20T.C.1 (1953)

When a taxpayer consistently retains deposits on returnable containers and recovers
the full cost of the containers through depreciation deductions, the Commissioner
may include in the taxpayer’s income the annual excess of deposits received over
refunds made.

Summary

Fort Pitt Brewing Company required customers to deposit money for returnable
containers. The company credited deposits to a “Reserve for Returnable Containers”
account and debited refunds. The Commissioner determined deficiencies for 1942
and 1943, adding to income the excess of deposits received over refunds made,
arguing the company’s accounting method did not clearly reflect income. The Tax
Court held that the Commissioner’s determination was proper because Fort Pitt was
recovering the cost of the containers through depreciation, and its consistent
retention of deposits indicated a portion would never be refunded, constituting
income.

Facts

Fort Pitt Brewing Company operated breweries in Pennsylvania and sold its
products in returnable containers, requiring customers to make deposits. The
deposit amounts were less than the cost of the containers. The company maintained
a “Reserve for Returnable Containers” account, crediting deposits and debiting
refunds. The company also maintained separate accounts for the cost of the
containers and reserves for depreciation, taking deductions for depreciation on its
tax returns. Not all containers were returned, and the reserve for possible
disbursements increased over time. The company never transferred any amount
from the reserve to surplus and never reported any of the excess deposits as income.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Fort Pitt’s income
and excess profits taxes for the fiscal years ended October 31, 1942 and 1943. The
Commissioner increased the company’s income by the amount that deposits
received for returnable containers exceeded the refunds made during those years.
Fort Pitt petitioned the Tax Court, contesting the Commissioner’s adjustments. The
Tax Court upheld the Commissioner’s determination.

Issue(s)

Whether the Commissioner erred in adding to Fort Pitt’s income for 1942 and 1943
the excess of deposits received on returnable containers over deposits refunded for
those years.

Holding
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Yes, because the company’s accounting method did not clearly reflect its taxable
income, and the excess deposits represented income since the company was
recovering the cost of the containers through depreciation deductions and was
unlikely to have to refund a substantial portion of the deposits.

Court’s Reasoning

The court reasoned that the deposit system was intended to ensure the return of
containers, and when containers were not returned, the deposits acted as
compensation to the company. Since Fort Pitt was already deducting depreciation on
the containers, retaining the deposits represented income. The court emphasized
that the company had consistently failed to recognize the excess of deposits over
disbursements as income, leading to an ever-increasing reserve. The court cited
Wichita Coca Cola Bottling Co. v. United States, <span normalizedcite="61 F. Supp.
407“>61 F. Supp. 407 as an example where taxpayers properly recognized income
from unreturned deposits. The court invoked Sec. 41, which grants the
Commissioner the authority to adjust a taxpayer’s accounting method when it does
not clearly reflect income. The court stated, “The important fact is that it has not
shown there was actually any reasonable probability that the amounts added to
income will ever be required to discharge any such liability.”

Practical Implications

This case clarifies the tax treatment of deposits on returnable containers,
particularly when a company also claims depreciation deductions on those
containers. It emphasizes that a consistent pattern of retaining deposits, coupled
with depreciation deductions, can trigger taxable income. Businesses using
returnable container systems should regularly assess their deposit liabilities and
consider recognizing income from portions of the reserve that are unlikely to be
refunded. The case also illustrates the Commissioner’s broad discretion under Sec.
41 to adjust accounting methods that do not accurately reflect income, even if those
methods are consistently applied and mandated by state law. Later cases distinguish
this ruling by focusing on specific facts demonstrating a reasonable expectation that
deposits would be returned, or that the taxpayer did not also take depreciation
deductions.
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