Zuanich v. Commissioner, 77 T. C. 428 (1981)

The doctrine of equitable estoppel does not apply against the IRS to correct
mistakes of law, and basis for investment credit purposes is the same as basis for
depreciation unless Congress specifies otherwise.

Summary

In Zuanich v. Commissioner, the Tax Court addressed two key issues: whether the
IRS should be estopped from disallowing a foreign tax credit due to reliance on its
agents’ advice, and whether the basis for investment credit differs from that for
depreciation when property is bought with tax-deferred funds. The court rejected
the estoppel claim, emphasizing that the IRS is not estopped from correcting
mistakes of law. On the investment credit, the court ruled that the basis for the
credit must align with the basis for depreciation, resulting in no investment credit
for the taxpayers due to zero basis in the property purchased with tax-deferred
funds.

Facts

Peter Zuanich, a majority shareholder in Armstrong Paper Products, Ltd. , and
resident of Washington, claimed a foreign tax credit on his 1975 tax return for taxes
paid by Armstrong to Canada. Zuanich believed he was entitled to this credit based
on conversations with IRS agents. Additionally, in 1975, Zuanich purchased a
hydraulic fishing reel with funds withdrawn tax-free from his capital construction
fund established under the Merchant Marine Act, 1936. He claimed an investment
credit on the reel but was denied by the IRS due to a zero basis in the reel resulting
from the tax-deferred withdrawal.

Procedural History

The IRS disallowed portions of Zuanich’s claimed foreign tax credit and investment
credit. Zuanich and his wife filed a petition with the U. S. Tax Court challenging
these disallowances. The Tax Court reviewed the case and issued its decision in
1981.

Issue(s)

1. Whether the IRS should be equitably estopped from disallowing a portion of the
taxpayers’ claimed foreign tax credit due to reliance on advice from IRS agents?

2. Whether the basis for investment credit under section 38 is greater than the basis
for depreciation and capital gain purposes when property is purchased with tax-
deferred funds withdrawn from a capital construction fund?

Holding

1. No, because the doctrine of equitable estoppel does not apply against the IRS to
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correct mistakes of law, and the taxpayers failed to prove reliance on definitive
advice from IRS agents.

2. No, because the basis for investment credit purposes is the same as the basis for
depreciation unless Congress specifies otherwise, resulting in zero basis and thus
zero investment credit for the taxpayers.

Court’s Reasoning

The court reasoned that equitable estoppel does not apply against the IRS for
correcting mistakes of law, as established by the Supreme Court in Automobile Club
of Michigan v. Commissioner. The court found insufficient evidence that Zuanich
fully explained the relevant facts to IRS agents or that they definitively advised him
of the tax consequences. On the investment credit, the court relied on the statutory
language of the Merchant Marine Act and the Internal Revenue Code, emphasizing
that basis is a critical element for calculating the investment credit. The court
rejected the Court of Claims’ approach in Pacific Far East Line, stating that without
a specific congressional provision to the contrary, the basis for investment credit
must follow the basis for depreciation, which was zero for the reel purchased with
tax-deferred funds.

Practical Implications

This decision limits the application of equitable estoppel against the IRS,
particularly in cases involving mistakes of law, emphasizing that taxpayers cannot
rely on informal advice from IRS agents. For practitioners, it is crucial to adhere
strictly to statutory language when calculating tax credits and deductions, especially
concerning basis. The ruling impacts how investments funded by tax-deferred
accounts under the Merchant Marine Act are treated for tax purposes, requiring
careful consideration of the source of funds and the resulting basis calculations.
Subsequent cases have continued to follow this ruling, affirming that basis for
investment credit generally mirrors depreciation basis unless Congress explicitly
provides otherwise.
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