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INTRODUCTION

Real property owners are charged with the respon-
sibility and cost of environmental clean-up expendi-
tures. Indeed, a number of pieces of Jegislation en-
acted over several decades impose these obligations.
The granddaddy of this clean-up legislation remains
the Comprehensive Environmental Response, Com-
pensation, and Liability Act (CERCLA) of 1980. The
owner of real properly may incur costs to govermmen-
tal entities or private parties as a fee, penalty, or dam-
age payment, or simply as a function of remediating
the land. Unfortunately, with the cost comes uncer-
tainty over the proper tax (reatment of such costs.
When coupled with unfavorable tax consequences,
real property owners suffer a double economic loss.

Real property owners typically face one of two
general issues with respect to the tax treatment of en-
vironmental costs. By far the more prevalent issue is
whether the costs are deductible in the vear incurred
or whether instead they must be capitalized. A second
issue is whether certain fines and penalties paid to
government entities (or in some cases, even non-
government entities) can be expensed at all.

Much of the tax law here has not changed. Issues
of deductibility often turn on rather subtle factual dis-
tinctions. This is an age-old exercise. Yet, there is one
change. Last year the JRS released Rev. Rul. 2004-

" Robert W. Wood practices law with Robert W. Wood, P.C., in
San Francisco {www.rwwpc.com). He is the author of Taxation of
Damage Awards and Settlemem Paymenty (3d ed. 2005), pub-
lished by Tax Institute and available at www.damageawards.org.

18,' adding an extra hurdle for the deduction of cer-
tain environmental remediation costs.

TO DEDUCT OR CAPITALIZE?

Historically, taxpayers attempting to deduct costs
associated with environmental remediation have done
so under the general business expense provisions of
§162.% There is, of course, no separate environmental
remediation deduction so denominated. The regula-
tions provide that the cost of incidental repairs that
neither materially add to the value of the property nor
prolong its life may be deducted as an expen&e
Many taxpayers have successfully deducted environ-
mental repair or clean-up costs under this authority.

Not surprisingly, the IRS often disallows such de-
ductions under §263(a), which generally prohibits de-
ductions f{or capital expenditures paid or incurred to
add to the value or substantially prolong the useful
life of property, or to adapt the property to a new or
different use.* This classic battle between deducting
and capitalizing is nearly as old as the income fax,
Even in the environmental arena, this battle between
taxpayers and the IRS has rather LIc.m battle lines and
has been going on for many years.”

Case law and administrative rulings have helped
shape what environmental remediation costs are de-
ductible and what costs must be capitalized. The
seminal case in the “deduct-versus-capitalize™ match
between taxpayers.and the IRS remains Plainfield-
Union Water Co. v. Comr.° Plainfield-Union was a pri-
vately owned water company in operation since 1890,
In 1950, it added an additional water source to its wa-
ter system. The new system drew from filtered river
water, which was more acidic and resulted in tubercu-
lation, reducing the carrying capacity of its pipes. The
tuberculation also caused iron oxide to be transported
in the water system when it reached the consumer.

The reduced carrying capacity occurred only after
introduction of the new water source. The taxpayer
cleaned out the pipes and lined them with cement to
prevent transporting the iron oxide. The cement lining
was not a permanent solution, but it eliminated the tu-
berculation and the need for constant cleaning of the
pipes for as long as the cement lining actually lasted.
Plainfield-Union deducted the costs as ordinary and
necessary business expenses, and the IRS challenged
the deduction.

The Tax Court concluded that the cleaning and ce-
ment lining amounted to a repair that merely restored
the original carrying capacity of the pipes. Cleaning
and lining the pipes did not materially enhance the
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value, use, life expectancy, strength, or capacity of the
pipes, <.ompcut,d with the pipes prior to the condition
that necessitated their repair. The cement lining also
did not render the pipes suitable for any acldltlondl
use.

All of this made perfect sense, of course. So, this
Plainfield-Union test became the standard for deter-
mining whether environmental clean-up costs were
deductible. In its decision, the Tax Court emphasized
a comparison of the status of the improved asset with
the prior status of the asset. This simple before-and-
after analysis sought to determine whether the value,
life, or integrity of the asset was enhanced beyond its
otherwise normal life. Where an asset is enhanced in
any of these ways, or where the enhancement creates
a substantial new or additional use for the property.
the taxpayer would have to capitalize the costs of the
environmental correction. Conversely, where the re-
pair or correction did nor substantially create or add
to the use of the property, or did not extend its life,
value, or integrity, the taxpayer could deduct the re-
lated costs.

[t is not surprising that Plainfield-Union has stood
the test of time. However, the tax treatment of envi-
ronmental clean-up costs was tested again in 1994
with a slightly different (and somewhdt more trou-
bling) result. In Rev. Rul. 94- 38,” the IRS determined
that costs incurred to clean up land and to ftreat
groundwater contamination due to hazardous waste
from the taxpayer's business were deductible as ordi-
nary and necessary business expenses. However, in
the same ruling the IRS determined that costs allo-
cable to constructing groundwater treatment facilities
were capital expenditures under §263(a). This parsing
can be a painstaking process. Rev. Rul. 94-38 asks
taxpayers (o examine each environmental clean-up ac-
tivily individually to determine whether the associated
costs were deductible.

The facts in Rev. Rul. 94-38 involve a raxpayer
who built a manufacturing plant on land it purchased
in 1970. The land was not contaminated by hazardous
waste at the time the taxpayer purchased it. In fact. it
only later became contaminated as a result of the tax-
payer's manufacturing process. The taxpayer buried
the hazardous waste en its land, ultimately damaging
both the soil and groundwater.

