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CPI Nl ON AND PRELI M NARY ORDER

The Revenue Departnent assessed Janes Ri ver Pennington, |nc.
("Taxpayer") for State sales tax for the period May 1989 through
April 1989, State use tax for the period April 1989 through March
1990, and Choctaw County use tax for the period April 1989 through
April 1990. The Taxpayer tinely appealed to the Adm nistrative Law
Division. GCeorge E. Rogers, Paul Gay, Allan E. Stinchfield and K
E. Scarasbrick represented the Taxpayer. Assistant counsel Duncan
Crow represented the Departnent.

The Taxpayer owns and operates a |large paperm |l in Choctaw
County, Al abama. The issue in this case is whether equipnent and
materials purchased and used by the Taxpayer on a construction
project at the mll during the period in issue were exenpt from
sales and use tax pursuant to the sales and use tax pollution
control exenptions at Code of Ala. 1975, §8§40-23-4(16) and 40-23-
62(18), respectively.

The Taxpayer's paperm || was constructed in approxi mately 1958
and has operated continuously since that tine. The |ast major
renovation at the mll prior to the project in question was in

1984.
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The paper industry discovered in 1985 that trace anounts of
dioxin existed in both the liquid effluents ("sludge") and the pulp
produced by papermlls. D oxin is a dangerous chem cal poll utant
that is regulated by the Environnental Protection Agency ("EPA")
concerning dioxin in water, and the Federal Drug Adm nistration
("FDA") concerning dioxin in food-contact paper products. Dioxin
is formed during the pul p bl eachi ng process when el enental chlorine
gas comonly used in the bleaching process reacts with certain
chem cals in the unbl eached pul p.

The dioxin level in the sludge emtted from the Taxpayer's
mll during the m d-1980's exceeded the recommended maxi mum | evel
of .013 parts per quadrillion previously established by the EPA

Al abama had not established a maxi mum |l evel for dioxin in water at
that tinme, but was required by the 1987 Cean Water Act to
eventually adopt either the strict EPA standard or sone other
def ensi bl e standard. The FDA was al so studying the problem of
dioxin in food-contact paper products in the late 1980's, but had
not yet set a maxinmum/level for dioxin in pulp. Not know ng what
maxi mum | evel s Al abana and the FDA woul d establish, the Taxpayer
decided in 1989 to take affirmative action to reduce dioxin to a
non-detectible level in both the sludge and the pulp at its mll.

Dioxin is caused by the use of chlorine in the bleaching
process. The anmount created is so snall that once fornmed it cannot
be renoved with existing technology. Consequently, dioxin can only
be elimnated by substituting chlorine dioxide for chlorine in the

bl eachi ng process so that dioxin is not forned in the first place.
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The Taxpayer thus commtted to making the necessary changes in its
bl eachi ng system through the chlorine di oxi de generator and bl each
pl ant nodification project ("project”). It is the equipnment and
materials used on that project that are in issue in this case.

The Taxpayer concedes that the project increased the pulp
qual ity and production capacity of the mll. However, the Taxpayer
argues that the equi pnent and materials used on the project should
still be exenpt from sales and use tax because the primary inpetus
behi nd the project was pollution control.

The Departnent argues that the equipnent, naterials, etc. used
on the project should not be exenpt because they are part of and
necessary to the Taxpayer's production process.

The Taxpayer conpleted a "Capital Appropriations Request”
(Taxpayer Exhibit 1) concerning the project in March 1989. That
docunent describes the equi pnent and plant nodifications necessary
for conpleting the project, and the reasons for and expected
benefits from the project. Excerpts from Exhibit 1 are set out
bel ow.

A March 21, 1989 letter on page 2 reads in part as follows:

: . This project is designed to reduce dioxin levels in
Naheola's bleached pulp to non-detectable |evels.
Elimnation of the hypochlorite bleaching stage wll
elimnate formation of chloroforns in the effluent and
enhance pulp quality. Naheol a sanitary products and
bl eached board wutilized in food service and food
packagi ng products nake the m Il particularly sensitive
to the dioxin issue.

* * *
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All elenents of this project will be engineered wth
future pul ping expansion plans in mnd. Capacities and
process capabilities will acconmodate 1800 bl eached pul p
tons per day or wll be readily expandable to that
production rate. The alternative of nodifying the
existing plant to current capacities was eval uated for
capital conparison. This option would require 36.0 MM

The argunent could be nmade that the project as it is
bei ng subm tted includes approxi mately 15.0MM i ncrenent al
i nvestnent to achieve a future production of 1800 ADTPD.

The "Capital Appropriations Request” on page 5 states in part

as foll ows:

: A non-detect |level of dioxins in pulp is the main
goal of this project, and every effort is being nmade to
nove as fast as feasible.

The "Summary of Econom c Benefits" on page 6 reads as
fol | ows: There are cost savings to be
realized with high substitution of chlorine dioxide by
reduci ng chem cal usage, but it is very site specific and
cannot be quantified at this tine. The prinmary inpetus
for the project is the reduction of dioxins in our
products to a non-detect |evel. The elimnation of
hypochlorite in the bleaching process will inprove the
strength and quality of pulp and elimnate formation of
chlorofornms in the effluent.

