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Summary

CAPITALIZE DEPRECIATION ON EQUIPMENT USED TO CONSTRUCT CAPITAL ASSETS.

During 1962 and 1963, Idaho Power Co., a utility, used its own

equipment in the construction of improvements and additions to its capital

facilities. In keeping with the method of accounting required by an

applicable regulatory agency, the company charged the depreciation of the

equipment, as well as all operating and maintenance costs, to the capital

assets constructed. For federal income tax purposes, the company deducted

the depreciation on the equipment under section 167 of the 1954 Code using

a 10-year composite life; only the operating and maintenance costs were not

claimed as current expenses and deducted.

     The IRS asserted that the depreciation was a nondeductible

capital expenditure under section 263, and could only be deducted over the

useful life of the property constructed, which was 30 years or more. The

Tax Court agreed but the Ninth Circuit ruled for the taxpayer.

     The Supreme Court held that the equipment depreciation should

have been charged against capital assets. Justice Blackmun explained that

tax principles required the capitalization of the cost of acquiring capital

assets. Other construction costs, such as the wages of the workers, were

capitalized. Equity between taxpayers, the Court reasoned, requires that

those who use their own construction equipment capitalize their

depreciation, just as those who hire an independent contractor to perform

the work would have to capitalize their costs.

     Furthermore, Justice Blackmun stated, where, as here, a

taxpayer's generally accepted method of accounting is made compulsory by

the regulatory agency, and that method clearly reflects income, it is

almost presumptively controlling for federal income tax consequences. The

Court also concluded that section 263 was applicable and took priority over

section 167. Although section 263 denied a deduction only for amounts "paid

out," this equated with "cost incurred." By acquiring the equipment, Idaho

Power "paid out" the purchase price; depreciation was simply the means of

allocating the payment over time.

     Justice Douglas, dissenting, argued that section 263 did not

apply because depreciation on equipment was not an amount "paid out."

