IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 93-4269

SEALY POVNER, LTD., DONALD E. RUTT,
Tax Matters Partner,

Peti ti oner- Appel | ant
Cr oss- Appel | ee

ver sus

COMM SSI ONER OF | NTERNAL REVENUE,

Respondent - Appel | ee
Cr oss- Appel | ant .

Appeal froma Decision of the United States Tax Court

February 15 1995

Bef ore H GG NBOTHAM and W ENER, Circuit Judges, and KAUFMAN',
District Judge.
WENER, Circuit Judge:

On the procedural level, Plaintiff-Appellant Sealy Power, Ltd.
(Sealy), a Texas limted partnership, appeals the Tax Court's
determ nation that the notice of Final Partnership Admnistrative
Adj ust nent (FPAA) issued by the Comm ssioner of Internal Revenue

(Commi ssioner) did not shift to the Conm ssioner the burden of

"‘District Judge of the District of Maryland, sitting by
desi gnati on.



going forward with the evidence. On the substantive |evel, Sealy
appeals the Tax Court's denial of 1its «clained depreciation
deducti ons and energy and investnent tax credits.

Wth respect to the FPAA we affirm the Tax Court's
determnation that such adjustnent did not shift to the
Comm ssioner the burden of going forward with the evidence. I n
determ ning that Sealy's property was placed in service in 1984, we
reverse the Tax Court's ruling on Sealy's entitlenent to the
depreci ati on deductions and credits.

The Comm ssioner cross-appeals the Tax Court's refusal to
addr ess the pre-operating expense issue concerning the
deductibility of certain of Sealy's expenses. As we concl ude that
the Tax Court erred in finding that the Conmm ssioner did not
properly raise the pre-operating expense issue prior to the Rule

155 conput ation proceedi ng, we reverse and remand on this point.

FACTS AND PROCEEDI NGS
The parties submtted an extensive Stipulation of Facts and
Suppl enental Stipul ation of Facts which the Tax Court incorporated
by reference in its opinion. The facts necessary to resolve the
di sputed i ssues are set forth bel ow
In 1983, Sealy engaged the engineering firm Energy
Advancenent, Inc. (EAI) to build a power production facility in

Sealy, Texas (the Cty) on property leased from the Cty and



| ocated next tothe City's landfill.! Sealy's plan was to generate
electricity by incinerating the solid waste deposited in the
landfill and then sell the electricity to Houston Lighting and
Power (HL&P). The electric generating project was an attractive
way for the City to avoid the rising costs of obtaining additional
landfill space, delegate the operation of the landfill, and foster
the creation of alternative energy sources in its comunity.

Tor Lileng, an EAl engineer, designed and supervised the
construction of the facility. Lileng's design involved acquiring
vari ous ready-made manufacturer conponents with a certain capacity
rating, constructing foundations for these conponents, and
connecting them through wiring and piping. Construction began
early in 1983 and the facility was substantially conpleted that
sane year at a cost of approximately $ 3,500,000. 1In 1984, Sealy
conpleted its agreenent to sell its electricity to HL&. Fromthe
wnter of 1983 through a portion of 1988, Sealy operated the
landfill adjacent to the facility, enploying tw gatekeepers and
receiving small tipping fees from comrercial establishnments for
gar bage di sposal. Under the terns of Sealy's ground | ease with the
City, its residents could dispose of their garbage at the I andfil
at no charge.

Sealy first operated the incinerator at the facility in 1983.

!Bot h general partners of Sealy Power, Jim Connatser and
Donald Rutt, owned mnority interests in EAl. Further, Jack
Reber was the President and a 72% sharehol der of EAl as well as a
limted partner of Sealy Power, Ltd. EAl devised the Sealy
cogeneration plant project and Sealy provided the financing for
it.



Two pi eces of equipnent inthe facility, the feed nmechanismand t he
ash conveyor, presented mnor, correctable difficulties in the
operation of the facility. The nost severe problem however, was
the incinerator, the centerpiece of the facility. The function of
the primary chanber of the incinerator was to burn the garbage into
gases which in turn would be burned in a second chanber and passed
t hrough the vaporizer, steam superheater, and steam turbines to
create energy. The manufacturer of the incinerator had clained it
woul d generate 20 mllion BTUs per hour, but the incinerator never
reached its rated capacity of electricity generation because the
manuf acturer had delivered a primary chanber considerably smaller
than the one EAl had specified for Sealy. These equi prment
deficiencies prevented the facility from generating commerci al
quantities of electricity, so Sealy tried to find investors
willing to provide the additional funds required to correct the
facility's operational problens. After all such efforts fail ed,
Sealy filed for bankruptcy on July 1, 1988.

A few nonths earlier, on March 30, 1988, the Conm ssioner had
issued a notice of Final Partnership Adm nistrative Adjustnent
(FPAA) determining that Sealy was not entitled to several
deductions and credits.? Donald E. Rutt, Sealy's tax matters
partner, then filed a petition for readjustnent of partnership
itens. The Tax Court ruled against Sealy on all tried issues.

Pursuant to Rule 155 of the Tax Court Rules of Practice and

2Anot her issue before the Tax Court, but not involved in
this appeal, was whether Sealy's partners were at-risk wthin the
neaning of |.R C. § 465.



Procedure, the court required the parties to submt proposed
deci si on docunents consistent with the court's opinion.

Sealy tinely objected to the Commssioner's proposed
conput ation, disallow ng deductions for certain expenses incurred
in 1983 and 1984 whi ch the Conm ssi oner deened to be nondeducti bl e
pre-operating expenses. Sealy maintained that it was entitled to
a deduction for its ordinary business expenses, insisting that the
Comm ssioner's conputation was inconsistent wwth the Tax Court's
ruling on that point. The Tax Court agreed with Sealy and issued
an order requiring the entry of a new conputation. Both Sealy and
the Comm ssioner tinely appealed the respective portions of the
court's decision that were adverse to them

|1
ANALYSI S
A STANDARD OF REVI EW

Qur standard of review for appeals fromthe United States Tax
Court is the sane as for civil actions decided by the district
courts.?3 Thus, we review findings of fact wunder a clearly

erroneous standard and | egal conclusions de novo.*

B. THE FPAA NOTI CE

The Tax Court held that the nature of the FPAA notice did not

326 U.S.C. 8§ 7482(a)(1)(1993)("United States Courts of
Appeals . . . shall have exclusive jurisdiction to review the
decisions of the Tax Court . . . in the sane manner and to the
sane extent as decisions of the district courts in civil actions
tried without a jury.").

‘See Estate of Cayton v. Conmissioner, 976 F.2d 1486, 1490
(5th Cr. 1992).




shift to the Conmm ssioner the burden of going forward wth the
evi dence. Sealy appeals this ruling, arguing that the Comm ssi oner
i ssued an FPAA that was arbitrary and capricious, thereby neriting
a shift of the burden. Alternatively, Sealy argues that the FPAA
is invalid because it was not a considered determ nation and that
the Tax Court therefore | acked jurisdiction. The Tax Court did not
make a factual finding of whether the FPAA was arbitrary, but held
instead that Sealy continued to bear the burden of going forward
wth the evidence because the FPAA did not involve unreported
illegal inconme. This presents a question of | aw which we revi ew de

novo.

The FPAA sent to Sealy noted that the Conm ssioner had
determ ned adjustnents to the partnership's 1983 and 1984 returns.
The Comm ssioner listed the adjustnents, specifying the itens on
the returns which were affected for the tax years in question. 1In
an attachnent to the schedul e of adjustnents, the FPAA noted that
t he Conm ssi oner was di sall ow ng the cl ai med deductions and credits
because Sealy had not established that its activity had any
econom ¢ substance, was engaged in for profit, constituted a trade
or business, or involved property held for the production of
i ncone.

As the prerequisite for litigation over disputed itens on a
partnership's return, an FPAA is the functional equivalent of a
noti ce of deficiency.® Both the FPAA and the notice of deficiency

serve to notify affected taxpayers that the Conm ssioner has nade

°See Maxwell v. Commi ssioner, 87 T.C. 783, 788-89 (1986).

6



a final admnistrative determnation of their liability for
particular tax years.® W therefore anal yze the FPAA here the sane
way that we woul d anal yze a notice of deficiency.

The I nternal Revenue Code does not specify the formor content
of a valid notice of deficiency. Courts have held, however, that
the notice general ly nust advi se the taxpayer that the Conmm ssi oner
has determ ned a deficiency for a particular year and nmust specify
t he anobunt of the deficiency or provide the information necessary
to conpute the deficiency.” A determ nation of deficiency issued
by the Commssioner is generally given a presunption of
correctness, which operates to place on the taxpayer the burden of
produci ng evi dence showi ng that the Conmm ssioner's determnationis
incorrect.® Several courts have recognized, however, that they
need not give effect to the presunption of correctness and may
i nstead shift the burden fromthe taxpayer to the Conm ssi oner when

the notice of deficiency is determined to be arbitrary or

6See Seneca, Ltd. v. Conmm ssioner, 92 T.C 363, 368 (1989),
aff'd without opinion, 899 F.2d 1225 (9th Gr. 1990); dovis | v.
Commi ssioner, 88 T.C. 980, 982 (1987).

