation to prove that this activity is other 
than an excluded IRC section 174 purchase and the installation of improvements.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claimed a start date of June 11, 1999, and an end date of August 14, 2002.  
While the roof tile modernization may have started on June 11, 1999, it was completed 
by January 24, 2000, according to the “Roof Tile Modernization Report”.   

The remaining documentation discusses unrelated and excluded quality control and color 
activities, which do not qualify for the credit.   

Qualified Research Expenses 
Appellants claimed $3,776,659 in expenses in total for this project over the course of the 
FYE March 31, 1999, through the FYE March 31, 2003. As the documentation only 
supports dates within the FYE March 31, 2000, any other years in which expenses are 
claimed is improper.   

Appellants claimed $781,524 in expenses for the FYE March 31, 1999.  However, no 
documentation was provided relating to this tax year.   

For the FYE March 31, 2000, appellants claimed $559,762 in alleged qualified wages.  
However, the “Roof Tile Modernization Project Analysis Report” claims a total of 
$69,748 in Gladding McBean labor used. So, appellants’ credit study claimed nearly 
half a million dollars more in wages than their contemporaneous documentation lists. 
This is completely unreasonable under any objective standard and does not meet the 
reasonable requirements of IRC section 174(e).   

Appellants claimed supplies as “extraordinary additional utilities” for the project, yet 
utilities in buildings are not qualified research expenses because appellants have not 
established that the special character of the activity required additional extraordinary 
expenditures for utilities under Treasury Regulation section 1.41-2(b)(2)(ii).  Appellants 
are not entitled to claim utilities as expenses simply by virtue of their normal production 
operations utilizing large amounts of natural gas or electricity.  Appellants should not 
have included the costs of utilities among their supply costs because there is no evidence 
that the project required additional utilities.   

As for contract expenses, the only documentation that hints at any form of 
experimentation consists of the drawings by Mr. Funk.  According to the “Roof Tile 
Modernization Project Analysis Report”, the amount of Mr. Funk’s services as listed as 
$59,867. While respondent has not conceded that appellants were engaged in qualified 
activities for this project, if the Board finds that this project qualifies, appellants should 
be limited to the contract costs paid to Mr. Funk.   
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From appellants’ credit study, it is unclear if the $44,084 amount (for “Arch Plans and 
Specs”) is not inconsistent with 65 percent of the $59,867 amount for which appellants 
claimed 6 percent or $1,719 in alleged qualified research expenses.   

For the FYE March 31, 2001, appellants claimed that 100 percent of the alleged 
Gladding McBean Lincoln facility expenses, totaling $987,999.  There is no evidence to 
support this, as the project ended in January of 2000.  For the FYE March 31, 2002, and 
for the FYE March 31, 2003, appellants claimed 50 percent of the alleged Gladding 
McBean Lincoln facility expenses, totaling $506,121 (for the FYE March 31, 2002) and 
$525,066 (for the FYE March 31, 2003). There is no evidence to support these claimed 
expenses, as the project ended in January of 2000. 

It makes no sense to persist in claiming a credit for years in which appellants have no 
evidence of any activity. 

Response to Appellants’ Declaration 
As for Mr. Padavona’s statement that 60 to 70 percent of his time was spent researching 
and calling potential equipment suppliers, researching equipment suppliers, shopping for 
equipment, and engaging in market analysis does not constitute qualified research.  This 
claim also contradicts the tax credit study and Mr. Padavona’s signed statements from 
2005 which claimed that he allegedly spent 66 percent of his time on qualified activities.  
In this same 2005 statement, Mr. Padavona claimed to have spent 10 percent of his time 
engaged in “developing new corrugated combinations” was a vestige from another of 
appellants’ representative’s tax credit studies, but is unrelated to appellants’ actual 
activities. Mr. Padavona’s contradictory statement, combined with appellants’ lack of 
documentation regarding the purchase and installation of equipment comprising the roof 
tile modernization project, proves that appellants are not entitled to the claimed costs.  
The roof tile modernization project is comprised of 15 sub-projects and the majority of 
the costs for these 15 sub-projects are listed as equipment costs in the amount of 
$595,479. (Resp. June 24, 2013 Submission, p. 90.)   

As for extraordinary utility expenditures, this is a point of confusion for appellants and 
there is a disconnect with respect to the inclusion of utilities in appellants’ claim, as 
appellants have raised the issue of utilities in the plant tours, the credit study, and in these 
declarations. (Resp. June 24, 2013 Submission, pp. 90-91.)   

Supplies, in general, must be used in the actual conduct of qualified research.  
IRC section 41(b)(2)(C) defines the term “supplies” to mean any tangible property other 
than (1) land or improvements to land and (2) property of a character subject to the 
allowance for depreciation.  Treasury Regulation section 1.41-2(b)(1) provides that 
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. (Resp. June 24, 2013 Submission, p. 91.)   

The Second District in Union Carbide affirmed the IRS’s position that supply costs are 
indirect research expenditures if such costs would have been incurred regardless of any 
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research activities. The Second District also stated that supplies must be costs that a 
taxpayer would not have otherwise have incurred to conduct the qualified research; 
otherwise, an unintended windfall is created.  (Resp. June 24, 2013 Submission, p. 91.)   

With respect to utilities such as natural gas and electricity, the Treasury Regulations do 
not allow for a claim for utilities as supplies.  Instead, the Treasury Regulations contain a 
limited exception for extraordinary expenditures such that to the extent that a taxpayer 
can establish that the special character of the qualified research is so energy intensive as 
to require the use of the additional extraordinary utilities.  Here, respondent does not 
dispute appellants’ base-line production activities require additional energy.  However, 
appellants have failed to prove that (1) PCB actually consumed the utilities by operating 
high energy equipment in the conduct of qualified research, and (2) that those qualified 
research activities required extraordinary additional utilities above and beyond 
PCB’s base-line production activities.  While appellants may use additional utilities in 
their base-line production, appellants have the burden to first establish the special 
character of qualified research activities and then must establish that such required 
extraordinary additional expenditures for utilities.  Appellants have failed to meet this 
burden on both counts. (Resp. June 24, 2013 Submission, pp. 91-92.)   

As for appellants’ easy extrapolation in determining the amount of hours of research and 
the amount therms of natural gas, appellants do have small kilns in the quality control lab 
and do have the necessary equipment to send experiments through.  However, appellants 
did not prove out the research through documentation of an actual process of 
experimentation or prove that the expenses for utilities met the required standard for 
extraordinary additional utilities for the undocumented research activities.  (Resp. June 
24, 2013 Submission, p. 92.)   

As for taking the risk of designing their own facility by the use of existing equipment 
with modifications, there is no evidence that any of the modifications that appellants 
made to the equipment involved a process of experimentation for a qualified purpose.  
Such undocumented tinkering is routine or ordinary testing or inspection for quality 
control that occurred after commercial production.  This is what the Tax Court in 
Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, pp. 92-93.)   

As for the hiring of Bill Funk, a mechanical engineer and designer, Mr. Funk made 
drawings related to the installation of the equipment which appear to be related to the 
15 sub-projects and excluded under IRC section 174.  It is possible that some of 
Mr. Funk’s drawings could have helped show that appellants were involved in elements 
of a process of experimentation, but appellants have failed to demonstrate that the 
activity met the required statutory elements.  (Resp. June 24, 2013 Submission, p. 93.)   

As for having kept copious notes for the project, such notes (related to an actual process 
of experimentation with respect to equipment purchases) were not provided.  If the 
meeting notes that appellants previously provided were meant as documentation of actual 
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qualified research activities, such notes do not demonstrate that such qualified research 
activities occurred. The review of timetables for equipment installation, the budget for 
equipment installation, and drawings for equipment installation are not qualified research 
activities. (Resp. June 24, 2013 Submission, p. 93.)   

As for the process taking approximately six months and the trial-and-error process of 
testing the equipment that was installed to assure that the design was adequate, this is an 
admission that appellants’ activities were no more than the purchase and installation of 
commercially-available equipment, followed by the verification that the installation of 
the equipment was a success.  This is a standard mechanical design change followed by 
routine troubleshooting. This is what the Tax Court in Union Carbide disallowed (which 
the Court of the Appeal affirmed) as “a simple change to a process followed by 
verification that the change would work is not a process of experimentation.”  (Resp. 
June 24, 2013 Submission, pp. 93-94.)   

Additionally, in stating that the whole project took six months to put together, appellants 
admit that the equipment had been installed by January 2000, which contradicts 
appellants’ claim from their supplemental submission for the credit in the FYE ending 
March 31, 1999, March 31, 2001, March 31, 2002, and March 31, 2002.  Appellants 
claimed $781,524 in expenses in the FYE March 31, 1999, related to the roof tile 
modernization. However, appellants’ statement and documentation do not support the 
expenses claimed for all of these fiscal years.  For the FYE March 31, 2000, appellants 
tax credit study claimed $559,762 in qualified wages, but the “Roof Tile Modernization 
Project Analysis Report” claimed a total of $69,748 in Gladding McBean labor used.  As 
such, appellants’ tax credit study claimed almost $500,000 more in wages than 
appellants’ contemporaneous documentation of equipment installation lists.  (Resp. June 
24, 2013 Submission, pp. 93-94.)   

As for appellants’ analogy/reference to the shredded food blade example of Treasury 
Regulation 1.41-4(a)(8), Example (3), appellants’ equipment purchases were 
commercially available and not eligible under IRC section 174.  The Treasury 
Regulation example specifically states that the taxpayer in the example engaged in a 
systematic trial-and-error process of experimentation, such that trial-and-error alone does 
not involve qualified research unless it is part of a systematic process of experimentation.  
What is universally missing from appellants’ submission is evidence of a process of 
experimentation.  Appellants, with this declaration, have still not made a showing of 
engaging in a process of experimentation.  (Resp. June 24, 2013 Submission, pp. 94-95.)  

As for appellants’ claim of building new cutters, appellants did not provide any 
documentation that this involved anything more than the purchase of equipment or that it 
involved a process of experimentation for a qualified purpose.  (Resp. June 24, 2013 
Submission, p. 95.)   

As for designing a metal cradle with a rubber coating, appellants mentioned having an 
existing design fabricated from different materials.  This was an adaptation of an existing 
business component. In addition, appellants did not provide documentation of a process 
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of experimentation or of isolating how this design could be a discrete business 
component.  As for having the manufacturer’s vendor come up with different compounds 
to try, appellants must provide the contracts under which the third parties performed the 
fabrication activities. Appellants did not provide any evidence of such contract expenses 
such that appellants’ assertion is unsubstantiated.  (Resp. June 24, 2013 Submission, 
pp. 95-96.) 

As for appellants’ fabrication work that had to fit several different configurations, 
appellants are referring to routine or ordinary testing or inspection for quality control that 
is tinkering and that occurs after commercial production.  This is what the Tax Court in 
Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 96.)   

As for the cradles to be built once the type of material to use was determined, appellants’ 
statement is unsupported by any documentation in the record.  The cradles, and any 
actual experimentation related to those cradles, were not mentioned in appellants’ 
documentation nor was the specific sub-project A-P that this new process was allegedly 
related to. (Resp. June 24, 2013 Submission, p. 96.)   

As for converting to a chain conveyor for each drying chamber tunnel, appellants do not 
provide any further evidence that the equipment purchases related to the installation of 
the conveyors involved the required process of experimentation.  (Resp. June 24, 2013 
Submission, pp. 96-97.)   

As for the use of natural gas in the tunnels for the old drying process, appellants are 
attempting to claim extraordinary additional utilities.  Appellants state that the utility use 
at the facility was inefficient and used a lot of natural gas.  This, however, does not 
entitle appellants to claim “extraordinary utilities” because (1) appellants were not 
engaged in qualified research activities, and (2) appellants’ base line utility expense must 
be exceeded by extraordinary additional utilities as a result of actual qualified research 
activities. (Resp. June 24, 2013 Submission, p. 97.)   

As for appellants’ conversion of the tunnels for the new drying process in which all of 
the equipment was gutted, appellants’ statement supports the position that appellants 
were engaged in repairs and not a research activity.  Repairs are not eligible for treatment 
as a deduction under IRC section 174 and, thus, are not eligible for the R&D credit under 
IRC section 41. (Resp. June 24, 2013 Submission, pp. 97-98.)   

As for the tiles that were purchased that were designed to recirculate air blowing down 
onto the tiles, appellants describe a concept that appellants found out about and applied 
at this facility.  There is no evidence of a process of experimentation or anything apart 
from the duplication of an existing business component from a European design.  This 
statement does not demonstrate anything more than the purchase and installation of fans.  
(Resp. June 24, 2013 Submission, p. 98.)   
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As for the specific engineering formulas that appellants used to determine how quickly 
tiles could be dried in the new process, appellants have met the “technological in nature” 
requirement of IRC section 41(d)(1)(B)(i).  However, in order to qualify for the R&D tax 
credit, appellants must meet all four prongs of the four-part test of IRC section 41(d)(1).  
Appellants have not substantiated that PCB’s equipment purchases and installations have 
met the requirements of IRC section 174 and appellants have not identified the discrete 
business component or proven that PCB engaged in a process of experimentation.  (Resp. 
June 24, 2013 Submission, p. 98.)   

As for appellants’ pilot experiment in building a simple drying facility in which two or 
three tiles could be dried, this activity was not documented and appellants have provided 
no explanation or documentation to show how this experiment related to this project or to 
the actual conduct of qualified research.  (Resp. June 24, 2013 Submission, pp. 98-99.)   

As for appellants’ conclusion that a five-hour drying time was needed for the test dryer, 
which meant that a sixteen-hour drying time was then satisfactory for the large dryer, this 
activity is related to the quality control tests completed in the little oven, and not the 
large dryer. If this undocumented and unsubstantiated activity was found to be research, 
this demonstrates that there was no scenario under which appellants should have claimed 
extraordinary additional utilities.  The use of a two or three tile dryer for quality control 
does not require extraordinary additional utilities.  (Resp. June 24, 2013 Submission, 
p. 98.) 

In looking at the types of fans that had been designed in Europe and instead deciding to 
design fans in-house instead, appellants copied a design from Europe rather than engaged 
in qualified research activities. The duplication of an existing business component or 
reverse engineering a business component is specifically excluded from the R&D credit 
under IRC section 41(d)(4). As for appellants taking some R&D time to come up with 
the proper components to put together, this activity is not qualified research and 
appellants have provided no documentation related to the assembly of components.  
(Resp. June 24, 2013 Submission, pp. 99-100.)   

As for the trial-and-error process in the design related to the electrical switches, the 
installation of electrical switches is not qualified research.  Appellants provided no 
evidence of a trial-and-error process.  As the Tax Court stated in Union Carbide, “It is 
not sufficient that the taxpayer use a method of simple trial-and-error to validate that a 
process or product change meets the taxpayer’s needs.”  (Resp. June 24, 2013 
Submission, p. 100.)   

As for the equipment components that appellants purchased followed by appellants’ 
design and installation, appellants admit to having purchased and installed 
commercially-available equipment.  In addition, appellants’ activity is much like the 
activity in Trinity in which the court held that assembling a cafeteria-style selection of 
available parts was not research. Here, appellants duplicated an existing design used in 
Europe and there is nothing in the record to indicate that appellants’ activities were 
anything other than a cafeteria-style mix and match of existing elements or anything 
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more than the slight modifications of existing designs.  (Resp. June 24, 2013 Submission, 
pp. 100-101.) 

As for changing the elevation of the conveyor around other equipment in the facility, 
appellants’ problem is one of spatial constraints.  As the Court of Appeals stated in 
Eustace, “Experimentation is a subset of all steps taken to resolve uncertainty; otherwise 
searching for a place to park a car would be a ‘process of experimentation.’”  Searching 
for a place to put equipment is not research; it is tinkering at best.  As for appellants’ 
cutting and rewelding of the conveyor, this is mere tinkering.  Research is about the use 
of the scientific method.  (Resp. June 24, 2013 Submission, p. 101.)   

As for designing the new conveyor to have left and right turns, appellants have provided 
no documentation related to the experimentation involved with this activity.  A process 
of experimentation is more than just tinkering.  As the Court of Appeals stated in 
Eustace, “Tinkering differs from experimentation in the vocabulary of research—and 
section 41 is about research and thus about [the] use of the scientific method.”  (Resp. 
June 24, 2013 Submission, p. 102.)   

As for the design that Bill Funk came up with relating to the special unloading conveyor, 
appellants have provided no documentation that Mr. Funk engaged in a process of 
experimentation.  Even if this activity was considered to be contract research, appellants 
claimed $1,719 in alleged contract research expenses.  As there is no evidence to support 
the claimed credit, and if the conceptual drawings were found to qualify, appellants are 
limited to the contract claims related to Mr. Funk’s compensation.  (Resp. June 24, 2013 
Submission, p. 102.)   

The documentation that appellants submitted consisted, in large part, of a marketing 
study. Market research is specifically excluded from the R&D credit under IRC section 
41(d)(4)(D)(iii).  As for the documentation submitted that consisted of financial analysis, 
such documentation is specifically excluded from the credit under IRC section 
41(d)(4)(D)(ii). (Resp. June 24, 2013 Submission, pp. 102-103.)   

As for the trial-and-error testing of the process that was reported on at a meeting, 
appellants have not provided documentation to substantiate this trial-and-error or provide 
documentation which demonstrates that this alleged trial-and-error was part of a process 
of experimentation.  (Resp. June 24, 2013 Submission, p. 103.)   

As for discussing the alternatives for a fan at meetings, search for a piece of equipment 
and receiving quotes from a vendor are not qualified research.  As for any drawings 
completed by Bill Funk, appellants have not provided any documentation which 
demonstrates that Mr. Funk engaged in a process of experimentation. Moreover, even if 
this activity was considered to be qualified research, and Mr. Funk’s drawings were 
found to qualify, appellants are limited to the contract claims related to Mr. Funk’s 
compensation.  (Resp. June 24, 2013 Submission, pp. 103-104.)   

As for the preliminary drawings completed by Bill Funk and the trial-and-error 
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evaluation of different methods, trial-and-error alone is not qualified research.  Also, 
appellants’ statement makes clear that these 15 sub-projects have separate business 
components.  The shrinking-back rule must be applied to the sub-set requiring qualified 
research—appellants must identify the discrete business component required by 
IRC section 41(d)(2). Moreover, appellants have not established that the activities 
related to this project involved a process of experimentation.  (Resp. June 24, 2013 
Submission, p. 104.)   

Appellants spoke about the equipment installation at the monthly meetings.  However, 
appellants did not provide documentation to support that appellants’ activity was 
involved in a process of experimentation or qualified research.  (Resp. June 24, 2013 
Submission, p. 105.)   

As for appellants’ holding of the final drawings, but that preliminary drawings were 
destroyed, the recordkeeping requirement of the statute mandates that appellants retain 
records in sufficiently usable form and detail to substantiate the expenditures claimed 
and that such records be retained. The purging of these records is an inexactitude of 
appellants’ own making and this failing necessarily bears heavily upon appellants.  
(Resp. June 24, 2013 Submission, pp. 105-106.)   

Appellants state that a pre-production test would be the same as a quality control test.  
Both of these types of testing are excluded from qualifying for the R&D credit.  
Moreover, a “trial production run” is specifically excluded as occurring after commercial 
production by Treasury Regulation section 1.41-4(c)(2)(ii)(C).  (Resp. June 24, 2013 
Submission, p. 106.)   

As for appellants’ new Franciscan tile, appellants describe style, taste, or a cosmetic 
activity that does not comprise a qualified purpose under IRC section 41(d)(3)(B) and 
which describes an activity that occurred after commercial production under IRC section 
41(d)(4)(A). (Resp. June 24, 2013 Submission, p. 106.)   

As for the experimentation in the lab with the various clay mixes to test different colors 
for various shrinkages, this does not appear to be related to the roof tile modernization 
project. Appellants have described an activity for which appellants have no 
documentation of qualified research activities.  Appellants appear to be discussing what 
the Tax Court in Union Carbide disallowed (which the Court of the Appeal affirmed) as 
“a simple change to a process followed by verification that the change would work is not 
a process of experimentation.”  (Resp. June 24, 2013 Submission, pp. 106-107.)   

As for developing products with different colors and textures, this relates to style, taste, 
or cosmetic activity that does not comprise a qualified purpose under IRC section 
41(d)(3)(B) and is not qualified research.  Appellants also make the statement that this 
activity involved “scientific development as opposed to consumer preference”.  
Appellants have produced no evidence to support this allegation.  Moreover, the 
adaptation of an existing business component, such as changing the color of appellants’ 
existing tile to red is specifically excluded under the statute.  As for what needed to be 
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developed in appellants’ lab before going out to the plant, this excluded activity was not 
documented.  Appellants’ statement, without documentation, falls under the exclusion 
for research after commercial production, the adaptation of an existing business 
component, and routine or ordinary testing or inspection for quality control.  (Resp. 
June 24, 2013 Submission, pp. 107-108.)   

As for appellants’ day-long production testing of the brown blend, appellants’ statement 
relates to style, taste, or cosmetic activity.  The brown blend was run in response to a 
color consultant and her opinion of what the market would prefer to buy.  This is the 
definition of a consumer preference.  There was no uncertainty as to whether appellants 
could produce these tiles, as appellants had previously made the color with the samples.  
(Resp. June 24, 2013 Submission, p. 109.)   

Appellants admit that the purchase and installation of this project occurred in 1999 and 
2000, not the five years claimed in the tax credit study and in appellants’ December 2012 
submission.  (Resp. June 24, 2013 Submission, p. 109.)   

As for appellants’ statement that there is no R&D line and that the production line had to 
be used, a “trial production line” occurs after commercial production and is excluded 
from the R&D credit.  Moreover, on the plant tour, appellants showed respondent the gas 
and electric kilns which were used for routine or ordinary testing or quality control test 
runs. (Resp. June 24, 2013 Submission, p. 109.)   

Project 29 - Body Pop-Outs 
(Gladding McBean) 

(Nov. 12, 2001 - Aug. 10, 2005) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Bill Padavona (general manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 1999, through March 31, 2004; (3) a report on 
body pop-outs; (4) Gladding McBean brochures; (5) a trip report from Dinger Ceramic 
Consulting Services; (6) a summary and timeline of pop-out findings; (7) various reports 
(such as an R&D report, a progress report, two progress memos, a testing update, and a 
molochite data inquiry); and (8) testing data. 

The project is mentioned (1) in the Qualified Activity Narrative for the Gladding 
McBean facility as a FYE March 31, 2002, through FYE March 31, 2005 project and 
(2) in the Individual Time Survey for High-Level Management of general manager, Bill 
Padavona. 

Permitted Purpose & Business Component 
Gladding McBean undertook a project to eliminate defects associated with body 
pop-outs and glaze spalling on garden and terra cotta pottery.  Trials were performed to 
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identify the cause of the flaws and devise a solution to minimize the frequency of the 
defects. The business component is an improved product i.e. tiles with fewer defects. 

Appellants’ Declaration (Bill Padavona) 
This project started due to production problems with appellants’ terra cotta product line, 
with products that are glazed—the glaze would pop out leaving small voids.  This 
resulted from a contamination in the clay in which, during the firing process, the 
contamination would volatize and pop off of the surface.  (Padavona Declaration, p. 18.)  

Appellants needed to determine the location of the contamination, such as somewhere in 
the plant, from pigeon guano perhaps, or from raw materials.  This required testing by 
sending samples for analysis to their chemical and mineralogical laboratory.  This 
analysis required a lot of decision-tree thinking due to the number of variables to be 
eliminated.  Eventually, appellants narrowed the problem down to a raw material source.  
(Padavona Declaration, pp. 18-19.) 

Appellants discovered that the contaminant was a crystalline element in one of the 
products that it had purchased from the outside that had been introduced into their clay 
formula.  Appellants also discovered that the pop-outs were occurring at lower 
temperatures, between 400 to 600 degrees, and not at high temperatures.  Appellants then 
found that replacing this material also caused some other problems, as the glaze would 
spall off, such that appellants had to go back and adjust all of their glazes.  (Padavona 
Declaration, p. 20.) 

Appellants hired a Dr. Dinger, a professor from Clemson University, to investigate the 
problem.  Dr. Dinger verified appellants’ findings and final solution.  Appellants assert 
that this was a very difficult problem to solve, as samples had to be collected and sent for 
electronic spectroscopy where the minerals could be identified under an electronic 
microscope.  (Padavona Declaration, pp. 19, 21-22.) 

Respondent 

Process of Experimentation 
In its opening brief, respondent conceded that this project was a qualified activity.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
This project was mentioned twice in documentation from the FYE March 31, 2004 (on 
May 6, 2003, and on August 12, 2003). However, with respect to these two dates, there 
is no indication that experimentation accompanied the mention in the meeting minutes.   

There is contemporaneous documentation supporting appellants alleged timeframe for 
the FYE March 31, 2002 and for the FYE March 31, 2003. 

Qualified Research Expenses 
Respondent concedes that Jim Keating, the researcher, and seven support staff worked 
sporadically on this project over a two-year period.  Their qualifying wages total $29,762 
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for the FYE March 31, 2002, and $70,780 for the FYE March 31, 2003. 

Appellants, however, have provided nothing to justify the wages claimed for executives 
at a rate of 60 to 76 percent. Even when viewed in a light most positive for appellants, 
that is, even if respondent were to ignore appellants’ faulty base amount calculations, the 
allowable qualified research expenses amount to a credit of $2,232 for the FYE March 
31, 2002, and $5,309 for the FYE March 31, 2003. 

Moreover, appellants claimed an incredible amount of natural gas and electricity during 
the period: $235,984 in natural gas and $46,000 in electricity for the FYE March 31, 
2002, and $200,000 in utilities for the FYE March 31, 2003. Appellants claimed 
supplies as “extraordinary additional utilities” for this project, yet utilities in buildings 
are not qualified research expenses because appellants have not established that the 
special character of the activity required additional extraordinary expenditures for 
utilities under Treasury Regulation section 1.41-2(b)(2)(ii).   

Appellants are not entitled to claim utilities as expenses simply by virtue of their normal 
production operations utilizing large amounts of natural gas or electricity.  Appellants 
should not have included the costs of utilities among their supply costs because there is 
no evidence that the pop-out project required additional utilities, as appellants simply 
piggy-backed on existing production runs. Moreover, such supplies are unreasonable in 
light of the evidence provided and are excluded under IRC section 174(e) and IRC 
section 41(d)(1)(A). 

Appellants claimed $2,083,987 in expenses in total for this project over the course of the 
FYE March 31, 2002, through the FYE March 31, 2004. 

Appellants have no evidence to justify the claim of $982,033 in expenses for the FYE 
March 31, 2004. 

As detailed above, appellants’ claim for the FYE March 31, 2002, must be limited to a 
credit of $2,232, and appellants’ claim for the FYE March 31, 2003, must be limited to a 
credit of $5,309. 

Response to Appellants’ Declaration 
Respondent has conceded that qualified research activities occurred with respect to this 
project. However, appellants’ claim must be limited to the employees for whom 
documentation was provided which demonstrates qualified activities. Thus, appellants 
must be limited to a credit of $2,232 for the FYE March 31, 2002, and $5,309 for the 
FYE March 31, 2003, based on allowable wages (if respondent were to accept 
appellants’ fixed base percentage estimate as valid, which respondent has not).  (Resp. 
June 24, 2013 Submission, pp. 109-110.)   

As for simulating various kinds of tests to simulate the pop outs, appellants’ employee, 
Jim Keating, performed the tests and documented that the tests had been performed.  
(Resp. June 24, 2013 Submission, p. 110.)   
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As for sending the samples out to appellants’ chemical and mineralogical laboratory for 
analysis, the laboratories that appellants used was located out of state.  California law 
requires that the research be conducted within California.  (Resp. June 24, 2013 
Submission, p. 110.)   

As for the testing of products on the production line, appellants’ documentation indicates 
that certain test pieces may have been included in a production run of appellants’ other 
pottery products, such that the kilns were not operated exclusively for the firing of test 
pieces. (Resp. June 24, 2013 Submission, p. 110.)   

As for the laboratory testing that occurred for this project, appellants have provided 
evidence that the laboratory testing occurred and that appellants had employed the 
scientific method. This involved qualified research.  This contrasts with appellants’ 
other projects which involved the installation of equipment.  This is the one project that 
differs from the rest.  Appellants failed to document that a process of experimentation 
occurred for appellants’ other projects.  (Resp. June 24, 2013 Submission, pp. 110-111.)   

As for Dr. Dinger of Clemson University confirming appellants’ hypothesis, this activity 
occurred out of state, in South Carolina, in 2005 after the tax years at issue.  The samples 
were sent to a laboratory out of state—Clemson University in South Carolina.  California 
law requires that the research be conducted within California.  (Resp. June 24, 2013 
Submission, p. 111.)   

Appellants admit that it took years to solve the pop out problem and that the South 
Carolina lab did not solve the problem until after the tax years at issue.  Moreover, the 
glaze spalling project did not occur during the tax years at issue.  Additionally, appellants 
indicate that PCB still sold the product, even though the product had quality control 
issues. The Tax Court in Union Carbide denied a claim for supplies that would 
nevertheless be used. Where research is conducted on products that are in the process of 
being manufactured for sale and were in fact sold, appellants cannot claim it as a supply, 
per Union Carbide. (Resp. June 24, 2013 Submission, pp. 111-112.)   

Mr. Padavona states that Jim Keating was the lead on the project and that he worked very 
closely with Mr. Keating. Appellants claimed 6 percent of Mr. Keating’s time as 
qualified for this project, and claimed that this project was 50 to 100 percent of the 
activity at the Gladding McBean facility.  On his executive survey, Mr. Padavona 
claimed that he engaged in qualified services for 76 percent of his time.  Mr. Keating’s 
activities were documented, while Mr. Padavona’s activities were not.  Undocumented 
activities do not meet the recordkeeping requirement such that Mr. Padavona’s wages are 
not eligible as qualified research expenses.  (Resp. June 24, 2013 Submission, p. 112.)   

Appellants’ submission includes Tabs 7 and 8 which are Dr. Dinger’s trip report, 
documentation of mix changes that were made, test results, and minutes from 
R&D weekly meetings.  All of this documentation is from outside of the tax years at 
issue in this appeal. (Resp. June 24, 2013 Submission, pp. 112-113.)   
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Appellants state that every test that was run in the lab or in the plant required the use of 
additional utilities to complete the final tests.  Appellants’ statement attempts to justify 
appellants’ claim of extraordinary additional utilities.  As indicated by appellants’ 
documentation, the firing of a test pot requires no more utility than the firing of a 
production pot and such occurred concurrent with appellants’ production runs.  
Appellants have not demonstrated that the firing of a test pot is more energy intensive 
than the firing of a regular pot. (Resp. June 24, 2013 Submission, p. 113.)   

With respect to utilities such as natural gas and electricity, the Treasury Regulations do 
not allow for a claim for utilities as supplies.  Instead, the Treasury Regulations contain a 
limited exception for extraordinary expenditures such that to the extent that a taxpayer 
can establish that the special character of the qualified research is so energy intensive as 
to require the use of the additional extraordinary utilities.  Here, respondent does not 
dispute that appellants’ base-line production activities require additional energy.  
However, appellants have failed to prove that (1) PCB actually consumed the utilities by 
operating high energy equipment in the conduct of qualified research, and (2) that the 
qualified research activities required extraordinary additional utilities above and beyond 
PCB’s base-line production activities.  While appellants may use additional utilities in 
their base-line production, appellants have the burden to first establish the special 
character of qualified research activities and then must establish that such required 
extraordinary additional expenditures for utilities.  Appellants have failed to meet this 
burden on both counts. Extraordinary additional utilities are not available for appellants’ 
pottery manufacturing.  (Resp. June 24, 2013 Submission, p. 113.)   

Project 30 - Palletizer Project 
(Basalite - Tracy) 

(March 19, 1999 - July 6, 1999) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Scott Weber (president) (i.e., the Individual Time Survey for High-Level Management) 
for the FYE March 31, 2000; (3) parts invoices; and (4) drawings.   

The project appears to be mentioned in the Qualified Activity Narrative for the Basalite-
Tracy facility as a fiscal year ending March 31, 2000 project.   

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project to incorporate an automated palletizing system into 
the existing production line. The new system mechanically places bags to speed up the 
stacking process. It also reduced the risk of injury for the employees.  The business 
component is an improved process, i.e. more efficient stacking of bags to increase the 
speed of the production. 
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Appellants’ Declaration (Dale Puskas)61 

This project incorporated an automated palletizing system into appellants’ existing 
production process. Prior to this project, bags were stacked manually at a rate of 10 bags 
per minute.  The automated system involved no labor; it is all mechanical with a series of 
roller conveyors and belt conveyors and a machine which arranges bags into a pattern 
per layer and then puts the bags on a pallet, at a rate of 28 bags per minute.  (Puskas 
Declaration, pp. 4-5.) 

There were two goals for this project: (1) speeding up the process; and (2) improving 
worker safety.  Appellants were attempting to eliminate several uncertainties:  (1) 
placing this equipment in a small area of the plant, as there are conveyors that cross over 
each other in this area; and (2) getting the bags from the existing filling line, where there 
was a conveyor that runs underneath in a different direction, to the palletizer.  There was 
also a third line in that area as well, such that appellants would have design something to 
get to this new palletizer.  (Puskas Declaration, p. 5.) 

Appellants state that the palletizer was purchased commercially.  The programming and 
adjustments to this machine are completed after the machine is in place.  Appellants had 
to address several questions: (1) how steep the conveyor system could be so the bags 
would not slide backwards before entering the pallet; (2) where the bags would enter the 
palletizer. A special belt had to be added to grip the bags without ripping the bags, to 
address these concerns. (Puskas Declaration, pp. 5-6.)  

Because of the third conveyor which is in the way, appellants had to design a drawbridge 
setup for the palletizer so all of this equipment could co-exist in the same area (without 
interfering with the manufacturing process involved with the other conveyors).  There 
was a trial-and-error process here (a process of experimentation), as appellants took 
measurements, fabricated materials, and made modifications to fit the equipment in 
place. This project was completed without formal drawings, as measurements were 
taken, written on a pad, and taken to the fabrication shop for appellants’ machine guys to 
build. (Puskas Declaration, p. 6.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as there is 
no evidence of a process of experimentation.  All of the evidence demonstrates the 
purchase and installation of equipment that is in regular commercial production.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 

61 Appellants’ May 6, 2013 Submission, Declaration of Dale Puskas.  Mr. Puskas’s declaration is cited as “Puskas 
Declaration, p. x”. 
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activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and it is not eligible for the research deduction under IRC section 174.   

Appellants claim this equipment purchase as a new “process” but have provided no 
evidence of a process of experimentation related to any such process.  The evidence 
provided relates to a purchase and installation, which is excluded.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The documentation indicates that the palletizer was shipped on March 19, 1999, and that 
some replacement parts were shipped on July 3, 1999.  However, this does not support 
the claim that research occurred with respect to either date.   

Qualified Research Expenses 
The product purchased did not arrive in California until March 22, 1999, leaving 
appellants 9 days in the fiscal year ending March 31, 1999, in which to expend $795,912 
in alleged qualified research expenses during that fiscal year.  The replacement parts 
purchased in the fiscal year ending March 31, 2000, amounted to a total of $1,823.38, yet 
appellants claimed $312,774 in costs.   

There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for incorporating an automated palletizing system into appellants’ existing production 
process, appellants ordered a model 1500A Chantland palletizer from the Chantland-
PVS Company in the FYE March 31, 1999.  The machine was shipped on March 19, 
1999, and installed in the FYE March 31, 2000.  The project involved the simple 
purchase and installation of equipment in regular commercial production.  (Resp. June 
24, 2013 Submission, p. 117.)   

