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SWFT, Judge: For the years in issue, respondent determ ned

deficiencies in petitioners' Federal incone taxes as foll ows:

Year Defi ci ency
1990 $3, 318, 947
1991 1, 512, 979
1992 2,272,661
1993 2,727, 882

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

After settlenent of sonme issues, the issue remaining for
decision is whether costs of certain inprovenents to petitioners’
cable television systens qualify for investnent tax credit (1TC
under the supply or service transition rule of section 204(a)(3)
of the Tax Reform Act of 1986, Pub. L. 99-514, 100 Stat. 2085,

2149.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
Petitioners constitute an affiliated group of conpanies
engaged in the cable tel evision business. During the taxable
years in issue, Wnetco Cable Corp., a Del aware corporation, was
the comon parent of the affiliated group of conpani es and
mai ntained its principal office in Mam, Florida. Hereinafter,

petitioners will be referred to sinply as Wnet co.
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Cabl e tel evision conpani es seeking to establish cable
tel evision service in particular conmunities enter into franchise
agreenents wth [ ocal municipal governnent entities for the right
to construct, operate, and maintain cable television systens
within the communities. The franchise agreenents reflect the
cabl e tel evision conpanies’ general obligations and comm tnents
regardi ng construction and mai ntenance of the cable television
systens and the service to be provided to custoners.

As of 1985, under such franchi se agreenents, Wnetco
operated cable television systens in 179 conmunities throughout
t he Sout heastern United States.

From 1989 through 1991, at a total cost of approximtely $22
mllion, Wnetco undertook extensive inprovenents to siXx
particul ar cable television systens that it operated in the
suburbs of Atlanta, Georgia (hereinafter sonetines referred to as
“the six systens”). These inprovenents involved replacenment of
coaxi al cable, power supplies, anplifiers, and other electronic
conponents and an increase in the maxi num capacity of the six
systens fromeither 36 or 54 channels to 62 channels. 1In the
cable television industry, such inprovenents are typically
referred to as a “rebuil d”.

Wth regard to Wonetco's six cable television systens that
were rebuilt from 1989 through 1991 (hereinafter sonetines

referred to as “the six rebuilds”), three of the systens had been
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previously rebuilt in 1979. The evidence does not indicate
whet her the other three cable television systens had been
previously rebuilt.

Wonet co operated the six cable tel evision systens under
approximately 42 separate, local franchise agreenents. Wnetco's
rights under the franchi se agreenents were nonexcl usi ve and had
terms of 10 to 15 years. Mst of the franchi se agreenents
cont ai ned general |anguage that required Whnetco to naintain its
cable tel evision systens consistently with the hi ghest accepted
standards of the cable television industry so that the custoners
woul d recei ve the highest and nost desirable form of service.

Al so, nost of the franchi se agreenents required Wnetco to
mai ntain the systens at a m ni num capacity of 20 channel s.

Wnetco's franchi se agreenents typically included | anguage
that set forth the follow ng requirenents:

(a) The CATV system shall be installed and maintained in

accordance with the highest accepted standards of the

industry to the end that the subscriber may receive the

hi ghest and nost desirable form of service.

(b) I'n determ ning satisfactory conpliance with the

provi sions of this section, the follow ng, anong other

t hi ngs, shall be considered:

(1) That the CATV systemis installed and remains
capabl e of using all band equi pnrent and of passing
the entire VHF and FM spectrum and that it shall have

the further capability of converting UHF for the
di stribution to subscribers on the VHF band.
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(2) That the CATV systemas installed is capable of
transmtting and passing the entire color television
signals without the introduction of materi al
degradation of color fidelity and intelligence.

(3) That the CATV systemis designed and capabl e of
twenty-four (24) hours a day continuous operation.

(4) That the CATV systemis capable of and w |
produce a picture upon any subscriber's television
screen in black and white or color (provided the
subscriber's television set is capable of producing a
color picture) that is undistorted and free from
ghost i nmages and acconpani ed by proper sound,
assum ng the technical, standard production
television set is in good repair and that the
tel evi si on broadcast signal transmssion is
satisfactory. |In any event, the picture produced
shal |l be as good as the state of the art all ows.

