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<strong><em>Denver  and  Rio  Grande  Western  Railroad  Co.,  27  T.C.  724
(1957)</em></strong></p>

An agreement between a taxpayer and the Commissioner regarding depreciation
accounting does not automatically extend to the calculation of gain or loss on the
disposition of assets unless explicitly stated in the agreement.

<strong>Summary</strong></p>

The Denver and Rio Grande Western Railroad Co. changed its accounting method
from retirement to depreciation accounting and entered into an agreement with the
Commissioner of Internal Revenue. When assets (a tunnel lining and a water tower)
were  destroyed  by  fire,  the  Commissioner  attempted  to  reduce  the  basis  for
calculating gain or loss by the amount of depreciation that would have been taken
had the taxpayer used depreciation accounting prior to the effective date of the
agreement.  The Tax Court  held that  the agreement did not  cover gain or  loss
calculations and that the Commissioner erred in reducing the basis. Furthermore,
the court addressed the deductibility of expenses incurred to secure bondholder
consent for a proposed merger. The court disallowed the deduction, finding the
expenses  were  capital  expenditures  related  to  the  reorganization,  not  ordinary
business expenses.

The  Denver  and  Rio  Grande  Western  Railroad  Co.  (taxpayer)  changed  from
retirement accounting to depreciation accounting as of January 1, 1943, following an
order  by  the  Interstate  Commerce  Commission.  The change was  subject  to  an
agreement with the Commissioner. Subsequently, a wooden tunnel lining (destroyed
in 1943) and a water tower (destroyed in 1946) were destroyed by fire. The taxpayer
received insurance proceeds for both. The Commissioner claimed that the taxpayer
realized  taxable  gains  on  the  destruction  of  the  assets.  The  taxpayer  incurred
expenses in 1946 to secure bondholder consent for a proposed merger into its
parent company.

The  Commissioner  determined  that  the  taxpayer  realized  taxable  gains  on  the
destruction of the tunnel lining and the water tower, reducing the basis of these
assets for depreciation that would have been taken before 1943. The Commissioner
disallowed the deduction of the expenses incurred to secure bondholder consent for
the proposed merger. The taxpayer appealed to the Tax Court.

1. Whether the Commissioner was correct in reducing the basis of the destroyed
assets by the amount of depreciation allegedly accrued prior to January 1, 1943, for
the purpose of calculating gain or loss on the insurance proceeds?

2. Whether expenses incurred to secure bondholder consent for a proposed merger
were deductible as ordinary and necessary business expenses?
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1.  No,  because  the  terms  of  the  agreement  between  the  taxpayer  and  the
Commissioner did not address the calculation of gain or loss on the disposition of
assets, and the agreement’s scope was limited to depreciation accounting.

2.  No,  because the expenses were considered capital  expenditures related to a
proposed reorganization and were not ordinary and necessary business expenses.

Regarding Issue 1, the court focused on the language of the agreement, referred to
as the “terms letter.” The court found that the agreement was limited to the matter
of depreciation, and did not include provisions for calculating gain or loss. The court
reasoned that if  the parties intended to include gain or loss calculations in the
agreement, they would have made a specific provision. The court stated that, “To
hold as respondent suggests, would extend the effect of the agreement far beyond
its apparent scope.”

Regarding Issue 2, the court determined the expenses were “inextricably tied in
with  the  proposed  plan  of  reorganization”  and  therefore  represented  capital
expenditures.  Even though the merger had not been finalized, the expenditures
were made in anticipation of the merger.

This case highlights the importance of precisely defining the scope of agreements
with the IRS, particularly concerning accounting methods. If an agreement focuses
only on a specific area, such as depreciation, it will likely be interpreted narrowly.
Taxpayers should ensure that any agreement with the IRS clearly addresses all
anticipated tax implications, including calculations of gain or loss, when changing
accounting  methods  or  dealing  with  asset  dispositions.  Furthermore,  this  case
provides guidance on distinguishing between deductible ordinary business expenses
and  non-deductible  capital  expenditures  in  reorganization  scenarios.  Expenses
incurred  in  anticipation  of  a  reorganization  are  generally  considered  capital
expenditures, even if the reorganization does not ultimately occur. Finally, the case
emphasizes the need to analyze specific written agreements to define the scope of
their application.