The "Executive Sunmary" beginning on page 7 states in part as
fol | ows:

There is within Janmes River, and all other bleached pulp
mlls in the United States, a strong need to reduce
dioxin to a non-detect level in all products. This is an
especially high priority at Naheola in view of the food
contact Paperboard Packaging and D xie base stock
produced from Naheol a pul p.

Recent research and sone industrial experience has shown

that dioxin can be reduced/elimnated by significantly
reduci ng el enental chlorine in the first bl eaching stage.

The nost cost-effective way to acconplish this is by
increasing chlorine dioxide in the first stage to a 50%
- 70% substitutional |evel

An increase in pulp quality and strength can also be
acconplished at this tine by elimnating the hypochlorite
fromthe bl eaching processing.



This project has nmany benefits from an environnenta
standpoint quality inprovenents and also addresses a
production increase. The chlorine dioxide generator and

bl each plant nodifications were originally incorporated

in the overall chem cal recovery-pul ping expansion at

Naheol a. Due to the high priority need to reduce the

dioxin content in our products to a non-detect |evel

this project requires noving ahead as quickly as

possi bl e.

Installation of the chlorine dioxide generator and

nodi fications to use high substitution in the first stage

will require about $20 million of this capital. It is,

however, prudent to seize the opportunity to elimnate

hypo chlorite altogether for inproved quality and address

t he pl anned production increase at the sane tine.

Finally, the "Qualitative Engi neering Assessnent” on pages 9-
17 of Exhibit 1 describe in detail the technical aspects of the
proj ect .

The pollution control exenptions in issue apply to property
"acquired primarily" or "placed in operation primarily" for
pol l ution control purposes. See, Code of Ala. 1975, §8§40-23-4(16)
and 40-23-62(18), respectively. |If property is acquired primarily
for pollution control purposes, the exenption is not |ost because
the property may also be used in the production of goods or
servi ces. On the other hand, property is not exenpt if it is
acquired primarily for the production of goods or services, even

though it may also serve to control pollution.® In other words,

! The exenption also does not apply to equipnent or a

facility used for pollution control if the taxpayer's primary

busi ness activity is pollution control. In that case, the
taxpayer's primary notive for acquiring the equipnment or facility
is to make a profit, not pollution control. See, Chem cal Waste

Managenent, Inc. v. State, 512 So.2d 115 (hazardous waste facility
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the primary reason why the property is purchased is controlling.

Under the "acquired primarily" test, the sanme property nmay be
exenpt in sone instances and taxable in others. For exanple, if a
busi ness purchased equi pnent necessary to its production process
either to get started in business or to replace worn-out or
obsol ete equi pnent, the exenption would not apply even if the
equi pnent also served to control pollution. However, if the
equi pnent, although used in the production of goods or services,
was purchased primarily because it better controlled pollution

then the exenption would apply. The equi prent woul d be exenpt

t axabl e because the taxpayer acquired it to nmake a profit); See
al so, Adm n. Docket No. U. 91-144 (exenption denied to equi pnent
used by conpany engaged in wastewater disposal business); Adm n.
Docket No. S.90-257 (exenption denied to equi pnent used by conpany
engaged i n asbestos renoval business) and Adm n. Docket No. U. 88-
107 (exenption denied to containers, trucks, etc. used by conpany
engaged in residential and comercial solid waste disposal
busi ness) .
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because it would not have been acquired "but for" the pollution
control notive

Whet her property is acquired primarily for pollution control
purposes is a question of fact that nust be decided on a case-by-
case basi s.

The project clearly allowed the Taxpayer to increase and
enhance pulp strength and quality and also expand the pulp
production capability of the mll. However, the Taxpayer's primary
reason for wundertaking the project was to reduce pollution by
elimnating dioxin in its bleaching process. Consequently, al
equi pnent and nmaterials necessary to convert the Taxpayer's
bl eaching process to a non-detect |evel of dioxin was acquired
primarily for pollution control purposes and thus is exenpt from
sal es and use tax.

However, it is not clear whether all of the property in issue
was necessary or used primarily to convert the Taxpayer's bl eaching
systemto a non-detect |level of dioxin. |If some of the property
was included primarily to increase the capacity of the mll or for
sone ot her reason not necessary for reducing dioxin, those itens
woul d not be exenpt. Frankly, | do not sufficiently
understand the technical aspects of the project to be able to
determ ne what equi pnment and materials were necessary to change the
bl eachi ng system and what equi pnent and materials, if any, were
included primarily to increase production capacity, enhance
quality, or for some other purpose unrelated to pollution control.

Consequently, the Taxpayer is directed to submt a witten report



8

to the Adm nistrative Law D vision explaining why the different
equi pnent purchased on the project was necessary or included in the
project. The report should be submtted by Septenber 23, 1994.
The Departnment will be allowed to respond. A subsequent hearing
wi Il be scheduled if deenmed necessary, after which a Final Oder
will be entered.

Entered on August 24, 1994.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



