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Until 1970, Illinois imposed a property tax on shares of stock held in in-
corporated banks, but in 1970 the Illinois Constitution was amended to
prohibit such taxes. The Illinois courts thereafter held that the
amendment violated the Federal Constitution, but, pending disposition
of the case in this Court, Illinois enacted a statute providing for collec-
tion of the disputed taxes and placement of the receipts in escrow. Pe-
titioner Bank in No. 81-485 paid the taxes for its shareholders in 1972,
taking the deduction for the amount of the taxes pursuant to § 164(e) of
the Internal Revenue Code of 1954 (IRC), which grants a corporation a
deduction for taxes imposed on its shareholders but paid by the cor-
poration and denies the shareholders any deduction for the tax. The
authorities placed the receipts in escrow. After this Court upheld the
constitutional amendment, the amounts in escrow were refunded to the
shareholders. When petitioner, on its federal income tax return for
1973, recognized no income from this sequence of events, the Commis-
sioner of Internal Revenue assessed a deficiency against petitioner, re-
quiring it to include as income the amount paid its shareholders from
the escrow. Petitioner then sought a redetermination in the Tax
Court, which held that the refund of the taxes was includible in peti-
tioner’s income. The Court of Appeals affirmed. In No. 81-930, re-
spondent corporation, which operated a dairy, in the taxable year end-
ing June 30, 1973, deducted the full cost of the cattle feed purchased for
use in its operations as permitted by § 162 of the IRC, but a substantial
portion of the feed was still on hand at the end of the taxable year.
Two days into the next taxable year, respondent adopted a plan of lig-
uidation and distributed its assets, including the cattle feed, to its
shareholders. Relying on §336 of the IRC, which shields a corpora-
tion from the recognition of gain on the distribution of property to its
shareholders on liquidation, respondent reported no income on the
transaction. The Commissioner challenged respondent’s treatment of

*Together with No. 81-930, United States v. Bliss Dairy, Inc., on cer-
tiorari to the United States Court of Appeals for the Ninth Circuit.
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the transaction, asserting that it should have included as income the
value of the feed distributed to the shareholders, and therefore increased
respondent’s income by $60,000. Respondent paid the resulting assess-
ment and sued for a refund in Federal District Court, which rendered a
judgment in respondent’s favor. The Court of Appeals affirmed.

Held:

1. Unless a nonrecognition provision of the IRC prevents it, the
tax benefit rule ordinarily applies to require the inclusion of income
when events occur that are fundamentally inconsistent with an earlier
deduction. Pp. 377-391.

2. In No. 81-485, the tax benefit rule does not require petitioner to
recognize income with respect to the tax refund. The purpose of
§ 164(e) was to provide relief for corporations making payments for taxes
imposed on their shareholders, the focus being on the act of payment
rather than on the ultimate use of the funds by the State. Aslong as the
payment itself was not negated by a refund to the corporation, the
change in character of the funds in the hands of the State does not re-
quire the corporation to recognize income. Pp. 391-395.

3. In No. 81-930, however, the tax benefit rule requires respondent to
recognize income with respect to the distribution of the cattle feed to its
shareholders on liquidation. The distribution of expensed assets to
shareholders is inconsistent with the earlier deduction of the cost as a
business expense. Section 336, which clearly does not shield the tax-
payer from recognition of all income on distribution of assets, does not
prevent application of the tax benefit rule in this case. Section 336’s leg-
islative history, the application of other general rules of tax law, and the
construction of identical language in § 337, which governs sales of assets
followed by distribution of the proceeds in liguidation and shields a cor-
poration from the recognition of gain on the sale of the assets, all indicate
that § 336 does not permit a liquidating corporation to avoid the tax ben-
efit rule. Pp. 395-402.

No. 81-485, 641 F. 2d 529, reversed; No. 81-930, 645 F. 2d 19, reversed
and remanded.

O’CONNOR, J., delivered the opinion of the Court, in which BURGER,
C. J., and WHITE, POWELL, and REHNQUIST, JJ., joined, and in Parts I,
II, and IV of which BRENNAN, J., joined. BRENNAN, J., filed an opinion
concurring in part and dissenting in part, post, p. 403. STEVENS, J., filed
an opinion concurring in the judgment in part and dissenting in part, in
which MARSHALL, J., joined, post, p. 403. BLACKMUN, J., filed a dissent-
ing opinion, post, p. 422.
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Harvey B. Stephens argued the cause for petitioner in No.
81-485. With him on the briefs were Mark H. Ferguson and
Robert A. Stuart.