Like many buried problems, this one eventually
surfaced. In 1993, the taxpayer was ordered to com-
ply with federal, state, and local environmental re-
quirements to remediate the contaminated soil and
groundwater. The taxpayer excavated the contami-
nated soil, transported the waste to disposal facilities,
and backfilled excavated areas with uncontaminated
soil. The taxpayer also established a system for the
continued monitoring of the groundwater to ensure
that all hazardous waste was removed by the remedia-
tion. Plus, the taxpayer constructed groundwater treat-
ment facilities, including wells, pipes, pumps, and
other equipment to extract, treal, and monitor con-
taminated groundwater.

71994-1 C.B, 35.

These measures eventually restored the taxpayer’s
land to the same physical condition that existed prior
to the contamination. That kind of “put it back like it
was’’ approach would seem to generate immediate de-
ductions under Plainfield-Union. In determining
whether the costs expended by the taxpayer in the re-
roediation activities should be deducted or capitalized,
the IRS ultimately bifurcated the costs associated with
these activities. treating some as deductible and oth-
ers as capital expenditures. Some of these line-
drawing exercises are not easy and may be subject to
varying interpretations.

For example, the IRS determined that the ground-
water facilities constructed by the taxpayer had a use-
ful life beyond the taxable year in which they were
constructed. The costs of such facilities were therefore
ruled to be capital in nature. On the other hand, the
soil remediation and groundwater treatment expendi-
tures did not produce permanent improvements to the
taxpayer’s land. Those costs would therefore be de-
ducted.

The difference is meaningful. The IRS found that
these latter expenditures merely restored the taxpay-
er’s soil and groundwater to their approximate condi-
tion before lhe) were contaminated by the taxpayer’s
manufacturing operations. Such expenditures did not
prolong the useful life of the land, and they did not
adapt the land to a new or different use. Just as the
court had done in Plainfield-Union, the IRS compared
the status of the affected asset after the expenditure
with the status of that same asset before the condition
arose which necessitated the expenditure. Thus, the
before-and-afler test had acquired new HOphisllCdtan

Rev. Rul. 98-25" brought a further requirement.
There, distinguishing the conclusion of Rev. Rul. 94-
38, the IRS allowed the taxpayer to deduct the full
costs of replacing underground storage tanks contain-
ing waste by-products. The taxpayer placed waste
from its manufacturing activities 1n steel tanks which
it buried on its land. In compliance with federal, state,
and local environmental laws, the taxpayer removed
the old storage tanks and replaced them with new
steel-fiberglass-reinforced plastic composite tanks.
This process involved excavating the old tanks, drain-
ing the waste from those tanks, disposing of the old
tanks at an appropriate disposal facility, transferring
the waste by-products to the new tanks, placing the
new tanks in the old hole, and filling the hole with
s0il.

[n determining that all of the substantial costs asso-
ciated with the process were deductible in the year in-
curred, the IRS did not rely upon Plainfield-Union.
Rather, the IRS focused on §§162 and 263 and the ac-
companying regulations. The IRS analyzed whether
the storage tanks had a useful life substantially be-
yond the tax year the costs were incurred. The IRS
distinguished this situation from that in Rev. Rul. 94-
38. In Rev. Rul. 94-38, the groundwater treatment fa-
cility had a useful life beyond the year in which the
costs were incurred. That meant the value of the land
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increased when compared to the value of the land
prior to the condition that required the expenditure.
Replacing the old storage tanks with the new ones did
not increase the useful life of the property. The new
tanks could only be filled once, had no salvage value,
and therefore had no useful life to the taxpayer be-
yond the year in which the costs were incurred.

Interestingly, Rev. Rul. 98-25 does not discuss
whether the value of the land was enhanced, nor
whether the new storage tanks created a new use for
the property. The IRS seemed to stop short of the in-
dices of the Plainfield-Union test, focusing on the
storage tanks rather than on the land itself. In Rev.
Rul. 94-38, the IRS had focused on the groundwater
facilities, noting that the taxpayer actually used the as-
set substantially beyond the taxable year the costs
were incurred. After all, the taxpayer used the facili-
ties 10 monitor the groundwater on a continual basis.
That monitoring encompassed examinations of the
groundwater and the land, so the costs of implement-
ing the facilities had to be linked to the land and the
groundwaler,

Shortly after issuing Rev. Rul. 98-25, the IRS is-
sued Rev. Proc. 98-17.” announcing that the IRS
would issue private letter rulings on the tax treatment
of costs incurred in environmental clean-up projects
that spanned multiple years, including both future and
past years, While 1t was helpful in providing definite
answers regarding the tax treatment in specific in-
stances, this development has proven to be of limited
value. Indeed, the revenue procedure itself says that
under its terms, the IRS would only issue this written
advice during the two-year period ending on February
2, 2000.

However, notwithstanding its limited and self-
closing window, Rev. Proc. 98-17 still provided some
enduring value. It defines both ‘“environmental
clean-up costs” and “environmental clean-up
project,” both key terms in this genre. These defini-
tions help to frame what activities will be considered
in drawing the deduct-versus-capitalize Maginot line.
Under these definitions, environmental clean-up costs
included any costs associated with the “assessment,
mitigation, removal, or remediation of environmental
hazards, whether latent or imminent, on the taxpayer’s
property or on the property of another.”

The definition of an *“environmental clean-up
project™ is even more detailed, including projects that
consist of one or more of the following related envi-
ronmental clean-up activities: (1) the study. remedia-
tion, and monitoring of soil and groundwater at a
former manufacturing site, (2) the removal and re-
placement of asbestos in manufacturing equipment lo-
cated at several of the taxpayer’s operating plants, or
(3) the removal of underground storage tanks, treat-
ment of contaminated soil and groundwater, and re-
moval of asbestos from a retail facility where the tax-
payer intends to begin operations.