(5) That the CATV systemshall transmt or distribute
signal s of adequate strength to produce good pictures
with good sound in all television receivers of al
subscri bers w thout causing cross nodulation in the
cables or interference with other electrical or
el ectroni c systens.
(6) That the CATV systemas installed has a m ni num
capacity of twenty (20) channels.
I f Wonetco failed to conmply with requirenents of the
franchi se agreenents, the franchise agreenents coul d be
term nated by the | ocal municipal governnents.
As of Decenmber 31, 1985, and through January 1, 1991, all of
Wnetco's cable tel evision systens net the m ni num channel

capacity requirenents set forth in the franchi se agreenents.!?

1 Two of Wonetco's franchi se agreenents reflected a m ni mum
capacity of 35 channels, and a nunber of Wnetco's franchise
agreenents reflected no m ni nrum channel capacity.
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As of Decenmber 31, 1985, neither the franchise agreenents
nor any other contracts specifically required Wonetco during the
years 1989 through 1991 to rebuild the six systens.

In addition to the requirenents already set forth, Wnetco's
franchi se agreenents generally contained |ine-extension
provi si ons specifying conditions under which Wnetco was required
to build new cable lines to serve additional residents of a
community. In the cable television industry, such inprovenents
typically are referred to as “line extensions”.

CGenerally, the line-extension provisions provided that if
requests for new cable service were received fromat |east five
residents who resided within 660 feet of existing cable |ines,
Wnetco would be required to build a |Iine extension and extend
service at no cost to those residents.

In 1990, also with regard to Wnetco's six cable tel evision
systens that were rebuilt from 1989 through 1991, Wnetco spent
an additional $6 million to extend the cable lines of the six
systens to provide cable television service to additional
custoners. As of Decenber 31, 1985, Wnetco was not by contract
or otherw se specifically required to build these particular |ine
ext ensi ons.

Wnetco's franchi se agreenents refl ected various specific
requirenents relating to surety bonds, franchise fees, insurance

coverage, and other matters.
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No | ocal governnent has term nated any of Wnetco's
franchi se agreenents for nonconpliance with the terns thereof,
has declined to extend any of Winetco's franchi se agreenents
after expiration of the term or has at any tinme specifically
requested Whnetco to rebuild any of its cable tel evision systens.

For 1990 t hrough 1993, Wnetco tinely filed consolidated
U.S. Corporation incone tax returns claimng $1,927,396 in
cunul ative ITCrelating to costs of the six rebuilds that were
undertaken from 1989 t hrough Decenber 31, 1990, the |ine
extensions that were built in 1990, and a small | TC carryforward
relating to costs of line extensions built in 1986, 1987, and
1989.

On audit, respondent disallowed the total $1,927,396 in ITC
clainmed by Whnetco relating to the six rebuilds and the |line

ext ensi ons.

OPI NI ON

Before 1986, | TC was al |l owed under section 46 for the costs
of certain types of property. 1In 1986, Congress elimnated ITC
for the costs of property placed in service after Decenber 31
1985. See Tax Reform Act of 1986 (TRA 1986), Pub. L. 99-514,
sec. 211(a), 100 Stat. 2085, 2166, adding Code sec. 49(a).

Several transition rules, however, were provided that
preserved | TC for the costs of qualified property placed in

service after Decenber 31, 1985, and before January 1, 1991, as
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long as the contracts relating to the costs of the property were
entered into on or before Decenber 31, 1985. See TRA 1986,
sec. 204(a), 100 Stat. 2146, as anended by TRA 1986, sec. 211,
100 Stat. 2167 (adding Code sec. 49(e)(1)(B)).

Under one of the transition rules that relates specifically
to “supply or service” contracts, taxpayers were allowed |ITC for
qualified property costs that were “readily identifiable with and
necessary to carry out” witten contracts that were binding on or
bef ore Decenber 31, 1985 (hereinafter referred to as “the supply
or service transition rule”). TRA 1986, sec. 204(a)(3), 100
Stat. 2149, as anended by TRA 1986, sec. 211, 100 Stat. 2167
(addi ng Code sec. 49(e)(1)(B)). The supply or service transition
rule, as anended and in effect for the years in issue, provided
as foll ows:

(3) Supply or service contracts.--The anendnents nade
by section 201 shall not apply to any property which is

readily identifiable with and necessary to carry out a

witten supply or service contract, or agreenent to | ease,
whi ch was bi ndi ng on Decenber 31, 1985.