James Silhasek argued the cause and filed a brief for re-
spondent in No. 81-930.

Solicitor General Lee argued the cause for the United
States in No. 81-930 and respondent in No. 81-485. With
him on the briefs were Assistant Attorney General Archer,
Stuart A. Smith, Gary R. Allen, Jay W. Miller, and David I.
Pincus.t

JUSTICE O’CONNOR delivered the opinion of the Court.

These consolidated cases present the question of the ap-
plicability of the tax benefit rule to two corporate tax situa-
tions: the repayment to the shareholders of taxes for which
they were liable but that were originally paid by the corpora-
tion; and the distribution of expensed assets in a corporate
liquidation. We conclude that, unless a nonrecognition pro-
vision of the Internal Revenue Code prevents it, the tax
benefit rule ordinarily applies to require the inclusion of
income when events occur that are fundamentally inconsist-
ent with an earlier deduction. Our examination of the provi-
sions granting the deductions and governing the liquidation
in these cases leads us to hold that the rule requires the rec-
ognition of income in the case of the liquidation but not in the
case of the tax refund.

I

In No. 81-485, Hillsboro National Bank v. Commissioner,
the petitioner, Hillsboro National Bank, is an incorporated
bank doing business in Illinois. Until 1970, Illinois imposed
a property tax on shares held in incorporated banks. Il
Rev. Stat., ch. 120, §557 (1971). Banks, required to retain
earnings sufficient to cover the taxes, § 558, customarily paid

iBriefs of amici curiae urging affirmance in No. 81-930 were filed by
Jack R. White and Steven W. Bacon for Ameron, Inc.; and by Arthur A.
Armstrong, pro se.
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the taxes for the shareholders. Under § 164(e) of the Inter-
nal Revenue Code of 1954, 26 U. S. C. § 164(e),' the bank was
allowed a deduction for the amount of the tax, but the share-
holders were not. In 1970, Illinois amended its Constitution
to prohibit ad valorem taxation of personal property owned
by individuals, and the amendment was challenged as a viola-
tion of the Equal Protection Clause of the Federal Constitu-
tion. The Illinois courts held the amendment unconstitu-
tional in Lake Shore Auto Parts Co. v. Korzen, 49 Il1. 2d 137,
273 N. E. 2d 592 (1971). We granted certiorari, 405 U. S.
1039 (1972), and, pending disposition of the case here, Illinois
enacted a statute providing for the collection of the disputed
taxes and the placement of the receipts in escrow. Ill. Rew.
Stat., ch. 120, 1676.01 (1979). Hillsboro paid the taxes for
its shareholders in 1972, taking the deduction permitted by
§164(e), and the authorities placed the receipts in escrow.
This Court upheld the state constitutional amendment in
Lehnhausen v. Lake Shore Auto Parts Co., 410 U. S. 356
(1973). Accordingly, in 1973 the County Treasurer refunded
the amounts in escrow that were attributable to shares held
by individuals, along with accrued interest. The Illinois
courts held that the refunds belonged to the shareholders
rather than to the banks. See Bank & Trust Co. of Arling-
ton Heights v. Cullerton, 25 Ill. App. 3d 721, 726, 324 N. E.

! Section 164(e) provides:

“Where a corporation pays a tax imposed on a shareholder on his interest
as a shareholder, and where the shareholder does not reimburse the cor-
poration, then—

“(1) the deduction allowed by subsection (a) shall be allowed to the cor-
poration; and

“(2) no deduction shall be allowed the shareholder for such tax.”

