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SUMMARY OF SICNIFICANT PROCEDURES

N | Reviewed 1995, 1996, and 1997 tax returns.
B (Read g lo federal tax. |

Obtained a list of FPL settlements with the IRS for the past five years and reviewed part of the
IRS revenue report for these settlements.

Obtained a list of all items now pending in litigation with the IRS,

Interviewed company personnel 1o obtain an explanation of the issues involved in the
settlements in the past five years and issues now in litigation.

Reviewed deferred tax accounts,
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AUDIT DISCLOSURE 1 ConFrpen

SUBJECT: DEFINITION OF GREY TAX AREAS
STATEMENT OF FACTS:

The company representative stated they do not have a definition of grey tax arcas.

We asked what the company criteria was for deciding to take an aggressive stand or position on
a tax item. The company stated that they do not have any criteria in writing. They may research
a position and determine what the probability of success would be. In answer to our request for
a list of grey tax arcas and/or a list of aggressive stands, FPL provided us with a list of FPL tax
itemns that are in litigation with the IRS.

mﬁmwmmrmm 1996 and 1997, we determined that
sport certain items on the I 275, Disclosure Form, [ The company explained

mmmmmumummummwmmmmmmm
National issues are issues that the IRS is raising with other utilities.

mhlmmmwmuuhdrwt}uynneﬂemd,themm.or u:hynr mdthcdm

an amended return was filed. They provided us with a representative to discuss the issues along
with a spreadsheet showing the information. This is included as an exhibit to this disclosure.

Litigation Issues

The issues were separated into issues that FPL was claiming a refund for and issues on the tax
returns that the IRS was disputing with FPL.

C. Transitional Rules-Depreciation

D. Transitional Rules- ITC

E. 1341 Deduction

F. Research and Experimental Credits.

Other FPL Litigation |
G. Asbestos Removal Costs

H. Depreciation on Asbestos Removal Costs
. Research & Experimental Credits.

FPL stated that they are not recording any interest for any of the iteins under litigation. The
stated that they recorded deferred tax for one position that is now under litigation. That
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is the Section 1341 position. This is discussed undcr scction E below. In order for staff to
determine that this is the o "“‘j -‘-";::,*-“.-. «m for which the company is recording deferred tax,
staff sclected the month of June 98 the deferred tax recorded  StafT determined that
mmmmmahmduhmncmmmwm

matter. This is discussed under sections C and D below.

A._Fuel Tax Credit,

This is a dollar for dollar tax credit on tax for “certain ofT highway vehicles.™ The company
identified and stated that they were entitled to a refund for these vehicles. The company filed
an amended retum for the years 1988 through 1992 for a total amount of $833,119 in December
1995. IRS has a disagreement with the vehicles that FPL identified as ofl highway use.

B. Repair Expense Deduction - This issue addresses the expense so the ¢ffect on the tax return
would be 35%.

This was an item FPL brought up to the IRS. FPL has taken the position that certain items
capitalized should have been “eductible repairs for tax purposes. For example, a gasket could
cost $700,000. The PSC says this is a retirement unit. FPL says this particular gasket does not
extend the life and should be expensed for tax purposes. FPL and the IRS engineers are in the
process of determining this issue. The disputed expense amount for 1988 through 1992 is
$210,926,534. The amended court petition was filed in May 96.

C and D. . Transition Rules - Depreciation and [TC - The depreciation is a 35% issue and the
ITC is a dollar for dollar credit.

In 1986 the investment tax credit was repealed. At that time, transitional rules were put into
effect. To take advantage of the transitional rules for ITC there had to be a binding contract as of
March 1986 and for depreciation there had to be a binding contract as of December 1986. 1f a
binding contract was in effect at these dates, the transitional rule allowed FPL 1o continue to take
ITC and depreciation with the method used prior to the Tax Reform Act of 1986, FPL says that
state law obligates them to serve all people in franchisc arcas. The company is claiming any
upgrades needed or new items needed to meet their obligations, for the franchise arcas,
constitutes a binding contract. Therefore, the company claims depreciation for 1988 through
1992 and ITC for 1987 through 1990 for items connected with the obligations in the franchise
areas in the amounts of $7,373,756 depreciation and $125,263 911 for ITC. The amended tax
return was filed in December 95,

Thmwﬂdﬁjﬁuﬂﬁmm for the tax years 1996 and 1997 for
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The tax wHIMMIWuﬁ;mﬂﬁrw,—ﬂm 1988,
1989 and 1 (li-yuu company claims the state law constitutes a binding agreement and
the transitional rules ssy  is the method to use.) This was also done for 1998. The
company explained that prior 1o 1996 the tax depreciation was calculated on MACRS which in
effect was calculating tax depreciation as if the obligation in the franchise areas under state were
not binding.

- This is a dollar for dollar credit.

For the years 1989 through 1992, the IRS said that none of the items claimed on FPL’s returns
qualified as research and experimental credits. The amount was $5,739,134.  FPL said that the
IRS did not give a reason why these would not qualify and are fighting this in litigation. FPL
performed a study of all other items in the company and came up with more items that they
believed would qualify for research and experimental credits in the additional amount of
$2,301,477 for the years 1989 through 1992. FPL filed an ame« nded retumn for the additional
amount in December 1995.

Gand H _Asbesios Removal - This issues address the expenses dollars. The effect on the tax
return would be 35%.

The IRS says that the money spent to remove asbestos should be capitalized. FPL says costs to
remove asbestos is a current deduction. IRS says that the elimination of a potential health
hazard increases the value of the property. The total disputed asbestos costs net of depreciation
calculated by FPL for 1988 through 1992 is §11,623,014,

E._134] Deduction
This is a dollar for doilar deduction on the tax calculation.
Background

The corporate tax rate was 46% up to and including 1986. The rate was reduced to 34 percent in
mid-1987. For the years 1987, 88 and 89 the customers were billed at rates which were
established prior to the tax rate reduction 10 34%. The PSC required the company to submit a
tax saving filing in 87, 88 and 89 and to make refunds to customers for billing with rates that
inclu od 46% taxes when tax rates were actually 34%. In 1990 the commirsion ordered FPL to
roll back rates across the board, reducing each rate class by 65 cents.

For the years 87, 88 and 89 this tax savings refund was recorded as a revenue reduction like a
normal refund by debiting revenues and crediting the refund account.

[ssue

The issue is described in the IRS “Coordinated Issuc Papers™ dated April 24, 1995, These

5
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papers are not official pronouncements by the IRS, but set forth the IRS' current thinking.
The excess deferred taxes and section 1341 issue is as follows:

“Whether the taxpeyer, a regulated public utility, may compute its Federal income tax liability
under the provisions of section 1341(a) of the Internal Revenue Code after making rate
reductions ordered by the appropriate regulatory suthority related 1o ‘excess deferred taxes’
created as a result of the lowering of the Federal statutory tax rate by the Tax Reform Act of
1986",

According to the paper “If an item is 1o be granted special computations provided by Section
1341, that item must be shown to have been included in gross income in a prior taxable year
because it appeared that the taxpayer had an unrestricted right to such item ((1341(aX1))."
Also, the IRS must consider the item a deduction to income, not a reduction of income. The
paper gives examples of three prior cases Jowa Southern, Roanoke, and SouthWestern Encrgy.
and points out that “As the ‘return’ of excess deferred taxes by regulatory bodies represents a
future reduction in income and not & current deduction from income, the provisions of Section
1341 are not available.”

Positions

FPL's position is that they are refunding the rates back 1o the customer because of the rate
reduction by the commission in 1990 and that part of that 65 cent rate roll back included excess
deferred taxes, which were collected at 46%. The IRS believes that the refund is a subsequent
event taking place in 1990 and forward, not a result of a refund flowing back to the customer
and not a Section 1341 item. FPL still contends that the excess deferred tax piece in the mte

reduction belongs to prior years.
FPL believes that they are entitled to Section 1341 treatment.

/ started 10 take the Section 1341 treatment on the tax return. Because of
v recorded a deferred income tax to offset the current tax deduction in
Ihnmﬂyn. Thjﬂﬂ would be debit deferred tax expense (account 410) and credit
mmmm(mmmmmwumw
$11,777,802 for 1988 through 1992.

Review of 1995, 1996 and 1997 FPL Company tax returas (Disclosure Form 8275)

Staff reviewed the tax returns in |  dgtermine if they filed Form 8275, Disclosure
Statement. The company filed th hnh 995 and 1997.

in 1995 they disclosed that they +vere making an IRC Section 1341 adjustment in the smount of
$3,210,275 for a refund of excess deferred taxes to customers. This is discussed above under E,
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AUDIT DISCLOSURE 2

STATEMENT OF FACTS:

Mmhwdl“ id wmmw 1998, determined that
isiness meal expenses for tax purposes, the company double counted

nuhwﬁﬂlrm#_ pitalized costs, resulting in an overstatement of FPL's taxable
income and tax liability. One repo _mumuummm
meals. They calculated taxes added both reports together and were not made aware

uhuﬂﬁmmhhﬁumwmm Therefore, capital
meals were double counted for the taxable income from 1992 through 1996.

The double counting of capital meals was calculated to be $2.7 million for the years 1993
through 1996. Tﬁﬂhlmmcﬁﬂd‘m:’m The internal sudit stated
that the corporate tax ent will provide an adjustment to the IRS for inclusion in the
current review. “The 1997 tax return was not submitted yet, and will reflect the proper
adjustment.
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HMMWWNNMMDAVEMREMTAX
MATTERS. 10/1398. AND OTHER MEETINGS WITH DAVE HUSS

1. Definition of grey tax matters.

The company represent; /8 that they do not have a definition of & grey tax area. The
that these are items that FPL be would be raised by \ae [RS, and they are national issues.
Items on 8275 are sed in Section 5 below,

2. Utility's criteria for determining grey tax areas,

Tbemﬁuunullh-!nihl'hinwri&u They may research a position and determine
what the probability of success would be.

3. Litigation issues.
mmm.mawmummmmumwmmm
litigation with the IRS from 1988 through 1992, The list is included as wp 54-1.

Thehnummﬂhlni.nnﬂ.ﬂ?hmchiminglmﬁndfmmdimumﬂum
returns that the IRS was disputing with FPL.

A. Fuel Tax Credit




A._Fuel Tax Credit,
Mhl%ﬁmnm“uh'ﬂﬁmm*idmﬁedmduﬁhdh
refund for federal tax for off highway use. The company filed an amended return for the years
1988 through 1992 for a total amount of $833,119 in December 1995, IRS has a disagreement
with the vehicles that FPL identified as off highway use. w__P_ﬂ_I__T)

B. Repair Expense Deduction - This is a 35% deduction.

This was an item FPL brought up to the RS, FPL has taken the position that certain items
mmwmummmmraum For example, a gasket could
cost $700,000. The PSC says this is a capital unit. FPL says this particular gasket does not

The amended tax return was filed in May 96. WPSE-2)

i - = The depreciation is a 35% issue and the
ITC is a dollar for dollar credit.

In 1986 the IRS repealed the ITC. At that time transitional rules were put into effect. To take
mmmﬁmwm&mmwmhlﬁﬂqm“ﬁm 1986
and for depreciation there had to be a binding contract as of December 1986, If a binding
contract was in effect at these dates, the transitional rule is that FPL could continue to take

and depreciation with the method used prior 1o the tax repe in 1986.| F¥ m
ranchise agreements obligates ther ! people [n franchise areas. The company is
claiming any upgrades needed or new itoras noeded to meet their franchise sgreements dated as
nd ITC for 1998 through 1992 for items connected with the franchise ats in the

= This is a dollar for dollar credit

For the years lﬂﬂW*IMﬁnMﬁdﬁumnImﬁmwmﬁrlm
qualified as research and experimental credits. The amount was $5,739,134. FPL said that the
MﬁdﬂﬁwﬁnIMWﬂmMmqﬂli&nﬂmﬁmmhﬁﬁm
mm.mxmmmmmm-mﬂmwm“mmm
&Itmﬂmﬁ&hmﬂﬂmﬁuﬂuinmmﬁﬁ@mﬂmmﬁﬂ

for the years 1989 1992. FPL filed an amended return for the additional amount in
December 95. WP 54-
G.Hand I._Ashestos Removal - This is a 35% issue.

mmmuhmwummmum FPL says costs to
remove asbestos is a current deduction. IRS says that the elimination of a potential health
hazard increases the value of the property, The total asbestos costs net of depreciation
calculated by FPL for 1998 through 1992 is $11,623,014. §¥.a

@




E. 134] Deduction
This is a dollar for dollar credit on the tax calculation.

watn v (s TRS 3 decoutedl S¥-7
Background
The corporate tax rate was 46% up 1o and including 1986. The rate was reduced to 34 percent in
1987. For the years 1987, 88 and 89 the cusiomers were billed at rates which included the 46%
tax rate. The PSC required the company to submit a tax saving filing in 87, 88 and 89 to make
refunds back to the customer for billing with rates that included 46% axes when taxes were

actually 34%. In 1990 the commission ordered FPL to roll back rates across the board, reducing
each rate class by 65 cents.

For the years 87,88 and 89 this tax savings refund was booked as a revenue reduction like a
normal refund by debiting revenues and crediting refund account

Positions

FPL's position is that they are refunding the rates back 1o the customer because of the rate
reduction by the commission in 1990 and that part of that 65 cent rate roll back included excess
deferred taxes, which were collected at 46%. The IRS believes that the refund is a subsequent
cvent taking place then (1990) and forward, not a result of a refund flowing back \ :
mnmmummmmmmuummwmmm

FPL belicves that they are entitled to a Section 1341 deduction.

A |in 1990 the company started to take the Section 1341 credit on the tax return. Because of the
dispute, the company rather than booking & refund booked a deferred income tax to offset the
deduction in the current tax year. The journal entif§ would be debit defesred tax expense (410)
and credit accumulated d-ferred income taxes (283). The credits claimed by the company total
$11,777,802 for 1988 thiough 1992, .

In order for staff to determine that this is the only litigation jtem for which the company is
recording deferred tax, staff selected the month of June 98 to revisw the deferred tax issues
hcuha - - ¥ Ll ---l- MHampnh 1

" e

G M T

4. Issues settled with the IRS in the last five years.

The staff requested a list of issues settled with the IRS in the past five years. The company
provided us with the revenue agent report adjustments for FPL company for 1988 through 1992,
~WP 53D Staff selected certain issues 1o be explained and to provide RS cosrespondence

— ——

FPL had repairs to the St. Lucie Nuclear Plant. They believed that some of these repairs should
not have been capitalized. FPL got about 50% of the amount they requested in settlement.

&)




.—.rﬂu!ll-mii_l' : -ai. The revenue agunts wrile up and adjustment

report shows a decreasc (0 income of 8873

Euill._-ir

1
_r.-rnl..wﬂ.!
etror
!ﬂl__.nﬂl.u.l. #uﬂ»?ilﬁ?&-ii; &&\Pﬂh
Enﬁnﬁvliilnwli Therefore, the decrease in income for the following

b e, GEUD

The second disclosure was that the taxpayer deducted accrued vacation pey on 12/31/95 which
includes amounts deducted under IRC Section 83(h).

