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I. INTRODUCTION

Businesses in the United States incur significant economic costs when com-
plying with the vast array of governmental regulations enacted since the 1960s
and l970s.r Among the most expensive of the new "social regulations" are those
implementing federal and state environmental policy.2 Pervasive environmental
regulation is now a recognized, although not necessarily welcome, fact of doing
business in the United States. For many sectors of the economy - particularly,

the chemical and petroleum industries - state and federal environmental regula-
tion reaches virtually every level of business activity. While not all businesses
so directly confront the plethora of rules and regulations enacted to protect the
environment, for those that do, the cost of compliance can be staggering. Even
for those industries not directly subject to the environmental statutes, this form
of regulation imposes "hidden" or indirect outlays as the cost of compliance is
built into the price of chemical and petroleum products used generally by Ameri-
can industry. In this way, the costs of environmental compliance and remedial
programs constitute a significant financial cost for virtually every sector of
domestic industry.

In those sectors of the economy where environmental regulation is a direct
and visible cost of doing business, mosl decision makers have integrated this
cost into the overall scope of their financial planning and into the price structure
of their products. However, even those familiar with the nature and magnitude
of the costs of environmental regulation need to understand better the income
tax consequences of such expenditures. The tax considerations'should be consid-
ered within the context of the current and long-term tax planning of the business
entity as a whole. Yet remarkably, it is common for businesses to enter into
consent agreements with the Environmental Protection Agency ("EPA') or settle-
ments with other oarties in environmental litisation involvins millions of dollars

+Associate Professor, University of Delaware; University of Rochester, 8.A' 1974; Cornell Uni-
versity, Ph.D., 1980; University of Pennsylvania Law School, J.D., 1986. The author is particularly
grateful to Professor Timothy F. Malloy of the UCLA School of Law, for his significant contribu-
tions to this A(icle. Professor Richard W. Harris of Grand Valley State University and Andrew
Dubroff of Ernst & Young, LLP, provided many useful comments on an earlier draft of this Article.
The Pennsylvania law firm of Manko, Cold & Katcher provided generous support for this project.

rAn excellent analysis ofthe new "social regulation" that characterized federal activity during the
1960s and 1970s (as contrasted with the regulatory agencies created during the New Deal) is
presented by Richard Harris and Sidney Milkis: "Whereas the New Deal focused on economic
issues, major initiatives during the 1970s involved the federal government directly in so-called
quality of life issues such as safety in the workplace, affirmative action, pollution control, and
consumer protection." Rrcueno A. Hannrs & SrnNey M. Mrrrrs, Tua Polrncs or Recuuronv Crntcg:
A Ter-e on Two Acexcras vii (2d ed. 1996).

2 See id. at 225: "Of all the new social regulation, that dealing with environmental regulation
imposed the highest compliance costs on business firms."
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without adequately considering or anticipating the tax consequences of their
actions.

This Article focuses on the major federal income tax issues related to the
costs imposed on American businesses by federal environmental regulation.3
Manufacturing concerns, real estate developers, and even passive investors in
real estate syndications may find themselves facing potential liabilities and ulti-
mately may be required to expend significant sums to comply with environmen-
tal statutes. This Article will evaluate the tax implications flowing from the most
common and important "environmental transactions" - by which is meant those
transactions required or mandated under the federal environmental statutes.l

Broadly speaking, an environmental agency and a particular business interact
through two distinct forms of regulation. First, the environmental statutes have a
substantial impact upon ongoing business operations (for example, the establish-
ment of emission controls, permitting, development of waste management re-
quirements, expenditures on new technology to reduce emissions, etc.). This
form of regulation imposes its own very particular type of "environmental com-
pliance" cost on businesses. Second, "environmental remediation" costs are in-
curred where there are unpermitted discharges of contaminants into the environ-
ment (e.9., hazardous waste cleanups, soil and water remediation, wetlands res-
toration, etc.). These costs include those required for cleanup operations where
hazardous materials have been "dumped" illegally - or in certain cases, before
the dumping became illegal. Together, expenditures for environmental compli-
ance and remediation are the direct and indirect costs that result fiom environ-
mental transactions.

For the most common environmental transactions imposed by statute or regu-
lation, this Article identifies the relevant tax issues, considers the appropriate tax
treatment, and discusses various planning opportunities frequently overlooked. It
is important that tax professionals and legal advisers representing businesses in
environmental transactions (as well as in litigation arising out of such transac-
tions) be aware of the various tax issues and the potential impact on their clients.
In addition, those responsible fbr preparing a business's financial statements -
particularly where the company is publicly traded - need to be involved in the
analysis from the outset.5 Only when all these professionals are working together

I The central concem here is federal environmental law. State environmental regulation, which
generally tbllows and implements standards set by the t'ederal govemment, imposes additional costs
on business.

4The term "environmental transaction" was coined by Professor Timothy Malloy of UCLA Law
School to convey the notion that costs incurred in complying with federal and state environmental
statutes should be viewed as one more cost of doing business. Timothy F. Malloy, Bridging the Gap:
Integrating Tax, Environmental Consirlerations, THs. Lacnl INTELLTcENCER, June I 9, 1997 , ar 7 .

5The standards for reponing contingent environmental liabilities fbr financial purposes are enun-
ciated by the Securities and Exchange Commission ("SEC") and the Financial Accounting Standards
Board ("FASB"). For a summary of these accounting standards, see Official Releases: FASB No.
l26...SOP 96...Auditing Interpretations, J.Accr., Mar. 1997, at96.
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can a company entering into an environmental transaction obtain the most favor-
able tax results. Rather than an after-thought, tax issues should be a driving
f'actor from the very first stage of the environmental transaction - just as for
any other complex, expensive business transaction.

II. ENVIRONMENTAL TRANSACTIONS

A. Liabilitl- Under the Environmental Statutes

During the 1970s, Congress enacted a host of statutes designed to protect the
environment and reduce or eliminate risks to human health. These statutes in-
clude the Clean Air Act of 1970,6 the Clean Water Act of 1972,7 the Safe
Drinking Water Act of 1974,8 the Resource Conservation and Recovery Act of
1976 ("RCRA")," the Toxic Substances Control Act of 1976 ("TSCA"),'0 and
the Comprehensive Environmental Response, Compensation, and Liability Act
of 1980 ("CERCLA").rr Collectively, these statutes create a web of regulatory
restrictions on the interaction between businesses and the environment, and
thereby, impose significant costs on doing business in the United States.

The rnost prominent and expensive of environmental transactions are those
incurred in cleaning up sites contaminated by "hazardous waste." Cases involv-
ing contamination from hazardous waste are highly dramatic and hence are
commonly publicized by the popular media. The infamous Love Canal site near
Niagara Falls, New York, attracted considerable media attention in 1968.r2 How-
ever, cleaning up sites contaminated by hazardous waste is only one aspect of
environmental regulation. The generation, handling, storage, and disposal of
hazardous waste are all heavily regulated under the "cradle to grave" regulatory
scheme o1'RCRA. This statute, as well as those rules and regulations promul-
gated by the EPA, impose significant compliance costs on businesses dealing
with any lbrm of hazardous waste.

Hazardous waste has been defined by Congress in general terms, allowing for
broad regulatilry control over a significant portion of U.S. industry. Hazardous

" ;12 Ll .S.C. $7401 (1994).
/  33 U.S.C. $ r25 t  (  1994).
821 U.S.C. t j  349: 42 U.S.C $$ 201, 300f to 300j-9 (1994).

'42 U.S.C. $ 6901 ( I994). In 1984, RCRA was substantially amended under the Hazardous and
Sol id Waste Amendments ("HSWA").

,,, t5 u.s.c. $ 2601 ( 1998).
rr42 [J.S.C. g 9601 (1998). CERCLA is also commonly known as "Superfund." CERCLA was

subsequently revised by the Superf'und Amendments and Reauthorization Act of 1986 C'SARA").
I Remarkably, l' inal settlement of legal claims arising out of the Love Canal contamination was

reached only recently, in March 1998, some twenty years later. At that time, Occidental Petroleum
-- succcssor to the Hooker Chemical Company, which generated and dumped the hazardous waste
at the site - paid compensation to the last 900 families for medical claims. In addition, Occidental
paid the f'ederal govemment an estimated $300 million, and New York State some $78 million, for
cleaning up the site and relocating families at the site. See Coda for Inve Canal: Ittst Suits Are
Resolved, Nnr"r. L.J.. May I l, 1998, atB2-
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waste is defined in RCRA as any "solid waste"r3 that "cause[s], or significantly
contribute[s] to an increase in mortality or an increase in serious irreversible, or
incapacitating reversible, illness . . . or pose[s] a substantial present or potential
hazard to human health or the environment when improperly treated, stored,
transported, or disposed of, or otherwise managed."ra This broad concept has
been given substance by the EPA in its regulations, wherein hazardous waste is
defined as any solid waste that the agency deems hazardous by virtue of display-
ing one of four hazardous waste characteristics: ignitability, corrosivity, reactiv-
ity, or toxicity.ts The EPA estimates that as much as fifteen percent of all solid
wastes produced as by-products of the manufacturing process constitute hazard-
ous waste.16 The Congressional Budget Office (CBO) estimates are that as much
as sixty percent of this hazardous waste is produced by the chemical and petro-
leum industries alone.rT (Toxic waste, a subcategory of hazardous waste, is
waste containing any of those substances designated by the EPA in regulations
as "toxic."r8 Despite the common tendency to equate the two, hazardous waste
actually pertains to a much broader, more inclusive category than toxic waste -
one that includes toxic waste and much more.)

Over 500,000 businesses and individuals are subject to regulation under RCRA
with respect to the generation, transportation, and storage of hazardous waste.re
To say the least, this regulation imposes significant expenses on domestic indus-
try. The regulation of hazardous waste under RCRA alone was recently esti-
mated by the EPA to cost American industry some $2 billion annually (in 1986
dollars), with that figure predicted to surpass $12 billion by the year 2000.20
Most of these costs of compliance relate to the ongoing operations of manufac-
turers and are best viewed as an opportunity cost of doing business for firms
engaged in such activities. At the same time, the significant cost of complying
with RCRA may create perverse incentives for some industries. For example, if
the cost of compliance is greater than the cost of noncompliance, evasion is

rr Solid waste is defined in RCRA as any "garbage, refuse, sludge fiom a waste treatment plant,
water supply treatment plant or air pollution control facility and other discarded material, including
solid, liquid, semisolid, or contained gaseous materials resulting from industrial, commercial, min-
ing,  and agr icul ture act iv i t ies . . . . "  42 U.S.C. $ 6903(27) (1998).

,442 U.S.C. $ 6903(5) (1998).
rsA solid waste is deemed "hazardous" if it is listed in 40 C.F.R. pt. 261 (D) (1997) ("listed"

hazardous waste), or if it exhibits one of the four physical or chemical characteristics described in 40
C.F.R. pt. 261(C) (199'7). Subpart C identifies the four general characteristics of hazardous waste:
ignitability, corrosivity, reactivity, and toxicity.

16Sea U.S. ENvtnouueuteL Pnorecrtou AcsNcv, Exvrnonuerurnr- B,arcrcnounoen I l3 (Jan. 1989).
See also CH,tnlns A. Wwrz, Hnzenpous Wa.sre MeNlcBN,reNr 105 ( 1989).

17 CoNcnsssroxel- Buocnr Onrrce, HAzARDous Wesre MlNeceLtENT: ReceNr CHences a.No Por-rcy
AI-rpnNarrvss l7-18 (1985).

'8The EPA presently designates some 450 chemicals as "toxic." 40 C.F.R. $ 261.30-261.33
/L99'7).

re Dnvro R. Cesn, Rzsounct Cousenvtrton lvo Rtcownv Acr, tn EnvtnoNrrapnul Lew HeNpsoox 60
(Thomas F. P. Sullivan ed., 1993).

20 U.S. ENvnonltsNreL PnotncttoN Acarucv, Euvnoxuptte.L lxvesruEvrs: Tnp Cosr op e CLeer.l
ENvrnonrueNr - A Suvrralny 3-4 (1991).
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encouraged. This distorted economic structure is often present in cases involving
the disposal of hazardous waste. According to one commentator:

Before RCRA, companies frequently disposed of waste using inexpensive tech-
niques. Complying with hazardous waste regulations imposes substantial finan-
cial burden. which may result in a company's product or service becoming
economically noncompetitive (or substantially reduce the profit margin). One
response to these new burdens is to ignore them. Firms may gamble that illegal
practices will not be detected, or, if they are, that the penalties will be less
onerous than the compliance costs.2l

To counter these perverse incentives, criminal sanctions are imposed.22 Still,
sites have been and continue to be contaminated - at times intentionallv in
defiance of existing Iaw.

Under CERCLA, the EPA is authorized to clean up a site at which there is a
"release or substantial threat of release" of any pollutant or contaminant which
presents "an imminent and substantial danger to the public health or welfare or
the environment."2s Following investigation of a potentially contaminated site,
the EPA is required to make a determination as to whether the contamination
warrants placing the site on the National Priorities List ("NPL") of the most
dangerous hazardous waste sites. (A site listed on the NPL is commonly referred
to as a "Superfund" site.) The EPA uses the so-called Hazardous Ranking Sys-
tem ("HRS") as a preliminary means for evaluating a new site with respect to its
likely impact on the environment and for determining whether it should be
placed on the NPL and hence, earmarked for federal cleanup. As of January
1995, some 1,088 sites were deemed imminent threats to human health and
placed on the NPL as Superfund sites.2a However, remediation of contaminated
sites has proceeded at a slow pace. During the first decade under CERCLA, only
forty-eight of the approximately 1,100 Superfund sites on the NPL had been
cleaned up.2s This figure is dwarfed by the more than 30,000 sites identified by
the EPA as sites where hazardous wastes have been improperly stored, spilled,
abandoned, or dumped.2o

rrNrwcv K. Kugasur eNo Gexy S. Stvsnueu, ENvrnolneNle,l Lew 204 (2d ed. 1996).
rrln addition to civil penalties, RCRA includes criminal sanctions where any person "knowingly"

transports or disposes of hazardous waste without a permit or in violation of a permit. 42 U.S.C. $
6928(d) (1994). Under CERCLA, the failure to notify state and federal authorities of a release of a
"reportable quantity" of a hazardous substance into the environment can result in criminal penalties
of up to $250,000 per individual and $500,000 per entity. Stricter provisions apply to the intentional
concealment of a release of a hazardous substance or contamination of a site. 42 U.S.C. g 9603(b)
(1994).

I42 U.S.C. $9604(aXl) (1994). Under RCRA, the EPA is also authorized to bring a suit to
restrain any "imminent or substantial endangerment to health or the environment." The federal
courts have held that the EPA may recover response costs under RCRA from past non-negligent, ofl'-
site generators and transporters ofhazardous waste. See, e.9., United States v. Northeastem Pharma-
ceurical, 810 F.2d 726 (8th Cir. 1986).

ra U.S. ElrvrnouvErral Pporecrrou Acencv. THe Supunpuno Pnocnnv: TeN YEens oR Pnocnrss
f l991).

15 Fnoxa M. Powell, Lew ,qNo ttts ENvlnoNnaslr 359 ( 1998).
26 U.S. ENvtnoNvsNte.L PttotgcttoN AcENcv. ENvrnoNvENrnl PnocnEss e.ro CHnLLENcT: EPA Up-

nerr ( 1989).

Tax ktwyer, Vol. 52, No. I



86 sEcrroNoFTAXATroN

The main reason that remediation projects have proceeded at such a slow pace
is that cleaning up a Superfund site is extremely expensive, with the average
cost estimated to be $30 million.'zT The General Accounting Office ("GAO") has
determined that as of the close of the 1993 fiscal year, $8.7 billion had already
been spent by government, private businesses and individuals to clean up sites
designated by the EPA as in violation of CERCLA.28 Furthermore, it has been
estimated by the Congressional Budget Office ("CBO") that the total cost of
cleaning up all currently identified hazardous waste sites and all sites so desig-
nated at a future date by the EPA will range from an additional $106 billion to as
much as $463 billion.2e As noted in a recent assessment of the Superfund pro-
gram: "Even if the federal government financed only a quarter of the cleanups

[on the NPL] and contributed only $10 million to each (a conservative estimate),
the cost would exceed $l trillion. or approximately 160 times EPA's annual
budge1.":o Clearly, significant expenditures have already been and will continue
to be made to clean up hazardous waste sites designated as a threat to the
environrnent and human health.

Under CERCLA, the EPA is authorized to act in the event of a release or
substantial threat of release of a hazardous substance from a "facility" or ves-
sel.3r The EPA has the option either to clean up the hazardous waste site or to
order any "potentially responsible person" ("PRP") to remediate the site. Per-
sons who have liability as a PRP with respect to a designated Superfund site
include the generator of the hazardous waste disposed of at the site, the trans-
porter of such hazardous waste, the original owner and/or operator of the con-
taminated site, and successors in interest to the original owner, generator, or
transporter.32 In addition, owner and operator liability has been extended beyond
the apparent categories. For instance, lenders to financially troubled operators
have been held liable for the cleanup costs associated with sites owned by their
borrowers.ir Similarly, parent corporations have been held liable for the obliga-

r7U.S. EruvrnoNl.rtiN'r'nl Pnotecrt<lr.r Ar;gr,rcy, ENvrRoNrveNt,A.r- Stewnnosgtp: EPA's Frnsr Two Yenns
tu rus Busu AovrNlsrnertoN (1991). The EPA also estimates that the cost of investigating the
average Superfund site and developing specific remediation proposals, including technical feasibility
and environmental impact studies, is approximately $1.3 million. This cost does not include any
actual remediation work, but merely the planning for such work.

28 Ultten Sr'.qres GeNeneL Accouurluc Opprce, SupenruNn: EPA Hes OpponruNrrres ro lNcnee.se
Rrcovpnres op Cosrs 2 (1994). The EPA itself has estimated that as much as $30 billion has been
spent to clean up Superfund sites. Superfund Program (Part I): Hearings Before the Subcomm. on
Transp. and Hazardous Materials of the House Comm. on Energy and Com.,1o3rd Cong. 479-80
( 1993) (testimony of Crol M. Browner, Administrator of EPA).

2eCoNcnssstoNeL Buocer Oprlcg, THe Torel Cosrs or Cr-Ee,NrNrc Up NoNreoenel Supennuno Srres
(tee4).

roJosN A. Hlno, SurenruNo: TuE Polrrtcnl EcoNolly oR ENvlnoNlrnNrer- Rrsr 7 (1994).
3rUnder CERCLA, "facility" is broadly defined as "any site or area where a hazardous substance

has come to be located." The term includes any real prope(yr building, structure, plant, or
equipment. A "release" is defined broadly as: "any spilling, leaking, pumping, pouring, emitting,
emptying, discharging, injecting, escaping, leaching, dumping, or disposing into the environment."
42 U.S.C. $ 9601(22) (r994).