Subsection (a) provides, in part:
“Except as otherwise provided in this section, the following taxes shall be
allowed as a deduction for the taxable year within which paid or accrued:

“(2) State and local personal property taxes.”
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2d 29, 32 (1975) (alternative holding); Lincoln National Bank
v. Cullerton, 18 Ill. App. 3d 953, 310 N. E. 2d 845 (1974).
Without consulting Hillsboro, the Treasurer refunded the
amounts directly to the individual shareholders. Onitsreturn
for 1973, Hillsboro recognized no income from this sequence of
events.!? The Commissioner assessed a deficiency against
Hillsboro, requiring it to include as income the amount paid its
shareholders from the escrow. Hillsboro sought a redetermi-
nationin the Tax Court, which held that the refund of the taxes,
but not the payment of accrued interest, was includible in
Hillsboro’s income. On appeal, relying on its earlier decision
in First Trust and Savings Bank of Taylorville v. United
States, 614 F. 2d 1142 (1980), the Court of Appeals for the
Seventh Circuit affirmed. 641 F. 2d 529, 531 (1981).

In No. 81-930, United States v. Bliss Dairy, Inc., the re-
spondent, Bliss Dairy, Inc., was a closely held corporation
engaged in the business of operating a dairy. As a cash basis
taxpayer, in the taxable year ending June 30, 1973, it de-
ducted upon purchase the full cost of the cattle feed pur-
chased for use in its operations, as permitted by § 162 of the
Internal Revenue Code, 26 U. S. C. §162.2 A substantial
portion of the feed was still on hand at the end of the taxable
year. OnJuly 2, 1973, two days into the next taxable year,
Bliss adopted a plan of liquidation, and, during the month of
July, it distributed its assets, including the remaining cattle
feed, to the shareholders. Relying on §336, which shields
the corporation from the recognition of gain on the distribu-

2 Although the returns of the shareholders of the bank are not before us,
the Commissioner explained that they were required to recognize the re-
fund as income. See 641 F. 2d 529, 533, and n. 4 (CA7 1981) (Pell, J.,
dissenting).

Section 162(a) provides in relevant part:

“There shall be allowed as a deduction all the ordinary and necessary ex-
penses paid or incurred during the taxable year in carrying on any trade or
business . . . .”
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tion of property to its shareholders on liquidation,* Bliss re-
ported no income on the transaction. The shareholders con-
tinued to operate the dairy business in noncorporate form.
They filed an election under § 333 to limit the gain recognized
by them on the liquidation,” and they therefore calculated
their basis in the assets received in the distribution as pro-

' Section 336 provides:
“Except as provided in subsection (b) of this section and in section 453B
(relating to disposition of installment obligations), no gain or loss shall be
recognized to a corporation on the distribution of property in partial or
complete liquidation.” 26 U. S. C. §336 (1976 ed., Supp. V).

*Section 333 provides, in relevant part:

“(a) Inthe case of property distributed in complete liquidation of a domes-
tic corporation . . . , if—

“(1) the liquidation is made in pursuance of a plan of liquidation adopted,
and

“(2) the distribution is in complete cancellation or redemption of all the
stock, and the transfer of all the property under the liquidation occurs
within some one calendar month,

“then in the case of each qualified electing shareholder . . . gain on the
shares owned by him at the time of the adoption of the plan of liquidation
shall be recognized only to the extent provided in subsections (e) and (f).

“(e) In the case of a qualified electing shareholder other than a corpora-
tion—

“(1) there shall be recognized, and treated as a dividend, so much of the
gain as is not in excess of his ratable share of the earnings and profits of the
corporation accumulated after February 28, 1913, such earnings and profits
to be determined as of the close of the month in which the transfer in liqui-
dation occurred under subsection (a)(2), but without diminution by reason
of distributions made during such month; but by including in the computa-
tion thereof all amounts accrued up to the date on which the transfer of all
the property under the liquidation is completed; and

“(2) there shall be recognized, and treated as short-term or long-term
capital gain, as the case may be, so much of the remainder of the gain as is
not in excess of the amount by which the value of that portion of the assets
received by him which consists of money, or of stock or securities acquired
by the corporation after December 31, 1953, exceeds his ratable share of
such earnings and profits.”
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vided in §334(c).® Under that provision, their basis in the
assets was their basis in their stock in the liquidated corpora-
tion, decreased by the amount of money received, and in-
creased by the amount of gain recognized on the transaction.
They then allocated that total basis over the assets, as pro-
vided in the regulations, Treas. Reg. §1.334-2, 26 CFR
§1.334-2 (1982), presumably taking a basis greater than zero
in the feed, although the amount of the shareholders’ basis is
not in the record. They in turn deducted their basis in the
feed as an expense of doing business under § 162. On audit,
the Commissioner challenged the corporation’s treatment of
the transaction, asserting that Bliss should have taken into
income the value of the grain distributed to the shareholders.
He therefore increased Bliss’ income by $60,000. Bliss paid
the resulting assessment and sued for a refund in the District
Court for the District of Arizona, where it was stipulated
that the grain had a value of $56,565, see Pretrial Order, at 3.
Relying on Commissioner v. South Lake Farms, Inc., 324
F. 2d 837 (CA9 1963), the District Court rendered a judg-
ment in favor of Bliss. While recognizing authority to the
contrary, Tennessee-Carolina Transportation, Inc. v. Com-
missioner, 582 F'. 2d 378 (CA6 1978), cert. denied, 440 U. S.
909 (1979), the Court of Appeals saw South Lake Farms
as controlling and affirmed. 645 F. 2d 19 (CA9 1981) (per
curiam).