@
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mnhm.hﬂhlmn'm-dq-hmmﬂ
pﬂmmuﬂﬁ?w;-. FPL also says if the company signs a lotter of intent
or make a bond payment, they can also deduct vacation pay. That is what the company did for
IMM%M‘E*&MHM“‘M&:H“
ard passod & that effect. FPL started making adjustments in 4th quarter of 1998
to start picking up additional expense. FPL further stated that they disclosed this on their return
because in prior years things that the company did in the past were correct, but now the IRS ig
taking the position that past items sre not necessarily correct.

In 1997 The company disclosed that they were making and IRC Section 1341 adjustment in the
amount of $3,076,983. This is discussed above.

Mm&dﬂﬁhnﬂh“:umummm“
recovered fuel charged in accordance with Houston Industries v, U.S. 32 Fed CI202.94-2
currently. However, expenses can be doducted if in under recovery position.

mmmumum-ummummm
vacation pay end over recoveries. The company is recording deferred taxes for the Section 1341
adjustment.

6. Review of Internal Anditr

The internal sudit of Businets Mesls, September, 1998, determined that when excluding 50% of
muﬂwtumhmmmmmmu
an overstatement of FPL's taxable income and tax lisbility. One report used by corporate tax to
were not made aware that the capital meals wers included in the first report in 1992. Therefore,
capital meals were double counted for the taxable income from 1992 through 1996,

Thduihw“ofm-_ﬁnm‘nhnﬂumhhhmlm
through 1996. This would have a favorable tax effect of $435,000. The internal sadit stated
that corporate will provide an adjustment to the IRS for the inclusion in the review. As
MIMHMHH'MNHWMMM
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Mﬂmuuhﬂnammwm
See C&D expl o8 page 2. The company explained tiat beginning in 1957 the company
boct od tax 0 expenss based oa ACRS for the pew items of upgrades purchased or
constructed fo meet thelr franchise requirements the compary claims come under the Transitional

o tmx dapreciasion calculsted in 1997 was based 62 ACRS for vintags yoers 1987, B8, 89 and
90 (the years the company tha franchine (grocsments coositute & binding sgreement ang
y——— ¥ ACRS OK.) This is sleo dons for 1998, The company explained that

i were not binding. The sompany asid the first month
~booked deferrd t the 1996 tax return was Dee 97.

The compomy dou 1 Dagianing defecrd tax Lalanos i scooust o thei Hame 98 accrual
fule b = report of $4,183,905. Thua, tSey are ecorulng defirred tax for
enotber lidgetion e .




DATE: OCTOBER 26, 1998
AUDITOR: RKY

WINO., 543

s ™ Do ,(/U) a’lﬂ’hﬁ

Hﬂi com, 4o explain how they booked the deflernd taxes 1
ltigation exple. ' .. wp 34-1. The company gave us the example ca

tax computation report for Jone §1 (book 1o tax income reconciliation).
mm%--mm--n—u-—
r Y Hems creating timing difTereaces which would causs 8 deferred tex

Seafl compared the topics on the June 98 book 10 t=x Income reconciliation topica with the topics
on the M-1 schedules on ®he 1995, 95 and 97 tax returna. There was oos ltem on the June 98
T;in s un:ﬂ'-:hnﬂ? .
et T e R
.aff then oomparsd the June 1o tax reconcillation with FPL June 58 Schedule M
defarred tax pumenery repos report besides lachuding Section 1341 deferred -xes
iz inchades an iem called [TC Transitional Depreciation Adjustmest. When askad, the
‘Eﬂﬁ“hﬂﬁuﬁ_dm The sxpissation s

As a final step, ptaf recalculsted tax wovision for the month of June 99 for raadom
toples. The recaloulstions ere of WP did this to learn how the company reconds

e et = L
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Schedule No. or

FLORIDA POWER & LIGHT COMPANY

Form 8B86-A | H
i EXPLANATION OF ITEMS E Exhibicinl-i
- i
Name Of Tlxpl,)lrlr it Year/Period
E 1992
L]

REPAIRS !
- LINCREASE/(DECREASE)
YEAR dﬂllﬂiﬁ!il:ﬂﬂﬂ ALLOWED ARJUSTMENT TO INCOME

9212 $21,018,712 $10,899,887 fllﬂ.!i?.l!?}

ISSUE: T/P reclassified certain expendictures at St. Lucie & Turkey Point
plants as repairs on its 1992 amended return. Should these be allowved as

repairs deductible as current expenses?

STATEMENT OF FAQTS:

The T/P in its 1992 amended Tax return filed on 12/16/93, claimed for refund
for reclassifying $21,018,712 expenditures, as repairs for the integrated
nuclear units at 5t. Lucle and Turkey Point. . E

The following explanation is ctaken from the amended return description:

“The refund claimed results froé an ordinary and necessary business expense
under Section 162 ard Regulation §1.162-4 in the amount of $21,018,712 for
repairs made to nuclear electric generating units operated by taxpayer at
St. Lucie and Turkey Point. Consistent with this treatment we have also
deducted additional interast expense of $50,445 (as a result of construction
period interest mistakenly capitalized) and reduced the depreciation expensa

by $578,802 for the 1992 taxable year.

The amount claimed represents the repair expenses incurred in 1992 for
repairing and replacing existing components and equipment which are integral
parts of nuclear electric generating units, including, but not limited to the
following: steam genarator components, turbine components, pumps &nd motors, .
electric control and monitoring devices and miscellaneous components related
to tha operation of ths nuclear reactor unic.

The usaful lives of the taxpayer's nuclear facilities will not be prolonged
by thl'rlplir:!:iﬁiiii harein. The repairs alsc will not materially add to the
value of the nu facilities when compared to their respective valves
prior to the condition requiring the repairs. As a result of the claimed
repair expenditures the expected power production and operating efficiencies
at taxpayers nuclear facilicies will not increase beyond the original

specifications of the plants when first placed in service.

Accordingly, tha function value of the nuclear facilities did not incremse
as a result of the irs. The repairs will merely return the nuclear
facilities to the originally intended ordinary operating condicion and

Department of the Treasury - Internal Revenue Service Form BB6-A
Page | Y
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3 : EXPLANATION OF ITEMS ! Exhibitini-si
- 1 k! "
 Name OF Taxpayer E I:;;fi:rind

efficiency. Thus, since the facilities will naot operate on a more efficient
or larger scale, nor will they thereafter be suitable for new or additional
uses, the claimed expenditures are currently deductible as repair expenses."”

Subsequently, the Engin submitted a FORM 5701 # 351 dt. 8-29-94, along with
an 886-A "Explanation of items" disallowing certain reclassification of

expenditures by T/P as Repairs.

Following that, tha neer reaceived the T/P's resporse dt. 12/7/94 on
1/20/95 and reviewed argumants put forward by the T/P's Representatives.

The T/P brought up “unique" reasonings and wanted the Internal Revenue Service
to consider each Plant as a "Unit of Property” and wants to apply the
“Placed-in-Sarvice” and "Investment Tax Credit" Code and Regulation Sections,
Revenue Rulings and Court casas.

Rav. Rul 88-37, 1’“"21 CB 36

Rev. Rul. 59-380, 1959-2 C B. &7

Rav. Rul. 55-252. 1’-’-"-1 C. B. 319.

Sec. 1.162-4 of the Regulations : Repairs

Sec. 263(a) of the I.R.C. : Capital expenditures

Sec., 1.263(a)~1 of the Regulations: Capital expenditures

Sec. 1.263(a)-2 of the Regulations: Examples of Capital expenditures

Bruin Coal Co. 1BTA 83, Dec. 45 (Acg.)

ILLINOLS m:mm TRUST CO v. Commissioner, 4 B.T.A. 103, 106, acg.., V-2,

C.B. 2 (1925)

PhiXlips and Easton Supply Company v. Commissioner, 20 TC, 20 TC 455,
(1953)

INDOPCO, Inc., v. Comm 92-1 USTC P50,113, Supreme Court of the United

g::l:llf FE;:.ZTI. 2/26/92, 112 SCt 1039; affg. CA-3, 90-2 IISTC P50,571,

F.ad .

Electric Energy, Inc., v. United States, 87-2 USTC P9587, US-CL-CT (1987)

Lincoln Sav. ¥, U.,8., 71-1 USTC P9476, 405, at 354

Claussner ary Company v. Commissioner, Docket No. 18624, 9 TCM 891,

Union Pacific R. R. Co. v. United States 99 U.S. 402, page 420:

Accurate Tool Co., Inc. v, Commissioner, Docket Nos. 8802, 10029,
10097, 10 TCM 354, (1951)

Transport Manufacturing & lqulglut Co v. Commissioner, 70-2 USTC
P9627, 434 F2d 373, 377-78, Bth Circuit (1970)

Hudlow et al. v. Commissioner, 30 TCM 894, TC Memo. 1971-218, (1971)

Obarman Manufacturing Co., 47 T. C. 471, 4B3 (1947),

Form B86-A

Department of the Treasury - Internal Revenue Service .
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Name Of Taxpayer | Im/ﬁriod

Plainfield-Union Water Co. [Dec. 28,740], 39 T. C. 333, 337-338 (1962).
Almac's Inc. w. s _.ﬁ;‘ﬂcﬁl. TC Memo. (1961)
Idaho Power Co v. Commissioner, 74-2 USTC P9521, No. 73-263,

688, which had rev'd 29 TCM 383, Dec. 30,053(M), T. C. Memo. 1970-83
Home News Publishing Co. sioner, 18 B.T.A. 1008 (1930)

" iR
|

RO oo Wy T

e

gnitldLStltll v. Wahrli, 400 P.2d 6B¢ ‘EF Cir. 1968)
ason « SONLE 1 S8 T C. 10 ‘1081 1
. VAL -‘E"u"-‘&'ﬂ‘“f‘i?f* ' M { _. o 198010
Harman Coal Corp., 52-2 USTC 9487 (CA-4

51 ¥ 1’# ;o - )

1 Co. v. Lucas «2 Fad 83, BAFTR 11046 (4 Cir. i930)

* 1 BIA B

Marsh Fork

O Hammond M)

TARFPAXER'S POSITION:

Taxpayer is now in agreemant with this adjustment,

ENGINEER'S POSITION:
Th: Engineer MM%H work orders that were submitted by the T/P for
tte claim and di ‘with the T/P on the 23 work orders. The Engineer

sagrees
l'.ﬂl;lidll‘ these 23 as “"capital®, see EXHMIBIT A, and the reasons are discussed
balow:

1. mmm&tﬂnqn:m Engineer revieved the Work Order and found
that it consisted of 4 pamges and only page 1 and 2 wvere submitted.
This ER is a re-estimate to cspture actual costs of the 1991 Emergency
ER. The costs are for the installation of QS P D S Plasma Display Reactor
Control Sytem during the 1991 St. Lucie Unit 1 Qutage.

From the limited information submitted the Engineer concludes that
a8 nev display system vas installad and there is no indication when the

prior units were laced. If thay are replaced with a frequency
of less than ona rllr,th;n the amount 1:pcunli.d|r|d as repair.

2. mmw: This Work Order for $49.114 million was initiated
on 6/15/93 and final authorization wvas given on 7/3/93 and the expected
completion date on the projact 45 2-31-96.

The Work Order deals with procuring two nev Steam Ganerators for Unit # 1
at S5t. Lucie Plant £o be .

Under Description, & note indicates that "the payments for two new steas
generators for Unit #1. Further, according to the "Purpose and Necessicty".,

Department of the Treasury - Internal Revenue Service Form BB6-A
Page |9
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" there has been continued corrosion of the St. Lucie Unit # 1 steam
generator tubes that resulted in 12.7% of steam generator "A" and 8.6% of

steam generator tubes being plugged and removed from service."

There is also another note: "The original authorization wvas for
$12.8 million for preliminary Engineering efforts.”

From the description the expenditures are for new capital assets and

are a replacement for ':ur!ud-d units. Further, these expenditures are
for assets that will and the payment appear to be

advance payments bﬁritlml . In addicion, it was found that this
Work Order

WO/ER/ 78 , which was
» for a . cost of $120. IH million.

This project is ‘of the approved 1993 Capital Budget.

Under "Description”, it states - "Construction, Engipeering, Procurement,
removal and dilpnlll costs for the replacement of the existing steam

generators on PSL Unit ¢ 1.

The costs are for p:n:urinl a capital asset and ¢o@s NOC aven SPpAAr Lo be
A_1992 expenditure. Further the assets will not be placed in secvice until

!ﬂgﬁﬁi&ﬂﬁj}lﬁﬂglﬂg:;ﬁ: A raview of the Work Order indicates that the
axpa ture appesrs to be to replace 1A Diesel 0il Transfer Line I-2"-
DO~13 with a 2" schedule 80 carbon steel pipe inside 2 3" carbon steel
guard pipe (with aacrificial anodes) at St. LUCIE Unic #1.

Further, the description indicates that the existing line is degraded and
lilkinl. The rep t is a betterment per Sec. 263 of the IRC.

3: The Work order is for replacement of 56 incore
| Plant Unit 2 reactor. The description further
instrumentation systea is used by the operators

i This Hﬂrt Order is rllltld to the above one
with a

cate | he dnce
to datermine the 10cal power condition within the core. The information
obtained from this system is used to take action nacessary to control
'“-tﬁr :g:i to prlv-nt pﬂluihln funl dlllll.

in

It is upclear from' the Work Order whether the
1992. The expenditures are for replacement of capital assets, wvhich

Department of che Treasury - Internal Revenue Service

Form BB6-A
Page \a 7
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reached th-.ntmm_nm: and therefore are capital

expendituras.

6. HﬂjllILgGLIiiiilﬂiﬂlﬂ;ﬂﬁi The Work Order is for rlpllﬂlllnt of two
Heated Junction m WJ.I ‘assemblies in Unit # 2 QS PSDS system.
The probes supply % Ffature paramete:s to operators and are

required to be functional by technical specifications.

The expenditure is for a capital asset that are required to be
"operational®”. 1hitlfhriy;ilwlﬂﬂilrl that the prior Heated Junection
thermocouples hl!!!h,  their M_unm_:.m: and any replacements
should ba conside

Further, there is go avidence that the item was inscalled in 1992.

7. Mﬂ&ﬂwl The Work Order pertains to Control Element
assemblies for Unit 2, 1992 Outsge. The project authorizes CE/ABB
to perform Eddy current testing on 35 unit 2 CEA's to examine for cracking

or unusual wear. This tlltin; will be accomplished on CEA's stored in
Unit 2 spent fuel pool. This authorization is also for replacement of 15

new CEA's.

Further, under the "Purpose & Necessity", the following description could
be found:

"CEA's are approaching « Reaplacement after such

design lifetime of 10 vears
time is an FSAR requiremant. Installation and ramoval will be
a:un-plluﬁwd as par: of normal refueling and CEA shuffling. Therefore, no
estimate for laber is provided, nor will any amount be charged against

this work order.™

From :hl.dllqr;;t;pn it IFpllrl that the assets being replaced reached
: and it is also uncertaln vhether the assets

ce :[nmz

i The Work Order pertains to replacement of

‘ware plac

8.
ing watar p with modified pump in St. Lucie Unit 2,
(Byron J:cklnn pump model 3 » 14,500 GPM, 900 RPM, pump style-~ single
stage vertical).
Under the "Purpose & Necessity”, - "The replacemsent with the self
lubrication iﬂditl#itipu lll,i;;rﬂvid reliability by providing a more
::::l?ll lube ¢ to the hc:riu;- u:in; the prut::t lluid (sea
r . i | §-
aphic irq of the take cuolin: vater pu-p hilrln]l "dua ¢~
plugged luu- Hltir ini-
From the description it sppears that the assets that are being replaced
Department of the Treasury - Internal Revenue Service Form B886-A
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10.

