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United Telecommunications, Inc. v. Commissioner, 67 T. C. 760 (1977)

Depreciation  on  construction-related  assets  used  in  building  new  section  38
property cannot be capitalized into the basis of the constructed asset for investment
credit purposes if an investment credit was previously taken on those construction-
related assets.

Summary

In United Telecommunications, Inc. v. Commissioner, the U. S. Tax Court addressed
whether depreciation on construction-related assets could be included in the basis of
self-constructed new section 38 property for calculating the investment credit. The
court  upheld  the  IRS’s  regulations,  ruling  that  such  depreciation  could  not  be
capitalized if an investment credit had previously been taken on the construction-
related assets, even if their useful life was less than 8 years. This decision was based
on a regulatory scheme designed to prevent double investment credits, emphasizing
the trade-off between not recapturing the credit and disallowing capitalization of
depreciation.

Facts

United  Telecommunications,  Inc.  (UTI)  constructed  telephone  and  power  plant
properties qualifying as new section 38 property. UTI sought to include in the basis
of these self-constructed assets the depreciation on assets used during construction.
The IRS allowed this for assets on which no prior investment credit had been taken
but disallowed it for assets with prior credits, particularly those with useful lives
between 4 and 8 years.

Procedural History

The case initially came before the U. S. Tax Court in 1975, where the court found
that depreciation on construction-related assets could be capitalized into the basis of
the constructed asset if no prior investment credit had been taken. The current issue
arose from UTI’s  objection to  the IRS’s  Rule 155 computation,  which excluded
depreciation on construction-related assets with prior credits from the basis of the
new section 38 property.

Issue(s)

1. Whether depreciation on construction-related assets with useful lives of at least 4
but less than 8 years, on which an investment credit had been previously taken, can
be capitalized into the basis of the self-constructed new section 38 property for
purposes of determining qualified investment?

Holding

1. No, because the IRS’s regulatory scheme, designed to prevent double credits,
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disallows  the  capitalization  of  depreciation  on  construction-related  assets  if  an
investment credit was previously taken, even for assets with shorter useful lives.

Court’s Reasoning

The court upheld the IRS’s regulations under sections 1. 46-3(c)(1) and 1. 48-1(b)(4)
of the Income Tax Regulations. These regulations create a trade-off: the IRS treats
depreciation on construction-related assets as “allowable” to avoid recapturing the
investment credit, but in return, it disallows the capitalization of this depreciation
into the basis  of  the constructed asset.  This  approach prevents taxpayers from
receiving a double investment credit. The court noted that while this balance might
not always be equitable, it was a reasonable interpretation of the statute aimed at
preventing abuse. The court declined to rewrite the regulations to accommodate
UTI’s argument that a proportional amount of depreciation should be capitalized
based on the percentage of basis not included in qualified investment for assets with
shorter useful lives.

Practical Implications

This decision impacts how companies calculate the basis of self-constructed assets
for investment credit purposes. It clarifies that depreciation on construction-related
assets cannot be capitalized if an investment credit was previously taken, regardless
of the asset’s useful life. Legal practitioners must ensure clients are aware of this
limitation when planning investments and calculating tax credits. This ruling also
reinforces  the  IRS’s  authority  to  interpret  tax  statutes  through  regulations  to
prevent potential  abuses,  such as double credits.  Future cases involving similar
issues will likely reference this decision to support the IRS’s regulatory framework.
Businesses  must  consider  these  rules  when planning  construction  projects  and
managing  their  tax  liabilities  to  avoid  unexpected  disallowances  of  investment
credits.