Appellants state that there were several uncertainties with the project to be eliminated, as 
the Tracy facility has a small footprint and, as a result, conveyors cross over each other 
and that they had to find a place to install the machine.  Finding a place to install a 
machine is not a process of experimentation and is not qualified research.  This project 
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involved the simple purchase and installation of equipment in regular commercial 
production. (Resp. June 24, 2013 Submission, p. 118.)   

Appellants describe their uncertainty as the “maze of having to run those conveyors is 
really where our uncertainty was.” Sorting out how to run a conveyor in line with a 
newly-installed machine does not involve scientific uncertainty.  This project involved 
the simple purchase and installation of equipment in regular commercial production.  
(Resp. June 24, 2013 Submission, p. 119.)   

Appellants confirm the purchase of equipment in regular commercial production.  As for 
the programming and adjustments made to the machine in order to get the bags in the 
proper position, appellants configured the newly-installed machine.  This is what the Tax 
Court in Union Carbide disallowed (which the Court of the Appeal affirmed) as “a 
simple change to a process followed by verification that the change would work is not a 
process of experimentation.”  (Resp. June 24, 2013 Submission, p. 119.)   

Appellants state that they had to find a special belt that had some ability to grip without 
ripping the bags and make a comparison to the facts in Trinity. In Trinity, the court held 
that selecting from among a cafeteria-style mix and match of available commercial 
options was not qualified research.  In fact, “cafeteria-style mix and match combinations 
of existing elements [or] slight modifications of existing designs” were activities for 
which the court in Trinity denied the R&D credit.  Moreover, appellants provided no 
evidence of anything related to a process of experimentation in the documentation 
submitted.  If appellants’ experiments related to the pitch of the conveyor, then 
appellants’ documentation should have related to the scientific-method-style of 
experimentation that appellants engaged in related to the conveyor.  Also, appellants’ 
purchase of a special belt that was commercially available is unlike the shredded food 
blade example of Treasury Regulation 1.41-4(a)(8), Example (3) which discusses a 
product that is not commercially available.  (Resp. June 24, 2013 Submission, 
pp. 119-120.) 

As for the trial-and-error process of experimentation, and measurements that took place, 
appellants’ statements are undocumented and unsubstantiated.  Appellants qualify their 
statement as measurements, configuring the equipment, and fitting it into place.  None of 
this is research, but the installation and configuration of machines.  Find a spot to place 
equipment is not qualified research but tinkering at best that occurs after commercial 
production. This is excluded as routine or ordinary testing or inspection for quality 
control. This is what the Tax Court in Union Carbide disallowed (which the Court of the 
Appeal affirmed) as “a simple change to a process followed by verification that the 
change would work is not a process of experimentation.”  (Resp. June 24, 2013 
Submission, pp. 120-121.)   

Appellants state that projects were completed or that sections of projects were completed 
without formal drawings and that measurements were taken, put down onto a pad, and 
taken to the fabrication shop. As such, appellants admit that they did not keep records 
or, if there was a record, it was put down on a pad.  Appellants did not provide this pad 
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or any evidence of a process of experimentation such that appellants have failed to meet 
the burden of proof and are not entitled to the credit.  It is appellants’ burden to prove an 
entitlement to the claimed credit.  The recordkeeping requirement for the R&D credit 
mandates that appellants retain records in sufficiently usable form and detail to 
substantiate that the expenditures claimed are eligible for the credit.  Moreover, those 
records must be retained for as long as the contents may become material in the 
administration of the tax laws.  Finally, the language of the recordkeeping requirement is 
explicitly prospective, in that a taxpayer must consider whether such records will 
become material in future tax years and the purging or failing to maintain these records 
is an inexactitude of appellants’ own making that necessarily bears heavily upon the 
taxpayer. (Resp. June 24, 2013 Submission, pp. 121-122.)   

As for the various costs of a project, appellants state that their largest costs are the cost of 
the equipment and the cost of the installation.  The evidence that appellants have 
produced here shows nothing more than the purchase and installation of equipment in 
regular commercial production and the applicable Treasury Regulation prohibits an IRC 
section 174 deduction for any part of the purchase price.  Moreover, installation labor is 
specifically excluded, as Treasury Regulation section 1.174-2(b)(4) provides that 
“amounts expended for research or experimentation do not include the costs of the 
component materials of the depreciable property, the costs of labor or other elements 
involved in its construction and installation, or costs attributable to the acquisition or 
improvement of the property.”  (Resp. June 24, 2013 Submission, p. 123.)   

Project 31 - Vapor System 
(Basalite - Tracy) 

(July 25, 2001 - July 12, 2006) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted:  (1) the Qualified Activity Narrative; (2) the executive summary 
of Keith Brady (plant manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYE March 31, 2003; (3) plant trials and reports; 
(4) correspondence; and (5) industry articles.   

The project is mentioned (1) in the Qualified Activity Narrative for the Basalite-Tracy 
facility as a fiscal year ending March 31, 2002 project and (2) in the Individual Time 
Survey for High-Level Management for the fiscal year ending March 31, 2003, of plant 
manager, Keith Brady.   

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project to develop a vapor system which aimed to accelerate 
the process of product curing. The purpose of the new equipment was to keep the 
variables consistent and to create an optimal drying environment.  The business 
component is an improved process, i.e. to standardize the production output. 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 123 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 

 

 
 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

Appellants’ Declaration 
This project related to the curing process at the Tracy paver plant.  Originally, this plant 
had curing racks that were open with just an ambient cure (using the outside 
temperature).  However, appellants determined that this step in the process backed up 
the entire manufacturing process due to the length of time to cure the pavers.  
Appellants also discovered that this method of curing resulted in different colors of the 
same product, depending upon winter and summer temperatures, which needed to be 
controlled. (Puskas Declaration, p. 12.) 

Appellants determined that that a moist temperature control (a vapor system) was 
needed which would pump steam into the kiln to help cure the product at a constant 
temperature.  The vapor control system is actually a steam generator that pumps steam 
into the kiln.  There were uncertainties with this project.  With the steam generator, 
appellants were unsure about the quality of the water as the water at the facility is very 
hard (i.e., has a lot of minerals in it).  When this water, at high temperatures, was put 
through small orifices, clogs would occur.  As such, appellants had to bring the water to 
an acceptable chemical balance.  As part of this problem, calcium would build up in the 
kiln, leaving white marks on the product, resulting in a quality issue.  (Puskas 
Declaration, p. 13.) 

Appellants also had problems with condensation building up in the kiln and heating and 
cooling issues with the racks in which the racks would expand and contract and 
potentially fall on the racks below. Appellants’ only resolution was to tear down the 
entire structure and replace it with a pre-engineered kiln set and then re-hook the vapor 
system to that.  Trial-and-error included balancing the chemistry of the water to avoid 
clogging, in which an outside technician was used to help with these tests.  (Puskas 
Declaration, pp. 13-14.) 

Regarding the functioning of the kilns, testing was done by running batches of product 
through in various colors with temperatures up and temperatures down and with the 
amount of water used in the steam vapor up or down, to gain the balance in the kilns for 
to create a nice, moist, warm atmosphere without drips on the product.  This was 
process-oriented. Circulation fans were also in the kilns to circulate the air to avoid the 
color variation issue. (Puskas Declaration, p. 14-15.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  
Appellants purchased and installed a system and ran quality control and diagnostic 
testing to verify that the new system was installed property and worked as promised.   

Appellants submitted a “Basalite Test Paver Report” dated July 27, 2001, and written 
by an unknown third party relating to the installation.  There is no indication in 
appellants’ claimed contract expenses of who wrote the report or if appellants attempted 
to claim activity related to this report as contract research expenses.   
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The remaining contemporaneous documentation relates to quality control testing 
performed by Traci Maxwell (Rodriguez).  The dates cover a 3-day period from July 
24-26, 2001. The documentation indicates that Ms. Maxwell used production samples 
to conduct her quality control activities. 

Quality control is specifically excluded from the R&D credit under IRC section 
41(d)(4)(D)(v). The remaining quality control documentation relates to the FYE March 
31, 2007, which is after the tax years at issue.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test 
provides that the term “qualified research” means research with respect to which 
expenditures may be treated as expenses under IRC section 174.  If an activity does not 
meet the requirements for an IRC section 174 deduction, the activity is not a qualified 
research activity. 

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product 
of another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, 
citing Union Carbide v. Comm’r (2009) TC Memo 2009-50.) Here, appellants did not 
provide evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that 
supports the alleged time frame 
The project has an end date in the FYE March 31, 2007, which is years after the tax 
years at issue here. 

There is no documentation relating to the FYE March 31, 2001, and the 
contemporaneous documentation submitted for the FYE March 31, 2002, relates to 
3 days of excluded quality control testing by Traci Maxwell (Rodriguez).  The 
contemporaneous documentation does not support the alleged time frame.   

Qualified Research Expenses 
Appellants claimed $369,462 of expenses and produced no documentation showing that 
any activity or nexus for the FYE March 31, 2001.  Appellants also claimed $81,351 of 
expenses relating to the 3 days of excluded quality control testing.   
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There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the uncertainty that appellants faced regarding the quality of the water being 
used, uncertainty alone is not the standard that appellants must meet.  Appellants must 
prove that substantially all of their activities related to a process of experimentation for 
a qualified purpose.  Appellants submitted no documentation related to the quality of 
the water.  This is nothing more than the routine or ordinary testing or inspection for 
quality control such that appellants have submitted no documentation to meet the 
statutory requirements.  (Resp. June 24, 2013 Submission, p. 130.)   

As for the uncertainty of the pH in the water being resolved by the installation of a 
pre-engineered kiln set, this is the purchase and installation of equipment in regular 
commercial production. As for the trial-and-error in balancing the pH or chemistry of 
the water, appellants did not submit any documentation related to balancing the pH of 
the water. Taking such an analytical measurement is not qualified research.  It is 
routine or ordinary testing or inspection for quality control.  In addition, appellants’ use 
of a Culligan water service is not research.  This activity did not involve a process of 
experimentation.  (Resp. June 24, 2013 Submission, pp. 131-132.)   

Appellants state that the water softener portion of the project occurred in “probably 
2001” and appellants claimed expenses for this project in the FYE March 31, 2001, and 
the FYE March 31, 2002.  The activities related to the installation of the Culligan water 
softener are not research and appellants’ purchase and installation of the kilns occurred 
two to three years after the tax years at issue.  (Resp. June 24, 2013 Submission, 
p. 132.) 

Appellants state that the project was different from typical quality control testing as this 
testing of the water was more “process-oriented”.  Here, appellants hired Culligan to 
complete the quality control testing.  The hiring of Culligan to engage in activities that 
are not qualified research does not entitle appellants to claim that the activity was 
qualified research. (Resp. June 24, 2013 Submission, p. 132.)   

As for the functioning of the kilns and running batches based upon different variables 
and that such was process-oriented, appellants’ statement relates to the configuration of 
the Kraft Vapor System and the Culligan water softeners.  The configuration of 
equipment does not involve a process of experimentation.  As for appellants’ statement 
that “it was really more process oriented”, evidence of a process of experimentation 
related to appellants’ process is completely absent from the record.  (Resp. June 24, 
2013 Submission, pp. 132-133.)   

Appellants did not provide a discrete business component for this project (or other 
projects), whether it involved a fan installation and configuration, the Culligan 
installation, or the Kraft Vapor System installation.  Moreover, appellants provided no 
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evidence of a process of experimentation for any of the purchase, installation, and 
configuration projects. (Resp. June 24, 2013 Submission, p. 133.)   

Project 32 - Pallet Turnover Device 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Scott Weber (president) (i.e., the Individual Time Survey for High-Level Management) 
for the FYE March 31, 1999; and (3) plant expansion memos.   

The project is mentioned in the Qualified Activity Narrative for the Basalite-Dixon 
facility as a FYE March 31, 1999 project. 

Permitted Purpose & Business Component 
Basalite-Dixon undertook a project intended to minimize the warping of steel pallets 
used in the transportation and storage of concrete blocks. The warped pallets led to a 
misshaped final product. The Pallet Turnover Device allows the pallets to be flipped 
during each production run rather than once per year when it was done manually. This 
development led to far fewer unsalvageable pallets and ultimately improved the quality 
of the blocks by eliminating damage from the warped pallets. The business component is 
an improved process, i.e. resulting in less damage to the final product. 

Appellants’ Declaration (Dale Puskas) 
The project was undertaken to minimize the warping of the steel pallets used in 
appellants’ process. When pallets warp and product is put on such pallets, the product 
mis-forms and has to be scrapped.  Appellants previously manually turn over the 
200 pound steel pallets in a process that was very time consuming and took place during 
appellants’ winter shutdown.  Appellants’ goal was to turn over the pallets on a regular 
basis. (Puskas Declaration, p. 25.) 

Upon a visit to appellants’ gypsum wallboard plant, appellants saw a system which uses 
a hinge clamp that the pallet can come onto and flip the pallet.  Once appellants had this 
concept, appellants could then identify a place on the production line to insert such a 
system.  Appellants did not use blueprints but just measurements, shop drawings, and 
fabrication from the maintenance department to put something together initially.  
Through trial-and-error, appellants knew that a pox switch was needed to tie into the 
control system. (Puskas Declaration, p. 26.)   

Appellants had to take a section of conveyor out and fit in the turning device.  Since the 
device would not be used on every cycle, appellants needed the option of the device and 
still having the conveyor go flat and not use that option with each cycle.  Retrofitting the 
conveyor line involved trial-and-error with a period of different iterations and attempts.  
Appellants’ employees would come by Mr. Puskas’s office to explain what 
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experimentation that they had completed and to get his approval for the various steps 
accomplished.  Equipment manufacturers have complimented appellants regarding the 
great design of this system which appellants unfortunately did not patent.  (Puskas 
Declaration, p. 27.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
evidence demonstrates the purchase and installation of equipment in regular commercial 
production.62 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

When a taxpayer purchases a product that is in regular commercial production, federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and it is not eligible for the research deduction under IRC section 174.   

Appellants claim this equipment purchase as a new “process” but have provided no 
evidence of a process of experimentation related to any such process.  The evidence 
provided relates to a purchase and installation, which is excluded.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
As with the other claimed projects related to the Dixon plant expansion, the only 
documentation submitted were Weekly Budget updates, which claimed a starting date of 
December 13, 1999, and an ending date of February 28, 2000.  Perhaps appellants’ 
equipment installation began around this time.  However, there is no contemporaneous 
evidence of research or experimentation to support this alleged time frame.   

Qualified Research Expenses 
The claim of the FYE March 31, 1999 and the FYE March 31, 2000 conflicts with 

62 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 28 
support of projects 33, 50, 51, 52, 53, 62, and 64. 
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appellants’ December 7, 2012 submission of qualified research expense documentation.   

There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for finding room at the plant to locate the pallet turnover device, all of the evidence 
submitted for this project demonstrates that appellants purchased and installed equipment 
in regular commercial production. The purchase and installation of equipment in regular 
commercial production does not qualify under either IRC section 174 or IRC section 41.  
(Resp. June 24, 2013 Submission, pp. 147-148.)   

As for the trial-and-error involved in tying into the control system, this was no more than 
the installation of the equipment purchased.  This was the installation of commercially-
available equipment, followed by the verification that the installation was a success.  
This is a standard mechanical design change followed by routine troubleshooting; 
appellants configured their newly-installed machine.  This is what the Tax Court in 
Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 148.)   

As for retrofitting any existing line with a different design that led to variability in the 
amount of trial-and-error, appellants submitted no documentation related to trial-and
error or that related to a process of experimentation.  This is a standard mechanical 
design change followed by routine troubleshooting; appellants configured their newly-
installed machine.  This is what the Tax Court in Union Carbide disallowed (which the 
Court of the Appeal affirmed) as “a simple change to a process followed by verification 
that the change would work is not a process of experimentation.”  (Resp. June 24, 2013 
Submission, pp. 148-149.)   

As for appellants having a great design for this project but failing to patent the design, 
appellants previously stated that the design had been copied from a wallboard factory.  
Appellants mentioned uncertainty and shop drawings but did not provide evidence of 
either.  The evidence that appellants submitted for this project is the same documentation 
as was provided for projects 33, 50, 51, 52, 53, 62, and 64.  This documentation indicates 
that appellants simply purchased and installed equipment in regular commercial 
production from the manufacturer, which does not qualify as research under IRC section 
174 or IRC section 41. (Resp. June 24, 2013 Submission, p. 149.)   

/// 

/// 

/// 
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Project 33 - Mold Insertion Device 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the Qualified Activity Narrative; (2) the executive summary of 
Brad McNear (plant manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYE March 31, 2001; and (3) plant expansion memos.   

The project is mentioned in the Qualified Activity Narrative for the Basalite-Dixon 
facility as a FYE March 31, 2001 project. 

Permitted Purpose & Business Component 
Basalite-Dixon undertook a project to automate the process of switching out heavy molds 
during a change in production of one to another. By automating the process, the process 
went from taking four people thirty minutes to change the mold to taking one person 
approximately one minute to change the mold. The business component is an improved 
process, i.e. increasing the speed at which the molds could be switched. 

Appellants’ Declaration (Dale Puskas) 
The previous method of getting molds in and out of the equipment was very labor 
intensive.  It is a mold set with heads on it.  This mold insertion device was 
semi-automated with a trolley system.  The goal was to get the mold in and out in 
minutes versus the old method of 30 to 45 minutes.  (Puskas Declaration, p. 27-28.)   

The device consists of two components.  There is a hook grappling system that picks up 
the mold assembly.  There is also the platform on a trolley in front of the machine that 
the mold sits on that slides onto the machine.  The head is bolted into place and the mold 
box is held in place. The trolley is pulled back, it is bolted in, and the process is done. 
This process takes one to two minutes.  This resulted in significant costs saving and a 
safety factor as well. As far as uncertainty, the project was done with shop drawings.  
The project was all done internally.  The trolley system did not work at first and the 
roller wheels were inadequate such that there was both rail and wheel redesign and 
alignment.  (Puskas Declaration, p. 28.) 

The idea of a mold insertion device was something that was not done on other, newer 
machines—it was unique to this machine.  The concept and how it was adapted had not 
been seen before; appellants had designed and developed the concept.  (Puskas 
Declaration, p. 28.) 

/// 

/// 

/// 
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Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as there is 
no evidence related to the mold insertion device or to any equipment installed meeting 
that description.63 

The only evidence provided was the submission of Brad McNear’s executive summary 
(i.e., the Qualified Activity Narrative for the Dixon facility).  The equipment installation 
documentation submitted for this project relates to the installation of Besser brand 
machinery during the FYE March 31, 2000, and is unrelated to the FYE March 31, 2001.  

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
There is no mention of the device in the FYE March 31, 2000 documentation and only a 
reference to the device in the Qualified Activity Narrative.  These references are 
contradictory and unsupported by the record.   

Qualified Research Expenses 
Appellants claimed qualified research expenses are unsupported by the record.  There is 
no indication of the activity or nexus. 

Response to Appellants’ Declaration 
As for uncertainty related to this project, appellants mention “shop drawings”.  However, 
appellants have not provided any evidence of uncertainty or of shop drawings.  The 
evidence that appellants submitted for this project is the same documentation as was 
provided for projects 32, 50, 51, 52, 53, 62, and 64.  This documentation indicates that 
appellants simply purchased and installed equipment in regular commercial production 
from the manufacturer, which does not qualify as research under IRC section 174 or 
IRC section 41. (Resp. June 24, 2013 Submission, pp. 149-150.)   

Appellants’ statement identifies five employees that were involved with the project.  
However, appellants claimed wages for all of the workers at the plant, which begs the 
question as to why appellants would make such a claim.  (Resp. June 24, 2013 
Submission, p. 150.)   

As for appellants’ design and development of the mold insertion device, appellants have 
provided no proof of such or any documentation related to a process of experimentation.  
The recordkeeping requirement for the R&D credit mandates that appellants retain 
records in sufficiently usable form and detail.  (Resp. June 24, 2013 Submission, p. 150.)  

As for the rail and wheel redesign that was necessary for the roller wheels to be aligned, 
appellants have produced no documentation related to this activity and have not 
produced any evidence related to a process of experimentation.  (Resp. June 24, 2013 

63 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 
support of projects 32, 50, 51, 52, 53, 62, and 64. 
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Submission, pp. 150-151.)   

Project 34 - Development & Testing of Mix Designs 
(Basalite - Dixon) 

(March 15, 1999 - April 3, 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) a projects list; (2) mix design trials conducted in 2001, 2002, 
2003, and 2004; and (3) an explanation of the mix design testing process and the 
recordkeeping of the testing process.   

The project is mentioned in the Qualified Activity Narrative for the Basalite-Dixon 
facility.64 

Permitted Purpose & Business Component 
Basalite-Dixon developed the use of coal fly ash to improve the quality and physical 
attributes of Basalite-Dixon's concrete products. The business component is an improved 
product i.e. better quality concrete products. 

Appellants’ Declaration (Dale Puskas) 
This project is from the laboratory and is very similar to appellants’ mortar reformulation 
at the Tracy facility.  Here, appellants are incorporating a recycled raw material into their 
mixes (i.e., fly ash).  Appellants did this project for cost reduction and efflorescence 
reduction purposes. (Puskas Declaration, pp. 34-35.)   

Appellants state that reformulation and quality control use very similar tests.  For both, 
the test methodology is applied to laboratory mixes.  Here, appellants are testing what 
happens when 20 percent of the Portland cement is replaced with 20 percent fly ash: 
what happens to the compressive strength and what happens to the set time.  If you retard 
the set time too much, you have excessive breakage of that product in the handling 
process after the product comes out of the cure.  So, appellants were trying to determine 
what percentage of fly ash could be added to get the same benefits without slowing down 
the set time too much.  (Puskas Declaration, p. 35.)   

Appellants’ documentation is used primarily for good laboratory protocol, to maintain a 
record of the projects completed and the ultimate result of those projects.  This data is 
reviewed over time and appellants make further refinements to the mix designs based on 
this historical data. So, appellants’ records document what happened in that period of 
time and can be used to identify trends and to make potential changes at a later date.  
(Puskas Declaration, p. 36.) 

64 The Appeals Division notes that, specifically, this project is mentioned in Section V, Support Documentation, of the 
Qualified Activity Narrative with the reference “3/15/99 TQM Report on Proto II Mix Design Changes”.  However, the 
Qualified Activity Narrative does not further explain, or provide detail for, this project. 
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Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  This 
project cannot be categorized as a single project—it is 122 separate “technical projects”.  
While some of these 122 “technical projects” identify an uncertainty, there is no 
evidence to support the identification of one or more alternatives.  There is no 
identification of a process of evaluating alternatives by identifying and testing a 
hypothesis and analysis of the results. The activity is excluded under IRC section 
41(d)(4). 

These documents do not show any actual testing.  There is no indication that these 
activities are anything apart from the adaptation of existing mix designs to a particular 
customer’s needs.  There is no indication that the 122 separate quality control projects 
have any connection between them.  There is no indication from the documentation of 
which employees might have worked on the various projects.   

Since the September 2012 Board hearing, and the concerns expressed by Ms. Mandel of 
these documents at that time (i.e., that these documents were insufficient), appellants 
have done little to fix these insufficiencies. Rather than addressing these concerning, 
appellants submitted additional documentation for only 5 of the 122 separate “technical 
projects”. The additional documents do not prove that appellants engaged in a process of 
experimentation but do demonstrate that appellants engaged in quality control testing, 
which is excluded under IRC section 41(d)(4)(D)(v).   

During the plant tour, appellants stated that Lance Vasquez was responsible for this 
testing, in part. If true, this is odd as appellants did not claim any wages for Mr. Vasquez 
under the FYE March 31, 2002, the FYE March 31, 2003, or the FYE March 31, 2004, 
and claimed only 3 percent of Mr. Vasquez’s wages during the FYE March 31, 2001.   

The following is a review of the 5 projects in which appellants specifically provided 
additional documentation: 

“130 Adjustment of D-222 Mix Design to Reduce Cracking” 
The Technical Quality Management Report is identical to the technical project sheet.  
This document does not demonstrate the required process of experimentation.  The Trial 
Batch Design sheet, which lists the materials for the production trial, does not 
demonstrate uncertainty, alternatives, or testing of a hypothesis; it is simply a recipe used 
for this particular production run. This activity is excluded from the credit, as it is 
deemed to occur after the beginning of commercial production of a business component.  

The Basalite Concrete Products Quality Assurance document includes the results of the 
compressive and absorption quality control testing.  This is ordinary testing for quality 
control and is specifically excluded by IRC section 41(d)(4)(D)(v) and Treasury 
Regulation section 1.41-5(c)(5)(v).  This was the example among the122 mix designs 
submitted for which appellants had the most documentation and the only example having 
a specific explanation of the quality control testing.  This documentation does not 
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demonstrate a qualified research activity but clearly demonstrates excluded quality 

control. 

“158” 

The new documentation does not include the required elements of a process of 

experimentation.  The documents provided demonstrate excluded quality control.   


“191 Substitute Fly Ash for Fireclay in Common Mortar” 
Appellants engaged in a quality control lab trial of their common mortar, using a trial 
amount of mix and water and appellants checked the compressive strength of the samples 
at 3, 7, and 28 days. Appellants’ data collection alone, no matter how extensive, dos not 
constitute a process of experimentation if it is not followed by a meaningful analysis.  
(Union Carbide v. Comm’r (2009) TC Memo 2009-50 at 252-253.)  Whatever quality 
control information that appellants discovered in tinkering with the mix composition, 
appellants apparently did not find it necessary to analyze the results or to refine the 
process. This is not qualified research under the statute.  At best, this is tinkering and is 
not entitled to the claimed credit.   

“227 ICBO Comparison Testing -- Keystone Products”   
This technical project simply requested quality control companion testing.  At the time of 
the testing, Basalite had entered into a commercial partnership with Keystone Retaining 
Wall Systems, Inc (Keystone).  In January 2002, Keystone and Basalite entered into a 
license agreement under which Keystone licensed to Basalite the use of various Keystone 
patents and trademarks in return for royalties on Basalite blocks.  A review of the 
documents submitted shows that appellants were not engaged in experimentation.  
Appellants were required to manufacture and quality control test the Keystone blocks as 
dictated by Keystone in the licensing agreement.   

“225 Develop Lightweight Mix Design with Pumice”   
The documentation provided does show evidence of a process of experimentation.  The 
project was merely a change in the formula followed by a validation that the change was 
successful. Union Carbide held that such activity was not qualified research.  Data 
collection alone, no matter how extensive, does not constitute a process of 
experimentation if it is not followed by meaningful analysis.  Here, no such analysis was 
provided. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The evidence submitted does not support the claimed start date of March 15, 1999, and 
the claimed end date of April 3, 2004.  Two sheets of quality control testing comprise the 
sum total of the documentation submitted for the FYE March 31, 1999.  Both of these 
documents refer to color matching.  IRC section 41(d)(3) prohibits research relating to 
style, taste, cosmetic, or seasonal design factors from qualifying as IRC section 41(d) 
activities.   

The evidence submitted show that the claimed qualified research expenses were an 
unreasonable amount as the alleged projects lasted no more than 15 days in the 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 134 



 

 
  

  

5

10

15

20

25

 
 

 

 

   
 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

FYE March 31, 1999, and yet appellants claimed an incredible 70 percent of all of the 
Basalite-Dixon wages, supplies, and contract research expenses were related to two 
sheets of paper. In total, appellants claimed $759,473 in alleged qualified research 
expenses based upon two documents.   

Qualified Research Expenses 
Over the course of the 6 fiscal years at issue in this appeal, appellants claimed qualified 
research expenses relating to this project of $4,237,390.  Appellants claimed to have used 
$494,908 in supplies for the FYE March 31, 1999, which comprised color matching 
activity evidenced by two sheets of paper.  These two sheets do not demonstrate a 
process of experimentation for a qualified purpose and instead demonstrate activities that 
are excluded as quality control. 

Moreover, the documents submitted contain no demonstrable nexus between any 
qualified activity and any actual research expenses.  The claimed expenses are not 
qualified research expenses and are completely unreasonable. 

Response to Appellants’ Declaration 
Appellants state that this project occurred over the course of five years, from 1999 to 
2004. However, this activity was not a single project but 122 separate projects which 
have not been isolated. While some of the 122 technical projects may identify an 
uncertainty, mere “uncertainty” is not the test that appellants must satisfy to claim the 
credit; appellants, instead, must satisfy a process of experimentation.  Here, appellants 
have not provided evidence to support the identification of one or more alternatives; they 
have not identified one or more alternatives; they have not identified a process for 
evaluating alternatives by identifying and testing a hypothesis; and, appellants have 
provided no meaningful analysis of the results.  Appellants have not demonstrated that 
they are engaged in a process of experimentation as required by law.  As with appellants’ 
“mortar reformulation” project, the “mix design” activity is excluded under IRC section 
41(d)(4)(D)(v) as routine or ordinary testing or inspection for quality control and as the 
adaption of existing business components under IRC section 41(d)(4)(B).  The 
documents submitted do not support appellants’ claim of a qualified research activity or 
of a process of experimentation.  (Resp. June 24, 2013 Submission, pp. 159-160.)   

Appellants state that reformulation and quality control use very similar tests and that “It 
is a matter of how you use that test methodology.”  Qualified research is not only how 
one used test methodology, but how one documents the test methodology, the data 
collection, and the meaningful analysis.  It is the proof that one engaged in a process of 
experimentation.  Data collection alone, no matter how extensive, does not constitute a 
process of experimentation if it is not followed by meaningful analysis.  Here, appellants 
submitted documentation related to routine or ordinary testing or inspection for quality 
control. (Resp. June 24, 2013 Submission, p. 160.)   

As for appellants’ recordkeeping of results as a good laboratory protocol, recording the 
ultimate result of a quality control test constitutes data collection.  Data collection alone, 
however, no matter how extensive, does not constitute a process of experimentation if it 
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is not followed by meaningful analysis.  Here, appellants submitted documentation 
related to routine or ordinary testing or inspection for quality.  (Resp. June 24, 2013 
Submission, p. 160.)   

Appellants state that (1) they will look at their data over a period of time and make 
further refinements to the mix designs based on historical data, and (2) they can identify 
trends and potentially make changes at a later date.  However, appellants did not include 
any record of this review of historical data and did not include any meaningful analysis 
of the further refinements that appellants reference.  Again, data collection alone, no 
matter how extensive, does not constitute a process of experimentation if it is not 
followed by meaningful analysis.  Here, appellants submitted documentation related to 
routine or ordinary testing or inspection for quality control.  (Resp. June 24, 2013 
Submission, p. 161.)   

Appellants state that the existing mix is their control and that is where they would start to 
make up to four different mixes.  First, data collection alone does not constitute a process 
of experimentation.  Next, whatever quality control information that appellants 
discovered in tinkering with the mix composition, appellants apparently did not find it 
necessary to make a meaningful analysis of the result or to refine the process.  This is not 
qualified research but tinkering at best.  (Resp. June 24, 2013 Submission, p. 161.)   

In reviewing appellants’ quality control documents, the documents do not state anything 
about “workability or stickiness”. This highlights the problem with appellants’ 
inadequate quality control documentation.  If data was not recorded, how did appellants 
analyze the missing data and, if no analysis was performed, how would one determine if 
a process of experimentation occurred.  In tinkering with the mix composition, appellants 
did not find it necessary to make a meaningful analysis of the results or to refine the 
process. This is not qualified research; it is tinkering at best.  (Resp. June 24, 2013 
Submission, pp. 161-162.)   

Project 35 - Rewinder Upgrade Project 
(Pabco - Vernon) 

(May 26, 1999 - Nov. 26, 2003) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) project correspondence; and (3) drawings.   

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 1999 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.   
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Permitted Purpose & Business Component 
Vernon incorporated a new rewinder in its manufacturing process to improve its roll 
winding characteristics and increase the accuracy of its paper cut on the roll. As part of 
this product, Vernon also had to design a loading system. The business component is an 
improved product, i.e. increased standardization of paper cutting. 

Appellants’ Declaration (Bill Fraser) 
Appellants were attempting to improve the quality of the existing rewinder, which is 
equipment at the end of the process after the rolls have been cut to size.  Appellants were 
having problems with the tightness of the roll wind.  When not wound tightly, the roll 
can walk. Appellants tried an automatic tensioning device on the braking system which 
included a pressure control on the loading roll on top of the wound roll.  (Fraser 
Declaration, pp. 32-33.) 

Appellants eventually changed the slitters to a different style and were yet unsure about 
how well that would work and how long the blades would last.  Because of appellants’ 
increase in speed, a rewinder was eventually purchased as a rewinder is supposed to run 
five times the speed of a paper machine.  (Fraser Declaration, p. 33.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  
Appellants submitted a 2004 drawing for a “new felt guide”; however, this equipment is 
not related to the rewinder. There is no mention of the rewinder anywhere in appellants’ 
documentation.65 

Appellants included a May 26, 1999 memo related to out-of-state quality control at 
appellants’ Pabco-Las Vegas facility. This out-of-state activity occurred after 
commercial production at a facility outside of California.   

The rewinder project was the subject of a personal injury lawsuit by a Vernon employee 
(Juan Perez) against the Italian manufacturer of the equipment.  According to the 
appellate opinion of this litigation, the rewinder machine was installed in late 2005 and 
two of the manufacturer’s employees came to the Vernon facility to assist in setting up 
the machine.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

65 The Appeals Division notes that the “rewinder upgrade” is mentioned in the Qualified Activity Narrative for the Vernon 28 
facility and in Bill Fraser’s Individual Time Survey for High-Level Management.  
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When a taxpayer purchases a product that is in regular commercial production, federal 

regulations prohibit an IRC section 174 deduction for any part of the purchase price.  

(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 

labor or other elements involved in the construction and installation, or the cost of 

acquiring or improving the property are not deductible under IRC section 174.  (Treas. 

Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 

another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   


Based upon the appellate opinion, it is clear that the risk relating to the purchase of the 

equipment was not on appellants, as Mr. Perez sued the manufacturer of the equipment, 

rather than appellants as the purchasers.   


The proper treatment of such an equipment purchase is depreciation over the useful life 

of the equipment and the equipment is not eligible for the research deduction under 

IRC section 174. A simple change to a process by installing new, modern equipment, 

followed by verification that the change worked does not constitute a process of
 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 

Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 

evidence proving that any process of experimentation occurred.   


Starting and ending dates of the project & contemporaneous documentation that supports 

the alleged time frame
 
The appellate opinion indicates a timeframe of 2002 to 2005, from the time that Mr. 

Fraser solicited a bid to the time of the equipment’s installation, instead of the May 26, 

1999, to November 26, 2003, start and end dates.   


The installation occurred in the FYE March 31, 2006, which is after the tax years at 
issue. 

There is no contemporaneous documentation that supports appellants’ claim of qualified 
research over this time frame.   

Qualified Research Expenses 
Appellants claimed a total of $674,484 as qualified expenses for the project, based upon 
arbitrary percentages with respect to the evidence provided. 

There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the mention of two rewinder upgrades, appellants do little to clarify the complete 
lack of documentation provided in relation to this project or projects.  Appellants claim 
that there is another rewinder, but not the one for which some documentation exists 
because of the employee litigation against the equipment manufacturer.  Appellants refer 
to an existing rewinder for which there is no documentation and claimed expenses for all 
of the six years that are at issue in this appeal.  A physical inspection of the old rewinder 
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is impossible as appellants have disposed of that equipment.  (Resp. June 24, 2013 
Submission, p. 33.)   