11.

12.

are a "bettearment” and of “"better design".

p08: This Work Order is similar to the one above
‘eplacement of ¢2C Intake Cooling water pump with modifie¢
@ Unit 2, (Byron Jackson pump model 37KXL, 14,500 GPM, 90C
jle stage vertical).

Under the "Purpose & Necessity", this has exactly same description as
above - "The replacement with the self lubrication modificacion has
improved re 1ity by providing s more reliable lube water flow to the
beari using the process fluid (sea water). The self lube modification
vill eliminate the chance for catastrophic failure of the incake cooling
wvater pump bearings due to plugged lube water lines. The assets that are
being installed are a "betterment” and "better design” and therefore are

capital assets.

nng]]g;n;fglﬂﬁfzgjjgzigﬂir This Work Order pertains to removal and
installation of ately 2,200 LF of nine (9) gauge security

fencing, West perimater zones: PZ12-PZ18, North perimeter: Zons Pz-26,

Under the "Purpose & Necassity" -"Replacement needed due tc corrosion of

exicsting fencing. Praject :511 help to complete the total replacement of
all il .

The previous fence corroded and the replacement fence is a pleaned
replacement of the entire fence that started in 1990 and is a capital

assat.

51/ 914: This Work Order concerns with :lllliﬂllﬂl_gl
Seven obsolete H scord (emphasis added), as per PCM 90294 on
Unit 3. Recorders replaced in the following systems: Main steam,
turbine lube oil, turbine system, circulating wvater and genarator system.

Under the "Purpose & Necessity" - "At the present time, the installed
recorders are obsolete and parts are no longer available. This effects

the following: (1) Equipment out of service long, (2) number of PWO's
awvaiting parts, (3) control room green tags, (4) number of trouble and

breakdown plant work orders to H & W recorders.

The recorders are obsolete and have been hr-uking down and the new
recorders are advance type and therefore should be capitalized.

%MW: This Work Order has the same description as the
above one except this is for Unit 4. Recorders will be replaced in the
following systems: Main steamm, turbine lube oil, turbine system,
circulating water and generator r~ystem.

Under the “Purpose & Necessity"” - "At the present time, the installed

Department of the Treasury - Internal Revenue Service

Form BB6-A
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recorders are obsolete and parts are no longer available. This effects
the following: (1) Equipment out of service long, (2) number of PWO's

awaiting parts, (3) control room green tags, (4) number of trouble and
breakdown plant work orders to H & W recorders.

From the description, these are "capital” assets and of a better design
and less prone for breakdowns.

13. Hﬂg]ignﬂﬂgiajegiaéaégs It deals with 3 E Motor Control Center
replacement. a8 purchase naw MCC, install new MCC, reconnect cables,
remove temporary powver, seal conduit, paint, cleanup and perform startup
testing.

The prasent 3 E Motor Control Canter is rusted to the extent of
structural degradation. The rust and corrosion has been attributed to the

salty environment in the intake area.

The asset that is being replaced is rusted and corroded due to its age
and environment and therefore are capital. It is uncertain vhether the

work is completed in 1992,

t This deals with PCM 88-490 recorder change out for

WO/ER/LOC/2324/70/914
Unit 3; essentially replacing geven gbsolete control room recorders
in Unit 3, with new Wastronics model 2100.

The old L & N recorders TR-1417, PR-6306A, 6306B, RAR-6311A, 6311B,
LR-6308BA, 63088, will be replaced with reliable Tracor Wastronics
digital recorders. The new recorders are state of the art.

The replacement recorders are a betterment. There is no indication that
these vare placed-in-service in 1992

15. Hﬂﬂlﬂihﬂﬁiillijlﬂd!‘%' It deals with replacing existing hydrogen analyzer
* and associated H2, aupply lines with new dissolved hydrogen analyzer
and nev supply lines.

According to the description = thare will be an improvement in the
reliability and also reduction in excessive maintenance manhours and
dowvntime associated with the current dissolved H2 analyzer.

The requirements of NUREG 0737 and NRC follow-up 84570 will be met.
There vill also be an improvemeit in the Pass reliability as committed in

response to QA audit finding - QAO-PTN-B87-8613.

The replacements are of better design and will cut down the maintenance
manhours and down time. It 4s pnot certain wvhether the project was

completed 4in 1923.
16. WO/ER/LOC/2381/70/9]4: It deals with replacing Unit 2 A steam genarator

14,

Form B86-A
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17 .

18.

19.

-

feedvater pump. The nav pump will have casing fabricated wvith an
G , and will have improved impeller

and thrust nut m-: i ces.
The replacement of the pump casing will preclude defects such as pin
hole leaks and cracks ware experienced with the existing casing.

The replacement of the impeller and thrust nu: locking devices with an
improved design will improve pump reliability. These changes have
previocusly been performed on feedwater pumps 4A, 4B & 3B.

The replacemant pump casing has upgraded matsrial and would require
}-u maintenance. It is pnot certain whecher the project was completed
n 1992.

Wﬂgﬂn{_ﬂ?: This Work Order deals with replacement of Unic 3
core exit thermocouple seals with seals of ap upsraded design.

The existing core exit tharmocoupla nozzles on the raactor vasssl closure
head has two primary pressure boundary "Conoseal” mptal seals that must
be disassembled at each refusling outage. The Conoseal installation
techniques and surface ﬂa.i.;b, are extremely critical. In recent years
Turkey Point has had .everal leaks at the Conoseal upon returning to
service after an outage. Tha problems with the currently installed
Conoseal design are attributed to the difficulty in assembling the seal
and the degradation of the sealing surfaces wvhich has occurred during the
many times they have been disassembled and reassembled.

meépmnunmamt and the upper seal
is replacad a softer graphite seal. The design of the upper graphite

seal allows for a one-joint disassembly each outage, resulting in
significant time and tadiation exposure savings.

The nevw assets are of nev design and expect to result in significant time
savings and are less bealth hazard and therefere are capital assets.

It is not certain whether the project was coppleted in 1993.

wm%uit This has the same description as the above
axcapt for tha £iA.

It is not certain vhather the project wvas completad in 1992.

w%mmq%: This Work Order is for parforming reguired
Enginaer tag cable, determ cables, pull back cables into manholas
remove MCC im intake, repair concrete pad as required, purchase nev
MCC, install new MCC, raconnect cilbles, remove temporary power, seal

conduits, paint, cleaanup and parform startup testing.
The present 4 E MCC is rusted and corroded to the extent of structural

Departmeant of the Treasury - Internal Revenue Service
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FLORIDA POWER & LIGHT COMPANY

to replace the valves with m.wn_r.?mu_mn.}ld. during the outage
schedule as opposed to waiting for refurbishment of the existing ones.
The old ones will be sent out for refurbishment after this outage and

raturned to inventory as spares for subsequent outage swap-outs.

This W.0. is =7= and therafore it is yncertain whether
the work was complaeted in 1992.

4,

The cost of incidental repairs wvhich neither materially add to tha value
of the property nor appreciably prolong its life, but keep it in an

or 'dly efficient operating condition, may be deducted as an axpense,
provided the cost of acquisition or production or the gain or loss basis
of the taxpayer's plant, equipment, or other property, as the case may
be, is not increased by the amount of such expendifures. Repairs in the
nature of replacements, to the axtent that they arrest detarioration and
appreciably prolong the life of the property, shall either be
capitalized and depreciated in accordance with section 167 or charged
against the depreciation reserve if such an account is kept.

Section 168(a) of the I. R. C. provides generally that the depreciation
deduction permitted by section 167(a) for any tangible proparty shall be
determined by using (1) the applicable depreciation mathod, (2) the

applicable recovery period, and (3) the applicable convention. Under the
classifications of property set forth in section 168(e)(l), the recovery
period for Utility property is 20 years, wvhich has a class life of 25 or

more years.
Sec. 263(a) General Rule. - No deductions shall be allowed for--

(1) Any amount paid out for new buildings or for permanent
improvements or betterments made to increase the value
of any property or estatc. This paragraph shall not
apply to--

(2) Any amount expended in restoring property or in making
good the exhaustion thereof for which an allowanc is

has been made.

or

Sec. 1.263(a)-1 of the Regulations state:
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"Except as otherwise provided in ch.p:ir 1 of the Code, no deduction
shall be allowed for -

(1) Any amount paid out for new buildings or for permanent improvements
or bettermants made to increase the value of any property cr estate,

or

(2) Any amount expended in restoring property or in making good the
exhaustion thereof for wvhich allowance is or has been made in the
form of a deduction for depreciation, smortization or depletion.”

5. Further, Sec. 1.263(a)-2 of the Regulations give several examples of
capital expenditures. Sec. 1.263(a)-(2)(a) states:

"The cost of acquisition, construction or erection of buildings,
machinery and equipment, furniture and fixtures, and similar property
having a useful life substantially beyond the taxable year."”

Section 263 of the IRC was given a lot of weight By the Court in the
case of Idaho Power Co v. Commissioner, 74-2 USTC P9521, and the
Court's observations regarding Sec. 263 are quoted below:

a. The presenca of S263(a)(1l) in the Code is of significance. Its
literal language denies a deduction for "[a]lny amount paid out”
for construction or permanent improvement of facilicies.

b. The purpose of 5263 is to reflact tha basic principle that a
capital expenditure may not be deducted from current income. It
serves o prevent a taxpayer from utilizing currently a deduction
properly attributable, through amortization, to later tax years
vhan the capital zsset becomes income producing. The regulations
state that the capital expenditures co wvhich 5263(a) extends

. include the "cost of acquisition, construction, or arection of
buildings.” Treas. Keg. S1.263(a)-2{a). This manifests an
administrative underscanding that for purposes of $263(a)(1l),
"amount paid out" equates with "cost incurred.” The Internal
Revenus Service for some time has taken the position that
construction~-related depreciation is to be capitalized. Rev. Rul.
59-380, 1959-2 C B. 87; Rev. Rul. 55-252, 1955-1 C. B. 319.

There are also several other Court cases on the point:
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6. Revenus Ruling 88-57, 1988-2 CB 136, discusses about a corporation in the
railroad business, satablished a program for major cyclical
rehabilitation of freight train cars. Under this program, taxpayer
transfers its freight-train cars to its ahops after a predatermined
amount of sarvice and restores them to an efficient operating condition.
This rehabilitacion usually occurs after approximately 8 to 10 years of
continuous use. At this time the freight-train car typically has a value
of $8,000. Following rehabilitation, the car's value increases to
approximately $30,000. The rehabilitation includes a complete

sembly, inspection, and reconditioning and/or replacemant of
componants of the suspension and draft systeams, trailer hitches, and
other special equipment. Modifications are made to the car in order to
ts to the latest enginesring standards. The

upgrade various componen
freight-train car sssentially is stripped to the frame, with all of its
structural onents either reconditioned or replaced. The frame itsalfl

is the ngest- part of the car and is reconditioned. The walls

of the f t-train car are replaced or are sandblasted and repainted.
New wheels 5 are installed on the car. All the resaining

components of .he car are restored hefore they are resssesdled. After
this procedure, cars fulfill the requirements for “Reconditioned” status
under the terms of the FRA Railroad Freight Car Safety Standards.
Reconditioning each car requires from $8,000 to $15,000 for materials
and from 80 to 150 hours of labor. The curreat cost of a nev

freight-train car is approximately $45,000.

The taxpayer's prograsm for major rehabilitation of its freight-train
cars to restora them to efficient operating condition is such z plan.
Thus, under this test none of the expenditures are for incidental

repairs and ¢!l the expenditures must be capitalized.

The above Rev. Rul. hald that Cyclical expenditures for major
rehabilitations of railroad freight-train cars are capital expenditures
under section 263(a) of the Code. It was also ruled that a change from
+ treating cyclical expenditures for rehabilitations of railroad
freight-train cars as repair and maintenance expenses to treating thea
as capital expenditures is a change in method of accounting to which
sections 446 and 481 of the Code and the related regulations apply.

3..The Courts distinguished what costs should be expensed
and or tad over the years. Perhaps the first one pertains to
I1llinois ts Trust Co. Further, the Courts ruled that, an expenditure

made for an dtem that is part ¢f a general plan of rehabilitation,
ion, and improvement of the property must be capitalized, evin

modernizat e
though, :tnding alone, the item may appropriately be classified as one of
repair. Unitad States v. Wehrli, 400 F.2d4 686 (10th Cir. 1968); Home News
Publishing Co. v. Commissioner, 18 B.T.A. 1008 (1930).

Further, in deciding the question of repair expenses vis-a-vis capital
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expenditures, the Courts looked at the purpose for vhich an expenditure is
made in order to determine its nature. A repair expense is made merely to
keep the property in an operating condition over its probable useful life; it
does not add to the value of the property or appreciably prolong its life. Ir
contrast, when work is performed to prolong tha 1ife of the property, increase¢
its value, or make it adaptable to a diffeirent use, tha cost of such work is :
capital expenditure. Jason L. Honigman [Dec. 30,691], 55 T. C. 1067, 1081

(1971).

Thus, undar applicable lav, an expenditure to rehabilitate property must
be capitalized rather than deducted as an expense if any of the
following tests are satisfied: (1) the expenditure appraciably prolongs
the useful life of the property; (2) the expenditure materislly adds to
the value of the proparty; or (3) the expenditure i3 part of a general
plan of rehabilitation, modernization, and improvement of the property.
A taxpayer must apply each of these tests before determining that an
expenditure can be deducted as an expense.

Further, one treatise describes fixing the dtvidiﬁl ling betwean capical
expenditures and repairs as "an almost insolubla problem inasmuch as questions
of degree are involved." 6 J. Mertens, Law of Federal Income Taxation $25.56,

at 216 (Rev. 1983).

In deteraining the characterizaticn of a particular item it 4is also
neceassary to ascertain the purpose tor wvhich the expenditure is made. If ics
purpose is marely to keep tha property or a machine in efficlent operating
condition and is mccordingly in the nature of a maintenance charge, it is

ordinarily deductible. .

- 4 In the Appeal OF ILLINOIS MERCHANTS TRUST CO v. Commissioner,
& B.T.A. 103, 106, aca.., V-2, C.B. 2 (1926), tha Court stated:

"In determining whether an expenditure is a capital one or is .

* chargeables inst operating income. it is necessary to bear in mind
the purpose for which the expenditure was made. To repair is to
restore to a sound state or to mand, while a replacement connotes a
substitution., A repair is an expenditure for the purpose of keeping
the property in an ordinarily efficient operating condition. It does
not add to the value of the property, nor does it appreciably prolong
its life. It merely keeps the property in an operating condition over
its probable useful life for the uses for which it was acquired.
Expenditures for that purpose are distinguishable from those for
replacements, alterations, improvements or sdditions which prolong the
life of the property, increase its value, or make it adaptable to 2
different use. The one i3 a maintenance charge, while the others are

additions to capital investment which should not be applied against
current earnings.”
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::;-ghu 1&::. m:h:f Simmons & Hammond Hlnufl::;uiul :ci :.ll. T. A.
the Court hald that expensas properly chargeable to capits
lc:;ﬁil'ﬂiﬁiuzi'ihblt which are incurred in the original construction of
the vork and in the subsequent enlargement and improvement thereof, and
quoted the following from Union Pacific R. R. Co. v. United States

99 U.5. 402, page 420:

"Theoretically, the expenses chargeable to earnings include the general
expanses of keeping up the organization of the company, and all
expenses incurred in operating the works and keeping them in good
condition and repair; whilst expenses chargeable to capital include
those which are incurred in the original construction of the works, and
in the subsequent enlargement and improvement thareof."”