®Section 334(c) provides:
“If_

“(1) property was acquired by a shareholder in the liquidation of a cor-
poration in cancellation or redemption of stock, and

“(2) with respect to such acquisition—

“(A) gain was realized, but

“(B) as the result of an election made by the shareholder under section

333, the extent to which gain was recognized was determined under section
333,

“then the basis shall be the same as the basis of such stock cancelled or
redeemed in the liquidation, decreased in the amount of any money re-
ceived by the shareholder, and increased in the amount of gain recognized
to him.”
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II

The Government’ in each case relies solely on the tax bene-
fit rule—a judicially developed principle® that allays some of
the inflexibilities of the annual accounting system. An an-
nual accounting system is a practical necessity if the federal
income tax is to produce revenue ascertainable and payable
at regular intervals. Burnet v. Sanford & Brooks Co., 282
U. S. 359, 365 (1931). Nevertheless, strict adherence to an
annual accounting system would create transactional ineq-
uities. Often an apparently completed transaction will re-
open unexpectedly in a subsequent tax year, rendering the
initial reporting improper. For instance, if a taxpayer held a
note that became apparently uncollectible early in the taxable
year, but the debtor made an unexpected financial recovery
before the close of the year and paid the debt, the transaction
would have no tax consequences for the taxpayer, for the re-
payment of the principal would be recovery of capital. If,
however, the debtor’s financial recovery and the resulting re-
payment took place after the close of the taxable year, the
taxpayer would have a deduction for the apparently bad debt
in the first year under §166(a) of the Code, 26 U. S. C.
§166(a). Without the tax benefit rule, the repayment in the
second year, representing a return of capital, would not be
taxable. The second transaction, then, although economi-
cally identical to the first, could, because of the differences
in accounting, yield drastically different tax consequences.
The Government, by allowing a deduction that it could not
have known to be improper at the time, would be foreclosed®

"In No. 81-485, the Solicitor General represents the Commissioner of In-
ternal Revenue, while in No. 81-930, he represents the United States.
We refer to the Commissioner and the United States collectively as “the
Government.”

® Although the rule originated in the courts, it has the implicit approval of
Congress, which enacted 26 U. S. C. § 111 as a limitation on the rule. See
n. 12, infra.

* A rule analogous to the tax benefit rule protects the taxpayer who is
required to report income received in one year under claim of right that he
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from recouping any of the tax saved because of the improper
deduction.” Recognizing and seeking to avoid the possible
distortions of income," the courts have long required the

later ends up repaying. Under that rule, he is allowed a deduction in the
subsequent year. See generally 26 U. S. C. §1341; 1 B. Bittker, Federal
Taxation of Income, Estates and Gifts 6.3 (1981).

" When the event proving the deduction improper occurs after the close
of the taxable year, even if the statute of limitations has not run, the Com-
missioner’s proper remedy is to invoke the tax benefit rule and require in-
clusion in the later year rather than to reopen the earlier year. See
Lexmont Corp. v. Commissioner, 20 T. C. 185 (1953); South Dakota Con-
crete Products Co. v. Commissioner, 26 B. T. A. 1429, 1432 (1932); 1
J. Mertens, Law of Federal Income Taxation §7.34 (J. Doheny rev. ed.
1981); Bittker & Kanner, The Tax Benefit Rule, 26 UCLA L. Rev. 265, 266
(1978) (hereinafter Bittker & Kanner).