32 See 42 U.S.C. S 9607(a) (1994).
3rSee United States v. Fleet Factors Corp.,90l F.2d 1550, 1557-8 (l lth Cir. 1990).
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tions of a subsidiary PRP where the parent controls or dominates the activities of
its subsidiary.3a The Supreme Court recently held that for a parent corporation to
be held liable for the remediation of a site owned by its subsidiary, the parent
must have had some involvement in the contamination of the site, and not
merely in controlling the subsidiary.3s Attempting to define what would consti-
tute such "involvement" in the contamination of the site, Justice Souter stated
that the parent can be held liable, for example, if some of its employees man-
aged or supervised the pollution ofthe site.36

In cases where the EPA itself cleans up a site, the project will be funded out
of the Superfund trust.r7 The EPA is authorized to bill any or all PRPs for the
costs incurred by the EPA in remediating such site, with any reimbursements
actually collected from the PRPs turned over to the Superfund trust.38 Regardless
of whether the PRP is ordered to clean up a contaminated site itself or reimburse
the EPA, the liability of a PRP with respect to a site on the NPL can be
financially devastating. Under judicial interpretations of CERCLA (and notwith-
standing the absence of statutory language supporting such interpretation), PRPs
may be jointly and severally liable for costs to clean up a contaminated site.3e
This means that each PRP can be held liable for the entire cost, regardless of the
magnitude of that PRP's individual contribution to the hazardous waste disposed
of at the Superfund site.4o In addition, a PRP has "srrict" liability - meaning rhe
government need not prove that the PRP was negligent in disposing of the
hazardous waste.ar There is no "good faith" defense available to a PRP under the

raSee,e.g. ,  Uni tedStatesv.Nicolet ,  lnc. , ' l12 F.Supp. I193, 1202(8.D.Pa. I989);Uni tedSrares
v. Kayser-Roth Corp., 724 F.Supp. I 5, 24 (D.R.I. 1989), aff'd, 910 F.2d 24 ( I st Cir. I 990); Idaho v.
Bunker Hill Co., 635 F. Supp. 665,6'13 (D. trdaho I986) (holding thar parenr corporarion may be
held liable fbr response costs attributable to wholly-owned subsidiary if it actively participated in
management of the subsidiary); but see Joslyn Mfg. Co. v. T.L. James & Co., 893 F.2d 80, 82 (5th
Cir .  1990).

r5United States v.  Bestfoods, I  l8 S.Cr.  1876, 1887 (1996/.

'n/.i. at 1889.
t1 See 42 U.S.C. $ 961 l(a)-(c) (1994) (authorizing the EPA to use Superfund resources to clean up

hazardous waste sites). A $1.6 billion Superfund trust was established under the original 1980
legislation. Of this amount, 87.5 percent was derived from an excise tax on the products of the
petroleum and chemical industries, and the remaining 12.5 percent was fiorn general revenues ofthe
f'ederal government. The Superfund Amendments and Reauthorization Act of 1986 raised the autho-
rization for the trust to $8.5 billion and provided for additional funding from the corporate income
rllx. See also Kubasek and Silverman, supra note 21, at208.

38 See 42 U.S.C. $ 960'7(a),(c)(3) (1994).
reSae United States v. Chem-Dyne Corp.,572 F. Supp.802 (S.D. Ohio 1983) (denying summary

judgment because of possibility ofjoint and several liability even where the PRP only disposed of a
small portion of hazardous waste at a site).

a0 For an account of the financial woes that can result when a small firm is found to have
contributed to the contamination of a large Superfund site, see John J. Fialka, Supe(und Ensnares
Thousands oJ'Small Firms In a Legal Nightmare, Fueling Overhaul Drive,Wett Sr.J., March 19,
1997. at A2O.

'' See, e.g., United States v. Northeastern Pharm. & Chem. Co., 180 F.2d'126,'I3l (8rh Cir. 1986):
New York v. Shore Realty Corp., 759 F.2d 1032, 1042 (2d Cir. 1985).
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strict liability imposed by the federal courts.a2 For example, generators exercis-
ing great care in providing for the transportation and disposal of their hazardous
waste have been held liable for the failures of their transporters.43

Furthermore, liability under CERCLA can be applied retroactively for waste
generated, transported, or disposed of prior to the enactment of the statute.
Retroactive liability is one of the most controversial and costly aspects of
CERCLA.{ Says one critic:

Throughout its history, CERCLA has been roundly criticized by industry as a
draconian system that hinders economic growth and penalizes individual com-
panies by requiring them to perform extensive and costly cleanups without
regard to when the original disposal took place or the fact that a company may
have exercised due care in handling hazardous materials.4s

Because of the joint and several liability of PRPs for the costs associated with
cleaning up a contaminated site - even one contaminated prior to the enactment
of RCRA or CERCLA - there is great resistance to the admission of any
liability. This contributes to the seemingly endless litigation involving assertions
of liability under CERCLA, and, consequently, the significant expenses associ-
ated with environmental regulation in the United States. Indeed, a good deal of
the total amounts spent in Superfund cases goes toward legal and consulting
fees, as opposed to actual remediation of the contaminated sites. Of course,
these legal and consulting fees also represent costs imposed on businesses by
environmental regulation, and the tax treatment of such expenditures must be
considered as well.

a2The 1986 amendments to CERCLA under SARA provided an "innocent purchaser" defense.
However, this is a diflicult defense to assert as the buyer must prove that it "did not know and had
no reason to know" that the property was contaminated. To assert the innocent purchaser def'ense,
the buyer must show that it conducted "all appropriate inquiry into the previous ownership and uses
of the property consistent with good commercial or customary practice in an effbrt to minimize
l iabi l i ty ."  42 U.S.C. $ 9601(35) (1994).

a3See O'Nei l  v.  Pic i l lo,883 F.2d 176 (1989).  In th is case, Rohm & Haas Company, American
Cyanamid Company, and Hydron Laboratories, lnc., were held liable fbr the cleanup costs for a site
contaminated by the transporter of the hazardous waste generated by the chemical companies.
Notwithstanding that the chemical companies complied with all EPA procedures with respect to the
production and disposal of the hazardous wastes that were byproducts of their manufacturing opera-
tions, and made diligent efforts to ensure that the waste was transported by licensed transporters in
EPA-approved containers, they were held liable for the cleanup costs under CERCLA.

4 The retroactive application of CERCLA has been controversial from the beginning, although
federal courts have generally sustained such application. See, e.g., Northeastern Pharmaceutical,
8 l0F.2d'726(1986).  Onerecentcase,UnitedStatesv.  Ol in,927 F.Supp. 1502(S.D.Ala.  1996),
called into question the retroactive application of CERCLA in light of the U.S. Supreme Court's
decision in Landgraf v. USI Film Products, 5l I U.S. 244 (1994). However, the district courr was
subsequently reversed by the Eighth Circuit in United States v. Olin, 107 F.3d 1506 (8th Cir. 1997).
In recent years, there have been legislative efforts in the 104th and l05th Congresses to revise the
retroactive liability imposed under CERCLA, as well as the imposition of joint and several liability
by the courts on PRPs. To date, none of these initiatives have been enacted.

a5Robert T. Lee, Comprehensive Environmental Response, Compensation, and Liabiliry* Act, in
ENvnowlleNrlr- Lrw HeNnsoor 430 (Thomas F. P. Sullivan ed.. 1997).
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B, Taxation and Environmental Policy

Most businesses that face environmental cleanup projects mandated by EPA
enforcement proceedings or pursuant to a court-approved consent decree with
the EPA, are guided by legal advisers who focus primarily on compliance with
the federal environmental statutes. Consequently, tax considerations often play a
secondary role in structuring a settlement of the controversy. Accordingly, the
tax treatment of a PRP's expenses incurred with respect to a cleanup project is
often already established by the time a tax adviser is brought in for consultation.
Of course, even in cases where planning opportunities are lost, the daunting task
remains to ascertain the proper tax treatment of the agreed environmental trans-
action.

The most prominent tax issue is whether environmental remediation costs are
currently deductible or must be capitalized. Questions also arise with respect to
the tax treatment of expenditures for legal and accounting advice, as well as
engineering reports prepared during the stages prior to the instigation of a man-
datory cleanup of a contaminated site. Other costs incurred in complying with
the environmental statutes are more routine and are properly viewed as part of
the ongoing cost ofdoing business. But even these routine costs (e.g., the cost of
disposing of hazardous by-products of manufacturing processes that must be
transported and disposed of in a RCRA approved hazardous waste site) raise
problematic tax issues. For instance, to the extent that such routine compliance
costs relate to the production of "inventory" of the manufacturer (such as the
chemicals produced in the manufacturing process), such compliance costs argu-
ably must be capitalized.a6 However, if the manufacturer was less stringent in
complying with the environmental protection statutes, and perhaps even created
a Superfund site by contaminating the manufacturing plant through spillage of
hazardous wastes, the costs incurred in cleaning up the contaminated manufac-
turing site would likely be currently deductible. In this respect, the "reward" for
complying with RCRA may be to put the conforming manufacturer in a worse
tax position than the violator.

Because of the peculiar structure of economic costs imposed under the envi-
ronmental statutes, those who enter into settlement negotiations with the EPA
and those who must comply with RCRA regulations may be guided by different
strategies. Once the tax consequences are understood, payments pursuant to an
EPA enforcement proceeding, to a court-approved consent decree with the EPA,
or to efforts to comply with RCRA requirements, often can be advantageously
structured to reduce the financial impact on the PRP. For this reason, legal
counsel negotiating such a settlement would do well to seek tax advice during
the earliest stages of negotiations with the EPA.

46This treatment may be required under section 263A ofthe Internal Revenue Code (the "Code")
of 1986, as amended, the Uniform Capitalization Rules. See LR.C. g 2634 and infra text accompa-
nying notes 73-74.
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Despite the uncertainty surrounding the tax treatment of environmental
remediation and compliance costs, the development and implementation of sound
tax strategies is really no more or less complicated than that involving other
highly regulated business activities - for instance, the construction or defense
industries, or even farming. Because the environmental statutes were enacted so
recently, the most controversial tax issues have, in many cases, only recently
been litigated and addressed by the courts. Accordingly, tax issues that long ago
were settled (or at least, accommodated) as they applied to other industries are
only now being addressed with respect to the environmental statutes.

While there has been a flood of speculation and brooding in recent years
among academics and practitioners as to controversies involving the tax treat-
ment of environmental cleanup and compliance costs, there is no need for such
hand-wringing and consternation.aT Through the interaction of the Service and
tax professionals representing regulated businesses, an accommodation is being
reached with respect to the application of the income tax laws to those environ-
mental transactions motivated or mandated under the environmental statutes and
regulations. Some suggest that the gravity or complexity of the problems associ-
ated with environmental regulation somehow requires a new set of tax rules or
warrants special treatment - such as allowing current deductions for all envi-
ronmental compliance and remediation costs.a8 Others argue that Congress must
immediately address these issues through new tax laws, not only because there
is such "great controversy" and the potential for "costly and time-consuming
litigation," but also because "our environment depends on it."ae Presumably,
such views are based on the rationale that the tax treatment of environmental
transactions is just too complicated and important to allow for the application of
the general tax principles developed by the Service, the federal courts, and tax
professionals over the past eighty years.

a7 Examples of articles by commentators who believe that there is considerable "controversy" with
respect to the IRS's position include: Mark J. Silverman, et. al., IRS Remediates Environmental Cost
Deducrion Mess,TO Tex Norss l54l (March l I, 1996); Jeffrey M. Gaba,Tax Deduction of Hazard-
ous Waste Cleanup Costs: Harmonizing Federal Tax and Environmental Policies,20 Henv. Eruvr.
L. Rrv. 6 I ( I 996); Thomas H. Yancey, Emerging Doctrines in the Tax Treatment of Environmental
Cleunup Costs,'70 Tnxes 948 (December 1992); Mark W. March & Julia K. Brazelton, Superfund
Cleanups: The Financial Costs High, the TaxTreatment Uncertain,69 Tnxes 682 (November 1991).

aE In general, the IRS, through adoption of a treasury regulation, or Congress, through
amendment to the Internal Revenue Code, should adopt a provision of general applicabil-
ity; such provisions should provide for the deduction as ordinary expenses (in the year rn
which economic performance occurs) of all costs that are incurred to remediate hazardous
substances or hazardous or solid wastes under the requirements of federal and state laws or
pursuant to f'ederal or state regulations that authorize the recovery of such expenses from
private parties.

Jeffiey M. Gaba, Tar Deduction of Hazardous Waste Cleanup Costs: Harmonizing Federal Tax and
Environmental Policies,20 Henv. ENvrl. L. Rsv.61, 105 (1996); "In short, the IRS should reevalu-
ate what appean to be its position on expenditures made on equipment that will be used in remediation
. . . [W]e believe that expenditures made for equipment dedicated to remediation should be deducf
ible in the current year." Sanjay Gupta & Howard M. Shanker, Taxing the Environment, T4 Txx
Nores (TA) 1451, 1456 (March 17, 1997).

aeSee Sloane Elizabeth Anders, Ifte Federal Tax System and the Environment: Should Payments
Made Pursuant to CERCLA Be Deductible?" l0 Ve. Trx Rrv. 707, 729-30 (1991).
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In fact, the old rules work just fine - or at least, no worse than in other cases.
Many business transactions are complicated and continually raise new and per-
plexing tax issues. But if the Service can devise rules for the treatment of the
more exotic derivative financial instruments promoted by Wall Street invest-
ment bankers, and the tax regulators can decipher those convoluted bu.siness
transactions concocted by tax lawyers to "strip" earnings out of U.S. companies
or reward investors with artificial tax losses, then surely the tax community can
reach some level of common understanding with respect to the appropriate treat-
ment of environmental cleanup and compliance costs. If anything, this is a much
less complicated area of the law.

Those who argue in favor of special tax treatment (i.e., expensing) for expen-
ditures incurred in environmental transactions base their case on the supposed
difficulty of distinguishing between capital expenditures and currently deduct-
ible ordinary business expenses. Perhaps this struggle is attributable to the fact
that most environmental lawyers are generally less familiar with the income tax
laws than with the environmental statutes and Federal Rules of Civil Procedure.
On the other hand, tax professionals recognize that other complicated business
transactions and economic arrangements raise similar issues, and that tax con-
cepts designed for those other business situations are equally appropriate for
environmental transactions.

First, the claim that current expensing of environmental cleanup costs is war-
ranted as a means for inducing businesses to clean up the environment is open to
serious question. The idea that current deductions should be allowed for expen-
ditures that, in the context of any other business transaction, would be required
to be capitalized - this based on the premise that special tax treatment will
"encourage" polluters to clean up the sites which they themselves contaminated
- is neither very convincing nor appealing. Allowing current tax deductions for
capital expenditures would create just one more special tax "preference" - the
environmental remediation tax loophole. Such departures from the general rules
of income taxation are defined under federal law as "tax expenditures,"5o and
they cost the Treasury revenue as businesses engage in the tax-preferred activity
in response to the incentives provided.sr A tax expenditure is the functional
equivalent of a direct subsidy from the U.S. Treasury. By providing a new tax
preference for expenditures related to environmental transactions, taxpayers will
effectively assume a portion of the cost of cleaning up contaminated sites.

50 The concept of tax expenditures was first formally introduced to budget analysis by the Treasury
Department in 1968. Subsequently recognized by statute, tax expenditures are defined as "those
revenue losses attributable to provisions of the Federal tax laws which allow a special exclusion,
exemption, or deduction from gross income or which provide a special credit, a preferential rate of
tax, or a deferral oftax liability." Congressional Budget and Impoundment Act, Pub. L. No. 93-344,
$ 3(a)(3), 88 Stat. 298, 299 (t974).

5rFor fiscal year 1997, the total revenue loss attributable to tax expenditures was $554 billion - a
4. I percent increase over 1996. Projections for fiscal year 1998 put the figure at $567 billion.
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Second, tax preferences for businesses that clean up their contaminated sites
could actually give them distinct tax advantages over those businesses that com-
plied with the law and environmental regulations in the first place. In other
words, those firms that comply with the environmental laws (or in the case of
pre-RCRA "legal" contamination, those that followed "good conscience" in not
polluting the environment with hazardous waste) will be placed in a worse tax
position than the polluters. Now, some might argue that polluters need not be
denied all tax benefits for their cleanup expenditures. But there simply is no
justification for rewarding polluters with more favorable tax treatment than that
afforded more diligent businesses. Conversely, the notion that "polluters should
pay" makes considerable sense.

Rather than advancing public policy arguments for or against denying or
extending tax preferences to those subject to environmental regulation, the ap-
proach here is more modest: delineate the subtle nuances of the existing income
tax laws as they apply to all business transactions and then suggest how these
same concepts may be applied to expenditures incurred by business and industry
involved in environmental transactions. Once it is recognized that the estab-
lished tax concepts can be applied successfully to the expenditures incurred in
environmental transactions, the case for creating new, special rules is much less
compelling. From the perspective of sound tax policy, there is no strong argu-
ment in favor of creating new tax preferences for polluters, and likewise, from
the perspective of sound environmental policy, there is no need to use the tax
laws to inflict additional punishment (i.e., costs) on taxpayers subject to environ-
mental regulation.

III. MAJOR TAX ISSUES

Notwithstanding the numerous complaints voiced in recent years regarding
the "complexity" of the tax laws as applied to environmental transactions, there
are really only a limited number of issues raised. Furthermore, these tax issues
are not unique to environmental transactions, and there is already in place a well
developed body of relevant case law to guide the analysis. Much of this author-
ity was generated early in the history of the income tax, as the federal courts
struggled to interpret the new tax statutes and construct an administrable system
of rules governing the most common business transactions. Because the general
principles oftaxation applicable to environmental transactions have already been
worked out over the past eight decades, the task of the tax adviser is fairly
straightforward-to apply the existing law to the particular facts and circum-
stances that arise in the environmental transaction under consideration. While
the facts and circumstances of each environmental transaction will inevitably
differ, there are enough similarities to generate basic rules applicable to a wide
variety of cases. Contrary to what is asserted by some commentators, the general
principles of federal income taxation can be applied to environmental transac-
tions without violating either tax policy or environmental policy.s2

52 Professor Gaba takes quite the opposite position: "The IRS, in attempting to apply traditional tax
analysis to the complex requirements of environmental remediation, may be making both bad tax

Tax l-awyer, Vol. 52, No. 1



TAX TREATMENT OF ENVIRONMENTAL TRANSACTIONS 93

The following is an overview of the tax issues that commonly arise in envi-
ronmental transactions. The status of the law with respect to these issues is
considered, as well as the application of these rules to the most common envi-
ronmental transactions.