In the years since 1998, the courts have continued
to use and refine the Plainfield-Union test. There are

7 1998-1 C.B. 405.
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at least two cases (both holding that costs incurred by
the taxpayers in environmental remediation should be
capitalized) that actually modify the Plainfield-Union
test. The Fourth Circuit’s foray into this field came in
Dominion Resources, Inc. v. U.S.,'® an asbestos re-
moval case. The Sixth Circuit weighed in with its own
reading of Plainfield-Union in United Diary Farmers,
Inc., et. al. v. U.S.,'" a soil remediation case.

In Dominion Resources, the taxpaver (Dominion)
owned all the stock of a regulated public utility. Do-
minion incurred approximately $2.2 million in the en-
vironmental clean-up of a property it had previously
used as a power plant. Dominion deducted these costs
as ordinary and necessary business expenses. The [RS
disallowed the deduction.

Dominion had cleaned the property by removing
asbestos-containing materials, sludge, and assorted
contaminants to avoid liability to trespassers and third
parties. The IRS contended that the taxpayer incurred
these costs primarily to adapt the property for use in
the company'’s real estate development business, con-
stituting a new and different use from the previous use
of the property as an electric generating facility. The
Fourth Circuit looked to the Plainfield-Union est,
which would suggest that a new and different use
would mandate capitalization. Yet, the Fourth Circuit
took a slight detour from the Plainfield-Union para-
digms, stating that the focus should be not on the
amount of value added to the property by the im-
provements, but rather on the nature of the improve-
ments themselves.

If an improvement merely restored the value to
property that existed prior to the deterioration, the im-
provement was properly deductible. In contrast, if the
improvement permitted the property be utilized in a
different way, the improvement should be capitalized.
The court concluded that Dominion's environmental
clean-up made the property fit for human habitation, a
condition which did not previously exist. Because the
environmental clean-up substantially altered the char-
acter of the property, the clean-up costs permanently
improved the property and had to be capitalized.

Interestingly, the Fourth Circuit in Dominion noted
that distinctions between capital expenditures and or-
dinary and necessary business expenses are compli-
cated. That seems the pinnacle of understatement. In-
deed, the court recognized that certain individual ex-
penditures could be properly deductible if made in
isolation, but would become capital in nature when in-
curred as part of a larger project of property improve-
ment. The character of single expenses suggests that
isolationism is preferred. Indeed, this transmutation of
expenses, a kind of guilt-by-association, seems unfair,
but is a built-in feature of Plainfield-Union analysis.

The Sixth Circuit case, United Dairy Farmers v.
U.S.,'? added another fillip to the traditional
Plainfield-Union analysis. The court there determined
that the costs incurred in cleaning up environmental

10219 F.3d 359 (4th Cir. 2000).
1267 F.3d 510 (6th Cir. 2001).
12267 F.3d 510 (6th Cir. 2001).
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contaminants were not ordinary because such con-
tamination existed at the time the taxpayer purchased
the property. United Dairy Farmers had purchased two
pieces of property intending to use them as conve-
nience stores. Both properties contained underground
gasoline storage tanks left by previous occupants that
caused soil contamination, and the taxpayer was
aware of this at the time of purchase. Predictably, the
taxpayer incurred costs in remediating the soil, and at-
tempted to deduct them as ordinary and necessary
business expenses.

One would assume this would involve a before-
and-after analysis with the traditional focus on the
dreaded new or different use distinction, which might
be good from the standpoint of business flexibility,
but would be bad from a tax perspective because it
would inevitably spell capitalization. Yet, the court
was a bit more sophisticated, finding there to be two
key determinations: (1) whether the environmental
clean-up costs allowed the property to be used in a
different way, and (2) whether the property conditions
should be evaluated as of the time prior to the con-
tamination of the soil.

The taxpayer relied on Plainfield-Union apd Rev.
Rul. 94-38, both of which had blessed evaluating the
property conditions prior to the condition necessitat-
ing the expenditure. The court, however, found a key
factual difference, reasoning that the taxpayer could
not rely on those authorities, since this taxpayer
bought property that was already contaminated at the
time of purchase. Plus, the taxpayer knew of the con-
tamination. In contrast, Plainfield-Union and Rev.
Rul. 94-38 both involved “‘clean” property.

Because the taxpayer purchased the property in a
contaminated state, the court considered that cleaning
up the property crated a new and different use for the
property. The court distinguished “restoration™ cases
by stating that at the time the taxpayer acquired the
property, there was no relationship between the jm-
provements and the defects. If a taxpayer improves
defects that were already present when the taxpayer
acquired the property, the costs to remedy those de-
fects are capital in nature. Where a taxpayer remedies
defects that were present when the taxpayer acquired
the property, Plainfield-Union does not apply.

The United Dairy Farmers court enumerated three
elements which must exist for a taxpayer to deduct
environmental clean-up costs as ordinary and neces-
sary business expense deductions: (1) the taxpayer
must have contaminated the property in the ordinary
course of its business, (2) the taxpayer must have
cleaned up the contamination to restore the property
to its pre-contamination state, and (3) the clean-up
must not have allowed the taxpayer to put the prop-
erty to a new use. It is this third requirement, of
course, that erects a new non-Plainfield-Union hurdle.

Interestingly, in putting the costs of restoring prop-
erty that the taxpayer acquired in an already contami-
nated state in a separate category, the court does not
point out or apparently rely upon the whipsaw that
would occur to the fisc if a taxpayer could buy an al-
ready contaminated property and deduct remediation
costs. That would be more preferable from a tax

standpoint to buying a property that had just been
cleaned up. where the purchase price (all capitalized)
would of necessity clearly reflect the clean-up costs.

The courts have continued to massage the
Plainfield-Union test. In so doing, they have limited
the situations in which taxpayers may successfully de-
duct environmental remediation costs. Like the courts,
Congress has also attempted to frame the situations in
which a taxpayer may successfully deduct environ-
mental remediation costs by enacting §198. Congress’
offering may be too litde too late, but it is at least
some small crumb of relief during its pre-ordained
short life.