Much of JUSTICE BLACKMUN'’s dissent takes issue with this well-settled
rule. The inclusion of the income in the year of the deductions by amend-
ing the returns for that year is not before us in these cases, for none of the
parties has suggested such a result, no doubt because the rule is so settled.
It is not at all clear what would happen on the remand that JUSTICE
BLACKMUN desires. Neither taxpayer has ever sought to file an amended
return. The statute of limitations has now run on the years to which the
dissent would attribute the income, § 6501(a), and we have no indication in
the record that the Government has held those years open for any other
reason.

Even if the question were before us, we could not accept the view of Jus-
TICE BLACKMUN’s dissent. It is, of course, true that the tax benefit rule is
not a precise way of dealing with the transactional inequities that occur as
a result of the annual accounting system, post, at 423, 426. See n. 12,
infra. JUSTICE BLACKMUN’s approach, however, does not eliminate the
problem; it only multiplies the number of rules. If the statute of limita-
tions has run on the earlier year, the dissent recognizes that the rule that
we now apply must apply. Post, at 425. Thus, under the proposed
scheme, the only difference is that, if the inconsistent event fortuitously
occurs between the end of the year of the deduction and the running of the
statute of limitations, the Commissioner must reopen the earlier year or
permit an amended return even though it is settled that the acceptance of
such a return after the date for filing a return is not covered by statute but
within the discretion of the Commissioner. See, e. g., Koch v. Alexander,
561 F. 2d 1115 (CA4 1977) (per curiam); Miskovsky v. United States, 414

[Footnote 11 is on p. 380]
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taxpayer to recognize the repayment in the second year as
income. See, e. g., Estate of Block v. Commissioner, 39
B. T. A. 338 (1939), aff’d sub nom. Union Trust Co. v. Com-
missioner, 111 F. 2d 60 (CAT), cert. denied, 311 U. S. 658
(1940); South Dakota Concrete Products Co. v. Commais-

F. 2d 954 (CA3 1969). In any other situation, the income must be recog-
nized in the later year. Surely a single rule covering all situations would
be preferable to several rules that do not alleviate any of the disadvantages
of the single rule.

A second flaw in JUSTICE BLACKMUN's approach lies in his assertion that
the practice he proposes is like any correction made after audit. Changes
on audit reflect the proper tax treatment of items under the facts as they
were known at the end of the taxable year. The tax benefit rule is ad-
dressed to a different problem—that of events that occur after the close of
the taxable year.

In any event, whatever the merits of amending the return of the year of
the improper deduction might originally have been, we think it too late in
the day to change the rule. Neither the judicial origins of the rule nor
the subsequent codification permits the approach suggested by JUSTICE
BLACKMUN.

The dissent suggests that the reason that the early cases expounding the
tax benefit rule required inclusion in the later year was that the statute of
limitations barred adjustment in the earlier year. Post, at 423-424, n.
That suggestion simply does not reflect the cases cited. In Burnet v. San-
ford & Brooks Co., 282 U. S. 359 (1931), the judgment of the Court of Ap-
peals reflected JUSTICE BLACKMUN’s approach, holding that the amount
recovered in the later year was not income in that year but that the tax-
payer had to amend its returns for the years of the deductions. Id., at
362. This Court reversed, stating: “That the recovery made by respond-
ent in 1920 was gross income for that year . . . cannot, we think, be
doubted.” Id., at 363. (Emphasis added.) Neither does Healy v. Com-
missioner, 345 U. S. 278 (1953), a case dealing with income received under
claim of right, provide any support for this novel theory. On the contrary,
the Court’s discussion of the statute of limitations, cited by the dissent, in
context, is as follows:

“A rule which required that the adjustment be made in the earlier year
of receipt instead of the later year of repayment would generally be unfa-
vorable to taxpayers, for the statute of limitations would frequently bar
any adjustment of the tax liability for the earlier year. Congress has en-
acted an annual accounting system under which income is counted up at the
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sioner, 26 B. T. A. 1429 (1932); Plumb, The Tax Benefit Rule
Today, 57 Harv. L. Rev., 129, 176, 178, and n. 172 (1943)
(hereinafter Plumb).*

end of each year. It would be disruptive of an orderly collection of the
revenue to rule that the accounting must be done over again to reflect
events occurring after the year for which the accounting is made, and
would violate the spirit of the annual accounting system.” Id., at 284-285
(footnote omitted).

