Southern Pacific Transportation Company v. Commissioner of Internal
Revenue, 82 T. C. 122 (1984)

The IRS has broad discretion to determine whether to allow a taxpayer to spread a
section 481(a) adjustment over multiple years, and a taxpayer is estopped from
using historical costs to establish tax basis if ICC amounts were previously used on
tax returns.

Summary

The case addressed two issues: the adjustment of improperly deducted amounts
under section 481(a) and the use of historical costs versus ICC amounts for
establishing tax basis of pre-1914 assets. The court held that the section 481(a)
adjustment must be made entirely in the year of change (1959) as the IRS has
discretion to allow spreading over multiple years, which was not granted here.
Additionally, the court ruled that the taxpayer was estopped from using historical
costs for tax basis when ICC amounts were previously used on tax returns,
emphasizing the principles of estoppel and laches.

Facts

Southern Pacific Transportation Company (SPTC) was involved in a dispute with the
IRS over two issues. First, the IRS increased the salvage value of used rail (relay
rail), which SPTC recovered for reuse, leading to a change in accounting method
under section 481 of the Internal Revenue Code. Second, SPTC attempted to use
historical costs to establish the tax basis of certain pre-1914 assets, contrary to its
previous use of costs determined by the Interstate Commerce Commission (ICC).

Procedural History

The case originated in the United States Tax Court. The court initially ruled on the
substantive issues in 1980 (75 T. C. 497), and the supplemental opinion in 1984
addressed the specific computations and adjustments required under Rule 155 of
the Tax Court Rules of Practice and Procedure. The parties were in disagreement
over the section 481(a) adjustment and the use of historical costs versus ICC
amounts for tax basis.

Issue(s)

1. Whether the section 481(a) adjustment for the relay rail issue should be spread
over multiple years or made entirely in the year of change (1959)?
2. Whether SPTC can use historical costs to establish the tax basis of pre-1914
assets when ICC amounts were previously used on its tax returns?

Holding

1. No, because the IRS has broad discretion under section 481(c) to determine the
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manner of adjustment, and no agreement was reached to spread the adjustment
over multiple years.

2. No, because SPTC is estopped from using historical costs due to its previous use
of ICC amounts on tax returns and the principles of estoppel and laches apply.

Court’s Reasoning

For the relay rail issue, the court emphasized that section 481(a) adjustments are
generally made in one year, and the IRS has the discretion under section 481(c) to
allow spreading over multiple years. The court found that no such agreement was
reached between SPTC and the IRS, and thus the adjustment must be made entirely
in 1959. The court cited section 1. 481-5 of the Income Tax Regulations, which
outlines the procedure for spreading adjustments, and noted that this procedure was
not followed by SPTC.

For the historical costs issue, the court relied on the principles of estoppel and
laches. It found that SPTC’s records were incomplete and unreliable, and that the
Southern Pacific Research Team'’s efforts were insufficient to establish actual costs.
The court also noted that SPTC had previously used ICC amounts on its tax returns,
and thus was estopped from using historical costs. The court cited the doctrine of
laches, stating that SPTC’s delay in claiming historical costs placed the IRS at a
disadvantage.

Practical Implications

This decision clarifies the IRS’s broad discretion under section 481(c) to determine
whether to allow spreading of adjustments over multiple years. Taxpayers seeking to
spread adjustments must obtain IRS approval. Additionally, the decision reinforces
the importance of consistency in tax reporting and the application of estoppel and
laches in tax disputes. Taxpayers should be cautious about changing the method of
establishing tax basis after using one method consistently on tax returns. This case
has been cited in subsequent decisions involving section 481 adjustments and the
use of historical costs for tax basis, such as McGrath & Son, Inc. v. United States
(549 F. Supp. 491 (S. D. N. Y. 1982)).
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