SECTION 198 LIMITATIONS

Enacted in 1997, §198 allows taxpayers to elect to
meat certain qualified environmental remediation costs
that would otherwise have to be capitalized as deduct-
ible jn the year paid or incurred. This provision ap-
pears to be of little value to taxpayers contemplating
new remedial activilies, as it is currently only effec-
tive for expenditures incurred before December 31,
2005."* In order for a taxpayer to make this election
and receive a deduction for environmental remedia-
tion costs, the expenditure must be paid or incurred in
connection with the abatement or control of hazardous
substances at a qualified contaminated site."

The term “‘qualified contaminated site” generally
means any property that is (1) held for use in a trade
or busjness, (2) certified by the appropriate state
agency. and (3) contains a hazardous substance, “Tis
worth noling that deductions for qualified environ-
mental remediation expenditures (which otherwise
would have been capitalized but for §198) are subject
to recapture as ordinary income upon a sale or other
disposition of the property for which the expenditures
were made.'® The deduction is not only limited for
taxpayers who incur such costs prior to December 31,
2005, but also to taxpayers who do not permanently
retain their property.

While the Dominion and United Dairy Farmers de-
cisions were unfavorable to taxpayers, and §198
seems to offer only a limited avenue of deductibility
for certain environmental remediation costs, not all
authority in this area in recent years has been adverse.
For example, in Cinergy Corp. v. U.S.,"” a public util-
ity removed and disposed of asbestos containing ma-
terials from a portion of its building. It replaced some
of the removed materials with non-asbestos contain-
ing materials, and encapsulated some existing fire-
proofing material so as not to flake or spread poten-
tially fibrous materials.

In delineating the deduct-versus-capitalize author-
ity, the court commented on several points that all
poiuted towards a deduction. First, the taxpayer had

2 8198(h).
4 §198(b).
15 8198(c).
e $198(e).
755 Fed. CI. 489 (2003).
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no intention of selling the building. Second. the work
performed was not part of a larger project to refurbish
the entire building. Third, the work did not extend the
useful life of the building. Finally, the taxpayer inter-
nally characterized the ashestos removal and encapsu-
lation as “‘maintenance,” rather than as a capital
project.

I find this last point particularly momentous. On
this latter point, the court found that this semantic
nicety was reflected in work order authorization
forms, internal memoranda, minutes of office meet-
ings, and recorded communications with the contrac-
tor who was performing the work. That means this
“maintenance’” moniker was spread liberally through-
out the project, and like many an oft repeated short-
cut, it stuck. I suspect many have read the Cinergy
Corp. case to underscore the relevance of word
choice. Indeed, sometimes something simply is what
you call it.

Regardless of how important the “‘maintenance”
moniker may be to the holding, the Cinergy decision
is a happy one. In holding that the environmental re-
mediation costs were deductible, the court distin-
guished Dominion and United Dairy Farmers. The re-
moval and clean up of asbestos materials in Dominion
had provided the property with a new use (real estate
development), which substantially altered the charac-
ter of the property. No such shift occurred with Cin-
ergy. Cinergy’s facts were also different from United
Dairy Farmers, since the asbestos issue did not exist
at the time Cinergy built its building. In United Dairy
Farmers, of course, the soil was already contaminated
at the time the taxpayer acquired the property.

Cinergy involved a classic problem developing
over time. The asbestos damage was not an issue at
the time the building was constructed. Instead, the as-
bestos became friable over time, all while in the tax-
payer’s possession. Cinergy's correction was a reme-
dial measure that had the effect of restoring that por-
tion of the building to its original state. This remedial
operation did not add value to the building, prolong
its life, or add a new use to the property.

All of that seemed like Plainfield-Union, where de-
duction was the order of the day. Cinergy represents a
recent example that despite the judicial and legislative
restrictions, environmental remediation costs can be
successfully deducted. Clearly, having the right ele-
ments is important. If you must have contamination,
you want contamination arising over time, nof pre-
purchase contamination. Furthermore, you want the
right use of the property post-“clean-up™ (that is, no
new use for the property, but rather merely a refur-
bishment that facilitates the same use). Semantics
may also be important, with the “maintenance’ moni-
ker being preferred.

MEMORANDUM

INVENTORY AND OTHER RED
HERRINGS

The inventory rules doubtless seem out of place in
this memorandum. Unfortunately, read on. Rev. Rul.
2004-18'% takes a new approach, adding another
hurdle for real property owners who attempt to deduct
the cost of environmental remediation expenditures.
There, the IRS determined that amounts incurred in
cleaning up land the taxpayer contaminated with haz-
ardous waste through operation of a manufacturing
plant must be included in inventory costs under
§263A.

The facts are not unlike those in Rev. Rul. 94-38.
The taxpayer owned and operated a manufacturing
plant that discharged hazardous waste onto portions of
the taxpayer’'s land. The land was not contaminated
with the hazardous waste when purchased by the tax-
payer. The property produced by the manufacturing
plant was inventory in the hands of the taxpayer.

To comply with federal, state, and local environ-
mental requirements, the taxpayer incurred costs in
remediating the soil and groundwater, and established
an appropriate system for the continued monitoring of
the groundwater to ensure that the remediation re-
moved all of the hazardous waste. The remediation
procedures restored the taxpayer’s land to essentially
the same physical condition it had prior to contamina-
tion. During this process, the taxpayer continued to
use the land and operate the plant in the same manner
as it did prior to the clean-up, except that the taxpayer
disposed of all hazardous waste in compliance with
environmental requirements,

Rev. Rul. 94-38 does not address the treatment of
costs to clean up the land and treat groundwater as in-
ventory costs under §263A. Similarly, Rev. Rul. 98-25
does not address whether amounts paid or incurred 10
replace the underground storage tanks must be in-
cluded as inventory costs. In both rulings, the hazard-
ous waste produced on the taxpayer's land was a by-
product of the taxpayer's manufacturing activity. Be-
cause the cost incurred in this ruling was viewed as a
cost related to the production of inventory, capitaliza-
tion was required.