Wth regard to the January 1, 1991, cutoff date, the

transition rules provided as foll ows:

(2) Requirement that certain property be placed in
service before certain date.--
(A) In general.--Paragraph (1) and section
204(a) (ot her than paragraph (8) or (12) thereof) shal
not apply to any property unless such property has a
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class life of at least 7 years and is placed in service
before the applicable date determ ned under the
foll ow ng table:

In the case of property The applicabl e

with a class life of: date is:

At least 7 but less than 20 years . . January 1, 1989

20 years or nore . . . . . . . . . . January 1, 1991.

* * * * * * *
(C)***

(1i) property described in section 204(a)
shall be treated as having a class life of 20
years * * *,
TRA 1986, sec. 203(b)(2), 100 Stat. 2144.
In interpreting statutory | anguage, courts look first to

whet her the relevant statutory | anguage itself is plain and

unanbi guous. See United States v. Ron Pair Enters., Inc., 489

U S 235, 241 (1989); Chevron, U S A v. Natural Res. Def.

Council, 467 U. S. 837, 842 (1984). |If the statutory |anguage is
pl ai n and unanbi guous, courts ordinarily do not | ook beyond the

statutory |anguage. See United States v. Ron Pair Enters., Inc.,

supra; Tel e-Communications, Inc. v. Conm ssioner, 95 T.C 495,

510 (1990), affd. 12 F.3d 1005 (10th Cr. 1993) (the “plain
| anguage of a statute is the source of its interpretation.”). |If

the statutory | anguage i s anbi guous, courts nay consider the

| egi sl ative history. See Robinson v. Shell Gl Co., 519 U S

337, 340 (1997); Golden Rod Farns, Inc. v. United States, 115

F.3d 897, 899 (11th G r. 1997); Geenberqg Bros. Partnership #4 v.

Comm ssioner, 111 T.C 198, 203 (1998).
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Wnetco bears the burden of showing that it neets the
requi renents of the supply or service transition rule and that it
is entitled to the tax credits sought. See Rule 142(a).

Wnetco argues that the costs associated with the six
rebuilds and the line extensions in issue were readily
identifiable with, and necessary to carry out, its related
franchi se agreenents that were outstanding as of Decenber 31,
1985. Wohnetco contends that the general |anguage of the
franchi se agreenents that existed as of Decenber 31, 1985,
requiring Wnetco to maintain its cable television systens in a
state-of-the-art condition, is sufficient to qualify the six
rebuilds and the |ine extensions under the supply or service
transition rule.

Respondent argues that under Wnetco's franchi se agreenents
Wnetco was not expressly required to undertake particul ar
rebuilds or line extensions, that only 20-channel capacity
systens were generally required, that Wnetco's systens already
met that requirenent, and that as of Decenber 31, 1985, the six
rebuilds and the line extensions were not necessary to carry out
and were not readily identifiable with Wnetco's general
franchi se agreenents that existed on Decenber 31, 1985.

The | anguage of the supply or service transition rule
specifically used the words “necessary to carry out”. The word

“necessary” connotes essential, mandatory, indispensable, or
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requisite. See Webster's Third New International Dictionary 1510
(1986). The language in Wnetco's franchi se agreenents does not,
as of Decenber 31, 1985, nandate, nake indi spensable, or make
necessary the rebuilds in issue. Wnetco' s rebuilds that
occurred after Decenber 31, 1985, and before January 1, 1991, may
refl ect sound busi ness decisions by Wonetco in order to maintain
the conpetitiveness of its cable television systens and to
facilitate eventual renewal of the franchi se agreenents. As of
Decenber 31, 1985, however, Wnetco was not required by specific
contract to undertake the six rebuilds.

In interpreting the supply or service transition rule,
Wnetco relies heavily on di scussions that occurred on June 24,
1986, on the floor of the U S. Senate as part of the
congressi onal debate over provisions of the Tax Reform Act of
1986 as foll ows:

M. FORD: * * * | sinply want to make sure that

t hose agreenents to build and rebuild cable systens

under cable franchise are treated as transition

property under the supply or service contract rule. * *

* Was it the intention of the Finance Committee to

i ncl ude cable tel evision franchise agreenents within

the service and supply contract rule?