A. Deductibiliry of Expenditures vs. Capitalization

The most important tax issue that arises with respect to environmental trans-
actions is whether an expenditure made in compliance with, or in satisfaction of
a liability or requirement imposed under an environmental statute, is currently
deductible or must be capitalized for purposes of federal income taxation. If
currently deductible, an immediate tax benefit may be gained from the expendi-
ture, thereby reducing its after-tax cost. Conversely, different and generally less
favorable tax consequences follow when an expenditure is capitalized. In some
instances, tax benefits may be recovered over time as the capitalized expenditure
is amortized. However, in other cases, taxpayers may never derive a tax benefit
for the capitalized outlay.53

The classification of an expenditure as a currently deductible expense or as an
item that must be capitalized is more an art than a science. Nonetheless, the
often difficult determination as to whether a particular expenditure is deductible
or must be capitalized is hardly unique to environmental transactions, and gen-
eral principles of federal income taxation are applicable. Furthermore, in several
well-publicized rulings and technical advice memoranda ("TAM"), the Service
has addressed the specific issue of capitalization as it applies to expenditures
incurred in the most common environmental transactions. The rulings of the
Service focus on the deductibility of expenditures directly related to the
remediation of contaminated soil and groundwater, as well as the incidental
costs incurred in the cleanup. In addition, the tax treatment of costs incurred in
asbestos remediation projects has been considered.

l. Ordinary Business Expense

The federal income tax has always allowed a deduction for expenses incurred
in a trade or business. The current allowance is found in section 162. which
permits a deduction for all "ordinary and necessary expenses paid or incurred
during the taxable year in carrying on any trade or business."5a This deduction
for business expenses is intended to match the costs of doing business with the

policy and bad environmental policy." Jeffrey M. Gaba,Tax Deduction of Hazardous Waste Cleanup
Costs: Harmonizing Federul Tax and Environmental Policies," 20 Heev. ENvrl. L. Rev. 61, 62
(1996). There is no evidence, however, that environmental transactions impose more "complex
requirements" on the tax laws than other major business transactions.

5rConsidering the magnitude of environmental cleanup costs, not receiving a current tax benefit
could be a financial disaster. On the other hand, where a taxpayer already has significant losses for
the current taxable year, or net operating losses (NOLs) canied over to the current year from prior
taxable years, capitalization may not produce any worse result since a deduction still would not
produce an immediate tax benefit.

5al .R.C. $ 162(a).
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income produced by such activity and thereby, accurately measure the income of
the taxpayer.55 The taxpayer has an affirmative duty to prove that he is entitled
to a deduction, as the Supreme Court has indicated that "deductions are excep-
tions from the norm of capitalization."56

Considerable litigation has arisen over the question of whether particular ex-
penses qualify as "ordinary and necessary" under Code section 162.s7 In Welch
v. Helvering,5s the U.S. Supreme Court defined "ordinary" as that which is
customary or typical. The Court disallowed a deduction for the payments at
issue (payments by a businessman of his bankrupt colporation's debts in order to
appease customers and establish goodwill for future business relations) on the
grounds that the taxpayer's gratuitous payment of the defunct corporation's
debts was "in a high degree extraordinary."se However, the Supreme Court has
held elsewhere that unusual or infrequent expenses may be deducted as "ordi-
nary" business expenses where they are the kind of expenses incurred by other
taxpayers in a similar trade or business.60 This principle is important as it applies
to costs incurred in an environmental remediation project - which may be
unusual, infrequent, and highly "extraordinary" to the particular business that
incurs such costs, but customary or common to that kind of business in general.
Hence, the infrequency and unusual nature (and magnitude) of environmental
remediation costs should not bar a current deduction under section 162.6r

In order to claim a deduction under section 162, the relevant expenses must
have been incurred by the taxpayer in carrying on a "trade or business." Which
activities rise to the level of a trade or business is another issue that is often
litigated under the tax laws.62 Activities such as the passive holding of undevel-
oped real property for investment purposes generally do no, rise to the level of a
trade or business. Conversely, owning and operating rental property with signifi-
cant management activity may be a trade or business.6r In between lies a consid-
erable gray area. Even where the taxpayer's activity does not rise to the level of

55,Sae INDOPCO, Inc.  v.  Commissioner,503 U.S.79,84; l l2 S. Ct.  1039 (1992);  Commissioner
v. Idaho Power Co.,418 U.S. l, 16 (1974'1' Massey Motors v. United States, 364 U.S. 92, I04
( l e60).

56 INDOPCO,503 U.S. at 84.
57 An excellent introduction to the subject of whether expenses are "ordinary and necessary" is

found in Marvin A. Chirelstein, FBoennl INcouE Tex,q.rroN g 6.03 (8th e<1. 1991).
58290 U.S. I  l l  i l933).
te ld. at l14.
60See Commissioner v.  Tel l ier ,383 U.S.687,690 (1966);  Deputy v.  du Pont,308 U.S.488,495

( l 940).
o'See, e.g., H.G. Fenton Material Co. v. Commissioner,T4 T.C. 584 (1980) (holding that expenses

incuned by the taxpayer in removing and disposing of waste materials produced in the taxpayer's
business were deductible).

62 In general, there can be no trade or business unless the taxpayer enters into and carries on the
activity with a good faith purpose of turning a profit or in the belief that a profit can be made fiom
theact iv i ty.SeeDoggettv.Bumet,65F.2d l9 l ,  194(D.C.Cir .  1933),  rev '923 B.T.A.744(1931).

63See, e.g., Slack v. Commissioner, 35 B.T.A. 271,281 (1937) (holding rental property manage-
ment to be trade or business of taxpayer).
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a trade or business, a current deduction may be possible under section 212,
which allows a deduction for expenses incurred "for the management, conserya-
tion, or maintenance of property held for the production of income."s This
provision may apply, for example, where a taxpayer holds raw undeveloped land
for investment purposes.

The kinds of expenses for which an ordinary business deduction is allowed
under sections 162 and 212 include amounts spent for "incidental repairs and
maintenance." As defined in Treasury regulations, incidental repairs are those
which "neither materially add to the value of the property nor appreciably pro-
long its life, but keep it in an ordinarily efficient operating condition."65 Con-
versely, repairs in the nature of "replacements" or those which "arrest deteriora-
tion" or "appreciably prolong the life of the property" canrct be expensed, but
rather must be capitalized (and perhaps depreciated or amortized) under the rules
discussed below.

Of course, other provisions of the Code may bar or defer a current deduction
- even those for which a current deduction is allowed under section 162. For
instance, the "at-risk" rules of section 465 or the "passive activity loss" ("PAL")
rules found at section 469 might defer a current deduction otherwise allowed
under sections 162 or 2l2.For instance, as real estate rental activity is a passive
activity per se under section a69G)Q), any net loss for the current taxable year
attributable to expenses incurred in a real estate rental activity may be suspended
under the PAL rules. The tax benefit for such a loss would be allowed in the
year in which the taxpayer has income from a "passive activity" or in such year
as the taxpayer disposes of his interest in such passive activity (e.g., sells the
real property). The PAL rules are relevant to environmental transactions where
the taxpayer is a limited partner in a real estate limited partnership that is
required to remediate contamination of its property. The expenses incurred in
cleaning up such a site might generate net losses for the partnership that would
pass through to the taxpayer - whose deduction for his share of such loss might
be suspended under the PAL rules. Again, a tax adviser must consider the
deductibility of each such item by reference to the tax posture of the individual
taxpayer.

2. Capitalization

Where expenditures are incurred in the purchase or production of an asset
which generates income beyond the current taxable year, the expenditures gener-
ally must be capitalized. In some cases, these capitalized expenditures may be
amortized and recovered for income tax purposes over the useful life of the
asset, thereby offsetting the income produced by such business or investment
property. In other cases, expenditures must be capitalized and added to the basis

sI.R.C. $ 212.
6sReg. $1.162-4.
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of another asset and recovered over time through the depreciation or amortiza-
tion of that asset.

When an expenditure is capitalized, several tax issues arise. First, it must be
determined whether a tax depreciation deduction may be claimed for cost recov-
ery under section 167. A deduction is allowed under section 167 "for the ex-
haustion, wear and tear (including a reasonable allowance for obsolescence) of
property used in the trade or business, or of property held for the production of
income."66 If an asset is eligible for cost recovery under section 167, the Modi-
fied Asset Recovery System ("MACRS') under section 168 may apply. If an
asset does not have a readily ascertainable useful life, cost recovery is not
allowed under section 167. However, in the case of certain special assets, cost
recovery still may be allowed. For instance, under section 197, certain intangible
assets acquired by the taxpayer in the acquisition of a business may be amor-
ttzed.6l

Some assets (most particularly, land) are nondepreciable per se. Thus, to the
extent expenditures are capitalized and added to the taxpayer's basis in a parcel
of land, no tax benefit will be received until the land is sold. On a sale of the
land, the basis attributable to the capitalized expenditure will reduce the amount
of gain (or increase the loss) realized on the sale. For example, where land held
for investment or in connection with a trade or business is cleared and graded,
the cost of such operation must be capitalized and added to the taxpayer's basis
in the land.68 Likewise, legal costs incurred in perfecting title to real estate must
be added to the taxpayer's basis in the real estate.6e If the land is never sold, the
owner will never enjoy a tax benefit for the capitalized expenditures - although
his heirs may receive an indirect tax benefit for the expenditures via a stepped-
up basis in the land (equal to its fair market value) provided for under section
1014.?0

Obviously, the difference between an immediate deduction and capitalization
can be sisnificant. Each deduction allowed reduces the tax due for that vear.

ou l .R.C. $ 167(aX l )  and (2).
6iSection 197(d) was added to the Code in 1993. Such acquired intangible assets include cus-

tomer-based intangibles, supplier-based intangibles, subscription lists, patents, copyrights, know-
how, non-compete covenants, franchises, trademarks, and trade names. This statute also defines
"intangible assets" to include assets in the nature of goodwill and going concern value. Under
section 197, these intangible assets can be amortized over the same fifteen-year recovery period
when purchased in the acquisition of a going-concem business. See Michael J. Douglass, Tangible
Results for Intangible Assets: An Analysis of New Code Section 197,47 Tnx Law. 713 (1994)t
Sheldon D. Pollack, Amortizetion of Intangible Assets in a Business Acquisition, 58 Tex'r Accr. 336
(June 1997).

6EA taxpayer's basis in realty includes the original purchase price as well as acquisition expenses
such as transfer taxes, legal expenses, title search, etc. Expenses for capital improvements, such as
grading the land, are also added to basis.  Sea I .R.C. $$ l6a(a),  l0 l  l ,  1012, and l0 l6(a)( l ) ;  Reg. $$
1.212- l (k) ,  I  .263(A)-  1 (a)(  I  ) ,  (b) ,  1.263(A)-2(a),  and I  .  I  0 I  6-2(a).

6ekgal and professional fees paid to defend or perfect title to real estate must be capitalized. ,Sea,
e.9. ,  Fl int  v.  Commissioner,62 T.C.M. (CCH) 541, 548, 1991 T.C.M. (RlA) $ 91,405; Estate of
Franco v. Commissioner,40 T.C.M. (CCH) 1070, 1071, 1980 T.C.M. (P-H) 1[ 80,340.

rol .R.C. $ l0 l4(a).
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thereby improving the taxpayer's after-tax cash flow.7r where a current deduc-
tion is not allowed and the capitalized expenditure is amortized over years, the
present value of the tax benefit is reduced. Similarly, the value of the immediate
deduction is less to the extent that it does not reduce tax in the current tax year
(e.g., in the case of an NoL). This difference (representing the time value of
money, or the discounted value of a future tax deduction as opposed to a current
deduction) is even more significant where the expenditure is capitalized and
added to the taxpayer's basis in a nondepreciable asset such as land. In that case,
no amortization deduction is allowed - even while the land may be producing a
steady stream of income.

several code provisions determine when expenditures incurred with respect
to an asset must be capitalized. For example, section 263 prohibits a current
deduction for amounts "paid out for . . . permanent improvements or betterments
made to increase the value of any property or estate."?2 Regulations promulgated
under section 263 provide that expenses incurred in a trade or business may not
be deducted where such amounts are paid for "permanent improvements or
betterments to increase the value" of the property or in "restoring property"
subject to an allowance for depreciation.T3 Furthermore, a current deduction is
not allowed for amounts paid or incurred to "add to the value" of the property or
"substantially prolong the useful life" of the property or "adapt property to a
new or different use."7a In addition, section 263A requires that costs incurred in
the production of real property or tangible personal property used in a trade or
business must be capitalized.T5 This provision applies to the production, manu-
facture, or development of property used in a trade or business by the taxpayer,
as well as property sold to customers, which would include the inventory pro-
duced by a manufacturing company, or the chemicals produced by a chemicar
manufacturing plant.76 It also requires that a real estate builder capitalize all
costs associated with the production of a building and amortize such expendi-
tures ratably over the life of the building, or in the event of a sale of the
building, recover a tax benefit for capitalized basis by reducing the amount of
gain (or increasing the loss) realized in the sale.

Despite the impact of immediate deductibility on the taxpayer's tax and cash-
flow position, it is often not readily evident whether particular expenses are in
the nature of deductible repairs or maintenance, or whether they add to the value
of the underlying property or prolong the useful life of such property - and
hence, must be capitalized. The federal courts have struggled to define the facts

?'The exact amount by which the deduction will reduce the taxpayer's tax liability will depend on
the taxpayers tax bracket. For an individual taxpayer in the highest tax bracket, the tax deduction for
an expenditure of $100 will be worth $39.60.

2I.R.C. $ 263(a)(t).

"R"9.$ 1.263(a)- l (a) .

'oReg. $ 1.263(a)- l (b) .
t r I .R.C. $$ 263A(bX1) and (cX1).

'uR"g. $ 1.263A-l(a)(3).
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and circumstances that distinguish between the different categories of expendi-
tures. A number of courts have focused primarily on whether the expenditures
materially add to the value of the property as determined prior to the expendi-
ture.

In Plainfield-Union Water Co. v, Commissioner, the taxpayer was a water
company that cleaned its cast iron water pipes and lined them with cement to
protect them from further deterioration.TT The company deducted these expendi-
tures, while the Service argued that such amounts should be capitalized. The
U.S. Tax Court analyzed whether the expenditures enhanced the life expectancy
of the asset by comparing the condition of the asset after the expenditure with its
condition prior to the expenditure. According to the court, "[t]he proper test is
whether the expenditure materially enhances the value, use, life expectancy,
strength, or capacity compared with the status of the asset prior to the condition
necessitating the expenditure."Ts In other words, the expenditure is deductible as
a repair if it merely returns the asset to the original condition (and same value) it
was in prior to the condition "necessitating the expenditure" in the first place.T'

Another line of cases looks to whether the expenditure at issue materially
prolongs the useful life of the property.s0 Still other courts have looked to whether
the expenditure was incurred to alter or adapt the property to a new or different
use,8r or whether the expenditures were part of a "systematic plan" that in-
creased the value of the taxpayer's property.82 The latter standard is similar to
that applied in a leading Third Circuit case, Stoeltzing v. Commissioner.sr The
taxpayer there had incurred significant expenses in renovating an old building.
The court acknowledged that many of the individual expenditures would have
been deductible if incurred alone as simple repairs. However, collectively the
expenditures were made in what constituted a systematic plan fbr rehabilitation
of the property. A number of courts have followed this logic and required
capitalization where expenses are incurred pursuant to an overall plan of reha-
bilitation that enhances the value of the underlying property.84 Still other courts
have applied the so-called future benefit test, which is based on the principle that

?TPlainfield-Union Water Co. v. Commissioner, 39 T.C. 333,336 (1962).
78 Id. at 338.
TeThis test was also applied in Oberman Manufacturing Co. v. Commissioner,47 T.C.471,483

(1967): see also Rev. Rul. 94-38, 1994-l C.B. 35.
tu See, e.g.,Illinois Merchant Trust Co. v. Commissioner, 4 B.T.A. 103, 106 (1926), ucq. 1926-2

c.8.2.
" 'See, e.9. ,  Midland Empire Packing Co. Commissioner,  l4 T.C.635,640 (1950),  acq. 1950-2

c.B.3.
s2Wolfsen Land & Cattle Co. v. Commissioner,'12 T.C. I, 17 (1979). tn Wollien, the taxpayer

deducted the cost of restoring irrigating canals to their full function. The Tax Court disallowed any
deduction because the maintenance costs would produce benefit fbr several years. The court agreed
with the Service, which argued that the remediation effort was ptrt of a "systematic plan" that
increased the value of the taxpayer's property.

83 Stoeltzing v. Commissioner, 266 F.2d 3'7 4, 37'7 (3d Cir. I 959).

"oSee, e.g. ,  Mountain Fuel  Supply Co. v.  Uni ted States,449 F.2d 816,820 ( l0th Cir .  l97l) ;
Wehrli v. United States,400 F.2d 686, 689-90 (lOth Cir. 1968).
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expenditures should be matched with the revenue to which it is related, provid-
ing a deduction in the taxable year or years in which the income is realized.85
The various standards applied by the courts, as well as the Treasury regulations,
evidence the considerable uncertainty that pervades efforts to determine whether
particular expenditures are deductible business expenses or capital in nature.

Another important consideration is whether the expenditures at issue were
incurred to bring property in compliance with governmental requirements. If so,
courts have held that such expenditures must be capitalized, even where such
expenditures do not result in any new or improved use of the property.E6 These
cases are particularly relevant to the question of whether expenditures made in
compliance with CERCLA, RCRA, and other environmental statutes must be
capitalized. Whether cleanup costs incurred outside of an EPA-mandated
remediation project should be afforded a different treatment is another question
that must be considered.

More recently, the Supreme Court addressed the question of what expendi-
tures must be capitalized. ln INDOPCO, Inc. v. Commissioner,8l the Court con-
sidered the deductibility of professional fees paid to the legal adviser and invest-
ment banker of a corporation which was a party to a corporate reorganization.
The corporation was the target of a friendly merger acquisition. The Service
took the position that such expenditures related to the corporate reorganization,
and hence, would provide a future benefit to the corporation. The corporation
argued that such expenses were ordinary and necessary business expenses that
were currently deductible. On appeal, the Supreme Court held that the expenses
could not be deducted because they provided "significant future benefits." In
reaching this decision, the Court focused on the significant long-term, future
benefit to the corporation resulting from the acquisition: "a taxpayer's realiza-
tion of benefits beyond the year in which the expenditure is incurred is undeni-
ably important in determining whether the appropriate tax treatment is immedi-
ate deduction or capitalization."88 Under this test, the Court held that the profes-
sional expenses would provide a long term benefit to the corporation, and hence,
such expenditures were capital in nature. However, the professional fees related
not to the acquisition of a separate asset, but rather related to the organizational
structure of the corporation itself. The existence of a separate asset was held not
to be a prerequisite to capitalization. Furthermore, as a capital expenditure with
no readily ascertainable value, no amortization deduction was allowed.

