17 T.C. 151 (1951)

A taxpayer on the accrual basis is not required to include in gross income amounts
received from a customer when both the taxpayer and the customer acknowledge
that a portion of those amounts will have to be returned due to an overcharge.

Summary

Bates Motor Transport Lines transported freight for the government, agreeing its
charges wouldn’t exceed the lowest land grant railroad rate. Unable to determine
these rates upfront, Bates billed the government at its standard rates, pending audit
by the General Accounting Office (GAO). Bates excluded amounts exceeding the
estimated land grant rate from its gross income. The Commissioner argued the full
amount billed was includible in income. The Tax Court held that amounts Bates was
obligated to refund to the government did not constitute gross income.

Facts

Bates Motor Transport Lines, Inc. (Bates) operated as a common carrier. Bates
agreed with the Quartermaster General to charge the Federal Government no more
than the lowest land grant railroad rate for freight transport. Bates was unable to
ascertain the land grant rates to use for billing. Bates billed the government at its
prevailing tariffs, understanding that the General Accounting Office (GAO) would
later audit these bills and demand repayment of any excess charges. Payments
received from the government were deposited into Bates’ general funds without
restriction. Bates estimated and excluded 17% of its gross operating revenues from
its taxable income.

Procedural History

The Commissioner determined a deficiency in Bates’ excess profits tax for 1942 and
deficiencies in income and excess profits tax for 1944. The Commissioner also
determined Standard Freight Lines, Inc., and Harry F. Chaddick were liable as
transferees of Bates. Bates petitioned the Tax Court, contesting the inclusion of the
disputed revenue in its gross income.

Issue(s)

Whether Bates, in computing its net income, may exclude amounts representing its
ultimate liability under an agreement with the Quartermaster General to protect the
Federal Government against costs for transporting commodities in excess of costs
which would result from application of the lowest net land grant rate for such
shipments.

Holding

No, but only to the extent of the amounts definitively determined by the General
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Accounting Office (GAO) as overpayments. The amounts Bates was obligated to
refund to the Government under the land grant rate agreement did not constitute
gross income, because Bates never asserted a claim of right to the excess amounts.

Court’s Reasoning

The court reasoned that, generally, a taxpayer on the accrual basis must include in
gross income amounts they have a right to receive. The court cited North American
Oil Consolidated v. Burnet, 286 U.S. 417 (1932), stating, “If a taxpayer receives
earnings under a claim of right and without restriction as to disposition, he has
received income in that year which he is required to report, even though it may still
be claimed that he is not entitled to the said earnings, and even though he may still
be adjudged liable to restore them.” However, the court distinguished the present
case, noting that Bates industriously sought to bill the government only for the
amounts to which it was entitled. Bates understood, and the government
representatives agreed, that a portion of the payments would have to be paid back.
Therefore, the court found that Bates did not receive these amounts “under any
claim of right.” The court limited the exclusion to the amounts definitively
determined by the GAO, as Bates’ estimates were unsubstantiated.

Practical Implications

This case clarifies the “claim of right” doctrine. Even if a taxpayer receives funds
without formal restrictions, if there is a clear, acknowledged obligation to repay a
portion of those funds, that portion may not be considered gross income. This case
emphasizes the importance of documenting agreements and understandings
regarding potential refunds or adjustments to revenue. It also shows the importance
of accurate documentation. This ruling may be useful in industries where billing
adjustments are common, such as government contracting or healthcare, where
disputes over payment rates frequently arise. The case provides a framework for
analyzing when contingent liabilities can reduce current taxable income,
emphasizing the need for concrete evidence of the obligation.
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