'See Portillo v. Comm ssioner, 932 F.2d 1128, 1132 (5th Gr.
1991); Donley v. Comm ssioner, 791 F.2d 383, 384 (5th Cr. 1986),
cert. denied, 479 U S. 885, 107 S.C. 277, 93 L.Ed.2d 253 (1986).

8GSee United States v. Janis, 428 U. S. 433, 441, 96 S. C

3021, 3025, 49 L.Ed.2d 1046, (1976); Helvering v. Taylor, 293
U S. 507, 514-15, 55 S .. 287, 290-91, 79 L.Ed. 623, (1935);
Wlch v. Helvering, 290 U S. 111, 115, 54 S . 8, 9, 78 L. Ed.
212, (1933); Portillo, 932 F.2d at 1133.



excessive.® In these cases, the notice of deficiency involved a
determ nation of unreported i ncone, whether froml egal sources, as
in Portillo! or fromillegal sources, as in Jackson!l.

We have previously recognized that the reason behind the
burden-shifting principle in an unreported i ncone case is that the
t axpayer bears the difficult burden of proving the non-receipt of
i ncone. 2 The Comm ssioner's determnation in such a case
necessarily involves reconstructing incone that should have been

reported, potentially leading to questionable results.®® If the

°See Wllianms v. Conm ssioner, 999 F.2d 760, 763-64 (4th
Cir. 1993), cert. denied 114 S.C. 442, 126 L.Ed.2d 376 (1993);
Portillo, 932 F.2d at 1133-34; Zuhone v. Conm ssioner, 883 F. 2d
1317, 1325-26 (7th Gr. 1989); Anastasato v. Conm ssioner, 794
F.2d 884, 887 (3d Cir. 1986); Dellacroce v. Conmm ssioner, 83 T.C
269, 280, 287 (1984); Jackson v. Comm ssioner, 73 T.C 394, 401
(1979). The Suprenme Court in Janis recognized that the usual
presunption of correctness does not apply when the governnent's
assessment constitutes a " naked' assessnment wthout any
foundati on whatsoever." See Janis, 428 U S. at 441, 96 S.C. at
3026, 49 L.Ed.2d at :

Even while carving out this exception to the general rule of
presum ng the determ nation correct, courts have reaffirnmed their
reluctance to | ook behind the notice of deficiency to determ ne
whet her the Comm ssioner's determnation is arbitrary. See
Anast asato, 794 F.2d at 886-67; Dellacroce, 83 T.C. at 280
(1984).

10932 F.2d at 1130-31, 1134 (subcontractor's unreported
i ncone fromcontractor).

173 T.C. at 396-97, 402 (unreported inconme from drug
trafficking activities).

12Gee Portillo, 932 F.2d at 1133-34; Carson v. United
States, 560 F.2d 693, 698 (5th Cr. 1977).

13See Portillo, 932 F.2d at 1134 (notice based on unverified
"bal d assertion" of third party); Winerskirch v. Conm ssioner,
596 F.2d 358, 361-62 (9th Cr. 1979)(notice stemmed from | RS
"naked assertion" that petitioner had received noney from heroin
sal es); Jackson, 73 T.C. at 403 ("el aborate construct set out in
the deficiency notice . . . turns out to be sheer gossaner").

8



Comm ssi oner does not substantiate the notice's determnation with
sone predi cate evidence, therefore, the taxpayer should be relieved
of the burden of going forward with the evidence. The issue we
must decide in the instant case is whether the sane principle
applies when the notice of deficiency involves not unreported
i ncone but a taxpayer's entitlenent to deductions and credits.

In Gatlin v. Conmi ssioner', the Eleventh Circuit considered

whet her the burden-shifting principle for unreported i ncone cases
applies in deduction cases. It held that in a deduction case the
taxpayer at all tinmes retains the burden of going forward with the
evi dence that supports the clained deductions and their anounts,
regardless of the nature of +the Commssioner's notice of
deficiency.™ The Gatlin court observed that, unlike the taxpayer
in an wunreported inconme case, the taxpayer wth challenged
deductions has reported the full amount of incone but has clained
deductions, reducing the total tax due on the incone.'® As the
taxpayer in Gtlin was "privy to the facts that substantiate a
deduction,” the <court ruled, the Commssioner's notice of
deficiency retained its presunption of correctness wuntil the
t axpayer cane forward with evidence to challenge its assessnent.
Several other courts have recognized the distinction between

deduction cases and wunreported inconme cases for purposes of

14754 F.2d 921 (11th Cir. 1985).
15See id. at 923.
16See id. at 924.

17See i d.



shifting the burden of production.

We agree with these courts that the burden-shifting principle
for unreported i nconme cases should not extend to cases in which the
Commi ssioner rejects deductions or credits clainmed by a taxpayer.
The burden of overcomng the presunption of correctness in a
deduction case properly rests with the taxpayer, who is the best
source of information for determning entitlenent to the clained
deductions. In a deduction case, therefore, we apply the general
rule of not | ooking behind the notice of deficiency to determ ne
whether it is arbitrary. As the FPAA here challenged Sealy's
entitlenment to deductions and credits, not Sealy's failure to
include taxable inconme, the Tax Court properly preserved the
presunption of correctness in requiring Sealy to continue to bear
the burden of going forward wth the evidence.

Sealy also contends that the Comm ssioner's FPAA was void
ab initio, stripping the Tax Court of jurisdiction in the case,
because it was not a considered determ nation. Sections 6212(a)
and 6213(a) of the Internal Revenue Code provide that the Tax Court
only has jurisdiction when the Comm ssioner issues a valid

deficiency notice and the taxpayer files a petition for

BUnited States v. Walton, 909 F.2d 915, 918-19 (6th Gr.
1990); LaBow v. Conm ssioner, 763 F.2d 125, 131-32 (2d G
1985); Foster v. Comm ssioner, 756 F.2d 1430, 1439 (9th Cr
1985), cert. denied, 474 U S. 1055, 106 S.C. 793, 88 L.Ed.2d 770
(1986); Chaumv. Conm ssioner, 69 T.C 156, 163-64 (1977). See
al so Bennett Paper Corp. v. Conm ssioner, 699 F.2d 450, 453 (8th
Cir. 1983)(rejecting taxpayer's argunent that assessnent was
arbitrary, as burden of proof lies with taxpayer to show right to
cl ai mred deduction).

10



redeternmination.'® The partnership cites to Scar v. Conm ssi oner ?°,

one of but a handful of cases in which a court of appeals has
invalidated a notice of deficiency wupon finding that the
Commi ssioner had failed to make a considered determnation.?
Sealy's reliance on Scar is msplaced. In Scar, the notice
referred to a tax shelter that had no connection to the taxpayers
or their return and stated that, because the taxpayers' return was
not avail able, the Comm ssioner was inposing the maximumtax rate
to the adjustnent anmount.?> This led the court to conclude that,
on its face, the purported notice of deficiency revealed that the
Commi ssi oner had not exam ned t he taxpayers' return for the year in
dispute and therefore had not made any determ nation of tax
deficiency. 2

We have previously held that courts have interpreted the term
"determ nation" to nean, for purposes of Section 6212(a), a

"t hought ful and consi dered determ nation that the United States is

19Gee Stamm Int'l Corp. v. Conmissioner, 84 T.C. 248, 251-52
(1985) .

20814 F.2d 1363 (9th Gr. 1987).

2'The court in Scar found that the notice of deficiency did
not neet the requirenent in Section 6212(a) that the Conm ssioner
"determ ne that a deficiency exists before issuing a notice of
deficiency." See Scar, 814 F.2d at 1370. As a valid notice of
deficiency is a necessary basis for Tax Court jurisdiction, the
court concluded that the Tax Court should have di sm ssed the
action for want of jurisdiction. See id.

22Gee id. at 1365.
28See id. at 1368-70.
11



entitled to an anobunt not yet paid.?" A review of the FPAA here
shows that, wunlike the putative determnation in Scar, the
Comm ssioner did consider Sealy's return in determning the
adjustnents listed in the FPAA. The FPAA set out the adjustnent
items for each year, enabling Sealy to determne its deficiency.
It also explained in an attachnment the reasons for the
Conmi ssioner's adjustnments.? Sealy's argunent that the FPAA was
broadly drafted and that the Comm ssioner's review was faulty is

unavai ling.? The FPAA on its face reflects that the Conmm ssioner

24See Portillo v. Conmi ssioner, 932 F.2d 1128, 1132 (5th
Cr. 1991)(quoting Scar, 814 F.2d at 1369).