In Accurate Tool Co., Inc. v. Commissioner, Docket Nos. 6802, 10029,
10097, 10 TCM 354, (1951), the Company was organized in 1941, and during
the taxable years 1942 and 1943 vas primarily engaged in thae business of
manufacturing pipe plugs, steel inserts, and wing nuts for United

Alrcrafc.

The Commissioner disallowad * * * gnd * * * claimed by the T/° as
expensas incurred in the purchase of perishable tools for the years 1942
and 1943, respectively. Commissioner introduced in evidence &an itemized
list of tools and dies purchased by petitioner inm 1942 in the amount of
* % & and of machinery purchased by petitioner in 1943 in the amount of
* % &, Commissioner disallowed as expense deductions all of the above
purchasas for 1942, and * * « of the purchases in 1943 for the reason
that they represented capital expenditures. The Court ruled that the
T/P failed to prove that these items disallowved by Commissioner

wvere not capital assets and, therefore, Government's determination was

sustainad.

In Lincoln Savings 71-1 USTC P9476, 405 U.S., at 354, the Supreme Court
was asked to decide vhather certain premiums, required by federal
statute to be paid by a savings and loan association to the Federal
Savings and Loan Insurance Corporation (FSLIC), were ordinary and
necessary expenses under 5162(a), as Lincoln Savings argusd and the
Court of Appeals had held, as capital expenditures under §263, as the
Commissioner contended. The Court found that the "additional® gpremiums,
tha se of vhich was to provide FSLIC with a secondary reserve fund
in vhich each insured institution retained a pro rata intersst
recoverable in certain situations, "serv[e] to create or enhance for
Lincoln what is essentially a reparate and distinct additionsl asset."
and "[A]ls an inevitable consequence,” the Court concluded, "the payment

is capitel in nature ‘not an expense, let alone an ordinary expensa,
dnduntibij?;:hgggifs ‘B)." 1bid.
Deparctment of the Treasury - Internal Revenue Service Form 8B6-A
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In HOME NEWS PUBLISHING CO., v. COMM, 18 B.T.A. 1008 CCH Dec. 5791

tha Court ruled that the expenditures made by the T/P, which were
pursuant to & genaral plan of reconditioning and improving and altering
the proparty as a whole to make it suitable for the T/P's purposes,
wvers capital axpenditures. See also H. 5. Crocker Co., supra; Leedonm &
Worrall Co., 10 B. T. A. 825; Foer Vall Paper Co., 9 B. T. A. 377.

The T/P acquired the building in 1908 and to 1921 it was never
occupied by the T/P, but was rented to tenants. Of the tenants, one
used it for a garage. Anothar tenant used it for a cut-glass factory.
Each of the tenants had an office in the building during the period of

his occupancy.

After inspacting the building about the firat part of 192! the building
inspector for .he City of New Brunswick objected to its being occupied
in the condition it was at that time. He had previously made
objections to the condition of the building. He considered it wvas
unsafe and vanted it made into a better structure than it wvas. He
considered the wooden girders then supporting the”second and third
floors of the rear half of the building as unsafe and required that
they be replacad with steel girders in order to ma%e the building safe
for occupancy.- :

The petitioner employed an archite:-: to make designs for and supervise
the replacemunt of the girders and other work that was dona on the
building. A steel structural engineer and contractor vas engaged to
install the steel girders. He installed them for the second and third
floors of the rear half of the building and got the building ready for
the reception of the wood floor joists oia these steel girders. These
girders ware to support the floors and vhatever was placed on' them and
vere not needed to support any of the wvalls of the bullding. * *

L * - L]

In connection with the replacement of the wooden girders certain
carpenter work was necessary. A carpenter and contractor wvas ad
to do the work. In addition to this work this contractor also did other
carpenter work on the front half of the building. This latter vork
consisted of installing a nev glass front to the first floor of the
building, laying floors in the front part of the building and repairing
the wvalls, partitions and ceilings. * * *

» * . all of the work done on the
front part of the huildin{ was necessary becausa of the ordinary wear
and tear during ics long life of perhaps fifty years, plus the damage
resulting from its hlvin! been used as a garage. Tha building had not
been repaired for several years. . * o

Deparctment of the Treasury - Internal Revenue Service Form B8B6-A

Page - ol =1




Schedule No. or

FLORIDA POWER & LIGHT COMPANY

Folm B86-A ! :
i EXPLANATION OF ITEMS E Exhibicini-n
L]
L] ¥
Name Of Taxpayer i Year/Period
i 1992
L]
L]

The wooden beams or girders that were removed had a useful life of 30
years, under the conditions to which they were subjected. The steel

girders that were installed had an estimated useful life of 40 years.
1r bective ther wooden girders were reinstalled or steel
girders instal as was done, the materials furnished and the work

d have been necessary. * » ’

M.'«#“ﬂz.’z*ﬂﬁ%‘“ﬁ done by the structural enginsar and the
carpenter, no 'lp:.tl vas added to the huileiul nor wvas r.hm.u 4 new

roof put on.
L L

Tha wvork done on the building served to prolcng its life and put it in
condition for use by the petitioner for its publishing business.

The Court concluded that the expenditures were for replacements,
alterations, improvements and additions they must be capitalized.
Illinois Merchants Trust Co., Executor, & B. T. A. 103; H. §. Crocker
Co., 13 B.' T. A, 173. ' o

In U.§. v. W. J. Wehrlis, 68-2 USTC P9575 (1968), U. S. Court of

6.
Appeals, 10th Circuit, No. 9723, 400 F2d 686, 9/11/68, the US Court of
Appeals sent the case back to District Court for retrial, Reversing
Discrict Court decision, 67-2 USTC P9512, as it felt that cartain costs
should have been capital.
In 1957 Wehrlli, the taxpayer, purchased an office building on two lots
for # #* #% <% from an oil company, which continued to occupy the
pnl:_lnl,}{n'rh;_. roximately seven months after the sale. The two story
buildi in the shape of an "L", and consisted of an old wing, built
prior to 1920, and & new wing, built about 1940. Wehrli began efforts
to find a new tenant soon after the purchase, and finally negotiated a
five-year lease with Tenneco, Inc. As a condition for entering &
into the leasa, Tenneco required Wehrli to do substantial work to 'ﬁf'
the building to its needs, and submitted a proposed floor , for the
rearrsngement of the interior space. It is not clear whe the
rearrangement was done in accordance with the submitted floor plan, but
the entire work done i.mmmdthtflifuuiwiu: ursugitm%; 2
din, r nterior space © old vi
lway, the losd-bearing wall, and two concrete vaalts,
d-bea: vall with steel support columns: -
ed, nev wall partitions, floor covaring, electrical
§ fixtures; plastering snd pain in both wings;
'f-om where they were, forward in che building,
: e building”; and installing new doors.
During 1959 Wehrli's expenditures for the work totaled approximately
LA ¢, of which # #* * uas reimbursed by Tenneco. In their
Department of the Treasury - Internal Revenue Servica Form BB6-A

Pare 09




Schedule No. or

Form, 886-A | :

" ' _ EXPLANATION OF ITEMS ! Exhibicimi-sl

Name Of Taxpayer '\" Year/Period
FLORIDA POWER & LIGHT COMPANY ¢ 1992

joint tax return for that year Wehrli and his wife treated approximately
tures for air-conditioning, steel, partitions,

* # # 55 capital w
and unr:l.nr Mrlp ‘claimed the remaining * * * as deductible

business expenses. e

In Honigman, et al., v. Comm, 72-2 USTC P9613 (1972), US-CT-APP-6, the
rking area bay replacements and related engineering

aumyu'n ens m capital expenditures and could not bs deducted
[ rs. However, minor patching expenses vere

y
deductible.

In fiscal 1961 National expended * + *+ for repairs of the parking

ur floor in. drst National Building. Some * * * was spent in
ollowing fi mgln' - an engineering survey of the floor to

evaluate its and recommend corrective measures. National

deducted these eXpenses as current business expenditures.

The Commissioner disallowved these expenses, uurﬂu them to have been

for capital improvements.

The evidence showed that salt carried into the garage from the street by
automobiles during the vinter had caused deterioration of the concrate
floor and steal for _and supporting structuraes. The repairs made
vere of two i replat t of complete 16 foot square plﬂr.in: bays
and minor patehing of Itlllhr floor areas. # .

L

The Tax Court he

nﬁz replacements and engineering survey
expensas nﬂ ap and the patching expenses currently
deductible. Uni tlih rule of Cohan v. Commissioner, 39 F. 2d 540 (2d
Cir. 1930), $2,500 was allocated to the deductible repairs.

In Idaho Power Co v. Commissioner, 74-2 USTC P9321, No. 73-263

418 US 1, sumﬂg tnuu Rev'g CA-9, 73-1 USTC 9367, 477 F. 24
688, vhich 9 T , Dec. 30,053(M), T. C, Memo. 1970-83
the Supreme m mt- in:urrld for squipsent uld to
self-contruct llnn m:th italized and depreciated ovar the life

ssats cons tad Court raversed the Tax Court based on
several prineciple . such _;F(h Accounting and tax principlas

2, Clear re idon of income 3. capitalization of "amounts paid” rules
4. priority urdtr ﬁf ruiu and 5. intent of Congress.

nt used by a public utility to
“use in its trade or business had to

Depreciation sustai .
_ of the capital ismprovements and cculd

construct capital rov
h- miuu:ﬂ as par
be deducted ct

Capitalization vas ma::mt-d accounting p les and
established tax princ ‘l.u In Woodward v. Commissioner {70-1 USTC

Departmant of tha Treasury - Internal Revenue Service
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375 (1970), the Court observed, "It has long been

P9348], 397 U, 8. .l?l.r
. iral matter, that costs incurred in the acquisition

recogni ‘A
. . . of a capital asset are to be treated as capital expenditures.”
This prineiple ha application to the scquisition of a capical
asset by purchase, At has been applied, as well, to the costs :
incurred in a taxpay mtmttun of capital facilities. 5See, e.g.,
Southern Natural ﬂn . United States, supra; Great Northern R. Co.
v. Commissionar [2 U _I, 40 F. 24 372 (CA 8), cart. denied, 282 U.
S. 855 (1930); doner, 60 T. C. 368, 398 (1973); Norfolk
Sh.t I- ¥. United States (71-1 USTC P9162], 321 F.
| ¢ ] ___1 amum Chemical Co. v. Commis=ioner [CCH
nm:. i!.u i 0" (1968); Brooks v. Commissioner [CCH Dec.

29,1517, 50 i 'C. 927, 935-936 (1968), rev'd on other grounds, [70-1
USTC P9326] 424 F. 24 118 (CA 5 1970)

ciation was not unlike construction wage
in the cost of self-constructed assetcs.

n into the constructed assets of the
‘equipment (through capitalizacion of the

The construc
costs which must Ill ;
In addition, the assis

investment in- st
depreaciation) m{ﬁi

& incoma distortion that”“would occur if

depreciation Fl'ﬂﬁi.ﬂr allocable to asset ascquisition were deducted from
gross income currently realized. Also, capitalizstion of such

construction-related w::n would provide income tax parity among
truct assets and those that have it done

those taxpayers that self
by independant comtractors. It is significant to note that
capitalization is hquiﬂd by the regulatory agency and clearly reflects

taxabla income.

Although Code Sec. 253(a) requires capitalization of "amounts paid out”

for facilities, is no question but that the cost of the
n'.'.«m!ut.-.1|:|a::l:.!‘.i:lm-l'dﬁ9 t was paid out in the same manner as the

cost of supplies, materials, and wages paid {or construction.

Finally, the p _ rdering directive of 5161--or, for that marter,
5261 of the _ﬁlr s. ﬂﬁﬁm -requires that the capitalization
provision of & pracedence, on the facts here, over 5167(a).
Section 161 ﬂut deductions specified in Part VI of Subchapter

B of the Incoma Tumthnfmm-lu "subject to the ::gu

provided in part I.I.“M VI includes S167 and Part IX includes
- with stated excaptions sat forth

The clear ﬂultﬂ

either in $263 itself or provided for elsewhere (as for le, in
S404 relating to pension mxmmuz. none of which is applicable
here, an e turs incurred in scquiring capital nnu mt be

up!.uunﬂ aven M tha mﬁm- otherwise might be deemed
deductible undar Part VI.

In Electric Energy, IM.. v. Mtﬂ States, 87-2 USTC PS587, (1987)
US-CL-CT, the Court found the following facts: From 1977 through 1980,
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Qut & systematic substitution of all the
iin the economizers of its six boilers.
| an economic decision, based upon past

ence, to avoid forced outages.

the Garpunﬂon carried
horizontal . 8 wit

The 1
uin“?tﬁinﬂ :

The m:tum;htthlhur amount of the expenditure is not a

this case. Judge Miller in Cleveland Electric

reliable ]

Ill Co, V. ted States [85-1 USTCP9128], 7 Cl. Ct. 220, 224

(1985), d fact that a substantisl expenditure iz likely to
ve a 1 vad mm: + « +" as "an important, if not dominant,
actor” in determ whether a sulti-million dollar outlay should ba

classified as a repair rather than a capital expenditure. Since one new

boiler would cost | dion, however, revitalizing tha horizontal

elemants of each smizer at an approximate cost of $380,000 does not
constitute an mlu!. repair bill.

The Court :nuid-ud thn following:

1. whether "Economizers” are separate units of property. It was found
that they are are listed as distinct units of property under the

heading "Boilars".

2. The Ium:tiﬂ_n;.-,a! - *Mm'. Economizars enhances the boiler's
ability to convert water into steam.

3. The Corporaticn’'s own statistics about the leaks in the horizontal
elemants - - were by fly ash. The erosion was
significantly ~after 1980, with 13 and 12 leaks occurring,

ﬂnl&l‘ in 1981 and 1982, compared with 23 or more per year in
each ar the I' ive years preceding commencement of the replacement

program in 1977.
4. The effect nt t.lll ‘nav finless design - which is the state of the art

. theudl the fin model was still utilized, the nev tubes would

tenance. Although the boilers did not function

dt!f-ﬂnt !,, performance vas improved in that it was not
interrup by fraquent forced ocutages.

The Court fﬂlﬂlﬁ-t{mt the prolonged useful life of the economizers alone
supports capitalization.