M. PACKWOOD: The Senator is correct. The

commttee intends that cable television franchises

generally do qualify as “supply or service contracts”

for purposes of section 202(d)(3) relating to
transition rules. * * *

132 Cong. Rec. 15039 (1986).
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M. MATSUNAGA: | would li ke to ask the bil
managers to clarify another point. The supply or
service contract transition rule requires that the
property be readily identifiable with and necessary to
carry out the contract. The commttee report explains
that the specifications and the anmount of the property
must be readily ascertainable fromthe terns of the
contracts or fromrel ated docunents.

Is this Senator's understanding correct that the

requi renment is nmet when a bi ndi ng power purchase
contract specifies the type of generating equi pnent in
terms of primary energy source and specifies the anount
of generating equipnent in terns of total generating
capacity of the turbines necessary to produce the
contracted power? In other words, the rule does not
require the technical details of the generating
property to be spelled out.

M. PACKWOOD: The Senator fromHawaii is correct.

132 Cong. Rec. 15028 (1986).

Wnet co argues that the above di scussions between Senators
bol sters its argunent that (in order to qualify under the supply
or service transition rule) specific rebuilds and |ine extensions
need not be expressly identified in construction contracts
out standi ng as of Decenber 31, 1985, but rather that the general
| anguage of its franchi se agreenents that were outstanding as of
Decenber 31, 1985 (requiring that Wnetco's systens be mai ntai ned
according to the “highest accepted standards of the industry”,

t he “hi ghest and nost desirable formof service”, and the “state
of the art”), is sufficient to bring the six rebuilds and |ine

extensions that in fact were undertaken and built between
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Decenber 31, 1985, and January 1, 1991, within the supply or
service transition rule.

Al though this Court has not yet interpreted the supply or
service transition rule, three other Federal courts have. In

Bell Atl. Corp. v. United States, 82 AFTR 2d 98-7375, at 98-7379,

99-1 USTC par. 50,119, at 87,037 (E.D. Pa. 1998), the taxpayer
argued that because franchi se agreenents outstandi ng as of
Decenber 31, 1985, required that it broadly “maintain, expand,
and i nprove their tel ephone networks” to neet industry standards,
property purchased after Decenber 31, 1985, to upgrade tel ephone
net wor k equi pment satisfied the supply or service transition
rule. The Federal District Court for the Eastern District of
Pennsyl vani a, however, concluded that none of the property was
necessary to carry out any of the taxpayer's franchise
agreenents. The court stated that the general |anguage of the
franchi se agreenents involved in that case was not sufficient to
qual i fy under the supply or service transition rule.

In United States v. Zeigler Coal Holding Co., 934 F. Supp.

292, 295 (S.D. Ill. 1996), the Federal District Court for the
Southern District of Illinois, in denying sumary judgnent,
stated that “in order to be eligible * * * [under the supply or
service transition rule] the property nust have been specifically
described.” The court noted that it could not find | anguage in

the taxpayer's relevant contracts as they existed as of
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Decenber 31, 1985, that sufficiently described nost of the
property upon which I TC was cl ai ned.

In United States v. Commobnwealth Energy Sys., 49 F. Supp. 2d

57 (D. Mass. 1999), after Decenber 31, 1985, the taxpayer
install ed new power generating equipnment in its power plant. The
t axpayer clainmed that the new equi pnent was necessary to carry
out specific power supply contracts that had been entered into
bef ore Decenber 31, 1985. Language of the contracts indicated
the type of power generating equipnent to be installed in terns
of primary energy source and total generating power. The
contracts specifically stated that the taxpayer agreed and was
bound under the contracts “to cause to be built a new
conventional steamplant * * * of an expected net economc
capability of approximately 560 negawatts”. 1d. at 59. The
Federal District Court for the District of Massachusetts

concl uded that despite the absence in the contracts of explicit
| anguage descri bing the precise equipnent to be installed, the
new generating equi pnment that was to be installed was readily
identifiable with the contracts and was plainly required to
fulfill the specific additional power commtnents that were
explicitly set forth in the contracts.

