Kansas City Southern Railway Company, et al. v. Commissioner of Internal
Revenue, 76 T. C. 1067 (1981)

Lease payments are deductible as rentals if they are for the continued use or
possession of property without the lessee taking title or having an equity interest,
and depreciation is allowable for assets with a determinable useful life.

Summary

The Kansas City Southern Railway Co. and its subsidiaries sought to deduct lease
payments for equipment and claim depreciation on reconstructed freight cars and
grading. The court held that lease payments to a related entity, Carland Inc. , were
deductible as rentals because they were for the continued use of the equipment
without the lessee acquiring an equity interest. However, the court limited the
depreciation and investment credit claims for reconstructed freight cars to the cost
of reconstruction, not the total cost of the rebuilt cars. The court also allowed
depreciation deductions for railroad grading, finding that it had a determinable
useful life, and thus qualified for investment credits. These rulings impact how
similar transactions are treated for tax purposes, particularly in the railroad
industry.

Facts

Kansas City Southern Railway Co. (Railway) and its subsidiaries, including Kansas
City Southern Industries, Inc. (Industries), were involved in a series of transactions
related to equipment leasing and asset depreciation. In 1964, they formed Carland
Inc. to lease equipment to them, primarily to avoid high leasing costs from other
companies and to conserve cash. The lease agreements with Carland did not provide
the lessees with any ownership interest in the equipment. Railway also undertook a
program to rebuild freight cars and incurred costs for grading their tracks. They
claimed deductions for lease payments and depreciation on these assets in their tax
returns for the years 1962 to 1969.

Procedural History

The cases were consolidated and tried before a Special Trial Judge. The
Commissioner of Internal Revenue issued deficiency notices, disallowing certain
deductions and credits claimed by the petitioners. The petitioners filed petitions
with the Tax Court, challenging these determinations. After considering the
evidence and arguments, the court issued its opinion on the deductibility of lease
payments and the depreciation of railroad assets.

Issue(s)

1. Whether the amounts paid or accrued to Carland Inc. by the lessees were
properly deductible as rentals under section 162(a)(3).
2. Whether the total costs for certain freight cars qualified for the investment credit

© 2025 SCOTUSreports.com. All rights reserved. | 1



under section 38 and for accelerated depreciation under section 167(b).

3. Whether the proper amount to be assigned to rail released from the track system
and relaid as additions and betterments was its fair market value or cost.

4. Whether certain railroad grading had a reasonably determinable useful life,
qualifying for depreciation deductions under section 167 and investment credits
under section 38.

Holding

1. Yes, because the payments were for the continued use or possession of equipment
without the lessees taking title or having an equity interest in the equipment.

2. Yes, for the costs properly attributable to the reconstruction of the freight cars,
because they were not “acquired” but “reconstructed” by the taxpayer; no, for the
total costs of the freight cars leased and then purchased, because the “original use”
requirement was not met.

3. Yes, because the salvage value of the relay rail is its fair market value at the time
of its release from the track system.

4. Yes, because the useful life of the grading was reasonably ascertainable during
the years at issue, and no, because commencing depreciation does not require the
Commissioner’s consent under section 446(e).

Court’s Reasoning

The court analyzed the substance of the lease agreements with Carland Inc. , finding
that they were valid leases because the lessees did not acquire an equity interest in
the equipment. The court applied section 162(a)(3), which allows deductions for
payments for the use of property without the lessee taking title or having an equity
interest. For the reconstructed freight cars, the court applied sections 48(b) and
167(c), determining that the cars were “reconstructed” rather than “acquired,”
limiting the investment credit and depreciation to the reconstruction costs. The
court used the actuarial method to determine the useful life of the grading, finding it
was reasonably determinable and thus qualified for depreciation and investment
credits. The court also noted that the commencement of depreciation on grading did
not constitute a change in method of accounting under section 446(e).

Practical Implications

This decision provides guidance on the deductibility of lease payments and
depreciation for railroad assets. It clarifies that lease payments to related parties
can be deductible if structured as true leases, without the lessee acquiring an equity
interest. The ruling also impacts how depreciation is calculated for reconstructed
assets and grading, requiring a focus on reconstruction costs and the use of
actuarial methods to determine useful life. This case influences how similar
transactions are analyzed in the railroad industry and may affect tax planning
strategies for leasing and asset management. Later cases have followed this decision
in determining the deductibility of lease payments and the depreciation of railroad
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assets.
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