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T.C. Memo. 1975-337

A cash basis taxpayer’s deduction of prepaid interest in the year of payment can be
disallowed if it materially distorts income, granting the IRS discretion under Section
446(b) of the Internal Revenue Code to ensure clear reflection of income.

Summary

G. Douglas Burck, a cash basis taxpayer, prepaid one year’s interest on a loan of $3
million and sought to deduct the full interest payment in 1969. The Tax Court held
that  while  the prepayment  constituted actual  payment  of  interest,  allowing the
entire deduction in 1969 would materially distort Burck’s income for that year,
primarily because his 1969 income was significantly higher due to a large capital
gain. The court upheld the IRS’s decision to allow only a portion of the interest
deduction in 1969, allocating the remainder to subsequent periods to clearly reflect
income.

Facts

Petitioner  G.  Douglas  Burck  obtained  a  $3  million  loan  from the  Bank  of  the
Commonwealth  on  December  29,  1969.  As  part  of  the  loan  agreement,  Burck
prepaid $377,202 in interest, representing one year’s interest on the loan. The loan
proceeds were deposited into Burck’s existing bank account, commingled with other
funds, and then used to pay the prepaid interest.  Burck claimed a full  interest
expense  deduction  of  $377,202 on  his  1969 tax  return,  which  also  reported  a
substantial long-term capital gain of $968,186, significantly higher than his income
in previous years. The IRS disallowed the deduction, except for a pro-rata portion
attributable to 1969, arguing it materially distorted income.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Burck’s 1969
federal income tax due to the disallowed interest deduction. Burck petitioned the
Tax Court for redetermination of the deficiency.

Issue(s)

Whether the petitioner, a cash basis taxpayer, made an actual payment of1.
interest in 1969, entitling him to an interest expense deduction under Section
163(a) of the Internal Revenue Code.
If so, whether allowing a deduction for the prepaid interest, beyond a pro-rata2.
portion for 1969, would result in a material distortion of the petitioner’s
income under Section 446(b) of the Internal Revenue Code.

Holding

Yes, the Tax Court held that the petitioner did make an actual payment of1.
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interest in cash in 1969.
Yes, the Tax Court held that allowing the full deduction of prepaid interest in2.
1969 would materially distort the petitioner’s income, and therefore, the
Commissioner did not abuse discretion in disallowing the majority of the
deduction in 1969.

Court’s Reasoning

The court first determined that Burck had indeed made a cash payment of interest,
distinguishing this case from situations where interest is merely withheld from loan
proceeds (discounted loan) or paid with a note. The court relied on Newton A.
Burgess, 8 T.C. 47 (1947), noting that the loan proceeds were deposited into Burck’s
account, commingled with other funds, and then the interest was paid from that
account. The court stated, “[t]he petitioner made a cash payment of interest as
such.”

However,  the  court  then  addressed  whether  the  deduction  of  prepaid  interest
materially distorted Burck’s income under Section 446(b), which grants the IRS
broad discretion to ensure income is clearly reflected. Referencing Revenue Ruling
68-643, the court acknowledged the IRS’s position that prepaid interest deductions
can distort income. While noting revenue rulings are advisory and not binding, the
court considered the factors outlined in the ruling and the specific facts of Burck’s
case.

The court emphasized several factors leading to its conclusion of material distortion:
Burck’s  exceptionally  high  income  in  1969  due  to  a  large  capital  gain,  the
substantial amount of prepaid interest ($377,202) relative to the loan amount and
the timing of the prepayment (December 30, 1969, for a loan obtained on December
29, 1969), and Burck’s acknowledged motivation to obtain a tax deduction. The
court concluded that under these circumstances, the Commissioner was justified in
disallowing the deduction of prepaid interest to clearly reflect income, allowing only
a pro-rata portion for 1969.

Practical Implications

Burck v. Commissioner  illustrates the limitations on the deductibility of prepaid
interest for cash basis taxpayers, particularly when such prepayment leads to a
material distortion of income. This case highlights the IRS’s authority under Section
446(b)  to  scrutinize  accounting  methods  and  disallow  deductions  that,  while
technically permissible under cash basis accounting, do not clearly reflect income.
The case reinforces that taxpayers with unusually high income in a particular year
should be cautious about large prepaid deductions that could be deemed to distort
income.  It  also  underscores  the  importance  of  considering  factors  such as  the
amount of prepaid interest, the timing of payment, the taxpayer’s income pattern,
and  the  reasons  for  prepayment  when  evaluating  the  deductibility  of  prepaid
interest. Later cases and IRS guidance have further refined the rules regarding
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prepaid interest,  but  Burck  remains a  significant  example of  the application of
Section 446(b) to limit deductions that distort income.


