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Illinois Power Company, Petitioner v. Commissioner of Internal Revenue,
Respondent, 83 T. C. 842 (1984)

Property is  considered constructed by the taxpayer if  the work is  done for the
taxpayer in accordance with its specifications, focusing on the taxpayer’s control
over the construction process.

Summary

Illinois Power Company constructed a power station unit and faced a tax dispute
over the applicable investment tax credit rate. The court held that the company
constructed rather than acquired the unit, as it exerted significant control over the
construction process, including design specifications and oversight. The decision
hinged on the extent of the taxpayer’s control, leading to a partial allowance of the
higher tax credit rate only for the portion of construction completed after a specific
date.  Additionally,  the  court  ruled  that  certain  revenues  collected  from  gas
customers  were  taxable  in  the  year  received,  despite  being  subject  to  future
regulatory adjustments.

Facts

Illinois Power Company constructed unit 3 of the Baldwin Power Station, which
began in 1971 and was completed in 1975. The company engaged Sargent & Lundy
for  design  and  Baldwin  Associates  for  construction.  Illinois  Power  maintained
significant  control  over  the  project,  including  purchasing  major  components,
approving specifications, and overseeing construction. It also charged higher rates
to certain gas customers in 1974 and 1975, with the excess funds held pending
further regulatory orders.

Procedural History

Illinois  Power  filed  federal  income  tax  returns  for  1975  and  1976.  The  IRS
determined deficiencies and disallowed full application of a higher investment tax
credit rate for the power station’s construction. Illinois Power contested this in the
U. S. Tax Court, which heard the case and issued its opinion on November 29, 1984.
The decision was affirmed in part and reversed in part by an appeals court on June
6, 1986.

Issue(s)

1. Whether unit 3 of the Baldwin Power Station was constructed by or acquired by
Illinois Power for purposes of computing the investment tax credit.
2. Whether amounts designated as Rider R income, collected from certain gas utility
customers, constitute taxable income in the year of receipt.

Holding
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1.  Yes,  because Illinois  Power exercised active and significant  control  over the
construction details, including design specifications and oversight, making unit 3
constructed by the taxpayer.
2. Yes, because the Rider R income was received under a claim of right and was
available for general corporate use, making it taxable in the year of receipt.

Court’s Reasoning

The court analyzed whether Illinois Power’s control over the construction process
meant it constructed rather than acquired unit 3. It applied IRS regulations focusing
on the taxpayer’s right to control the details of construction, finding Illinois Power’s
involvement pervasive. The company’s role in design, purchasing, and oversight was
deemed sufficient to classify the work as done in accordance with its specifications.
Regarding  Rider  R  income,  the  court  applied  the  claim  of  right  doctrine,
determining that  the funds were received unconditionally  and used for  general
corporate purposes, thus taxable in the year of receipt. The court distinguished this
case from others by emphasizing the degree of control and the nature of the funds’
use.

Practical Implications

This decision clarifies that for investment tax credit purposes, a taxpayer’s degree of
control over construction can determine whether property is considered constructed
or acquired. Businesses must carefully document their involvement in projects to
support their tax positions. For utility companies, this ruling implies that similar
construction projects will be scrutinized for control elements, potentially affecting
tax credit eligibility. The ruling on Rider R income underscores that funds received
without restrictions are taxable, even if subject to future regulatory adjustments,
impacting how utilities manage and report such revenues. Subsequent cases have
referenced  this  decision  when  determining  the  tax  treatment  of  construction
projects and utility revenues.