'l.'h- Gaurt llln pﬂ.‘mud :::“thl various cases vhere it wvas held that a

guip CAment, not a rapair, must ba icali . See
= [CCH Dec. !l‘.l! 959(M)), 30 T.C.M. (CCH) 894, 923 (1971)
[upl:;-unl g- mmm p::h{:rhli:t trucks .‘;nm such :E:;l.um as
to no longer suscep to breakdowns); Almac's V.
Comm'r [CCH Dec. 24,620(M)J, 20 T.C.M. (CCH) 56, 39 (1961) (retubing of

@

Form B88.-A

Department of the Treasury - Internal Revenue Service
Page 2\2




Schedule No. or

FLORIDA POWER & LIGHT COMPANY

Form 886-A ; ]
' ) . EXPLANATION OF ITEMS ' Exhibiesmi.s
Name Of Tnxpl}nr é {::ifilriad

i+ 23,176(M)], 17 T.C.M. (CCH) 863, 871 (1938)
coke ovens gave them a nev life expectancy of

boiler afrer 27 years axtended useful life by more than a year or two);

8d capitslization vhen & repair results in

a WhC 1;:_;l=!ravn-n t® thr lication of a superior
part. Missouri Pacific RR. v. United States ! 74-1 USTC P9389), 204 Ct.
Cl. 837, 854, 497 E.#d' , 1396 (1974); see also Southern Pac. Transp.

Co. v. Comm'r [CCH Dec. 17;&0#]. 75 T.C. 497, 718 (1980).

Overall the :o_m Imdv-;, t the avidence was probative of prolonging
the 1ife of tha ec 8 than constituting a betterment. Replacement

of the allowed the Company to begin a new

20-plus-year repa cycle which reduced the probability of pluggage and
erosion. The tly reduced number of leaks since 1980, compared with
the accelera increass in leaks between 1933-1977, proves the point.

10. INDOPCO, Inc., ¥v. Comm 92-1 USTC P50,113, Supreme Court of the 'nited
States, 90-1278, 2/26/92, 112 SCt 1039; affg. CA-), 90-2 USTC P50,371,

918 F.2d 426.

On its 1978 federal income tax return, the corporation claimed a
deduction for cartain investment banking feas and axpenses that it

incurred during & friendly acquisition in which it was transformed from
a publicly h:l.il. freestanding corporation into a wholly owned
subsidiary. The Commissioner disallowed the claim. The Tax Court ruled
chat hmu long-cerm benefits accrued to petitioner from the
acquisition, the uxpenditures were capital in nature and not
deductible under 5162(a) of the Internal Revenue Code as "ordinary and
necessary” business expenses. The Court of Appeals affirmed, rejecting
petitioner's argument that, because the expenses did not "create or

* enhance . . . a separate and distinct addicional asset,” see
Commissioner v. Lincoln Savings & Loan Assn. [71-1 USTC P9476],

reme Court expatiated the relationship between deductions and

uplt:g 8, and noted the "familiar rule” that "an
incoms tax idon 485 a matter of legislative grace and that the
burden n! 1y showing the right to the claimed deduction is on the

" Interstate Transit Lines v. Commissioner [43-1 USTC P9486],

Caxpayar.
319 U.5. 590, I!I'IHHH Nguty v. Du Pont [40-1 USTC P9161], 308 U.S.
488, 493 [lilﬁii'ail Col Ice Co. v. Helvering [4 LSTC P1292), 292

U.5. 435, 440 ¢(

The notion that deductions are exceptions to the norm of
capitalization finds support in various aspects of the Code. Deductions
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are specifically enume _ﬂd and thus are subject to disallovance in

1 and 261. Nondeductible capital

favor of capit ation. Sae §
expenditures, by contrast, are not exhaustively enumerated in the Eﬂdl;
rather than providing & “complets list of nondeductible expenditures,”
Lincoln Savings ﬂiv-l Us' C P9476], 403 U.S., at 358, S263 serves as a
general means of d. nguishin miul expenditures from curreant

88l Id.lhu Powar Co. [74~2 USTC P9521), 418

axpenses. Sae Commissiona.
U.S., at 16, For ¢t m ‘deductions are strictly construed and

alloved only "as is & clear provision tharafor.” New Colonial lce
Co. v. Helvering [& m IIII!I. 292 U.S., at &440; Deputy v. Du Pont
[40-1 USTC P91617, 308 U.S5., at 493. \4/

The cm:rt whethar a taxpayer's realization of benaefits
beyond the in vhich the expenditure is incurred and concluded thact
it is bly important in deatermining whethar the appropriate

tax treatment is immediate dii!uul:l.nn or capitalization. See United
States v. Iumw; ::3 (72-1 USTC P9276), 405 U.5. 298,
310 (1972) ( that *is ¢ ue in more than one taxable ysar" is
a nondeductible capital expenditure); Central Texas Savings & Loan Assn.
v. United States :ui-: USTC P9471], 731 F.2d 1181, 1183 (CAS 1984)
("While the period of the benafits may not be con:rnlunl in all cases,
it nonetheless remains a prominent, if not predominant, characteristic
of a capital item.”).

The Court applied the foregoing principles to the specific expenditures
at- issue in this case, and concluded that National Starch has not
demonstrated that the 1pv-u=n-nt banking, legal, and other costs it
incurred in connect’ion with Unilever's acquisition of its shares are
deductible as ordinary ' necessary business expenses under 5162(a).

L] - - L]

Similarly, the expenses that National Starch ircurred in Unilever's

+ friendly takeover do not qualify for deduction as "ordinary and
necessary” business cxpenses under S162(a). The fact that the
expenditures do not create or snhance a separate and distinct addicional
asset is not controlling; the acquisition-related expenses bear the
indicia of capital expenditures and are to be treaced as such,

Il. In Phillips and Easton !ﬂpplr ‘Company v. Commissioner, 20 TC, 20 TC 433,

(1953), it was held that tha expense of installing the nev floor vas a
capital Mtﬂl‘l.
The was in business since 1916. It occupied continuousl

_constructed in 1900 and was of bri lmt

SR
had a gravel 'l,'.L floor. It wvas lorated four blocks
from the center of the ‘Wichita, and, also, it is about 10v yards

m o
from the bank of tlll Arhluu River. The building was not located in a

Department of the Treasury - Internal Revenue Service Fcrm B886-A
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flood area. It was rentad during the years 1916 to 1920; it purchased
the land and builc in 1920 for $22,621.02, of which amount $14,621.0:
was allocated to the building. All of the cost of the building was
recovered through depreciation by December 31, 1945,

The original cement or concrete floor of the building remained in place
until 1946, when it was taken out and replaced, except for an area of
225 square feat which wvas taken out and replaced in about 1943. When a
new floor was installed in 1946, the ares of 225 square feet vas not
taken up but remained. The old concrete floor was not reinforced; it
was 23 inches thick. The area of 225 square feet of new floor is $
inches thick. "mswfﬂwr. installed 4in 1946, is 5 inches
thick and is ced. The building code of Wichita requires that
cement floors shall be 5 inches in thickness.

When the new concrste floor was installed in 1946, all the lavatoriaes,

offices, partitions, bins, and stocks of goods--were moved. The Company
carried on its businers throughout the pericd vhen the floor was
installed. The new floor was laid in sections of 16 square feet, and
all the work of moving equipment, taking out sections of the old floor,
and putting in 2 sections was done in piecemeal fashion, so that the
vork vas dona progressively. The only nev installation was the floor.
Partitions, bins, and lavatories were meraely moved and relocated as the
nev floor was laid, except that new tile was required to cover the floor
area of the offices, and the plastered partition was, in part, recovered
with plaster board. Soma amount of painting vas done vhen the vork was

fiﬂilh.‘ .

Tha evidence on the whole shows that the old floor wore out; that it bhad
been patched and repaired to such an extent that further patching wvas
not practical; and that the business of petitioner had expanded to
include the handling of heavy goods and equipment which the old floor
could not support without the effects of the heavier wear entailed. The
floor wvhich wvas laced was the original floor of the building, and it
was 46 years old. re the cost or basis of petitioner’'s building

had bean fully recoveraed through depreciation allowance befors January
1, 1946, so t the old floor had been completely depreciated.

The evidence shows, clearly, that the new floor represented a
replacemant and an improvement; and that it was not merely a repair
which kept the building in ordinarily efficient operating condition.
See, Illinois Merchants Trust Co., Executor, 4 B. T. A. 103 fDec. 1452];
and Regulations 111, Section 27.23(a)-4. The installation nf the naw
floor was an extensive job, and for practical purposes it amountad to
putting in an antire floor, bacause the 225 square feet of new floor in
the rear of the building represented only a small and minor part of the
entire floor area. The removal of the old floor and the installation of

the new floor was a substantial, structural work. Cf. Buckland v.
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United Stactes, 66 lqh . 681, 683 [46-1 USTC P9273]. The new floor
made the buil valuable for the use of tha patitioner in its
business, parti because it accommolated the storing, mung,

and moving of mmt and inventories. Black Mardvare Co. v

Commissioner, 39 Fed. (2d) 460 [2 USTC Pul]. certiorari denied, ZH u.
5. B41; Amscerdam Theatres Corporation, 24 B. T. A. 11561 [Dec. 7338).

In ll:l.i:hltd E. Donovan v. Commissioner Docket No. 5336-88., TC Mamo.
1990-373, 60 TCM 184, (1990), the Court ruled that the expanditures of
$172,000 made for the p of wind turbines should be capitalized.
'f{;' MH;:I:.:H e of the wind :uthl.num l;;: nlul:ll'r

i 9 P8 to earn income to quiet

investors. .m:. the cost of acquisition of property with a

useful 1ife subsctantially beyond the taxable yesr is a cost that is
capital in nl:uri. per Sec. 1.263(a)-2(a), or the Income Tax Regs.
Further per 168 of the IRC the type of property of the T/P has a
useful life su t.lntiinr beyond the year of purchase.

Godfrey et al v. Comm 64-2 USTC P9668, (CA-6), U.” §. Court of Appeals,
6th Circuit, No. 15386, 335 F2d 82, 7/29/64, Affirming Tax Court, 22 TCF
1, CCH Dec. 25,899(M), T. C. Memo. 1963-1, the Court ruled that- " use
survey", vhich was the first step in the tazpayer's contemplated
davelopment of commarcial property, was a capital expenditure rather
than an ordinary businass expanse. Likevise, the legal fees incurred in
an unsuccessfvl effort to have the zoning classification of the land
changed to ones that would permit it to be used in the manner indicated

by the survey were capital expenditures.
In this regard the Tax court said, "use-survey"” costs represent:

"o a8 first step in the contemplatad development of the
property; and its benafits wvere obviously expected to extend beyond the
year in which the survey was made."” The test of an ordinary businass
expense is whether it is of a recurring nature and its benefit is
generally sxhausted within a year. An expenditure is of a capital
nature "where it results in the taxpayer's acquisition or ret of
a capital asset, or in the improvement or davelopment of & tal
asset in such a wvay that the benefit of the expenditure is enjoyed over
a comparatively lengthy period of business operation.” Louisiana Land
& Exploration Co. v. Cormissioner [CCH Dec. 15,308], 7 T. C. 507 aff'd,
[47-1 USTC P9266)] 161 F. 24 842, C. A. 5; See Commissioner v. Boylston
Market Ass'n [42-2 USTC P9820), 131 F. 24 966, C. A. 1; Clark Thread
Co. v. Commissioner [38-2 USTC P9440), 10v F. 24 257, C. A. 3I;
Parkersburg Iron & Stesl Co. v Burnet [1931 CCH P9201), 48 F. 24 163,
C. A. 4. Shainbaerg v. Commissionar [(CCH Dac. 23,838), 33 T. C. 241,
relied upon by the taxpayer, involved a [inancing survey vhich wvas
regarded as & recurring cost and is factually distinguishable from the
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17.

18.

19.

2“-

21.

urt looked at vhether any properly performed repair added value tc

pparty 4 mm to the situstion immediately before the repair
datermined that "the proper test is vhether the

rially enhances the valua, use, 1life expectancy,

or capacity as compared with the status of the asset prior to

the cor -T“"T" tating the expent!ture.”; sea also

Plainfield-Undon Water Co. [Dec. 25,740}, 39 T. C. 333, 337-338 (1962).

ﬂl'-ﬂ*." Iiﬁ-u -'! CC

issioner 20 TCM 56, TC Memo. (1961) the Court ruled
: $1,935.50 paid in 1958 for retubing the boiler

warea capital expanditure as the retubing undoubtedly added to the usaful
1life of the boiler, and that, by more a year or so, although the
T/P did not show a _to the relative costs of tha entire boiler
or how axtensiv ; _J.I was to retuba. The lar vhi~h vas installed
in 1929, was located in a building at its Park Street store in

w , Rhod , which was formerly a transit company carbarn
IM' 1 rchase .v-illll remodeled by patitioner in 19355 for use as a

t. During the first heating season after the Company acquired,
thl bun-r tubes carbonized rapidly and six or seven tubes leaked.

In Phill: lp Easton Supply Co., 20 T. C. 453 (1953), the expense of
instal .a naw floor in the taxpayer's building was held to be a
capital wm. The ‘old floor was 46 years old, and had so
deteriorated that !ﬂl,‘l'-hlt‘ repairs were not practical; such old floor had
been previously 'in various places. The nev [lcor vas a

replacement of one.

In Alexander Sprunt & Son, Inc. 24 B. T. A. 599 (1931), revd. nn other

grounds [1933 CCH P9263] 64 F. 2d 424 (C. A. &, 1933), for the
ﬂk.ﬂll ‘cost of replacing an 1ud;-qulu ;tru:mﬂ which no
tended purpose with a bettaer and more substantial

structure of the same type must be treated as a capital expenditure. The
taxpayar mlir.:ld a wooden wall with a concrete wall.

. Commissioner [61-2 USTC P9632], 294 F. 24 541 (7th Cir.
Nl. 386 U. 5. 987 (1962), the Tax Court said chat the

‘to convert the electrical system at a
..A. C. to meet the city's regulations vas a
th Circuit agreed, reasoning thlt wtn if
_ ot improve the property by increasing
, or afficiency, or prnlu:in: its 1ife, u d.td
more valuable by bringing the proparty into

compliance ui' ‘applicable regulations.

The Court stated in Hertz Corp. v. United States [60-2 USTC P9553], 364
U. 5.7122,7126 (1960)¢ "'I-ﬂlu purpose of depreciation accounting is to
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22.

allocate tha expense of using an asset to the various periods which are

benefited by that t." See also Uniced States v. [1 USTC P234),
274 U. '8+ H.'c.—? 1 (1927); Massey Motors, Imc. v. ted States
(60-2 USTC P9554], 364 U. S. 92, 96 (1960); FPrd Navigation Co. v.

cu—iuim I’II-I USTC P9280), 383 U. S. 272, 276-277 {IHH

T I'Dlhr# Gelplnr v. Commissioner, Docket No. 18624, 9 TCM
Prdaaidac to have the machines reconditioned and certain of
rts rebuilt. The parts of the machines involved in this

the  parts re
reconditioning vere shipped to Robert Reiner, Inc., a knitting machine
manufac company .

' these machinaes added unrinur to thair valuas,

ged their lives, and made good, to the extent of its
on of the original useful 1ife of the machine

for ldul.dl #p.m.tiw allovance had been made. The normal useful life
of the nes in qmum had been exhausted and the expenditures for

% to have materially increased their value and
1ife.... conditions we think the expenditurs was capital in
character and recoverable over the additional span of useful life given
to the machines hr the reconditioning. Marsh Fork Coal Co. v. Lucas, 42
Fed. (2d4) 83 [2 USTC PS50). 971-218, Filed August 30, 1971

As described above the Courts applied variocus tests to determine whather
an axpenditure is capital or repair. In general, the Courts ruled

that expenditures l.uurru as part of a general phn of rehabilitation,

modernization, t of the property, are capital in naturae,
I’ml ﬂﬂm.liﬂﬂqu " llri“l 1”’. 1“‘! m.l.l.