Appellants state that the rewinder is at the end of the process where the rolls are cut to 
sized and then appellants rewind the roll. However, the documentation that appellants 
submitted for this project contradicts this statement as the Gordon Robbins’s drawing 
depicts a roller that is on the other side of the paper machine related to the top felt.  
Consequently, the documents submitted are unrelated to this project and do not meet 
appellants’ recordkeeping burden. (Resp. June 24, 2013 Submission, pp. 33-34.)   

There is no evidence of changing the slitter blades or how such a change might have 
involved anything apart from the routine maintenance or repair of an existing machine.  
Additionally, appellants admit that a VAS rewinder from the Italian equipment 
manufacturer was purchased and installed.  Appellants also describe the 
“commissioning” of the machine such as the preparatory work of installing the electrical 
and the concrete base for the equipment to rest on.  Such work does not involve a process 
of experimentation or a qualified research activity.  Such activity is ancillary to the 
installation of the machine.  The cost of component materials, the cost of labor or other 
elements involved in the construction and installation, or the cost of acquiring or 
improving the property are not deductible under IRC section 174.  (Resp. June 24, 2013 
Submission, pp. 34-35.)   

As for the 2010 lawsuit by the PABCO employee related to his injury with the new 
rewinder purchased from VAS, it is clear from the lawsuit that appellants had nothing to 
do with researching the VAS rewinder, apart from ordering the machine from the 
manufacturer.  It is also clear that the risk was not on appellants for this machine, as the 
employee sued the manufacturer (VAS).  Appellants were sued as cross-defendants by 
VAS for negligence in failing to correctly maintain the machine and for negligence in 
failing to provide proper training to the employee in the safe operation of the machine.  
Additionally, the cross-complaint stated that the injury was not caused due to VAS’s 
design and/or manufacture of the machine. As such, VAS did not sue appellants for 
modifying the rewinder or that appellants had contributed in the design of the rewinder.  
Had appellants’ activity included qualified research, one would expect that VAS would 
have sued appellants for their alleged modifications or design contributions.  As such, 
this is evidence that appellants did nothing more than purchase and install the rewinder 
machine manufactured by VAS.  (Resp. June 24, 2013 Submission, p. 35-37.)   

Project 36 - Broke Conveyor Project 
(Pabco - Vernon) 

(Feb. 19, 1997 - July 14, 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; and (2) drawings. 
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The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 1999 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.   

Permitted Purpose & Business Component 
Vernon designed and installed a new broke conveyor on the bottom of the paper machine. 
This project allowed Vernon to avoid halting production and manually retrieving broke 
paper. The business comp[o]nent is an improved process, i.e. increasing production 
efficiency by avoiding breaks in production. 

Appellants’ Declaration (Bill Fraser) 
When there is a paper break, appellants have a separate conveyor underneath that the 
paper can fall onto and then go down to a separate pulper in which it is pulped and then 
pumped back in to the start of the process.  Appellants installed a broke conveyor with 
some off the shelf components integrated into appellants’ design.  Appellants used Teflon 
glide strips of the metal surfaces.  Unfortunately, when this material gets wet, it works 
like a brake, gets tripped up, and will not run.  Appellants had to remove all of the Teflon 
strips. When appellants started the conveyor up again, it kicked out because it was 
pulling too much load. (Fraser Declaration, p. 34.)   

Appellants’ biggest uncertainty was the changing of the drive mechanism and hoping that 
this change would work (from a belt tracking standpoint) over a span of 150 feet.  
Appellants made some change to the belt design.  (Fraser Declaration, pp. 34-35).   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  The 
activity involved maintenance on a conveyor section and the evidence submitted provides 
a list of parts required for that maintenance.   

The original drawings date from February 19, 1997.  The later drawings involved detailed 
specifications of the original drawings for a machine shop to duplicate replacement parts 
for the broke conveyor. Duplication of an existing business component from plans, 
blueprints, detailed specifications, or physical inspection are specifically excluded from 
the credit under IRC section 41(d)(4)(C). 

This activity does not meet the requirements for either the IRC section 174 deduction or 
for the IRC section 41 credit. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claimed a start date of February 19, 1997 and an end date of July 14, 2004 and 
submitted drawings from the FYE March 31, 1997, the FYE March 31, 1999, the FYE 
March 31, 2003, the FYE March 31, 2004, and the FYE March 31, 2005. No evidence 
was submitted for the FYE March 31, 2000, the FYE March 31, 2001, or the FYE March 
31, 2002. 
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The documentation submitted does not support supports appellants’ claim of qualified 

research over this time frame.   


Qualified Research Expenses 

Appellants claimed $463,338 in expenses in total for this project.   


There is no evidence to support what employees worked on this project; there is only 
evidence that Gordon Robbins, who prepared the drawings, worked on this project.  There 
is no evidence demonstrating that a nexus exists between the alleged qualified research 
expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for appellants’ design of the broke conveyor, the only evidence submitted for this 
project are Gordon Robbins’s drawings relating to existing parts for a machine shop to 
fabricate, drawings that are dated in December 1997 before the tax years at issue.  
Appellants’ statement of designing their own conveyor is uncorroborated by 
documentation that demonstrates a process of experimentation and is insufficient to 
establish that qualified research occurred.  Also, appellants’ statement regarding the 
addition of Teflon strips to the existing conveyor is uncorroborated and unsubstantiated.  
(Resp. June 24, 2013 Submission, p. 37.)   

As for a belt sliding and an older system made of mild steel and a change in the drive 
mechanism, appellants appear to contradict prior statements regarding this project, as it 
appears that there was an existing system.  It appears from the documents submitted that 
Gordon Robbins made a physical inspection of the existing conveyor, made drawings of 
the replacement parts needed to repair the existing system, and appellants then installed 
those replacement parts.  If the biggest uncertainty related to the drive system, then one 
would expect documentation which detailed the experiments that were performed on the 
drive system.  However, no such documentation was provided.  Moreover, uncertainty 
alone is not the standard that appellants must meet.  Appellants must prove that 
substantially all of their activities related to a process of experimentation for a qualified 
purpose. Appellants submitted no documentation which meets these statutory 
requirements.  (Resp. June 24, 2013 Submission, pp. 37-38.)   

Project 37 - Thickeners/Deckers Replacement Project 
(Pabco - Vernon) 

(June 16, 1997 - FYE 1999) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; and (2) drawings. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 1999 project and (2) in the Individual Time Survey 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 141 



 

 
  

  

5

10

15

20

25

 
 

 

 
 

 

 

 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

for High-Level Management of plant manager, Bill Fraser.   

Permitted Purpose & Business Component 
Vernon installed a new thickeners/deckers system, which was used to thicken up the 
paper stock during the pulping process. The business component was an improved 
product, i.e. sturdier paper. 

Appellants’ Declaration (Bill Fraser) 
Different parts of the stock preparation process require different consistencies of stock.  
When there is too much fiber going through screens the tiny holes get plugged.  To take 
water out after the screens, a thickener is used such that appellants needed more 
thickening capacity. Appellants ran some trials with some side hill screens, which are 
screens that are slanted. This was not a good option.  Appellants also attempted 
changing the slot size on the side hill, which also did not work.  Appellants ultimately 
decided to purchase some used thickeners from anther plant that had closed down, which 
appellants designed into their system.  Appellants experimented with the cylinders on 
this equipment made of wire mesh.  Appellants changed the size of the mesh to get the 
desired results. (Fraser Declaration, pp. 35-36.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  The 
evidence submitted consists of drawings by Gordon Robbins for the layout for the 
equipment installation.  This is the purchase and installation of equipment in regular 
commercial production, nothing more.   

Federal regulations prohibit an IRC section 174 deduction for any part of the purchase 
price. (Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the 
cost of labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. 

This activity does not meet the requirements for either the IRC section 174 deduction or 
for the IRC section 41 credit. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The evidence submitted dates from 1997, which is prior to the tax years at issue.  As the 
activity, whatever it is, occurred outside of the tax years at issue, appellants are not 
entitled to the claimed credit.   
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Qualified Research Expenses 

Appellants claimed $156,362 in expenses for this project for the FYE March 31, 1999.   


There is no evidence to support what employees worked on this project; there is only 
evidence that Gordon Robbins, who prepared the drawings, worked on this project in 
1997, as all of the drawings were dated 1997. There is no evidence demonstrating that a 
nexus exists between the alleged qualified research expenses and the conduct of any 
actual qualified research activity.   

Response to Appellants’ Declaration 
As for the trials run on some side hill screens, the evidence that appellants submitted 
consisted of three drawings from Gordon Robbins of the layout of the equipment 
installation, all dated in 1997 prior to the tax years at issue.  These drawings are not 
evidence of qualified research activities, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or in the cost of 
acquiring or improving the property.  (Resp. June 24, 2013 Submission, p. 38.)   

As for appellants’ purchase and installation of used thickeners and designing that 
equipment into appellants’ system, there is no evidence to support that this purchase and 
installation required a scientific method-style process of experimentation.  The changing 
of the size of the wire mesh does not rise to the level of a process of experimentation; it 
is tinkering. It is routine or ordinary testing or inspection for quality control.  (Resp. 
June 24, 2013 Submission, p. 39.)   

As for appellants’ statement that the drawings relate to the installation, the drawings are 
dated in 1997.  It follows then that the activity (installation or tinkering) occurred outside 
of the tax years at issue in this appeal.  (Resp. June 24, 2013 Submission, p. 39.)   

Project 38 - Machine Screen Upgrade Project 
(Pabco - Vernon) 

(July 6, 1998 - FYE 1999) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) notes; and (3) drawings. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 1999 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.   

Permitted Purpose & Business Component 
Vernon installed a new machine screen to improve sheet quality and reduce delays. The 
business component is an improved product, i.e. creating a higher quality of paper. 
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Appellants’ Declaration (Bill Fraser) 
Where appellants’ pumps for the machines are located, it is an open pit and contaminants 
are able to get into the former and the contaminants plug the holes in the former.  
Appellants put in screens to prevent this from occurring.  Appellants also wanted to 
come up with a means of avoiding washboard.  To resolve this, appellants purchased 
some used equipment (for a screen system) and designed how to add it to the process.  
Appellants had to decide what kind of baskets to use (i.e., holes, slots, different 
configurations and different sizes).  Appellants’ biggest experimentation was with the 
baskets. Appellants also had to determine the cycling rate on rejects.  (Fraser 
Declaration, pp. 36-37.) 

Appellants also had to keep the pressure the same, otherwise there is a varying flow and 
weight changes on the mat.  Appellants built a panel for all of the screens to set up timers 
for how often and for how long the reject valves stay open.  (Fraser Declaration, p. 37.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  The 
evidence submitted consists of drawings which depict equipment installation and a sheet 
which contains the calculation relating to the installation of a machine.   

It is clear from the documentation that the project is a simple purchase and installation of 
equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. 

This activity does not meet the requirements for either the IRC section 174 deduction or 
for the IRC section 41 credit. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants’ start date is based upon the drawings from Gordon Robbins.  There is no 
indication of when the installation occurred.  The notes relating to the concrete pad are 
undated. 

There is insufficient contemporaneous documentation to support appellants’ claim of 
qualified research over this time frame.   
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Qualified Research Expenses 

Appellants claimed $156,362 in expenses for this project for the FYE March 31, 1999.   


There is no evidence to support what employees worked on this project; there is only 
evidence that Gordon Robbins, who prepared the drawings, worked on this project.  
There is no evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the plan to install some kind of screen system, no documentation of such a plan 
was submitted.  The extent of the documentation submitted consisted of two drawings 
depicting equipment installation and one sheet containing the calculation of the amount 
of concrete required to make a base for the used equipment installation.  If the “design” 
of how appellants were going to put the used equipment in their process consisted of this 
evidence, it is clear that appellants did not engage in the required process of 
experimentation.  Appellants are left with the purchase and installation of equipment.  
(Resp. June 24, 2013 Submission, p. 39.)   

The activity of swiping out different baskets that appellants described is not qualified 
research; it is tinkering—the configuration of the equipment.  It is the type of activity 
excluded under Treasury Regulation 1.41-4(a)(8), Example (2), regarding the acquisition 
of a nozzle (here, a basket) and testing the nozzle to ensure that it works as specified by 
the manufacturer.  Such an activity is excluded as routine or ordinary testing or 
inspection for quality control. This is no more that the purchase and installation of a 
commercially-available machine followed by the verification that the installation was a 
success. It is a standard mechanical design change followed by routine troubleshooting.  
Appellants configured the newly-installed machine and it is what the Tax Court in 
Union Carbide disallowed, which was affirmed by the Second District: “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, pp. 39-40.)   

As for maintaining the level of the air pressure, this activity is the configuration of the 
purchased and installed equipment; it is tinkering and is excluded as routine or ordinary 
testing or inspection for quality control.  (Resp. June 24, 2013 Submission, p. 40.)   

Project 39 - Stock Pressure Loop Project 
(Pabco - Vernon) 

(June 25, 1996 - Nov. 19, 1998) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) notes and drawings; (3) price quotes; (4) product 
specifications; and (5) manuals. 
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The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2000 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.   

Permitted Purpose & Business Component 
Vernon installed a stock pressure loop system in order to better control the stock feed 
that was going into the machine. The business component is an improved process, i.e. 
increasing the ability to control what is included in the final product.   

Appellants’ Declaration (Bill Fraser) 
With this project, appellants sought to get better control of the stock (pulp) flow to the 
machine.  Appellants designed the system themselves, including the piping arrangement, 
the valve selections, the location of the valves, and the control system.  Appellants also 
had to determine flow velocity to size the pipe being installed.  Appellants had some 
problems with plugging initially, which required modifications.  (Fraser Declaration, 
p. 13, 14-15.) 

Appellants wanted to put in a system that (1) would allow it to get better control over the 
amount of stock they were feeding into the machines, especially on lighter weights of 
stock, and (2) in anticipation of the installation of the basis weight scanner, appellants 
needed to be able to control the signals that came in.  (Fraser Declaration, p. 14.)   

On a stock pressure loop, a header loop is being created, in which a pipe of a certain 
diameter is run that becomes smaller as it goes through the process.  Then you modulate 
the control valve to make sure that the pressure throughout the line is roughly the same.  
If the pressure fluctuates, this results in a different flow all of the time.  As such, 
appellants had to determine what an ideal pressure would be.  Appellants state that they 
do much more than just use mathematical formulas, as they had both space and process 
limitations to consider when fitting the piping into their system, as appellants’ facility 
does not have a basement, everything had to be configured above ground.  (Fraser 
Declaration, pp. 16-17.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as the 
project occurs before the tax years at issue.66 

The primary activity related to this project appears to have involved an employee, 
Gordon Robbins, who made a calculation of the hydraulic pressure loss as fluid flows 
through a pipe because of friction.  The employee made this calculation in 1996.  In 
1998, appellants solicited quotes from vendors for pipe fittings.  Presumably, appellants 
then installed the piping. However, there is no documentary evidence of any 

66 The Appeals Division notes that, based upon the start and end dates provided by appellants, the end date of the project is 28 
during the FYE March 31, 1999, one of the years at issue in this appeal. 
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experimentation with respect to this purchase or installation.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is clear from the documentation that the project is a simple purchase and installation of 
equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

This is simply the application of a known mathematical formula.  The project was merely 
a change in formula followed by validation that the change was successful.  
Union Carbide held that such an activity was not qualified research.  (Union Carbide v. 
Comm’r (2009) TC Memo 2009-50 at 252-253.) Data collection alone, no matter how 
extensive, does not constitute a process of experimentation if it is not followed by 
meaningful analysis.  Here, no such analysis was provided.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Only evidence relating to the 1996 calculations has been submitted.  The 1998 dates 
relate to the purchase of piping and are not qualified research.  Appellants claimed 
expenses for this project for the FYE March 31, 1999, and for the FYE March 31, 2000.  
There is no evidence related to the FYE March 31, 2000, and the FYE March 31, 1999 
evidence relates to the purchase and installation.   

Qualified Research Expenses 

Appellants claimed $870,762 in expenses in total for this project.   


There is only evidence that Gordon Robbins worked on this project, as all notes were 
drafted by him and all of the external correspondence relating to the pipe and fitting 
orders were addressed to him.  Appellants claimed no wages for Gordon Robbins during 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 147 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 

 

 

 
 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

the FYE March 31, 1999, or the FYE March 31, 2000. 

There is no evidence related to the FYE March 31, 2000.  There is insufficient evidence 
to support appellants’ claimed expenses.   

Response to Appellants’ Declaration 
Regarding appellants’ design of the stock supply system, simply because one cannot 
purchase a complete pipe assembly off of the shelf does not mean that there was 
qualified research involved in the purchase and assembly of those pars.  Appellants’ 
documentation is a mathematical calculation from 1996, which is outside of the years at 
issue and does not demonstrate anything other than the purchase of equipment.  In 
addition, simply “trying things” does not meet the statutory definition of qualified 
research. (Resp. June 24, 2013 Submission, p. 13.)   

Gordon Robbins made the calculations in 1996 and there is no indication of when the 
Vernon employees installed the pipe.  Moreover, an undocumented modification to an 
activity that is not qualified research does not convert the activity into qualified research. 
(Resp. June 24, 2013 Submission, p. 14.)   

Appellants speculate as to work that may have been done for this project for which there 
is no contemporaneous documentation, such that the work is unsubstantiated.  If, as 
appellants stated, most of the work related to the installation and configuration of the 
pipe, then this project is a simple purchase and installation of machinery or equipment in 
regular commercial production.  (Resp. June 24, 2013 Submission, p. 14.)   

Appellants made a speculative statement relating to the installation of pipe that may have 
occurred which is not experimentation.  This speculative activity is undocumented and 
relates to 1996. (Resp. June 24, 2013 Submission, p. 14.)   

As for trying different pressure settings to determine which gave appellants’ the best 
flow characteristics, appellants’ statement relates to quality control—to the configuration 
of newly-installed pipe and to the verification that the pipe installation was a success.  
According to the Second District in Union Carbide, this is not qualified research. Mere 
“uncertainty” is not the test that appellants must satisfy; a process of experimentation is 
the appropriate test. Also, there is no evidence to support appellants’ assertion that it 
actually engaged in a process of experimentation.  Appellants merely validated that the 
pipe installation was successful. (Resp. June 24, 2013 Submission, pp. 14-15.)   

As for the documentation that appellants submitted for design (such as mathematical 
formulas), this is all of the documentation that appellants submitted.  This documentation 
does not demonstrate that appellants met the statutory requirements or that it occurred in 
the years at issue. (Resp. June 24, 2013 Submission, p. 15.)   

As for appellants’ space and process limitations for fitting the piping into their system 
without the availability of a basement, such under Eustace does not involve qualified 
research. The Court of Appeal in Eustace stated that “Experimentation is a subset of all 
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steps taken to resolve uncertainty; otherwise searching for a place to park a car would be 
a ‘process of experimentation.’”  This is tinkering at best and is outside of the years at 
issue based upon the documentation provided.  Moreover, appellants’ statements do not 
relate to anyone other than Gordon Robbins and his wages were not claimed for the 
credit. (Resp. June 24, 2013 Submission, p. 15.)   

Project 40 - Fourth Section Driver Drive Project 
(Pabco - Vernon) 

(Oct. 28, 1999 - May 31, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) notes; (3) project correspondence; (4) timeline; and 
(5) product specifications. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2001 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.67 

Permitted Purpose & Business Component 
Vernon installed a Fourth Section Driver Drive to initiate the motor process in dryer 
section. The business component is an improved process, i.e. to improve production 
efficiency. 

Appellants’ Declaration (Bill Fraser) 
Appellants were experimenting with a type of control as part of the plan to replace the 
line shaft and the steam turbine.  Appellants were concerned about the starting torque on 
the dryers, because that equipment is heavy and full of water, to get that equipment 
rolling. Appellants were concerned that if the entire project was purchased, and then 
undersized the drives, there would be a problem.  Consequently, appellants decided to 
run an experiment with the fourth section (which is the seventh and eighth stacks).  
(Fraser Declaration, p. 37.) 

Appellants were limited by the speed of the steam turbine which needed to be replaced 
and instead use sectionalized drives which have better control (as each drive has its own 
motor) and are more efficient.  Appellants needed to test the correct size of drive for the 
dryers to get the dryers to start. Appellants installed a trial drive on the fourth section 
and performed some static torque measurements.  (Fraser Declaration, pp. 37-38.) 

Appellants encountered problems, such as: (1) integrating the equipment with appellants’ 

67 The Appeals Division notes that, in his Individual Time Survey for High-Level Management, Bill Fraser refers to this 
project as the “Force Section Driver Drive” project. 
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other systems; and (2) controlling the equipment to an appropriate speed.  Appellants’ 
testing confirmed the size of the driver needed for the starting torque.  (Fraser 
Declaration, p. 38.) 

As far as trial-and-error regarding the actual drive installed, appellants encountered 
issues with the tuning of the equipment, trying to get the equipment integrated, and, most 
significantly, trying to control the speed.  Appellants ended up installing a drive for each 
dryer section. (Fraser Declaration, p. 38.)   

As far as requiring an extraordinary amount of utilities, the biggest issue with this project 
was the fact that when appellants are trying to make paper, and the equipment keeps 
breaking, power and steam are being used but no product is being produced.  When 
looked at from the standpoint of cost per ton of paper produced, this is a huge amount.  
(Fraser Declaration, p. 39.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as the 
documentation shows the application of a mathematical formula to calculate the machine 
speed in feet per second. 

Appellants’ employee, Gordon Robbins, contacted the manufacturer of the existing 
drives to attain some information.  Once in hand, Mr. Robbins made some calculations.  
Appellants then installed the equipment and verified that the installation was a success.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is clear from the documentation that the project is a simple purchase and installation of 
equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).) 
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 150 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 
 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

evidence proving that any process of experimentation occurred.   


Starting and ending dates of the project & contemporaneous documentation that supports 

the alleged time frame
 
Appellants have drawings and a mathematical calculation for January 19, 2000.  

Appellants have no documentation for the equipment installation on May 31, 2000.  

Between the 2-day equipment installation and the shutdown of the facility, this was 6 

days in May 2000. 


Qualified Research Expenses 

Gordon Robbins was the only employee to work on the calculation in the FYE March 31, 

2000. No supplies were required to make the mathematical calculation.  Gordon 

Robbins wages were not claimed individually in the credit study for the Vernon facility, 

so appellants have no evidence relating to Mr. Robbins salary.   


Moreover, appellants claimed extraordinary utilities for this project, yet utilities in 
buildings are not qualified research because appellants have not established that the 
special character of the activity required additional extraordinary expenditures for 
utilities under Treasury Regulation 1.41-2(b)(2)(ii).   

As appellants have not proven qualified research activities, they are not entitled to claim 
expenses. Moreover, even if appellants had performed qualified research, appellants 
cannot claim utilities by virtue that their normal production operations utilize large 
amounts of natural gas or electricity.   

Appellants claimed $52,598 in natural gas and electricity related to the installation of the 
equipment.  Appellants are not entitled to claim utilities.  Moreover, appellants claimed 
$134,995 in waste paper related to Mr. Robbins drawings and mathematical calculation.  
There is no evidence to support this claim.  Relating to the 6 days in May 2000 during 
the shutdown, appellants claimed $446,844 in supplies for the equipment installation.  
This is completely unreasonable under IRC section 174(e).   

Apart from Gordon Robbins, there is no evidence to support what employees actually 
worked on this equipment purchase or evidence demonstrating that a nexus exists 
between the alleged qualified research expenses and the conduct of any actual qualified 
research activity. 

Response to Appellants’ Declaration 
In spite of appellants’ statement as to conducting experimentation, appellants have 
provided no evidence of experimentation.  The evidence which appellants did provide 
consists of correspondence between Gordon Robbins and an employee of Black 
Clawson, the manufacturer of the old drive.  This individual gave Mr. Robbins the 
machine specifications so appellants could pick out a new drive with the same power.  
Appellants then purchased a Siemens drive which met these required specifications, 
which is equipment purchased in regular commercial production.  This project is the 
simple purchase and installation of equipment in regular commercial production.  There 
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was no experimentation for this project.  (Resp. June 24, 2013 Submission, p. 41.)   

As for testing the theory relating to picking the correct size drive for the dryers, 
appellants admitted that the theory to be tested related to the “right size drive”.  As noted 
above, appellants received detailed specifications for the existing drive from Black 
Clawson. As such, there is no uncertainty here as Black Clawson eliminated the 
uncertainty by informing appellants about the specifications.  This is a standard 
mechanical design change followed by routine troubleshooting.  Appellants then 
configured a newly-installed machine.  This is what the Tax Court in Union Carbide 
disallowed (which was affirmed by the Second District) as “a simple change to a process 
followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 41.)   

As for the project confirming the tests that had been run on developing the static torque, 
appellants admitted that PCB was simply verifying that the installation of the new 
equipment was a success.  This was a standard mechanical design change followed by 
routine troubleshooting. As for appellants’ assertion that there was a lot of down time, it 
is unclear how appellants could have used extraordinary additional utilities as claimed in 
the tax credit study. Appellants claimed $52,598 in natural gas and electricity, $134,995 
in waster paper related to the installation of the Siemens drive.  Over six days in May 
2000, appellants installed and debugged the Siemens drive.  This was a 6-day period in 
May 2000, part of which was a 2-day shutdown of the plant.  During the shutdown, 
appellants claimed an incredible $446,844 in supplies and utilities for the installation of 
this equipment, which is completely unreasonable under IRC section 41.  (Resp. June 24, 
2013 Submission, p. 42.)   

As for the trial-and-error in the process, after installation, related to the tuning of the 
equipment, appellants confirmed that the activities related to simply verifying that the 
installation of the new equipment was a success.  This is standard mechanical design 
change followed by routine troubleshooting. Trial-and-error alone is not qualified 
research; it is tinkering. (Resp. June 24, 2013 Submission, p. 42.)   

As for figuring out the starting torque of the machine, this relates to machine 
specifications which is information that the manufacturer knows and for which manuals 
are readily available. (Resp. June 24, 2013 Submission, p. 43.)   

As for this project requiring an extraordinary amount of utilities, appellants are not 
entitled to claim such utilities.  The installation of the Siemens drive itself did not require 
an extraordinary amount of additional electricity—a delay does not cause appellants to 
use extraordinary additional utilities.  With respect to utilities such as natural gas and 
electricity, the Treasury Regulations do not allow for a claim for utilities as supplies.  
Instead, the Treasury Regulations contain a limited exception for extraordinary 
expenditures such that to the extent that a taxpayer can establish that the special character 
of the qualified research is so energy intensive as to require the use of the additional 
extraordinary utilities.  Here, respondent does not dispute appellants’ base-line 
production activities require additional energy. However, appellants have failed to prove 
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that (1) PCB actually consumed the utilities by operating high energy equipment in the 
conduct of qualified research, and (2) that those qualified research activities required 
extraordinary additional utilities above and beyond PCB’s base-line production activities.  
While appellants may use additional utilities in their base-line production, appellants 
have the burden to first establish the special character of qualified research activities and 
then must establish that such required extraordinary additional expenditures for utilities. 
Appellants have failed to meet this burden on both counts.  Moreover, it is clear that 
appellants’ activities primarily involved equipment installation and required that the 
utility-using machines be shut down or replaced.  When a machine is off-line, it is not 
using any utilities let alone extraordinary additional utilities.  (Resp. June 24, 2013 
Submission, pp. 43-44.)   

Project 41 - Machine Drive Improvement Project 
(Pabco - Vernon) 

(FYE 2002 - FYE 2002) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2002 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.68 

Permitted Purpose & Business Component 
Vernon redesigned and incorporated additional motors in its drying process. The 
business component is an improved process, i.e. faster drying speed. 

Appellants’ Declaration (Bill Fraser) 
Once appellants knew what had to be done in the dryers, appellants decided to install 
drives on all of the sections and get rid of the line shaft and the direct drive, all of the 
machine drives.  Where a cone pulley was driving it from the line shaft, a motor would 
be installed in place of it.  Uncertainties for this project relate to the control side of the 
equipment—being able to have good speed control between sections.  (Fraser 
Declaration, p. 39.) 

Appellants wanted to change the way feedback was given to control the speed.  
Appellants built two different kinds of systems to allow it to experiment with both and 
then pick one system.  One method is mounting an encoder to the back of the motor.  The 

68 The Appeals Division notes that the only evidence that appellants submitted for this project was the various Individual 
Time Surveys for High-Level Management executed by Bill Fraser.  
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second method is pulling the data from the motor and calculating the speed.  The motors 
have variable speed drives and appellants were changing the speed of these motors.  
Appellants’ preferred method is the use of encoders but, because encoders fail, appellants 
were not sure that this method would work.  When encoders fail, these devices can create 
other issues and problems.  (Fraser Declaration, pp. 39-40.)   

Appellants experimented by putting an encoder on one drive and then going without an 
encoder on the next drive. Appellants had uncertainty on whether the system would 
work the way that appellants hoped and whether appellants had the right size drives.  
Appellants discovered that the heavyweight grades had problems with appellants’ reel 
and that the drive was undersized.  (Fraser Declaration, p. 40.)   

The trial-and-error that appellants encountered related to the encoders and tuning the 
motors and getting the motors to the right speed.  Appellants also had some issues with 
some helper drives.  However, at the end of the project, appellants had a higher speed 
and better efficiency.  (Fraser Declaration, p. 40.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as 
appellants submitted no evidence to support this project.   

This does not meet any requirement of either IRC section 174 or IRC section 41.  

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants did not claim start and end dates but only claimed “FYE 2002”.  No evidence 
was submitted relating to the FYE March 31, 2002.   

There are no contemporaneous documents to support appellants’ claim of qualified 
research over this time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for knowing what had to be done with the dryers and deciding to then install drives 
on all of the sections, appellants’ activities relate to simply verifying that the installation 
of the new equipment was a success.  This is a standard design change followed by 
routine troubleshooting. In addition, appellants provided no documentation for this 
project. (Resp. June 24, 2013 Submission, p. 44.)   

As for the uncertainties related to the control side and good speed control between the 
sections, this statement is a reference to routine or ordinary testing; it is tinkering.  
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Appellants’ activities relate to verifying that the installation of the new machine was a 
success, which is a standard mechanical design change followed by routine 
troubleshooting. (Resp. June 24, 2013 Submission, p. 44.)   

As for the encoder that is mounted on a motor, this is a routine diagnostic and is related 
to verifying that the installation of the equipment was successful.  This is a standard 
mechanical design changed followed by routine troubleshooting. (Resp. June 24, 2013 
Submission, pp. 45.)   

As for pulling data from the motor and performing a theoretical calculation of how fast 
the motor is running, this is routine data collection which, regardless of how extensive it 
is, does not constitute a process of experimentation.  Also, it was not followed by 
meaningful analysis.  Appellants submitted no documentation related to this project, such 
that there is no evidence of this alleged data collection and there is no meaningful 
analysis to review. Appellants’ activities relate to simply verifying that the installation 
of the new equipment was a success.  This is, at best, a standard mechanical design 
change followed by routine troubleshooting.  (Resp. June 24, 2013 Submission, p. 45.)   

As for the tuning of the drives and the trial-and-error involved with the encoders, 
appellants’ activities related to simply verifying that the installation of the new 
equipment was a success, which is, at best, a standard mechanical design change 
followed by routine trouble shooting. Trial-and-error alone does not involve a process of 
experimentation; tuning, tinkering, and configuring do not qualify as qualified research.  
Moreover, appellants did not provide any documentation for this project.  (Resp. June 24, 
2013 Submission, p. 45.)   

Project 42 - Air Compressor Variable Speed Rotary Project 
(Pabco - Vernon) 

(FYE 2004 - FYE 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2004 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.69 

Permitted Purpose & Business Component 
Vernon altered the way it ran the air system in its manufacturing process.  The business 

69 The Appeals Division notes that the only evidence that appellants submitted for this project was the various Individual 
Time Surveys for High-Level Management executed by Bill Fraser.  
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component is an improved process, i.e. more efficient production. 

Appellants’ Declaration (Bill Fraser) 
Appellants had an old reciprocating-type compressor and wanted to upgrade the air 
system.  The compressor and air system are used in all areas of the plant—all of the 
valves use air, everything in appellants’ process.  A large part of the project was saving 
money—a new system could have a variable speed, enabling appellants to change the 
target air pressure setting in the system.  Appellants experimented with different pressure 
settings to find the lowest air pressure that could be effective based on the use of a large 
horse-powered piece of equipment.  (Fraser Declaration, pp. 40-41.)   

The biggest uncertainty for this project was whether appellants could get the desired 
results with the use of the lower pressures desired.  During testing, appellants found that 
air pressure would drop too much when the air showers were activated.  To address this, 
appellants installed a large capacity storage tank to have enough air capacity without 
impacting the compressor.  (Fraser Declaration, p. 41.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as 
appellants submitted no evidence to support this project.   

This does not meet any requirement of either IRC section 174 or IRC section 41.  

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants did not claim start and end dates but only claimed “FYE 2004”.  No evidence 
was submitted relating to the FYE March 31, 2004.   

There are no contemporaneous documents to support appellants’ claim of qualified 
research over this time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the compressor and the air system used at the plant, appellants confirm that 
PCB’s activities related simply to verifying that the installation of the new equipment 
was a success.  This is a standard mechanical design change followed by routine 
troubleshooting. Also, this equipment was equipment purchased in regular commercial 
production. (Resp. June 24, 2013 Submission, pp. 45-46.)   

As for the uncertainty as to whether the equipment would operate at the desired results 
with a lower air pressure, such activity is not research.  Appellants’ “experimentation” 
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was actually tuning, tinkering, or configuring the machines and such is not qualified 
research. At most, appellants’ activity is simply verifying that the installation of the new 
equipment was a success.  This is a standard mechanical design change followed by 
routine troubleshooting.  (Resp. June 24, 2013 Submission, p. 46.)   

Project 43 - Press Replacement Process 
(Pabco - Vernon) 

(FYE 2004 - FYE 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill Fraser (plant manager) (i.e., the 
Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
through March 31, 2004; (2) notes. 

The project is mentioned (1) in the Qualified Activity Narrative for the Vernon facility as 
a fiscal year ending (FYE) March 31, 2004 project and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Bill Fraser.   

Permitted Purpose & Business Component 
Vernon installed a press box in an effort to increase its production.  The business 
component is an improved process, i.e. increase to production speed. 

Appellants’ Declaration (Bill Fraser) 
As part of appellants’ goal of speeding up the process, the replacement of press was 
identified. Appellants reviewed different options based upon different technologies.  
Appellants choose a jumbo press instead of a shoe press, identifying the best fit for their 
system by giving appellants the maximum amount of water removal but imparting other 
characteristics that appellants desired (including maintenance, working with appellants’ 
products and appellants’ grade). Appellants looked at three or four presses in making 
this decision and due to appellants’ limited footprint, appellants also had to make sure 
that this equipment fit the space available.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as the 
binder is devoid of evidence related to a process of experimentation, containing only one 
sheet of notes related to the machine speed of the main press.   

Appellants purchased the equipment in Italy, had it shipped to the Vernon facility, and 
had it installed by the manufacturer and a contractor in September 2004, which is outside 
of the tax years at issue.  Appellants then claimed a credit from California for this 
purchase and installation of equipment in regular commercial production in the 
FYE March 31, 2004. 
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IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is apparent from the documentation that the project is a simple purchase and 
installation of equipment in regular commercial production.  Federal regulations prohibit 
an IRC section 174 deduction for any part of the purchase price.  (Treas. Reg. 
§ 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of labor or other 
elements involved in the construction and installation, or the cost of acquiring or 
improving the property are not deductible under IRC section 174.  (Treas. Reg. § 
1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of another 
that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants did not claim start and end dates but only claimed “FYE 2004”.  As detailed 
in the third-party documentation, the purchase and installation occurred over three, 
12-hour shifts in September 2004, which is in the FYE March 31, 2005, outside of the 
tax years at issue. 