2°The Conmi ssioner later stipulated that Sealy had never
been a shamand that it had a valid business purpose during 1983
and at all tinmes thereafter, contradicting two of its reasons
stated in the FPAA for disallow ng Sealy's deductions and
credits. This does not affect our finding that the Comm ssi oner
i ssued a "thoughtful and considered determ nation," however. The
Comm ssioner, in considering a taxpayer's return and
"determ ning" a deficiency, may challenge itens for reasons that
the parties can later clarify or correct when they confer and
exchange necessary facts and docunents. See Foster V.

Conmm ssioner, 80 T.C. 34, 230

(1983) (noting useful ness of parties informally conferring to
narrow i ssues), aff'd and vacated on other grounds, 756 F.2d 1439
(9th Gr. 1985).

A notice of deficiency, which nerely serves as a warning to
the taxpayer that the Comm ssioner has assessed a deficiency and
plans to hail the taxpayer into court, need not give any reasons
for the assessnent of a deficiency. See Scar, 814 F.2d at 1367;
G app v. Conmm ssioner, 875 F.2d 1396, 1403 (9th Cr. 1989). On
rare occasions, as in Scar, however, the reason given on the face
of the notice reveals that the Conm ssioner failed to nake a
determ nation. The Conm ssioner's grounds for making the
adjustnents in Sealy's FPAA, unlike the erroneous expl anation and
inposition of an arbitrary tax rate in Scar, do not reveal that
the Comm ssioner failed to make a "determ nation" for purposes of
the Tax Court's jurisdiction.

%See Riland v. Conmi ssioner, 79 T.C 185, 199-201
(1982) (notice valid despite Conmm ssioner's violation of internal
procedures); Estate of Brimmyv. Conm ssioner, 70 T.C 15, 22-23

12



made a "determnation" for purposes of the Tax Court's
jurisdiction.?

As the FPAA constituted a valid determnation entitled to a
presunption of correctness, we conclude that the Tax Court properly
required Sealy to bear the burden of going forward with the
evidence after it chall enged the Comm ssioner's adjustnents in the
FPAA to Sealy's deductions and credits.

C. " PLACED | N SERVI CE"

Sealy clained a bionmass energy tax credit and an investnent
tax credit in 1983, as well as depreciation deductions in 1983 and
1984. The Comm ssioner disallowed these itens in the FPAA and
Donald Rutt, as Sealy's tax matters partner, filed a petition in
Tax Court for readjustnent of partnership itens. The Tax Court

uphel d t he Conm ssioner's determnation, finding that the property

(1978) (notice valid even though taxpayer argued that Conm ssioner
perfunctorily performed review functions and used fl awed
procedures); G eenberg's Express, Inc. v. Conm ssioner, 62 T.C
324, 327-30 (1974)(notice valid despite allegation that

Comm ssioner discrimnatorily selected taxpayer for audit).

2’Sealy also refers to our decision in Pearce v.
Commi ssioner, No. 91-4178 (5th Cr. 1991) (unpublished opi nion),
in which we held that the Tax Court |acked jurisdiction because
the notices were void ab initio. The notices reflected "gross
i neptitude” on the part of the Comm ssioner because they ignored
the filing status designation on the taxpayer's return, applied
an incorrect tax rate, and ignored clained exenptions.

The facts of the instant case differ greatly. As we have
noted, the FPAA sent to Sealy did not reveal a |lack of a
consi dered determ nation because it referred to disputed itens in
Sealy's return and expl ai ned the Comm ssioner's reasons for the
adjustnents. W rejected a simlar argunent in Portillo where,
as here, the Comm ssioner had considered information directly
relating to the taxpayer's incone tax return and had investigated
whet her a deficiency existed. See Portillo v. Conm ssioner, 932
F.2d 1128, 1132 (5th Gr. 1991).

13



in Sealy's facility was never "placed in service"sQnot in 1983, not
in 1984, not eversQand that, therefore, Sealy was not entitled to
its clainmed depreciation deductions and investnent tax credits.
Several provisions of the Internal Revenue Code are i nplicated
in this appeal. Section 167(a)?® provides that a depreciation
deduction is allowed for property used in the taxpayer's trade or
business or for property held for the production of incone.
Section 38(a) allows for investnent and energy tax credits; Section
46 outlines the calculation of the investnent tax credit anount,
and Section 48 defines property eligible for the credits. The
pertinent portions of Section 48 state that the credits are
available for certain "biomass property? and for "tangible

personal property" and "other tangible property,” but only if the
"other tangible property" is used as an integral part of a
qgualifying activity.?3®

Treasury Regul ation 1.167(a)-11(e)(1)(i)3% states that property
is first placed in service for purposes of the depreciation
deduction when it is "placed in a condition or state of readi ness
and availability for a specifically assigned function, whether in

a trade or business, in the production of incone, in a tax-exenpt

activity, or in a personal activity." For purposes of the

28Al'| section references are to the Internal Revenue Code of
1954 as anended and in effect during the years in issue.

29See |. R C. § 48(1)(15)(1984).
gee |.R C. §§ 48(a)(1)(A); 48(a)(1)(B)(1984).
31(1984) .

14



investment tax credit, Treasury Regulation 1.46-3(d)(1)(ii)?%
defines the tinme that Section 38 property is "placed in service" as
the taxable year in which such property is "placed in a condition
or state of readiness and availability for a specifically assigned
function, whether in a trade or business, in the production of
incone, in a tax-exenpt activity, or in a personal activity."
Courts have interpreted the regul ations' identically-worded "placed
in service" tests for depreciation deductions and tax credits in
t he same manner. 3

1. Conponent Parts v. Facility as a \Wole

The Tax Court properly ruled that the conponent assets of
Sealy's facility were all tangible personal property wthin the
meani ng of Section 48(a)(1)(A) as well as Section 38 property
qualifying for depreciation and the energy and investnent tax
credits if and when placed in service.* Sealy asserts that the
"placed in service" test should apply separately to each of these

conponents of the facility rather thanto the facility as a whol e. %

32(1984) .

33See Arnstrong World Indus., Inc. v. Conm ssioner, 974 F.2d
422, 431-36 (3d Gr. 1992); gl ethorpe Power Corp. V.
Commi ssioner, 60 T.C M (CCH 850, 859 (1990); Consuners Power
Co. v. Conmm ssioner, 89 T.C 710, 723 (1987).

34The Tax Court listed the facility as containing a hopper
wth a screw auger feeder, an incinerator, a tractor, a conveyor,
and various pieces of equipnment such as a vaporizer, steam
super heater, separator, expander, and steamturbines. These are
all in the nature of machi nery and equi pnent, which the
Regul ation deens to be "tangi bl e personal property." See Treas.
Reg. § 1.48-1(c).

%Sealy argues in the alternative that it is entitled to
depreciation and investnent tax credits because its tangible

15



As each of the itens of nmachinery and equi pnment conprising the
facility was in a condition of being "ready and available for a
specifically assigned function" inthe facility, Sealy argues, the
partnership was entitled to depreciation and i nvestnent tax credits
on these itens even if the facility is deened not to have been
oper ati onal . Thi s approach, however, does not conform to the
anal ysis of Revenue Rulings and cases dealing with the "placed in
service" requirenent.

In Revenue Ruling 73-518%, the Comm ssioner stated that a
maj or electrical transm ssion |ine was not placed in service, even
t hough it was conplete, until the substations at the end of the
line were conpleted and the line could be energized. As the
substations were parts of the system and were necessary for the
transm ssion of electricity, both the transm ssion line and the
substations were first placed in service when the whol e system was
first available for service. Revenue Ruling 76-238% adopted a
simlar approach in noting that individual units of production

machi nery and equi pnent acquired for use in a factory were not

personal property is subject to a different "placed in service"
test than "other tangible property."” The partnership refers to
the distinction between 8§ 48(a)(1)(A), "tangi ble personal
property,"” which qualifies for the investnent tax credit
"irrespective of whether it is used as an integral part" of a
qualified activity, and 8§ 48(a)(1)(B), "other tangi ble property,"
which qualifies for the credit only if it used as an integral
part of a qualifying activity. See Treas. Reg. 8 1.48-1(c), (d).
In view of our disposition of this case, we need not and
therefore do not reach the nerits of this argunent.

