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Zidanic v. Commissioner, 79 T. C. 651 (1982)

Prepaid interest paid by a cash basis taxpayer must be ratably allocated over the
period to which it applies, regardless of whether it is nonrefundable.

Summary

In Zidanic v. Commissioner, the U. S. Tax Court addressed whether a cash basis
taxpayer could deduct a full year’s prepaid interest in the year it was paid. Joseph
Zidanic purchased a building with a nonrecourse mortgage, paying a year’s interest
upfront without a down payment. The court ruled that under IRC Section 461(g),
such interest must be allocated ratably over the period it covers, not deducted in full
upon  payment,  even  if  nonrefundable.  This  decision  clarifies  that  cash  basis
taxpayers  cannot  accelerate  interest  deductions  by  prepaying,  aligning  their
treatment with accrual basis taxpayers and preventing tax deferral strategies.

Facts

Joseph A. Zidanic, a cash basis taxpayer, purchased an office building in October
1977 for $1,150,000 with a nonrecourse purchase-money mortgage. He made no
down payment but prepaid a full year’s interest of $92,375 at closing. The interest
was nonrefundable if the principal was paid off early. Zidanic claimed this as a
deduction on his 1977 tax return, but the IRS disallowed $72,976 of it, arguing it
should be allocated to the following year.

Procedural History

Zidanic filed a petition with the U. S. Tax Court after receiving a notice of deficiency
from the IRS for the 1977 tax year. The IRS argued that the prepaid interest should
be prorated under IRC Section 461(g). The Tax Court ultimately ruled in favor of the
Commissioner, holding that the interest must be allocated ratably over the period it
covered.

Issue(s)

1. Whether a cash basis taxpayer can deduct prepaid interest in the year it is paid
when the interest is nonrefundable.

Holding

1. No, because under IRC Section 461(g), prepaid interest paid by a cash basis
taxpayer must be allocated ratably over the period to which it applies, regardless of
its nonrefundable nature.

Court’s Reasoning

The court’s decision was based on the clear language and intent of IRC Section
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461(g), which requires cash basis taxpayers to allocate prepaid interest over the
period it covers. The court noted that allowing a full deduction for nonrefundable
prepaid interest would frustrate the congressional intent to prevent tax deferral
through interest prepayments. The court referenced prior case law and legislative
history, emphasizing that Congress aimed to treat cash basis taxpayers similarly to
accrual basis taxpayers regarding interest deductions. The court rejected Zidanic’s
argument that the nonrefundable nature of the interest payment should allow for a
full deduction in 1977, stating that such an interpretation would narrow the scope of
Section 461(g). The court concluded, “an interest payment by a cash basis taxpayer
must,  under section 461(g),  be ratably allocated without regard to whether the
payment in question is nonrefundable. “

Practical Implications

This  ruling  impacts  how  cash  basis  taxpayers  can  handle  prepaid  interest
deductions, requiring them to spread such deductions over the applicable period
rather than taking them in full in the year paid. Tax practitioners must advise clients
to allocate prepaid interest ratably, even if nonrefundable, to comply with Section
461(g). This decision closes a potential loophole for tax deferral and aligns cash
basis  taxpayers’  treatment  of  interest  with  that  of  accrual  basis  taxpayers.
Subsequent cases have followed this precedent, reinforcing the principle that the
nature of the interest payment (refundable or nonrefundable) does not affect its
required allocation under the tax code.