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the change in the press section, appellants simply went shopping for a new press.  
As for admitting buyers have technology choices and making a purchase, appellants 
simply purchased equipment in regular commercial production from the manufacturer.  
The applicable Treasury Regulation prohibits an IRC section 174 deduction for any part 
of the purchase price and the cost of component materials, the cost of labor or other 
elements involved in the construction and installation, or the cost of acquiring or 
improving the property are not deductible under the statute.  This is not qualified 
research as the evidence and appellants’ declaration clearly demonstrate.  (Resp. June 24, 
2013 Submission, pp. 47-48.)   

As for the research conducted at another gypsum plant in Oklahoma, there is no evidence 
in the record of such research.  More importantly, the California credit is only available 
to qualified research that was conducted in California.  (Resp. June 24, 2013 Submission, 
p. 48.) 
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Project 44 - Pacific Pathway Project 
(Pacific Coast Companies, Inc.) 

(Aug. 24, 2000 - FYE 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) a budget tracker; (2) project kickoff notes; (3) a system testing 
memo; (4) user acceptance workshop slides; and (5) a steering committee meeting 
minutes.   

Section 2.1, Project Mission Statement, of the Project Charter defines the project as “a 
fully integrated software-based system designed to interconnect and interrelate all of 
Pacific Coast Building Products informational, operational, and business processes . . .”   

Permitted Purpose & Business Component 
Pacific Coast Companies sought to improve its internal product and project management 
systems by incorporating and implementing new systems and reporting mechanisms. The 
business component is an improved process, i.e. improving communication and thereby 
making production faster and more efficient. 

Appellants’ Declaration 
Appellants did not provide a declaration for this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as 
appellants purchased internal use software from SAP and installed the software at each of 
their sites. 

Appellants did not develop the software, appellants purchased the software designed by 
SAP, and appellants must capitalize the cost.  Appellants configured the SAP software to 
fit their business.  Mike O’Dell admits that the activity related to the software purchase 
and that the configuration was not qualified research.  Appellants stated in their project 
charter that further customizing will only take place where there is a business case to do 
so. 

It is telling that appellants submitted no evidence of any business justification requests. 

The purchase of commercially-available software does not meet the requirements of 
either the IRC section 174 deduction or the more demanding requirements of the 
IRC section 41 credit. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   
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As software has a useful life of more than one year, a software purchase is treated the 
same as any other equipment purchase in regular commercial production.  Federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such a purchase is depreciation over the useful life of the 
equipment and the equipment is not eligible for the research deduction under IRC section 
174. 

Modifications to commercially-available software must not only meet the requirements 
of the four-part test of IRC section 41(d)(1), but such internal use software is excluded 
under IRC section 41(d)(4)(E) unless the activity also meets the high threshold of 
innovation test. 

Internal use software requires:  (1) the software to be innovative (i.e., unique or novel 
and is intended to differ in significant and inventive ways from prior software 
implementations or methods); (2) the development of the software must involve 
significant economic risk in that the taxpayer commits substantial resources to the 
development and there is substantial uncertainty because of the technical risk, that such 
resources would be recovered within a reasonable period; and (3) the software is not 
commercially available for use by the taxpayer in that the software cannot be purchased, 
leased, or licensed and used for the intended purpose without modifications that would 
satisfy innovative and economic risk requirements.   

Appellants fail all three prongs of the high threshold of innovation test.  Since appellants 
purchased the commercially-available SAP software from a vendor, it is not eligible for 
the research credit.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants rolled out the software at their corporate headquarters in February/March 
2001. Even if there was some experimentation, which there was not, any software 
installation after this point was after commercial production and is an adaptation of an 
existing business component.   

Qualified Research Expenses 
Appellants claimed $2,362,041 in expenses in total for this project over the course of the 
FYE March 31, 2001, the FYE March 31, 2002, the FYE March 31, 2003, and the FYE 
March 31, 2004. As the rollout occurred in the FYE March 31, 2001, all of the future 
years are beyond the scope of this project.  As the activity in the FYE March 31, 2001, 
does not meet the requirements as a qualified research activity, appellants are not entitled 
to the claimed credit.   
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Project 45 - Conversion to Semi-Automatic Five-Block Machine 
(Basalite - Dixon) 

(July 22, 1999 - Oct. 27, 1999) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Brad McNear (plant manager) (i.e., 
the Individual Time Survey for High-Level Management) for the FYEs March 31, 1999, 
and March 31, 2000; (2) the executive summary of Fritz Anthes (manufacturing projects 
manager) (i.e., the Individual Time Survey for High-Level Management) for the FYE 
March 31, 2000; and (3) project memos.   

The project is mentioned in the Individual Time Survey for High-Level Management of 
plant manager, Brad McNear, and in the Individual Time Survey for High 
Level-Management of manufacturing projects manager, Fritz Anthes.70 

Permitted Purpose & Business Component 
Basalite-Dixon undertook a project to convert its three-block machine to a 
semi-automatic five-block machine as part of its ongoing plant expansion.  The purpose 
of the plant expansion was to increase quality and productivity of the manufacturing line. 

Appellants’ Declaration 
Appellants had to reconfigure the plant to go from a three-at-a-time machine to a five-at
a-time machine because of the machine’s larger size.  This was a highly-engineered 
project in which appellants worked with a machine manufacturer and their engineering 
department on the plant layout because of the space issue. Because appellants did not 
know whether the machine would fit into the space brought a level of uncertainty to the 
project. (Puskas Declaration, p. 29.) 

Also, because there would be more output from this machine everything needed to 
function almost twice as fast as it did before.  In addition, once product was brought off 
of the machine, it still needed to go to the single wrapping station at the plant.  So, the 
trick was bringing two lines into one.  (Puskas Declaration, p. 29.) 

Numerous engineering layouts were developed and many staff and multiple vendors 
were involved with the project. Appellants needed to bring the machine back to a control 
system because it needed to run in sequence with the other machine with the kiln, 
unloaded out of the kiln, through the palletizing process, and the splitting line, and, if 
necessary, the cubing line, and then to the wrapper.  All of this equipment was 
manufactured by different vendors which required coordination so that all of the 
equipment fits and works together or lines up.  There was fabrication that was required, 
but that did not come with instructions.  (Puskas Declaration, pp. 29-30.) 

70 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 161 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as this is 
the purchase and installation of equipment in regular commercial production.   

Appellants did not contemplate “research” for the turnkey purchase and installation of 
equipment in regular commercial production.  Appellants’ memos refer to the equipment 
purchases as capital expenditures, an indication that the equipment purchased has a 
useful life of more than one year.  Appellants do not bear the risk for a product that is not 
their own and is in regular commercial production, nor does “turnkey installation” 
involve deductible research expenditures. Simply selecting between two different pieces 
of equipment in regular commercial production is not research.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is apparent that this project is a simple purchase and installation of equipment in 
regular commercial production.  Federal regulations prohibit an IRC section 
174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).) 
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
There are no contemporaneous documents to support appellants’ claim of qualified 
research over this time frame.   

Qualified Research Expenses 
Appellants claimed $166,994 in expenses in total for this project over the course of the 
FYE March 31, 1999 and the FYE March 31, 2000. The evidence does not indicate any 
activity in the FYE March 31, 1999. Appellants’ evidence indicates that the 
manufacturer’s investment credit, relating to this project, was taken in the FYE March 
31, 2003. 

There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
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research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
Appellants admit that this project involved the purchase of the Besser Super Pac 
machine.  When choosing among available machines, Brad McNear stated in his 
executive summary that “We put a significant amount of effort into researching machine 
alternatives in order to select the equipment that best suited our needs.”  According to the 
documentation submitted, “Phase 1.  To put a 5 at a time machine in Dixon” and “We 
can turnkey the installation in approximately 4 weeks.”  A “turnkey” installation does not 
involve qualified research. In addition, according to the Declaration of Brad McNear: 
“Basalite then purchased a new Besser V-5 Block machine to increase its production 
capabilities for concrete blocks.” As such, this project was no more than the “turnkey” 
purchase and installation of commercially-available machinery, followed by the 
verification that the installation was a success.  This is what the Tax Court in 
Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 151.)   

As for the uncertainty and the reconfiguration of the facility that appellants faced in 
finding space for this machinery, finding a spot for equipment or moving equipment 
around is not qualified research.  In addition, the purchasing and making a “turnkey” 
installation is not qualified research, it is tinkering at best. It is routine or ordinary 
testing or inspection for quality control that occurs after commercial production.  (Resp. 
June 24, 2013 Submission, p. 152.)   

As for appellants being responsible for interfacing the equipment that was purchased for 
different vendors (i.e., Besser and Columbia), appellants provided no evidence that such 
interfacing involved anything apart from the turnkey installation of the commercially-
available machinery, followed by the verification that the installation was a success.  
Appellants have provided no evidence that any of this required qualified research.  This 
is a standard mechanical design change followed by routine troubleshooting; appellants 
configured their newly-installed machines.  This is what the Tax Court in Union Carbide 
disallowed (which the Court of the Appeal affirmed) as “a simple change to a process 
followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, pp. 152-153.)   

Appellants describe purchasing components from different vendors, being given 
drawings, and making sure that all of the components fit, even when two points do not 
necessarily line up. This is not a process of experimentation.  The Court of Appeals 
stated in Eustace that “Experimentation is a subset of all steps taken to resolve 
uncertainty; otherwise searching for a place to park a car would be a ‘process of 
experimentation.’”  In addition, finding a spot to fit equipment and moving equipment 
around is not qualified research.  In addition, purchasing and making a “turnkey” 
installation is not qualified research; it is tinkering.  It is routine or ordinary testing or 
inspection for quality control that occurs after commercial production.  This is what the 
Tax Court in Union Carbide disallowed (which the Court of the Appeal affirmed) as “a 
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simple change to a process followed by verification that the change would work is not a 
process of experimentation.”  (Resp. June 24, 2013 Submission, pp. 153-155.)   

Project 46 - Re-Engineering of Handling Systems 
(Basalite - Tracy) 

(Nov. 4, 2003 - Feb. 17, 2006) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted:  (1) the executive summary of Dale Puskas (vice president of 
manufacturing) (i.e., the Individual Time Survey for High-Level Management) for the 
FYEs March 31, 1999, March 31, 2000, March 31, 2001, March 31, 2002, and March 31, 
2004; (2) the executive summary of Scott Weber (president) (i.e., the Individual Time 
Survey for High-Level Management) for the FYEs March 31, 1999, March 31, 2000, 
March 31, 2001, and March 31, 2004; (3) the executive summary of Fritz Anthes 
(manufacturing projects manager) (i.e., the Individual Time Survey for High-Level 
Management) for the FYEs March 31, 2001, March 31, 2002, and March 31, 2004; 
(4) an AFE; and (5) a drawing. 

The project is mentioned in (1) the Individual Time Survey for High-Level Management 
of vice president of manufacturing, Dale Puskas; (2) the Individual Time Survey for 
High-Level Management of president, Scott Weber; and (3) the Individual Time Survey 
for High-Level Management of manufacturing projects manager, Fritz Anthes.71 

Permitted Purpose & Business Component 
Basalite Tracy re-engineered the handling systems (i.e. installed innovative product 
clamps) to increase production. The business component is an improved process, i.e. 
increased production of product. 

Appellants’ Declaration 
In the manufacture of dry cast concrete products, a pallet is underneath the product 
during the manufacturing process. The product is removed from the pallet after the 
curing process and placed onto a wooden shipping pallet.  In this instance, interlocked 
pavers would be clamped on all fours sides, picked up, and moved over open space to the 
second pallet. The next layer of pavers would be rotated 90 degrees to crisscross the 
layer below. At times, when grabbing and picking up the layers of pavers, a paver would 
get loose and drop and essentially the whole group of pavers would be lost.  (Puskas 
Declaration, p. 15.) 

The uncertainty here was finding the correct type of clamp to work.  Various attempts 
still resulted in failures. Appellants then moved the handling system from one conveyor 
to another. Appellants discovered that the clamps were supposed to hang from a 

71 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Tracy facility.  
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cantilevered arm, such that the solution had nothing to do with the clamping media used.  
Instead, appellants had to modify their whole process, work in conjunction with the 
machine manufacturer to come up with a design.  (Puskas Declaration, p. 16.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as this is 
the purchase and installation of equipment in regular commercial production.   

The AFE relates to “replacing the current handling equipment”, “installation of a new 
cuber”, and “replacing the existing cuber”. There is no indication of research or 
experimentation.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is apparent that this project involves the simple purchase and installation of equipment 
in regular commercial production. Federal regulations prohibit an IRC section 174 
deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  Moreover, 
the cost of component materials, the cost of labor or other elements involved in the 
construction and installation, or the cost of acquiring or improving the property are not 
deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does not 
bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants’ alleged end date is based on a third-party drawing from a company in 
Germany.  There is no indication of a qualified activity related to this out-of-tax year, 
outside of California, third-party drawing. 

There is insufficient evidence to support appellants’ claim of qualified research over this 
alleged time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   
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Response to Appellants’ Declaration 
As for the uncertainty of the project as clamps commercially available on the market did 
not work, the evidence that appellants submitted demonstrates that this project involved 
the purchase and installation of equipment in regular commercial production 
(e.g., “replacing the current handling equipment”; “installation of a new cuber”; and, 
“replacing the existing cuber”). Uncertainty alone is not the test, as appellants must 
prove that substantially all of the activities engaged in involved a process of 
experimentation.  The uncertainties that appellants describe do not rise to the type of 
scientific-method-style experiments required by statute.  The testing of clamps is 
excluded as routine or ordinary testing or inspection for quality control that occurs after 
commercial production. This is what the Tax Court in Union Carbide disallowed (which 
the Court of the Appeal affirmed) as “a simple change to a process followed by 
verification that the change would work is not a process of experimentation.”  (Resp. 
June 24, 2013 Submission, pp. 133-134.)   

Appellants state that they worked in conjunction with the machine manufacturer on the 
design and that the manufacturer ultimately came up with the design.  As such, this was 
the purchase and installation of equipment in regular commercial production and is not 
qualified research. Appellants produced no evidence that they worked in conjunction 
with the machine manufacturer and there is no specific contract for this alleged research.  
(Resp. June 24, 2013 Submission, p. 135.)   

Appellants reference a drawing in the binder of a herringbone pattern for a paver.  This 
drawing was provided by the equipment manufacturer, a German company.  The drawing 
does not indicate that a process of experimentation occurred in California or in 
Germany—it is just a drawing.  (Resp. June 24, 2013 Submission, p. 135.)   

Project 47 - Implementation of Computer-Based System to Track R&D 
(Basalite - Dixon) 

(FYE 1999 - FYE 1999) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Dale Puskas (vice president of 
manufacturing) (i.e., the Individual Time Survey for High-Level Management) for the 
FYE March 31, 1999; and (2) the executive summary of Terry Harold (corporate 
technical manager) (i.e., the Individual Time Survey for High-Level Management) for 
the FYE March 31, 2004. 

The project is mentioned in the Individual Time Survey for High-Level Management, for 
the FYE March 31, 1999, of vice president of manufacturing, Dale Puskas.72 

72 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   
The Appeals Division also notes that the only evidence that appellants submitted for this project was an Individual Time 
Survey for High-Level Management executed by Dale Puskas and an Individual Time Survey for High-Level Management 
executed by Terry Harold. 
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Permitted Purpose & Business Component 
Basalite Dixon implemented a computer-based system to document and track the plant’s 
test plans and test results.  This business component is an improved process, i.e. 
increased the time efficiently of the aggregate formulation process. 

Appellants’ Declaration (Dale Puskas) 
Prior to this project, all records were kept manually.  This project was implemented to 
document and track the plant’s testing and results and to assist in product development 
and mix design changes.  This improved the time efficiency of appellants’ product 
development process, as the computer-based system gives appellants data on virtually 
everything that appellants do. So, data is documented for easy reference and allows 
appellants to see trends in things to make changes later.  (Puskas Declaration, p. 37.)   

The base program was expanded to include testing standards and formats for a wide 
range of products. As appellants added products, those products would have to be added 
to the software.  Regarding uncertainty, appellants had no idea whether the relatively 
simple program could be expanded to all of their product line and to interface with a 
customized program, which required a lot of debugging.  When products were added to 
the computer system there was test iteration related to the change in programming.  
Appellants had to see if the desired results occurred and things were formatted in the 
ways expected. (Puskas Declaration, p. 38.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as this 
appears to be the purchase of commercially-produced software (i.e., the purchase of an 
existing software program).   

The purchase of commercially-available software does not meet the requirements of 
either the IRC section 174 deduction or the IRC section 41 credit.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

As software has a useful life of more than one year, a software purchase is treated the 
same as any other equipment purchase in regular commercial production.  Federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   
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The proper treatment of such a purchase is depreciation over the useful life of the 
equipment and the equipment is not eligible for the research deduction under IRC section 
174. 

Modifications to commercially-available software must not only meet the requirements 
of the four-part test of IRC section 41(d)(1), but such internal use software is excluded 
under IRC section 41(d)(4)(E) unless the activity also meets the high threshold of 
innovation test. 

Internal use software requires: (1) the software to be innovative (i.e., unique or novel and 
is intended to differ in significant and inventive ways from prior software 
implementations or methods); (2) the development of the software must involve 
significant economic risk in that the taxpayer commits substantial resources to the 
development and there is substantial uncertainty because of the technical risk, that such 
resources would be recovered within a reasonable period; and (3) the software is not 
commercially available for use by the taxpayer in that the software cannot be purchased, 
leased, or licensed and used for the intended purpose without modifications that would 
satisfy innovative and economic risk requirements.   

There is absolutely nothing with respect to research or experimentation within the 
submitted documentation.  Appellants’ documentation is not good enough; a reference on 
one line of one page does not substantiate that the software purchase involved a qualified 
activity.   

Since appellants purchased the commercially-available software from a vendor, it does 
not meet the high threshold of innovation test and is not eligible for the research credit.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claimed a start and end date in the “FYE 1999”, yet appellants also claimed 
expenses in the FYE March 31, 2000. 

There are no contemporaneous documents to support either version of appellants’ claim 
of qualified research. 

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
Appellants state that, prior to this project, all records were kept manually.  Appellants 
also state that a computer-based system was implemented to document and track the 
plant’s testing and results and to assist in product development and mix design changes.  
Here, appellants submitted a document with one line stating “Computer software was 
developed by the technical staff that improved our ability to design mixes for the dry cast 
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products.” Appellants’ statement and this single line are insufficient to prove that 
appellants engaged in qualified research activities or that appellants avoided the 
exclusion from the credit for internal use software (i.e., the high threshold of innovation 
test of IRC section 41(d)(4)(E)). Internal use software requires (1) the software to be 
innovative; (2) the development of the software must involve significant economic risk; 
and (3) the software must not be commercially available for use by the taxpayer.  (Resp. 
June 24, 2013 Submission, p. 162.)   

As for the base program that appellants worked with a programmer to expand, appellants 
did not address the LabCon/TechCon software that appellants purchased from the 
Sudden Logic Group. Appellants’ statement is insufficient to prove that appellants 
(1) engaged in qualified research activities or (2) avoided the exclusion from the credit 
for internal software. (Resp. June 24, 2013 Submission, p. 163.)   

As for uncertainty and it taking a number of years for the programmer to incorporate all 
of appellants’ product line into the software, appellants are describing the configuration 
of a commercially-available internal use software program.  In addition, debugging 
product flaws is a typical example of an activity that is conducted after commercial 
production under Treasury Regulation section 1.41-4(c)(2)(ii)(F).  (Resp. June 24, 2013 
Submission, p. 163.)   

Project 48 - Development of Adapter/Spacer in Block Cubing Process 
(Basalite - Dixon) 

(Feb. 7, 2000 - Feb. 15, 2001) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Scott Weber (president) (i.e., the 
Individual Time Survey for High-Level Management) for the FYE March 31, 2000; and 
(2) project specifications and budget. 

The project is mentioned in the Individual Time Survey for High-Level Management of 
president, Scott Weber.73 

Permitted Purpose & Business Component 
Basalite-Dixon developed an adapter/spacer to be used in the block cubing process. By 
modifying the existing equipment to eliminate the spaces between the block, Basalite-
Dixon was able to eliminate the time spent manipulating the blocks manually and avoid 
broken product on the production line. The business component is an improved process, 
i.e. increased production of product. 

73 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   
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Appellants’ Declaration (Dale Puskas) 
This is the adaptor spacer in the block cubing process.  This is unique to California 
production because, for seismic purposes, appellants produce H block with is open at 
both ends. To palletize this block without getting a great deal of breakage, appellants 
needed to stack the blocks in a layer by interfacing the ends of the blocks inside of each 
other to give enough mass so the next layer can be put on top without breaking the legs 
off. This was previously done manually.  (Puskas Declaration, p. 31.) 

To solve this problem, appellants created a hydraulic cylinder to offset the blocks, 
creating the interface pattern.  When once layer is completed, the equipment needs to 
index back, which appellants accomplished through a series of prox switches with the 
electronics. The process of experimentation came in the installation process.  This also 
interfered with other parts of the manufacturing process, such that modifications in other 
parts of the manufacturing process were necessary.  In addition, programming needed to 
be changed so the face of the block didn’t get scraped as well.  (Puskas Declaration, 
pp. 31-32.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as this is 
the purchase and installation of equipment in regular commercial production.   

Nothing within the documents submitted indicates a process of experimentation. 
Appellants provided an electrical panel map, a budget sheet, and a purchase invoice, 
none of which are research related. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is apparent that this project involves the simple purchase and installation of equipment 
in regular commercial production. Federal regulations prohibit an IRC section 174 
deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  Moreover, 
the cost of component materials, the cost of labor or other elements involved in the 
construction and installation, or the cost of acquiring or improving the property are not 
deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does not 
bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 
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Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The dates from the documents submitted do not support anything other than a purchase 
and installation of equipment.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for appellants creating a stop, with a hydraulic cylinder, that offsets the blocks, the 
documentation that appellants submitted demonstrates that appellants made an 
equipment purchase from Vena Machinery.  Appellants did not submit any evidence that 
they engaged in a process of experimentation or engaged in qualified research activities.  
(Resp. June 24, 2013 Submission, p. 155.)   

As for appellants’ comparison of their work on this project to Trinity, that court held that 
selecting from among cafeteria-style mix and match of available commercial options was 
not qualified research. Appellants have provided no documentation which demonstrates 
that they put the hydraulic cylinders, prox switches, and steel together in such a way that 
it would constitute a process of experimentation.  Appellants’ documentation related to 
an equipment purchase.  Appellants did not submit evidence that they were engaged in a 
process of experimentation or engaged in qualified research activities.  (Resp. June 24, 
2013 Submission, p. 155.)   

As for the process of experimentation coming in the installation process, appellants 
describe putting the equipment in place.  Installation does not involve a process of 
experimentation.  The Court of Appeals stated in Eustace that “Experimentation is a 
subset of all steps taken to resolve uncertainty; otherwise searching for a place to park a 
car would be a ‘process of experimentation.’”  (Resp. June 24, 2013 Submission, pp. 
155-156.) 

Project 49 - Installation of Tumbling Lines 
(Basalite - Tracy; Basalite - Dixon) 

(Dec. 6, 1999 - May 25, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Fritz Anthes (manufacturing 
projects manager) (i.e., the Individual Time Survey for High-Level Management) for the 
FYE March 31, 2001; (2) the executive summary of Dale Puskas (vice president of 
manufacturing) (i.e., the Individual Time Survey for High-Level Management) for the 
FYE March 31, 2001; (3) project correspondence; (4) an AFE; (5) proposals; and (6) 
notes/drawings. 
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The project is mentioned (1) in the Individual Time Survey for High-Level Management 
of manufacturing projects manager, Fritz Anthes, and (2) in the Individual Time Survey 
for High-Level Management of vice president of manufacturing, Dale Puskas.74 

Permitted Purpose & Business Component 
Basalite-Dixon and Basalite-Tracy installed tumbling lines to their production process. 
This allowed the plants to roughen the edges of the cement blocks, which allowed the 
blocks to be used in more demanding landscape applications. The business component is 
an improved product, i.e. blocks with rough edges. 

Appellants’ Declaration 
The tumbling lines were installed as part of the production process.  The purpose of a 
tumbling line is to take good concrete block and to make a tumble stone product.  Blocks 
are put into a large cylinder that is at an angle and turned on top of each other to tumble 
and to chip the edges off. (Puskas Declaration, p. 39.) 

The process is highly variable as the strength of the product has to be balanced along 
with the amount of energy that is used to tumble the drum and the angle of the drum.  
There was a lot of trial-and-error.  The flatter the drum, the faster you turn it and the 
more the blocks get beat up. The more that you angle the drum and the faster that you 
turn the drum, the process is slowed down the blocks get less chipped.  Also, appellants 
had to determine how long to let the material sit in the yard before subjecting it to this 
process and whether it needs to sit in the yard longer during the winter.  (Puskas 
Declaration, p. 40.) 

This is process improvement as appellants purchased a relatively complete system for the 
Dixon facility but it still took a while to learn how to run it and to set up the various 
controls and speeds of the equipment.  At the Tracy facility, however, appellants used 
various components to make the tumbling equipment.  Appellants had to change the liner 
in the Dixon machine to lessen the amount of breakage.  Appellants found that a 
relatively hard liner is better than a soft liner so as to protect the material from the drum 
itself so the material just rolls on itself.  (Puskas Declaration, pp. 40-41.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as this is 
the purchase and installation of equipment.  There is no documentation involving 
research or experimentation, only documentation regarding the purchase of equipment 
from a third-party vendor.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 

74 The Appeals Division notes that this project is not mentioned in either the Qualified Activity Narrative for the Tracy 28 
facility or in the Qualified Activity Narrative for the Dixon facility.   
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may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is apparent that this project involves the simple purchase and installation of equipment 
in regular commercial production. Federal regulations prohibit an IRC section 174 
deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  Moreover, 
the cost of component materials, the cost of labor or other elements involved in the 
construction and installation, or the cost of acquiring or improving the property are not 
deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does not 
bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
There is no differentiation between the Dixon and Tracy versions of these projects.  
Appellants only submitted documents for the purchase and installation at the Dixon 
facility.   

The start date refers to the Dixon facility and the end date refers to the Tracy facility.  
There is no evidence to support appellants’ timeline.   

Qualified Research Expenses 
The AFE for the Tracy facility installation claimed a total price of $107,230.  Appellants 
claimed total costs of $644,445.   

There is no evidence to support what employees actually worked on this machine 

purchase or evidence demonstrating that a nexus exists between the alleged qualified 

research expenses and the conduct of any actual qualified research activity.   


Response to Appellants’ Declaration 

According to the documents submitted, appellants purchased and installed equipment 

(tumbling lines) in regular commercial production.  (Resp. June 24, 2013 Submission, p. 

164.) 


As for the trial-and-error involved in determining the strength and the cure rate of the 
material and the correct angle of the drum for tumbling, appellants are referring to the 
configuration of the equipment and the aging material.  This is routine or ordinary testing 
or inspection for quality control that occurs after commercial production.  This is what 
the Tax Court in Union Carbide disallowed (which the Court of the Appeal affirmed) as 
“a simple change to a process followed by verification that the change would work is not 
a process of experimentation.”  (Resp. June 24, 2013 Submission, p. 165.)   
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As for the time in which appellants were learning how to use the equipment, this is 
configuration. This is what the Tax Court in Union Carbide disallowed (which the Court 
of the Appeal affirmed) as “a simple change to a process followed by verification that the 
change would work is not a process of experimentation.”  (Resp. June 24, 2013 
Submission, p. 166.)   

As for the various components that appellants put together for use at the Tracy facility, 
appellants state that they followed the design of the tumbler at the Dixon facility, based 
upon a physical inspection of that tumbler.  This is specifically excluded under IRC 
section 41(d)(4)(C) as the duplication of an existing business component based on plans 
or a physical inspection. (Resp. June 24, 2013 Submission, p. 166.)   

Project 50 - Block Blowdown Device 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Bill McNear (plant manager) (i.e., 
the Individual Time Survey for High-Level Management) for the FYE March 31, 2001; 
(2) the executive summary of Scott Weber (president) (i.e., the Individual Time Survey 
for High-Level Management) for the FYE March 31, 2001; and (3) plant expansion 
memos. 

The project is mentioned (1) in the Individual Time Survey for High-Level Management 
of plant manager, Brad McNear, and (2) in the Individual Time Survey for High-Level 
Management of president, Scott Weber.75 

Permitted Purpose & Business Component 
Basalite-Dixon installed a Block Blowdown Device that produced a concentrated stream 
of air to blow the debris from the product prior to firing the brick. This project removed 
loose aggregates from the block and prevented the block edges from becoming rough and 
misshapen. The business component is an improved process, i.e. increased production of 
brick. 

Appellants’ Declaration (Dale Puskas) 
This project is a process in which a series of tubes, spread across the exit area of the 
machine, to blow debris off of the top of the block so the block did not have irregular 
edges, occurring right after the block is formed.  Appellants tried an air knife, but that 
did not work. It is actually a series of air tubes that are flexible and pointed in certain 
areas where debris builds up and it blows the debris off of the top of the block and 
smoothes off the edges.   

75 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   
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The project improved production as it reduced the scrap.  Appellants have attempted 
other methods to resolve this problem that have been unsuccessful.  Now, the operator 
can set up the direction of the tubes depending upon the production run, flexing the tubes 
where it needs to go. A lot of experimentation went on in order to direct a strong enough 
stream of air to knock off the debris but not so strong as to damage the block and to 
direct the air in the areas that needed to be cleaned.  Appellants created a pipe, drilled 
holes, added some fittings to attach to the pipe and put some flex tubes on it.  (Puskas 
Declaration, pp. 32-33.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
evidence demonstrates the purchase and installation of equipment in regular commercial 
production.76 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is apparent that this project involves the simple purchase and installation of equipment 
in regular commercial production. Federal regulations prohibit an IRC section 174 
deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  Moreover, 
the cost of component materials, the cost of labor or other elements involved in the 
construction and installation, or the cost of acquiring or improving the property are not 
deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does not 
bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Perhaps appellants’ equipment installation began around the time of the start and end 
dates, but there is no contemporaneous evidence of research or experimentation to 
support this alleged time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 

76 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 28 
support of projects 32, 33, 51, 52, 53, 62, and 64. 
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purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
The evidence that appellants submitted for this project is the same documentation as was 
provided for projects 32, 33, 51, 52, 53, 62, and 64.  This documentation indicates that 
appellants simply purchased and installed equipment in regular commercial production 
from the manufacturer, which does not qualify as research under IRC section 174 or 
IRC section 41. (Resp. June 24, 2013 Submission, p. 156.)   

As for the set up during the production run, based upon the configuration of the product, 
the configuration of equipment is not qualified research.  It is an activity that occurs 
during a production run, which occurs after commercial production.  (Resp. June 24, 
2013 Submission, p. 156.)   

As for the experimentation that took place to direct a strong enough stream of air, 
appellants did not submit any documentation that demonstrated that a process of 
experimentation occurred with respect to this purchase and installation of equipment.  
Moreover, the experimentation that appellants describe appears to be configuration.  This 
is no more than routine or ordinary testing or inspection for quality control; it is 
tinkering. It is not qualified research.  (Resp. June 24, 2013 Submission, pp. 156-157.)   

As for creating a pipe, drilling holes, and adding fittings and flex tubes, this activity is 
tinkering, nothing more.  It is not qualified research and appellants have provided no 
documentation to prove otherwise.  (Resp. June 24, 2013 Submission, p. 157.)   

Project 51 - Automation of Sacking System 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Scott Weber (president) (i.e., the 
Individual Time Survey for High-Level Management) for the FYE March 31, 2001; and 
(2) plant expansion memos.   

The project is mentioned in the Individual Time Survey for High-Level Management of 
president, Scott Weber.77 

Permitted Purpose & Business Component 
Basalite-Dixon installed an automated sacking system, which included a scale, metering 
scale, and speed control. This project eliminated the need for a forklift driver and 

77 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   
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decreased manufacturing time.  The business component is an improved process, i.e. 
increased production of product. 

Appellants’ Declaration (Dale Puskas) 
This is the same concept as the supersack project in Tracy.  The difference is the 
componentry, but the product is the same end result.  The real uncertainty is the different 
components that are coming together and fitting all of the components into a different 
facility with different control systems.  (Puskas Declaration, p. 41.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
evidence demonstrates the purchase and installation of equipment in regular commercial 
production.78  The equipment, once installed, was ready for immediate use.  No research 
occurred. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is apparent that this project involves the simple purchase and installation of equipment 
in regular commercial production. Federal regulations prohibit an IRC section 174 
deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  Moreover, 
the cost of component materials, the cost of labor or other elements involved in the 
construction and installation, or the cost of acquiring or improving the property are not 
deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does not 
bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Perhaps appellants’ equipment installation began around the time of the start and end 
dates, but there is no contemporaneous evidence of research or experimentation to 
support this alleged time frame.   

78 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 28 
support of projects 32, 33, 50, 52, 53, 62, and 64. 
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Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 

As for the uncertainty that appellants faced in putting together different components, this 

was the configuration of equipment in regular commercial production.  Based upon the 

documentation submitted, various third-part manufacturers (Besser, Lantech, Columbia, 

and Cure-Pak) provided appellants with “turnkey installation” of their equipment that, 

once installed, was ready for immediate use.  Moreover, mere uncertainty is not the test
 
that appellants must satisfy to claim the credit, a process of experimentation is.  (Resp. 

June 24, 2013 Submission, p. 167.)   


Project 52 - Installation of Conveyor System 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Fritz Anthes (manufacturing 
projects manager) (i.e., the Individual Time Survey for High-Level Management) for the 
FYE March 31, 2002; (2) the executive summary of Brad McNear (plant manager) 
(i.e., the Individual Time Survey for High-Level Management) for the FYE March 31, 
2002; (3) the executive summary of Scott Weber (president) (i.e., the Individual Time 
Survey for High-Level Management) for the FYE March 31, 2002; and (4) plant 
expansion memos.   

The project is mentioned (1) in the Individual Time Survey for High-Level Management 
of manufacturing projects manager, Fritz Anthes, and (2) in the Individual Time Survey 
for High-Level Management of plant manager, Brad McNear, and (3) in the Individual 
Time Survey for High-Level Management of president, Scott Weber.79 

Permitted Purpose & Business Component 
Basalite-Dixon installed a conveying system to transport fallen waste fragments from the 
plant floor back up through the manufacturing process.  The fragments are then collected 
and ground up for re-use in the manufacturing process.  The business component is an 
improved process, i.e. increased production of product. 

Appellants’ Declaration (Puskas Declaration) 
The conveyor system is there to catch material throughout appellants’ entire process for 
debris that comes off of the manufacturing processor later during the splitting process.  

79 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   
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All of this feeds into the same conveyor system that ultimately goes to the dump bin.  All 
of this occurs underneath the line, as it is actually in the floor.  When the concrete was 
formed, a consistent trench was formed all through the line and a conveyor was inserted 
into that trench. (Puskas Declaration, p. 41.)   

