Tennessee Carolina Transportation, Inc. v. Commissioner, 65 T. C. 440
(1975)

In corporate liquidations, previously expensed assets distributed with remaining
useful life must be included in gross income under the tax benefit rule.

Summary

Tennessee Carolina Transportation, Inc. acquired and liquidated its subsidiary,
Service Lines, Inc. , which had expensed the cost of tires and tubes with an average
useful life of one year. Upon liquidation, Service distributed these assets to
Tennessee Carolina while still having 67. 5% of their useful life remaining. The issue
before the Tax Court was whether Service must include the fair market value of
these tires and tubes in its gross income under the tax benefit rule. The court held
that Service must include the lesser of the fair market value or the unexpensed
portion of the cost in income, emphasizing that a deemed recovery occurs when
expensed assets are treated as having value in a taxable transaction, even in
liquidation.

Facts

Tennessee Carolina Transportation, Inc. purchased all the stock of Service Lines,
Inc. on January 3, 1967, and liquidated it on March 1, 1967. Service was engaged in
the motor freight transportation business and had expensed the cost of tires and
tubes, assuming their average useful life was one year or less. At liquidation, Service
distributed 1,638 tires and tubes to Tennessee Carolina, with 67. 5% of their useful
life remaining. The fair market value of these tires and tubes at the time of
distribution was determined to be $36,394. 67.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Tennessee
Carolina’s federal income tax for the years 1964-1966, leading to a dispute over the
fair market value of assets distributed by Service during its liquidation. The case
was heard by the United States Tax Court, which addressed the valuation of the
terminal facility and tires and tubes, and the application of the tax benefit rule to the
distributed assets.

Issue(s)

1. Whether the fair market value of the terminal facility and tires and tubes
distributed to Tennessee Carolina on the liquidation of Service should be determined
as $125,000 and $36,394. 67, respectively?

2. Whether Service must recognize income on the distribution of tires and tubes in
liquidation whose cost it had previously expensed but whose useful life had not been
fully exhausted?
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Holding

1. Yes, because the court found that the fair market value of the terminal facility was
$125,000 and the tires and tubes were $36,394. 67, based on the evidence
presented and the condition of the assets at the time of distribution.

2. Yes, because under the tax benefit rule, Service must include in its gross income
the lesser of the fair market value of the tires and tubes distributed or the portion of
their cost attributable to their remaining useful life, as a deemed recovery occurred
upon their distribution.

Court’s Reasoning

The court applied the tax benefit rule, which requires inclusion in gross income of
an item previously deducted when it is recovered in a subsequent year. The court
rejected the argument that no recovery occurred since no actual receipt of funds or
property happened, deeming the act of distribution as a recovery event for tax
purposes. The court distinguished this case from Nash v. United States, where no
recovery was found upon liquidation of receivables, by noting that the fair market
value of the tires and tubes exceeded their net worth at the time of distribution. The
majority opinion emphasized that the deemed recovery of previously expensed
assets in liquidation triggers the tax benefit rule, despite the absence of a physical
receipt of funds. The dissent argued that no recovery occurred since the liquidation
did not provide an economic benefit, criticizing the majority’s use of a legal fiction to
apply the tax benefit rule.

Practical Implications

This decision expands the application of the tax benefit rule to corporate
liquidations, requiring inclusion in gross income of the value of previously expensed
assets distributed with remaining useful life. Practitioners should carefully assess
the value of expensed assets in liquidation scenarios, as the tax implications may
differ from those of depreciated assets. The ruling suggests that businesses planning
to liquidate should consider the tax consequences of distributing assets with
remaining useful life and may need to adjust their accounting practices accordingly.
Subsequent cases have further clarified the scope of the tax benefit rule in
liquidation contexts, often referencing this case to distinguish between expensed
and depreciated assets.
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