3€1973-2 C. B. 54.
371976-1 C. B. 55.
16



pl aced in service until they were installed in the production |ine
and the entire production |ine had been conpl eted. This ruling
further observed that on the conpletion of the entire production
line, the "line was available for the production of an acceptable
product, notwithstanding later testing to elimnate defects which
prevent ed attai nnment of planned production | evels or the neeting of
acceptable quality control paraneters.®" Both rulings indicate
that conponents are not to be considered placed in service
separately fromthe systemof which they are an essential part.
The Tax Court in several cases has enbraced the Revenue
Rul i ngs' approach of exam ning, for purposes of the "placed in
service" test, property in a project as a whole when a nunber of
i nt erdependent conponents are designed to operate as a system In
t hese cases, the Tax Court has found that an individual conponent,
i ncapable of contributing to the system in isolation, is not
regarded as placed in service until the entire system reaches a
condition of readiness and availability for its specifically

assigned function.?3° QG her circuit courts have used the sane

38See i d.

¥See, e.q., Siskiyou Communications, Inc. v. Comm ssioner,
60 T.C M (CCH) 475, 478-79 (1990)(tel ephone sw tching equi pnent
and toll carriers not placed in service even though capabl e of
perform ng individual functions because wiring for system not
conpl eted and enpl oyees not trained in system s use); Consuners
Power Co. v. Conm ssioner, 89 T.C 710, 725-26 (1987) (upper
reservoi r conponent of punped storage hydroel ectric plant not
pl aced in service until entire plant placed in service because
physi cal plant and reservoir operated sinultaneously as one
integrated unit to produce el ectrical power).

17



approach as the Tax Court.* W agree with these courts' approach
and find that the Tax Court appropriately treated the assets of
Sealy's facility as functionally formng a single property for
pur poses of the "placed in service" determ nation.

As our focus is on Sealy's facility as a whole, it 1is
necessary to determne the type or kind of facility involved
Sealy contends that in determ ning whether the facility has been
placed in service, it should be treated as a waste disposa
facility rather than an electric generating facility. Sealy refers
to the parties' stipulation that the partnership's stated purpose
was to "acquire, fund, and operate a uni que waste di sposal facility

and the adj acent landfill" and enphasi zes that the sti pul ati on does

49See, e.0., Hawaiian Indep. Refinery, Inc. v. United
States, 697 F.2d 1063, 1069 (Fed. Cr. 1983), cert. denied 464
U S 816, 104 SS.C. 73, 78 L.Ed.2d 86 (1983)(two offsite
conponents not considered separately fromrefinery in determning
appl i cabl e construction date because all were designed and
constructed as single unit and together they functionally fornmed
single property); Public Serv. Co. v. United States, 431 F.2d
980, 983-84 (10th G r. 1970)(conponent assets of electric power
pl ant not consi dered separately for "placed in service"
determ nati on because no one of them would serve any useful
purpose until fitted together to constitute a conplete unit).
The Hawai i an and Public Service cases dealt wth the date of
acquisition or construction of qualifying property under the
i nvestnment tax credit provisions and not the "placed in service"
date of qualifying property as in the instant case. W note,
however, that the concepts are sufficiently simlar to serve as
an anal ogue for the "placed in service" determ nation.

The Third Crcuit in Arnstrong Wrld Indus., Inc. v.
Commi ssioner, 974 F.2d 422, 432-35 (3d G r. 1992), reviewed the
caselaw relevant to the "placed in service" test for a railroad
project with individual conponents and concl uded that unlike the
conponent parts of the projects in Consuners, Siskiyou, Hawaii an,
and Public Serv., each conpleted train track segnent in Arnstrong
had i ndependent utility and was placed in service prior to the
time all of the project conponents were conpleted and avail abl e
for use.
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not nention the generation of electricity. Li ke the Tax Court
bef ore us, however, we are not persuaded by this argunent. Cearly
t he substance of Sealy's intended business activity was to nake a
profit fromthe sale of electricity generated fromincinerating the
landfill's solid waste. Electricity generation was the feature
that made the facility "unique" as described in the stipulation.
The small tipping fees Sealy coll ected fromcomercial businesses
whi ch were disposing of their waste were insignificant relative to
Sealy's investnment in the facility. Further, Sealy's waste
di sposal activitysQmaintaining a fuel sourcesQwas nerely a
tangential part of the primary function of its trade or business,
producing electricity. The "placed in service" analysis,
therefore, is properly focused on the property's contribution to
Sealy's objective of generating electricity inits facility.

2. The Tax Court's Interpretation of the "Placed in
Servi ce" Requl ati ons

The Tax Court stated that it did not need to deci de whet her
the facility as a whole satisfied each of the five "placed in
service" factors outlined in various Revenue Rulings. It instead

| ooked to its prior decisions in Qglethorpe Power Corp. V.

Conmi ssi oner*! and Consuners Power Co. v. Conmi ssioner?*, two other

cases involving electric generating facilities, and ruled that

Sealy's facility was not placed in service because, having failed

ever to achieve its anticipated electricity output |levels, it never

460 T.C.M (CCH) 850 (1990).
289 T.C. 710 (1987).
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operated on a regul ar basis.

a. Consuners Power Co. v. Commi Ssi oner

I n Consuners, the Tax Court found that a unit contained in a
punped storage hydroelectric plant was not placed in service in
1972, the year for which the taxpayer had clainmed depreciation
deductions and i nvestnent tax credits.*® |n that year, the unit had
not yet conpleted the preoperational testing phase required by the
Federal Power Conm ssion and had not been formally accepted from
the contractor.* The Consunmers court also observed that even
t hough the unit had punped water into the reservoir and generated
el ectrical power during the testing phase in 1972, the anount of
el ectrical power generated was "insufficient to establish that the

[p]l ant was avail able for full operation on a regular basis
in 1972."4 1t concluded that the unit was not in a state of
readi ness and availability for its specifically assigned function
until it had conpleted all phases of the governnentally nandated
preoperational testing.

The Tax Court in Consuners did not rest its opinion on the | ow

“3The court explained that a punped storage plant provides
suppl enental el ectrical power during periods of peak energy
demands by rel easing water from an el evated reservoir to another
reservoir below. The water flows through a turbine generator on
the way down, thereby producing electrical power. See Consuners,
89 T.C. at 716-17 (quoting Stanley Wrks v. Conm ssioner, 87 T.C.
389, 391 (1986)). In Consuners, Lake M chigan served as the
| ower reservoir for the plant and the unit that was the subject
of the opinion was conposed of a tunnel, punphouse, and a punp-
turbi ne generator. See id. at 717.

“See id. at 717-19, 724.
%See id. at 724.
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anount of power generated fromthe unit. Rather, it held that the
unit was not placed in service until after it had successfully
conpleted testing. Yet in referring to the small anmount of power
out put as support for its conclusion, the court inplicitly adopted
t he Comm ssioner's argunent that the unit was not placed in service

in 1972 because, inter alia, it did not show sustained, regular

generation of electrical power. The opinion does not reveal the
source of the Tax Court's adoption of this standard. It nerely
cites to the Tax Court's previous decisions in Noell wv.

Conmi ssi oner *¢ and Madi son Newspapers, Inc. v. Comm ssioner?*, both

of which are distinguishable and i napposite.

The Tax Court in Noell had held that a new airport runway was
not placed in service until it was paved and avail able for regul ar
use, even though sone pilots occasionally took the risk and used
the rocky strip for landings prior to the runway's conpletion.?*
Unli ke the fully-constructed unit in Consuners, however, the runway
in Noell was under construction and never conpleted in the year for
whi ch the taxpayer had clained the investnent credit.?

Li kewi se, the Consuners court's reliance on Madi son Newspaper s

sheds no light on the Tax Court's insistence on a facility's

466 T.C. 718 (1976).

4747 T.C. 630 (1967), acq., 1975-2 C.B. 2.

“8See Noell, 66 T.C at 729.

“See id. The Tax Court in the instant case cited to Noel
as support for its conclusion as well, even though Sealy's
electric generating facility was conpleted in 1983 except for a
few m nor pieces of heat-recovering equi pnent.
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ability regularly to achieve its anticipated output before it may
qualify for the investnent tax credit and depreciation. |n Madison
Newspapers, the Tax Court held that the taxpayer was entitled to
the investnent tax credit for three units of an eight-unit printing
press, even though those three units were on the taxpayer's
prem ses before the entitlenment period for the credit began,
because the taxpayer "acquired" the units only when they were
installed and accepted by the taxpayer as ready for commercia
operation under the contract.® The Tax Court in Consuners

m scharacterized the hol ding i n Madi son Newspapers as i npl yi ng t hat

publ i shi ng newspapers on a regular basis had been a prerequisite
for its finding that three units of a printing press were placed in
service.® In truth, though, installation and readi ness had been
the controlling factors for the acquisition date in Madison

Newspapers.

b. gl et hor pe Power Corp. v. Comm sSioner

In the only other Tax Court opinion involving the "placed in
service" determnation for an electric generating facility,

Qgl et hor pe Power Corp. v. Conmi ssioner®, the Tax Court did |l ook to

°See Madi son Newspapers, 47 T.C. at 637. The taxpayers in
Madi son Newspapers wanted a | ater date of acquisition because
under the controlling statute at the tine, the investnent tax
credit only applied to their property if it was acquired after
Decenber 31, 1961. See id. at 634.