The concept of putting a conveyor in a trench was brand new, an approach that no one 
else was using. The uncertainty faced with this project was how to accomplish 
appellants’ goal, as appellants ended up with two redesigns.  The conveyor was fine but 
appellants did not allow or design for being able to clean out from behind the conveyor 
which, when material went behind the conveyor, led to a lot of jamming.  Appellants’ 
first solution was to put scrapers in to direct debris to the center of the conveyor and to 
maybe bring the sides up more.  This did not work, as it was still a maintenance issue.  
Appellants pulled the conveyor belt out and went with a drag chain conveyor which was 
a different design and was a little bit more reliable.  Appellants purchased conveyor parts 
for the project and then built the conveyor.  (Puskas Declaration, p. 42.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
evidence demonstrates the purchase and installation of equipment in regular commercial 
production.80  Appellants submitted no evidence of research or experimentation.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It appears, from the limited evidence, that this is the simple purchase and installation of 
equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

80 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 
support of projects 32, 33, 50, 51, 53, 62, and 64. 
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Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Perhaps appellants’ equipment installation began around the time of the start and end 
dates, but there is no contemporaneous evidence of research or experimentation to 
support this alleged time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
The evidence that appellants submitted for this project is the same documentation as was 
provided for projects 32, 33, 50, 51, 52, 53, 63, and 64. This documentation indicates 
that appellants simply purchased and installed equipment in regular commercial 
production from the manufacturer, which does not qualify as research under IRC section 
174 or IRC section 41. (Resp. June 24, 2013 Submission, p. 167.)   

As for respondent not asking appellants any project-specific questions during the plant 
tours, such is irrelevant to appellants’ recordkeeping burden.  The burden of proof is 
expressly upon the taxpayer and it is appellants’ burden to prove an entitlement to the 
R&D credit. (Resp. June 24, 2013 Submission, pp. 167-168.)   

As for the uncertainty that appellants faced with the conveyor, mere uncertainty is not the 
test that appellants must satisfy, a process of experimentation is.  Here, appellants have 
not provided any evidence to support an identification of one or more alternatives; they 
have not identified one or more alternatives; they have not identified a process for 
evaluating alternatives by identifying and testing a hypothesis; and, appellants have 
provided no meaningful analysis of their results.  Moreover, appellants have not 
demonstrated that they engaged in a process of experimentation.  Finally, the 
documentation that appellants submitted involved the purchase and installation of 
equipment in regular commercial production.  (Resp. June 24, 2013 Submission, p. 169.)  

Project 53 - Installation of Test Ovens 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Brad McNear (plant manager) 
(i.e., the Individual Time Survey for High-Level Management) for the FYE March 31, 
2002; and (2) plant expansion memos. 
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The project is mentioned in the Individual Time Survey for High-Level Management of  
plant manager, Brad McNear.81 

Permitted Purpose & Business Component 
Basalite-Dixon designed, constructed, and installed three test ovens to be used in the 
drying materials. The business component is an improved process, i.e. increase of 
efficiency of the manufacturing process. 

Appellants’ Declaration (Dale Puskas) 
Appellants need large ovens to test their products.  The ovens that were commercially 
available were either too small or not strong enough for appellants’ large and/or heavy 
products. (Puskas Declaration, p. 38.) 

Appellants asked their maintenance department to design and build an oven.  The 
employees took the dimension of appellants’ products and built a prototype.  Appellants 
found that the oven was inadequate due to electrical issues.  The next oven built was 
built more robustly but was still not strong enough.  The structure of the steel was beefed 
up, insulation was added, and modifications were made to the electrical system.  This 
version worked and was tested for a period of time.  Once it was determined that this 
oven was adequate, a second oven replicating the first was built.  (Puskas Declaration, p. 
39.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as there is 
no mention in the documentation to anything related to “test ovens”.  If the “test ovens” 
refers to the installation of the ovens in the quality control labs or to the “kiln additions”, 
then this is clearly not eligible as a deduction under IRC section 174.  The documents 
submitted indicate that this is a concrete slab and masonry work.82 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It appears, from the limited evidence, that this is the simple purchase and installation of 
equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  
Moreover, the cost of component materials, the cost of labor or other elements involved 

81 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility. 

82 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 
support of projects 32, 33, 50, 51, 52, 62, and 64. 
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in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).) 

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Perhaps appellants’ equipment installation began around the time of the start and end 
dates, but there is no contemporaneous evidence of research or experimentation to 
support this alleged time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for taking the dimensions of appellants’ products to build to oven, taking 
measurements and building an oven based on an inspection of other ovens does not entail 
a process of experimentation.  Moreover, the complete absence of documentation 
demonstrates that there was no process of experimentation.  This is tinkering at best and 
is excluded as routine or ordinary testing or inspection for quality control.  (Resp. June 
24, 2013 Submission, p. 164.)   

Project 54 - Wallboard Paper Development83 

(Pabco - Vernon) 
(Jan. 31, 2000 – March 31, 2004) 

Appellants 
Appellants’ Submissions for this Project 
Appellants submitted: (1) mold resistant product correspondence and memo; 
(2) washboard issue memos; (3) sliding problem memos; (4) chemical usage reports; and 
(5) additional product development support memos and test results.   

Permitted Purpose & Business Component 
Basalite-Dixon developed new and improved styles to its existing line of products.  The 

83 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Vernon facility.  
In addition, appellants did not provide an Individual Time Survey for High-Level Management for this project, such that the 
project was not mentioned in this document either. 
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business component is an improved product.84 

Appellants’ Declaration 
Appellants did not provide a declaration for this project.   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as 
appellants did not provide documentation to establish that a process of experimentation 
occurred. Instead, appellants relied on non-contemporaneous and uncorroborated claims, 
such as “Here, hours of testing such as Cobb testing or water drop would have been 
performed.”   

A Cobb test is a quality control test which measure surface water absorption over six 
seconds. Despite making the claim that “hours” of quality control testing occurred, 
appellants provided no testing data and no analysis of the hours of testing data.  In sum, 
no process of experimentation occurred.  Such a process would include not only planning 
the test, implementing the test, and collecting the data, but would also include analyzing 
the data collected, refining and discarding hypotheses, and progressively developing the 
process. (Union Carbide v. Comm’r (2009) TC Memo 2009-50 at 252.)  Data collection 
alone, no matter how extensive, does not constitute a process of experimentation if it is 
not followed by a meaningful analysis.  (Union Carbide v. Comm’r (2009) TC Memo 
2009-50 at 252-253.) 

Without actual evidence of a process of experimentation, appellants’ documentation is an 
inventory log of the amount of chemicals used at the Vernon plant during regular 
production runs and a log of the volume of paper produced.  It is not research. 

There is no isolation of any individual projects.  Instead, appellants have what they claim 
to be a single continuous project lasting from January 31, 2000, to March 31, 2004.  
This, despite the fact that the chemicals used and the volume of paper produced is 
indicative of paper manufacturing on an industrial scale.  This is not a single project as 
there is no indication or separation of what is clearly the commercial production of 
appellants’ paper products. The documentation does not relate to a single type of paper.  
The documents do not relate to any discrete product or process (i.e. business component).  

The documents (at pages 16-26) relate to out-of-state quality control testing of paper 
occurring after commercial production.  This activity is disqualified under IRC section 
41(d)(4)(A), (C), and (D)(v).   

Appellants submitted their “production notes”.  This is an admission that these 
documents do not relate to a unified, discrete business component, but that these 

84 The Appeals Division notes that this is a direct quotation from appellants’ November 9, 2012 spreadsheet.  Appellants 28 
referred to this project as a Basalite-Dixon facility project. 
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documents and those that follow relate to multiple, unrelated quality control and 
inventory issues. 

The primary source of documentation relates to chemical and supply costs.  These 
chemicals, based on the quality used, demonstrate consumption under regular 
production. The quantities of paper produced on these inventory sheets indicate tens and 
hundreds of tons produced. This is not experimentation; it is commercial production.   

The additional documentation makes it clear that these projects were no more than 
quality control testing, excluded under IRC section 41(d)(4)(D)(v).   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claimed a start date of January 31, 2000 and an end date of March 31, 2004.  
As mentioned above, the timeline alone does not demonstrate a single, unitary, five-year
long project. Rather, this relates to many, separate quality control projects and to lists of 
regular production supplies. 

Pages 1 to 286 relate to out-of-state quality control tests performed by a third party, 
Buckman Labs.  Clearly, the mold resistance, washboard, and sliding “projects” are three 
separate projects, though the document on which they are referenced demonstrates out
of-state quality control testing in Las Vegas, Nevada, and Memphis, Tennessee.   

Appellants produced one memo regarding board slide that apparently occurred at “Pabco 
South Gate” in 1998. This does not relate to the Vernon plant or to this project, but 
suggests some ability to conduct experimentation, though the memo relates to one day of 
experimentation on September 2, 1998.   

The documentation submitted does not support that the quality control testing occurred in 
California or continuously over the alleged five-year duration of the “wallboard paper 
development” project.   

Qualified Research Expenses 
Appellants claim expenses for the six-year period (the FYE March 31, 1999 through the 
FYE March 31, 2004) totaling $3,215,951. 

The evidence submitted does not support the time commitment of every employee over 

the course of six years being engaged in these quality control activities.  This activity is 

not qualified research, the business components are not discretely identified, and the 

activity is not supported by actual documentation of a process of experimentation.   


Response to Appellants’ Declaration 

None; see above. Appellants did not provide a declaration for this project.   


/// 
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Project 55 - Development and Installation of Portable Crusher 
(Basalite - Dixon) 

(May 19, 2003 - Nov. 14, 2003) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Fritz Anthes (manufacturing 
projects manager) (i.e., the Individual Time Survey for High-Level Management) for the 
FYE March 31, 2004; (2) the executive summary of Brad McNear (plant manager) 
(i.e., the Individual Time Survey for High-Level Management) for the FYE March 31, 
2004; (3) the executive summary of Dale Puskas (vice president of manufacturing) 
(i.e., the Individual Time Survey for High-Level Management) for the FYE March 31, 
2004; (4) the executive summary of Scott Weber (president) (i.e., the Individual Time 
Survey for High-Level Management) for the FYE March 31, 2004; (5) an AFE; 
(6) calculations and analysis; and (7) project correspondence.   

The project is mentioned (1) in the Individual Time Survey for High-Level Management 
of manufacturing projects manager, Fritz Anthes, (2) in the Individual Time Survey for 
High-Level Management of plant manager, Brad McNear, (3) in the Individual Time 
Survey for High-Level Management of vice president of manufacturing, Dale Puskas, 
and (4) in the Individual Time Survey for High-Level Management of president, 
Scott Weber.85 

Permitted Purpose & Business Component 
Basalite-Dixon converted non-saleable waste product back into raw material to be used 
in subsequent batches of block/pavers. The business component is an improved process, 
i.e. increase of efficiency of the manufacturing process. 

Appellants’ Declaration (Dale Puskas) 
The scrap concrete does not go to a landfill but it is crushed and reused in appellants’ 
products. Appellants purchased, as an upgrade, a portable crusher that came on four 
wheels. The original intent was to have the crusher portable but that was not feasible.  
Appellants had to modify the feed system to make it larger and then modify the screen 
system on the other side in order to produce scrap that was the size of aggregate.  
Appellants’ employees saw a problem with how the machine was operating, designed a 
modification, and built and put it into place.  Then the changes had to be tested to 
determine the adequacy of the changes and then further modifications were made.  
(Puskas Declaration pp. 42-43.) 

Respondent 
Process of Experimentation 
The documentation submitted does not establish a process of experimentation as this is 
the purchase and installation of equipment purchased from an outside vendor.   

85 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 185 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is clear from the documentation that this project is the simple purchase and installation 
of equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)  Here, appellants did not provide 
evidence proving that any process of experimentation occurred.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants submitted an AFE dated November 14, 2003, which appears to establish 
when appellants made their equipment purchase.  The other documents submitted relate 
to waste removal in Tracy. This is not research. 

Appellants’ contemporaneous documentation does not support the alleged time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
This project involved the purchase and installation of a Kobelco Horizontal Impact 
Crusher, which was the purchase of equipment in regular commercial production.  As for 
how much appellants spent in the modifications made to this equipment, appellants have 
provided no evidence to support this claim or that such modifications met the statutory 
requirements for qualified research.  Moreover, as the equipment was purchased in the 
last half of the FYE March 31, 2004, it is unlikely that the alleged modifications took 
place during the tax years at issue.  Appellants have provided no evidence of 
experimentation; the evidence submitted relates to the equipment purchase and to 
mounting. (Resp. June 24, 2013 Submission, pp. 169-170.)   
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Project 56 - Burner Installation Project 
(Basalite - Tracy) 

(July 2003 - March 2006) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Keith Brady (plant manager) 
(i.e., the Individual Time Survey for High-Level Management) for the FYE March 31, 
2003; (2) a kiln system structural evaluation; and (3) a capital report.   

The project is mentioned in the Individual Time Survey for High-Level Management of 
plant manager, Keith Brady.86 

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project which allowed for more efficient fuel usage.  The 
business component is an improved process, i.e. increased the efficiency of the 
manufacturing process. 

Appellants’ Declaration (Dale Puskas) 
This project was at the sack plant.  The aggregate to be bagged has to be dried because, if 
it is not, and it comes into contact with cement, there will be curing in the bag.  So, the 
aggregate needs to be dried to less than 1 percent of moisture.  At the time of this project, 
the facility’s original burner system was more than 10 years old and suffered from wear 
and tear. In addition, some of the components were obsolete and parts had 
malfunctioned in the automatic control system such that appellants had no control over 
the temperature and appellants were running the burner and dryer on manual resulting in 
too much heat and a destruction of the drying chamber.  (Puskas Declaration, p. 7.) 

Goals of the project included the replacement of the burner, bringing fuel usage down, 
and putting controls back in place in the drying system.  The inside of the drying 
chamber had been destroyed by the heat and had to be made structurally strong again.  In 
addition, a technician was brought in to tune the burner.  (Puskas Declaration, pp. 7-8.)   

Appellants purchased the burner commercially.  The burner needed to be controlled 
automatically, based upon what was happening downstream in the dryer, putting out the 
correct amount of heat.  Uncertainties in this project included dealing with, and adapting 
to, obsolete equipment such that appellants had to determine whether the new burner 
assembly would work and how it would work.  (Puskas Declaration, p. 8.) 

Experimentation came in with tying in all of the control points through (1) identifying all 
of the control points needed to control the burner temperature and air flow and (2) getting 
the baffles, valves, etc. to open and close properly to moderate the heat.  (Puskas 
Declaration, pp. 8-9.) 

86 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Tracy facility.  
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Appellants state that this project started on August 7, 2002, and ended around December 
23, 2005. Changes were made slowly as appellants had to get back into production and 
modifications were made slowly to eventually tie all of the controls back into the system 
so it would be automated.  (Puskas Declaration, p. 9.)   

Documentation on a project like this was informal, as measurements were taken, written 
down, and taken to the machine shop.  A team would have worked on this project with 
meetings on site.  (Puskas Declaration, p. 9.)   

Adjustments for this project were made through the burner and the fan, as all of these 
controls (the blower speed, the burner temperature, the valves opening and shutting 
relative to the air flow going in) all needed to be coordinated. The settings were 
monitored by the temperature and by the wetness of the sand that was coming out.  
(Puskas Declaration, p. 10.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as all of 
the documentation relates to kiln repairs, which are not qualified research.  Appellants’ 
documentation treats this as a retrofit and repair and as part of appellants’ capital 
improvements.   

Property improvements or repairs are not a qualified activity for the research deduction 
under IRC section 174(c), Land and other property. This section of IRC section 174 
does not apply to any expenditure for the acquisition or improvement of land or for the 
acquisition or improvement of property to be used in connection with the research or 
experimentation and of a character which is subject to the allowance under IRC section 
167 (relating to the allowance for depreciation, etc.) or IRC section 611 (relating to the 
allowance for depletion); but for purposes of IRC section 174 allowances under IRC 
section 167, and allowances under IRC section 611, shall be considered as expenditures.  

Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  Appellants’ repair 
does not meet the requirements of IRC section 174.  IRC section 41(d)(1) is comprised of 
a four-part test. The first prong of this test provides that the term “qualified research” 
means research with respect to which expenditures may be treated as expenses under IRC 
section 174. If an activity does not meet the requirements for an IRC section 174 
deduction, the activity is not a qualified research activity.   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claimed a start date of July 2003 and an end date of March 2006.  However, 
appellants claim 20 percent of appellants’ activity for this project in the FYE March 31, 
2000 and 30 percent of appellants’ activity for this project in the FYE 2004.   

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 188 



 

 
  

  

5

10

15

20

25

 
 

 

 

 

 

 

 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

There is no contemporaneous documentation does not support the alleged time frame.   

Qualified Research Expenses 
Appellants claimed expenses in the FYE March 31, 2000, when there is no documentary 
evidence of any activity, qualified or not, until the FYE March 31, 2004.   

In the FYE March 31, 2004, appellants claimed qualified research expenses of $167,458 
when this activity is clearly repair/improvement of property, which does not qualify for 
the research deduction under IRC section 174.   

There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for restoring the drying chamber and tuning the burner, appellants’ repairs are not 
qualified research and such repairs are not eligible for treatment as a deduction under 
IRC section 174. Tuning the burner is no more than the configuration of equipment, 
which is a standard mechanical design change followed by routine troubleshooting.  This 
is tinkering and it is routine or ordinary testing or inspection for quality control that 
occurs after commercial production. This is what the Tax Court in Union Carbide 
disallowed (which the Court of the Appeal affirmed) as “a simple change to a process 
followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 123.)   

Appellants acknowledge purchasing the burner.  The purchase and installation of 
equipment in regular commercial production is not eligible for treatment as a deduction 
under IRC section 174 and therefore not eligible for the R&D credit under IRC section 
41. (Resp. June 24, 2013 Submission, p. 124.)   

As for installing the new burner assembly into an old piece of equipment and expressing 
concern about how the equipment would work and whether it would work, this is nothing 
more than the purchase and installation of equipment.  (Resp. June 24, 2013 Submission, 
p. 124.) 

As for the experimentation that came with tying in all of the control points together, this 
is the configuration of equipment and is not qualified research.  The identification of 
control points of a burner is no more than the configuration of equipment, which is a 
standard mechanical design change followed by routine troubleshooting.  This is 
tinkering that is routine or ordinary testing or inspection for quality control that occurs 
after commercial production.  This is what the Tax Court in Union Carbide disallowed 
(which the Court of the Appeal affirmed) as “a simple change to a process followed by 
verification that the change would work is not a process of experimentation.”  (Resp. 
June 24, 2013 Submission, pp. 124-125.)   

Appellants state that the project started around August 7, 2002, and ended around 
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December 23, 2005.  This contradicts appellants’ December 2012 submission in which 
appellants claimed a start date of July 2003 and an end date of March 2006.  Moreover, 
appellants’ December 2012 submission was self-contradictory, as appellants claimed 20 
percent of appellants’ activity for the FYE March 31, 2000 for this project and 30 percent 
of appellants’ activity for the FYE March 31, 2004.  (Resp. June 24, 2013 Submission, 
p. 125.) 

Appellants state that they were very informal about keeping documents for this project.  
Appellants did not provide these “informal” documents.  As mentioned previously, the 
burden of proof is expressly upon the taxpayer and, as the keeper of records, it is 
appellants’ burden to prove an entitlement to the claimed credit.  The recordkeeping 
requirement for the R&D credit mandates that taxpayers retain records in sufficiently 
usable form and detail to substantiate that the expenditures claimed are eligible for the 
credit. (Resp. June 24, 2013 Submission, pp. 125-126.)   

Appellants state that no fewer than half a dozen people worked on this project.  However, 
appellants claimed wages for all of the workers in the plant.  This begs the question as to 
why appellants claimed wages for all of the workers in the plant.  (Resp. June 24, 2013 
Submission, pp. 125-126.)   

As for rebuilding or putting in a new burner and making adjustments to the burner, the 
fan, and all of the controls, the configuration of equipment is not qualified research.  This 
is a standard mechanical design change followed by troubleshooting.  It is tinkering that 
is excluded as routine or ordinary testing or inspection for quality control that occurs 
after commercial production.  This is what the Tax Court in Union Carbide disallowed 
(which the Court of the Appeal affirmed) as “a simple change to a process followed by 
verification that the change would work is not a process of experimentation.”  (Resp. 
June 24, 2013 Submission, p. 126.)   

Project 57 - Pallet Repair System Project 
(Basalite - Tracy) 

(April 13, 2003 - April 9, 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Keith Brady (plant manager) (i.e., 
the Individual Time Survey for High-Level Management) for the FYE March 31, 2003; 
and (2) AFEs.87 

An April 13, 2003 memo describes the semi-automatic equipment that handles pallet 

87 The Appeals Division notes that this project is not mentioned in either (1) the Qualified Activity Narrative for the Tracy 
facility, or (2) in the Individual Time Survey for High-Level Management of plant manager, Keith Brady.  The Qualified 
Activity Narrative only references a “Palletizer Project” in the FYE March 31, 2000, and the Individual Time Survey only 
references a “Second Palletizer Project”, also in the FYE March 31, 2000. 
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repair needs as follows: “This equipment takes stacks of pallets un-stacks them and 
positions each pallet in front of a single employee.  At this repair station the employee 
can fix the pallet with special tools and clamps.  The pallet is then flipped over 
automatically, if needed, for additional repairs on the other side.  Then the pallet is 
pushed in to 4 sorting and stacking magazines.  The 4 magazines are for the different 
pallet sizes we use. All of this is done mechanically.  The employee never has to lift the 
pallet decreasing the potential for injury.”   

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project which automated the process of stacking sacks onto 
pallets and increased the speed of the line from 10 bags per minute to 28 bags per 
minute. The business component is an improved process, i.e. the increased efficiency of 
the manufacturing process. 

Appellants’ Declaration (Dale Puskas) 
Pallet repair was previously completed manually and this process was slow.  Equipment 
was purchased and componentry was put together so that pallets could be flipped for 
repair and a conveyor used so that pallets of different sizes could be sorted and stacked 
separately. (Puskas Declaration, pp. 24-25.)   

Appellants are unsure how much uncertainty that there was with this project, as it was an 
existing process. The modifications made were limited to providing some protection 
around the equipment to protect it from the elements.  Appellants are also unsure 
whether any process of experimentation occurred with this project. (Puskas Declaration, 
p. 25.) 

Respondent 
Process of Experimentation 
The documentation submitted does not establish a process of experimentation, as 
appellants submitted 3 AFEs (dated September 17, 2002, April 13, 2003, and July 9, 
2004), each of which relate to capital repair and property improvement.  The AFEs state 
that they are for “purchase and installation equipment to repair shipping pallets on site.”  
This is not qualified research, it is property improvement, the purchase of equipment, and 
an activity outside of the tax years at issue.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

Property improvement or repair is not a qualified activity for the research deduction 
under IRC section 174. It is clear from the documentation that this project is the simple 
purchase and installation of equipment in regular commercial production.  Federal 
regulations prohibit an IRC section 174 deduction for any part of the purchase price.  
(Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of 
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labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claimed that a start date in the FYE March 31, 2004 and an end date in the 
FYE March 31, 2005. The documents that appellants submitted, however, were dated 
September 17, 2002, and after the tax years at issue.   

There is no contemporaneous documentation does not support qualified research 
activities related to these dates.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the equipment and componentry that appellants put together, the documentation 
provided states that this was a purchase and installation of equipment, the purchase of a 
Smetco machine in regular commercial production, and it was outside of the tax years at 
issue. (Resp. June 24, 2013 Submission, p. 146.)   

Appellants admit that there was an existing process and they are unsure how much 
uncertainty there was. Appellants’ documentation related to a request to purchase 
equipment.  In addition, appellants admit to not making many modifications to this 
equipment.  The purchase and installation of equipment in regular production does not 
qualify for the R&D credit. Finally, Mr. Puskas admits to having no personal knowledge 
of whether there was any process of experimentation for this project.  (Resp. June 24, 
2013 Submission, p. 147.)   

/// 

/// 

/// 
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Project 58 - Super Sack Project 
(Basalite - Tracy) 

(June 29, 1997 - Jan. 30, 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Keith Brady (plant manager) (i.e., 
the Individual Time Survey for High-Level Management) for the FYE March 31, 2003; 
(2) an AFE; (3) project correspondence; and (4) drawings.   

The project is mentioned in the Individual Time Survey for High-Level Management of 
plant manager, Keith Brady.88 

A cover memo to the AFE describes the project as “the purchase of two Chantland 4010 
dual speed impeller baggers to replace the current impeller cement baggers at the 
Basalite Tracy Sacking operation.  The stated weights on the sacks vs. actual weights 
have been an issue Since [sic] Weights and Measures began actively monitoring product 
in stores. The accuracy of the current system does not allow tighter tolerances than what 
has been achieved.” 

“Target weights have been increased to insure that the stated weight on the sacks is the 
minimum achieved to avoid fines and penalties.  The 94# cement sack weights have 
averaged 98 pounds, sometimes more; the proposed system will reduce the weight to a 
95.5-pound average. This system has been in place and running at the Dixon facility 
since mid-January with the accuracy being documented.”   

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project aimed to implement a more automated system than 
the equipment previously utilized. The business comp[o]nent is an improved process, i.e. 
the increased efficiency of the manufacturing process. 

Appellants’ Declaration (Dale Puskas) 
This was a project related to the selling of bulk mortar to the masonry industry.  
Appellants manufactured mortar and placed it into 3,000 pound nylon bags which had 
hooks so the bags could be picked up on a job site.  Because appellants’ facilities were 
set up to produce paper bags, appellants needed to develop a packaging system for these 
large bulk bags. Appellants’ original process included two employees doing all of the 
steps manually.  (Puskas Declaration, p. 10.) 

Appellants’ goal was to switch to a semi-automated system involving one employee in a 
process that involved filling a bag, rolling it down a conveyor, setting up the next bag, 
going over to the forklift, taking the bag out, and then going back to the next bag being 
filled. The uncertainties of this project involved taking a scale, some type of a conveyor 
system attached to the side of that scale, some type of a feed system, and hanger system 

88 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Tracy facility.  
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all working together through a control system.  The process of experimentation related to 
timing so that all of this equipment worked in sequence and would not back up the 
production process. This was done through a process, logic controller program.  The 
process of experimentation involved initially setting up the programming logic and then 
adjusting it so that everything worked. The componentry also had to be designed to 
work together as well. Appellants needed to both shorten and lengthen the conveyor.  
(Puskas Declaration, pp. 11-12.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as, from 
the documents submitted, this involved two separate equipment purchases, on in the 
FYE March 31, 2003, and one in the FYE March 31, 2004.  Neither is qualified research. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is clear from the documentation submitted that this is the simple purchase and 
installation of equipment in regular commercial production.  Federal regulations prohibit 
an IRC section 174 deduction for any part of the purchase price.  (Treas. Reg. 
§ 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of labor or other 
elements involved in the construction and installation, or the cost of acquiring or 
improving the property are not deductible under IRC section 174.  (Treas. Reg. 
§ 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. A simple change to a process by installing new, modern equipment, 
followed by verification that the change worked does not constitute a process of 
experimentation.  (Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, at 109, citing 
Union Carbide v. Comm’r (2009) TC Memo 2009-50.)   

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
The AFE is dated January 30, 2004, and, as noted, this appears to be two separate 
purchases (i.e., on in the FYE March 31, 2003, and one in the FYE March 31, 2004).  
Appellants claim that this project was from June 29, 1997, to April 9, 2004.  The claim 
that the project started on June 29, 1997, demonstrates how little care went into 
appellants’ submission.   

The documents clearly show that the equipment is a product in regular commercial 
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production and does not demonstrate that appellants started this equipment purchase on 
June 29, 1997. 

There is insufficient proof to support appellants’ timeline.   

Qualified Research Expenses 
There is no evidence submitted relating to the FYE March 31, 2001 for this equipment 
purchase. However, appellants claimed that 50 percent of the Tracy facility’s qualified 
research expenses for that year were attributable to this project.   

There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for developing a packaging system to package large bulk bags, appellants 
accomplished this by purchasing and installing two Chantland-MHS 4010 dual speed 
impeller baggers.  The purchasing and installing of equipment in regular commercial 
production is not eligible for treatment as a deduction under IRC section 174 and, 
therefore, not eligible for the R&D credit under IRC section 41.  (Resp. June 24, 2013 
Submission, p. 127.)   

As for the process of experimentation being about timing and timing how fast that the 
mixer is being charged, this activity relates to the configuration of the equipment which 
is not qualified research. This is a standard mechanical design change followed by 
routine troubleshooting that is tinkering.  It is excluded as routine or ordinary testing or 
inspection for quality control that occurs after commercial production.  This is what the 
Tax Court in Union Carbide disallowed (which the Court of the Appeal affirmed) as “a 
simple change to a process followed by verification that the change would work is not a 
process of experimentation.”  (Resp. June 24, 2013 Submission, p. 127.)   

As for the process of experimentation being related to changing, setting up, and adjusting 
the program logic, appellants did not submit any documentation related to this claim. 
This activity relates to the configuration of equipment, which is not qualified research.  
(Resp. June 24, 2013 Submission, p. 128.)   

As for not making any modifications to any of the equipment that was purchased and 
instead making modifications to the existing mixer platform and feed system, this was 
simply the purchase and installation of equipment.  (Resp. June 24, 2013 Submission, 
pp. 128-129.) 

Appellants state that there was no reason to keep shop drawings.  As discussed above, 
the burden of proof is expressly upon the taxpayer and, as appellants are the keeper of the 
records, it is appellants’ burden to prove an entitlement to the claimed credit.  Appellants 
did provide invoices which showed that appellants purchased equipment in regular 
commercial production from the manufacturer.  (Resp. June 24, 2013 Submission, 
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pp. 129-130.) 

Appellants identified five employees that worked on this project.  However, appellants 
claimed wages for all of the workers in the plant.  This begs the question as to why 
appellants claimed wages for all of the workers in the plant.  (Resp. June 24, 2013 
Submission, p. 130.)   

Appellants’ documentation indicated that Control & Metering employees installed the 
equipment in July 2002, with the help of its president, and that the equipment was up and 
running within a few days. Appellants’ statement does not support the three years that 
appellants claim as the duration of the project or the number of employees for whom 
appellants claimed wages.  (Resp. June 24, 2013 Submission, p. 130.)   

Project 59 - Mortar Reformulation Project 
(Basalite - Tracy) 

(Aug. 7, 2002 - Dec. 23, 2005) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Keith Brady (plant manager) (i.e., 
the Individual Time Survey for High-Level Management) for the FYE March 31, 2003; 
and (2) mix test design reports. 

The project is mentioned in the Individual Time Survey for High-Level Management of 
plant manager, Keith Brady.89 

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project to meet American Society for Testing and Materials 
(ASTM) standards. The business component is an improved product, i.e. the improved 
mortar to meet ASTM standards. 

Appellants’ Declaration (Dale Puskas) 
This project relates to improving appellants’ Type S and Type M mortars (their 
contractor-based mortar) and, at the same time, maintaining their compliance with 
industry standards (such as certain strength and performance criteria).  Appellants were 
losing market share to their competitors regarding this product and desired to make better 
mortar. According to contractors, better quality mortar required a longer board life and 
the mortar was stickier and finished better.  Appellants sought to meet these three 
characteristics and the loss of market share was appellants’ business component—more 
profitability. (Puskas Declaration, p. 22.)   

This project involved product development (the reformulation of appellants’ product 

89 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Tracy facility.  
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line) as appellants knew the performance characteristics or the physical characteristics of 
the individual raw materials and what those raw materials were supposed to do.  
Appellants, however, did not know the proportions for the mixing process of the various 
components based on the characteristics of the cement, the characteristics of the Type S 
line, or the angularity and the size of the aggregate that one is limited to.  Such is 
unknown until one puts the proportions together in various iterations.  Consequently, 
appellants developed lab batches to determine how the various proportions would work 
together. After finding some acceptable recipes, appellants would then try to replicate 
these results in the manufacturing process.  Once some formulations seemed to work, 
appellants would then pass along the formulation to a mason and let them work with the 
formulations for feedback and then back to the lab with the mason’s feedback.  (Puskas 
Declaration, pp. 22-23.) 

During the manufacturing process, everyone in appellants’ plant is involved in the testing 
process. Records relating to this testing would be limited.  (Puskas Declaration, pp. 23
24.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as this 
appears to be quality control testing performed by a single employee, Traci Maxwell 
(Rodriguez). 

From the documents submitted, the activities appear to be standard 7- and 29-day 
compressive strength tests and particle size examinations on appellants’ mortar formulas.  
There is no analysis of the quality control data even though appellants stated that purpose 
of the project was “to meet American Society for Testing and Materials (ASTM) 
standards.”  Following the detailed procedures outlined in ASTM standards for quality 
control is specifically excluded from the credit.   

There is no indication from the submitted documentation that this inspection is other than 
what the documents state on their face: quality control.  This activity is excluded under 
IRC section 41(d)(4)(D)(v) as routine and ordinary testing for quality control and the 
documents submitted do not support appellants’ claim of a qualified research activity or 
any process of experimentation.  Data collected from tests can be combined with other 
information to formulate judgments about the quality of masonry.  However, no such 
analysis was performed or submitted here.   

Data collection alone, no matter how extensive, does not constitute a process of 
experimentation if it is not followed by a meaningful analysis.  (Union Carbide v. 
Comm’r (2009) TC Memo 2009-50 at 252-253.) Whatever quality control information 
that appellants discovered in tinkering with the mortar composition, appellants 
apparently did not find it necessary to analyze the results or to refine the process.  This is 
not qualified research under the statute.  It is, at best, tinkering and is not entitled to the 
claimed credit.   
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It is clear that the documents submitted relate to quality control testing; this is not 
qualified research. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claimed a start date of August 7, 2003, and an end date of December 23, 
2005. The activity in the FYE March 31, 2003, consisted of quality control testing over 
the week spanning August 7, 2002, to August 14, 2002, and the two-day period from 
September 24-25, 2002.  Appellants claimed that 40 percent of Traci Maxwell’s time in 
the FYE March 31, 2003 was devoted to this project.  Yet, the documents submitted 
support that quality control testing occurred on only 8 days between August and 
September of 2002.   

There are also documents that show quality control testing occurred on April 23, 2003, 

and April 24, 2003, that is two days during the FYE March 31, 2004.  The remaining 

documentation relates to quality control activities that occurred outside of the tax years at 

issue.
 

Appellants claimed, in identifying their qualified research expenses, that this project 

occurred in the FYE March 31, 2001, in the FYE March 31, 2002, in the FYE March 31, 

2003, and in the FYE March 31, 2004. However, the documents submitted in no way 

support these allegations.  Appellants submitted no documentation for either the 

FYE March 31, 2001, or for the FYE March 31, 2002, related to “mortar reformulation”, 

so there is insufficient proof to support appellants’ timeline.   


Qualified Research Expenses 

Appellants claimed a total of $653,137 on this project.   


For the 8 days in the FYE March 31, 2003, appellants claimed $124,018 in wages, 
$93,126 in supplies, and $29,702 in contract research.  The documents indicate that 2.5 
kilograms of mix was used for each test, which equates to 20 kilograms total for the 
FYE March 31, 2003. Yet, appellants claimed $93,216 in supplies that were allegedly 
directly consumed in this project for that year, related to 8 compressive strength tests.  In 
addition, appellants claimed $12,000 in natural gas, $16,000 in electricity, and $13,000 
for Traci Maxwell’s salary. 

The documents submitted do not support the expenses claimed.  There is no nexus 
between the quality control activity of Traci Maxwell and the claimed costs.  Such 
claimed costs are unreasonable in light of the eight days that one quality control 
employee spent on non-qualified activities. 

Response to Appellants’ Declaration 
As for the loss of market share being the whole business component of this project, 
market share is not an activity for which the R&D credit is allowed.  Activities related to 
market research are specifically excluded from the credit under IRC section 
41(d)(4)(D)(iii). (Resp. June 24, 2013 Submission, p. 142.)   
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As for the uncertainty related to knowing what contractors wanted, appellants’ statement 
relates to consumer preference which is not a qualified purpose.  Purposes related to 
style, taste, cosmetic, or seasonal design factors are not eligible for the R&D credit.  
Moreover, activities related to market research are specifically excluded from the credit 
under IRC section 41(d)(4)(D)(iii). (Resp. June 24, 2013 Submission, pp. 142-143.)   