85See, e.9. ,  Uni ted States v.  Mississippi  Chem. Co.,405 U.S.298,309-10 (1972);  Howard Paper
Co. v. Commissioner, 49 T.C. 2'1 5, 285-88 ( 1 967).

"oTeitelbaum v. Commissioner,294 F.2d,541,544 (7th Cir. I96l) (cost of converting electrical
system of building to comply with city code must be capitalized); Blue Creek Coal v. Commissioner,
42 T.C.M. (CCH) 1504, 1508, 1984 T.C.M. (RIA) { 84,579, at 2339 (cost of refitting bulldozers to
comply with requirements of Federal Mine, Health and Safety Administration must be capitalized
even though useful life and value of bulldozers not increased).

r 503 U.S. 79 (1992).
s/d,503 U.S. at  87.
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Possibly expanding upon the Supreme Court's holding in INDOPCO, the
Service has required capitalization in other contexts where current deductions
might otherwise have been considered allowable. For example, in a public ruling
issued subsequent to the INDOPCO ruling, the Service took the position that
expenses incurred by a business in training its employees in a new line of
business could not be deducted, but instead must be capitalized.Se Likewise, the
Service takes the position that the cost of retraining employees in new work
techniques (such as "total quality management" or'Just-in-time" manufacturing)
cannot be deducted and must be capitalized.eo Finally, in a recent technical

advice memorandum, the Service ruled that the costs associated with recon-

structing jet airline engines as mandated by FAA rules must be capitalized over
the remaining life of the airline.er These rulings suggest that the Court's holding
in INDOPCO may be applicable to a wide range of other cases, including
environmental remediation projects - although exactly how remains uncer-
tain.e2

3. Casualty Loss

Section 165 allows a deduction fbr "any loss sustained during the taxable year

and not compensated for by insurance or otherwise."e3 For corporations and
other business entities, a deduction is allowed for any uncompensated loss suf-
fered during the taxable year, including a loss suffered with respect to property
owned by such entity. ln the case of an individual, section 165(c) limits the
deduction to: (1) losses incurred in a trade or business; (2) losses incurred in any
transaction entered into for profit; and (3) losses of property not connected with
a trade or business, where such losses arise from "fire, storm, shipwreck, or
other casualtv."e4

8eRev. Rul. 96-62, 1996-2 C.B.9 (training costs must be capitalized where the training is intended
primarily to obtain future benefits significantly beyond those traditionally associated with training
provided in the ordinary course of a taxpayer's regular trade or business).

sT.A.M. 95-44-001 (July 21, 1995) (various costs incurred in adopting new'Just-in-time" manu-
facturing process held to be capital expenditures).

erT.A.M.96-18-004 (January 23, 1996). Apparently, many airlines had been treating such ex-
penses as "ordinary and necessary" maintenance expenses deductible under section 162.

e2 See Report on Capitalization Issues Ruised Under Section.s 162 and 263 by INDOPCO, Inc. v.
Commissioner,  Comm. on Tax Account ing,  ABA Tax Sec.,50 Tnx Lew. l8 l -215 (1996).  In Rev.
Rul. 94- l 2, I 994- I C.B. 36, the Service held that IN DOPCO does ndl change or aft'ect the treatment
of amounts paid for incidental repairs as ordinary and necessary business deductions "even though
they may have some future beneflt." See also Rev. Rul. 92-80, 1992-2 C.B. 57 (holding that the
Supreme Court's decision in INDOPCO does not affect the treatment of advertising costs as business
expenses which are generally deductible under I.R.C. $ 162); Rev. Rul. 94-77, 1994-2 C.B. 19
(holding that the INDOPCO decision does not affect the treatment of severance payments, made by a
taxpayer to its employees, as business expenses which are generally deductible under I.R.C. $ 162).

'q3I .R.C. $ I65(a).

'q4I.R.C. $ 165(c); Reg. $ 1.165-7(aXl). See amendments to section 165(c) made by TEFRA (Pub.

L. No. 97-248, 96 Stat. 325, $ 203) and the 1984 TRA (Pub. L. No. 98-369, $ 7l l).
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Whether a loss deduction is allowed under section 165 in the case of property
destroyed in a fire, storm, or shipwreck is fairly straightforward. Either there
was a fire, storn, or shipwreck, or there was not. On the other hand, section 165
provides little guidance as to the reguirements for other forms of casualty loss.
Treasury regulations indicate that a casualty loss must be "sustained during the
taxable year."es Furthermore, the Service has ruled that a casualty loss results not
from gradual deterioration of property, but rather from a sudden, catastrophic
event.% This would suggest that a casualty loss deduction is not allowed where
property has been destroyed, damaged, or otherwise rendered worthless over the
course of many years by a process of slow and gradual contamination - for
instance, where polychlorinated biphenyls ("PCBs"), lead, zinc, or some other
hazardous waste is disposed of at the taxpayer's property.

Conversely, where property is destroyed or its value significantly diminished
by a sudden contamination, a casualty loss deduction may be allowable. For
example, the Service has ruled that a loss from damage to the exterior of a home
caused by "sudden and severe" smog containing an unusual concentration of
chemical fumes qualifies as a casualty under section 165(cX3).'? Arguably, losses
sustained by a business or individual with respect to property destroyed or
damaged by a sudden contamination (such as an explosion or accident that
results in contamination of land by some toxic substance) would warrant a
deduction under section 165.e8 (Even if a casualty loss is allowable, the amount
of the allowed deduction may be significantly less than either the cost of
remediating the damaged or destroyed property, or the amount of the reduction
in the value of the property resulting from the casualty.) On the other hand,
where the owner of property has contaminated it himself through voluntary acts
(for instance, by dumping hazardous waste produced by the taxpayer's manufac-
turing plant on real estate behind the plant, as was commonly done prior to
RCRA and CERCLA). a casualtv loss mav not be allowed.

e5Reg. $ 1.165- l (b) .
e6Rev. Rul. 72-592, 19'12-2 C.B. l0l (to qualify as a "casualty loss," a loss nrust result fiom some

event that is (l) identifiable, (2) damaging to the property, and (3) "sudden, unexpecred, and un-
usual"); see a/.ra Rev. Rul.63-232, 1963-2 C.B.97 (loss from termite damage is not casualty;
damage done is result of gradual deterioration); bal see Rosenberg v. Commissioner, l9u F.2d 46
(Sth Cir. 1952) (time of damage to residence was only one year; sudden enough to qualify as
casualty).

e7Rev. Rul .7 l -560, 197l-2 C.8.  126.
e8 Where property held in a trade or business or held for profit is so damaged or destroyed, the

deduction tbracasualty loss is limited to the lesserofthe taxpayer's adjusted basis in the prope(y or
the reduction in the value ofthe property resulting from the casualty. The amount that an individual
taxpayer may claim fbr a nonbusiness casualty loss is subject to further limitations. A nonbusiness
casualty and theft loss suffered by an individual is deductible only to the extent that: (i) the amount
of each such casualty or theft loss exceeds $100, and (ii) the aggregate amount of all such losses
sustained by the individual (after applying the $ 100 per loss reduction) exceeds l07o of the individual's
adjusted gross income. I.R.C. $ 165(h).
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B. Treatment of Environmental Compliance and Remediation Costs

In recent years, the federal courts have struggled to apply these general prin-
ciples governing the issue of "deduction versus capitalization" to the kinds of
expenses incurred in environmental transactions. This requires subjecting a new
set of facts (e.g.,the various types of environmental compliance and remediation
costs) to the existing case law. If it is concluded that some recognized general
rule is applicable, it remains necessary to determine how to apply the old rule to
the new case.ry Although easy enough in theory, the application of an existing
legal rule to a new case is seldom a straightforward task. The development of
the law with respect to the tax treatment of expenditures incurred in environ-
mental transactions has been no exception. However, after several false starts
(discussed further below), the Service devised a general scheme that provides
adequate guidance to tax professionals whose clients are impacted by the envi-
ronmental statutes. Furthermore, the Service has recently announced that it will
issue private rulings with respect to the tax treatment of environmental remediation
expenditures.rm This should provide taxpayers with some certainty with respect
to the tax treatment of environmental transaction costs incurred under anoma-
lous facts and circumstances.

l. Soil and Groundwater Remediation

The most significant expenses under the federal environmental statutes are
those related to soil and groundwater remediation required under CERCLA - a
statute less than two decades old. Because the statute is so recent, controversy
and disputes over the tax treatment of expenditures incurred in a Superfund
cleanup did not commence until the mid to late 1980s. None too surprisingly, a
considerable number of taxpayers treated such expenses as ordinary business
expenses deductible under section 162. Indeed, a good argument can be made
under the aforementioned case law that such expenditures are in the nature of a
"repair." The most obvious support for such a position is that environmental
remediation expenses are incurred to repair or restore property that has been
damaged by some form of contamination. Cases such as Plainfield-Union sup-
port the proposition that soil or groundwater remediation merely restores prop-
erty to its pre-contaminated condition and value. Also, as discussed above, under
the right set of facts a good case can be made that where property is contami-
nated in a sudden single spill or a series of spills suffered in a single taxable
year, the taxpayer has suffered a "casualty loss" for which a current deduction is
allowed under section 165. On the other hand, tax professionals must recognize
that there also is substantial authority (such as Wolfsen, Stoeltzing, and INDOPCO)
to the effect that such expenditures are capital in nature. At any rate, there is
certainly ground for disagreement over which treatment is most warranted.

"This is the method of legal reasoning taught to generations of lawyers in the classic treatise,
Eow,lno H. Levr, AN IrvrnooucrroN ro Lec,A.r- RE,q.soNlNc (1949).

rmRev. Proc. 98-17, 1998-5 l.R.B. 21. It should be noted that Rev. Proc. 98-17 does not provide
substantive guidance as to the deductibility of such expenditures.
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In late 1992, the Service issued its first public statement on this issue in a
highly publicized technical advice memorandum.ror In that memorandum the
Service considered whether a current deduction is allowable for expenditures
incurred in remediating contaminated soil. Considerable controversy arose within
the community of tax professionals after the Service issued this ruling, which
focused on a taxpayer that had contaminated its own property with PCBs in the
course of earlier manufacturing activities. The EPA brought an enforcement
action against the taxpayer under RCRA. Negotiations eventually resulted in a
settlement pursuant to which the taxpayer agreed to implement an extensive
remediation project. The taxpayer claimed an ordinary business deduction for its
clean-up costs other than those directly related to the construction of groundwa-
ter monitoring wells and related equipment, which costs were capitalized. The
Service ruled that all the costs were capital in nature. In so ruling, the Service
declined to follow the logic of the Tax Court in Plainfield-Union, wherein a
deduction was allowed for expenditures incurred in restoring deteriorated prop-
erty to its prior condition. Instead, the Service relied on Wolfsen, which held that
costs incurred as part of an overall plan of rehabilitation of a property are capital
expenditures for which no deduction is allowed.

At numerous conferences and in tax journals, tax professionals took issue
with T.A.M. 93-15-004. Thereafter, the Service re-visited the issue in Revenue
Ruling 94-38.t02 In an unusual about-face, the Service reversed its position with
respect to the deductibility of costs incurred to clean up land and treat ground-
water contaminated by the taxpayer's own manufacturing activities. In Revenue
Ruling 94-38, the taxpayer was a corporation that owned and operated a manu-
facturing plant. Subsequent to the purchase of the site in 1970, the taxpayer
contaminated the site with hazardous waste produced by the manufacturing plant.
In order to comply with environmental regulations, the taxpayer commenced
soil and groundwater remediation in 1993. The project consisted of excavation,
transportation and disposal of the contaminated soil, and backfilling the exca-
vated site with uncontaminated soil. The project also included construction of a
groundwater treatment facility, including wells, pipes, pumps, and other equip-
ment. A groundwater monitoring system was also constructed at the site. The
remediation project was designed to restore the land to its pre-contamination
physical condition. The taxpayer also incurred legal and consulting costs prior to
and in anticipation of this soil remediation project.

The Service ruled that the taxpayer's expenditures relating to the soil
remediation and ongoing groundwater treatment were deductible as ordinary and
necessary business expenses. The holding was based upon the fact that the
remediation project did not produce any perrnanent improvement to the taxpayer's
land or otherwise provide significant future benefits. The Service expressly cited

ror T.A.M. 93- I5-004 (Dec- 17, 1992)
r{'2 Rev. Rul. 94-38, 1994-l C.B. 35.
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Plainfield-Union, stating that the appropriate test is to compare the status of the
property after the expenditure with the status of the property before the condi-
tion arose that necessitated the expenditure. In this regard, the taxpayer's land
and groundwater were merely restored to their condition prior to the contamina-
tion. Furthermore. the useful life of the land was not increased on account of the
relevant expenditures, nor was the land adapted to any new or different use.
Hence, the Service acknowledged that capitalization was not required under
section 263.t03 Likewise, because land is not a depreciable asset, capitalization
was not required under section 2634, which only applies to depreciable assets.rs
Accordingly, the Service ruled that the expenditures were ordinary and neces-
sary business expenses deductible under section 162.

In addition to allowing a deduction for the expenditures incurred directly in
the remediation project, the Service ruled that related costs incurred to "evalu-
ate" the contaminated soil and groundwater were also deductible under section
162. Presumably, such expenditures would include the cost of engineering stud-
ies and plans for the remediation project. On the other hand, the revenue ruling
reaffirmed that the direct costs incurred in constructing the groundwater treat-
ment plant, as well as an allocable portion of the indirect costs related to the
construction, were required to be capitalized because the treatment plant had a
useful life beyond the taxable year in which it was constructed.ros The cost of the
groundwater treatment plant would then be recoverable through depreciation as
allowed under section 168. Under the MACRS depreciation recovery period for
nonresidential real estate, the recovery period would be forty years, while the
recovery period for equipment would be five years.rfr

Revenue Ruling 94-38 provides reasonably clear guidance as to the tax treat-
ment of the major expenditures incurred in most environmental transactions,
stating the following: (l) the actual costs of soil and groundwater remediation
are deductible under the taxpayer's regular method of tax accounting; (2) inci-
dental expenses incurred with respect to studying, planning, negotiating and
implementing such a remediation project (such as engineering and legal fees) are
also deductible; and (3) expenditures incurred in constructing a new asset (such
as a groundwater treatment plant) with a useful life beyond the current taxable

t"r See sultra text accompanyingnt>tes72-74.
t"a See supru text accompanying notes 75-76.
r05The Service has recently stated a similar position with respect to costs incurred to remove and

replace underground gasoline storage tanks. See Petroleum lndustry Replacement ol Underground
Storuge Tanks At Retail Gasolitte Stations, IRS Coordinated Issue Paper (effective January 9, 1998).
In this lssue Paper, the IRS held that all costs incurred in removing old tanks and replacing them
with new tanks must be capitalized as the taxpayer is acquiring a "new" asset with a usetul life of
more than one year. However, costs associated with the remediation of any contaminated soil
surrounding the old tank may be deducted under the holding in Rev. Rul. 94-38. See supra note lO2.
But see Rev. Rul. 98-25, 1998-19 I.R.B. I (allowing deduction for costs incurred to replace under-
ground storage tanks containing by-products, including the cost of removing, cleaning, and dispos-
ing of the old tanks, as well as acquiring, installing, and filling the new tanks, where taxpayer's tanks
are filled. sealed, and have no salvage value or value beyond the current taxable year).

'uol .R.C. $ |  68(gX2XCXii i ) .
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year must be capitalized, along with an allocable portion of indirect costs, and
recovered over the relevant recovery period. However, it must be emphasized
that the holding in this ruling is expressly limited to cases wherein the taxpayer
itself contaminates the property and then incurs costs to clean up its own prop-
erty, restoring the land to its pre-contaminated condition. Conversely, the hold-
ing is not applicable in cases where the taxpayer purchases property that is
already contaminated.

In what was surely a regrettable after-thought, the Service reached a contrary
conclusion in a case only slightly distinguishable from that examined in Rev-
enue Ruling 94-38. In Technical Advice Memorandum 95-41-005, the taxpayer
(a subsidiary corporation which was part of an affiliated group of corporations)
held raw, undeveloped farm land.r0? The land was used by the taxpayer as a site
for the disposal of industrial waste, including agricultural chemical waste and
coke oven by-products; through such use, the land was contaminated. Thereaf-
ter, the taxpayer contributed the land to the local county government, which
planned to use the land as a recreational park. The taxpayer claimed a deduction
under section 170 for the fair market value of the land on the date of the
contribution. The next year, the county discovered the contamination of the land
and conveyed it back to the taxpayer for $1. Two years later, the EPA and state
environmental agency conducted tests of the soil and groundwater at the site.
The tests found that the land was contaminated by various hazardous wastes,
including arsenic, heptachlor, chlordane, and polynuclear aromatic hydrocarbons
("PAHs"). Subsequently, the site was classified as a Superfund site under the
jurisdiction of the EPA pursuant to authority granted under CERCLA. The tax-
payer thereafter entered into a consent order with the EPA for the purpose of
conducting a Remedial Investigation and Feasibility Study to determine the
extent of the contamination, the risk of release of hazardous substances into the
environment, and develop a plan for remediation of the land. The taxpayer
acknowledged its remediation liability under CERCLA.

The taxpayer claimed that its remediation expenditures were deductible busi-
ness expenses under the authority of Revenue Ruling 94-38. The Service dis-
agreed, asserting that such expenditures must be capitalized. In reaching this
conclusion, the Service asserted that Revenue Ruling 94-38 was not applicable
to the facts and circumstances at issue. The critical fact that the Service relied
upon in distinguishing Revenue Ruling 94-38 was that the taxpayer acquired the
land uncontaminated and held it continuously until the cleanup. Conversely, the
taxpayer in T.A.M. 95-41-005 transferred the land to the county and subse-

r07 T.A.M 95-41-005 (Sept. 27, 1995). The acquisition of the land by the taxpayer from a corporate
predecessor was accomplished through a tax-free reorganization, and apparently was not relevant to
the Service's analysis. The Service had previously held that contingent environmental liabilities
transferred from a parent to a subsidiary in a tax-free reorganization under section 35 I were not a bar
to the deduction of such expenses by the subsidiary, assuming that such expenses would have been
deductible by the parent. Rev. Rul. 95-74, 1995-2 C.B. 36.
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quently re-acquired it following recision of the gift. The remediation project was
commenced after the re-acquisition. The Service refused to apply the holding in
Plainfield-Union, stating:. "The restoration principle envisions that the taxpayer
acquire the property in a clean condition, contaminate the property in the course
of its everyday business operations, and incur costs to restore the property to its
condition at the time the taxpayer acquired the property.r08 The value of the land
following the remediation project was significantly greater than its value of $l
on the date that it was acquired by the taxpayer from the county. On the date that
the corporation "acquired" the property, it was already contaminated: "Subsid-
iary acquired the property in a contaminated condition . . . when it purchased the
Land from the County for $l.rOe In refusing to follow Revenue Ruling 94-38, the
Service suggested that future expenditures incurred in the remediation project
were not deductible business expenses, but rather must be capitalized.