1See Consuners, 89 T.C. at 723.

5260 T.C.M (CCH) 850 (1990).
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t he Revenue Ruling factors for guidance.® The Tax Court's anal ysis
of the factors, however, was clearly influenced by its earlier
insistence in Consuners on a facility's ability to sustain power
generation near rated capacity before it could be deened to have
been placed in service. The Tax Court held that the taxpayer's
unit was placed in service in 1982, and not 1981 as the
Comm ssi oner had argued, because in 1982 the unit conpleted the
testing required by the Georgia Public Service Commi ssion.> The
Comm ssion would not consider the unit for rate-nmaking purposes
unless it had conpleted testing. Further, under the terns of the
taxpayer's operating agreenent wth Georgia Power, whi ch
constructed the unit, the taxpayer would not have control or the
right to inconme from the unit until it was declared to be in
"commerci al operation" after conpletion of testing.®

Even t hough the gl et horpe unit had been synchroni zed and was

produci ng power during test period operation in 1981, it was not in

53The Revenue Ruling factors as cited by the Tax Court are:
1) having obtained the necessary permts and |icenses for
operating; 2) having perfornmed all critical tests necessary for
proper operation; 3) placing the unit in the control of the
t axpayer; 4) having synchronized the unit with the transm ssion
grid; and 5) daily operation of the unit. See id. at 860. W
di scuss these factors' application to Sealy later in this
opi ni on.

4See id. at 859, 864. The property of the Qul et horpe plant
was transferred in safe harbor |eases, nmaking the "placed in
service" date a crucial issue. The petitioner, gl ethorpe Power,
wanted the | ater date because under Section 168(f)(8) of the
Code, the property had to have been | eased within three nonths
after such property was placed in service to be deened "qualified
| eased property.” See id. at 859.

55See i d.
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the control of the taxpayer, did not have the necessary permts,
and was still undergoing testing. The Tax Court did not rest its
opi ni on on the bal ance of these Revenue Ruling factors, however.

Rel yi ng on Consuners, the court in gl ethorpe stated that the unit

was not deened to be placed in service in 1981 because it was not
available for its specifically assigned function, which the court
defi ned as consistently sustaining generation |levels near its rated
capacity.?®

Adopting and extending its prior approaches in gl et horpe and

Consuners, the Tax Court in the instant case totally disregarded
the Revenue Ruling factors and instead placed great weight on the
purpose stated in Sealy's Certificate of Limted Partnership, i.e.,
that the facility was designed to generate 38, 400 kil owatt hours of
electricity per day. The court noted that, because Sealy's
facility only generated a snmall anmount of electricity while it was
operational, it did not fulfill its specifically assigned function
of generating the projected anount of electricity and therefore was
never placed in service. This narrowinterpretation of the "placed

in service" standard contravenes the policy behind the investnent

6See id. at 855-57.

’See id. at 861. W find interesting the fact that the
Comm ssioner argued in gl ethorpe that the facility should be
consi dered to have been placed in service in 1981, even though it
had not conpleted testing then, because it net its specifically
assi gned function of producing electricity in that year and had
been synchroni zed. W agree with the Conm ssioner's then-
unsuccessful argunment in Qglethorpe that the Treasury Regul ation
woul d have no neaning if "operational" were defined as
"functioning perfectly or near perfectly" and that the production
of incone is not necessary to find that a unit is placed in
service. See id. at 862-63.
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tax credit and the applicable Regul ati on exanples as well.

We conclude that the Tax Court erred in applying an unduly
restrictive "placed in service" test that requires regular
operation as neasured by the anpbunt generated. The appropriate
method for determning the year that an electric generating
facility is placed in service is to analyze a taxpayer's fact
situation, using a commobn-sense approach in the context of the
policy behind the investnent tax credit, the Treasury Regul ati ons
defining "placed in service," and the Revenue Ruling factors. As
we disagree with the Tax Court's interpretation of the |egal
st andards defining when an asset is placed in service, our review
of the "placed in service" determnation for Sealy's facility is de

novo.

3. The Meani ng of "Placed in Service"

The legislative history related to the investnent credit
indicates that, contrary to the Tax Court's interpretation of the
"pl aced in service" requirenent, Congress did not intend to i npose
the stringent requirenent of regular achievenent of anticipated
production |levels when it created the credit. In addition, the
Commi ssioner's own regul ations interpreting the rel evant statutory
provi sions support our interpretation of the phrase "placed in
service." These regulations do not require that property entitled
to depreciation and credits nust first neet expected output goals

before it nay be deened to have been placed in service®®, to the

8Treasury Regul ations 1.167(a)-11(e)(1)(i) and 1. 46-
3(d)(1)(ii) nerely state property is placed in service when it is
"placed in a condition or state of readiness and availability for
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contrary, these regul ations reveal t hat defectively or
di sappointingly perform ng property may still be consi dered to have
been placed in service. For these reasons, we reject the Tax
Court's narrow anal yses of the "placed in service" determnationin
Qgl et hor pe and Consuners.

Congress enacted the investnent tax credit to stinulate the
econony by encouraging investnent in machinery, equipnent, and
certain other property.® Inthelegislative history related to the
Energy Tax Act of 1978, Congress stated that the purpose of the
energy tax credit was to encourage taxpayers' expenditures towards
t he use of renewabl e, alternative energy sources.

These credits provide an incentive to acquire property such as
machi nery and equipnment by lowering the effective after-tax
acquisition cost of the qualified property, which inturnincreases
the rate of return on these assets. The legislative history
dealing with the investnent tax credit noted that the increased
cash flow would be particularly inportant for new and smaller

firms, like Sealy, which did not have ready access to the capital

a specifically assigned function, whether in a trade or business,
in the production of incone, in a tax-exenpt activity, or in a
personal activity."

See S. Rep. No. 1881, 87th Cong., 2d Sess. 11 (1962),
reprinted in 1962 U S.C.C. A N 3297, 3304, 3313. See also
Condi sco, Inc. v. United States, 756 F.2d 569, 572 (7th Gr
1985) ("l egislative history . . . reveals the hope of Congress
that the credit would stinmulate econom c growth by providing
substantial incentive to undertake capital investnent projects").

S Rep. No. 529, 95th Cong., 2d Sess. 1, 6-11 (1978),
reprinted in 1978 U.S. C. C. A N 7942, 7945-49.
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mar kets.® The credit would |l ower the profit risk that these firns
faced in starting out a new venture and therefore would facilitate
their investnment decisions.®
Courts have often recogni zed the notion that the "investnent
tax credit should be construed liberally in light of its
pur poses."® The Tax Court's reading of "specifically assigned
function" as achieving ideal or near ideal production |evels,
however, demands a hindsight approach to the success of a
t axpayer's investnent expenditures which underm nes the very focus
of the credits' incentive, the initial investnent decision
Further, the Commi ssioner's own interpretations of the
statute in the relevant Regul ations support a less restrictive
exam nation of the contribution of property to the business for the
"placed in service" determ nation. This common-sense approach
stops short of requiring a new business to achieve a certain | evel
of production in order to qualify for the credit. I n defining
"placed in service," Treasury Regul ation 1.46-3(d)(1)(ii)® neither
states nor inplies that the property nmust produce an anti ci pated or

proj ected anount before it nmay be considered ready and avail abl e

61See S. Rep. No. 1881, reprinted in 1962 U.S.C. C A N at

3314.

62See i d.

63See Morrison, Inc. v. Conm ssioner, 891 F.2d 857, 864
(11th Cr. 1990); Illlinois Power Co. v. Conmm ssioner, 792 F.2d
683, 685 (7th Gr. 1986); lllinois Cereal MIIls, Inc. V.

Commi ssioner, 789 F.2d 1234, 1239 (7th Cr. 1986), cert. den.
479 U.S. 995, 107 S.Ct. 600, 93 L.Ed.2d 600.

64(1984) .
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for a specifically assigned function. Neither do the exanples in
Treasury Regulation 8§ 1.46--3(d)(2)(ii) and (iii)®sQillustrating
when property acquired for use in a trade or business or for the
production of incone is placed in servicesQsupport the Tax Court's
unduly strict construction of the statute.

One Reqgul ation exanple of property placed in service for a
taxable year is operational farm equi pnment acquired during the
t axabl e year but not used because it is not practicable to use such
equi pnent for its specifically assigned function in the taxpayer's
busi ness of farmng until the follow ng year.® This exanpl e does
not inply that the farm ng operation has to produce crops at or
near its expected level in order for the equipnment to be placed in
service. To the contrary, this exanple contenplates that it may
not be practicable to use sone assets acquired for the farmng
busi ness if the business' output does not present a need for the
addi tional equi pnent at the present tine.

