CSX Corp. v. Commissioner, 89 T. C. 134 (1987)

Upon changing depreciation methods, the remaining-life calculation must be used,
and ICC estimates for interest and taxes during construction can be included in the
depreciable basis of railroad assets.

Summary

CSX Corp. faced IRS challenges on its depreciation deductions for railroad assets
after switching from the declining-balance to the straight-line method. The Tax
Court ruled that the remaining-life calculation, not the whole-life calculation, should
be used for depreciation post-method change. Additionally, the court allowed the
inclusion of ICC estimates for interest and taxes during construction in the assets’
depreciable basis, rejecting the IRS’s argument of estoppel due to prior agreements.
This decision reinforced the use of ICC valuations as a basis for railroad property
and clarified depreciation calculations following method changes.

Facts

CSX Corp. , successor to Chessie System, Inc. , and its affiliates changed their
depreciation method for certain railroad assets from the 200-percent declining-
balance method to the straight-line method in 1972 and 1973. They used the whole-
life calculation to determine depreciation, which the IRS contested, asserting the
remaining-life calculation was required. Additionally, CSX included in its depreciable
basis the Interstate Commerce Commission’s (ICC) estimates of interest and taxes
during construction, which the IRS argued should be excluded, citing prior
agreements made when changing depreciation methods in 1944.

Procedural History

The IRS determined deficiencies in CSX’s federal income taxes for the years
1973-1976 and challenged CSX’s depreciation deductions. After consolidating the
cases for trial, briefing, and opinion, the Tax Court addressed the issues of the
appropriate depreciation calculation method post-change and the inclusion of ICC
estimates in the depreciable basis of railroad assets.

Issue(s)

1. Whether, upon changing from the declining-balance method to the straight-line
method of depreciation, CSX must determine its depreciation allowance using a rate
based on a remaining-life calculation rather than a whole-life calculation.

2. Whether CSX is entitled to include in the depreciable basis of its roadway assets
amounts for interest and taxes during construction as estimated by the ICC.

Holding

1. Yes, because the regulations explicitly require the use of the remaining-life
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calculation upon a change from the declining-balance to the straight-line method of
depreciation.

2. Yes, because the ICC estimates of interest and taxes during construction are
reasonable substitutes for actual costs and should be included in the depreciable
basis of CSX’s roadway assets, and CSX was not estopped from including these
amounts due to prior agreements.

Court’s Reasoning

The court applied the regulations under section 167(e) of the Internal Revenue
Code, which require the remaining-life calculation when switching from declining-
balance to straight-line depreciation. The court rejected CSX’s argument for using
the whole-life calculation, citing the clear regulatory language and IRS’s consistent
application of the remaining-life calculation. Regarding the basis inclusion, the court
relied on prior decisions in Southern Pacific Transportation Co. and Southern
Railway Co. , which held that ICC estimates for interest and taxes during
construction are reasonable substitutes for actual costs. The court dismissed the
IRS’s estoppel argument, stating that the 1944 terms letters did not explicitly
preclude the inclusion of these estimates in the basis. The court emphasized that
without clear regulatory or contractual language, CSX was not bound to exclude
these amounts. The decision also noted that the IRS was not prejudiced by CSX’s
delay in claiming the deductions.

Practical Implications

This decision guides practitioners on calculating depreciation following a method
change, affirming the use of the remaining-life calculation over the whole-life
calculation. It also clarifies that ICC estimates can serve as a basis for railroad
assets, particularly when historical costs are unavailable, impacting how similar
cases are analyzed. The ruling may influence IRS practices regarding the
acceptance of ICC valuations and affect how railroads and other entities account for
depreciation and asset basis. Businesses should review their depreciation methods
and bases, ensuring compliance with the remaining-life calculation upon method
changes and considering the inclusion of ICC estimates where applicable. Later
cases, such as those involving other railroads, have applied this ruling to similar
disputes over depreciation and asset basis.
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