The District Court in Commpbnweal th Enerqy Sys., however, did

not allow ITC for all of the costs associated with the new power

generating equi pnment. The court disallowed |ITC for costs of
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certain property that was not “intimately connected to the
generation of power at the plant”. |1d. at 61. Property that was
too tenuously tied to generation of the new power commi t nent
reflected in the contracts as of Decenber 31, 1985, was hel d not
to qualify under the supply or service transition rule.

Under Wonetco's argunent, nost if not all of its otherw se
eligible property costs incurred after Decenber 31, 1985, and
before January 1, 1991, would likely qualify under the supply or
service transition rule because all inprovenents to its systens
arguably woul d be readily identifiable with and necessary to
carry out the broad franchi se agreenents that were in effect as
of Decenber 31, 1985. As we read the supply or service
transition rule, however, the plain nmeaning of the statute does
not permt this interpretation. Congress granted only limted,
transition relief to businesses that, as of Decenber 31, 1985,
had bi nding comm tnents to undertake specific investnents in

qualified property. See Bell Atl. Corp. v. United States, 82

AFTR 2d at 98-7378, 99-1 USTC at 87,036; H Conf. Rept. 99-841
(Vol. I1), 1986-3 C.B. (Vol. 4) 60.
Much li ke the franchi se agreenents involved in Bell Atl.

Corp. v. United States, supra, the general |anguage of Wnetco's

franchi se agreenents, w thout nore, reflects only broad industry
standards, not specific contractual commtnents to undertake

r ebui | ds.
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The | anguage of Wonetco's franchi se agreenents does refl ect
various specific requirenents for surety bonds, franchise fees,
and i nsurance coverage. Specific |anguage, however, regarding
rebuilds is conspicuously absent fromthe franchi se agreenents.
The only | anguage in Wonetco's franchi se agreenents expressly
referenci ng channel capacity, the key factor triggering rebuilds,
is the | anguage that requires mai ntenance of a m ni num channel
capacity.

Technol ogy growth in the cable television industry has been
particularly rapid. As of the tinme of trial, utilizing new
digital video conpression and fiber optic cable, the | atest
t echnol ogy woul d enabl e cabl e tel evision conpanies to rebuild
their systens to a capacity of 500 channels and to provide high
speed Internet access. To maintain, during each year, conpletely
state-of-the-art systens, cable tel evision conpani es woul d have
had to rebuild their systens every few years.? To the contrary,

with regard to the six cable television systens in issue, Wnetco

2 The schedul e bel ow refl ects the changi ng cable tel evision
t echnol ogy avail abl e throughout the years with regard to channel
capacity:

Maxi mum
Year Channel Capacity
1967 23
1979 40
1981 54
1982 60
1984 80
1993 115
1995 136

1999 500
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has rebuilt three of the systens only twce since the late
1970' s.

Wnet co notes that since franchi se agreenents entered into
by cable tel evision conpanies in the 1970's and 1980's rarely
i ncl uded express rebuild requirenents, few conpani es would
receive any benefit under a narrow interpretation of the supply
or service transition rule. W disagree. Rebuilds and |line
extensions that were specifically under contract as of
Decenber 31, 1985, would be readily identifiable with and woul d
be treated as necessary to carry out specific contracts for such
i nprovenents and would qualify for I TC under the supply or
service transition rule.

We concl ude that Wonetco is not entitled to ITC for the
costs of the six rebuilds. As of Decenber 31, 1985, Wnetco was
not under contract to install the six rebuilds, and the rebuilds
were not necessary to carry out Wnetco's extant franchise
agreenents. Wth regard to the |line extensions, no evidence
i ndi cates that Wnetco had specific binding conmtnments, as of
Decenber 31, 1985, to install the line extensions.?

Wnetco is not entitled to the clained ITC for the costs of

the rebuilds and the |ine extensions.

3 As indicated, we decide this case on the basis that the six
rebuilds and Iine extensions were not necessary to carry out
Wnetco's franchi se agreenents. W do not decide the issue of
whet her the six rebuilds and |line extensions were “readily
identifiable with” Whnetco's franchi se agreenents.



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




