17 T.C. 151 (1951)

A taxpayer on the accrual basis does not have to include in gross income amounts
received that the taxpayer acknowledges are owed back to the payer; the “claim of
right” doctrine does not apply when both parties agree repayment is required.

Summary

Bates Motor Transport Lines, an accrual basis taxpayer, transported goods for the
government. Due to billing complexities with land grant rates, Bates billed the
government at full tariff rates, knowing a portion would be refunded after audit. The
Tax Court held that the amounts Bates knew it would have to refund were not
includable in its gross income. The “claim of right” doctrine did not apply because
both Bates and the government understood that a portion of the payments would be
returned, meaning Bates did not receive those amounts under a claim of
unrestricted right.

Facts

Bates transported freight for the U.S. Government in 1942 and 1944. As a land-grant
railroad, Bates was required to charge the government the lowest net land grant
rate. Due to difficulties in determining this rate at the time of billing, Bates billed
the government at its prevailing tariffs, with the understanding that the General
Accounting Office (GAO) would later determine the correct rate and require a
refund of any overpayment. Bates excluded the estimated overpayment amounts
from its gross income, and the Commissioner increased Bates’ income by these
amounts.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against Bates, arguing
that the full amounts billed to the government should have been included in income.
Bates contested this assessment in the Tax Court. Standard, which acquired Bates,
admitted transferee liability. Chaddick, a shareholder, contested transferee liability.

Issue(s)

1. Whether Bates, an accrual basis taxpayer, must include in gross income
amounts received from the government for freight charges when both parties
understood a portion of those charges would be refunded upon later audit.

2. Whether Chaddick is liable as a transferee of assets from Bates.

Holding

1. No, because Bates did not receive the overbilled amounts under a “claim of
right” since both Bates and the government recognized the obligation to repay.
2. Yes, because the exchange of Bates stock for Standard stock as part of the
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merger effectively transferred assets to the shareholders, leaving Bates
insolvent.

Court’s Reasoning

The court distinguished this case from the typical “claim of right” situation. The
“claim of right” doctrine, as established in North American Oil Consolidated v.
Burnet, 286 U.S. 417 (1932), requires a taxpayer to include amounts in income when
received under a claim of right and without restriction as to disposition, even if
there is a potential obligation to repay. Here, Bates and the government both
understood that a portion of the payments was subject to refund. The court stated,
“it may not properly be said that petitioner received under any claim of right and as
its own amounts which both it and the Government representatives were in
agreement would have to be paid back.” The court emphasized that Bates never felt
or claimed that such amounts belonged to it. Regarding Chaddick’s transferee
liability, the court held that the direct exchange of stock did not negate the fact that
Bates’ assets were effectively transferred to its shareholders, leaving it insolvent.

Practical Implications

This case clarifies the application of the “claim of right” doctrine in situations where
there is a clear understanding between the payer and payee that a portion of the
payment is subject to refund. It provides an exception to the general rule that
accrual basis taxpayers must recognize income when the right to receive it arises.
Attorneys should analyze whether both parties acknowledged the repayment
obligation when determining if the “claim of right” doctrine applies. The case also
demonstrates that substance over form governs transferee liability; a direct stock
exchange will not shield shareholders from liability if it effectively results in the
transfer of corporate assets leaving the entity insolvent. Later cases may distinguish
this ruling if the evidence of an agreement for repayment is weak or nonexistent.
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