The IRS states that even where a repair cost is de-
ductible under §162, a taxpayer that causes environ-
mental damage during the production of its inventory
must s7ill apply the rules of §263A to determine
whether the repair costs must be included in inven-
tory. In other words, the inventory rules of §263A
trump the environmental rules, or to put it perhaps
more c¢ynically, capitalization always trumps deduc-
tuon.

In Rev. Rul. 2004-18, the taxpayer incurred envi-
ronmental remediation costs to clean up land that was
contaminated as part of the ordinary business opera-
tions of the taxpayer’s manufacturing of inventory.
Under Regs. §1.263A-1(e)(3)(i), the costs are prop-
erly allocable to the property produced by the tax-
payer that is inventory in its hands. As such, the tax-

"% 2004-8 L.R.B. 509.
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paver had to capitalize the otherwise deductible envi-
ronmenta) remediation costs, including these costs in
inventory costs in accordance with Regs. §1.263A-
1(c)(3).

The inventory rule caused some shock waves. For-
tunately however, the IRS provided a transition rule
within Rev. Rul. 2004-18, The IRS stated that it
would not challenge any taxpayer who deducted envi-
ronmental remediation or clean-up costs stemming
from the manufacture of inventory prior to any tax-
able year ending February 6, 2004. However, where a
taxpayer deducts those costs for any tax year ending
after February 6, 2004, the IRS presumably will re-
quire these costs to be capitalized.

This development adds a new layer to the complex-
ity of environmental remediation costs. First, the tax-
payer should clear the Plamnfield-Union hurdle by
showing that the costs expended in remediating the
property do not: (1) add value to the property; (2) pro-
long the property’s useful life; or (3) adapt it to a dif-
ferent purpose. Next, the taxpayer must show that the
clean-up activities are not related to the taxpayer’s in-
ventory wmanufacturing or production process. If the
costs of clean-up are not a result of environmental
damages stemming from the real property owner’s in-
ventory manufacturing activity, but are a result of
some other activity in its ordinary course of business,
the costs should be deductible.

However, if the environmental damage is caused by
the taxpayer’s inventory manufacturing process, then
the costs expended in the related environmental
clean-up must be capitalized as an indirect cost under
Rev. Rul. 2004-18 and Regs. §1.263A-1(a)(3)(ii).
This suggests the inventory versus non-inventory
guestion is a lynchpin. Unfortunately, I do not think
such issues are usually very easy to resolve. Or, to put
it another way, given the sometimes difficult factnal
issues about who did what to the property when it
scems like appropriate pragmatism to structure the
payments as related to general operations (or some-
thing else that does not smack of inventory) when one
can. This once again may invite the taxpayer to pay
lip service to something that is deductible. Although
such actions are to be decried where they do not fit
the facts, ultimately, it often simply may be unclear
who did what, when, and how. Environmental dis-
putes often are difficult to resolve.

Rev. Rul. 2004-18 actually may have a chilling ef-
fect on voluntary clean-up efforts. Indeed, the ability
to deduct such costs provides an added incentive to
real property owners, somewhat mitigating the cost of
such expenditures. Conversely, taking away those de-
ductions has a deleterious effect. Although §198 still
provides some taxpayers with relief, it does so only
for a limited time period. Plus, it requires taxpayers to
recapture the deductions as ordinary income upon dis-
position of the environmentally corrected property.

THE LATEST ON CAPITALIZATION
As if Rev. Rul. 2004-18 did not send a surong

enough message to taxpayers wanting to deduct envit-:
ronmental remediation costs, the IRS issued Rev. Rul.
2005-42'7 in June 2005. Rev. Rul. 2005-42 empha-
sizes the TRS’s intent on disallowing deductions for
environmental remediation costs in any case where
the source of the hazard requiring remediation is re-
Jated 1o the taxpayer’s manufacturing activity. This
most recent ruling provides four alternative fact pat-
terns stemmiug off of the one set forth in Rev. Rul.
2004-18.

In each of those fact patterns, the taxpayer contami-
nates land as a result of manufacturing its inventory.
The taxpayer incurs environmental remediaton costs
in cleaning up the land, which are properly allocable
under §263A to the inventory produced during the
same taxable year. Just as in Rev, Rul. 2004-18, the
soil and groundwater discussed in each fact pattern in
Rev. Rul. 2005-42 are restored to the same physical
condition that existed prior to the contamination as a
result of the remediation. The remediation does not
materially add to the value of the land, prolong the
life of the Jand, nor adapt the land to a new or differ-
ent use.

Essentially, capitalization of environmental reme-
diation costs are required regardless of whether or not
the taxpayer continues to manufacture the same type
of inventory, utilizes the same land in its manufactur-
ing process, or halts its manufacturing activities at the
contaminated site either temporarily or permanently.
The IRS determined that capitalization under the rules
of §263A is proper in all of the following simations:

. Where the taxpayer changes the type of
product (i.e. from stoves to clothes wash-
ers) it manufactures after the hazardous
waste is discharged and the land remedi-
ated;

2. Where the taxpayer temporarily ceases its
manufacturing activities during the course
of the clean-up process;

3. Where the taxpayer permanently ceased
manufacturing operations on the remedi-
ated land and moves those activities to an-
other site; and

4, Where the taxpayer buries hazardous waste
from its manufacturing activities on a re-
mote dump site instead of its own land and
after restoring the dump site to its original
uncontaminated condition, stopped using
the dump site to bury waste.

In each of these four situations, the cost of the en-
vironmental remediation is allocable to the inventory
produced by the taxpayer in the year the costs were
incurred.