ILLINOIS m
V-2, C.B. 2 (1926); Phillips and Easton Supply Company v. Commissionar,
20 TC, 2& TC 133. (1953); INDOPCO, Inc., v. Comm 92-1 USTC P50,113,

. . #ﬂ hd States, 90- ll?l. 2/26/92, 112 8Ct 1039;
: B 2971, 918 F.2d 426; Electric » Ine., v.
United ll-lm 87-2 USTC P9587, US-CL-CT (1987); Claussner iery

Company v. Mu:l‘.:ur, nar.-lut No. 18624, 9 TCM 891; Accurate Tool Co.,

Ing. v. Commissioner, Docket Nos. 8802, 10029, lﬂﬂ?. 10 TCM 354, (1951)

The Courts also ruled that any engineering costs cthat are related to
planned modernization, replacement etc., are capital expendituras
sea, Home News ﬂbﬂlil.n' Co. v. Commissioner, 18 I.T A. 1008 (1930)

United States v. mgl.. 400 F.2d 686 (10th Cir. 1968)

55-T..C. 1081 (1971)
In lllﬂ“’-lrm. . ¥. United States, 87-2 USTC P9587, US-CL-CT
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United States, 90-1278, 2/26/92, 112 SCt 1039;
3+ r:n +371, 918 F.2d 426, the Suprems Court
discussed at g agth, the purpose, function and performance
of assets to d ; lll whether certain expenditures are capital.

:n.mun - uuuu wmmrm
tuh:lntr of various Code and hnuugu

Suprame mt of th
.ffll '“"30 i

sections dealing witl .' .’? Property”, “Placed-in-service® and
Investmant tax Cradit“, in a separate 886-A that wvas submitted to the
T/P on 2-22-9
1, ' 3 : l "Unit of zrnp-rtr" for determining
;: value to, prolongs the life of, increases

an y. In order to get an
| Bave to refer to tha most recent casa,

IN POVER & LIGHT CO. UNITED STATES COURT OF
» 38 F,3d 329; U.S. App. 94-2 USTC

: _ﬁl Court r-l\ri.nrld the Treas. Reg. Sec.
Ao and made

PS0,547, (1994)

1. ll?{l}-l
tha' retloviag

.. In order wm if customer service drops are excluded
addicions, we must determine the applicadble "unit of property."”

L ] L]

The rmllnq utml.l.' i3 not entirely clear on how to dafine units of
Frm ler t}' mﬂr and both of tha !.n:muuum advanced by
; A | & unit of property are -

) doas apply to utility pnp.m ‘and the text
*ﬂl m}umm pr:p-nr Ml‘ﬂl: nlhﬂ:
o C o or UTas
1 (g) applies only :: 3: wﬁ-

{31 or to all utnttrg « In this
*til sentence describing th unit of
5 ) #uulr follows the sentence describ
P& llmuefpmfum
Jon (d)(1l). This juxcaposi suggests
_lhouu be treated diff from
wﬂ definition of 'm of

Da unit (that is, each separata

Lt 1uuch perforns a discrete functiom..
"i any overating umit, mlm & unit ‘of

section of t r y

1 : ; - d machinery or equipment and, thus, the
lPlﬂig *_,' dc ; *-ﬂhi:lrﬂ and equipment under
subsection t 19 (1] pliss to ueility property.”
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The Court further commented:

".+Tha I.l'.l'l position articulated in Revenue Ruling 78-67 is entitled
to considerable weight. "Al the Service's interpretive rulings do
ﬂt_m:‘ b "~'--. i -..A;r- fect o r:ﬁ.ﬂm. ve give an um’ll

terpre nd practicas cons able weight wvhare they involve
the con ‘construction of a stacute and vhare they have

i v. United States, 495 U.S. 472, 484, 109 L.

been in .* Davi

Ed. M‘ﬂ‘!. nﬁ I. __ -H 2014 (1990) (citations omitted). Furthermore,
“when the et jon of an administrative regulaction rather than a
statute i3 a dafe is even more clearly in order." Udall

an, 380 U.S. 1, 16, 13 L. Ed. 24 616, 85 5. Ct. 792 (1965).
"The ultimate criter i.l the adminiscractiva interpratation, which
hmml of mm 1 :‘E:t mun it is plainly erroneous or

nnm.rﬂt’  the tion.” Bowles v. Seminole Rock Co., 325
U.S. 410, 413-14, 89 L 1700, 63 S. Ct. 1215 (1945).
The Service has long followad tha position articulated in

Revenues Ruling 78-67. Revenue Ruling 78-67 was issued in 1978. Prior
to mluﬂgl. - ‘of ‘ruling, the Service issued a General

Counse dated October 20, 1977, (“GCM 37297") which
discussed the proposed revenue ruling which later was issue‘ as

Revenue 78-67. Although GCMs have no precedential valus, thay
are "halpful l:n:pnﬂu the Tax Code when faced with an almost
total absence qt 1av.'" Morganbesser v. United States, 984 F.2d

550, 563 (2d Cir. 1993), quoting Herrmann v. E.W. Wylie Corp., 766 F.
Supp. 800, 802-03 {ﬂ.'.ﬂ. 1991)."

The Court furthexr ITH about accepting or rejecting the T/P's "Units of
property" in the following manner:

I-mlul:-:l.r after Treasury Regulation @ 1.167(a)-11(d)(2)(vi)
prnrtdu the general definition for units of property, the regulation
states, "the taxpayer's accounting classification of units of
-] will gen ly be accepted for purposas of this subdivision
P the cl ! tions are reasonably consistent with the
pre sentence and are consistently spplied.” (emphasis
luppl.ill The luttin WPL had established units of prmrtr and

uunmm those classifications during the years in
quastion is not ""*-"""?' tive for two reassons. First, WPL's units

of property vere not consistent with the regulation's trcatment of
additional units of Fm and thus the !::viu is not obligated to
accept thaesa units pm aven though consistently applied.
Second, even Sarvi. d:l;d sccept WPL's classification for
the years in qnnﬂ‘.m. L light of WPL's prior trsatment of
the expenditures in quastion. Fﬁu WPL attempted to treat these
expenditures ﬂfﬁa‘mﬂr. the Service was no longer obliged to accept

Department of the Treasury - Internal Revenue Service Form Bf6-A
Page 33|
Department of the Treasury - Internal Revenue Service Form 886-A




-

Schedule No. or

FLORIDA POWER & LIGHT COMPANY

Form BB6=A I !
- i EXPLANATION OF ITEMS | Exhibieini-g
' Name ﬁf 'tupl::rir i I’mﬂlﬂm
S

these units of proparty. As the district court stated, "Equity does
not demand I:hn vhere the United States accepts a prior
i- it continues to be bound by a subsequent smendment

charact ¢
clai r.#zl!; ter deductions than those claimed on the
or ' otherwvise would parmit a taxpayer to parlay

a doqmug £ in iaﬂlmtnjnrmw“ ing
mt" - . i“ -Mlml +44. mp

The burden of Mﬂ; the rqht to a claimed deduction is on the
taxpayer. See, @.5., Hafti v. Internal Revenue Service, 8 F.34 1189,
1173 (7th c.{r. 1993). Whathar the taxpayer has produced sufficient
aevidence to support a deduction is a quastion of fact vhich va review
for clear error. See Betson v. Commissioner of Internal Revenue, 802
F.2d 365, 367 (9cth Cir. 1986)."

e Sarforas & GTfsrata funceion.s.”
The Court also applied ghis definition to a unit of utility property.

FERC requires ticility Companies to follov certain guidelines ard
prescribed Account categories for the Property, Plant &

Equipment. For lnnm Iluu- ting Plants, it recuires to include undar
Reactor Plant Equipment. All othar

2lant Account J2%. all !llﬂll:
Plant Accounts are same as for Steam Generation. Each Plant Account has

Suhl:rlihl aml IIIII m u mud of lmrll -

The T/P p the listing of the various Plant Account categories
during ‘week of February 1995. The Engineer revieved the
computer listing of the items. Under each Plant Account such as 322, 323,
324 atc., a "system coda" uu found with a "System Title" and each “System
Title" has a briaf description about the "System®. Further, sach "systea”
is broken dovn to "INDIVIDUAL UNITIS" called 'nns.-nxm vhich are
essentially a "Upit of proo # and are assigned "Retirement Unit Codes™
to keep track of -* h plece

Two Plant Account catagories are lisced below:
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]

L] -
151 REACTOR VESSEL AND INTERNALS

RIETION: This system includes inscallation associated
‘ _ d‘ fuel and moderator vithin the Reactor vessel.
i boundaries are at the Resctor coolant plplll welds to
_vessel and ai ‘the connections to the vassel head and

inst: ‘puaetrations. It does not include rell. incore

hlttﬁlﬂﬁﬁﬂr nuclear fuel.

memm

EHEE

0345 rnm:nu:uﬁ
L] L ]
0351 HEAD, REACTOR -
L] L W
03s? INSTRUMENTATION PENETRATION
SEALS (CONOSEALS)
* & L ]
0361 LEAKE DETECTION SYSTEM EACH
2, PLANT ACCOUNT 323 :  TURBOGENERATOR UNITS
SYSTIEM CORE SYSTEM TITLE
&* - -
271 STEAM TURBINE

Wl This system includes the turbine that drives
gensrator to produce alectric power. Tha system

boundaries are at the welds to the main steam and reheat piping
tems, the connaction at the turbine casing to each extraction
gﬁ: At tha turbine, glcn?n::r.ion r‘.:: the mndmcr mt?:
ty- mlnpur o e turbine- coup ee
m::-mi. clogest connections to ‘lube oil system at the
urbine. cas not include lube oil piping extermal to the
- nor the gland seal system, nor the turbine mml
The system includes sole platas, shims and other parts
‘the turbine on the pedestal.
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CODE UNIT
1536 EABIIG OR SHELL EACH SEC
L ] w
}!i! ﬂlﬂﬂ'?lllﬁﬂ!l TURBINE WHEEL EACH
]
1549 COUPLING COMPLETE WITH FASTENERS EACH
- L -
1552 INTERMEDIATE PRESSURE TURBINE EACH
WHEEL +» . *
1537 LOW PRESSURE TURBINE WHEEL EACH
- W -
1563 INSULATION-PIPING, RUN 4 IN OR FEET
LARGER

”“1;'2. m:hw ut_.gh-lrf!!: l'lt:::l. it is concluded that tha T/P

cons rs aa ila item of ma nery & equipment as a "

, s the guideli :orrmum_mnm,.ufth-
various expenditures, that are outlined in the Summary sheet, EXHIBIT A.
T/P claims that these "Units of Property" are fnm only,

and not for tax purposes. However, T/P does not any distinction

for depreciation for tax purposes, the only distinction he makes is

the lifg for tax purposes.

Based on the above discussion and the Court case, UNITED STATES v.
WISCONSIN POWER & | CO. UNITED STATES COURT OF APPEALS FOR THE SEVENTH
CIRCUIT, 38 F.3d 32%; U.S. App. 94-2 USTC P50,547, (1994), the Engineer
concludes that "Upit of Provarty” has the same meaning for tax

purposes, as for book purposes. Therefore, the w 2

The next question to address is whether the "Placed-in-Service” and Investment
Tax Credit Sections and case lav apply to the Repairs issue. Let us discus.
the relevancy of tha various Revenua Rulings and cases refarred to by the
T/P's Representative.

1. Although the phrase "placed in service" is not defined in the statute,
section 1.168-2(1)(2), Proposed Income Tax Regs., 49 Fed. Reg. 5956
(Feb. 16, 1984), states:

(2) Placed in service. The term "placed in service” means the time
that property is first gll:id by the taxpayer in a condition or state
of readiness and Jvailability for a specifically assigned function,
vhether for use in a trade or business, for the production of income,
in a tax-exempt activity, or in a personal activity. * & #

Department of the Treasury - Internal Revenue Service
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‘ l.v-'l:iﬁgrz;::!E‘::I‘:i Eﬂdi?. discusses lhﬂﬂ:1I uuni:::‘lllntric

rating unit £") and vhat date it was first p in service

for depreciation and investment credit purposes. The T/P owns a unic,
construction of which commenced in Septembar 1972. The unit was
constructed for the taxpayer pursuant to a contract. The major

2

It vas ruled that the nuclear generating unit was "first placed in
service" on December 23, 1975, for depreciation and investment credit
purposes, based on the following facts:

It wvas in a condition or state of readiness and availabilicy for

a specifically assigned function. 2t

b. All necessary permits and licenses had been approved.

€. All tha critical tests for the various compSnents had been
Eﬂﬂum- B

d. The nuclear generating unit had been placed in the control of the
owners who possessed all the legal attributes of ownership, by
the contractor. .

e. The gunarating unit had been synchronized into the taxpayer's

pover grid for its function in the business of generating nuclear

electric energy for the production of income, aven though tha

generating unit would undergo further testing to eliminate any

defects.

The assertion by the T/P that this Ravenue Ruling should be the
basis for determining that gll the
-4 ' » because the Revenue Ruling

. considers the nuclear generating unit as a "Unit". The above Revenue

Ruling considered vhether the yarious ‘“'“??'EE" are performing the
functions vhat they are designed for and a e ve
been completed on the various gomponents. The componants are the
same itams that are described in the various Plant Accounts under

FERC System.

W_‘ ' ll-lilﬂ!ilg :nﬂ ﬂ“ﬁdﬁ' The District Coust
o commalrts in casa, 1 STATES v. WISCONSIN
POWER & LIGHT CO. UNITED STATES COURT OF APPEALS FOR THE SEVENTH
CIRCUIT, 38 F.3d 329; U.S. App. 24-2 USTC P30,547, (1994),

vhen the T/P vanted to change character of items in 1ts case, "..
Equity does not demand that where the United States accepts = prior
characterization it continues to be bound by & subseaquent amendment
claiming substantially greater deductions than those claimed on the

Form BBG6-A
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A,

originsl return. To hold otharvise would permit a taxpayer to parlay a
minor deduction into a subsequent major deduction by estopping the
government from objecting to its methodology...."

Based on the facts in the present case and above discussion, the

Engineer concludes that the Rev. Rul. 76-429 has no bearing on the

prasent case about the determination of vhathar the expanditures

should be capitalized or expensed and therafore, the T/P's claim is
to lat the expenditures be considered as expenses,

curran "daductibla.

In Rev. Rul. 76-238, 1976-1 CB =5, the IRS ruled in the followving
manner in regards to the two issues about "Placed-in-Service” dates:

2. A building, constructed to house manufacturing facilities, wvas
placed in service for depreciation purposes on the date its
construction was completed and available for inscallation of

machinery and equipment.

b. machinary, installed therein over a pericd of months, was placed
in service vhen the entire production line was available for the

production of an acceptable product.

This Revenue Ruling is not applicable to the present case, vhere
an expenditure is capital or expense.

Rev. Rul. 73-518, 1973-2 CB 54, the taxpayer, an electrical utility
company, constructed a major transmission line in 1970 that was
dead-anded into stesl towers at each end of the line. The necessary
substations at each end of the line vers completed in 1971 and the

line was energized.
Again, this is not an applicable Revenues Ruling in the present case.
t Refinery, Inc. v. United States [83-1 USTC

In.
Po141], (Fed. Cir.), cert. denied 464 U.S. 816 (1983),
tha court pPlaced-in-sarvice date of an oil refinery

lex consisted of the refinery facility, an offshore

Aty located two miles from the refinery and
connectad to the refinery by a pipeline system, and two pipelines usad
to transport finished products from the refinery to various storage

Department of the Treasury - Internal Revenue Service
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of high or peak electrical power demand.