Anot her Regul ation exanple of property placed in service is
equi pnent acquired for a specifically assigned function which is
operational but is undergoing testing to elinmnate any defects.®
Thi s exanpl e acknow edges that defective perfornmancesQpresumably

per f ormance bel ow t hat whi ch was anti ci pat ed or proj ect edsQdoes not

65(1984)

f6See Treas. Reg. 81.46-3(d)(2)(ii)(1984).

6’See Treas. Reg. 8 1.46-3(d)(2)(iii)(1984).
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bar an asset's "placed in service" designation.®®

4. The Sealy Facility WAs Placed in Service in 1984

Qur de novo review of the "placed in service" determ nation

for Sealy's facility in light of the relevant |egislative history,
Treasury Regul ations, and Revenue Rulings | eads us to concl ude t hat
the facility was placed in service in 1984 for purposes of
depreciation and the energy and investnent tax credits.

a. The Revenue Ruling Factors

The Conmm ssioner has issued several Revenue Rulings dealing
wth the "placed in service" requirenent for electric generating
facilities and these have described five factors to be consi dered
in determning whether property has been placed in service for
pur poses of depreciation and tax credits. As the factors have
evolved from exam ning specific facts related to each ruling's
particular facility, they are only indicative of "placed in
service" or "operational" status and are not all necessary to a

finding that a facility has been placed in service.® Unl i ke

%8Rev. Rul. 76-428, 1976-2 C. B. 47, provides additional
support for this approach. The electric generating unit in this
ruling was deened to have been placed in service in the year when
"all equi pnent was performng its specifically assigned function,
that is, operating as a unit even though equi pnent was stil
undergoing testing to elimnate any defects and to denonstrate
reliability."

9See Rev. Rul. 84-85, 1984-1 C.B. 10 (stating that although
anot her Revenue Ruling found taxpayer's facility had been pl aced
in service when it was able to operate at rated capacity w thout
failure, this |evel of operation was not prerequisite but nerely
fact denonstrative of operational status). See gl ethorpe Power
Corp. v. Comm ssioner, 60 T.C M (CCH 850, 860
(1990) (recogni zing that "placed in service" determ nation
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Treasury Regul ati ons, Revenue Rulings do not have the presunptive
force and effect of l|law but are nerely persuasive as the
Conmi ssioner's official interpretation of statutory provisions.

As noted earlier, the Revenue Ruling factors are: 1) whether
the necessary permts and |icenses for operation have been
obt ai ned; 2) whether critical preoperational testing has been
conpl eted; 3) whether the taxpayer has control of the facility; 4)
whet her the unit has been synchronized with the transm ssion grid;
and 5) whether daily or regul ar operation has begun.’ Considering
and bal ancing these factors as applied to the itens of persona
property in Sealy's facility convinces us that the facility did
becone "operational" and was placed in service, and that 1984 was
the year in which that occurred.

i Permts and Licenses

A review of the pertinent docunents in the record, which the
parties stipulated were authentic, reveals that by 1983 Sealy had
obt ai ned the necessary permts and |icenses for operation of its
electric generating facility. The Texas Departnent of Health in

1982 authorized EAl to operate the facility as an energy recovery

requi res consideration and bal ancing of all factors).

°See Foil v. Conmi ssioner, 920 F.2d 1196, 1201 (5th Gr.
1990); Stubbs, Overbeck & Assocs., Inc. v. United States, 445
F.2d 1142, 1146-47 (5th Cr. 1971); Macey's Jewelry Corp. v.
United States, 387 F.2d 70, 72 (5th Cr. 1967).

""See Rev. Rul. 84-85, 1984-1 C.B. 10; Rev. Rul. 79-203,
1979-2 C.B. 94; Rev. Rul. 79-98, 1979-1 C. B. 103; Rev. Rul. 79-
40, 1979-1 C. B. 13; Rev. Rul. 76-428, 1976-2 C.B. 47; Rev. Rul.
76-256, 1976-2 C. B. 46.
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site.” |n 1983, the Texas Air Control Board notified EAl by letter
that Sealy's facility would be exenpt fromits permt requirenents
because of the Board' s determ nation that the incinerator woul d not
make a significant contribution of air contamnants to the
at nosphere.

i Critical Preoperational Testing

As for the second factor, Lileng, the EAl engineer who
designed Sealy's facility, testified that no testi ng was necessary
because the facility's conponents were ready-nade parts that would
function appropriately in the systemif they were not defective.
Lileng's testinony was not contradicted at trial. In acquiringthe
conponents for Sealy's facility, EAl provided the manufacturers
wth the specific rating levels and capacities required for EAl's
desi gn. Unli ke the highly conplex conponent systens in Revenue
Ruling 76-2567%, therefore, the conponents used in the Sealy
facility did not have to pass a critical testing stage before the
facility could operate. Simlarly, Sealy's facility did not need
to undergo a preoperational testing programas did the facility in
Revenue Ruling 76-428.7"

iil. Control of the Facility

Sealy net the indicia of physical and |egal control of the

?EAl constructed, managed, and operated the fa
behal f of Sealy under its managenent agreenent with
part ner shi p.

cility on
t he
31976-2 C. B. 46
41976-2 C. B. 47
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electric generating facility by 1984.7° |n 1982, the partnership
entered into an agreenent with the Cty for the site property and
the | ease was signed at the end of 1983. 1In 1983, Sealy acquired
the conponent parts and hired EAl to assenble them according to
EAl's design of the facility. FEAl conpleted construction of the
facility for Sealy in the sane year. Under Sealy's mnmanagenent
agreenent with EAl, Sealy retained the risk of loss while EA
constructed, managed and operated the facility on behalf of Sealy.
EAl was obligated to indemmify Sealy and hold it harm ess fromany
liabilities or obligations arising from the mal function of the
facility due to EAl's gross negligence or willful m sconduct. The
agreenent al so specified that EAl would contract for insurance at
Seal y's expense, insuring Sealy and EAl for any | oss or danage to
the facility, for products liability, and for general liability.
Sealy had title to the facility at all times and had the | egal
right to enforce the warranties that EAl obtained from the
manuf acturers of the equipnent for the facility. Sealy also

obtained a license for the use of EAI's patented high-pressure

“Rev. Rul. 76-428, 1976-2 C. B. 47, stated that the taxpayer
met this "placed in service" factor because it had physi cal
control of the unit as well as the legal attributes of ownership
such as title, risk of loss, and liability. In Rev. Rul. 79-98,
1979-1 C. B. 103, however, a taxpayer who had not yet formally
accepted the unit fromthe contractor and therefore did not carry
the risk of loss nevertheless qualified for the credit. The
taxpayer had title to the material and equi pnent incorporated in
the unit and had agreed to obtain nuclear liability insurance,
property insurance applicable to all nonnucl ear occurrences, and
an agreenent of indemification for public liability clains. The
contractor had agreed to nmaintain insurance for occurrences prior
to unit acceptance involving its materials and equi pnent and the
t axpayer's property.
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vapori zi ng process.

V. Synchroni zation Into the H& Gid

Synchroni zati on of an electric generating facility refers to
the stage at which alternating current systens, generating units,
or a conbination thereof are connected and operate at the sane
frequency so that the voltages between the systens renain
constant.’® Sone Revenue Rulings have used the date of a facility's
synchroni zation as a "placed in service" indicator.” The Tax
Court made no factual finding as to what year Sealy's facility was
synchronized into the HL& grid, and the trial testinony was
conflicting as to this fourth Revenue Ruling factor. Lil eng
testified that Sealy's facility was connected to HL& in 1983 to
enable HL&P to nonitor the electricity output and that there was no
need for synchronization at the facility because, through the use
of induction generators, it automatically mrrored the voltage and
phase of HL&P. The "synchronization factor”™ would then be
irrelevant here as the Sealy facility woul d be di stingui shable from
the facilities described in the Revenue Rulings which required
synchroni zation as a prerequisite to generating electricity for
anot her system

Lileng's testinmony was contradicted by that of |IRS agent

Leanna Cantu, who testified from notes taken when she intervi ewed

6See (gl et hor pe Power Corp. Vv. Conm ssioner, 60 T.C.M 850,
853 (1990).

"See Rev. Rul. 76-256, 1976-2 C.B. 46; Rev. Rul. 76-428,
1976-2 C.B. 47; Rev. Rul. 79-98, 1979-1 C. B. 103; Rev. Rul. 79-
203, 1979-2 C B. 94.
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Sealy partner Donald Rutt as part of the IRS audit. Her notes
reflected that, as of the date of the interview in 1985, the
facility had not yet been synchronized into the HL& grid. Rutt,
however, testified that he had never used the term "synchronized"
in his conversation with Agent Cantu.

