Pepcol Mfg. Co. v. Commissioner of Internal Revenue, 98 T.C. 127 (1992)

A Treasury Regulation that excludes “animal waste” from the definition of “solid
waste” for the purposes of claiming investment tax credits for recycling equipment
is invalid because it is inconsistent with the statute and legislative history.

Summary

Pepcol Manufacturing Co. processed animal bones, a waste product from meat
fabrication, into gelatin bone. Pepcol claimed an investment tax credit for recycling
equipment, arguing its bone-processing equipment qualified. The IRS denied the
credit, citing a Treasury Regulation that excluded “animal waste” from the definition
of “solid waste” for recovery equipment. The Tax Court held that the regulation was
invalid, finding it inconsistent with the statute’s broad definition of solid waste and
legislative intent to encourage recycling. The court concluded Pepcol’s equipment
qualified for the investment tax credit as recycling equipment.

Facts

1. Pepcol Manufacturing Co. processed animal parts, specifically bones from
“boxed-beef” fabrication, which were waste products from the meat industry.

2. Pepcol constructed a bone-processing facility in 1979, which became
operational in January 1980, physically separate from its rendering facilities.

3. The primary product of this facility was gelatin bone, sold mainly to the
photographic industry.

4. Boxed-beef fabrication led to a large volume of animal bones that traditional
rendering processes couldn’t handle due to decreased protein content and
transportation issues.

5. Pepcol’s process involved chopping, grinding, and separating the bones to
produce gelatin bone, the first commercially marketable product.

Procedural History

1. The Commissioner of Internal Revenue determined a deficiency in Pepcol’s
federal income tax for the year ending February 29, 1980, disallowing the
investment tax credit.

2. Pepcol petitioned the Tax Court for review.

3. The case was submitted to the Tax Court fully stipulated.

Issue(s)

1. Whether Pepcol’s bone-processing equipment constitutes “recycling
equipment” under Section 48(1)(6) of the Internal Revenue Code, thus
qualifying for the investment tax credit as “energy property.”

2. Whether Treasury Regulation § 1.48-9(g)(1), which excludes “animal waste”
from the definition of “solid waste” for recovery equipment, is a valid
interpretation of the statute.
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Holding

1.

2.

Yes, Pepcol’s bone-processing equipment constitutes “recycling equipment”
because it processes solid waste (animal bones) into a usable raw material
(gelatin bone).

No, Treasury Regulation § 1.48-9(g)(1)’s exclusion of “animal waste” is invalid
because it is inconsistent with the statute and legislative history defining “solid
waste.”

Court’s Reasoning

The Tax Court reasoned that:

The

Statutory Language and Intent: Section 48(1)(6) of the IRC defines
“recycling equipment” broadly as equipment used to recycle “solid waste.” The
statute does not explicitly exclude animal waste.

Definition of Solid Waste: The court referenced the Solid Waste Disposal Act
and related regulations (§ 1.103-8(f)(2)(ii)(b)), which define “solid waste” to
include “garbage, refuse, and other discarded solid materials, including solid-
waste materials resulting from industrial, commercial, and agricultural
operations.” The legislative history of this act specifically mentions “wastes
from slaughterhouses.”

Inconsistency of Regulation: The Treasury Regulation inconsistently treats
“solid waste,” excluding animal waste for “recovery equipment” (recycling to
recover raw materials) but including it for “conversion equipment” (converting
waste to fuel). The court found no statutory basis for this distinction.
Legislative History Examples: While the legislative history provides
examples like metal, textile fibers, and paper in recycling, it does not suggest
these are exhaustive or that a “same type or similar end-product requirement”
exists. The focus is on recovering “usable raw materials.”

Rejection of “Clarification” Argument: The court dismissed the IRS’s
argument that the animal waste exclusion was a mere “clarification,” finding it
an unsupported and invalid narrowing of the statutory definition.

Policy Considerations: The court emphasized the broader legislative purpose
of encouraging recycling to conserve energy and natural resources, and to
alleviate landfill and incinerator problems. Excluding animal waste would
undermine this purpose.

court concluded that the regulation’s exclusion of animal waste was an

“impermissible interpretation of the statute” and was “unreasonable and plainly
inconsistent with the revenue statutes.”

Practical Implications

Pepcol clarifies that Treasury Regulations must be consistent with the plain
language and legislative intent of the Internal Revenue Code. This case is significant
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for tax law and administrative law because it demonstrates the limits of regulatory
authority when regulations contradict statutory definitions and purposes. It means:

* Narrow Interpretation of Regulations: Courts will scrutinize Treasury
Regulations, especially legislative regulations, to ensure they do not
improperly narrow or expand statutory terms without clear Congressional
intent.

» Broad Definition of Solid Waste: The definition of “solid waste” for
recycling tax credits is broad and includes agricultural and animal waste,
despite regulatory attempts to narrow it.

» Investment Tax Credit Opportunities: Businesses engaged in recycling
animal waste into usable raw materials can claim investment tax credits for
recycling equipment, despite the invalidated regulation.

» Future Regulation Drafting: Agencies must provide clear and justified
reasons when creating regulations that deviate from the plain meaning of
statutes, especially when dealing with definitions explicitly provided in
legislation and related acts.

This case has been cited in subsequent tax cases concerning the validity of
regulations and the interpretation of tax statutes related to credits and deductions,
reinforcing the principle that regulations cannot contradict the clear intent of the
statute.
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