The Service next considered in Technical Advice Memorandum 95-41-005
whether the expenditures for the initial hazardous waste study conducted by an
engineering firm, as well as the legal fees paid for the negotiation and drafting of
the EPA consent order and consulting contracts were deductible as ordinary and
necessary business expenses. None of these expenses were related to the actual
remediation of the site, but rather were incidental costs incurred in planning for
such a remediation project, as well as negotiating with the regulatory agencies.
The Service applied the general tax principle that the tax treatment of expendi-
tures is determined by reference to the nature of the transaction that gave rise to
such payments. The Service found that the taxpayer had failed to carry its
burden of proving that these incidental expenditures were ordinary and neces-
sary business expenses deductible under section 162. Accordingly, it ruled that
the legal and consulting costs also must be capitalized. The logic underlying the
Service's position seemed to be that because the expenditures incurred in the
remediation project were not ordinary and necessary business expenses, the
incidental expenses incurred in anticipation of the remediation project (e.g., the
engineering study and legal fees) must also be capitalized-presumably added to
the taxpayer's basis in the land.

The Service's holding in Technical Advice Memorandum 95-41-005 was based
upon its position asserted in prior cases such as Wolfsen and Stoeltzing, wherein
it claimed that capitalization is required for all expenses incurred in a "general
plan of rehabilitation." The same position was taken by the Service in Technical
Advice Memorandum 93-15-004, wherein the taxpayer incurred expenses pursu-
ant to a consent decree with the EPA for the cleanup of the taxpayer's contami-
nated property. The Service ruled that such expenses were incurred pursuant to a
"general plan of rehabilitation" resulting in "permanent betterments" to the

r08T.A.M. 95-41-005 (Sept. 27, 1995).
t$ Id.
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taxpayer's property and hence, were not currently deductible as an ordinary and
necessary business expense, but instead must be capitalized."0

The position of the Service in Technical Advice Memorandum 95-41-005 was
widely criticized by tax and environmental commentators.rrr Rather than clarify-
ing, refining, or expanding its holding in Revenue Ruling 94-38, the Service
merely muddied the waters. The harsh and negative response of the tax coffrmu-
nity to Technical Advice Memorandum 95-41-005 led the Service to form a task
force of Treasury and Service experts to reconsider the whole issue of the
deductibility of environmental cleanup costs.r12 Thereafter, in a rare reversal, the
Service revoked Technical Advice Memorandum 95-41-005 and ruled that such
legal and consulting fees were deductible expenses. The Service abandoned its
position that the break in the taxpayer's ownership of the contaminated land was
a distinguishing fact that warranted a different tax treatment, holding instead that
"because the same taxpayer contaminated the property and incurred the [cleanup]
costs, the interim break in ownership should not, in and of itself, operate to
disallow a deduction under the general principles of section 162 of the Code.r13
On this basis, the holding of Revenue Ruling 94-38 was applicable, the
remediation expenses were deductible, and the incidental expenses (legal and
consulting fees) were deductible as well.

These developments can be confusing and troublesome. Nevertheless, several
general principles emerge from the Service's pronouncements.r14 First, it is clear
that where a taxpayer acquires land, and then contaminates the land himself, the
direct costs incurred in cleaning up the soil and groundwater at the site will be
deductible as ordinary and necessary business deductions. Incidental costs in-
curred with respect to the cleanup project (such as engineering consulting fees,
the cost of a survey, legal fees for negotiating with the EPA and determining the
taxpayer's liability under the environmental statutes, etc.) will also be deductible

rr0T.A.M. 93-15-004 (Dec. 17, 1992)- ln this ruling, the Service held that all expenses incurred in
removing PCBs released into the groundwater were capital expenditures. The taxpayer had capital-
ized only the costs related to building facilities and equipment used for groundwater monitoring
wel ls.

lrrTypical of such criticism are the comments of Mark J. Silverman et al., 1RS Remediates
Environmental Cost Deduction Mess, 12 Tax Nores (TA) 1541, 1545 (Mar. ll, 1996) ("The IRS
appeared oblivious to the absurd results arising from the fixation on the company's break in owner-
ship of the land. If the company had never contributed the land to the county, the company would
have been entitled to deduct the costs").

rr2The Service organized a task force to consider the tax treatment ofremediation expenditures.
Representatives of the Service also met with members of the tax bar in an effbrt to obtain input from
practitioners. See 58 Zax Notes 1408-14O9 (Mar. '15, I993). To date the Service has not announced
any conclusions of that investigation. More recently, representatives of industry and private sector
groups met with the Service and Treasury officials to discuss the tax treatment of environmental
remediation expenditures. See Private Sector Groups Meet With IRS, Treasury on Environmental
Cleanup, Dnry Tax Rep. (BNA), Feb. 3, 1995, at G-8.

r 13 T.A.M. 96-2'7 -M2 (July 5, 1 996), rev' g T. A.M. 95-4 1 -005.
rraFor a more complete discussion of Revenue Ruling 94-38 and the various Technical Advice

Memoranda, see Sanjay Gupta and Howard M. Shanker, Taxing the Environment,74 Tex Norss
(TA) 1451 (Mar. l'7,1997).
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to the extent that the remediation project itself falls under the authority of Rev-
enue Ruling 94-38. Second, non-taxable transfers of the contaminated property
(for instance, within a group of affiliated corporations or in tax-free reorganiza-
tion under section 368) should not affect this tax treatment. Even where a trans-
fer is effected through a taxable transfer that is subsequently rescinded, such as
in Technical Advice Memorandum 95-41-005, the tax treatment should not be
affected. Third, in all cases, expenditures related to the creation or construction
of assets with a useful life greater than one taxable year (such as equipment, a
ground water treatment plant, etc.) must be capitalized, with cost recovery de-
ductions allowable over the course of the relevant recovery period. Fourth,
where the taxpayer acquires land that is already contaminated, expenditures
incurred in cleaning up the property may not be deducted as ordinary business
deductions under the authority of Revenue Ruling 94-38, but rather must be
treated as outlined below in Section III(G).

2. Asbestos: Removal Versus Encapsulation

Tax issues similar to those involving soil and groundwater remediation arise
in the context of asbestos abatement projects. Asbestos was commonly used as
insulation (typically for pipes and heating ducts) prior to the 1970s. However,
numerous studies have found that friable asbestos may cause cancer and in
general, endanger the health and safety of workers. Despite the potential risk,
asbestos is not a hazardous substance under CERCLA, and no environmental
statute requires that friable asbestos be removed from a building. In many cases,
the asbestos need merely be encapsulated to reduce or eliminate any risk to
human health. Nevertheless, the market value of buildings that contain asbestos
insulation (whether friable or not) is often diminished by the presence of such a
potentially dangerous substance. For this reason, many building owners decide
to encapsulate or remove asbestos insulation voluntarily. This may be done to
protect the health and saf-ety of workers, as well as to protect the value of the
property.

When the asbestos in a building is removed or encapsulated, the issue arises
as to the tax treatment of the costs incurred. The Service addressed this issue in
Technical Advice Memorandum 92-40-O04.tts In this memorandum the taxpayer
decided to remove and replace asbestos insulation in his building, although not
expressly required to do so by any federal or state statute or regulation. The
taxpayer claimed that such expenditures as were incurred in removing and re-
placing the asbestos were ordinary and necessary business expenses deductible
under section 162. The taxpayer asserted that such expenditures did not add to
the value of the building or significantly prolong its useful life, but merely
restored the building to its original condition. The Service rejected this claim,
ruling that the expenses incurred in the asbestos removal project must be capital-

| ' ' T.A.M. 92-40-004 (Oct. 2, 1992).
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ized (and added to the taxpayer's basis in the building) because the project
increased the value of the taxpayer's property and resulted in a permanent im-
provement to such property by: (l) increasing the marketability of the property;
(2) reducing the health risks to the taxpayer's employees, and accordingly, re-
ducing the potential future liabilities of the taxpayer; and (3) reducing the risk of
a suspension of plant operations by the appropriate state and federal regulatory
authorities. The Service refused to apply Plainfield-Union on the grounds that it
was impossible to value the property prior to the condition that gave rise to the
remediation project (because the building had originally been constructed with
the asbestos), and therefore, the property was not returned to its pre-contamina-
tion state as in Plainfield-Union.

Notwithstanding protests of tax professionals, the Service maintained its posi-
tion that the cost of removing asbestos and replacing it with a non-hazardous
material is a capital expenditure. ln a subsequent ruling, Technical Advice Memo-
randum 94-ll-002, the Service reaffirmed its stance with respect to requiring
capitalization for expenses incurred in asbestos removal.rr6 However, the Service
took a somewhat more lenient position with respect to costs incurred in encapsu-
lating friable asbestos. Specitically, the Service ruled that a deduction is allowed
for expenses incurred in encapsulating damaged asbestos pipes on the grounds
that such expenses were "incidental repairs" deductible under section 162.

More recently, the Tax Court afTirmed the Service's principle that expenses
incurred in removing asbestos from a building must be capitalized. ln Norwest
Corporation and Subsidiaries v. Comntissioner,ttt the taxpayer entered into a
general renovation of one of its properties, a commercial offlce building built in
1969. Pursuant to the general renovation, the taxpayer incurred $1.9 million in
removing an asbestos-based fire retardant insulation. The taxpayer and the Ser-
vice stipulated that the useful life of the building had not been extended by the
asbestos removal, but that the building was made safer for employees as a result
of the remediation project. The taxpayer claimed that the cost of removing the
asbestos was deductible as an ordinary and necessary business expense under
section 162. The balance of the cost of the renovation project was capitalized
and added to the taxpayer's basis in the building. The Service disallowed the
deduction and required that the cost of the entire project be capitalized, arguing
that Plainfield-Union did not apply because there was no way to compare the
value of the building before the condition that gave rise to the need for the
remediation project. This is because the building was originally built with the
asbestos and thus, was always "contaminated." On this account, the Service
argued that Revenue Ruling 94-38 did not apply since the taxpayer had not
acquired the building uncontaminated and thereafter contaminated it itself', but
rather that the property was contaminated on the original date of acquisition.r18

r16T.A.M. 94- l l -002 (Mar.  18,  I994).
rr? 108 T.c.  265,285 ( t997).

"o For a more complete summary of the arguments of the parties in Norwest, see Leonard G. Weld
and Charles E. Price, The Tu Coun Rules on Asbesto.s Abotement,T5 TexEs 378 (July 1997).
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The Tax Court held for the Service on narrow grounds, viewing the costs
incurred with respect to asbestos removal as part of the general plan of restora-
tion. On these grounds, the entire cost of the project was capital in nature. The
court did not address the question of whether such expenditures would be de-
ductible if incurred outside a general renovation project. Based on its previously
announced rulings, the Service would still reject such a claim. The Tax Court
gave no indication that it would be particularly sympathetic to a taxpayer's
claim that such costs are deductible if incurred in a separate asbestos removal
project unconnected with a general renovation of the property.

3. Cost of Environmental Audits

In recent years, companies subject to environmental regulation have increas-
ingly turned to outside consulting and legal firms to conduct so-called environ-
mental audits of their manufacturing premises. Through such voluntary pro-
grams, companies can identify potential violations under RCRA before they
develop into more serious problems. "Environmental audits should be an impor-
tant part of corporate environmental policy. Through internal environmental
audits, businesses can identify liabilities and address problems which can avert
civil actions and criminal prosecutions."rre To encourage environmental audits,
the EPA has adopted the position that the agency will eliminate or reduce puni-
tive fines for civil or administrative violations that were discovered through
environmental audits or other voluntary review procedures.r20 Outside consult-
ants can keep the business in compliance with new rules and regulations with
which the company's own internal managers may be unfamiliar.

Where businesses expend funds for such environmental audits, the expense of
consulting/legal fees associated with such investigations should be treated like
ordinary RCRA-mandated compliance costs or any other environmental compli-
ance cost. Where such expenses relate to the production of manufactured goods,
arguably they too must be capitalized under the uniform capitalization rules of
section 2634. As noted above, section 2634. requires that costs incurred in the
production of real property or tangible personal property used in a trade or
business must be capitalized.r2r For example, this provision might apply to the
production of chemicals or petroleum products by a manufacturing plant. Other-
wise, the expense of an environmental audit (as well as all other ordinary RCRA-
mandated compliance costs) should be deductible under section 162.

4. Qualified Environmental Remediation Expenditure.r

The tax treatment of certain environmental remediation expenditures was re-
vised by Congress pursuant to the Taxpayer Relief Act of 1997.t22 The act

I r'FRoNA M. Powelr-, Law a.No 'lHp ENvrnoNueNr 38 I ( 1998).
r20See Nancy Kubasek, EPA Establishes Policy Recommending Against Prosecutions of Compa-

nies That Disclose Environmental Crimes, Environment and Business Newsletter,Yol.3, No. I, May
1998, p.  l .

t2tSee supra text accompanying notes 73-74.
r22 Pub. L. No. I 05-34. I I I Stat. 788.

Tax Inwyer, Vol.52, No. I



TAX TREATMENT OF ENVIRONMENTAL TRANSACTIONS 1 I I

allows a deduction for certain environmental remediation expenditures that oth-
erwise would not be deductible under prior law. New section 198 provides that
any "qualified environmental remediation expenditure" may be expensed, rather
than charged to capital account.r23 Deductions for qualified environmental
remediation expenditures are subject to recapture as ordinary income upon the
sale or disposition of the property with respect to which the expenditures were
incurred.r2a

The ostensible purpose of this provision is to further the "cleanup of contami-
nated sites" through economic incentives resulting from a more favorable tax
treatment of remediation expenditures.r2s Such tax preferences are commonly
associated with so-called brownfields programs designed to encourage the
remediation and reuse of contaminated commercial and industrial sites, most
often located in urban areas. Notwithstanding the apparent application of this
new deduction to the kinds of environmental transactions discussed above, the
scope of the new provision is actually quite narrow and will have limited impact
since it applies to very specific environmental remediation expenditures.

The new section 198 deduction applies only to a "qualified environmental
remediation expenditure," which is any expenditure that is otherwise chargeable
to capital account and paid or incurred in connection with the abatement or
control of "hazardous substances" at a "qualified contaminated site."r26 The
limitation is found in the definition of "qualified contaminated site." Under the
provision, such a site is any area used by the taxpayer in a trade or business, or
for the production of income, where there has been a release (or threat of
release) of a hazardous substance, and where such site is within a "targeted
area." Targeted areas include certain depressed regions (both urban and rural) as
defined by the population census, any empowerrnent zone or enterprise commu-
nity (as well as twenty yet to be announced empowerment zones authorized
under the 1991 act), and any site included in the EPA's Brownfields Pilot
Project. However, most importantly, sites on the National Priorities List (j.e.,
designated Superfund sites) are not included as targeted sites. Hence, expendi-
tures incurred in the remediation of Superfund sites are not covered by section
198. However, this is precisely where most environmental remediation expendi-
tures are incurred.

Furthermore, the new provision applies only to expenditures paid or incurred
prior to January l,2001, and hence, sunsets as of that date unless otherwise
renewed by Congress. For these reasons, the impact of section 198 is likely to be
rather limited. Indeed, the revenue impact of the new tax preference was esti-

r '?r l .R.C. $ 198(a).
r2aThe Service recently announced procedures for making the election under section 198 with

respect to the deduction of qualified environmental remediation expenditures. Rev. Proc. 98-47,
1998-37 I .R.B. L

r2sSenate Comm. Report, 105-33, Sec.94l.
r26I .R.C. $ 198(bXl) .
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mated by the Joint Committee on Taxation to be only $417 million over the
four-year life of the provision.r2T This reflects the committee staff's estimation
that few expenditures would qualify for the section 198 deduction.

C. Deductibility of Fines and Penalties

Under section 162(t), a deduction is denied for any expense incurred in carry-
ing on a trade or business which is a "fine or similar penalty paid to a govern-
ment for the violation of any law."r28 This provision was added to the Code in
1969 to codify the general case law that developed under the general principle
that "public policy" would be frustrated were fines and penalties deductible as a
business expense.r2e No deduction is allowed for criminal fines and civil penal-
ties that are imposed on account of a violation of a federal or state statute.r30

Notwithstanding the rather broad scope of this provision, the courts and the
Service have tempered it somewhat. The prohibition does not apply to every
payment to a government entity on account of a violation of law. As a general
matter, courts have held that a civil penalty is a "fine or similar penalty" when it
is punitive in nature, i.e., imposed to punish a violation or force compliance.
However, regulations of the Treasury Department provide that "compensatory
damages . . . paid to a government do not constitute a fine or penalty."r3r Thus,
civil penalties or other payments that are compensatory in nature (i.e., those that
compensate other parties or the government) are not penalties for purposes of
the prohibition.rrr Furthermore, the Service has concluded that penalties intended
to recapture economic advantage gained by noncompliance were compensatory
in nature and thus, were not "fines" for these purposes.rrl

IzTJorvr C<x,n'lrrsE or Texnrrolr.l05 CoNc.. lsr Scss.. GpNenrr ExpL-,rurrrou op Tex Lecrsl,q.rror.t
ENacruo rN 1997 136 (1997).

r : i  l .R.C. g 162(f) ;  see n/ . ro Reg. g I  .  I62-21(c).
rreFor exanrple, the Supreme Court has held that fines paid by a trucking company for intention-

ally overloading its trucks in contradiction ol state law were nondeductible. See Tank Truck Rentals,
lnc. v. Commissioner, 356 U.S. 30 (1958). The Court stated that allowing a deduction for such fines
would undermine the public policy expressed in thc state law - i.e., the load limitation fbr trucks.
See ulxt  S.  Pac. Transp. Co. v.  Commissioner,  75 T.C.497,646-54 (1980) (holding that taxpayer
could not deduct a penalty assessed pursuant to a civil statute because payment served the same
purpose as a criminal fine).

' r "S.  Rsp. No. 9|-552, at273 (19691. The regulat ions def ine the statutory phrase " f ine or s imi lar
penalty" to include "all civil penalties." [n addition, a fine or penalty is defined in the regulations to
include any anrount "paid in settlement of the taxpayer's actual or potential liability for a fine or
penal ty (c iv i l  or  cr iminal) ."  Reg. g 1.162-21(b)( l ) ( i i i ) .  One commentator points out that  th is is an
unwarantedexpansionof thestatute.  SeeSloaneEl izabethAnders,  I / re FederalTaxSystemandthe
Envixnment: Should Payments Made Pursuant to CERCIA Be Deductible? l0 V,q. T,rx Rev. 707,
1 t2 ( t99t) .