As the Tax Court failed to make a factual finding on this
point, we cannot on appeal neke a factual finding in the first
i nstance. "8 Even so, as we have stated previously, neither the
presence nor absence of any one of the Revenue Ruling factors is
di spositive of the "placed in service" determ nation. In the
instant case, we find that the remaining Revenue Ruling factors
plus additional factual <circunstances relevant to the Sealy
facility supply sufficient indiciaof Sealy's operational status in
1984.

V. Daily or Requl ar Operation of Facility

As for this final factor, the parties do not dispute that the
el ectric generating operation was conducted regularly in 1984 even
though its performance was sporadic and the volunme of its output
was di sappoi nting. According to the undi sputed testinony at trial,
the power facility was run on a regular basis by several EA
enpl oyees. In addition to operating the landfill's gate and
collecting tipping fees, these enpl oyees nonitored the performance

of the plant fromthe facility's control room which contained a

8See Landry v. Air Line Pilots Ass'n Int'l AFL-CIO 901
F.2d 404, 423 (5th Cr. 1990), cert. denied, 498 U S. 895, 111
S.C. 244, 112 L.Ed.2d 203 (1990); Commonwealth Mrtgage Corp. v.
First Nationw de Bank, 873 F.2d 859, 869 (5th Gr. 1989), reh'g
deni ed, 881 F.2d 1071 (5th G r. 1989)(en banc).
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conputer and equipnent for neasuring pressure and tenperature
| evel s for the various conponents of the facility. The enpl oyees
took notes on the plant's perfornmance and copied them onto the
conputer printouts, creating daily reports of the facility's
generating operations. Although it is not clear fromthe record
whet her the facility was operated on a daily basis, its operation
on a regular basis suffices to denonstrate this aspect of the
facility's "placed in service" status.’”

b. Leqgi sl ative H story and Requl ati ons

The legislative history and Regulations indicate that it is
sufficient for purposes of the "placed in service" test that
Section 38 property be ready and available to play its role in an
operating facility, regardl ess of the | evel of production attai ned.
The goal of Sealy's plan was for the facility to generate
electricity, and Sealy presented evidence that the facility did
generate electricity, starting in 1984. The Tax Court's statenent
that it found no evidence to support Sealy's contention that the
facility was generating electricity in 1984 is clearly erroneous.
Lileng testified that the facility generated electricity as early
as 1984, even though the first readings fromHL&' s records were in

1985. He explained that it was likely that the electricity output

®In Rev. Rul. 76-256, 1976-2 C. B. 46, daily operation of a
generating unit was one indicator that it had been placed in
service. Rev. Rul. 79-98, 1979-1 C B. 103, stated that a "'state
of readiness and availability for a specifically assigned
function,' such as 'daily operation'" determ ned when a facility
was placed in service. The nore recent Rev. Rul. 84-85, 1984-1
C.B. 10, however, found that a facility operating on a regular
basi s had been placed in service even though it was experiencing
oper ati onal probl ens.
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in 1984 was not registered in HL&' s records because t he anbunts of
electricity generated in that year were snall. Further, Sealy
entered into an agreenent with HL&P in 1984 under which it would
sell its electricity output to the power conpany. That the
facility was unable to generate electricity at its rated capacity
does not obviate the fact that it nmet its specifically assigned
function of generating electricity.?8

Moreover, the inability of Sealy's facility to achieve or
sustain anticipated | evels of production stemmed fromthe alleged
mal f easance of the incinerator's manufacturer. The i ncinerator
that it fabricated and delivered to Sealy turned out to have far
| ess capacity than Sealy had specified inits order, crippling the
effectiveness of a key conponent of the facility. Al bei t
unsuccessful, Sealy nmade a good-faith effort to correct the
facility's operational problens by seeking out new investors to
fund a replacenent incinerator; and, in the end, the partnership's
m sfortunes caused by the faulty incinerator ultimtely forced
Sealy to declare bankruptcy. Its activities in acquiring and
operating an electric generating facility and entering into an
agreenent with HL&P constituted the operation of a business even

though the facility experienced i nsurnount abl e operati onal probl ens

8l n Rev. Rul. 84-85, 1984-1 C.B. 10, the Conmi ssioner
stated that operating at rated capacity was not a prerequisite
for a facility's operational status. This Revenue Ruling
i nvol ved an electric generating facility, simlar to Sealy's,
whi ch converted solid waste into steamenergy. The facility was
deened "placed in service" when it first becane operational even
though it operated well below its rated capacity and was
experienci ng operational problens.
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that prevented its ever achieving success.

In Pigqaly Wqgaly Southern, Inc. v. Conmni ssioner®, the Tax

Court held that refrigeration equipnent acquired for new
supermarkets was not placed in service until they were open for
busi ness, but that equipnent for renodeled stores was placed in
servi ce when purchased. The distinction was based on the concept
that property qualifying as "placed in service" had to be acquired

for an existing trade or business.® Using Pigaly Wggly as an

anal ogue, we conclude that Sealy's electric generating facility was
"open for business" in 1984: it was operating as a unit, it was
generating electricity, and Sealy had conpl eted the sal e agreenent
wth HL&P for its output. That Sealy's comercial enterprise made
hardly any "sal es" because of substantial functional difficulties
wth an essential conponent in the facility does not affect the
determnation that the facility as a whole was pl aced in service. 83

As di scussed previously, the energy and i nvestnent tax credits
were designed to stinulate private investnent in qualifying
property by allowing taxpayers with environnentally desirable

projects to inplenent them at a reduced cost. The partnership's

8184 T.C. 739, 745 (1985), aff'd 803 F.2d 1572 (11lth Gir.
1986) .

82G5ee id. at 745-48.

8As support for its "placed in service" argunent, Sealy
cites to Piggly Wagly and other "idle asset"” cases in which
courts have held that property not yet in use because of
ci rcunst ances beyond the taxpayer's control may neverthel ess be
considered to have been placed in service. |In |light of our
conclusion that the facility as a whole was operating in 1984, we
need not address the applicability of these cases to Sealy's

property.
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attenpt to create, through the purchase of various itens of
tangi bl e personal property, a unique electric generating facility
t hat woul d have the dual benefit to the community of processing and
converting its solid waste into an alternative affordable energy
source is the very type of activity Congress intended to encourage
through the energy and investnent tax credit statutes. Sealy's
m sfortune in acquiring an incinerator that failed to perform at
the level of Sealy's specifications and the mnufacturer's
(m s?)representati ons does not preclude the designation of Sealy's
property as having been placed in service in 1984, the first year
in which the entire facility was operational and generating
electricity, for purposes of depreciation deductions and t he energy
and investnent tax credits.
D. PRE- OPERATI NG EXPENSE | SSUE

Havi ng found that the property of Sealy's facility was pl aced
inservice in 1984, we turnto the issue rai sed by the Conm ssi oner
on cross-appeal. The Conm ssioner argues that the Tax Court erred
in not considering the challenge to the deductibility, under
Section 1628, of certain of Sealy's expenses. Based on the
procedural posture of the Conmm ssioner's argunent, we concl ude t hat
a remand to the Tax Court is necessary for a factual determ nation
as to when Sealy was carrying on a trade or business for purposes

of deducting expenses under 8§ 162.

84Section 162(a) states that "[t]here shall be allowed as a
deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or
busi ness. "
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The Tax Court's opinion stated that a decision would be
entered under Rule 155 of the Tax Court Rules of Practice and
Procedure.® The Conm ssioner then submitted a proposed decision
docunent disallow ng Sealy's expenses for |ocal taxes, |egal fees,
accounting fees, interest, and various other itens, based on the
Commi ssioner's positionthat these expenses were nondeducti bl e pre-
operating expenses. 8 Sealy objected, arguing that t he
Comm ssioner's conputation was inconsistent wwth the Tax Court's
opinion and with the parties' Stipulation of Facts.

In response to the Conmssioner's Mtion for Entry of
Deci sion, the Tax Court issued a post-conputation Order stating
that the Comm ssioner did not raise the issue of pre-opening
expenses at the trial and thus was i nappropriately "bootstrappi ng"
the issue after the court's "placed in service" determnation. It
held that the Conm ssioner's argunent in support of its proposed
conputation raised a new i ssue which the court woul d not consi der
at that late date.® Qur review of the record, however, reveals

that the Tax Court clearly erred in finding that the Comm ssi oner

8Rul e 155 provides that the Tax Court, after entering its
opi nion on the issues, may wthhold entry of its decision to
allow the parties to propose conputations pursuant to the court's
determ nation of the issues. See Paccar, Inc. v. Conm Ssioner,
849 F.2d 393, 399 (9th Cir. 1988).

8The Comm ssioner, consistent with the Tax Court's opinion,
al so disall owed the depreciation deductions and credits in the
proposed conputati on.