Even the earliest cases, then, reflect the currently accepted view of the tax
benefit rule.

Further, § 111, the partial codification of the tax benefit rule, see n. 8,
supra, contradicts JUSTICE BLACKMUN’s view. It provides that gross in-
come for a year does not include a specified portion of a recovery of
amounts earlier deducted, implying that the remainder of the recovery is
to be included in gross income for that year. See, e. g., S. Rep. No. 830,
88th Cong., 2d Sess., 100 (1964); S. Rep. No. 1631, 77th Cong., 2d Sess., 79
(1942). Even if the judicial origins of the rule supported JUSTICE BLACK-
MUN, we would still be obliged to bow to the will of Congress.

" As the rule developed, a number of theories supported taxation in the
later year. One explained that the taxpayer who had taken the deduction
“consented” to “return” it if events proved him not entitled to it, e. g.,
Philadelphia National Bank v. Rothensies, 43 F. Supp. 923, 925 (ED Pa.
1942), while another explained that the deduction offset income in the ear-
lier year, which became “latent” income that might be recaptured, e. g.,
National Bank of Commerce v. Commissioner, 115 F. 2d 875, 876-877
(CA9 1940); Lassen, The Tax Benefit Rule and Related Problems, 20 Taxes
473, 476 (1942). Still a third view maintained that the later recognition of
income was a balancing entry. E. g., South Dakota Concrete Products
Co. v. Commissioner, 26 B. T. A. 1429, 1431 (1932). All these views re-
flected that the initial accounting for the item must be corrected to present
a true picture of income. While annual accounting precludes reopening
the earlier year, it does not prevent a less precise correction—far superior
to none—in the current year, analogous to the practice of financial account-
ants. See W. Meigs, A. Mosich, C. Johnson, & T. Keller, Intermediate
Accounting 109 (3d ed. 1974). This concern with more accurate measure-
ment of income underlies the tax benefit rule and always has.

2 Even this rule did not create complete transactional equivalence. In
the second version of the transaction discussed in the text, the taxpayer
might have realized no benefit from the deduction, if, for instance, he had
no taxable income for that year. Application of the tax benefit rule as
originally developed would require the taxpayer to recognize income on the
repayment, so that the net result of the collection of the principal amount
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The taxpayers and the Government in these cases propose
different formulations of the tax benefit rule. The taxpayers
contend that the rule requires the inclusion of amounts recov-
ered in later years, and they do not view the events in these
cases as “recoveries.” The Government, on the other hand,
urges that the tax benefit rule requires the inclusion of
amounts previously deducted if later events are inconsistent
with the deductions; it insists that no “recovery” is necessary
to the application of the rule. Further, it asserts that the
events in these cases are inconsistent with the deductions
taken by the taxpayers. We are not in complete agreement
with either view.

An examination of the purpose and accepted applications of
the tax benefit rule reveals that a “recovery” will not always
be necessary to invoke the tax benefit rule. The purpose of
the rule is not simply to tax “recoveries.” On the contrary,
it is to approximate the results produced by a tax system
based on transactional rather than annual accounting. See
generally Bittker & Kanner 270; Byrne, The Tax Benefit
Rule as Applied to Corporate Liquidations and Contributions
to Capital: Recent Developments, 56 Notre Dame Law. 215,
221, 232, (1980); Tye, The Tax Benefit Doctrine Reexamined,
3 Tax L. Rev. 329 (1948) (hereinafter Tye). It has long been
accepted that a taxpayer using accrual accounting who ac-
crues and deducts an expense in a tax year before it becomes
payable and who for some reason eventually does not have to