' ' '  R.g.  $ l .  |  62-2 |  (b)(2).
rrr Colt lndustries, Inc. v. United States, I I Cl. Ct. 140, 144 (1986), afr'd,880 F.2d I 3 I I (Fed. Cir.

1 989).
rrrRev. Rr.r l .  88-46. l9t i8- l  C.B. 76.

Tax Inwyer, Vol.52, No. I



TAX TREATMENT OF ENVIRONMENTAL TRANSACTIONS I 13

In the context of an environmental transaction, the question may arise as to
whether particular payments constitute a fine or penalty for which a deduction is
baned by section 162(0.t34 However, what is nominally designated as a "pen-

alty" by the EPA may very well qualify as a deductible business expense for tax
purposes. In other words, practitioners need to carefully examine particular charges
to see whether they are compensatory in nature, and hence potentially deduct-
ible, or really nondeductible "fines." Because of the different tax treatment, as
well as the possibility of restructuring a transaction with the EPA to obtain a
more favorable treatment, there are planning opportunities that counsel should

consider.
The application of these rules is particularly relevant to two aspects of en-

forcement action settlements - pursuant to which significant fines and penalties
are a common element.r35 First, it may be argued that payments made to the EPA
to compensate for governmental expenses incurred to clean up a Superfund site
are not in the nature of a fine or "similar penalty" for which a deduction is
denied, but rather represent "compensatory damages" imposed under the envi-
ronmental statutes. In support of this position is the case of Mason & Dixon
Lines, Inc. v. U.S.,r36 where a trucking company paid a "fine" to a state for using
trucks with excess weight on state highways. The company also paid an amount
to compensate the state for the damage done to the highways by the overweight
trucks. The Sixth Circuit allowed a deduction for the latter payment, as it repre-
sented "compensatory damages" not in the nature of a fine or penalty.

On the other hand, a different conclusion was reached by the Federal Circuit
in Colt Industries v. United States,t3l wherein the taxpayer entered a consent
agreement with the EPA with respect to court-ordered payments to the Pennsyl-
vania Clean Air and Clean Water Funds of $25,000 per day for its willful
viofations of the Clean Air Act of 1970 and the Clean Water Act of 1972.
Although these payments were denominated as a "penalty" in the consent agree-
ment, the taxpayer claimed a deduction on the grounds that they were "compen-
satory" in nature. The court held that the payments were punishment "to further
retribution and deterrence," and were in the nature of fines or penalties for
which a deduction was disallowed under section 162(0. Likewise, where pay-
ments were made to an environmental trust fund pursuant to a court order and in

134 See, e.g., Rev. Rul. 88-46, 1988-l C.B. 76 (nonconformance penalty assessed by EPA under
Clean Air Act is not a "fine or similar penalty" under section 162(0, and hence, is deductible). Bzr
see William L. Raby, No Deduction for Pollution Fund Payment that Reduces Criminal Fine, 55
Tex Nores 943,944 (1992\.

r15A record high of $38.5 million in civil judicial penalties and $22.8 million in administrative
penalties was imposed in 1990. Orrrce on Crvrl EuronceuENr AND Cot'.tpLtance AssuneNce, EPA,
ENponcsr.rEl.rr eNo CoupLraNcr AssuneNce Accorr,rpI-rsHr,tpNr Reponr FY 1994 (May 1995).

r16708 F.2d t043 (6th Cir. 1983).
Iv I  I  Cl .  Ct.  140 (1986),  aJf 'd,880 F.2d 131 1 (Fed. Cir .  1989)
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lieu of a direct payment to the government, a deduction was denied under
section 162ff).138

Claiming a deduction for such expenditures also may be problematic where
the payments are made under an EPA settlement agreement. First, the EPA
typically requires a statement in settlement documents acknowledging that the
defendant will not seek a tax deduction for any penalty payment made under the
agreement. However, in most cases, the penalty consists of a gravity-based
component and an economic benefit component. The gravity-based component
is intended to punish the alleged violation and deter future violations.r3e Under
section L62(f), this portion of the penalty would be nondeductible as punitive in
nature. However, the economic benefit component is intended to offset the eco-
nomic advantage that the alleged violator may have obtained over its competi-
tors as a result of its noncompliance.rao Arguably, this portion is compensatory
in nature and outside the scope of section 162(0. There is little authority directly
on point with respect to CERCLA. However, the Service has ruled that pay-
ments required for nonconformance with other federal environmental statutes
are not considered fines or similar penalties for purposes of section 162(f).t41
Cleanup costs imposed under CERCLA represent payments to reimburse the
EPA for its own out-of-pocket expenses, and arguably are not fines or penalties
to which the section I 62(0 disallowance rule applies.ra2 Of course, this does not
mean that such expenditures are necessarily deductible under section 162, but
only that they are not expressly disallowed under section 162(f). At the same
time, it is clear that penalties imposed under section 107(0 of CERCLA for the
unlawful disposal of hazardous waste are clearly nondeductible under section
I 62(f). Nevertheless, the EPA's insistence on a unconditional waiver of the right
to seek a deduction is inconsistent with the case law and existins administrative
guidance concerning section 162(D.

rr8See AIlied-Signal Inc. v. Commissioner, 54F.3d767 (3d Cir. 1995). However, the Tax Court
has held elsewhere that payments to an environmental fund created under a Pennsylvania statute
were not "fines or similar penalties," and hence, were deductible. The payments were made pursuant
to the statute in exchange for permission to continue to discharge raw sewage until a new treatment
plant was available, and hence, wereinfurtherance (and not violation) ofthe state's public policy.
See S & B Restaurant,  lnc.  v.  Commissioner,73 T.C. 1226 (1980).

!reSee EPA, RCRA Crvrr- Perelrv Portcy l-3 (Oct. 1990).

'r" Id. at4J-48.
rarSea Rev. Rul. 88-46, 1988-l C.B. 76 (holding that the nonconformance penalty assessed by the

EPA against a manuf'acturer of trucks and engines for nonconformance with provision of the Clean
Air Act of 1970 was deductible under section 162; the penalty was not punitive in nature nor was it a
penalty lbr the "violation of the law," but rather was in the nature of compensatory damages
imposed on violators who would otherwise gain an economic advantage over competitors who
comply with the statute). See also Rev. Rul. 74-323, 1974-2 C.B. 40.

ra2 The imposition of "response cost liability" under CERCLA "was not intended to operate, nor
does it operate in fact, as a criminal penalty or punitive deterrent." U.S. v. Monsanto Co., 858 F.2d
160, 175 (4th Cir. 1988). See Robert A. Kilinskis, Tax Consequences of Remedial Liabilities, Un-
published Outline for 25th Annual Conference on Environmental Law of the ABA Section of
Naturaf Resources, Energy and Environmental Law (March 2l-24,1996), pp.38-43; Sloane Eliza-
beth Anders, The Federal Tax System and the Environment: Should Pdyments Made Pursuant kt
CERCLA Be Deductible?, l0 Vn. Tnx. REv. 707,721 (1991).
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Second, violators will often enter into a supplemental environmental project
("SEP") with federal and state regulators as part of the enforcement action
settlement. In a typical SEP, the defendant will receive a reduction in the penalty
amount in return for implementing an environmentally beneficial project.ra3 The
amounl of the reduction varies from case to case. In some instances, each dollar
spent on the SEP will reduce the penalty by one dollar, while in others less
reduction is available. Therefore, in some cases, the cost of implementing the
SEP will be significantly higher than the penalty amount being offset. On the
other hand, where a PRP performs an SEP in lieu of a penalty or fine, such
expenditures are usually treated the same as any other environmental expendi-
ture. r44

As a general matter, payments made to third parties or to charities in lieu of a
nondeductible fine or penalty are themselves deemed nondeductible.ras How-
ever, it is unclear whether the section 162(0 prohibition applies to SEP costs
that exceed the nondeductible penalty amount being forgiven. While the regula-
tions note that the prohibition reaches any amount paid in settlement on the
assessed fine, such an approach is unnecessarily harsh, and discourages the use
of the SEP mechanism. In any event, parties considering a SEP proposal should
take the possible imposition of section 162(f) into account in selecting potential
projects. For example, a project whose costs must be capitalized even without
the application of section 162(f) might be selected over one whose costs would
otherwise be deductible.

D. Economic Performance

Even afier it is determined that a particular environmental remediation expen-
diture is deductible as an ordinary and necessary business expense (rather than
treated as a capital expenditure), it still must be determined which is the "proper
taxable year" for claiming such deduction. A def'erral of the tax deduction for
environmental remediation expenditures fbr even one taxable year can have a
significant economic cost to a taxpayer. Conversely, the ability to accelerate a
tax deduction into an earlier taxable year can significantly reduce the after-tax
cost of an environmental transaction.

ln general, an expense is deductible in the taxable year as determined under
the taxpayer's "method of accounting used in computing taxable income."r46
Where a taxpayer reports on the cash method of accounting, a deduction gener-
ally will be allowed in the taxable year in which payment is made. Where the

LarSee EPA, lNrsnrv RevrsBr Supplenerqlnl ENvtnolverlral Pno:ecrs PoLrcy (May 8, 1995).

'ooSee Sanjay Gupta & Howard M. Shanker, Ttring the Environment, T4 T.A.x Nores (TA), 1451,
1457 (Mar. 17, l99l) ("SEPs are generally, although not always, treated the same as other environ-
mental expenditures that can be either deducted or capitalized depending on the specific nature of
the project.").

ra5See Allied-Signal, Inc. v. Commissioner, 54F.3d76'7 (3d Cir. 1995).
' *  I .R.C. g 461(a).
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taxpayer uses the accrual method of accounting (which generally will be the
case where the taxpayer is a business corporationraT), a deduction may be ac-
crued only in the taxable year in which the "all-events" test of section 461 is
satisfied. Under the all-events test, a deduction with respect to a liability may be
accrued only in the taxable year in which: (1) all events have occurred which
determine the "fact of liability;" (2) the amount of such liability can be deter-
mined with reasonable accuracy; and (3) "economic performance" occurs.ra8

A PRP may confront a number of issues under the all-events test with respect
to claiming a deduction for a liability arising under CERCLA. First, if the
taxpayer contests the liability (which is often the case, given the costs associated
with a Superfund cleanup), no deduction will be allowed under the all-events
test as the "fact of liability" remains in dispute. Second, even if liability has been
admitted by the PRP, the exact amount of the liability may still remain in doubt.
Only after the amount of the liability has been fixed (for example, pursuant to a
court-approved consent decree with the EPA or pursuant to ajudicial determina-
tion) will the second requirement of the all-events test be met. Even then, to the
extent that the PRP's liability for cleanup costs (or reimbursement to the EPA
for such expenditures) is subject to a right of refund (or refund by contribution
from another PRP), a deduction may not yet be allowed.rae On the other hand, if
agreement is reached with respect to some portion of the PRP's liability, a
deduction should be allowed for that portion of the liability which is agreed.r50
This is important because the PRP may end up in litigation for years with the
EPA over that portion of the liability which remains in dispute. The fact that the
PRP disputes some portion of the overall liability asserted by the EPA should
not undermine the deduction for that portion of the environmental remediation
expenditure that is agreed, fixed and determinable.

The most significant issue arising with respect to the timing of a deduction for
environmental remediation expenditures arises under the all-events test of sec-
tion 461 with respect to satisfying the requirement for "economic perfbrmance."
The requirement fbr economic performance was added to the Code in 1984, and
was intended to address the timing disparity under the all-events test wherein a
party contracts for services to be performed by another party in a subsequent
taxable year. If the payor of a contractual obligation (which is fixed and deter-
minable) reports on the accrual method, it could accrue a deduction for the

ra7 Under Reg. $ 1.448-lT(a) and (0, corporations taxable under Subchapter C must use the
accrual method, unless they have less than $5 million of annual gross receipts. S corporations are
generally permitted to use the cash method ofaccounting.

,o ' t .R.c.  l i  461(h)( l ) ,  (4) .
ra'For example, ifthe PRP is on the cash method, a deduction may be disallowed on the grounds

that a right of refund means that a completed payment has not yet been made. See Prop. Reg. $ | .46 I -
+(g)(l)(ii)(A), (g)(3),60 Fed. Reg. 39,903 (1995). For an accrual method taxpayer, a right ofrefund
may bar a deduction as the amount of the liability is not fixed and determinable until such time as
the right of refund lapses.

In"'[T]he fact that the exact amount of the liability cannot be determined does not prevent a
taxpayer from taking into account that portion of the amount of the liability which can be computed
with reasonable accuracy within the taxable year." Reg. g I.461-l(a)(2Xii).
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liability before the taxable year in which the service performer actually performs
the services. If the service performer reports on the cash method, it would not
include in income the service fee until the year of receipt. This creates the
possibility of a discrepancy between the timing of the deduction and income, a
discrepancy which is decidedly at the expense of the U.S. Treasury. This mis-
match was duly noted in the Conference Committee Report to the 1984 legisla-
tion which introduced the correction: "Whether an expense involving a future
obligation can satisfy the all-events test in a year significantly earlier than the
year in which the taxpayer must fulfill the obligation has been the subject of
controversy under present law."rsr The all-events test was amended to defer
accrual of the deduction until such time as "economic performance" occurs.

How and when economic performance occurs with respect to a particular
liability depends upon the nature of that liability. For example, economic perfor-
mance occurs for "service liabilities" at such time as the service is provided.rs2
On the other hand, for torl liabilities and any action arising out of a workers
compensation statute, economic performance occurs when payment to the in-
jured party is made.rss This rule also applies for other so-called payment liabili-
ties, which include liabilities arising under breach of contract, liabilities for
taxes and insurance, and other liabilities which cannot properly be classified
under one of the other categories included in section 461. For all such payment
liabilities, economic performance occurs as payments are made.

Where a PRP's liability arises under CERCLA, the classification of such
liability under the all-events test can be crucial to the timing of the deduction.
Under CERCLA, a liability may be asserted against a PRP by either the EPA or
another private party (most likely another PRP). In many cases, the liability
arising under CERCLA is not tu the EPA or the other private party, but rather is
a requirement that expenditures be incurred by the PRP for the cleanup of a
Superfund site. This makes classification of a CERCLA liability problematic.
Likewise, while a liability arising under CERCLA bears some similarities to a
liability arising under tort or a workers compensation act, it also is clearly
distinguishable. Most significantly, negligence is not a prerequisite to a liability
arising under CERCLA, as it is for a tort. Furthermore, a tort liability arises
under state law, while the liability of a PRP arises under a federal statute.
Obviously, a CERCLA liability does not fall into any of these classifications.

In many other enforcement proceedings, payments by a PRP to the EPA or
another private party often will be in the nature of reimbursement for expenses
already incurred by the other party in cleaning up the designated Superfund site.
In such cases, it may make more sense to classify a PRP's liability under CERCLA

r5rH.R. Rep. No. 98-861, at  871 (1984).
r52l .R.C. $ 461(h)(2)(A)( i ) :  see also Reg. $ 1.461-4(d)(2),  (5) .
r53 "If the liability of the taxpayer requires a payment to another person and arises under any

workers compensation act, or arises out of any tort, economic performance occurs as the payments to
such person are made." LR.C. $ 461(hX2XCXi), (ii).
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as a payment liability. Some experts argue that "with a character similar to other
payment liabilities and without any policy reason to exclude Superfund liabili-
ties from the category of payment liabilities, Superfund liabilities should be
payment liabilities."rsa Under such a treatment, a deduction will be allowed
under the all-events test at such time as payment of the PRP's obligation is
made. Nevertheless, it is not so clear that all liabilities arising under CERCLA
should be treated as "payment liabilities" under section 461. To the extent that
the liability imposed on a PRP under CERCLA is an obligation to clean up a
Superfund site, such liability would appear to be more in the nature of a service
liability.r55 As such, economic performance will occur when the "services" have
been rendered (e.5., in the taxable year wherein the contaminated site has been
remediated by the PRP).

To summarize, a deduction will be allowed to a PRP reporting on the accrual
method when liability has been admitted or adjudicated, the amount of the
PRP's liability with respect to the cleanup operation has been fixed or is reason-
ably determinable, and the remediation of such site has been completed. The
economic performance requirement generally will not create a significant ob-
stacle to a PRP. This is because the EPA often cleans up a Superfund site before
there is an agreement or judicial determination with respect to the PRP's liabil-
ity. Hence, economic performance often occurs before the other elements of the
all-events test have been met. Where this is the case, the PRP's deduction may
be accrued at such time as the liability has been admitted and fixed.

E. Funding Remediation Obligations

Not all of a PRP's obligations relate to the current cleanup of the Superfund
site. Obligations are also imposed by the EPA and state environmental authori-
ties requiring that the site be monitored for a future period, typically ranging
from ten to thirty years. For example, substantial future obligations are imposed
where groundwater has been contaminated and monitoring facilities are con-
structed pursuant to the terms of a judicial proceeding or consent agreement.
The EPA requires that the PRPs required to operate the facilities submit proof of
their financial ability to fund such operations for the relevant future period.
Methods permitted to satisfy the future obligation to operate the facility include
a trust funded by cash, surety bond, stand-by letter of credit, insurance, or

lsa Mark W. March & Julia K. Brazelton, Superfund Cleanups: The Financial Co.sts High, the Tax
Treatment Uncertain, Taxss 687 (1991). Others conclude that the classification is less clear-cut: "lf
Superfund cleanup cost liabilities are satisfied by doing cleanup work, then they appear to be Service
Liabilities. If the liabilities are satisfied through payment to another person, it is presently unclear
whether they will be classified as Service Liabilities or Performance Liabilities." Thomas H. Yancey,
Tax Consequences and Implications of Environmental Liabilities, 8 (April 22-23, l99l) (unpub-
lished outline, Current Issues in Environmental Accounting, SEC Reporting, Tax and Finance,
Washington, D.C.).

r55"The costs related to the liability are not generally paid to the EPA, but are paid to third parties
engaged to clean up the property for the taxpayer. Thus, the liability is generally more in the nature
of a service liability." Robert A. Kilinskis, supra note 142, at29.
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corporate guarantee.156 A significant tax issue arises with respect to the PRP's
ability to deduct expenditures relating to fulfilling such future obligations.

The pnmary tax issue arises with respect to the timing of a deduction for
contributions to such a trust where neither performance nor payment (i.e., ex-
penditures to operate the facility) will occur until a later taxable year. As a
general rule, payment to a trust, escrow account, or similar funding vehicle will
,?o/ constitute economic performance.r5T Furthermore, to the extent that the PRP
may have the right to recover any funds in the trust that are not spent during the
term of the trust, no deduction will be allowed under section 461.