'¥ 2005-28 LR.B. 1.
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The issuance of Rev. Rul. 2003-42 is consistent
with the IRS's recent trend in disallowing deductions
associated with environmental remediation costs. It
effectively closes the door on taxpayers who restore
their land from damages occurring as a result of their
manufacturing activities. While this ruling appears not
to have any effect on certain asbestos related cases
like Cinergy, one can only imagine what type of en-
vironmental remediation costs the RS will attack
next.

FINES AND PENALTIES

Although capitalizing the expenses of environmen-
tal remediation is rarely an ideal scenario, it is cer-
tainly not the worst position an owner can face in the
wake of making environmental payments. An even
more unpalatable situation occurs when the taxpayer
cannot recover any portion of its costs-ever. Fines or
penalties paid or incurred as a result of environmental
remediation violations may never be deducted. For
that matter, they cannot be capitalized either. Section
162(f) prohibits any deduction for any fine or similar
penalty paid to a government for the violation of any
law.

Here, though, we need to distinguish between de-
ductible penalties and non-deductible ones. Given
§162(f), a deductible penalty may seem like an oxy-
moron. Fortunately, it is not, as there is a good deal of
characterization that must go on within this deduction
prohibition Code section. The term “similar penalty™
18 central to determining whether the unlikely payor
of a penalty is entitled to a deduction. While all
“fines” are included within the reach of §162(f), only
“penalties” that are similar to fines are included and
therefore nondeductible. This does invite quite a lot of
hair-splitting.

A statute frequently will have many purposes, some
of which are punitive in nature and some of which are
remedial in nature. Determining the purpose of a pro-
vision can involve some investigatory work. Where
statutes have dual purposes, and the legislative histo-
ries behind those statutes are silent or unclear, the
courts must determine the intent of the penalty.

The stakes can be quite large. The tax treatment to
the payor hinges on this determination. If the penalty
is determined to be punitive in nature, the taxpayer
will be unable to deduct it. If the penalty is deter-
mined to be remedial in nature. the taxpayer can de-
duct it. Here again, semantics can be quite important.

Several significant cases discuss the deductibility of
monetary environmental sanctions. The best known
and perhaps most ominous case is Allied Signal, Inc.
v Comr,” which the taxpayer lost, admittedly on
rather bad facts. Like True v. U.S.,*" and Colr Indus-
tries, Inc. v. U.S.,”" the court in Allied Signal took a
dim view of attempts to deduct environmental sanc-
tions.

2T.C. Memo 1992-204, aff 'd without opinion, 54 F.3d 767 (3d
Cir. 1995).

21 894 F.2d 1197 (10th Cir. 1990,

22880 F.2d 1311 (Fed. Cir. 1989),
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The taxpayer faired much better in S&B Restau-
rant, Inc. v. Comr™ The taxpayer operated a motel
and restaurant, and discharged sewage waste from its
premises into an underground waterway. The taxpayer
entered into an agreement with the Commonwealth of
Pennsylvania to settle the violation. Under the settle-
ment, the taxpayer made monthly payments up until
the time that a central municipal sewer system be-
came available. At that point, the taxpayer was to be
able to connect to that system to discharge waste. In
return, the taxpayer would not be prosecuted for any
violations of the applicable statutes.

It is important to note that at the time of this viola-
tion, a central municipal sewage system was under
construction, and the government wanted the taxpayer
to conpect to that system rather than to build its own
twreatment facility. Moreover, the payments to be made
by the taxpayer totaled approximately ihe amount that
would have been required had the municipality’s cen-
tral sewage system been operational at that time. The
court also found that no practical environmental harm
was being caused by the taxpayer’s discharge of sew-
age wasle.

In arguing that the monthly payments were fully
deductible, the taxpayer emphasized that: (1) the pay-
ments were for permission to continue discharging
raw sewage and (2) they were designed to further
public policy such that they could not constitute a
“fine” or “‘penalty.” In the alternative, the taxpayer
argued that the payments did not fall within the ambit
of §162(f) since no legal proceeding was instituted
against the taxpayer, and no conviction or other dis-
position of any such proceeding was involved. The
IRS argued that the payments fell squarely within the
prohibition of §162(f). Moreover, under Regs. §1.162-
21(b)(1)(ii1), an amount paid in settlement of the tax-
payer’s actual or potential liability for a fine or pen-
alty can be characterized as a fine or penalty.

The court ultimately held for the taxpayer. In ana-
lyzing the Clean Streams Law (the environmental
statute at issue) the court concluded that the statute
had a dual purpose: (1) to control pollution, and (2) to
fine or penalize those who did not comply with the
statute. The court determined that these payments
were in furtherance of contrelling pollution. The courl
also concluded that these payments were made by the
taxpayer in consideration of being allowed to continue
to discharge its sewage waste, rather than as a fine or
similar penalty imposed by the law or settlement of
the taxpayer's actual or potential liability.

The court reached this conclusion based on several
factors, The court determined that the taxpayer was
obligated to connect into the municipal sewer system
when it became available, and these payments were to
continue only until that time. The court found that the
indefiniteness of the total amount of the payments dis-
tinguished them from a fine or penalty, which is usu-
ally a fixed amount, The state had also determined
that no practical environmental harm would be caused
by the taxpayer’s continued discharge of the sewage
waste.

73 T.C. 1226 (1980).
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One of the lessons of S&B Restaurant is that a pay-
ment can be characterized as something other than a
“penalty that is similar to a fine” when the statute im-
posing that payment has a dual purpose. one of which
is not a fine or similar penalty. The nature of the pay-
ment, the policy of the statute, and the facts may yield
a deductible result.

In Colt Industries,® (he taxpayer challenged the
disallowance of deductions for penalties assessed un-
der the Clean Water Act and the Clean Air Act. The
taxpayer's subsidiary violated federal environmental
protection statutes and remitted $1.6 million in civil
penalties in satisfaction of its violations. On its con-
solidated return, the taxpayer deducted the $1.6 mil-
Lion, and the IRS disagreed.