of the debt would be recognition of income. Similarly, the tax rates might
change between the two years, so that a deduction and an inclusion, though
equal in amount, would not produce exactly offsetting tax consequences.
Congress enacted § 111 to deal with part of this problem. Although a
change in the rates may still lead to differences in taxes due, see Alice
Phelan Sullivan Corp. v. United States, 180 Ct. Cl. 659, 381 F. 2d 399
(1967), §111 provides that the taxpayer can exclude from income the
amount that did not give rise to some tax benefit. See Dobson v. Com-
missioner, 320 U. S. 489, 505-506 (1943). This exclusionary rule and the
inclusionary rule described in the text are generally known together as the
tax benefit rule. It is the inclusionary aspect of the rule with which we are
currently concerned.
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pay the liability must then take into income the amount
of the expense earlier deducted. See, e. g., Mayfair Min-
erals, Inc. v. Commaissioner, 456 F. 2d 622 (CA5 1972)
(per curiam); Bear Manufacturing Co. v. United States, 430
F. 2d 152 (CAT 1970), cert. denied, 400 U. S. 1021 (1971);
Haynsworth v. Commissioner, 68 T. C. 703 (1977), affirm-
ance order, 609 F. 2d 1007 (CA5 1979); G. M. Standifer Con-
struction Corp. v. Commissioner, 30 B. T. A. 184, 186-187
(1934), petition for review dism’d, 78 F. 2d 285 (CA9 1935).
The bookkeeping entry canceling the liability, though it in-
creases the balance sheet net worth of the taxpayer, does not
fit within any ordinary definition of “recovery.”® Thus, the
taxpayers’ formulation of the rule neither serves the pur-
poses of the rule nor accurately reflects the cases that estab-
lish the rule. Further, the taxpayers’ proposal would intro-
duce an undesirable formalism into the application of the tax
benefit rule. Lower courts have been able to stretch the
definition of “recovery” to include a great variety of events.
For instance, in cases of corporate liquidations, courts have
viewed the corporation’s receipt of its own stock as a “recov-
ery,” reasoning that, even though the instant that the cor-
poration receives the stock it becomes worthless, the stock
has value as it is turned over to the corporation, and that
ephemeral value represents a recovery for the corporation.

¥ See, e. g., Bittker & Kanner 267; cf. Zysman, Income Derived from the
Recovery of Deductions, 19 Taxes 29, 30 (1941) (We are “not concerned
with a theoretical or pure economic concept of income, but with gross in-
come within the meaning of the statute”).

Although JUSTICE STEVENS insists that this situation falls within the
standard meaning of “recovery,” it does so only in the sense that an in-
crease in balance sheet net worth is to be considered a recovery. Post, at
416-417, n. 26. But in Bliss, JUSTICE STEVENS asserts that there is no
recovery. There, the corporation’s balance sheet shows zero as the his-
toric cost of the grain on hand, because the corporation expensed the asset
upon acquisition. At the date of liquidation, the historic cost of the grain
on hand was in fact greater than zero, and an accurate balance sheet would
have reflected an asset account balance greater than zero. The necessary
adjustment thus reflects an increase in balance sheet net worth.
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See, e. g., Tennessee-Carolina Transportation, Inc. v. Com-
missioner, 582 F. 2d, at 382 (alternative holding). Or, pay-
ment to another party may be imputed to the taxpayer, giv-
ing rise to a recovery. See First Trust and Savings Bank of
Taylorville v. United States, 614 F. 2d, at 1146 (alternative
holding). Imposition of a requirement that there be a recov-
ery would, in many cases, simply require the Government to
cast its argument in different and unnatural terminology,
without adding anything to the analysis."

The basic purpose of the tax benefit rule is to achieve
rough transactional parity in tax, see n. 12, supra, and to
protect the Government and the taxpayer from the adverse
effects of reporting a transaction on the basis of assumptions
that an event in a subsequent year proves to have been erro-
neous. Such an event, unforeseen at the time of an earlier
deduction, may in many cases require the application of the
tax benefit rule. We do not, however, agree that this conse-
quence invariably follows. Not every unforeseen event will
require the taxpayer to report income in the amount of his
earlier deduction. On the contrary, the tax benefit rule will
“cancel out” an earlier deduction only when a careful exami-
nation shows that the later event is indeed fundamentally in-
consistent with the premise on which the deduction was ini-
tially based.”” That is, if that event had ocecurred within the

“Despite JUSTICE STEVENS' assertion that Tennessee-Carolina was
wrong, post, at 417, n. 26, the case fits what seems to be his definition of a
recovery—an enhancement of the taxpayer’s wealth—for the corporation
in Tennessee-Carolina received stock worth more than the balance sheet
book value of its assets. See n. 13, supra. Thus we disagree with the
assertion that the recovery rule is a bright-line rule easily applied.

¥ JUSTICE STEVENS accuses us of creating confusion at this point in the
analysis by re<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>