Appellants state that they were not just trying to conform to industry standards with their 
cement and concrete formulas.  Appellants state that they did not know the individual 
proportions based upon the characteristics of the cement or of the Type S Line.  Yet, 
from the documents submitted, appellants’ activities were designed to comply with 
industry standards (i.e., ASTM), with standard 7- or 28-day compressive strength tests.  
Appellants’ activity appears to be the adaptation of an existing business component to a 
particular customer’s requirement or need, an activity that is excluded under IRC section 
41(d)(4)(B). This routine or ordinary testing or inspection for quality control that occurs 
after commercial production.  This is what the Tax Court in Union Carbide disallowed 
(which the Court of the Appeal affirmed) as “a simple change to a process followed by 
verification that the change would work is not a process of experimentation.”  (Resp. 
June 24, 2013 Submission, p. 143.)   

As for finding a few acceptable recipes, trying to replicate those recipes in the 
manufacturing process, and then putting the product in the masons’ hands, appellants’ 
attempt of trying to replicate lab work is considered trial production runs and is excluded 
by Treasury Regulation section 1.41-4(c)(2)(ii)(C).  There is no indication from the 
submitted documentation that appellants’ activities are anything other than quality 
control.  This activity is excluded under IRC section 41(d)(4)(D)(v) as routine or 
ordinary testing or inspection for quality control and the documents submitted do not 
support appellants’ claim of a qualified research activity or any process of 
experimentation.  When putting the product in the masons’ hands and getting feedback, 
this is an activity that occurred after commercial production, excluded under IRC section 
41(d)(4)(A).  As for the feedback that appellants received, this relates to consumer 
preference, which is not a qualified purpose under IRC section 41(d)(3)(B).  (Resp. June 
24, 2013 Submission, pp. 143-144.)   

As for all of the employees in the manufacturing process being involved, like it was 
regular production, appellants are attempting to justify the inclusion of all of the 
workers’ wages in the plant. However, appellants must first prove that PCB engaged in 
qualified research activities before making a claim of wages as qualified research 
expenses. The activity that appellants described relates to appellants’ regular production.  
However, appellants’ documentation related to the quality control testing performed by 
Traci Maxwell. Appellants have not demonstrated that the quality control activity of 
Traci Maxwell was supported by all of the other employees at that facility.  (Resp. June 
24, 2013 Submission, p. 144.)   

As for the R&D system documents for the running of the test batches, the documents that 
appellants provided related to quality control testing completed by Traci Maxwell.  This 
activity is excluded under IRC section 41(d)(4)(D)(v) as routine or ordinary testing or 
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inspection for quality control.  The documents submitted do not support appellants’ 
claim of a qualified research activity or of any process of experimentation.  As for not 
keeping records of a specific production, a taxpayer has every reason to keep 
documentation that might demonstrate that qualified research occurred when the 
taxpayer has made a claim for the R&D credit.  (Resp. June 24, 2013 Submission, 
pp. 144-145.) 

Appellants state that, in determining employee (wage) expenses that are contributing to a 
project, time related to running trial batches would create an unfavorable labor variance 
at the plant.  Appellants also state that accountants at the plant knew that such 
unfavorable variances were related to either a machine malfunction or to a trial batch. 
As such, it appears that appellants are attempting to justify their estimation of the alleged 
qualified research expenses but that appellants’ accountants have no way of making a 
distinction between a trial batch and a machine malfunction.  Neither of these constitutes 
qualified research. (Resp. June 24, 2013 Submission, pp. 145-146.)   

Appellants state that their reports included actual data relative to the tests that were run. 
However, the reports are comprised of quality control testing data and did not include 
any meaningful analysis.  Data collection alone, no matter how extensive, does not 
constitute a process of experimentation it if is not followed by meaningful analysis.  
(Resp. June 24, 2013 Submission, p. 146.)   

Project 60 - Transfer Car Communication Laser 
(Basalite - Tracy) 

(FYE 2004 - FYE 2004) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Keith Brady (plant manager) (i.e., 
the Individual Time Survey for High-Level Management) for the FYE March 31, 2003.    

The project is mentioned in the Individual Time Survey for High-Level Management of 
plant manager, Keith Brady.90 

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project to increase the accuracy and decrease downtime of 
the manufacturing line. The business component is an improved process, i.e. increased 
efficiency of the manufacturing process. 

Appellants’ Declaration 
This project relates to the paver plant in Tracy.  When pavers come out on the pallets out 
of the forming or block machine, the product goes into an elevator system.  Once the 

90 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Tracy facility.  
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elevator is full, a car comes in with fingers, picks up the entire stack, backs up, goes 
down a tract to the curing system, and then takes that into the curing chamber and sets 
the whole stack down in the curing chamber.  It then comes back, grabs a cured stack, 
puts it into the dry side of the system, and then goes back to wait for the next wet stack.  
(Puskas Declaration, p. 17.) 

The car is controlled by a cable that is hooked to it.  This cable gets stretched out, 
lengthened and then shortened and the wires eventually fatigue, break, and short out.  
This results in havoc for the manufacturing process if the car does not shut itself down as 
the car can run into the kiln or tip over.  (Puskas Declaration, pp. 17-18.)   

As the facility was using DOS-based computer technology, the challenge was tying 
appellants’ new technology with this old technology.  Ultimately, the challenge came in 
mounting the car, getting it lined up, getting some type of a reflective surface down at the 
end so the laser goes down, and having the car know where it is.  Once appellants were 
able to set up some initial process logic control steps, appellants were able to commence 
testing (i.e., does the car index to the right, does the car know where kiln one, kiln two, 
and kiln three are, does the car know where the end is, can the car run through its paces 
and tie back into the control system, etc.).  (Puskas Declaration, pp. 18-19.) 

Respondent 
Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the only 
documentation submitted was the executive summary (i.e., the Individual Time Survey 
for High-Level Management).  There is no other documentation.   

The project is described in one sentence in the executive summary.  No evidence of a 
process of experimentation has been submitted.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It appears, from the limited evidence, that this is the simple purchase and installation of 
equipment in regular commercial production.  Federal regulations prohibit an IRC 
section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174-2(b)(3).)  
Moreover, the cost of component materials, the cost of labor or other elements involved 
in the construction and installation, or the cost of acquiring or improving the property are 
not deductible under IRC section 174. (Treas. Reg. § 1.174-2(b)(4).)  A taxpayer does 
not bear the risk for the purchase of a product of another that is in regular commercial 
production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
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IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claim that the start and end date of the project is the “FYE 2004”.  Appellants 
have submitted no actual dates for the project.  This is insufficient, as there is no 
documentation to back up this claim. 

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for this equipment being a relatively new technology that had been used for other 
applications but had not necessarily been installed into appellants’ particular type of 
equipment, appellants installed this equipment and presumably used it for distance 
control. The purchase and installation of equipment in regular commercial production, 
and then used for the intended purpose, is not research.  Moreover, appellants’ statement 
is uncorroborated as appellants submitted no documentation for this project.  The only 
reference to this project was the words “transfer car communication laser” in appellants’ 
executive summary. As such, this project does not meet the recordkeeping requirement.  
(Resp. June 24, 2013 Submission, pp. 135-136.)   

As for the uncertainty of tying the new technology of this equipment with appellants’ 
10-year old computer technology, such uncertainty does not involve a process of 
experimentation and appellants have provided no documentation to the contrary.  Also, 
simply using a computer, and being frustrated by computer technology, does not equate 
to qualified research.  Moreover, appellants have submitted no documentation related to 
the alleged difficulty of configuring the laser or that any internal use software was 
required for the installation. (Resp. June 24, 2013 Submission, p. 136.)   

Appellants state that the challenge was mounting and lining up the laser and finding 
some type of reflective surface.  This is configuration, which is not qualified research.  
This is routine or ordinary testing or inspection for quality control that occurs after 
commercial production. This is what the Tax Court in Union Carbide disallowed (which 
the Court of the Appeal affirmed) as “a simple change to a process followed by 
verification that the change would work is not a process of experimentation.”  (Resp. 
June 24, 2013 Submission, pp. 136-137.)   

As for the challenge of tying into the old programming language and setting up some 
initial process logic control steps, appellants had to configure their internal use software.  
However, appellants have provided no evidence for this project and internal use software 
must meet the high threshold of innovation test under IRC section 41(d)(4)(E) or be 
excluded from the R&D credit. This is routine or ordinary testing or inspection for 
quality control that occurs after commercial production.  This is what the Tax Court in 
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Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple change 
to a process followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 137.)   

Appellants admit that four people worked on this project.  However, appellants claimed 
wages relating to this project for all of the workers in the plant. Moreover, appellants 
admit that the laser was purchased from an outside vendor that helped configure the 
commercially-available equipment.  (Resp. June 24, 2013 Submission, pp. 137-138.) 

Mr. Puskas states that he saw reports and that he was involved in a lot of conversations 
related to this project. Appellants have provided no documentation related to this 
project. (Resp. June 24, 2013 Submission, p. 138.)   

Project 61 - Mix Station Lasers 
(Basalite - Tracy) 

(FYE 2003 - FYE 2003) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Keith Brady (plant manager) (i.e., 
the Individual Time Survey for High-Level Management) for the FYE March 31, 2003; 
and (2) the executive summary of Scott Weber (president) (i.e., the Individual Time 
Survey for High-Level Management) for the FYE March 31, 2004. 

The project is mentioned (1) in the Individual Time Survey for High-Level Management 
of plant manager, Keith Brady, and (2) in the Individual Time Survey for High-Level 
Management of president, Scott Weber.91 

Permitted Purpose & Business Component 
Basalite-Tracy undertook a project to increase the accuracy and decrease downtime of 
the manufacturing line. The business component is an improved process, i.e. increased 
efficiency of the manufacturing process. 

Appellants’ Declaration 
This project deals with the raw material feeding into the machine, moving from the 
mixer into the machine.  Appellants needed to improve the accuracy of measuring the 
amount of mixed material that was in any of the three hoppers as it did not want to starve 
the machine of mix.  The purpose of the lasers was to give a more accurate reading of 
what was actually in the hoppers to replace the contact probes in the hoppers.  The 
contact probes were giving appellants false readings regarding the amount of remaining 
material.  (Puskas Declaration, pp. 19-20.)   

91 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Tracy facility.  
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Appellants found a laser technology that shoots a laser down into the bin to tell you the 
amount of material in the bin.  Appellants purchased three laser probes and proceeded to 
experiment with the equipment.  Appellants had to determine the general pattern of high 
and low points going in and where to position the laser to get a consistent read.  The goal 
was to not overfill or run out of material for mixing a batch.  There was a significant 
amount of trial-and-error on where to position the probes, to determine how to position 
the laser in the hopper, to give appellants good readings.  (Puskas Declaration, pp. 20
21.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as the 
binder was devoid of evidence. The executive summary of Keith Brady mentions the 
project by name only and nothing more.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It appears, from the limited evidence, that this, if anything, is the simple purchase and 
installation of equipment in regular commercial production.  Federal regulations prohibit 
an IRC section 174 deduction for any part of the purchase price.  (Treas. Reg. 
§ 1.174-2(b)(3).) Moreover, the cost of component materials, the cost of labor or other 
elements involved in the construction and installation, or the cost of acquiring or 
improving the property are not deductible under IRC section 174.  (Treas. Reg. 
§ 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants claim that the start and end date of the project is the “FYE 2003”.  Keith 
Brady’s executive summary mentioned that this project occurred in the FYE 2004 and 
appellants have claimed expenses for the project both in the FYE March 31, 2003, and in 
the FYE March 31, 2004. 

These dates are all claimed without supporting documentation and the claims contradict 
one another. There is no contemporaneous documentation that supports this alleged time 
frame. 
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Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 

Appellants provided no documentation for this project.  The documentation submitted 

contains the words “mix station lasers” only in the executive summary of Keith Brady.
 
(Resp. June 24, 2013 Submission, p. 138.)   


As for looking for a different type of probe, appellants provided no documentation 
related to this search. Even so, such a search, to purchase equipment in regular 
commercial production, is not qualified research.  As for experimenting with the three 
probes that appellants did purchase, appellants provided no documentation related to this 
alleged experimentation.  (Resp. June 24, 2013 Submission, p. 138.)   

As for finding the general pattern of the high and low points so the laser could be 
positioned, appellants had to configure this equipment.  The configuration of newly-
installed lasers is not qualified research.  This is routine or ordinary testing or inspection 
fo4 quality control that occurs after commercial production.  This is what the Tax Court 
in Union Carbide disallowed (which the Court of the Appeal affirmed) as “a simple 
change to a process followed by verification that the change would work is not a process 
of experimentation.”  (Resp. June 24, 2013 Submission, p. 139.)   

As for the significant amount of trial-and-error involved in positioning the probes and 
figuring out where the probes would provide a good reading, the positioning or 
configuring of the newly-installed lasers is not qualified research.  Moreover, finding a 
place to put the equipment does not involve qualified research.  The Court of Appeals 
stated in Eustace that “Experimentation is a subset of all steps taken to resolve 
uncertainty; otherwise searching for a place to park a car would be a ‘process of 
experimentation.’”  This is excluded or ordinary testing or inspection for quality control 
that occurs after commercial production.  This is what the Tax Court in Union Carbide 
disallowed (which the Court of the Appeal affirmed) as “a simple change to a process 
followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 139.)   

Project 62 - Pallet Thumper Device 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Scott Weber (president) (i.e., the 
Individual Time Survey for High-Level Management) for the FYE March 31, 2003; and 
(2) plant expansion memos. 
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The project is mentioned in the Individual Time Survey for High-Level Management of 
president, Scott Weber.92 

Permitted Purpose & Business Component 
Basalite-Dixon installed a pallet thumper device that was used to remove the block from 
the holding container without breaking the product. The business component is an 
improved process, i.e. increased efficiency of the manufacturing process. 

Appellants’ Declaration (Dale Puskas) 
Appellants wanted to find a way to loosen up blocks on the steel pallets.  If the block is 
not loosened up, it will either chip or break when it is pushed off of the pallet.  So rather 
than having an employee manually banging the pallets to create a vibration to jar the 
blocks, appellants wanted to design something to bang the pallets. (Puskas Declaration, 
p. 33.) 

Appellants’ solution was a hydraulic cylinder that, as the pallet went through a proximity 
switch, it would actuate the cylinder and bang the bottom of the pallet just enough to jar 
it, but not enough to break the product. The experimentation or uncertainty was whether 
appellants could get this to work just by having cylinder pop up like this.  The process of 
experimentation was: (1) where to mount the cylinder; (2) how much pressure and how 
much force needs to be applied to the bottom of the pallet; (3) does the pallet need to be 
hit once or twice; (4) where should the prox switch be located; and (5) how far away 
does it catch it at the end of the cylinder’s throw or in the beginning.  The cylinder was 
adjusted up and down and one shot or two shots.  (Puskas Declaration, pp. 33-34.)   

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation as no 
documents relating to this equipment were submitted.93 

There is no evidence of a qualified research activity or of a process of experimentation.  
On the plant tour, appellants’ employees claimed that the maintenance employees created 
the equipment, in house.  However, there is no evidence to support this allegation.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

92 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   

93 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 
support of projects 32, 33, 50, 51, 52, 53, and 64. 
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It appears from the documents submitted that this equipment was “selected”, rather than 

being the result of a process of experimentation.  As a result, this appears, from the 

limited evidence, to be the simple purchase and installation of equipment in regular 

commercial production. Federal regulations prohibit an IRC section 174 deduction for 

any part of the purchase price. (Treas. Reg. § 1.174-2(b)(3).)  Moreover, the cost of 

component materials, the cost of labor or other elements involved in the construction and 

installation, or the cost of acquiring or improving the property are not deductible under 

IRC section 174. (Treas. Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the 

purchase of a product of another that is in regular commercial production.  (Treas. Reg. 

§ 1.174-2(b)(3)-(4).) 


The proper treatment of such an equipment purchase is depreciation over the useful life 

of the equipment and the equipment is not eligible for the research deduction under 

IRC section 174. 


Starting and ending dates of the project & contemporaneous documentation that supports 

the alleged time frame
 
Appellants claimed a start date of December 13, 1999, and an end date of February 28, 

2000. However, Scott Weber’s executive summary (i.e., his Individual Time Survey for 

High-Level Management) claim that the project was selected in the FYE March 31, 

2003. 


Scott Weber was employed in the sales and marketing department during 1999 and 2000.  
The documents, including appellants’ submission of their claimed qualified research 
expenses, contradicts Mr. Weber’s executive summary.   

The plant expansion memos do not mention this project.  Moreover, the plant expansion 
memos do not support a qualified research activity.  Perhaps appellants’ equipment 
installation began around this time, but there is no contemporaneous evidence of research 
or experimentation to support this alleged time frame.   

Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
The evidence that appellants submitted for this project is the same documentation as was 
provided for projects 32, 33, 50, 51, 52, 53, and 64.  This documentation indicates that 
appellants simply purchased and installed equipment in regular commercial production 
from the manufacturer, which does not qualify as research under IRC section 174 or 
IRC section 41. Appellants submitted no documents relating to the pallet thumper 
device. The recordkeeping requirement of the R&D credit mandates that appellants 
retain records in sufficiently usable form and detail.  (Resp. June 24, 2013 Submission, 
pp. 157-158.) 
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As for the experimentation or uncertainty related to the use of the cylinder, appellants 
have provided no documentation related to a process of experimentation.  Finding a place 
to install equipment or to place wiring or switches is not qualified research; it is tinkering 
at best. It is excluded as routine or ordinary testing or inspection for quality control that 
occurs after commercial production. This is what the Tax Court in Union Carbide 
disallowed (which the Court of the Appeal affirmed) as “a simple change to a process 
followed by verification that the change would work is not a process of 
experimentation.”  (Resp. June 24, 2013 Submission, p. 158.)   

As for adjusting the cylinder, appellants were configuring the equipment.  This activity is 
not qualified research; it is tinkering at best.  It is excluded as routine or ordinary testing 
or inspection for quality control that occurs after commercial production.  This is what 
the Tax Court in Union Carbide disallowed (which the Court of the Appeal affirmed) as 
“a simple change to a process followed by verification that the change would work is not 
a process of experimentation.”  (Resp. June 24, 2013 Submission, pp. 158-159.)   

Finally, appellants claimed a timeframe for this project from December 13, 1999, to 
February 28, 2000. However, Scott Weber’s executive summary claimed that this 
project occurred in the FYE March 31, 2003.  The documents submitted, including 
appellants’ December 2012 submission, contradict Mr. Weber’s executive summary.  
Irrespective of this, appellants provided no documentation related to this project that 
demonstrates that qualified research activities occurred. (Resp. June 24, 2013 
Submission, p. 159.)   

Project 63 - Split Hopper 
(Basalite - Tracy) 

(FYE 2003 - FYE 2003) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Fritz Anthes (manufacturing 
projects manager) (i.e., the Individual Time Survey for High-Level Management) for the 
FYE March 31, 2003; (2) the executive summary of Dale Puskas (vice president of 
manufacturing) (i.e., the Individual Time Survey for High-Level Management) for the 
FYE March 31, 2003; (3) a pre-installation checklist (i.e., E-Z blend granular pigment 
dispenser pre-installation checklist); and (4) photos.   

The project is mentioned (1) in the Individual Time Survey for High-Level Management 
of manufacturing projects manager, Fritz Anthes, and (2) in the Individual Time Survey 
for High-Level Management of vice president of manufacturing, Dale Puskas.94 

Permitted Purpose & Business Component 
Basalite-Tracy engineered, constructed, and installed in-house a split hopper into the 

94 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Tracy facility.  
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block manufacturing process. The goal of the project was to achieve a variegated mixture 
product. The business component is an improved process, i.e. increased efficiency of the 
manufacturing process. 

Appellants’ Declaration 
At appellants’ paver plant, products are manufactured with multiple colors.  However, 
appellants were having a problem feeding the material, such that too much material was 
turning over on itself and was muddying the mix.  In other words, appellants would put 
three colors into the mix and would not get the color variation they wanted.  (Puskas 
Declaration, p. 21.) 

Appellants had seen machines in which the material comes in the back of the machine in 
three chambers, flows through the machine, has some measure of mixing on it, and a 
product with a nice variation of color on it would be produced.  This is how the Dixon 
plant is designed, which appellants were attempting to duplicate.  Appellants installed a 
split hopper that could drop material into three sections of the hopper and feed the 
material in the back.  While the concept was good, no matter what appellants attempted, 
it didn’t work. Appellants attempted different amounts fed into the chambers, changed 
how the material was layered, and slowed and sped up the belt, to get the material into 
the correct chamber.  (Puskas Declaration, pp. 21-22.)   

Appellants’ ultimate solution was to move and reposition the mixer or set up the hoppers 
with the lasers. Appellants’ shortcut of moving material from one hopper to another was 
unsuccessful. (Puskas Declaration, p. 22.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.  
Appellants claimed in the executive summary (i.e., Individual Time Survey for High-
Level Management) to have “engineered, constructed, and installed in-house.”  
Appellants submitted no evidence to support any alleged engineering or any qualified 
research activity. The documents submitted do not support experimentation; the 
documents support installation.   

There is virtually nothing in appellants’ submission.  Appellants included a pre-
installation checklist, which is simply a map of the installation of the wiring for the 
equipment.   

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

It is clear from the documentation that this project is the simple purchase and installation 
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of equipment in regular commercial production.  Federal regulations prohibit an 
IRC section 174 deduction for any part of the purchase price.  (Treas. Reg. § 1.174
2(b)(3).) Moreover, the cost of component materials, the cost of labor or other elements 
involved in the construction and installation, or the cost of acquiring or improving the 
property are not deductible under IRC section 174.  (Treas. Reg. § 1.174-2(b)(4).)  A 
taxpayer does not bear the risk for the purchase of a product of another that is in regular 
commercial production. (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under 
IRC section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants simply claimed the “FYE 2003”.  However, there is no documentation to 
substantiate any date, as appellants have no proof.  The only documents that include a 
date are from April 27, 2005, which is in the FYE March 31, 2006. 

Qualified Research Expenses 

This activity occurred outside of the tax years at issue, in the FYE March 31, 2006.   


There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
As for the material turning over on itself and muddying the mix, this activity does not 
involve a qualified purpose. Purposes relating to style, taste, cosmetic, or seasonal 
design factors are not eligible for the R&D credit.  Moreover, the evidence submitted 
relates to the wiring for the installation of machinery which, as configuration, is not 
qualified research.  Also, according to the documentation provided, this project occurred 
in the FYE March 31, 2006, outside of the tax years at issue.  (Resp. June 24, 2013 
Submission, pp. 140-141.)   

As for putting in a split hopper so material could be dropped into the three sections of the 
hopper, appellants discuss the installation of an EZ Blend Granular Pigment Dispenser, 
which is equipment that appellants purchased from the manufacturer.  Such a purchase 
and installation, and any labor related to it, is not qualified under IRC section 174 and, 
therefore, not qualified under IRC section 41.  (Resp. June 24, 2013 Submission, p. 141.) 

As for the ultimate solution of tearing all of the equipment out and then repositioning the 
equipment, appellants describe moving the equipment.  Moving equipment or finding a 
place to put that equipment does not involve qualified research.  The Court of Appeals 
stated in Eustace that “Experimentation is a subset of all steps taken to resolve 
uncertainty; otherwise searching for a place to park a car would be a ‘process of 
experimentation.’”  This is routine or ordinary testing or inspection for quality control 
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that occurs after commercial production.  (Resp. June 24, 2013 Submission, pp. 141
142.) 

Project 64 - Asphalt Conveying System 
(Basalite - Dixon) 

(Dec. 13, 1999 - Feb. 28, 2000) 
Appellants 

Appellants’ Submissions for this Project 
Appellants submitted: (1) the executive summary of Brad McNear (plant manager) 
(i.e., the Individual Time Survey for High-Level Management) for the FYE March 31, 
2003; and (2) plant expansion memos. 

The project is mentioned in the Individual Time Survey for High-Level Management of 
plant manager, Brad McNear.95 

Permitted Purpose & Business Component 
Basalite-Dixon installed a U-shaped conveyor to eliminate the need to interrupt the 
process in order to scrape build-up from the salies of the walls. The business component 
is an improved process, i.e. increased efficiency of the manufacturing process. 

Appellants’ Declaration (Dale Puskas) 
As asphalt (which is very sticky) is packaged, it jams up appellants’ conveyor.  
Employees would have to scrape and pull out asphalt from the conveyor system.  
Appellants used a flat conveyor and put scrapers on the side of it, tilting it up, with the 
scrapers on the side to mitigate this problem.  However, this did not work.  (Puskas 
Declaration, p. 43.) 

Appellants eventually ended up with a U-shaped conveyor that has rollers that come up 
on a bracket in the shape of a U.  Appellants went through there iterations until the 
correct type of belt was found and installed.  This equipment was purchased in-house 
along with the rollers and horse-powered motors and would assemble all of it together.  
While working on getting the design correct, the rest of the facility worked around this 
problem.  There was no formal documentation as parts were grabbed out of appellants’ 
shop to complete the project. (Puskas Declaration, p. 44.) 

Respondent 

Process of Experimentation 
The documentation submitted does not establish a process of experimentation.96 

95 The Appeals Division notes that this project is not mentioned in the Qualified Activity Narrative for the Dixon facility.   

96 Respondent also states that documents submitted for this project are the same documents which appellants submitted in 
support of projects 32, 33, 50, 51, 52, 53, and 62. 
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There is no documentation specific to the claimed project.  The “asphalt conveying 
system” is not mentioned in the documents and there is no indication that 
experimentation occurred.  While respondent saw part of this equipment from a distance 
during the plant tour, the mere fact that the machinery exists does not prove that the 
equipment meets the requirements of the statute.   

According to the Dixon plant tour, this project recommissioned existing equipment by 
cannibalizing the various parts for use in the conveyor.  Appellants provided no evidence 
that this recommissioning involved the required process of experimentation.  The 
documentation that appellants did submit refers to equipment shipments from various 
manufacturers indicating that equipment was shipped to Dixon and was installed at the 
plant. 

IRC section 41(d)(1) is comprised of a four-part test.  The first prong of this test provides 
that the term “qualified research” means research with respect to which expenditures 
may be treated as expenses under IRC section 174.  If an activity does not meet the 
requirements for an IRC section 174 deduction, the activity is not a qualified research 
activity.   

There is no evidence of qualified research activities.  All of the evidence supports the 
position that the purchases were made for equipment in regular commercial production.  
Federal regulations prohibit an IRC section 174 deduction for any part of the purchase 
price. (Treas. Reg. § 1.174-2(b)(3).) Moreover, the cost of component materials, the 
cost of labor or other elements involved in the construction and installation, or the cost of 
acquiring or improving the property are not deductible under IRC section 174.  (Treas. 
Reg. § 1.174-2(b)(4).) A taxpayer does not bear the risk for the purchase of a product of 
another that is in regular commercial production.  (Treas. Reg. § 1.174-2(b)(3)-(4).)   

The proper treatment of such an equipment purchase is depreciation over the useful life 
of the equipment and the equipment is not eligible for the research deduction under IRC 
section 174. 

Starting and ending dates of the project & contemporaneous documentation that supports 
the alleged time frame 
Appellants’ start and end date is support by purchase orders dating from this period and 
would help prove that this involved no more than the purchase, delivery, and installation 
of equipment.  Perhaps appellants’ equipment installation began around this time, but 
there is no contemporaneous evidence of research or experimentation to support this 
alleged time frame.   

Appellants claimed a start date of December 13, 1999, and an end date of February 28, 
2000. However, Scott Weber’s executive summary (i.e., his Individual Time Survey for 
High-Level Management) claim that the project was selected in the FYE March 31, 
2003. 
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Qualified Research Expenses 
There is no evidence to support what employees actually worked on this machine 
purchase or evidence demonstrating that a nexus exists between the alleged qualified 
research expenses and the conduct of any actual qualified research activity.   

Response to Appellants’ Declaration 
The evidence that appellants submitted for this project is the same documentation as was 
provided for projects 32, 33, 50, 51, 52, 53, 63, and 64. This documentation indicates 
that appellants simply purchased and installed equipment in regular commercial 
production from the manufacturer, which does not qualify as research under IRC section 
174 or IRC section 41. Appellants’ documentation related to equipment ordered from 
the various equipment manufacturers.  Appellants submitted no documentation relating 
to experimentation, or to the U-shaped conveyor, or to the asphalt conveyor.  (Resp. June 
24, 2013 Submission, p. 170.)   

As for the components that appellants purchased and assembled, this activity is tinkering 
at best. Moreover, appellants admit that there was no formal documentation relating to 
this project. (Resp. June 24, 2013 Submission, p. 170.)   

GENERAL CONTENTIONS
 

Appellants’ Contentions (November 9, 2012 & December 7, 2012 Submissions) 


As noted above, regarding the additional briefing of this matter, appellants were 

specifically requested to provide evidence and documentation in support of the process of 

experimentation of their projects and the qualified research expenses claimed for their projects.  

Appellants did not make any general contentions as part of their initial post-hearing submissions.  

Appellants’ November 9, 2012 submission (i.e., documentation in support of a process of 

experimentation for these projects) is summarized and included in the tables for the 64 projects above.  

Appellants’ December 7, 2012 submission is evidence of the qualified research expenses that were 

attributable to each of the projects.  As noted below, appellants submitted further evidence (i.e., the 

declarations from PCB executives) on May 6, 2013, which respondent then addressed in a 

June 24, 2013 brief. Appellants replied to respondent’s further briefing on August 16, 2013.  

Appellants’ August 16, 2013 brief provides general contentions and is summarized below.   

Respondent’s Contentions (March 1, 2013 Submission) 

As mentioned above, respondent in its submission made general arguments relating to 
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appellants’ submissions.  Those contentions are summarized here.  (See pages 4 through 6 of 

respondent’s March 1, 2013 response.)  (The balance of respondent’s submission is summarized in the 

tables for the 64 projects above.) 

  Respondent contends that appellants’ submission is deficient.  Respondent asserts that 

appellants failed to prove that they engaged in a process of experimentation by either not identifying 

activities which constitute a process of experimentation and/or providing documentation to establish 

that these activities occurred. 

Respondent argues that appellants proved that they purchased equipment, but they did 

not prove that the purchases were accompanied by anything apart from installation.  Respondent 

contends that an equipment purchase and installation is not qualified research.  In other words, 

respondent contends that a simple change to a process by installing new, modern equipment followed 

by the verification that the change worked does not constitute a process of experimentation.  

(Union Carbide v. Comm’r (2012 2d Cir.) 697 F.3d 104, citing Union Carbide v. Comm’r (2009) 

TC Memo 2009-50.)  Respondent asserts that, where appellants have purchased equipment in regular 

commercial production, appellants may not treat this expenditure as a deduction under IRC section 174 

because the equipment was not made at appellants’ risk.  (Treas. Reg. § 1.174-2(b)(3).) 

  Respondent argues that the federal regulations also make clear that, when a taxpayer 

purchases equipment for modification, that such modification might not be excluded under IRC section 

41(d)(4), but that the modification in and of itself must meet the requirements of a process of 

experimentation.  Respondent asserts that, without such documentation demonstrating that an actual 

process of experimentation occurred, in the aftermath of the equipment purchase and installation, such 

purchases of equipment in regular commercial production are excluded under IRC section 174 and are 

not eligible for the R&D credit under IRC section 41. 

  Respondent asserts that a process of experimentation is more than mere tinkering.  

Respondent argues that tinkering differs from experimentation in the vocabulary of research and that 

IRC section 41 is about research and, thus, about the use of the scientific method.  (Eustace v. 

Commissioner (7th Cir. 2002) 312 F.3d 905, cert. denied (2003) 539 U.S. 903.)  Respondent reiterates 

that a process of experimentation is more than a purchase and installation; it involves more than simply 
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resolving uncertainty. 

To constitute a process of experimentation, respondent contends that each discrete 

project’s research activities must have been designed to not only test whether the alleged 

“modifications” satisfied appellants’ needs, but to evaluate the use of the alleged modification through 

a sequential process of experimentation.  (Treas. Reg. § 1.41-4(c)(10).) As the law dictates, respondent 

contends that such a process would include not only planning the test, implementing the test, and 

collecting the data, but would also include analyzing the data collected, refining and discarding 

hypotheses, and progressively developing the process.  (Union Carbide v. Comm’r, supra, TC Memo 

2009-50 at p. 252.) 

Furthermore, respondent asserts that appellants admit that they have no evidence to 

support such a process of experimentation.  Respondent contends that appellants went to great lengths 

to explain verbally during the Vernon, Dixon, and Tracy plant tours that they have an “informal” 

operation which extends to the documentation of experimentation.  However, despite the admission that 

informal writings existed, respondent states that no evidence of such was produced.  Respondent 

contends that such an informal system of documentation seems inconsistent with the purchase of 

equipment costing hundreds of thousands of dollars, only to have an employee tinker with, and make an 

unrecorded modification to, such equipment. 

Respondent contends that appellants often claimed the business component to be an 

“improved process,” yet appellants submitted documentation that proved only the purchase and 

installation of equipment in regular commercial production.  Respondent asserts that appellants have 

failed to submit documents in response to the Board’s first question: does the documentation submitted 

establish a process of experimentation relating to that project? Respondent also contends that 

appellants failed in many cases to isolate the discrete business component, or to apply the shrinking-

back rule to any subset of elements of the claimed business component that might meet the 

requirements of IRC section 41(d). 

Respondent summarizes its analysis of appellants’ projects as follows: 

 Respondent has conceded that Project 29, Body Pop-Outs, was a qualified activity for the 

FYE March 31, 2002, and for the FYE March 31, 2003.  (See the Overview section above, or 
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Staff Comments below, for respondent’s further comments relating to this project.) 

	 Of the remaining 63 projects, four are excluded primarily because those projects involve quality 

control testing, which is excluded from the IRC section 174 deduction by Treasury Regulation 

section 1.174-2(a)(3)(i) and is excluded under the IRC section 41 credit by IRC section 

41(d)(4)(D)(v) and Treasury Regulation section 1.41-4(c)(5)(v). 

	 The remaining 59 projects are excluded primarily because these projects involved either repairs 

or the purchase and installation of equipment in regular commercial production, which is 

excluded from the IRC section 174 deduction by Treasury Regulation section 1.174-2(b) and is 

excluded under IRC section 41 by IRC section 41(d)(1)(A) and by Treasury Regulation section 

1.41-4(a)(2)(i). 

Appellants’ Submission (May 6, 2013 Submission)97 

On May 6, 2013, appellants submitted declarations of current and former 

PCB executives: (1) the declaration of Bill Fraser for the Vernon facility; (2) the declaration of 

Emil Kopilovich for the Newark facility; (3) the joint declaration of Gerry Gunning and Greg Morrison 

for the H.C. Muddox facility; (4) the declaration of Bill Padavona for the Gladding McBean facility; 

and (5) the declaration of Dale Puskas for the Dixon and Tracy facilities.  The introductory portion of 

each of these declarations, in which the declarants provide an overview of the particular facilities, has 

been summarized above prior to the table for project 1.  The balance of each of these declarations is 

specific to the individual projects at the relevant facilities and, as such, has been summarized in the 

tables for the 64 projects above. 

Respondent’s Reply Brief (submitted June 24, 2013) 

On June 24, 2013, respondent filed a reply brief in response to the five declarations 

mentioned above.  Most of this brief relates to appellants’ 64 projects and, as such, has been 

summarized in the tables for the 64 projects above.  The balance of respondent’s brief is summarized 

here. 