The turbinas and other equipment associated with the physical
facili at the Lud Plant consist primarily of six tunnels or

penstocks, the pu 88, and six reversible pump-turbine generators
1 AT0 1 matad Unit 1 through Uait 6. The penstoexs connect the
upper - with the house in wvhich the pump-turbine

generators are located. plant wvas designed so that upon the
succesaful complation of preoperational testing of Unit 1 the
' operational and would begin selling

8 Michigan Power Pool even though the other five
still under construction.

On the svening of December 7, 1972, in conjunction with one of the
final precpe.ational tests in the pumping mode, electrical power to
Unit 1 was temporarily disrupted. When this happenad, Unit 1 did not
automatically shutdown as designed, but, due to s mecharicsl failure,

reversed into the generating mode, certain parts of the
turbine « A8 a result, further p ational testing wvas
sus » and Unit 1 was shut down for repairs. “The repairs to Unit 1

wera completed on January 9, 1973, and preoparational tescing wvas
resumed. On January 17, 1973, testing of Unit 1 was complated, and

Unit 1 formally wvas accepted by petitioner from the general
contractor. On January 18, 1973, electrical power genarated from Unit
1 vas available for transmission into the Michigan Power Pool.

Al Cait 1 pumped water into tha reservoir and generated
elec . powar during precperational testing in 1972, Unit 1 wvas not
available in 1972 to J::v!.d- elactrical power on a regular basis in
1972, The amount of trical pover generated in 1972 is insufficient
to establish that the Ludington Plant was available for full operation
on a regular basis in 1972. The generation of electrical powver and the
pumping of water into the upper reservoir were both necessary parts of
. precperational testing. Accordingly, the production of some electrical
pover (even tha sala thereof) and the filling of the upper reservoir
to vithin five feat of the high-pond lavel do mot establish that the
Ludington Plant was available for use in 1972. Not until January 17,
1973, after Unit 1 successfully had completed all phases of
precperational testing, thereby demonstrating that it was available
for service on & regular basis, was the unit in a state of readiness
and availsbility for its specifically assigned function within the
@meaning of sections 1.46-3(d)(1)(44i) and 1.167(a)-11(e)(1)(4), Income

Tax Regs.

In the above case, the Court was asked to Jecide eof
decreciation and investment credit, vhether the

Form 886-A
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m::-uuuulnutuminJuntmi
vherae, quut nn is vhether the expendituras to the various
items of property should be capitalized.

QTHER CASES - REPAIRS:

The T/P quoted the following cases where the Courts applied "..the repair
tests to in ted ‘zﬂ rather than to the component parts". m Engineer
could not find snv reference to the "Unit of

A.

revieved the

REORACLY”.

1. In Midland l.‘lpi.ﬂ Co. v. Commissioner, 14 TC 635, the issue
wvas ". A ture for a concrate lining in nt:lunn-r'
hlm# it against an oil nuisance created by a
nei ' 4s deductible as an ordinary and neacessary

expenss sec 23 (a) of the Internal Revenus Coda, on the
thaory it was an expenditure for a repair, or, in the altarnative
vhather the expenditure may be tr ated as the measurs of the loss
sustained during the taxable year and not compensated for by insurance
or otherwise within the meaning of section 23 (fT of the Intermal

Revenus Code..."

The Court found “..that for some 25 years prior to the taxable year
‘used the basement rooms of its plant as a place for the

and for the storage of meat and hides.
3 ut.trllr satisfactory for this purpose u'ur the
Lte of the fact that there vas soma lll#l!
@8 from time to time. In the taxable year it vas
_’hﬂr. but oil, was sseping through the mmt-
of the packing plant and, while the wvater would
: o4l would not. and there vas left on the basement
floor a thick scum of oil vhich gave off a strong odor that permeated
tire t, and the fumes from the oil created a fire
_ deral meat inspectors advised petitioner that it
must discontinue tha use of the water from the wells and oil-proof the
basemsnt, or else shut down its plant.. during the taxable year under
took steps to oilproof the basement by adding a concrete lining
to the walls from tha floor to a height of about four feet and also
lmdmtlmﬂ.oornfmm:. It is l:h-nn:t of this
seaks o lhdﬂ:tun apair. The b

The Court found that ".. the expenditure served only to permit
patitioner to continue the use of the plant, and particularly the
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basement for its normal operations” and held that the expenses are
ardigary and necassary business eaxpenses under section 23(a) of the
Internal Ravenue Coda.

The above case is not relevant in the instant case, because the T/P
is replacing items of machinery and equipment that have reached
3

thai
%‘. : ore should be capita y Bee various cases
el the original FORM 5701.

2. In HAWAIIAN SUGAR CO., v, COMMISSIONER OF INTERNAL REVENUE, (Oct. 1,
1928) 13 B.T.A. 683; (Oct. 1, 1928), tha Company is sngaged in the
operation of a sugar cane plantation and sugar mill in Homolulu.
During the coursa of manufacturing the 1922 crop of cana into raw
sugar one of the rollers in the crushing mill broke and was replaced
at a cost of 32,543.43. Crusher rollers are used in crushing cane to
axtract the julce from vhich the sugar is manufactured. Thase rollers
are about 535 inches in diameter and about 78 inches long and consist
of a shell and shaft. The shell is made of cast iron, wveighs from 12
to 13 tons, and the rollers operate under a presdure of about 430 tons

and ara subject to considerable waar.

The .Tn.n was ellowed to replace the broken crusher roller based on

the fo IN’.:L!.IIHEIMI *.. that such rollars are only a part of the
mill, that y are operated under heavy pressure, and are subject to

frequent replacement, that such replacement is necessary to the
operation of the mill but does not extend the life of the nill as a

wvhole, that
. Breakage is so frequent an occurrence

that spare rollers are always carried at the mills in ordar that
broken rollars may ba replaced without loss of operating time at the

mill.." (emphasis added).

« - In this cass, the Court considered the frequency of of
the rollers and vhere tha T/P demonstrated that the
of the rc i WAl _on 7/ . However, in tha instant case,

f . i

is not app

-furn, th. lbm case T1icable.

i, [ ] “ t-h

3. In Philip Shore and Ann E. Shora, et al. v. Commissioner, 18 TCM 721,
TC Memo. 19359-166, (.939), the Court made the comment that *.. there
is no simple distincrion between a "repair” and a "capital
improvemant." As stated in Libby & Blouin, Led., 4 B, T. A. 910, at
p- 914 .[Deac. 1637], "An item, which might be clasaified as a capital
expenditure under certain circumstances, may, under different facts
and circumstances, be consiCered expenss.” The question is one of
fact as to the "purpose and effect" of the sxpenditure. Farnoers
Creamery Co. of Fredericksburg, Va., 14 T. C. 879 [Dee. 17,548).

Fcrm B86=A
Page 713)
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A. ¥

pl the life uf I . 1n=rul its value, or makas il:

"While it is perhaps true, #s respondent argues, that the replacement
of an lnti::‘::!;at would ordinarily be considered a capital item, wve
feel the . facts and circumstances of this case bring the engine
raplacement expense within the classification of repairs. Clearly the
engine replaceament expenditures did not have the effect of improving
the vessel or adding to its value or useful life. Thay were
expanditures for the purpose of keeping the vessel in an ordinarily
efficient ting condition for the remaining five to seven years of
the ship's life. As the marine surveyor testified, the v=ssel without
propuls vas méraly 80 much scrap metsl. The evidence shows that,
because of the condition of the bottom of the vessel it had an
extremaly limited 1lifa. The
wvare solely to give the vessel the necess P on to the

of that useful life. The expenditures were for items that merely
sarved to restora the vessel to its condition before the crankshafts
on the obsolate motors broke, without prolonging the lifa of the
vassal or increasing its value. That the entire engines vers replaced
by used engines, instead of replacing only the broken crankshafts, is
satisfactorily explained. The installation of tHe used engines, at a
cost no greatar than crankshaft replacements, wvas solely for the
purpose of doing wvhat rsplaced crankshafts would do, namely, propel
the ship as long as its weak and damaged bottom permitted it to remain
afloat.” (emphasis added).

In the above casae, in the ship.
However, in the instant case the T/P installed all nuv items of
property which are improved and of better design and it is done

" as a part of its 20-year overhaul and therafore, tha sbove case is

not applicable.
ati L] * L ﬂl‘

in the - T/P made references to, ShAL would reguire the I.R.S.

onsid Tl

|

that

adaptable to a different use, s See
Illinois Marchants Trust Co. v. Commissionar, 4 BTA 103, 106 (1926),
acq., V-2 C,B. 2 (1926), Elactric Energy Inc., v. United States, 13 Cl.
Ct. 644 (1987), Sections 1.162-4, 1.263(a)-1(b) of the Regulations.

DISCUSSIONS WITH M.R.C.:

The Engineer contactad Dr. Scott Newberry, Director of License Renawal and
Environmental Review, Project Directorate, N.R.C., Rockville, Md and engquired
about the process of .icense extensior for Nuclear Generating Plants.

Dr. Newberry made the following observations:

Departmant of the Treasury - Internal Revenue Service
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1. Part 54 of the N.R.C. Regulations which vere issued in 1991 are being
;mt id based on the various public hearings that were completed

ast year.

2. The nev Regulations provide options to the Owners of ths Plants to
request extensions bayond the A0 year current Operating Licenses.
Then NRC will conduct the Aging Management Reviews before approvals.

3. Baltimore Gas & Electric Co., oparates 2 Nuclear Units, at Calvert
Cliffs, Md., that have been in production since 1975, indicated to
the NRC that they would be requesting for Operating License
extension, beyond the current 40 years and would be submitting their
application next year.

4. B & W Ovnars Group with several Plants informed the M2C that the
Group will be filing applications within the next two months with the
NRC for extension of the 40 year licenses. Incidentally, the T/P
claimed R & D credits for the expenditures of $364,450 for 3 years
from 1989 to 1991, which the Enginesar disallowed.

At Port St. Lucie Plant under the following Work Ordars 1£#73, 1716,

2404, 2449, 2466, 2500, 2925, 2353 and :923 the assets have bean replaced
vith new units vhich are of better and advanced design and also the old
assets eithar reached the end of the design life or rusted.

Under the Work Orders 2786 & 2787 at Port S5t. Lucie the assets are being
replaced in an orderly and planned fashion and the assets are to be
2laced in service 1996-1998.

At Turkey Point under Work Orders 1261, 1265, 2250, 2324, 2334, 2381,
2784, 2798, 2883, 2938, 2940, 3580, the assaets are being replacad wvith
upgraded and modarn design. The old assets are eithar obsolete or
rusted and resched the end of design/useful life.

Based on tha Sections of the Code, Treasury Regulations and discussion of case
law, the Engineer concluded that the 25 Work Orders, discussed above should
reaain as "capital" assets as originally classified by the T/P.

LXAMINER'S CONCLUSION

An agreement was reached with the taxpayer. The taxpayer is allowed an
a deduction for repairs in the amount of $10,899,887. The expenses are
alloved, not under the plant as az single asset theory, becauss thay

represent expenses for items the taxpayer claims as repairs to units of
property (i.e. boilers etc.) and replacement of items not considered a unit

Dapartment of the Treasury - Internal Revenue Service Form 886 -A
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of property. The dollar amounts are as !uum;n

Amounts allowed per Engineer"s original report....$ 6,563,247

Amounts allowed per Taxpayar's Agreement......... i 4,336,640
TOTAL $ 10,899,847

Recapture of tha depreciation taken on ths amounts allowed as repairs, and the
alterantive minimum tax will be addressed as separate issues.
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ACCRUED VACATION PAY
288 1989 1990 1991

Net Adjustments to Income $3,111,283 ($630,268) ($4,411,878) ($4,411,878)

See page 4 for calculations

L1SSUE

To consider an informal claim submitted to correct the computation of vacation
pay for Florida Power & Light Company for the tax year 1988.

EASTS y )
Tre taxpayer filed an informal claim attempting to correct two errors in the
~alculation of the Section 481 adiustment made necessary by the changes to the
ax law in 1’.?-

1. They stated theay incorrectly deducted $6,262,623 too much in 1988 for
<988 vacacion pay acerual. Beginning 1-1-88, an employer was allowved to
deduct as current ;;E:llu only the amount of vacation pay accrual actually

paid by 3-15 of the following year.
2. The taxpayer also stated thay were entitled to an additional
deduction in 1988 of $12,605,361 based on the Sectisn 481 s following

the repeal of Section 463. This §12,605,361 was brought into income according
to the percentages prescribed by law in 1988, 1989, 1990 and 1991.

LAW

™ -:rnr; Siime :i:in:;hl'ii!".d RE 1 thod loyer could
. or tax years be | ‘before 1988, an accrual me emp

elect to deduct vititinﬂ%::ﬂ;thit was paid during the tax year or within 8 1/2

months after the end of the year. Cude Section 463, which permitted this

election, wvas repesled for tax years beginning after 12-31-87,

1-1-88, an employer's deduction vacation pay earned during the tax ysar

will c:::in: only of amounts ng the year or within 2 1/2 months after

year-end.

DEPARTNENT OT TER TRLASURY - [FYTRRAL RIVINUR SREVICK Tern B06-A (Rev.i-40)
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This taxpayer -has stated its employees are not allowed to take vacation in the
same year in vhich it is earned. Therafore, the only amount of the current
year's accrued on pay which is deductible by the taxpayer is che amount
actually paid to employees by 3-15 of tha subsequent year. This adjustment is
detailed in Item 3 on Page 4 attached.

hang. the raserve method of accounting for vacation pay to
the method required under tha 1987 Act is treated as a change in method of

accounting init the taxpayer and made with the consent of tha
Secretary. h t of adjustment required by the change in
accounting mathod @ excess of: (1) the amount in the vacation pay

i equals !
last day of the taxable year immediately preceding the

ar j@ over (2) the amount of accrued vacation pay as of the
close of the taxable year immediately preceding the taxable year of the change
that is paid wvithin 2 1/2 months after the close of such taxable year. This
amount is to be reduced by the balance in the suspense account as of the close
of the taxable ' dmmediately preceding the taxable year.of change. This
taxpayer has sta they did not have a suspense account.

account as of the
taxable year of

“hen the entire a t #‘-m-!‘.}ﬂltltlu is attributable to tha tax year
_ ‘mmediately pruﬁﬂu year of change, the total adjustment is to be taken
1to account in computing taxable income for the year of change. The smount
attributable to tha tax year immediately preceding the year of change is the
difference in m.?mt of the adjustment determined under Code Section
481(a) for the year of change and the amount of the adjustment that would have
bsen raquired under Code Section 481(a) if cthe same change in method of
accounting had been made for such amcadinn year. These calculations are

detailed in Item 2 on Page 5 atta

The taxpayer had incorrectly calculated the Section 481 adjustment as
:11,5*::.1515:? it uﬁ:ﬂ: mu.uh::u.n?.!:i. Imun;. this is really
nconsequan . Since this taxpayer not maintained a Suspanse Account
under the prior law, entire amount of the Section 481 adjustment is
actributable to 1987. Therefors, the total amount is to ba taken into account
in computing taxable income for 1988. This adjustment is detailed in Items 1
and 2 on Page 4 attachad.