Congress has provided a legislative solution to allow a deduction to PRPs for
amounts contributed to a trust or other entity meeting certain requirements. A
current deduction is allowed for a transfer to a trust or entity that is a Qualified
Settlement Fund as provided under section 4688 and defined under Treasury
Regulations.rss A Qualified Settlement Fund must be a trust under state law, or
have its assets otherwise segregated from other assets, and must be established
pursuant to an order of, or approved by, and subject to, the continuing jurisdic-
tion of a governmental authority. The Qualified Settlement Fund must be estab-
lished to "resolve or satisfy" claims arising under CERCLA (as well as under a
tort, breach of contract or other violation of law). The requirement that such
liability be resolved or satisfied presents a problem with respect to a liability
arising under CERCLA since the EPA will always retain the right to proceed
against a PRP for additional amounts that might be required to clean up a
Superfund site. A court-approved consent order will reserve such right to the
EPA. Nevertheless, Treasury regulations provide that a CERCLA liability will
be deemed "extinguished" notwithstanding that the PRP has a continuing "re-
mote, future obligation to provide services."r5e Upon payment by the PRP to the

Qualified Settlement Fund pursuant to the consent order, the EPA will grant a
covenant not to sue, subject to a right to "reopen" the proceedings at a later date.

Where a payment is made to an entity that is a Qualified Settlement Fund, a
current deduction will be allowed, even where the funds are not actually ex-
pended until a subsequent taxable year. Absent the special rule created for a

Qualified Settlement Fund, the PRP would not be allowed a deduction until the
funds are actually expended for the remediation or monitoring servjces; as noted
above, in some cases that might not be for as much as ten years. Hence, use of a

r ! '40 c.F.R. $ 264. t43-.145 (1988).
ri? "lf the terms of the settlement require that EPA or any other transferee place the money or

property received into a trust, escrow account or similar fund to pay fbr the cleanup, the transfer may
be incomplete resulting in no deduction at transfer." Thomas H. Yancey, Tax Consequences and
Implications of Environmental Liabilities I I (Apr. 22-23, l99l\ (unpublished outline, Cunent Issues
in Environmental Accounting, SEC Reporting, Tax and Finance, Washington, D.C.); see also Prop.
Reg. $ L461-4(gXl)(ii)(B), 55 Fed. Reg. 23,235 (1990\ (requiring actual or constructive receipt by
transferee belbre economic perfbrmance is deemed to have occuned).

' t tR"g.  $ 1.4688- l (c) .

' "R"g.  $ 1.468B-l( f ' ) (2) .
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Qualified Settlement Fund will be most advantageous where the PRP can actu-
ally benefit from a current deduction for the entire amount of its obligation to
perform future services, for instance, where the PRP has taxable income in the
current taxable year that it wishes to shelter.r60 Where the PRP does not need a
current deduction - for instance, because it has a current loss or NOL
carryforwards - it may be preferable for a PRP to satisfy its obligation to the
EPA under the consent order through use of a letter of credit, a surety bond,
insurance, or on the strength of its own balance sheet. This will minimize the
current outlay (maximizing its cash-flow posture) and defer payments (and tax
deductions) until future years as the services are actually performed.

Often a trust that is not a Qualified Settlement Fund is used by parties to
satisfy their respective obligations with respect to cleaning up a contaminated
site. Perhaps the site is not a Superf'und site or even under the supervision of the
EPA or a state agency, but is only a contaminated site for which a liability or
potential liability under environmental laws might reasonably be expected tcr
arise in the future. The parties merely desire to clean up the site to avoid future
litigation and controversy. To achieve this, the parties may wish to contribute
their respective share of the total remediation expenses to the trust, with the
trustee making payments as needed on the project. The primary purpose for
using such a trust is to provide fbr the collection and disbursement of funds for
the remediation project.

For years, the tax treatment of such a trust has been uncertain. Potentially, the
Service could classily such a trust as a partnership or as an entity taxable as a
corporation.r6r The latter would be highly disadvantageous as an entity-level tax
would be owed by the "trust." Recently, the Service issued rules clarifying the
treatment of such a trust. Under new regulations, such a trust may qualify as an
"environmental remediation trust".r62 An environmental remediation trust is rec-
ognized as a grantor trust fbr purposes of federal income taxation.16r This means
that the trust itself is not a taxable entity (so long as it does not engage in profit-
making business or investment activities), and each contributor (or grantor) is
treated as the owner of its respective share of the trust corpus (as well as the
interest earned thereon) for purposes of f'ederal income taxation. Accordingly,
no deduction is allowed for a contribution to the trust. A deduction is allowed
only when the trust makes payments for the remediation project, with each
grantor taking into account its share of the deductible expenses.

An entity wil l qualify as an environmental remediation trust if: ( l) the entity
is a trust under state law; (2) the primary purpose for such entity is the collection

160 Alternatively, the PRP could borrow fiom a lender and use the loan proceeds to satisfy its
obligation to the EPA, and thereafter, make payments to the lender over the term of the loan.

r6rThe tax treatment ofthe trust would be determined under the entity classification rules found at
Reg. $ 301.7701.

t62 Environmental Settlement Funds,6l Fed. Reg. I9,189 (May I, 1996); Reg. g 301.7701-4(e).
16r The qrantor trust rules are found at section 67 I .
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and disbursement of funds for the remediation of the site; (3) the contributors
are liable or potentially liable with respect to such site under state or federal
environmental laws; and (4) the entity is not a Qualified Settlement Fund.rs
Environmental remediation trusts include trusts created under the order of a
governmental authority, as well as trusts voluntarily created by parties merely
wishing to avoid future liability under the environmental statutes by addressing
a problem at the earliest stages of discovery. As such, a trust may be a useful
funding device for multiple parties connected to a contaminated site.r65

Even after reaching a final agreement with the EPA with respect to the PRP's
liability for cleaning up a contaminated site, it is often necessary that treatment
facilities be maintained and operated for periods ranging from ten to thirty
additional years. This is most common in cases where groundwater has been
contaminated and a water treatment plant must be operated for many years
subsequent to the actual cleanup. In such cases, the EPA requires proof of the
financial ability of the PRPs to operate the plant during that post-cleanup phase.
EPA regulations under RCRA require owners and operators of hazardous waste
treatment, storage and disposal facilities to post financial assurance for closure
and post-closure operation of such facilities. Commonly, some variety of settle-
ment trust is used to fund such obligations of PRPs.16

The use of the many different funding vehicles permitted by the EPA can
raise complex tax issues.r6T How such funds are financed (e.g., through cash,
insurance, letter ofcredit) can result in different tax results to the payor. Because
the EPA grants a good deal of discretion to PRPs in structuring the financing for
a CERCLA-mandated cleanup, there is actually considerable room for tax plan-
ning in negotiations with the EPA. For this reason, tax considerations ought to
play a significant role in guiding the terms of this type of structured settlement
with the EPA. Assessing the potential tax impact of cleanup settlements and
PRP agreements is thus the first step in developing a settlement structure. Work-
ing in conjunction with the client's tax advisor, the environmental attorney can
evaluate alternatives to identify the structure that results in the tax and environ-
mental results for the client.

F. Deferred Payment of Cleanup Costs: PRP's Lingering Liability

Under CERCLA, the owner of a contaminated Superfund site "at the time of
disposal of any hazardous substance" can be held jointly and severally liable for

' *  R"g.  $ 301.7701-4(e)( l ) .
165 For a fuller discussion of the use and value of environmental remediation trusts, see Reseencn

Iusnrurn or Avenrcl, Eruvrnonvenre.l CLseNup Cosrs I | - l4 ( t 996).
rM As noted above, a contribution to a trust which meets the requirements of section 4688 as a

"qualified payment" to a "designated settlement fund" may be currently deductible. See I.R.C. $
468B.

t67 See 40 C.F.R. $ $ 264.143-.145 ( I 997). For a discussion of several of the financial arrangements
commonly used, and in particular, the use of bank stand-by letters of credit, see Paul Devine &
David G. Mandelbaum, Standby UCs for Environmental Self-lndemnification, J. Cou. Benr LeNorNc
52 (1989).
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all costs associated with cleaning up the property.r6s This liability is imposed on
the party that owned the site at the time of disposal of the hazardous substance
even where such party no longer owns the property. In addition, the party that
generated the hazardous substance disposed of at the site may be held liable for
the cleanup costs. The generator remains liable as a PRP even after a sale of the
business that generated the hazardous waste that contaminated the site. Where
the PRP that owned the land or the business is an individual or corporation, the
liability for such environrnental remediation costs remains with such individual
or corporation. If the owner was a general partnership, the liability is that of the
partnership, as well as the individual partners ofthe partnership.r6e

Where the former owner of the land upon which the hazardous waste was
disposed or the business that generated the hazardous substance is held liable for
the cleanup of a Superfund site and actually makes a payment with respect to the
remediation of the site, the tax treatment of such expenditure is problematic.
Since the PRP no longer owns the asset (i.e., the contaminated land or the
business) to which the expenditure relates, the deductibility of the expenditure is
based on general principles of income taxation, most particularly, the principles
enunciated by the Supreme Court in Arrowsmith v. Commissioner.tlo

ln Amowsmith, the taxpayer was a shareholder of a liquidated corporation.
The shareholder properly reported his liquidation distribution as a capital gain.
In a tax year subsequent to the liquidation, the shareholder (as transferee of the
corporation's assets) was required to make a payment of a debt of the liquidated
corporation. The Supreme Court characterized the payment as capital in nature,
as opposed to giving rise to an ordinary loss. The character of the payment was
determined by reference to the nature of the original transaction. In the context
of the original transaction, the payment by a shareholder of a corporate debt
would have been treated as a capital contribution to the corporation, and hence,
would have given rise to a capital loss on liquidation of the corporation. Hence,
the payment of the debt in a tax year subsequent to the liquidation of the
corporation was treated as giving rise to a capital loss.

The Arrowsmith principle may be applicable to a PRP required to reimburse
the government for cleanup costs (or directly expend amounts for the cleanup
operation) in a tax year during which the PRP no longer owns the contaminated
land or business that generated the hazardous substance that contaminated the
land. The characterization of such a payment should be determined by reference
to the original facts and circumstances that gave rise to the PRPs liability under
CERCLA. In other words, if the payment would have been currently deductible
had it been made when the PRP still owned the site or business that generated
the hazardous substance, then a payment in a subsequent tax year should have
the same character. Conversely, if the payment would have been properly treated

r6342 U.S.C. $ 9607(a) (1997).
r6eSee section l3 ofthe Uniform Partnershin Act.
170 344 U.S. 6 (952\.
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as a capital expenditure (for instance, because it relates to the construction of a
water treatment facility), then it should be treated as a capital expenditure when
made in a subsequent tax year, even if the PRP no longer owns the land on
which the water treatment facility is built. If the PRP has no legal claim to such
capital asset, then such expenditure would give rise to a capital loss in the
taxable year of payment.

In some cases, a PRP is able to recover from another PRP all or a portion of
his expenditures for remediation of a Superfund site. This might be the case, for
example, where the EPA holds the generator of the hazardous substance liable
for the cleanup of a contaminated site, and the generator looks for reimburse-
ment from the owner or operator of that site. Suits for "private cost recovery
actions" and "contribution actions" are authorized under CERCLA.'7r These
allow a PRP that is forced to pay more than its individual share of the cleanup
costs to recover by way of contribution from other PRPs that contributed to the
contamination of the site.

In the event that a recovery from another PRP takes place in the same tax year
as the payment to the EPA, there are no tax consequences resulting from the
transaction; the payment to the EPA (to the extent of the recovery) is not de-
ducted and the recovery is not includable in income. However, where a recovery
from a contributing PRP takes place in a tax year subsequent to the year of the
taxpayer's payment to the EPA, several issues are raised. First, to the extent that
the payment to the EPA was originally subject to reimbursement (for example,
where the PRP has a right of reimbursement under an insurance policy), it would
not be deductible as a loss under section 165.172 However, where reimbursement
is only a remote possibility, a deduction should be allowed.rTs This could be the
case where recovery is sought from another PRP in an action for contribution.
The mere knowledge that an action will be pursued against another PRP for
contribution should not bar a deduction.

Where all or a portion of payment that was deducted in a prior taxable year is
subsequently recovered, the recipient would be required to include such recov-
ery in income in the year of actual (or constructive) receipt.ria Where the PRP

r?rPr ivatecostrecoveryact ionsareauthor izedundersect ion 107(a)(4)(B)of  CERCLAandcontr i -
but ion act ions are author ized under sect ion I  l3(0 ofCERCLA.42 U.S.C. gg 9607(a)(  ) (B),  99613(0
(1997). For an in-depth discussion of such recovery actions, see Jeffiey M. Gaba. Recovering Haz-
ardous Waste Cleanup Costs: The Private Cause of Action under CERCI-A, l3 Ecolocy L.Q. l8l
( r986).

17: "There shall be allowed as a deduction any loss sustained during the taxable year and not
compensated for by insurance or otherwise." I.R.C. $ 165.

r73See Wil l iam Johnson, Jr .  v.  Commissioner,  4 l  T.C.M (CCH) 849, l98l  T.C.M. (RIA) j t  81,055
(casualty loss deduction allowed in year of loss because possibility of recovery through lawsuit
brought in year of loss was remote).

r?a In general, if an amount deducted from gross income in one tax year is recovered in a subse-
quent tax year, the recovery is included in gross income (subject to the so-called tax benefit rule) in
the year of receipt to the extent the prior deduction resulted in a tax benefit. See, e.g., Hillsboro
National Bank v. Commissioner, 460 U.S. 370 (1983) (holding that a corporation that purchased
supplies and properly deducted the cost, obtaining a tax benefit therefrom, was required to include in
gross income the lesser of the amount deducted or the fair market value of the supplies in the taxable
year it liquidated and distributed the unused supplies to its shareholders).
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that made the original settlement payment to the EPA, or itself expended amounts
to remediate a contaminated site, originally capitalized such expenditures (for
instance, because the payments were for the construction of a groundwater treat-
ment facility or other property with a useful life longer than one year), then the
recovery in the subsequent tax year should be treated as a "return of capital."r75
As such, the taxpayer would reduce its basis in such capital asset. To the extent
that the recovery exceeds the taxpayer's adjusted basis in the capital asset, the
excess would be treated as a capital gain.

G. Liability for Prior Contamination in an Asset Acquisition

Under CERCLA, the purchaser of a contaminated Superfund site may also be
held liable as a PRP for cleanup costs.r76 Furthermore, under certain facts and
circumstances, the purchaser of the business that generated the hazardous sub-
stance that contaminated a Superfund site can be held liable for the environmen-
tal remediation costs associated with such site. The purchaser of a business can
be responsible for a liability of the seller under the judicial doctrine of "succes-
sor" liability.rTT Under this common law principle, where the purchaser of all or
substantially all of the assets of a business continues the historic business of the
seller and retains most of the workforce of the seller, such purchaser may be
treated as the "successor" of the seller. As the successor, certain liabilities of the
seller (even those not expressly assumed) may be imputed to the purchaser/
successor. Accordingly, where the transferred business previously generated haz-
ardous substances that were improperly disposed of at a site presently desig-
nated as a Superfund site, the purchaser of the business may be held liable for
the cleanup costs.r78

If the purchaser of the contaminated land, or the purchaser of the business that
generated the hazardous substance, actually pays to cleanup the site, the ques-
tion arises as to whether (and under what authority) such party is entitled to a
deduction for its payments. Clearly, Revenue Ruling 94-38 does not apply in
such cases. That revenue ruling is expressly limited to cases wherein the owner
of the land contaminates the site; it does not apply where the land was contami-
nated by a prior owner, e.g., the seller of the land.

r75The character (whether ordinary or capital) of the amount included in gross income on account
of a "recovery" follows the character of the original transaction (whether a deduction or capitalized
expenditure). See Dobson v. Commissioner, 320 U.S. 489,493 (1943); Mandt v. Commissioner, l4
T.C.M. (CCH) 909, 1955 T.C.M. (P-H) \ 55,226; qf, Arrowsmith v. Commissioner, 344 U.S. 6
( I 952) (subsequent deductions have character of original transaction).

r f t42 U.S.C. $ 9607(a)( l ) .
t17 See, e.g., Smith Land Improvement Corp. v. Celotex Corp., 851 F.2d 86 (3d Cir. 1988);

SmithKline Beecham Corp. v. Rohm & Haas Co., No. CIV.A.92-5394, 1995 WL I17671 (E.D. Pa.
Mar. 17 , 1995), rev'd & remanded on other grounds; In Re Achusnet River & New Bedford Harbor,
712 F.Supp. l0l0 (D. Mass. 1989); Chemical Waste Management, Inc. v. Armstrong World Indus-
tr ies,  Inc. ,669 F.Supp. 1285 (E.D. Pa. 1987).

lr8See Kathryn A. Bamard, EPA's Policy of Corporate Successor Liability Under CERCLA,6
SreN.ENvrr-.L.J.78 (1986-87); John C. Solomon, Comment, Successor Corporate Liabilityfor Im-
proper Disposal of Hazardous Waste,T W.NBw Et'tc.L.R-ev. 909 (1985).
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Where the cleanup costs are paid by a purchaser of the contaminated land or
business that generated the hazardous waste, a deduction for such expenditures
is not allowed. The liability for cleaning up the Superfund site is viewed as
having arisen at the time of the transfer of the land or business. In all likelihood,
such a liability would have been contingent in nature at the time of the purchase
- this because there would have been no final determination of any PRP's
liability at such time. Hence, the issue revolves around how to treat a contingent
liability that transfers to the buyer in an asset acquisition.

In an asset acquisition, when the buyer assumes a fixed and determinable
liability of the seller, the liability is treated for tax purposes as additional consid-
eration paid for the assets. As such, the amount of the assumed liability is added
to the rest ofthe consideration paid and is included in the buyer's cost basis in
the acquired assets.rTe Where the purchaser of the business is required to pay a
liability of the seller that was not fixed and determinable at the time of the asset
sale, the purchaser must include such amount in its basis at such time as the
liability becomes fixed and determinable.rso This treatment applies even where
the underlying expenditure would have generated a deductible business expense
if paid by the seller himself. For example, assume that a business has certain
contractual obligations to purchase supplies, the satisfaction of which would
give rise to an ordinary business deduction if paid by the business. In the event
of a sale of the business, the buyer assumes all obligations under such contracts.
The value of that obligation is part of the total purchase price paid by the buyer,
and as such, is allocated among the various acquired assets.