8The court in a post-trial proceeding may hear argunents
regardi ng any di sagreenents between the parties as to the anount
of the deficiency, but no argunent is permtted as to any new
i ssue. See Knowton v. Conm ssioner, 791 F.2d 1506, 1511 & n. 4
(11th Gr. 1986).
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had not raised the pre-operating expense issue at trial.

In the FPAA sent to Sealy, the Conm ssioner listed the
item zed expenses and stated that one of the reasons for the
assessed deficiency was that Sealy had failed to substantiate that
the anounts clainmed "constitute[d] ordinary and necessary busi ness
expenses and were not capital in nature."” This statenent, although
broadly worded and arguably vague in the <context of the
Comm ssioner's initial shamtheory, was sufficient to have placed
t he taxpayer on notice that the pre-operating expense theory would
possi bly be one of the Comm ssioner's argunents at trial.B88

The Comm ssioner's trial menorandumto the Tax Court further
reveals that the issue was raised at trial. The nenorandum
explicitly states that one of the issues in dispute is "[w hether,
during any of the years in issue, the Partnership was conducting
the trade or business for which it organized, or was engaged in
pre-opening activities. |.R C 8§ 195, 709." That nmenorandumal so

cited Richnond Television Corp. Vv. United States?®, a case

recogni zed as the progenitor of the pre-operating expense doctrine

88See Abatti v. Conm ssioner, 644 F.2d 1385, 1389-90 (9th
Cr. 1981)(stating that "if a deficiency notice is broadly worded
and the Conm ssioner |ater advances a theory not inconsistent
with that |anguage, the theory does not constitute new matter");
Reese v. Commi ssioner, 615 F.2d 226, 233 (5th Gr. 1980)(finding
that when the determnation "is nade in general and indefinite
terms, the taxpayer is reasonably placed on notice that the basic
el ements of a clainmed deduction, including its fact, anount and
character, are in dispute").

89345 F.2d 901 (4th G r. 1965), vacated on other grounds,
382 U.S. 68, 86 S.Ct. 233, 15 L.Ed. 2d 143 (1965)(per curian.
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under Section 162. %

Mor eover, Sealy acknow edged the pre-operating expense issue
in its ow trial nenorandum stating that the issues included
"[w het her petitioner was engaged in a trade or business and/or an
activity engaged in for profit during 1983 and 1984" and "[w het her
the anounts clained by Petitioner in 1983 and 1984 constitute
ordi nary and necessary busi ness expenses or were . . . capital in
nature." Sealy's trial nenorandum also asserted that Sealy had
properly classified its expenditures as ordinary or capital.

Finally, the record reveals that the Comm ssioner's opening
argunent at trial noted the pre-operating expense theory as an
issue.®® In light of the foregoing, we find that the court erred
in stating that the Comm ssioner failed to rai se the expense issue
at trial and conclude that the Tax Court should have reached the
factual issue whether Sealy's expenses were incurred whil e engaged
in a trade or business.

Al t hough the facts considered for both the "placed in service"

i ssue and the pre-operating expense issue substantially overl ap,

%9See Fi shman v. Conmi ssioner, 837 F.2d 309, 312 (7th Cr.
1988), cert. denied 487 U S. 1235, 108 S.Ct. 2902, 101 L.Ed.2d
935 (1988); Johnsen v. Conm ssioner, 794 F.2d 1157, 1160 (6th
Cir. 1986).

%1The Comm ssioner's opening argunent stated that "the
operati ng expenses were disall owed under [a] pre-opening expense
theory" and that the second major issue, in addition to the
"placed in service" issue, was "whether during any of the years
at issue the partnership was conducting a trade or business for
which it was organi zed before being engaged in pre-opening
activities." The Comm ssioner also told the court that the
determnation of this issue "mainly affect[ed] the deductibility
of clai med operating expenses."”
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the issues call for separate determ nations wunder different
sections of the Internal Revenue Code. The Tax Court recognized
the discreteness of the two issues in its post-conputation O der
when it rejected the Conm ssioner's proposed disallowance of
Seal y's expenses under the pre-operating expense theory. As we
cannot make such a factual finding in the first instance, and the
Tax Court failed to address whet her Sealy was engaged in a trade or
busi ness when it incurred the chall enged expenses, we nmust renmand
this issue to the Tax Court.

I n doing so, however, we note that the facts available to us
inthe record to date strongly mlitate in favor of a finding that
Sealy was engaged in a trade or business sonetine in 1983.% The
record shows that in that year, Sealy operated the landfill,
accepted tipping fees for waste disposal, |eased the property on
which it built and operated the facility, obtained the necessary
permts and licenses for operating the facility, conpleted
construction of the facility, and operated the incinerator. In
light of cases addressing the question whether a taxpayer is
engaged in a trade or business, these facts seem sufficient to
support a finding that Sealy was not engaged in pre-opening

activity in late 1983, but instead was carrying on a trade or

2 n Conmmi ssioner v. Lincoln Savs. & Loan Assoc., 403 U.S.

345, 32, 91 S.Ct. 1893, 1898, 29 L.Ed.2d 519, (1971), the
Suprene Court stated that "[t]o qualify as an all owabl e deducti on
under Section 162(a) . . . an itemnust (1) be 'paid or incurred

during the taxable year,' (2) be for 'carrying on any trade or
busi ness,’' (3) be an 'expense,' (4) be a 'necessary' expense, and
(5) be an 'ordinary' expense." The second requirenent is at

i ssue in the instant case.
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busi ness.® Further, the parties stipulated that Sealy had a valid
busi ness purpose and had never been a sham satisfying the
threshold "profit notive" requirenment of Section 162.°% On remand
the Tax Court nust determ ne when Sealy's start-up period ceased
and its activity of operating a trade or business began, and nust
t hen exam ne each of the disall owed expenses to determ ne whet her

any are capital in nature.® As stated previously, we |eave the

9%See Aboussie v. United States, 779 F.2d 424, 428 (8th Cir.
1985) (affirmng district court's finding that partnership was not

carrying on a business until its housing project was
substantially ready for rental); Blitzer v. United States, 684
F.2d 874, 880-81, 231 Ct.d. 236, (Ad. C. 1982)(per

curiam (corporation may be considered to be engagi ng in business
when it begi ns busi ness operations even if inconme production has
not begun); Richnond Television Corp. v. United States, 345 F. 2d
901, 905 (4th Cr. 1965)(television station not carrying on trade
or busi ness because had not yet obtained |icense or begun
broadcasting), vacated on other grounds, 382 U S. 68, 86 S.Ct

233, 15 L.Ed.2d 143 (1965)(per curiam

%See Commi ssioner v. Groetzinger, 480 U S 23, 35, 107
S.Ct. 980, 987, 94 L.Ed.2d 25, (1987) ("we accept the fact
that to be engaged in a trade or business, the taxpayer nust be
involved in the activity with continuity and regularity and that
the taxpayer's primary purpose for engaging in the activity nust
be for inconme or profit"); Hayden v. Conm ssioner, 889 F.2d 1548,
1552 (6th Gr. 1989); Brannen v. Conmi ssioner, 722 F.2d 695, 704
(11th Cr. 1984); Cooper v. Conm ssioner, 88 T.C 84, 108-109
(1987).

®See Lincoln Savs. & Loan Assoc., 403 U. S. at 354, 91 S. C
at 1899, 29 L.Ed.2d at (controlling feature of capital
paynment is that it serves to create or enhance separate and
distinct additional asset); Fishman v. Conm ssioner, 837 F.2d
309, 312 (7th Gr. 1988)(expenses incurred before taxpayer's
trade or business begins to operate are not deductible); El Paso
Co. v. United States, 694 F.2d 703, 714 (Fed. Cr
1982) (recogni zing that 8§ 162 deduction may be available to
corporation not yet carrying on revenue produci ng operations);
Blitzer, 684 F.2d at 880 (expenses before start of revenue
produci ng operations deductible under 8 162 if not "in the nature
of start-up costs nor intended to provide benefits extending
beyond the year in question").
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task of fact-finding to the Tax Court given its failure to address
the pre-operating expense i ssue when the Conm ssioner raised it at
trial.
11
CONCLUSI ON

For the foregoing reasons, we reverse the Tax Court's finding
regarding the "placed in service" determ nation and hold that, for
pur poses of depreciation and the energy and i nvestnent tax credits,
the property in Sealy's electric generating facility was placed in
service in 1984. Accordingly, we remand the case to the Tax Court
for a calculation of Sealy's tax liability for 1983 and 1984 not
i nconsistent with this opinion. W alsoremand for a finding as to
when Sealy was carrying on a trade or business for purposes of
deducting its expenses under § 162. Finally, we affirm the Tax

Court's ruling on the FPAA issue.

44