97 Appellants’ submission also included: (1) an updated FYE 1999-2004 project accounting estimates summary; (2) the 
qualified research expenses project estimates for the Vernon facility; and (3) the qualified research expenses project 
estimates for the Newark facility.   
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  Respondent asserts that it is clear that PCB’s executives (via their declarations) do not 

understand the requirements for what constitutes “qualified research” under IRC section 41.  In 

addition, respondent contends that it is clear, after reading the executives’ declarations, listening to the 

executives during the plant tours, and examining the documentation submitted, that the activities 

described are not “qualified research”.  While having little doubt that appellants made the various 

improvements and equipment purchases, respondent argues that these activities are not “qualified 

research” as the activities described, and the documentation submitted, do not show that a process of 

experimentation occurred.  (Resp. June 24, 2013 Submission, p. 3.)   

Regarding the Vernon facility, respondent contends that the activities at this facility 

consisted of equipment purchases and the installation of such equipment. Respondent argues that 

Mr. Fraser’s declaration serves to confirm that appellants did not engage in qualified research activities 

and did not keep records to demonstrate that qualified research occurred.  (Resp. June 24, 2013 

Submission, p. 7.)   

As for Mr. Fraser’s statement regarding the energy usage at the Vernon facility, 

respondent asserts that appellants cannot claim extraordinary utilities as supplies expense.  Respondent 

argues that, to qualify, a taxpayer must have the use of extraordinary utilities in a qualified research 

activity that is a of “special character” and that the qualified research activity must be so energy 

intensive as to require far more than a baseline utility usage by the taxpayer.  Respondent asserts that, 

as appellants are not engaged in qualified research activities and appellants’ activities are not of a 

special character, appellants’ baseline utilities, which are not extraordinary additional utilities, are not 

qualified research expenses. (Resp. June 24, 2013 Submission, pp. 7-8.)   

As for the statement that appellants were mostly working on the modification of existing 

products, respondent argues that, without documentation to substantiate anything to the contrary, 

appellants’ activities fall under the exclusion of IRC section 41(d)(4)(A) (i.e., research after 

commercial production), IRC section 41(d)(4)(B) (i.e., the adaptation of an existing business 

component), and IRC section 41(d)(4)(D)(v) (i.e., routine or ordinary testing or inspection for quality 

control). (Resp. June 24, 2013 Submission, p. 8.)   

As for Mr. Fraser’s statement of not remembering the amount of time that was spent on 
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the modification of existing products, respondent contends that this statement highlights why 

uncorroborated statements are not enough to prove that qualified research occurred.  Without 

documentation, respondent asserts that there is no “other evidence” of a type that the Fudim and 

McFerrin courts require before there is a reliance on oral testimony.  Here, respondent contends that 

third-party vendors documented (by way of published articles by JH Kelly, Metso, and SMC) that the 

activity claimed as “qualified research” was, in reality, equipment purchases and installations by 

appellants. (Resp. June 24, 2013 Submission, pp. 8-9.) 

Regarding the Newark facility and appellants’ use of natural gas as a costly component, 

respondent states that the use of this energy is required for the manufacturing of gypsum board and 

appellants admit that the baseline utility use was high because of such.  However, respondent contends 

that appellants’ utility use was not high due to a process of experimentation for a qualified purpose or 

for any qualified research activity. And, as for appellants’ assertion that gypsum manufacturing is a 

unique process and that research is done by individual companies, respondent contends that appellants 

have not claimed any research for PCB’s method of gypsum production nor have appellants provided 

any documentation of such research.  (Resp. June 24, 2013 Submission, pp. 49-51.) 

Regarding the Dixon and Tracy facilities and appellants’ mention of the shredding blade 

example of Treasury Regulation 1.41-4(a)(8) Example 3, respondent asserts that appellants purchased 

equipment that was commercially available such that the purchase is not eligible for the deduction 

under IRC section 174 or the R&D credit under IRC section 41.  Respondent notes that the Treasury 

Regulation example provides that a smaller, thinner shredding blade “is not commercially available” 

and that the manufacturer in the example is engaged “in a systematic trial-and-error process” of 

experimentation.  Respondent contends, in contrast, that evidentiary submissions of a process of 

experimentation are missing regarding appellants’ projects at the Dixon and Tracy facilities.  (Resp. 

June 24, 2013 Submission, pp. 114-115.)   

Regarding appellants’ energy usage at this facility, respondent argues that appellants 

have described their baseline production at the plant and have attempted to claim such as qualified 

research expenses, as supplies. Respondent asserts that utilities are not available as an expense when 

appellants’ everyday production simply uses a large amount of utilities.  Respondent argues that, while 
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appellants may use additional utilities in their baseline production, appellants have the burden to first 

establish the special character of qualified research activities.  Then, respondent argues that appellants 

must establish that this special character of the qualified research activity required extraordinary 

additional expenditures for utilities.  Respondent concludes that appellants have failed to meet their 

burden for either of these requirements.  (Resp. June 24, 2013 Submission, pp. 115-117.) 

Appellants’ Reply Brief (submitted August 16, 2013)98 

Appellants argue that, during the audit and appeals process, appellants provided a wide 

variety of evidence (e.g., testing, drawings and designs, meeting notes, lab notes, internal memoranda, 

requests and justifications for funds, written testimony, and plant tours), yet none of this evidence was 

acceptable to respondent.  Appellants believe that all of the projects qualify for the R&D credit and that 

the evidence supports this conclusion.  Appellants assert that, throughout this process, respondent has 

focused on the wrong activities and have contended that appellants merely purchased, installed, and 

configured equipment, tinkered with the equipment and processes, conducted quality control and 

routine testing, failed to identify business components, and failed to provide evidence of R&D activities 

such as a process of experimentation.  Appellants argues that any research project has a number 

activities that, when viewed in isolation, are not research.  However, when an activity is viewed in a 

larger context, appellants assert that the activity is seen as part of a larger set of qualified activities 

allowable under the R&D credit. (App. August 16, 2013 Submission, pp. 1-2.)   

Appellants contend that a typical example of respondent’s failure to consider the full 

scope of appellants’ activities is found in respondent’s analysis of the Vernon facility’s reject separator 

project. Appellants argue that respondent relies upon the fact that the Vernon facility tested a 

demonstration reject separator and then purchased a reject separator to conclude that did not qualify for 

the R&D credit.  Appellants assert that, based upon the declaration that appellants submitted for the 

Vernon facility, respondent concluded that the whole project did not qualify for the R&D credit 

because (1) appellants were simply trying to determine which reject separator unit to purchase and 

98 As part of this submission, appellants provided a schedule of the dollar amounts of the qualified research expenses 
attributable to each of the 64 projects. 
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(2) appellants purchased a machine in regular commercial production.  (App. August 16, 2013 

Submission, p. 2.) 

Appellants argue that, while they understand that the purchase of reject separator, by 

itself, was not a qualified activity, the purchase of this equipment was just one activity that the plant 

managers engaged in during this project.  Appellants assert that the plant managers at the Vernon 

facility did not just purchase a reject separator but they also initially identified a problem in the process 

that required a solution, researched whether or not a reject separator or some other system would 

provide the appropriate solution to the problem, and researched where in the process the equipment 

could be incorporated, what modifications were required to its supply tank, what the proper feed was 

for the system, and how to run the controls into the unit.  Appellants argue that respondent’s 

disallowance of the entire project, based upon the fact that appellants purchased commercially-available 

equipment, while ignoring appellants’ other activities related to this project, raises a question about 

respondent’s understanding of the overall scope of the project and the application of the law to 

appellants’ activities. (App. August 16, 2013 Submission, p. 2.) 

In response to the Board’s September 17, 2012 letter to the parties, appellants state that 

the Appeals Division requested various evidence and documentation from appellants and that 

respondent conducted tours of appellants’ facilities.  Further, appellants submitted project binders, and 

additional documentation, and facilitated tours of the facilities.  During the plant tours, appellants assert 

that the project binders were made available and that their plant managers provided respondent with 

background information on the plants and reviewed each of the projects in detail, discussing each 

project in a manner similar to the declarations that appellants submitted in May 2013.  As such, 

appellants argue that respondent was given an opportunity to ask each plant manager specific questions 

about the documentation submitted but respondent only asked limited questions and did not query the 

plant managers regarding the documentation that had been assembled.  Moreover, appellants assert that 

respondent’s March 1, 2013 brief failed to address substantially all of the information that had been 

provided during the plant tours and respondent incorrectly interpreted much of the documentation that 

had been provided. Because of respondent’s failure to address the bulk of the information that had 

been conveyed during the plant tours, appellants argue that they felt compelled to submit the written 
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declarations by the plant managers to provide a complete record of the facts on appeal.  (App. 

August 16, 2013 Submission, pp. 2-3.)   

Appellants assert that the R&D credit was claimed for the systematic trial-and-error that 

was undertaken to improve their manufacturing processes and to improve and create new products.  

Appellants contend that their improvements were not attainable without R&D activities as appellants 

acquired older or out-of-date facilities and, through hard work, creativity, and research and 

development, improved their manufacturing processes, increased speed and quality, and introduced 

new products. Appellants assert that their improved facilities were able to manufacture products at a 

speed and of a quality not anticipated when the facilities were originally put into service and were also 

able to manufacture products that had not previously been produced.  Appellants contend that their 

approach was to figure out how, through research, to modify the old plants by incorporating equipment 

and processes in ways that the facility was not originally designed to accommodate, to do what a 

modern facility is designed and built to do. For example, appellants state that the Vernon facility 

produced 27.8 percent more paper per day, its monthly non-gypsum products sales increased by 239.2 

percent, and the facility reduced its waste by 33.3 percent.99  (App. August 16, 2013 Submission, 

pp. 3-4.) 

Appellants assert that the integration and configuration of equipment or systems can be 

qualified research activities, even if the equipment or systems are pre-existing, as the court in 

Trinity, supra, allowed the integration and configuration of existing systems to qualify as 

R&D activities. Appellants state that the taxpayer in Trinity was a shipbuilder that built ships to 

specification by integrating a selection of systems and designs, such as hull designs, propulsion 

systems, and electrical systems.  Appellants contend that the court found that the taxpayer’s systems 

were products with considerable flexibility in configuration and that the systems interacted in complex 

and varying ways such that the change in one system might require changes in the other systems.  Thus, 

99 Appellants also note that, at the Gladding McBean facility, the roof tile modernization project resulted in a 20 percent 
increase in output and improved appellants’ process losses by 10 percent.  In addition, the pop out project resulted in a 20 
percent improvement in output.  Finally, at the Newark facility, appellants note that the various R&D projects at that facility 
resulted in lower plant dust emissions, reduced energy and repair costs, and increased the output of gypsum wallboard.  
(App. August 16, 2013 Submission, p. 4.) 
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appellants contend that the court found that, just because a ship incorporated existing systems did not 

disqualify the taxpayer from claiming qualified research expenses and that an examination of the 

overall scope of the project was needed to determine if how the systems fit together could be treated as 

a qualified research activity. (App. August 16, 2013 Submission, p. 4.) 

In spite of this authority, appellants assert that respondent claims that the integration and 

configuration of equipment to improve a process cannot be a qualified R&D activity.  Appellants argue 

that, instead of looking at the overall scope of the project as recommended by the court in Trinity, 

respondent minimizes or ignores appellants’ R&D activities by stating that appellants merely purchased 

equipment and plugged it in.  Moreover, appellants contend that respondent segregates appellants’ 

activities into separate, individual activities and contends that such activities are not qualified R&D. 

(App. August 16, 2013 Submission, p. 4.)   

  Appellants also assert that respondent misinterprets Trinity in stating that “In Trinity, the 

court held that assembling a cafeteria-style selection of available parts was not research.”  Appellants 

argue that respondent mischaracterizes the court’s analysis as the court in Trinity disallowed several 

projects because the taxpayer argued its case on an all or nothing basis (i.e., that all of the taxpayer’s 

activities of designing and constructing ships were R&D activities).  In Trinity, appellants state that the 

court was not convinced that 80 percent of the taxpayer’s claimed costs represented R&D activities 

(i.e., that such costs were part of a process of experimentation).  (App. August 16, 2013 Submission, 

pp. 4-5.) 

Appellants state that the Internal Revenue Service argued in Trinity that a “cafeteria-

style mix and match” process could not by R&D.  However, appellants state that the court found that a 

“cafeteria-style mix and match” could involve R&D activities (App. August 16, 2013 Submission, 

pp. 5-6): 

Much of the design work at issue involved integrating extant subassemblies into a ship 
design. The government suggest[s] that this is nothing more than ordering off a menu: 
pick a hull from column A, a propulsion system from column B, an HVAC from column 
C, etc. The Court finds this greatly oversimplifies the process. 

First, many of the systems at issue are not monolithic entities, but rather families of
products with considerable flexibility in their configuration.  Determining which 
configuration out of the universe [is] available can in particular cases itself involve a 
significant research effort.
Second, the systems do not exist in a vacuum.  They interact with each other, sometimes 
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in complex and nonintuitive ways.  A change in electronics may require a change in 
power generation and distribution, which may require a change in the engine plant, any 
one of which may affect the weight distribution and performance of the vessel as a whole. 

Thus, the simple fact that a new vessel incorporates existing systems does not resolve the 
QRE issue against Trinity.  Determining the degree of QRE involved requires an 
examination of the overall scope of the effort required to specify the components and 
integrate them into the overall design of the ship.   
(Trinity, supra, 691 F. Supp. 2d at 692 (emphasis added by appellants).) 

Appellants argue that the integration and configuration of pre-existing systems as a 

qualified research activity is also supported by Treasury Regulation section 1.41-4(a)(8) Example 4, 

which applies Treasury Regulation section 1.41-4(a)(5), the process of experimentation requirement.  In 

Example 4, an automobile maker (manufacturer) seeks to update its current model and improve the 

aerodynamics of the vehicle.  The manufacturer determines that this improvement also affects air flow 

which reduces the functionality of the cooling system.  As the manufacturer’s engineers are uncertain 

how to design a vehicle with increased fuel economy while maintaining the necessary air flow, the 

manufacturer designs, models, simulates, tests, refines, and re-tests several alternative designs and 

associated proposed modifications to both the air intake system and to the cooling system.  The 

regulation states that these activities constitute elements of a process of experimentation even though 

the taxpayer is modifying and configuring pre-existing systems.  (App. August 16, 2013 Submission, 

p. 6.) 

  Appellants also assert that further support is found in Treasury Regulation section 

1.41-4(a)(5)(i) which provides in part that  

For purposes of section 41(d) and this section, 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, or the appropriate design of that result, is uncertain 
as of the beginning of the taxpayer’s research activities.  (Emphasis added by appellants.) 

Appellants contend that the appropriate design of their improved production processes was uncertain 

and that, in order to resolve those uncertainties, appellants undertook systematic trial-and-error in order 

to determine the appropriate design of the processes, what improvements could be made, and how those 

improvements would fit into appellants’ existing processes.  Appellants argue that these activities were 

manifested in many forms, such as the systematic trial-and-error in arranging and locating equipment 

with appellants’ processes, which respondent labeled as “configuring” or “tinkering”.  Appellants argue 
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that these activities, which are qualified R&D activities under the Treasury Regulations, were 

dismissed by respondent as nonqualified activities. Appellants assert, that unlike the taxpayer in 

Trinity, appellants have only claimed research expenditures (i.e., the labor and supplies consumed in 

design and testing) and not 100 percent of the costs incurred (such as component parts that were not 

claimed).  (App. August 16, 2013 Submission, p. 6.) 

Appellants argue that PCB improved its building products manufacturing process across 

the board during the years at issue and that each facility had unique processes that did not have 

commercially-available solutions.  In other words, appellants argue that, while PCB may have 

purchased commercially-available component parts and equipment, PCB could not and did not 

purchase commercially-available solutions as such did not exist.  (App. August 16, 2013 Submission, 

pp. 6-7.) 

Appellants contend that their situation is similar to Example 7 of Treasury Regulation 

section 1.41-4(c) in which a commercially-available product did not result in a commercially-available 

solution for the manufacturer and the modification of the product was considered a qualified research 

activity. In Example 7, a manufacturer undertakes to create a manufacturing process for a new valve 

design and determines that it requires a specialized type of robotic equipment for use in the 

manufacturing process for its new valves.  Such robotic equipment is not commercially available and 

the manufacturer purchases the existing robotic equipment for the purpose of modifying it to meet its 

needs. The example concludes that the manufacturer’s research activities determine how to modify the 

robotic equipment for its manufacturing process to be qualified research under IRC section 41(d)(4)(B) 

and Treasury Regulation section 1.41-4(c)(3) (i.e., the adaption of existing business components).  

(App. August 16, 2013 Submission, p. 7.) 

Appellants contend that, in this appeal, respondent concludes that many of appellants’ 

projects are not qualified R&D projects because the IRC section 174 deduction does not apply to the 

purchase price of commercially-available equipment.  Appellants assert that the R&D credit is not 

claimed for the purchase price of equipment or for any other capital expenditures.  Instead, appellants 

assert that the purchase of equipment is the result of research and development that appellants have 

conducted; the purchase of equipment is not the R&D cost or the R&D activity that appellants have 
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claimed.  Appellants contend that the focus of their R&D activities was to improve their production 

processes and products as (a) appellants based their success on purchasing out-of-date production 

facilities, complete with out-of-date machinery and equipment and then (b) engaged in activities to 

improve the facilities to the extent that they could compete with more modern production facilities.  

Towards this, appellants argue that they were not merely ordering equipment from a catalog as such 

was not possible because appellants’ machinery and equipment was unique due to the machinery’s and 

equipment’s age.  With this, appellants argue that it was never certain that they would be able to 

develop the capability or the method of improving their process or product, as some projects (such as 

the Vernon facility’s centrifuge project) failed.  (App. August 16, 2013 Submission, p. 7.) 

As an example, appellants state that the paper machine at the Vernon facility was 

originally installed 1918 and the dryer section was upgraded in 1940 with stacked dryers.  Appellants 

contend that, by 1999, equipment manufacturers no longer manufactured off-the-shelf equipment to 

work with appellants’ 1918/1940 machinery and equipment.  Consequently, appellants contend that 

they had to look at their existing equipment and configurations and determine how to improve plant 

operations to increase output speeds and quality comparable to modern facilities and, as a result, 

appellants had to either build equipment or purchase and modify newer equipment to work with their 

new equipment. Appellants contend that their R&D claim is for the activities that they engaged in to 

(1) to identify a problem in their process, (2) identify a possible solution to the problem, and (3) then 

through systematic trial-and-error determine if their proposed solution solved the problem.  In this 

appeal, appellants contend that it is apparent from respondent’s response that it views appellants’ 

AFEs and other documentation merely as the support for the purchase of equipment.  However, 

appellants assert that the AFEs were offered as contemporaneous evidence to be considered in 

conjunction with the information that appellants provided during the tours, declarations, other 

documentation (such as designs and test data), and the equipment that research and development 

actually occurred at appellants’ facilities.  (App. August 16, 2013 Submission, pp. 7-8.) 

Appellants next state that Treasury Regulation section 1.41-4(a)(8) Example 3 serves as 

one of the foundations for appellants’ R&D credit claim.  Appellants contend that Example 3 shows 

how the four-part test under IRC section 41(d), and specifically the process of experimentation test, is 
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applied to a set of facts. Appellants contend that the manner in which respondent relies upon Example 

3 to disallow appellants’ projects implies that there another step in addition to the four-part test under 

IRC section 41(d) that requires activities that are not described in the example above.  For example, 

respondent states, in relation to project 28 (the roof tile modernization project at the Gladding McBean 

facility) that (App. August 16, 2013 Submission, pp. 8-9):  

In Treasury Regulation section 1.41-4(a)(8) Example 3, the regulation stated the 
hypothetical taxpayer “X” had “engaged in a systematic trial and error process of 
analyzing various blade designs and materials to determine whether the new shred blade 
must be constructed of a different material from that of its existing blade, and if so, what 
materials will meet X’s functional requirements. 

That is, evidence of a process of experimentation. Such evidence and analysis is missing 
from appellants’ evidentiary submissions. 


The example actually states that X has otherwise met the requirements of the law by 

engaging in a process of experimentation. 


Appellants made no such showing, and are not entitled to the claimed credit. 

(Emphasis in original.) 


Appellants contend that respondent relies upon this analysis in four different sections of its response 

and that, although the emphasized phrase is not included in the language of Treasury Regulation section 

1.41-4(a)(8) Example 3, respondent’s emphasis of the language in its analysis makes it appear that 

(1) there is an additional element or some unknown required activities imposed by the example and 

(2) the language is part of the text of Example 3.  Appellants argue that, Example 3 is illustrative of 

what should be considered evidence of a process of experimentation and not what needs to be proven in 

addition to the evidence of a process of experimentation.  (App. August 16, 2013 Submission, p. 9.) 

As for appellants’ product development projects, appellants state that a review of project 

59 (the mortar reformation project at the Tracy facility) will provide an example of respondent’s 

position for such projects. Appellants state that this project was undertaken to improve the performance 

characteristics of their Type S and Type M mortars while maintaining compliance with ASTM standards 

because appellants were losing market share to their competitors who made a superior product.  

Appellants state that their competitors’ product had a longer board life, was stickier, and finished better.  

Appellants contend that they undertook product improvement to achieve these three characteristics and 

to continue to comply with ASTM standards.  (App. August 16, 2013 Submission, p. 9.) 
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Appellants contend that respondent argued that the mortar reformation project suffered 

from numerous problems, such as (1) the project related to consumer preference, which is not a 

qualified purpose; (2) the project was merely the adaptation of an existing business component to a 

particular customer’s requirement or need; (3) the project was “at best, excluded as routine or ordinary 

testing or inspection for quality control . . . that occurs after commercial production”; and (4) the 

project was excluded as trial production runs.  (App. August 16, 2013 Submission, p. 9.) 

As for consumer preference, appellants contend that respondent argues that the project 

relates to consumer preference (citing to IRC section 41(d)(3)(B)), which relates to style, taste, 

cosmetic, or seasonal design factors that are not eligible for the credit.  Appellants contend, however, 

that respondent ignores relevant law, the documentary evidence submitted, and the declaration of 

Mr. Puskas. First, appellants state that IRC section 41(d)(3)(A)(i) through (iii) provides that “Research 

shall be treated as conducted for a purpose described in this paragraph if it relates to (i) a new or 

improved function, (ii) performance, or (iii) reliability or quality.”  Appellants assert that Mr. Puskas’s 

declaration and the documents submitted for the project show research activities by appellants to 

reformulate their mortar in order to improve its function, performance, and quality by achieving mortar 

that had a longer board life, was stickier, and finished better.  (App. August 16, 2013 Submission, 

pp. 9-10.) 

Second, appellants argue that respondent’s contention, if upheld, would mean that little 

or no research performed in product development could ever qualify for the R&D credit, as research 

resulting in product development is generally undertaken because of consumer demands or preferences 

in the marketplace.  Appellants argue that, if consumer demand or preference were always labeled as 

“purposes relating to style, taste, cosmetic, or seasonal design factors” under the Internal Revenue 

Code, then no product development would qualify for the R&D credit.  Appellants assert that the 

IRS addressed this issue in Technical Advice Memorandum (TAM) 9522001 in which the IRS found 

that the research of a food product developer and manufacturer was not excluded from qualified 

research just because IRC section 41(d)(3)(B) excludes research related to taste.  Appellants contend 

that the IRS stated that the word “taste” as used in IRC section 41(d)(3)(B) means individual or 

consumer preference and not sensory taste and concluded that the taxpayer’s research activities related 
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to the development and improvement of a target product and therefore was qualified research.100  Here, 

appellants assert that the R&D activities related to the development and improvement of their mortar by 

improving its function, performance, and quality, were not related to a specific customer’s preference.  

Appellants also state that respondent contends that “activities related to market research are specifically 

excluded from the credit under IRC section 41(d)(4)(D)(iii).”  Appellants contend that they do not 

make a claim for the R&D credit for market research activities.  Instead, appellants argue that the 

R&D credit for their research activities to improve their mortar product through reformulation while 

still meeting ASTM standards.  (App. August 16, 2013 Submission, p. 10.) 

As for respondent’s contention that appellants’ activity appears to be an adaptation of an 

existing business component to a particular customer’s requirement or need which is excluded under 

IRC section 41(d)(4)(B), appellants assert that there is no basis for respondent’s statement.  Appellants 

contend that Mr. Puskas stated that PCB sought to improve its mortar product because their competitors 

made a better product.  Appellants assert that, because mortar is a mixture of various elements that 

interact with each other, a change to one element potentially creates a chain reaction of changes that 

affect the product. Consequently, appellants argue that PCB had to test the different reformulations to 

understand the potential changes to the product and to insure that the product still met various 

standards, such as the ASTM.  As a result, appellants contend that these research activities were not 

merely the adaptation of an existing business component to a particular customer’s need.  (App. August 

16, 2013 Submission, pp. 10-11.) 

As for routine testing or quality control, appellants contend that respondent characterizes 

appellants’ mortar reformulation efforts as “at best, excluded as routine or ordinary testing or 

inspection for quality control.”  Appellants state that Treasury Regulation section 1.174-2(a)(4) states: 

“For purposes of paragraph (a)(3)(i) of this section, testing or inspection to determine whether 

100 TAM 9522001 states, in case of food products, that “. . . new product development and improvements to existing 
products may relate to texture, smell, and flavor. These characteristics affect taste in the sensory context.  To the extent that 
a food product developer tries to develop products with a new or improved function, performance, or reliability or quality 
including new or improved textures, smells, or flavors, the research activities to develop the products may relate to 
functional aspects of a business component as required in §41(d)(1) and (3)(A).  Thus, the research activities conducted for 
purposes described in §41(d)(3)(A) and otherwise satisfying the definition of “qualified research” in §41(d)(1) would not be 
treated as conducted for an ineligible purpose under §41(d)(3)(B).” 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 228 



 

 
  

  

5

10

15

20

25

 
   

 

  

  

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

particular units of materials or products conform to specified parameters is quality control testing.  

However, quality control testing does not include testing to determine if the design of the product is 

appropriate.” In other words, appellants assert that, if a manufacturer produces a widget, quality 

control occurs when the manufacturer tests the widget before sale to insure that the widget (the product) 

meets the standards for a widget established by the manufacturer.  Appellants contend that something 

different is happening here. Appellants asserts that PCB is essentially redesigning or reformulating its 

product (here, mortar) and performing tests on the product to insure that the product design is 

appropriate and that such is qualified research under Treasury Regulation section 1.174-2(a)(4).  (App. 

August 16, 2013 Submission, p. 11.)   

As for respondent’s contention that appellants are trying to replicate lab work in the 

manufacturing process and that such is considered a trial production run that is excluded by Treasury 

Regulation section 1.41-4(c)(2)(ii)(C), appellants argue that the Tax Court in Union Carbide 

recognized that, although certain questions can be resolved in a laboratory or testing facility, other 

issues must be resolved in a full-scale production facility.  In these test run situations, appellants assert 

that uncertainties have not been eliminated and basic functional and economic requirements have not 

been met.  Appellants argue that they faced this dilemma with their research activities, as they did not 

have a test line to run the mortar reformation through on a full scale.  As a result, appellants contend 

that they were required to run the mortar reformulations through the production line in order to 

determine if uncertainties were eliminated and basic functional and economic requirements had been 

met.  (App. August 16, 2013 Submission, p. 11.) 

As for respondent’s contention that appellants failed to identify a business component 

for project 59, appellants assert that the business component was identified as product improvement 

(“We undertook this project to improve the performance characteristics of our Type S and 

Type M Mortars . . . [a]nd while maintaining compliance with ASTM standards”).  Appellants argue 

that respondent is mistaken in identifying the business component as the loss of market share for this 

product. (App. August 16, 2013 Submission, pp. 11-12.) 

As for the existence of a particular substantiation or recordkeeping requirement, 

appellants contend that neither the Internal Revenue Code or the Revenue and Taxation Code contain a 
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specific recordkeeping requirement for the R&D credit.  In fact, appellants contend that the 

IRS considered and rejected the idea of establishing a stringent recordation requirement as being 

unnecessary and costly to taxpayers.  (H.R. Rep. No. 106-478, at 132 (1999) (Conf. Rep., I.R.S. T.D. 

9104 (2003), I.R.S. T.D. 8930 (2001)).) Appellants argue that R&TC section 23609 conforms to 

IRC section 41 which provides that taxpayers are bound by the general substantiation standards that 

apply to all taxpayers: IRC section 6001 and the relevant federal case law.  (App. August 16, 2013 

Submission, p. 12.)   

Appellants argue that the Tax Court in Union Carbide concluded that testimonial 

evidence of current and former employees was acceptable to use to substantiate the qualifying nature of 

activities and the associated costs and that such testimony was corroborated by sufficient documentary 

evidence and that such testimony was credible more than ten years after the years in dispute.  

Appellants also contend that the Court of Appeals in McFerrin, supra, (5th Cir. 2009) 570 F.3d 672, 

678, interpreted Fudim and observed that “the court should look to testimony and other evidence, 

include the institutional knowledge of employees, in determining a fair estimate.”  Further, appellants 

contend that the Court of Appeals applied Cohan and concluded that estimates may be used to 

determine the R&D credit if a taxpayer can show that it conducted qualified research activities and 

testimony or other evidence that can support such estimates.  (App. August 16, 2013 Submission, 

p. 12.) 

  Appellants next assert that respondent’s reliance on the statement from the Tax Court in 

Union Carbide that “a simple change to a process followed by verification that the change would 

work,” as a way to dismiss qualified process improvements at appellants’ facilities is misplaced.  

Appellants argue that the Tax Court made this statement to distinguish between a project that met the 

R&D requirements for claiming the R&D credit and a project that did not meet those requirements.  

Appellants state that the Tax Court made this statement in a review of the taxpayer’s sodium 

borohydride project. Appellants contend that respondent’s use of this statement as a standard and 

respondent’s application of it to isolated steps in various R&D projects, is not in line with the Tax 

Court’s approach in Union Carbide. (App. August 16, 2013 Submission, pp. 12-13.) 

  Appellants state that respondent cites Eustace v. Commissioner, (7th Cir. 2002) 312 F.3d 
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905, 104 times in response to appellants’ declarations for the proposition that appellants’ activities were 

routine testing, quality control, or tinkering.  Appellants argue that respondent’s reliance on Eustace is 

misplaced, as the Eustace court noted that (1) its opinion differed from the opinion of the Tenth Circuit 

with respect to the definition of “experiment” as set form in Tax and Accounting Software Corp. v. 

United States, (10th Cir. 2002) 301 F.3d 1254, and (2) that neither its view and nor the Tenth Circuit’s 

view had staying power, as the courts did not have the benefit of the IRC section 41 regulations which 

did not exist at that time.  In addition, the Court of Appeals in United States v. McFerrin, (5th Cir. 

2009) 570 F.3d 672, 678, cited Eustace and noted that Eustace lacked “staying power” because the 

final IRC section 41 regulations would provide a path for a decision.  Most importantly, appellants note 

that the 2003 final regulations specifically state that systematic trial-and-error is experimentation such 

that the court’s reference to “trial- and-error” being non-qualified was specifically superseded by the 

final regulations. Thus, appellants assert that respondent’s reliance on the Eustace court’s definition of 

“experiment,” and that court’s failure to accept systematic trial-and-error to satisfy the process of 

experimentation test is misplaced.  (App. August 16, 2013 Submission, pp. 13-14.) 

As for extraordinary utilities, appellants assert that respondent misinterprets the standard 

for the qualification of certain utility charges as extraordinary expenditures under Treasury Regulation 

section 1.41-2(b)(2)(ii). Appellants state that their plants consumed large amounts of power during 

normal operations, but argue that appellants did not claim extraordinary utilities for normal plant 

operations as appellants’ operations did not support the use of test production lines.  However, because 

the creation of test samples and test runs necessary to develop new and improved products and 

processes required full-scale plant operations and power consumption, appellants contend that the 

elevated level of power usage was part of the development process and could not be avoided.  

Appellants assert that the “special character” of the qualifying research resulted in extraordinary 

expenditures for “utilities” integral to appellants’ qualified research activities and those expenditures 

“shall be treated as amounts paid or incurred for supplies used in the conduct of qualified research.”  As 

an example, appellants contend that ceramic tile can only be designed and tested by using extraordinary 

amounts of energy to convert raw materials into a finished prototype and experiments with reduced 

weight paper and their process can only be performed by using high energy to convert recycled paper 
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waste into prototype lighter weight board paper to develop their improved process.  As a result, 

appellants argue that the use of energy becomes an integral part of prototypes and testing.  (App. 

August 16, 2013 Submission, pp. 14-15.) 

Moreover, appellants assert that the fact that equipment was used in both research and 

manufacturing does not change the result, as the Treasury regulation does not restrict the use of 

equipment exclusively to research activities but only requires that the equipment be used in research 

that consumes high amounts of energy.  Here, appellants contend that they have only claimed the 

portion of the utility consumption that directly relates to research and that was incremental to the 

conduct of those experiments.  Appellants argue that respondent has failed to recognize that appellants’ 

claim for utilities only relates to the testing conducted before and after the various processes were 

installed in appellants’ systems.  Additionally, appellants assert that research activities were not 

confined to the activity of installing equipment but there was also trial-and-error in testing procedures 

that were completed to see if certain equipment and component parts could even be incorporated into 

the existing process. (App. August 16, 2013 Submission, p. 15.) 

Regarding project 1, the basis weight scanner project at the Vernon facility, appellants 

assert that the goal of this project was to improve the manufacturing process and the product quality at 

the plant by successfully integrating a basis weight scanner into the production line.  Prior to this 

project, appellants contend that there was variability in the paper product produced such that this 

equipment was integrated into the manufacturing system to provide real time measurements of the 

paper’s basis weight and moisture level to allow the plant to automatically make adjustments for stock 

flow. Appellants assert that respondent concluded that appellants did not engage in qualified research 

activities for this project because (1) appellants merely purchased equipment in commercial production 

and did not engage in a process of experimentation, and (2) appellants merely installed and configured 

the equipment which was not a qualified activity.  Appellants argue that respondent was mistaken when 

it analyzed each activity within a project in isolation rather than looking at the project activities as a 

whole. (App. August 16, 2013 Submission, pp. 15-16.) 

Appellants admit purchasing a basis weight scanner but contend that this was only one 

of many activities that appellants engaged in during the project, as appellants engaged in activities prior 
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to purchasing the scanner and after the purchase during the integration phase of the project.  First, 

appellants contend that plant management had to conduct preliminary research to determine if a basis 

weight scanner would solve the problem of obtaining real-time measurements.  After purchasing the 

basis weight scanner, appellants contend that they had to determine how to integrate the equipment into 

the existing manufacturing process and had to test the scanner to determine whether the scanner 

actually satisfied the plant’s needs.  However, appellants argue that respondent improperly ignored the 

overall scope of the project and instead relied solely on the purchase of the scanner.  (App. August 16, 

2013 Submission, p. 16.) 

As for respondent’s assertion that the installation and configuration of the basis weight 

scanner was not a qualified research activity, appellants reiterate that such activities can be a qualified 

activity. For this project, appellants contend that a significant amount of the project activities surround 

the integration of the scanner into appellants’ manufacturing system.  Appellants contend that the 

proper configuration of the manufacturing process where the scanner was to be installed was not 

straightforward due to the fact that many part of the Vernon facility’s paper machine were 

interconnected. Therefore, appellants assert that this project was similar to the shipbuilding process 

outlined in Trinity and the automaker example of Treasury Regulation 1.41-4(a)(8) Example 4, in that 

the change in one subcomponent had an effect on a connected process.  Additionally, appellants 

contend that the fact that appellants’ installation activities required several drawings is evidence that the 

integration and configuration process involved more than just the purchase and installation of 

equipment.  (App. August 16, 2013 Submission, p. 17.) 