However, in calculating the original Section 481 adjustment, the taxpayer
determined the $12,605,361 should ve brought into income over a four year
period based upon parcentsges outlined in Section 4f1. This was in error and
adjustments should mh”mﬁ.u these amounts from taxable income.
This adjustment is detailed in "1 on Mage 4 attachad.
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CONCLUSION

The informal claim subm’c:ted by the taxpayer has been addressed and is bel
allowed. Taxable income is incressed $3,111,283 in 1988, decrsased ll!ﬂ.!gf
in 1989, and decreased §4,411,878 in both 1990 and 1991.
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%ﬁu of Section 441 Adjustments fn:97-P02.587
1982 1589 1990 1991
As Heported - .° 3,151,340 630,268 4,411,878 4,411,878
As Corrected ~ 18,867,984 0 2 0 i 0
Adjustsent 15,716,644 (630,268)  (4,411,878) (4,411,878
ATEEENEEEEEE ERoseESEEEE SEESEEEwENE IETEEFEETEER
Item 2

Total Deduction Allowsd

As Reported 0

As Corrected 18,867,984

Adjustment 18,867,984)

Bet Adjustment (3,151,340) (630,268) (4,411.878) (4,411,878

asFEEEEOEER EEEREEEEREEDO IgERTEERTEER FEEEEEEERES
Item 3

Vacation Acerual - Reversa’ for Curfent Year

Raversal as Reportsd 19,513,784
ki 1 as Corractad 23,776,407

"“ustment 6,262,623

Total Net Adjustments - 3,111,283 (630,268) (4,411,878) (4,411,878

" FESEaasmass ENEESEEOrEE EzsssmECEES EsEESSEEETD
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FPL Group, Inc. & Ssbsidiaries
hun:l#mr-u:#ntm,

1987
17,630,680 19,023,258 31,107,276
11,844,037
"3,808,843
FENSAREEEEE
Paid by 3/15/89 3,346,849
Reversal Current Year "15,776,407
LI T T RITINT ]
Paid by 3718/90 3,810,103
Reversal Curreat Yesr 27,197,173
EFEFEEEEREN
" ~Irem 2
Bection 481 Adjuscmentcs
Accrued Yeacation Pay 27,630,880
Paid by 3715998 2,976,083
Raversal - Current Year ‘24,674,627
LL L E LT 11T ]
. - '“-t Law !l.l?l.ll?
J - HIII‘ I- .lﬂ.
waction 481 Adjustment 18,867,984
LI T Tl T T TR
tion = Prior I':I'H' - 21,844,037
tion = Curreat Law 2,976,093
Section 481 Adjustsent 18,867,984
L
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Schedule No. or
Exhibit  §101-085.001

Year/Period Ended

form BB86-A |
- ; EXPLANATION OF ITEMS
[}

-

namea of Taxpayer

o -

FPL Group, Inc. and Subsidiaries 1988 - 1992
Subsidiaryv: Florida Power & Light Company -
Other Income - Gmtt.lhthu In Ald Of Conscruetion
1888 13988 1880 1881 1882
Adjustment to
Income $(3,820,356) 33,115,647 34,984,307 $2,282,368 $3,900,855
(decrease)
ISSUR

What is tha correct amount to be reported by Florida Power & light
Gmg?; in the tax years 1988 - 1992 as contributions in aid of construction
(CIA

EACTS -
Part of the mumu showr above arise from an informal claim filed

by the taxpayer with the Internal Revenue Service.! Florida Power & Light
'"'--pur is a luh- !hl.nh £iles with the consolidated group under the

‘rent company - ﬂ_m. Inc. When the taxpayer filed the original
consolidated hﬁu‘_ﬂ. : ite income tax returns for the ysars 1988 - 1991,
the amount of the ons in aid of construction that was reported was
overstated in some years Iﬁll- und-rlnt-d in other years, according to the
informal claim. When the taxpayer filed the amended 1882 corporate tax
return, a revision was also made to the amount of taxable CIAC that was
originally reported.

Florida Power & t Company maintains a system of power lines that is
designed to deliver el dicity to customera. This system consists of several
different types of power lines With specific functions. lm-vﬂlm
transmission lines %ﬁlﬂtl‘ ty from the power plant to the taxpayer's
various substations. ‘voltage is cut by a transformer at the substation
and the electricity is generally carried along a distributior line to the
vicinity of the customera. A service line is generally used to connect the
individual customer to the utl.ll.‘lr 8 distribution line. This connection is
generally referred to as a "service drop”.

In order to be connected to the taxpayer's power distribution systes,
the customer may have to pay a nonrecurring fee to cover the cost of extending

.Jl'l

1 The informal claism Mﬂﬂ of a schedule that was prepared by
Florida Power & Light ca-n::g .“igzhllthlnt entitled 1888 - 1882 CIAC .
Calculations, along With ral schedules.

Department of the Treasury - Internal Revenue Service Form Hll*l :
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Form B886-A Schedule No. or

Exhibit  smop-e85.0m

Year/Period Ended
1888 - 1882

¥
{ ]
i EXPLANATION OF ITEMS
i

hu;c of Taxpayar
FPL Group, Inc. and Subsidiaries

L}
L]
L}
L]
L]
L]
]
'
i
!

¥

the power linq,“,ﬁéltmattqn,ﬂzii a service line is needed but occasiocnally a
distribution line must be installed for larger projects such as subdivisions,
manufacturing plants, or commercial buildings.

Customers usually have a choice in selecting the manner that power will
be delivered to m‘ operty. The primary mcthod of delive - service to
the customer 1"._WM_:iiPdﬂt!ndlrd Overhead Service”. This involves overhead
power lines that connect directly to the residence or building. This type of
service lqgg;gl;:agel!ﬁ“, Anvolve any charge to the customer. If, however,
(1) underground service is requested, (2) the length of the service drop is
greater than the "standard length”, or (3) the estimated cost to connect the
customer’s line to taxpayer’'s power lines is greater than three times the
estimated annual Kilowatt Hour (KWH) sales over the new line, a one time fee,
based upon tariff charges ovad by the Florida Public Service Commission
(FPSC), may be charged. o one time fees are classified by the Commission
as Contributions in Aid of Construction. x

LAH

N

Section 118(b) of the Internal Revenue Code of 1954 provided a special

-+le for contributions in aid of construction received by regulated public

ilities providing certain services. Under this rule, contributions in aid
cf construction were treated as contributions to capital and were therefore
excluded from gross-income under saction 118(a). Section 824 of the Tax
teform Act of 18986 (Pub. L. No, 98-514) changed the treatment of amounts
received as contributions in ald of construction after December 31, 1986, in
taxable years endihg after suc! te.

New section 118(b) of the .laternal Revenue Code of 1888 expressly
provides that contributions in aid of construction and other contributions
made by a customer or potential customer (collectively, “CIAC=" ) are not
contributions to tal and thus are not excluded from gross income under
esection 118. Aeccord 'y 8uch amounts are required to be included in gross
income under section B61.

Hotice A7-82

On Dauc.bir.ﬂibiéggT _tﬂﬂiﬁﬂﬂ.rtlnln-d Notice B87-82,2 which discussed
several issues involving CIACs and the change in Section 118, Besction II of
Hu:iun lTnzz :;:1:n:;$§ﬁL _ on of ::11117 facilities. This has II:::B;III
relevance to 1 ant case because the taxpayer is claiming exempt rom
taxation for significant amounts ©f relocation fees received.

2 Hﬂilﬂiﬁﬂfﬂhzéfw'”

» 1987-2 C.B. 289.

Department of the Treasury - Internal Revenue Service Form 6-A
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Bchedule No. or
Exhibit STN-045.007

Year/Period Ended
1988 - 18992

Form B86-A !
- :

bae of Taxpayer .
FPL Group, Inc. and Subsidiaries

EXPLANATION OF ITEMS

Section II of the Notice states:
II. Relocation of Utility Facilities

The Internal ia Service has received
numercus inquiris the Federal income tax
treatsent under the of fees and other
amounts received by utilities for relocating
utility !Inillilil t'tllnﬁltinn fees”).

Frequently, utilities are required to relocate
utility facilities in rder to accommodate a public
right-of-way, For example, a utility line may have
to be relocated in nnh:- to allow for the
construction or isprovement of a public highway.
Similarly, overhead usility lines may be placed
underground under a governmental program undertaken
for reasons of comsvaity esthetics and public
safety. In such cases, the utility typically
receives, dtmﬂ:r ur hﬂrmlr. a relocation

fee in reimbursement for the costs of

relocating :z:‘uﬂﬂt'! facilities. The legislative
history to ion 824 of the Act indicates that
Congrese viewed the r-nilpt by utilities of CIACs
as a prepayment for fu Immm that the

utilities would , their customers.
Sess. 643-45 ( | ("House Beport”). Congress

viewed the uh].ul.tm of these amounts from income

as inappropriate  and accordingly, rsquired tha* a
utility

report as an item of gross income

the value of any property, including
money, that it mﬂm to provide,
or encourage . the provision of,
services to or :I‘ul.' ‘the benefit of the
person transferring the property. A
utility is considered as having
received proparty to encourage the
'mm“ h,

o property is a 'iiihllltl to
the provision of ser tb-
receipt of the rty re z&ﬂ
the provision of services sarlier
than would be thm“

I

e

Department of the Treasury - Internal Revenue Service Form BBE-A
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Schedvle No. or
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Year/Period Ended
1988 - 19982

Form 886-A :
~ 5 1

_ dame of Taxpayer
FPL Group, Ins. and Subsidiaries

m'l' ION OF ITEMS

]

Wﬂr‘f 3t been received, or if
the r it of the property
otherwise the transferor to

e lative history to the Act also

person transferring the property will

_ idered as having been
m [from such transfer) if he is the
person who will receive the

[Iiﬂﬂ!]! an owner of the
w will receive the services,
; ouner of the property that will -

rﬂlﬂ ‘the services, or if he derives
any benefit from the property that will
receive the services. Thus, a builder
_tronsfers property to a utility in
to obtain services for a house
that he was paid to build will be
um:l.dmtl ‘as having benefited from the
provision of the services . .
g:.? “that the builder may
ver ha ownership interest
in " mﬂm may maks the
:rw to the utility after the house
has benn completed and accepted.

House Report at 844-45.

In m rast, the legislative history to the Act
s that the repeal of section 118(b) of
does nmot affect transfers of
#w-inm in connection with

factor in ika IZrsnaliar “' - Id. (emphasis added)
d on the foregoing, the Federal income
- t¥pes of relocation fees

has 3 ,-"-“ 824 of the Act
g L .hﬂ a
- d hy a doana
- Department of the Treasury - Internal Revenue Service Form BBG6-¢
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Form 086-A |
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Schedule No. or
Exhibit  smo-ps5.m

H

i

: 1
hame of Taxpayer { Year/Period

FPL Group, Inc. and Subsidiaries !

N ]

1988 - 1992

or by a governmental entity) to pay the utility
for the costs of relocating utility facilities in
_to obtain access to utility gervices for a

developing. Since the

tion fees is a prerequisite

ti services, the payment is a
ded in the utility s income,

the particular utility

s
A -

services by the utility, regardless of the status
ntity of the customer from whom the fees are

received. For example, assume a utility receives a

payment relating to the relocation or extension of

utility fhﬂi‘lm to a newly constructed

municipal building (e.5., a public hospital,

civic ontgfﬂr sun) whose operations are

» customer is exclusively engaging in
for the public benefit. Similarly,
: lﬂhﬁmh & utility as a

srerequisite to 14ty providing new or
tmh#um %w in gross income
because such payments are a prerequisite to the
provision of services by the utility, although a
governnental entity may be making the paymants
in question. ( is added)

Several of the situations highlighted in Notice 87-82 were encountered

in the instant case. The tax
that described the work in

entitled to o

CIIOI. l“_ xamo ] ':'r-'r
aumber of work order
lines to accommodate
have been allowed as

part informal clais.

Lt

Provided documentation (work orders, etc.)
ufficient detail to establish that they were
Work orders from income even though they were
L ir initially did not exclude a signizicant
.Work performed was solely to relocate utility
w-n ©f a public rosdway. Those ervenditures

Department of the Treasury - Internal Revenue Service

).

Form BBB-A
Page
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Schedules No. or
Exhibit  §m1-085.0m1

hame Of Tn:élrnr ;
FPL firoup, Inc. and Subsidiaries

Year/Period Ended

1988 - 1992

There were also
orders from ingcome ¢
CIACs. Those work ord:
as described in Notice

®)

'e been included

L situations where the taxpayer sxcluded work
1d because they were actually

- . %I“ui determined to be public benefit items
: ice 87-82 but examination were found to be normal
CIACs and therefore eligible for sxclusion.
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COMCLUSION

%8 in the amounta ahown above ars required to correct the total
_.ﬁ-a_triht.lm in ald of comstructioa for the tax

) 1l ﬁ" lasue. Othe tl.hlt!.tl 111 correct
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Fops G86—A : | Bchedule No. or

. ‘EXPLANATION OF ITEMS | Exhibit
i | F37Q04-17
vame of Taxpayer | Year/Period Ended
M| lm- ' I
mﬂ I_19808-1992
e 1789 o282 A290
Adjustment to Incosas <85,324,303> (92,660,618> <82,560,819)

“Whether customer deposits received by the taxpayer to ensure payment of billse
is income upon receipt.

EACTS:

Florida Powsr & Light is a public utility engaged in the generation of
electricity and uses the accrual method of sccounting. Under this method of

accounting _taxpayer included customer security deposits in income pursuant
to Reg. :.4%!:1.‘ -

In 1991, the taxpayer filed a request for change in accounting method under
Revenus Procedurs 84-74 (nvoking the terms and conditions specifisd under
Revenue Procedure 91-31. The request was for exclusion of cUstomer deposits
from taxable incomes. The yesr of change was the y®ar beginning January 1,
196%. The IRC Section 481(a) adjustment to be spread over six ysars was

| ;
or tax year L1988, the taxpayer made a Schedule M=1 entry of $2,5643,40% for

taxable customer deposits.

The amounts resulting frn-‘tt- change in accounting method are as follows:

‘Ymars IBC Sec. 481 Adi. Intal

19685 8 2,440,618 $ IN&A22,5649 - % 4,203,267

1984 2,460,518 1,129,435 3,790,083

1987 .z.m.gu <23,86B81> 2,635,937

1988 2,680,518 2,663,689 3,324,303

am 2,680,618 0 2,660,618

1 y 0

. Totals 195,963,709 s 3,392,088 $21,3%8,797
| kb
|Th- Supreme Court rendered judgement on January 1990, relating to the customer
deposit issue in the { | case.

The court stated that custoser deposits ware not edvance payments for
*lectricity and therefore do not constitute taxable income.

\IAXPAYER'S POSITION:
"“e taxpayer is in agreement with this issue.
Department of the Treasury = Internal Revenue S.w“.ﬂ@ Form B886&-A
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“smg of Taxpayer | Year/Pa=ilod Ended
GROUP, INC, '
| ivmg-1992

PuFsUSHE 10 the court decision, the change in accounting sethed is &llowed.
The taxpayer's tavable incoms is being reduced by the custossr decosit asounts
arevicusly ineluded.
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