The taxpayer did not contest the payment’s charac-
terization as a “civil penalty,”~ but rather argued that
§162(f) only barred the deduction of civil penalt:es
that serve a punitive or criminal purpose. The $1.6
million in civil penalties it paid, it argued, did not
serve such a purpose.

The legislative history to §162(f) suggested that a
deduction for “late filing charges or interest charges”
imposed “to encourage prompt compliance with filing
or other requirements” is not barred by §162(f). Not-
ing this, the court recognized that the legislative his-
tory actually clarified that civil penalties are within
the ambit of §162(f). The taxpayer attempted to use
this legislative history to distinguish between deduct-
ible and nondeductible civil penaltles which were not
the purpose of the legislation.”® The court in Colt de-
termined that the taxpayer's payment did not meet the
legislative exception of “late filing charges"” for en-
couraging prompt compliance with filing or other re-
(]UH'EI'HCTIIR.

In True v. U.S.,*7 the court held that a civil penalty
paid by the taxpayer for an oil leak in violation of the
Federal Water Pollution Control Act was nondeduct-
ible. The court determined that the Federal Water Pol-
lution Control Act had a deterrent and retributive
function similar to a fine. Furthermore, the statute in-
cluded an additional provision allowing the govern-
ment to recover clean-up costs, which was intended to
be the primary mechanism for compensatory or reme-
dial payments. As such, the court reasoned that the

penalties paid by the taxpayer served the function of

punishment.

880 F.2d 131} (Fed. Cir. 1989).

23 The court referred 1o Regs. §1.162-21(b)(1)(ii) and (iii) in
noling that a fine or similar penalty includes an amount paid as a
civil penalty imposed by federal, state, or local law or paid in
settlement of the taxpayer’s actual or potential liability for a fine
or penalty (civil or criminal).

26 See S. Rep. No. 437, 92d Cong., 1st Sess. 73-74 (1971).

#7894 F.2d 1197 (10th Cir. 1990).

WHEN IS VOLUNTARY VOLUNTARY?

This brings us to Allied-Signal v. Comr,™® a case
that continues to spawn interest. The taxpayer manu-
factured and sold a highly toxic chemical pesticide
that ultimately polluted several populated bodies of
water harming employees, fisherman, and other indi-
viduals. Approximately 10,500 persons claimed to
have been harmed by the chemical either physically
or economically and sought to recover damages in ex-
cess of $25 billion. In its efforts to clean up the af-
fected land, Allied-Signal incurred large remedial
costs.

In addition, Allied-Signal initially was liable for a
total fine of $13.24 million. In anticipation of the im-
pact of this fine, the taxpayer established a “volun-
tary” endowment fund. The fund called for a portion
($8 million) of the monies otherwise treated as a pen-
alty to be paid to the fund for the benefit of the in-
jured parties. The taxpayer had informal assurances
from the presiding judge that the amount of the pen-
alty would be reduced by the amount contributed to
the endowment fund.

The taxpayer argued that the $8 mijllion payment to
the endowment fund was not a fine or similar penalty.
After all, it was voluntary, and it did not punish or de-
ter the taxpayer. The Third Circuit agreed that a vol-
untary payment is not a fine or similar penalty within
the meaning of §162(f), but was clear in stating that
the $8 million payment made by Allied-Signal was
not voluntary. The facts and semantics both need to be
examined, The court defined a ““voluntary” payment
as made without expectation of a guid pro quo. The
Third Circuit concluded that Allied-Signal made the
$8 million payment to the endowment fund with the
virtual guarantee that the sentencing judge would re-
duce the criminal fine by at least the amount so con-
tributed.

This was a crushing blow, but Allied-Signal had an
alternative argument. It argued that compensatory
damages paid to a non-government third party do not
Lonqulute 2 fine or pendh\,. as they serve remedial
purposes.”” The court recognized that civil penalties
could have multiple purposes. They can help to en-
force the law by punishing violators, as well as en-
courage prompt compliance with a requirement of the
law. They can act as a remedial measure to compen-
sate another party. In the case of a dual-purpose civil
penalty, it is the court’s task to determine which pur-
pose the payment was designed to serve.

In Allied-Signal, the court determined that the pay-
ment served a law enforcement purpose rather than a
compensatory purpose. It was in substance, a criminal
fine, not a voluntary payment to an endowment fund.
The Third Circuit noted that the primary reason the
taxpayer agreed to contribute to the fund was to ob-
tain a deduction for the payment, thereby mitigating
the cost of the penalty. Significantly, the court con-

2 T.C. Memao 1992-204, aff"d withour opinion, 54 F.3d 767 (3d
Cir. 1995).

# See Regs. §1.162-21(b)(2).
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cluded that it was not necessary for the government to
actually “pocket the fine or penalty to satisfy the paid
to a government requirement of [§]162({).” 0

In an interesting ancillary issue, the court detec-
mined that legal fees and related expenses associated
with the penalty were not actually part of the penally.
As such, those ancillary costs were deductible. Those
expenses were incurred to defend civil actions arising
from the violation of the law and defense costs in-
curred in the prosecution. Not being a payment to the
government, they fell outside the scope of §162(t).

Taxpayers who pay penalties for violating federal,
state, or local environmental statutes, and who seek to
deduct them must be able to show that the payments
more closely resemble either a late filing fee or com-
pensatory payment than a penalty. Each situation ap-
pears {0 turn on its facts as well as the language and
legislative history of the statute involved.

Plus, in light of Rev. Rul. 2004-18, it is worth ques-
tioning whe ther an otherwise deductible compensa-
tory penalty would be subject to the capitalization re-
quirements of §263A where the violation giving rise
to the penalty was in connection with the taxpayer’s
inventory manufacturing process. If so, it would be
another step in the wrong direction for real property
owners who are responsible for environmental reme-
diation and other costs.