Generally, where a buyer of property either assumes a contingent liability or
takes the property subject to a contingent liability, such liability (once no longer
contingent and determinable as to amount) should be treated as additional pur-
chase price.r8r As one commentator has put it: "The tax treatment of contingent
liabilities in asset acquisitions is not rocket science. . . . The theoretically correct
answer is that a liability that existed before the sale and traveled with the assets

7"Set Magruder v.  Sr,rpplee,316 1J.S.394.398 (1942).  Where the acquired assets consr i rure a
"going conccrn" business, the buyer (and seller) must allocate the total purchase price among the
various acquired assets based upon a complicated procedure provided tbr under section 1060. For a
discussion crl this purchase price allocation, see Michael L. Schler, Sales oJ Assets AJier Tar Reform:
Section 1060, Section 3.18(h)(10) and More,43 Tex L. Rev. 605 (1988); Andrew M. Eisenberg,
Amendments to tlrc Sec. 1060 and 338(b) Regulations Conforming Allocations of Purchase Price to
the 199-1 Intungibles Legislation,28 Tnx Aovrssn 356 (1997\.

lsoFor example, in David P. Webb Company, Inc. v. Commissioner,Tj T.C. ll34 (1981), aJf'd,
108 F.2d 1254 (7th Cir. 1983), the purchaser of a business assumed the obligation to make future
payments pursuant to an unfunded pension plan. Payments were made to the widow of a former
employee. The Seventh Circuit atTirmed the Tax Court's holding that the payments were capital
expenditures includable in the purchaser's basis in the business assets. For a discussion of this
principle, see Kilinskis, supra note 142 at 13-25.

t't See, e.g., David P. Webb Company, Inc. v. Commissioner, 77 T.C. I 134 (1981), alf'd'708 F.2d
1254 (7rh Cir. 1983); Pacific Transport Co. v. Commissioner,483 F.2d2O9 (9th Cir. 1973); Albany
Car Wheel Co. v.  Commissioner,40 T.C.83l  (1963),  a l f 'd per cur iam,333 F.2d 653 (2d. Cir .
1964\.
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- either because the buyer assumed it or took the assets subject to it - is part
of the purchase price."r82 This additional purchase price must be added to the
taxpayer's basis in the acquired asset. If the asset was land, the additional pur-
chase price will give rise to additional basis in the land. The buyer will not
recover such additional tax basis until such time as the property is sold. Where
the acquired assets constitute an active trade or business, the additional purchase
price resulting from payment of a contingent liability not originally recognized
by the buyer as part of the purchase price must be allocated among the various
acquired assets under rules set forth in Treasury regulations.rs3 Part or all of the
additional basis may be recovered through future depreciation or amortization of
the acquired assets. Where the total consideration paid exceeds the hard assets of
the business, the additional purchase price will be allocated to intangible assets
in the nature of goodwill or going concern value, which may now be amortized
over a l5-year recovery period.r8a

A PRP's liability to clean up contaminated land is a contingent liability. The
purchaser of the contaminated land or the business that generated the hazardous
waste is a PRP under CERCLA, and hence, the liability runs with the transierred
property. To the extent that the buyer was aware of the contamination, this
"assumed" contingent liability would have been taken into account in determin-
ing the sale price of the assets. Nevertheless, even where the buyer has no
knowledge of the contamination, the same tax treatment should follow - the
liability should be treated as additional purchase price. Additional purchase
price must be capitalized, potentially resulting in an additional charge to the
amortizable acquired goodwill of the business.

H. Illustrqtion of Tax Issues

The complexities that arise in applying the tax law to payments incurred in an
environmental cleanup project are best illustrated by way of a specific example.
The following hypothetical (but quite typical) case illustrates some of the tax
issues commonly arising in connection with the settlement of claims brought by
the EPA under CERCLA. It also i l lustrates some of the quirky tax issues. and
creative solutions, that can arise in settl ing environmental l i t igation with the
EPA over a contaminated Superfund site.

r8r Lee A. Sheppard, Cognitive Dissonance on Contingent Liabilities in Asset Acquisitions, J8 Tex
Nores (TA) 142 (1998); see also Daniel Halperin, Assumption ol Contingenr Littbilirics on the Sale
ol a Business,2 Fr-,r. Tex Rev.673 (1996); Mark L. Yecies, Contingent Liabilities in'faxuhle Asset
Acquisitions, in 2 Tax Strategies for Corporate Acquisitions, Dispositions, Spin-Ofl.s, Joint Ventures.
Financings, Reorganiattions and Restructuring 1239 (Louis S. Freeman, ed.) (1997); James M.
Lynch, TransJbrring Assets Subject to Contingent Liabilities in Business Restri(ting Trunsuctions,
67 Tnxes 106l (1989); Altied D. Youngwood, The Ttr Treatment oJ Conringent Liabilitie.s in
Taxable Asset Acquisitions,44 Tnx Lrw. 765 (1991).

rErSea Regs. S 1.1060- lT(O(2) (al locat ion ofaddi t ional  purchase pr ice in appl icable asset acquis i -
tion where a contingent liability is subsequently paid, resulting in additional purchase price for the
business assets).

l84l.R.C. $ 197(a)t see also Prop. Reg. $ 1.197-2(0 62 Fed. Reg. 2346-47 (1992). For a discussion
of how purchase price is amortized under new section 197, see text at note 67.
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l. Facts of Case

Taxpayer owns a parcel of real estate that has been designated as a Superfund
site ("Site") under CERCLA. Claims have been asserted by the EPA against
Taxpayer and other PRPs relating to the contamination of soil and groundwater
at the Site. The other PRPs were the generators of hazardous waste dumped at
the Site. Prior to the enactment of federal environmental legislation, the other
PRPs routinely transported and disposed of solid waste (i.e., by-products from
their paper manufacturing plants) at the Site. The other PRPs were charged fees
by Taxpayer to dispose of their solid waste at the Site. The solid waste was used
as landfill at the Site. Under RCRA and CERCLA, the solid waste disposed of at
the Site is classified as hazardous waste; remediation is required because the
hazardous waste is now leaching into the groundwater.

Under the terms and conditions set forth in a consent decree entered into with
the EPA, Taxpayer and the other PRPs agree to implement a comprehensive
plan for the remediation of the Site. Under the terms of the consent decree, the
PRPs agree to remediate the contaminated soil at the Site, build a groundwater
treatment plant, and generally return the Site to its original (pre-contamination)
state. This remediation plan involves constructing a twelve inch soil cap over the
Site and fencing off the Site for an indefinite period of time. The project also
calls for construction of a groundwater treatment plant and the continued moni-
toring of water quality. The project will cost approximately $5 million.

Subsequently, Taxpayer and the other PRPs propose revisions to the original
remediation plan. The revised plan would have them construct a golf course on
the Site following the soil and groundwater remediation phase of the project.
Taxpayer (as owner of the land) also proposes to donate the Site following the
remediation project to the local township (the "Township"), which will then own
and operate the golf course. The construction of the golf course will cost $2
million. However, less extensive soil remediation will be needed if the property
is converted into a golf course. In addition, the Site need not be fenced off.
Because of this, the total cost of the project under the revised plan will actually
be /ess than under the original plan providing for the l2-inch soil cap. Further-
more, the value of the Site as a golf course will be greater than that following
the remediation project as originally conceived.

The EPA approves the project under the revised plan (i.e., converting the Site
to a golf course), contingent upon the Taxpayer contributing the golf course to
the Township. The donation is not specifically provided for in the consent de-
cree. However, Taxpayer enters into a separate binding agreement with the
Township outlining the terms of his donation, subject to the EPA's approval of
the terms of the agreement. The following tax issues arise with respect to costs
incurred by Taxpayer in the remediation project;

(l) Is Taxpayer's share ofthe expenses incurred in remediating the Site deduct
ible for purposes of federal income tax?
(2) Is Taxpayer's share ofthe expenses incurred in constructing the golfcourse
on the Site deductible?
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(3) Is the transfer of the Site to the Township deductible as a charitable dona-
tion by Taxpayer?
(4) If so, what is the amount of the deduction for the charitable donation of the
Site?

2. Analysis

Under the authority of Revenue Ruling 94-38, the $5 million spent for soil
and groundwater remediation under the original plan, as well as for installation
of a twelve inch soil cap, will be deductible, as previously discussed. Likewise,
engineering fees and legal fees associated with negotiating the settlement agree-
ment will be deductible under the authority of Revenue Ruling 94-38. Taxpayer
may deduct his allocable share of such expenses. Just as clearly, the construction
costs (and an allocable portion of overhead) of the groundwater treatment plant
and fence must be capitalized.

The tax treatment of expenditures incuned under the revised plan relating to
the construction of the golf course is more problematic. It is doubtful that the
expenditures incurred in building the golf course would be deductible. Arguably,
merely because the EPA and the PRPs have redefined the remediation project to
provide for a golf course, the character of the expenditures should not change -
namely, these are still payments made to clean up a contaminated Superfund
site. Under this theory, the entire project is a single, integrated environmental
remediation cleanup mandated by the EPA under the authority of CERCLA. As
such, the specific contour or use of the land at the Site following the remediation
project should not matter with respect to the tax treatment of the expenditures.

The stronger argument, however, is that all expenditures incurred in the con-
struction of the golf course must be capitalized. This phase of the project in-
volves the construction of a new asset that has a different use than that of the
Site prior to its contamination. Under the case law outlined above, where the
remediation or renovation of property results in a "different use" or "longer
life," the costs associated with the project must be capitalized. The Site will not
have a "longer life" following the remediation project-as land always has an
indefinite life. However, the use of the Site definitely will be different following
the remediation project. On this basis, the Service should prevail in arguing that
only expenditures directly related to the remediation of the soil at the Site are
deductible, while all costs associated with building the golf course must be
capitalized. Under this treatment, Taxpayer's share of the $2 million cost of
constructing the golf course must be capitalized.r85 As such, Taxpayer would not
enjoy an immediate tax benefit for his share of the expenditures incurred in
building the golf course

rE5Edinboro Co. v. United States,224 F. Supp 301 (1963) (holding that costs associated with
constructing tees, greens, fairways, traps and other hazards on a golf course are not distinguishable
from the land which is molded and reshaped to form them; that like the land they have an unlimited
useful life; and that no depreciation deduction is allowable under section 167).
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Partly motivated by such a tax result, Taxpayer agrees to donate the Site to
the Township, which will then own and operate the newly constructed golf
course. A charitable donation would result in a current tax benefit to Taxpayer.
At issue is the deductibility, as well as the amount of the deduction allowable for
the donation of the Site.

Two potential issues arise with respect to claiming a charitable donation un-
der section 170. The first relates to the requirement that a charitable donation
must be voluntary and motivated by "donative intent." Where a donor receives
an economic benefit for a transfer of property to a charitable entity, or where
there is a quid pro quo for the transfer of the property, donative intent is missing
and a deduction under section 170 is not allowed. Arguably, the transfer of the
Site is required under the consent decree and hence, the transfer could be viewed
as some kind of quid pro quo for the release of Taxpayer from liability under
CERCLA. However, the stronger argument is that the transfer of the property
was voluntary as Taxpayer was not required by the EPA to make the donation.
Likewise, Taxpayer will be released from liability because the Site is remediated,
not because of the donation. Taxpayer's settlement with the EPA is in no way
dependent upon the donation of the Site to the Township - although the EPA
knows of the donation and approves of this use of the land. Taxpayer will
receive no economic consideration for his gift. The deduction under section 170
should be allowed on this account.

The second issue with respect to the donation of the Site is the amount of the
deduction that may be claimed. Under section 170, a deduction is allowed in an
amount equal to the "fair market value" of the donated property.rs6 However,
there still may be an issue with respect to the date for valuing the Site for
purposes of determining the amount of the deduction under section 170. Tax-
payer will become legally obligated to transfer the Site to the Township upon his
execution of their agreement. Their agreement provides that the transfer will be
at some future date, 1.e., following the construction of the golf course. Of course,
by the time Taxpayer actually transfers a deed for the Site to the Township, the
value of the land will likely be higher (as the construction of the golf course
should substantially increase the value of the Site). Thus, the crucial issue is
whether the Site should be valued as of the date of the agreement to make the
donation or as of the date of the transfer of the Site to the Township.

There is legal precedent holding that the relevant date for valuing donated
property is the date of transfer, and not the date on which the property was

rub Treasury regulations state that fair market value is "the price at which the property would
change hands between a willing buyer and a willing seller, neither being under any compulsion to
buy or sell and both having reasonable knowledge of relevant facts." Reg. g l.l70A-l(c)(2). Under
section 170, where donated property has been depreciated or otherwise would produce ordinary
income on a sale, rather than long-term capital gain, the amount of the deduction must be reduced.
l.R.C. li I 70(e)( I )(A). However, these exceptions do not apply here, as a sale of the Site would result
in the recognition of long-term capital gain only. Thus, a deduction for the full value of the Site may
be claimed.
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pledged. For example, in Johnson v. United States,ts7 the taxpayer (Johnson)
agreed in 1956 to donate land and building materials to a newly organized
school (an entity for which a charitable donation is allowed). In 1957, local
townsmen constructed a school on the land using the materials donated by
Johnson. Thereafter, Johnson transferred a deed for the Site (with the new build-
ing on it) to the school. The Service claimed the donation was deductible in
1956, while the taxpayer claimed the deduction in 1957.188 The court held that
the proper year for the deduction was 1957, the year of the transf'er. Under this
theory, the taxpayer may not claim a deduction on the date on which he enters
into an executory agreement with the charity to donate Site. A pledge or contract
to make a future donation is only a promise for which no charitable donation is
allowed.

Thus, the date of valuation of the donated Site should be the date of the
transfer of the Site to the Township. A deduction for a charitable donation
cannot be claimed until there is a "completed gift," which requires receipt or
constructive receipt of the donated Site by the Township. The donation of the
Site will become a completed gift when Taxpayer delivers an executed deed to
the Township (or its agent). The value of the Site should be determined as of the
date of the transfer of the deed, not as of the date of the binding pledge to make
the gift.

A related problem may arise to the extent that the valuation date is determined
to be the date of the transfer. The Service may assert that Taxpayer must recog-
nize income on account of the "improvements" (or accessions) to the Site made
by the other PRPs. There is authority holding that a charitable deduction fbr
donated property may be offset by the income which was unrecognized when
the taxpayer acquired the donated property. ln Holcombe v. Co,mmissioner,tse an
optometrist collected eyeglasses, fiames, and lenses from his friends and pa-
tients, and subsequently contributed them to various charities. The Tax Court
held that the taxpayer's income should be increased by the value of the eye-
glasses, frames, and lenses transferred to the various charities since the transf'er
of such to the taxpayer were not gifts to the taxpayer, but instead constituted a
taxable "accession to wealth" in the year of the contribution, which taxable
income offset the tax benefit obtained by the charitable contribution.

Under this authority, income would be recognized by Taxpayer in an amount
equal to the value of the improvements paid for by the other PRPs in construct-
ing the golf course on the Site, i.e.,that portion of the $2 million construction

rE7280 F. Supp.4l2 (1967).
rEE It should be noted in the aforementioned case of Johnson, the value of the deductron was

stipulated to be the value of the land and raw materials fumished by Johnson. No deduction was
claimed for the value of the school building, i.e., the value of the labor added to the materials by the
local townsmen in constructing the school building.

rEe73 T.C. 104 f i979).
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costs funded by the other defendants. However, income is rot recognized for the
improvements to the Site resulting from the remediation project itself.'eo The
value of these improvements is merely compensation to Taxpayer for the dam-
age previously done to Taxpayer's property by the other PRPs when they con-
taminated the Site. Of course, even if income is recognized in an amount equal
to the value of the improvements made by the other PRPs in constructing the
golf course on the Site, this income would be more than offset by the charitable
donation, which should be measured by the reference to the value of the golf
course as a going concem, which is greater than the construction costs of the
golf course.

This example illustrates some of the difficulties in applying the legal standard
enunciated in Revenue Ruling 94-38, as well as other relevant authorities, to a
fairly typical environmental remediation project. However, despite these diffi-
culties, it is possible to analyze the expenditures at hand and classify them based
upon the existing case law, statutes, and Service public rulings. In this case,
compared to the remediation project as originally proposed by the EPA, conver-
sion of the contaminated site into a golf course produced a significant tax advan-
tage for the landowner-PRP, without in any way adversely affecting the tax
posture of the transporter or generator-PRPs. This shows how creative solutions
to tax problems can be found within the scope of options acceptable to the
environmental regulatory authorities.

IV. CONCLUSION

Environmental law and the Code intersect in varied and complicated ways.
The result is often unpredictable. However, as the Service and the federal courts
have and continue to struggle with the various possibilities, the tax treatment of
environmental transactions is becoming increasingly more predictable. Even so,
great sums are expended by American businesses entering into environmental
transactions without adequate awareness of their treatment under the f'ederal
income tax. This is most often the case where the environmental transactions are
planned by legal counsel with expertise only in environmental law. While envi-
ronmental lawyers are adept at dealing with the issues that typically arise in the
Superfund context or in environmental enforcement cases, they are generally
less familiar with the complicated tax issues that may be raised in such transac-
tions. Integration of tax planning and environmental counseling requires envi-
ronmental lawyers to identify potential tax issues from the outset and work
closer with the client's tax advisors. lncome taxation should be taken into ac-
count during the initial planning for an environmental transaction, just as it is for
any other expensive business transaction.

l 'uP.L.R. 98-14-030 (December 29,1991\ (finding that when PRPs agree to fund the construction
and operation of a water treatment facility and agree to turn over ownership of the f'acility to
Taxpayer as a condition to settlement of Superfund litigation, Taxpayer will not recognize gross
income under section 6l as a consequence of the construction and operation of the treatment facility.
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It is easy to come to the conclusion that the rules governing the tax treatment
of environmental transactions are too complex and must be simplified. Simi-
larly, some will continue to argue that requiring capitalization of expenditures
incurred in an environmental remediation project is too harsh and that those who
incur such expenses should be allowed a deduction as an incentive to clean up
the environment. This is an overly generous view and must be resisted. While
the rules are complex, they are generally the same rules that apply to expendi-
tures incurred in other complicated business transactions. Given time, patience
and a bit of practice, these rules can be successfully navigated and applied to
environmental transactions. Furthermore, allowing deductions for what would
otherwise be capital expenditures (e.g., the cost of constructing a golf course on
a contaminated Superfund site) merely because they are incurred in the context
of an environmental remediation project is misguided policy. This rewards pol-
luters with a more favorable tax treatment than that afforded those who have
diligently complied with state and federal laws enacted to protect the environ-
ment. The environmental statutes include criminal provisions intended to remind
those who generate, transport, and dispose of hazardous wastes that they must
comply with the rules and regulations of the EPA. Tax preferences are unneces-
sary and unwarranted as additional inducements.

In the end, those who enter into environmental transactions can decipher, and
likewise ought to adhere to the same tax rules that apply to other business
transactions. That those rules are complicated is a function of the income tax,
rather than of the nature of environmental transactions.
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