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City Gas Company of Florida v. Commissioner of Internal Revenue, 74 T. C.
386 (1980)

Customer deposits required by utility companies to secure payment of bills are not
taxable  income  if  they  are  refundable  upon  termination  of  service  or  at  the
company’s election.

Summary

In City Gas Co. v. Commissioner, the U. S. Tax Court ruled that customer deposits
required by utility companies for new accounts were not taxable income. The court
found that these deposits, which were refundable upon termination of service or at
the company’s  discretion,  served as security  rather than advance payments for
services. The case involved City Gas Company of Florida and its subsidiaries, which
required deposits  from new customers that  were credited against  final  bills  or
refunded. The IRS argued these deposits should be treated as income, but the court
disagreed, emphasizing the nature of the deposits as security for payment, not as
prepayments for gas services.

Facts

City  Gas  Company  of  Florida,  a  regulated  public  utility,  and  its  nonregulated
subsidiaries, Dade Gas and Dri-Gas, required new customers to make deposits to
open accounts. These deposits were to be refunded upon termination of service or at
the company’s election, typically being credited against the customer’s final bill with
any balance refunded. The deposits were recorded as liabilities in the companies’
financial statements. The Florida Public Service Commission (FPSC) regulated the
amount and treatment of these deposits for City Gas, requiring a minimum interest
payment on them. The companies treated the deposits as current liabilities for tax
and  financial  reporting  purposes,  and  they  were  not  segregated  from  general
corporate funds.

Procedural History

The IRS issued notices of deficiency to City Gas and its subsidiaries, treating the
customer  deposits  as  advance  payments  for  gas  and  including  them  in  the
companies’  income.  The  companies  petitioned  the  U.  S.  Tax  Court,  which
consolidated the cases. The court’s decision was to be entered under Rule 155,
indicating a final computation of tax after the decision on the legal issue.

Issue(s)

1.  Whether  amounts  received  by  the  petitioners  from customers  opening  new
accounts constitute taxable income in the year of receipt.

Holding
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1. No, because the amounts received were security deposits subject to refund and
did not constitute income within the meaning of section 61, I. R. C. 1954.

Court’s Reasoning

The court distinguished between advance payments, which are taxable upon receipt,
and  security  deposits,  which  are  not.  The  court  found  that  the  deposits  were
intended to secure payment of bills and were refundable, consistent with FPSC rules
and the companies’ receipts to customers. The court noted that the deposits were
treated as liabilities in the companies’ accounting records, and that interest was
paid on the deposits by City Gas as required by the FPSC. The court rejected the
IRS’s  argument  that  the  deposits  were  advance  payments,  citing  the  lack  of
unrestricted control over the funds by the companies and the refundable nature of
the  deposits.  The court  also  distinguished prior  cases  cited  by  the  IRS,  which
involved advance rentals or prepayments with no obligation to refund, from the
present case where the deposits were refundable.

Practical Implications

This decision clarifies that utility companies’ customer deposits, when treated as
security  for  payment  and  subject  to  refund,  are  not  taxable  as  income.  Legal
practitioners should analyze similar cases by examining the nature and treatment of
deposits, ensuring they are clearly designated as security and not as prepayments
for  services.  The  ruling  impacts  how utility  companies  report  deposits  for  tax
purposes,  affirming that  such deposits  should be recorded as liabilities.  It  also
influences how businesses in other sectors might structure customer deposits to
avoid  immediate  tax  liability.  Subsequent  cases  have  followed  this  precedent,
reinforcing the distinction between security deposits and advance payments in tax
law.