PROPERTY TAXES: TEMPORARY
ABATEMENT

Property taxes do not represent a significant part of
the environmental tax literature, but perhaps they
should. Where environmental defects are discovered
on a property, a local property assessor may reduce
the assessed property value by the amount of the en-
vironmental defect for the period until the defect is
fully remediated, thereby decreasing the amount of
property taxes due on the property. Assessors are un-
likely to take this step without some prompting.

In seeking an abatement or reduction of property
taxes, the taxpayers should consider potential statute
of limitations issues. The timing and degree of con-
tamination may be too attenuated to merit such abate-
ment, especially in situations where the property has
already been remediated. Where the defect i1s already
cleaned up, the real property owner may seek a refund
attributable (o the period of time the property was bur-
dened. Obviously, like remedial assessments, refunds
do not happen automatically.

Some of the case law in this area is interesting. For
example, in Columbus City School District Board of
Education v. Wilkins,"' the tax commissioner granted
a 10-year property tax exemption on the increase in
value attributable to the voluntary remediation of haz-
ardous waste (but not for the increase in value from
any cause or construction). The tax exemption applied
1o the increase in the assessed value of land, improve-

W Allied-Signal v. Comr, T.C. Memo 1992-204, aff'd without
opinion, 54 F3d 767 (3d Cir. 1995).
1802 N.E.2d 637 (Ohio 2004).
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ments, buildings, fixtures, and structures situated on
that land at that time.

In. Town of Jay v. Androscoggin Energy LLC et
al,*? the Department of Environmental Protection
and Board of Environmental Protection granted Ap-
droscoggin Energy a property tax exemption for ret-
rofitling turbines to mummize pollution output. The
taxpayer owned and operated a gas-fired co-
generation plant that produced and sold steam and
electricity to the regional market. In an attempt to
comply with a local law mandating that new energy
geperation facilities comply with the best available
control technology, the taxpayer retrofitted turbines
with a low nitrogen oxide combustion system.

The town of Jay had an interest in this, since it
would bave received the property taxes on this plant
but for the exemption. The town sued, alleging that
the Department of Environmental Protection erred in
granting the property tax exemption. The town stated
that the primary purpose for the retrofitted turbines
was to produce energy, and the secondary purpose
was pollution control. The court concluded that the
Department of Environmental Protection did not err in
finding that reducing industrial air pollutants was An-
droscoggin Energy’s primary motivation in retrofitting
the wrbines. The court’s analysis hinged on determin-
ing the taxpayer's primary purpose, as the statute al-
]owm«' the tax exemption called for pollution control
as the necessary primary purpose.

A third recent example of property tax abatement
due to environmental concerns can be seen in Appeal
of Town of Newington,™ where the taxpayers received
several property tax exemptions in constructing and
aperaling a cycle electric generation facility. The New
Hampshire Department of Environmental Services
granted Newington Energy, LLC and Hawkeye Fund-
ing, LP (collectively NEL) full exemptions for several
pollution control systems, including its water injection
system, smoke stacks system, femporary construction
devices, storm and water management system, and de-
nied an exemption for a portion of its demineraliza-
tion system.

The New Hampshire statute allowed any person
who built, constructed, installed, or placed in use any
treatment facility, device, apphiance, or installation
wholly or partly for the purpose of reducing, control-
ling, or eliminating any source of air or water pollu-
tion a whole or partial property tax exemption on the
value of such facility or device, and any real estate
necessary for such [acility or device. It further man-
dated (hat the Department of Environmental Services
determine a partial tax exemption based on the alloca-
tion of the taxpayer’s investment in the facility’s pol-
lution control purpose.

The conrt examined each project and determined
whether the Department of Environmental Services’
basis for granting or denying a property tax exemp-
tion was in error. In most cases, the court determined
that the exemption was justified, as these projects had

32822 A.2d 1114 (Me. 2003).
2821 A.2d 1100 (NJH. 2003).
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a pollution control purpose. Where this was not the
primary purpose, the taxpayer was granted a partial
property tax exemption based upon the percentage of
pollution control intent allocated to each project, in
compliance with the statute.

Needless to say, divining a taxpayer'’s intent is not
easy. Perhaps this is particularly truc where one seeks
to determine which percentage ot intent is attributable
to one goal and which percentage of intent is attribut-
able 1o another. Ultimately, recordkeeping and win-
dow dressing can be important. This is not mere cyni-
cism, but rather can be attributed to the realities of
showing just what a particular effort is all about. Re-
call for that as we saw in some of the deduct versus
capitalize authorities under federal law, sometimes
calling something “maintenance’” will help to make it
$O.

CONCLUSION

Taxpayers will continue to incur significant costs in
remediating land damaged by hazardous waste or
other environmental debijlitating conditions. In fact,
these costs seem likely to increase rather than dimin-

ish. The economic impact of these costs can be miti-
gated if the taxpayer can immediately deduct them.
Taxpayers will encounter resistance to deducting these
costs where they relate 10 pre-acquisition contamina-
tion, where the costs are related to cleaning up land
which the taxpayer polluted in the course of its manu-
facturing process. and where the costs are considered
a fine or similar penalty imposed by a federal, state,
or local statute.

Whether environmental remediation is voluntary or
compelled by an appropriate authority, the taxpayer
often will be required to capitalize its costs. In some
cases, 1t will not be able to recover those costs at all.

Regardless of the treatment of these costs for pur-
poses of U.S. federal income tax, the taxpayer should
attempt to secure a state or local property tax exemp-
tion for the time period attributable to the contamina-
tion and the remediation. More than a handful of
states appear to have such statutes in effect, although
the extent of exemption may differ. Property tax relief
may nol provide complete tax relief Lo a taxpayer that
expends these costs, but it can help soften the impact
of a less desirable federal income tax result.
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