As for the Newark facility’s raw material upgrade, ball mill, and bulk bag handling 

system projects (projects 11, 12, and 13), appellants argue that these projects relate to appellants’ 

purchase of accelerator from outside sources of varying consistency.  First, appellants decided to mill 

accelerator at the Newark facility and then eventually decided to make their own accelerator.  

Appellants assert that, through some trials, they wanted to reduce the age of the accelerant that was 

being used. Appellants state that they had to determine how to improve their process by fitting together 

the systems needed to produce their own accelerator.  Appellants contend that the research and 

development was completed to discover that fresh accelerator was necessary for a consistent product 
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and when to feed accelerator into appellants’ process (i.e., by placing a ball mill on the mezzanine level 

of the plant). (App. August 16, 2013 Submission, pp. 17-18.)   

  Appellants assert that, instead of examining the overall scope of the project, respondent 

narrowly focused on the sizing of the ball mill.  Appellants contend that it is the process that the ball 

mill was incorporated into that should be the focus of the R&D analysis.  Appellants argue that the 

proper framing of these projects is the discovery that fresh accelerant produces a better quality and 

more consistent wallboard and that moving equipment from one level to another implements this 

development.  (App. August 16, 2013 Submission, pp. 18-19.)   

As for the development and testing of mix designs (project 34), appellants state that the 

Dixon facility has an on-site laboratory that is used for product development, product testing, and 

product quality control and that the facility has a computer-based system that records projects 

undertaken in the lab. As an example of the projects undertaken at the facility, appellants assert that the 

coal fly ash project was undertaken to substitute coal fly ash for cement into the mix for the purpose of 

reducing material costs and reducing efflorescence in the resulting product.  Appellants state that 

respondent noted that this project may have included uncertainty but that this uncertainty did not meet 

the process of experimentation test and that the documentation submitted could be classified as data 

collection related to routine or ordinary testing or inspection for quality control.  Appellants argue 

instead that the documentation provided and Mr. Puskas’s declaration show that this project involved 

the creation of a new mix design.  (App. August 16, 2013 Submission, pp. 19-20.) 

As for the roof tile modernization project at the Gladding McBean facility (project 28), 

appellants assert that respondent’s discussion and analysis demonstrates that respondent does not 

understand or chooses to ignore the activities that went into that project, the documentation that 

appellants provided for the project, and the applicable authorities relating to qualified research 

expenses. Appellants argue that respondent was incorrect in concluding that their activities relate to the 

installation and configuration of equipment purchased.  Appellants contend that the evidence submitted 

during audit and this post-hearing process clearly contradicts respondent’s conclusions.  (App. August 

16, 2013 Submission, pp. 20-21.) 

Appellants contend that an example of this can be found in their improvements to the 
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dry process at the Gladding McBean facility.  Appellants admit to purchasing drying fans but argue that 

this action cannot be looked at in isolation as a basis for disqualifying appellants’ activities.  Appellants 

assert that the purchase of the fans was only one step in the process, as appellants designed and 

installed the fans for proper air flow, created special engineering formulas to determine how to properly 

dry the tiles within this new process, and then conducted pilot experiment operations to test the tile 

shrinkage and then made appropriate adjustments.  As a result of these activities, appellants assert that 

they were clearly engaged in a trial-and-error process, resulting in a process of experimentation, during 

this project.101  Appellants contend that their supporting documentation clearly supports this conclusion 

(i.e., the Meeting Minutes of the Roof Tile Modernization Committee and the drawing that support the 

statements made in Mr. Padavona’s declaration).  (App. August 16, 2013 Submission, pp. 21-22.) 

Appellants also disagree with appellants’ conclusion that the work performed in the 

drying tunnels (such as the removal of the tracks and ductwork and the complete gutting of the tunnels) 

was repairs and, as such, were an excluded activity under Treasury Regulation section 1.41-4(c).  

Appellants contend that these activities were one step in the process to create a new dryer process and 

that, in order to install new fans and conveyors, the existing equipment in the tunnels needed to be 

removed.  Appellants argue that there were no repairs to the dryer system but that appellants created a 

new dryer process to replace the old one, such that this cannot be considered a “repair” activity and be 

excluded under Treasury Regulation section 1.41-4(c).  (App. August 16, 2013 Submission, pp. 22-23.) 

As for the glaze spalling/pop out project at the Gladding McBean facility (project 29), 

appellants state that respondent has conceded that qualified research occurred with respect to this 

project but that, notwithstanding this concession, appellants’ credit relating to this project should be 

limited to $7,541 for the fiscal years ending March 31, 2002, and March 31, 2003, and disallowed for 

101 Appellants reference paragraph #51 of Mr. Padavona’s declaration: 
“We had some difficulties improving the dryers and had engaged in some trial and error to fix these difficulties.  For 
example we had to mount the electrical equipment.  Initially, you’ve got 100 percent moisture in a dryer and you have the 
doors closed.  You have the dryers at 80 degrees temperatures, and they’re full of tiles that are all full of moisture. So 
essentially, you’ve got 95 percent moisture.  So trying to operate electrical fans in that kind of condition and then raising the 
temperature to close to 200 degrees, as you probably imagine, was pretty precarious, and we moved that -- in that direction 
very slowly. And so we had to design these fans with very special equipment that could withstand that.  And we had to be 
prepared that, if, under these conditions of moisture and heat, these fans required more maintenance, we had to be prepared 
for that. And so we decided to take that risk.” 
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the fiscal year ending March 31, 2004. Appellants also note that respondent limited appellants’ 2002 

and 2003 credit claims to the qualified research expenses of only eight employees and disallowed the 

wages of Gladding McBean’s plant manager, Bill Padavona.  (App. August 16, 2013 Submission, 

p. 23.) 

Appellants contend that respondent’s disallowance of the remaining credit claimed for 

this project is improper in light of the substantial amount of supporting documentation and oral 

testimony that has been provided.  As for respondent’s denial of claimed amounts for the fiscal year 

ending March 31, 2004, appellants assert that Meeting Minutes from the Materials Meetings held on 

May 6, 2003, and August 12, 2003, have been provided and that these minutes discuss the progress of 

the terra cotta products (that the current run uses Christy grog) and notes that no pop outs were found 

on pottery mix 137. Appellants contend that these minutes illustrate that the pop-out project continued 

to be a concern in the fiscal year ending March 31, 2004.  As for respondent’s concern that appellants 

were not engaged in a process of experimentation during this fiscal year, appellants contend that they 

submitted production mix results and a timeline to clearly show that experimentation on the terra cotta 

mixes continued during the fiscal year ending March 31, 2004.  Appellants argue that this 

contemporaneous documentation, coupled with the wage surveys and oral testimony provided during 

the plant tours, sufficiently substantiates the claim for the R&D credit in the fiscal year ending March 

31, 2004. Finally, appellants argue that respondent’s limitation of qualified research expenses to eight 

employees and the elimination of Mr. Padavona’s salary is improper, as (1) respondent has not 

provided any analysis as to why the wages claimed for other employees were not proper, and 

(2) Mr. Padavona had a direct hand in working with Jim Keating on the project.  (App. August 16, 2013 

Submission, p. 23.) 

As for the brick kiln exit door at the H.C. Muddox facility (project 22), while appellants 

agree that the project started in 1994, appellants argue that respondent improperly concluded that the 

project was outside of the tax years at issue, as, according to Mr. Gunning’s declaration, the efficiency 

problem was still an issue in 1999 and the documentation submitted supports that the project was 

undertaken during the fiscal years ending March 31, 1999, and March 31, 2000.  Additionally, 

appellants argue that they accomplished much more than just the installation of a kiln door.  Based 
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upon Mr. Gunning’s declaration and the documentation provided, including the “Preliminary Report 

and Recommendations on the Kiln and Driers” report submitted as part of appellants’ November 9, 

2012 submission, appellants assert that they have supported that the process improvements made 

increase the efficiency of the brick kiln.  Appellants argue that Mr. Gunning used his 40 years of 

experience to come up with this innovation and that the contemporaneous documentation, the 

declaration, the plant tour, and the interviews support that this project meets the four-part test of 

IRC section 41. (App. August 16, 2013 Submission, pp. 24-25.) 

SECTION 40 APPEAL 

Revenue and Taxation Code section 40 was enacted by Assembly Bill No. 2323 

(2011-2012 Reg. Sess.). It provides that the Board will publish on its website a written opinion for 

each decision rendered by the Board in which the amount in controversy is $500,000 or more.  Section 

40 does not apply to consent calendar actions. The amount in controversy in this appeal is over 

$500,000, and it is not a consent item; therefore, Section 40 will apply to the Board’s decision in this 

appeal. 

Section 40 requires that the Board publish on its website a Summary Decision or Formal 

Opinion containing findings of fact, analysis and other required content within 120 days of the date the 

Board’s decision is rendered. Following the conclusion of the hearing, if the Board votes to decide the 

appeal but does not specify whether a Summary Decision or a Formal Opinion should be prepared or 

direct preparation of a Formal Opinion, staff will prepare a Summary Decision (which would not be 

precedential) and submit it to the Board for review and adoption at a later public meeting. 

Under California Code of Regulations, title 18, sections (Rules) 5451, subdivision (c), 

5452, subdivision (c), and 5460, subdivision (a) of the Rules for Tax Appeals (RTA), the Summary 

Decision (or Formal Opinion if so directed) will remain confidential unless and until it is adopted by 

the Board, and the date on which the Board votes to adopt the Summary Decision (or Formal Opinion) 

will be the date of the Board’s decision and the date on which the 30-day period for filing a Petition for 

Rehearing (PFR) will begin.  If no PFR is filed, the decision will be final and rendered at the expiration 

of that 30-day period, and shortly thereafter published to the Board’s website in compliance with 

Section 40. If a PFR is filed, the Board’s determination would not become final, and no decision would 
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be published, until the PFR process is completed.  Following the hearing, staff will promptly notify the 

parties in writing of the following:  the Board’s vote, whether a Formal Opinion or Summary Decision 

will be prepared, when the decision will become final, and when a PFR may be filed.102 

STAFF COMMENTS 

Statutes granting tax credits are to be construed strictly against the taxpayer with any 

doubts resolved in the FTB’s favor.  (Dicon Fiberoptics, Inc. v. Franchise Tax Board (2012) 53 Cal.4th 

1227, 1236.) In this appeal, appellants have the burden of providing sufficient evidence to establish: 

(1) that PCB conducted activities that constituted qualified research; (2) the amount of qualified 

research expenses that they can attribute to each of these projects; and (3) PCB’s fixed-based 

percentage.  For each of the individual projects, if appellants have not established that a project was a 

qualified research activity, the analysis of that project ceases; there is no need to determine the next 

step, whether there are expenses that appellants have shown that are attributable to that project.  In 

other words, the Board should first determine if a project constituted a qualified research activity.  If the 

Board determines that a project is a qualified research activity, the Board can then take the next step 

and determine if appellants have shown that there are expenses that can be attributed to that project. 

Based on the record, the Appeals Division notes that projects 18, 20, 21, and 27 appear 

to have occurred completely outside of (either prior to or after) the years at issue in this appeal.  The 

Appeals Division notes the following regarding these projects:  

	 Project 18 Baghouse Bags, Cages, and Venturis  (Pabco - Newark)  This project commenced on 

July 23, 2004, after the tax years at issue.  The AFE and the Capital Request are dated July 23, 

2004, and a purchase order has a date of July 21, 2004. All of these documents submitted are 

outside of the years at issue.  Although appellants have raised this project, according to their 

102 The above process results from the application of Section 40 to the Board’s existing income tax rules.  In contrast, 
business tax rules permit a process in which the finality of the Board’s decision is not deferred while the decision required 
by Section 40 is prepared and reviewed by the Board (unless the Board elects to hold its decision in abeyance pending 
review of the required decision).  Pursuant to the Board’s direction at its December 18, 2012 meeting, staff is in the process 
of proposing revisions to the RTA that, among other things, would provide that the Board’s vote to resolve the appeal, rather 
than its later adoption of a Summary Decision, would start the 30-day period for filing a PFR (unless the Board otherwise 
directs or directs preparation of a Formal Opinion).  This would bring the income tax procedures closer to conformity with 
business tax procedures, and in addition is intended to avoid any delay and additional interest accrual that might otherwise 
be caused by Section 40’s requirement that a written opinion be published. 
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August 16, 2013 project accounting summary, appellants claimed $0 in qualified research 

expenses for this project during the years at issue in this appeal. 

	 Project 20 Hazardous Waste Disposal (Pabco - Newark)  This project commenced on May 21, 

2004, after the tax years at issue. A proposal/contract from RG Construction, Inc. is dated 

December 2, 2004.  The AFE and the Capital Request are dated May 21, 2004, and an estimate 

from Industrial Support & Services Corp. is dated May 4, 2004.  All of these documents 

submitted are outside of the years at issue.  According to appellants’ August 16, 2013 project 

accounting summary, appellants claimed $34,266 in qualified research expenses for this project 

for the FYE March 31, 2004. 

	 Project 21 Flue Liner Kiln (H.C. Muddox)  This project was completed on January 22, 1998, 

prior to the commencement of the years at issue.  Letters from the contractor dated January 15, 

1998, and January 19, 1998, discuss the cost summary of the materials installed for the shuttle 

kiln rebuild and a proposed settlement of the extra work performed on the project, respectively.  

The binder submitted for this project also included documents from 2008 and 2009.  However, 

these documents appear to relate to the demolition of the brick flue kilns.  According to 

appellants’ August 16, 2013 project accounting summary, appellants claimed $102,605 in 

qualified research expenses for this project for the FYE March 31, 1999. 

	 Project 27 Monorail Brick Packaging System  (H.C. Muddox)  This project commenced on 

May 27, 2004, after the tax years at issue. One project correspondence memo is dated October 

8, 2004. The AFE is dated October 8, 2004 and a proposal from Signode is dated May 27, 

2004. All of these documents are outside of the years at issue.  According to appellants’ 

August 16, 2013 project accounting summary, appellants claimed $0 in qualified research 

expenses for this project during the years at issue in this appeal. 

At the hearing, appellants should be prepared to explain why, after the Board requested that the parties 

narrow the issues on appeal if possible, appellants could not concede these projects, when the projects 

apparently occurred outside of the tax years at issue and appellants claimed no qualified expenses for 

two of the four projects. 

Next, the Appeals Division notes the following apparent inconsistencies in the 
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documentation submitted by appellants: 

	 Project 9 (Pabco-Vernon), the vat exhaust addition, is a project with a start date of March 21, 

1997, and an end date of April 4, 2002 (i.e., from the FYE March 31, 1997 through the 

FYE March 31, 2003). However, in the Qualified Activity Narrative and the Individual Time 

Survey for High-Level Management for the Vernon facility, the project is identified as a 

FYE March 31, 2005 project, which is outside of the years at issue in this appeal.  The AFE for 

the project similarly has a date of March 28, 2005, outside of the years at issue in this appeal. 

	 Project 10 (Pabco-Vernon), the radial distributor with manual dilution control, is a project with 

a start date of February 8, 2001, and an end date of April 29, 2005 (i.e., from the FYE March 

31, 2001 through the FYE March 31, 2006). However, this project appears to be the project 

described as the “Radio Distributor/Octopus Project” for the FYE March 31, 2005, in the 

Qualified Activity Narrative and the Individual Time Survey for High-Level Management for 

the Vernon facility. 

	 The Qualified Activity Narrative for the Newark facility references or discusses the basis weight 

scanner at least four times.  However, this is not a Newark facility project; the basis weight 

scanner project is a Vernon facility project. 

	 Project 24 (H.C. Muddox), the holding rooms improvements project, is a project with a start 

date of December 19, 2000, and an end date of January 21, 2002.  In the binder submitted for 

this project, appellants included AFEs and bid proposals dated 2008 and 2009, which are 

documents that are outside of the years at issue in this appeal. 

In addition to the above, and as noted in various footnotes in the tables above for the 

individual projects, there were several projects which appellants presented that were not mentioned in 

the qualified activity narrative or in the individual time survey for high-level management (which 

appellants refer to as an “executive summary”) for the particular facility, or were not mentioned in both 

documents.  To assist in identifying these projects, the Appeals Division again lists the projects before 

the Board at this time.  For the four projects (the two projects at the Pabco-Newark facility (projects 18 

and 20) and the two projects at the H.C. Muddox facility (projects 21 and 27)) that began, and ended, 

either before or after the years at issue in this appeal, such projects are noted below with an asterisk 
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(“*”). For the projects that appellants did not mention in the qualified activity narrative for that 

particular facility, such projects are noted with the section symbol (“§”) below.  For the projects that 

appellants did not mention in either the qualified activity narrative or in the individual time survey for 

high-level management for that particular facility, such projects are noted with the @ symbol (“@”) 

below. 

Projects at Issue 
as of Sept. 6, 2012 (34) as of Nov. 9, 2012 (64) 

Pabco - Vernon (10) 
Basis Weight Scanner 

Reject Separator 
Centrifuge 

Dryer Bearing Thermocouples 
Dissolved Air Flotation Unit @ 

Stock Control Ratio103 

Split Top Felt @ 
Plant Expansion @ 

Vat Exhaust Addition 
Radial Distributor with 

Manual Dilution Control 

Pabco - Vernon (20) 
Basis Weight Scanner 

Reject Separator 
Centrifuge 

Dryer Bearing Thermocouples 
Dissolved Air Flotation Unit @ 

Stock Control Ratio 
Split Top Felt @ 

Plant Expansion @ 
Vat Exhaust Addition 

Radial Distributor with 
Manual Dilution Control 

Rewinder Upgrade 
Broke Conveyor 

Thickeners/Deckers Replacement 
Machine Screen Upgrade 

Stock Pressure Loop 
Fourth Section Driver Drive 
Machine Drive Improvement 

Air Compressor Variable Speed Rotary 
Press Replacement Process 

Wallboard Paper Development @ 
Pabco - Newark (10) 

Raw Material Handling Upgrade § 
Ball Mill § 

Bulk Bag Handling System @ 
Stucco Screen @ 

Vibrating Screener @ 
Zone 3 Burner System § 

Pabco - Newark (10) 
Raw Material Handling Upgrade § 

Ball Mill § 
Bulk Bag Handling System @ 

Stucco Screen @ 
Vibrating Screener @ 

Zone 3 Burner System § 

103 The Appeals Division notes that the November 9, 2012 spreadsheet submitted by appellants refers to this project as the 
“Stock Control Ratio” project.  However, based upon the Appeals Division’s review of the evidence submitted, it appears 
that the appropriate name of this project is “Stock Ratio Control”. 
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Imp Mill Bag House Fan 
Baghouse Bags, Cages & Venturis * 

Imp Mill Bag House 
Hazardous Waste Removal * 

Imp Mill Bag House Fan 
Baghouse Bags, Cages & Venturis * 

Imp Mill Bag House 
Hazardous Waste Removal * 

H.C. Muddox (7) 
Flue Liner Kiln § * 

Brick Exit Kiln Door 
Flue Dryer/Preheater § 

Holding Room Improvements 
Ware Cool System § 

H-Cutter Reels § 
Monorail Brick Packaging System * 

H.C. Muddox (7) 
Flue Liner Kiln § * 

Brick Exit Kiln Door 
Flue Dryer/Preheater § 

Holding Room Improvements 
Ware Cool System § 

H-Cutter Reels § 
Monorail Brick Packaging System * 

Gladding McBean (2) 
Roof Tile Modernization 

Body Pop-Outs 

Gladding McBean (2) 
Roof Tile Modernization 

Body Pop-Outs 

Basalite - Tracy (2) 
Palletizer 

Vapor System 

Basalite - Tracy (10) 
Palletizer 

Vapor System 
Re-Engineering of Handling Systems § 

Burner Installation § 
Pallet Repair System Project @ 

Super Sack § 
Mortar Reformulation § 

Transfer Car Communication Laser § 
Mix Station Lasers § 

Split Hopper § 

Basalite - Dixon (3) 
Pallet Turnover Device 
Mold Insertion Device 

Development & Testing of Mix Design 

Basalite - Dixon (14) 
Pallet Turnover Device 
Mold Insertion Device 

Development & Testing of Mix Designs 
Conversion to Semi-Automatic Five-

Block Machine § 
Implementation of Computer-Based 

System to Track R&D § 
Development of Adapter/Spacer in 

Block Cubing Process § 
Installation of Tumbling Lines @ 

Block Blowdown Device § 
Automation of Sacking System § 
Installation of Conveyor System § 

Installation of Test Ovens § 
Development & Installation of Portable 
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Basalite - Dixon (14) continued 
Crusher § 

Pallet Thumper Device § 
Asphalt Conveying System § 

Pacific Coast Companies, Inc. (0) 
none 

Pacific Coast Companies, Inc. (1) 
Pacific Pathway 

RESOLVING THIS APPEAL 

At the September 12, 2012 oral hearing of this matter, it was the Board’s (and the 

Appeals Division’s understanding) that there were 34 projects before the Board for consideration.  At 

the conclusion of the hearing, the Board directed the parties to consider conceding some of these 

34 projects so that, when the matter returned to the Board for adjudication at a second oral hearing, the 

matter would be less cumbersome, as there would be fewer projects before the Board for consideration.  

As mentioned above, respondent has conceded that one project, Project 29 (the body pop-outs project at 

the Gladding McBean facility), is a qualified research activity.  However, as for the related qualified 

research expenses for this project, respondent asserts that “even if [it] were to ignore appellants’ faulty 

base amount calculations, the allowable qualified research expenses amount to a credit of $2,232 in 

FYE 3/2002 and $5,309 in FYE 3/2003.” Respondent has not conceded that any of the other projects 

are qualified research activities. This is the same concession that respondent had made as of 

September 12, 2012.  As for appellants, not only did appellants fail to identify projects that they were 

willing to concede, appellants placed 30 additional projects before the Board for consideration as part of 

this appeal. 

As mentioned above, this is a Section 40 appeal.  As a result, following the Board’s 

discussion and vote in this appeal, the Appeals Division will draft and propose to the Board a decision 

to be published on the Board’s website that will contain, among other things, findings of fact, the legal 

issues presented, and applicable law and analysis. In order to facilitate the drafting of the required 

Section 40 decision, the Board should consider and provide direction regarding the following:  (1) have 

appellants provided evidence of a process of experimentation relating to the various projects identified 

and otherwise met the four-part test of IRC section 41(d), and established that PCB conducted activities 
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that constitute qualified research; (2) have appellants established a nexus for qualified research 

expenses that can be attributed to each of the individual projects; and (3) have appellants substantiated 

PCB’s fixed-base percentage. With the foregoing in mind, the Appeals Division offers the following 

path for the Board to consider in resolving this appeal:  first, if and to the extent appropriate, based on 

the record, narrow the projects and expenses being considered by eliminating any projects and expenses 

which the Board finds occurred outside of the tax years at issue, and second, for the remaining projects, 

analyze each under the three-part analysis for an R&D credit appeal. 

Threshold Question 

Should the Board continue to consider projects 18, 20, 21, and 27, which appellants have 

identified as occurring either completely before, or completely after, the years at issue in this appeal?  

All of the documents that appellants have submitted for projects 18, 20, and 27 are dated outside of the 

years at issue.104 

Question 1: Qualified Research Activities 

Have appellants provided evidence of a process of experimentation relating to the 

various projects identified and otherwise met the four-part test of IRC section 41(d), and established 

that PCB conducted activities that constitute qualified research?105 

A “process of experimentation” has been described as involving three steps: 

(1) the identification of uncertainty concerning the development or improvement of a 
business component,
(2) the identification of one or more alternatives intended to eliminate that uncertainty, 
and 
(3) the identification and the conduct of a process of evaluating the alternatives (through, 
for example, modeling, simulation, or a systematic trial and error methodology). 

/// 

/// 

104 Regarding project 21 (the flue liner kiln), appellants state that this project had a start date of September 30, 1997, and an 
end date of January 22, 1998, which is a time period prior to the years at issue in this appeal.  Appellants included two email 
chains, as part of the documents submitted for this project, which appear to be related to separate and different activities: the 
flue pipe conveyor and the flue kiln demolition.  These emails are the only documents that appellants submitted for this 
project that are dated within the years at issue in this appeal. 

Appellants claimed QREs of $34,266 for project 20 for the FYE March 31, 2004, and claimed QREs of $102,605 for project 
21 for the FYE March 31, 1999. 

105 As mentioned, respondent has conceded that project 29 (the body pop-outs project) is a qualified research activity. 
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The Appeals Division notes the following: 

 Appellants submitted no contemporaneous documentation for projects 41, 42, 47, 60, and 61. 

 The only contemporaneous documentation that appellants submitted for projects 32, 33, 50, 51, 

52, 53, 62, and 64 are “Plant Expansion Memos” relating to appellants’ plan in late 1999 and 

early 2000 to expand the Dixon facility. 

 For project 19, the test results that appellants submitted are dated April 2004,106 which is after 

the tax years at issue.107 

 For project 37, the only contemporaneous documentation that appellants submitted is drawings 

and all of the drawings have dates from 1997, prior to the tax years at issue.108 

	 For project 38, the only contemporaneous documentation that appellants submitted is: (1) three 

drawings with dates from 1997; and (2) one page of notes that appear to be measurements for 

the pouring of concrete. 

 For project 43, the only contemporaneous documentation that appellants submitted is one page 

of undated notes. 

 For project 48, the only contemporaneous documentation that appellants submitted is project 

specifications and a budget. 

	 For project 57, the only contemporaneous documentation that appellants submitted is: (1) an 

Authorization for Funds Expenditure memorandum dated April 13, 2003, along with supporting 

documents; and (2) an Authorization for Funds Expenditure memorandum dated July 9, 2004, 

along with supporting documents.  The July 9, 2004 AFE is outside of the tax years at issue. 

	 For project 63, the only contemporaneous documentation that appellants submitted is: (1) a 

pre-installation checklist that appears to be from a manufacturer (“E-Z Blend Granular Pigment 

106 The three pages of test results are dated April 15, 2004, April 15, 2004, and April 18, 2004. 

107 The only other contemporaneous documentation that appellants submitted for this project are six drawings that are all 
undated. Five of these drawings have a facsimile date stamp of February 13, 2004. 

108 Appellants submitted three drawings for project 37: (1) a drawing dated June 16, 1997 (prior to the tax years at issue), is 
labeled “Layout & Detail of Foundation for Decker Thickners” [sic]; (2) a drawing dated June 23, 1997 (prior to the tax 
years at issue), labeled “Layout & Elev. Of Thickner [sic] Deckers Installation & Piping Arrgm’t”; and (3) “Crane Rail 
Installation for New Thickners [sic]”. 
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Dispenser Pre-installation Checklist” and a scope of work schedule; and (2) five black and white 

copies of photographs that are very blurry and indistinguishable. 

With the above in mind, the Appeals Division suggests that the Board should 

specifically consider and determine if the following projects are qualified research activities 

(i.e., projects in which appellants have submitted a substantial amount of documentation and in which 

appellants have claimed a substantial amount of expenses): 

 Project 28 (the roof tile modernization project) 

 Project 34 (the development and testing of mix designs) and Project 59 (the mortar 

reformulation project) 

 Project 54 (the wallboard paper development project) 

Regarding project 44 (the Pacific Pathway project) and project 47 (the implementation 

of a computer-based system to track R&D), the issue before the Board is whether these projects are 

qualifying activities under IRC section 41(d)(2)(B) or whether these projects are excluded activities for 

which the R&D credit is not allowed under IRC section 41(d)(4)(E). 

All Other Projects. Other than the projects mentioned immediately above, it appears to 

staff that the balance of appellants’ projects share similar key factual and legal issues with respect to the 

process of experimentation: did appellants engage in a process of experimentation for those activities in 

which appellants purchased and installed equipment?  The parties’ contentions regarding these issues 

are recapped immediately below. 

Appellants assert that the integration and configuration of equipment or systems, even if 

such equipment or systems are pre-existing, can be a qualified research activity through a taxpayer’s 

determination of how its equipment or systems fit together.  In referencing Treasury Regulation section 

1.41-4(a)(8), Example 4,109 appellants argue that one must look at the overall scope of a project in that 

the appropriate design of appellants’ improved production processes was uncertain and, in order to 

resolve these uncertainties, appellants undertook systematic trial and error to determine the appropriate 

109 Treasury Regulation section 1.41-4(a)(8), Example 4, relates to an automaker’s design changes to a vehicle for improved 
aerodynamics.  Treasury Regulation section 1.41-4(c)(10), Example 7, relates to a manufacturer’s creation of a new 
manufacturing process for a new valve design.  Treasury Regulation section 1.41-4(a)(8), Example 3, is the shredded food 
blade example.  Each of these examples is included in the Applicable Law section above. 
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design of the process, what improvements could be made, and how those improvements would fit into 

appellants’ existing process. 

  Appellants also assert, in referencing Treasury Regulation section 1.41-4(c), Example 7, 

that, while they may have purchased commercially available component parts and equipment, they 

could not, and did not, purchase commercially-available solutions.  Appellants argue that the focus of 

their R&D activities was the improvement of their products and of their production processes.  Finally, 

appellants argue, in referencing Treasury Regulation section 1.41-4(a)(8), Example 3, that their process 

improvements related to new and improved functions, performance and reliability. 

Respondent argues that appellants have not proven that the equipment purchased was 

accompanied by anything apart from installation. Respondent contends that a simple change to a 

process by installing new, modern equipment followed by the verification that the change worked does 

not constitute a process of experimentation.   To constitute a process of experimentation, respondent 

contends that each discrete project’s research activities must have been designed to not only test 

whether the alleged modifications satisfied appellants’ needs, but to evaluate the use of the alleged 

modification through a sequential process of experimentation.  (Treas. Reg. § 1.41-4(c)(10).) 

Respondent contends that such a process would include not only planning the test, implementing the 

test, and collecting the data, but would also include analyzing the data collected, refining and 

discarding hypotheses, and progressively developing the process.  (Union Carbide v. Comm’r, supra, 

TC Memo 2009-50 at p. 252.) 

  Respondent asserts that appellants’ activities fall under the exclusion of IRC section 

41(d)(4)(A) (i.e., research after commercial production), IRC section 41(d)(4)(B) (i.e., the adaptation of 

an existing business component), and IRC section 41(d)(4)(D)(v) (i.e., routine or ordinary testing or 

inspection for quality control). As a result, respondent concludes that appellants did not engage in any 

process of experimentation in their projects. 

/// 

/// 

/// 

/// 
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Question 2: Qualified Research Expenses 

Have appellants established a nexus for qualified research expenses that can be 

attributed to each of the individual projects?110 

For the projects that remain at issue after the Board’s consideration of Question 1, the 

Appeals Division notes the following. Based upon the submissions made by appellants in the 

post-hearing process, the Appeals Division has found apparent discrepancies in the qualified research 

expenses claimed for various projects.  For instance, project 25 (the ware cool system project at the 

H.C. Muddox facility) is a project with a start date of December 19, 2001, and an end date of 

January 24, 2002, such that the project is entirely within the FYE March 31, 2002.  Accordingly, 

appellants claimed qualified research expenses of $158,076 for this project for the FYE March 31, 

2002. However, in addition to this, appellants also claimed $255,137 in qualified research expenses for 

the project for the FYE March 31, 2003.  The table below is a complete list of such discrepancies found 

by the Appeals Division for projects in which appellants claimed expenses for fiscal years outside of 

(and in addition to) the project years: 

Project 

Fiscal Years 
for this 
Project 

Expenses Claimed in  
Fiscal Years Outside of the 

Project Years 
11 2002 $79,804 (1999) 

$43,504 (2000) 
$166,747 (2001) 

13 2000-2001 $399,018 (1999) 

20 2005 $34,266 (2004) 

21 1998 $102,605 (1999) 

22 2000 $68,403 (1999) 
$75,036 (2001) 

23 2000 $57,003 (1999) 

25 2002 $255,137 (2003) 

28 2000-2003 $760,035 (1999) 

110 The Appeals Division notes that, for any project that the Board eliminated from consideration above, the corresponding 
qualified research expenses for such project are also eliminated from the amounts of expenses claimed by appellants. 

Appeal of Pacific Coast Building NOT TO BE CITED AS PRECEDENT - Document prepared for  
Products, Inc., et al. Board review.  It does not represent the Board’s decision or opinion. 

- 248 



 

 
  

  

5

10

15

20

25

 
 

 
  

 

 

 

 

 

 

 

 

S
T

A
T

E
 B

O
A

R
D

 O
F

 E
Q

U
A

L
IZ

A
T

IO
N



C

O
R

PO
R

A
T

IO
N

 F
R

A
N

C
H

IS
E

 T
A

X
 A

PP
E

A
L


 

1 

2 

3 

4 

6 

7 

8 

9 

11 

12 

13 

14 

16 

17 

18 

19 

21 

22 

23 

24 

26 

27 

28 

32 2000 $106,405 (1999) 

33 2000 $141,735 (2001) 

35 2000-2004 $155,807 (1999) 

39 1997-1999 $247,636 (2000) 

45 2000 $106,405 (1999) 

47 1999 $56,889 (2000) 

54 2000-2004 $623,228 (1999) 

56 2004-2006 $214,172 (2000) 

59 2003-2006 $125,060 (2001) 
$237,114 (2002) 

61 2003 $26,358 (2004) 

Appellants should be prepared to clarify and explain why some expenses for projects are 

claimed for periods outside the period(s) in which appellants contend a project was conducted.  If, and 

to the extent that, there are discrepancies in appellants’ calculations and/or supporting documentation, 

the parties should be prepared to discuss whether any such discrepancies should impact the Board’s 

assessment of the reliability of appellants’ credit calculations and methodology. 

As for appellants’ methodology of accumulating and attributing expenses to individual 

projects, it is the Appeals Division’s understanding that appellants engaged in the following process: 

	 PCB management at each facility completed wage surveys for each fiscal year and estimated 

(by the use of percentages) the amount of time that employees spent working on qualified 

services activities during that fiscal year. 

	 This percentage was applied to each employee’s wages for that fiscal year and these amounts 

were totaled to arrive at a wage total for that facility for that fiscal year. 

	 PCB management then calculated a percentage to apply to supplies and contract research 

expenditures (by taking an average of the wage percentage of the employees at that facility) for 

each fiscal year and applied that percentage to appellants’ supplies and contract research 

expenditures to arrive at a total for each facility for each fiscal year. 

	 Appellants added the calculated wage total and the supplies/contract research expenditures total 
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together to arrive at a total expense amount by facility for each fiscal year. 

 Appellants then estimated the percentage of time that a facility worked on various projects 

during each fiscal year. 

 Appellants then applied this percentage to the total expense amount calculated to allocate 

expenses to particular projects for each fiscal year. 

At the hearing, the parties should be prepared to address (1) whether appellants’ 

documentation provides sufficient evidence to substantiate or reasonably estimate appellants’ claimed 

qualified research expenses and (2) whether appellants’ methodology provides a reasonable basis for 

estimating the expenses that they allocated to each of the projects.  In other words, the parties should be 

prepared to address whether appellants have established a nexus between the claimed expenses and the 

64 projects that appellants have identified. 

Question 3: Fixed-Base Percentage 

Have appellants substantiated PCB’s fixed-base percentage? 

At the hearing, the parties should be prepared to explain appellants’ methodology for 

determining the fixed-base percentage and identify the evidence supporting its calculation of the 

fixed-base percentage. 

/// 

/// 

/// 
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