Levy v. Commissioner, 92 T. C. 1360 (1989)

The Rule-0f-78’s method of accruing interest deductions for long-term loans does not
clearly reflect income and thus cannot be used for tax purposes.

Summary

In Levy v. Commissioner, the Tax Court ruled that the use of the Rule-of-78’s method
for calculating accrued interest deductions on a long-term real estate loan did not
clearly reflect the income of the Cooper River Office Building Associates (CROBA)
partnership. The partnership had used this method to front-load interest deductions,
resulting in a significant discrepancy between accrued interest and the actual
payment obligations. The court upheld the Commissioner’s determination to disallow
these deductions and required the use of the economic accrual method instead, as
established in the precedent-setting case of Prabel v. Commissioner. This decision
reaffirms the IRS’s authority under section 446(b) to ensure accurate income
reporting and impacts how partnerships and similar entities must account for
interest on long-term loans.

Facts

The CROBA limited partnership purchased two buildings in Camden County, New
Jersey, in late 1980 or early 1981 for $5. 3 million, with a down payment of $530,000
and the assumption of a 17-year nonrecourse mortgage note of $4. 77 million. The
note, which carried an 11% annual interest rate, stipulated that interest would
accrue using the Rule-of-78’s method. This method resulted in the partnership
accruing higher interest deductions in the early years of the loan than the actual
payments required, leading to negative amortization. The IRS disallowed these
interest deductions, asserting that they did not clearly reflect the partnership’s
income.

Procedural History

The Tax Court reviewed the case following the precedent set in Prabel v.
Commissioner (91 T. C. 1101 (1988)), where the same issue of using the Rule-o0f-78’s
method for interest accrual was contested. The court had previously held in Prabel
that the method did not clearly reflect income. In Levy, the court applied this ruling,
sustaining the Commissioner’s determination that the Rule-of-78’s method caused a
material distortion of the partnership’s taxable income and required the use of the
economic accrual method instead.

Issue(s)

1. Whether the use of the Rule-0f-78’s method of calculating accrued interest
deductions relating to the long-term loan clearly reflects the income of the CROBA
partnership.
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Holding

1. No, because the use of the Rule-0f-78’s method resulted in a material distortion of
the partnership’s taxable income, as it front-loaded interest deductions that
exceeded the actual payment obligations, leading to a clear reflection of income not
being achieved.

Court’s Reasoning

The court reasoned that the Rule-0f-78’s method, which front-loaded interest
deductions and led to negative amortization, did not accurately reflect the economic
reality of the loan’s interest obligations. The court emphasized that the method
resulted in a material distortion of income, as the interest accrued in the early years
significantly exceeded the payments due. The court relied on the precedent set in
Prabel v. Commissioner, where it was established that the Rule-o0f-78’s method was
not acceptable for tax purposes. The court rejected the argument that the loan’s
default provisions distinguished this case from Prabel, focusing instead on the
distortion caused by the method itself. The court upheld the Commissioner’s
authority under section 446(b) to require the use of the economic accrual method,
which more accurately reflects the partnership’s income.

Practical Implications

This decision has significant implications for partnerships and other entities using
the Rule-of-78’s method for interest accrual on long-term loans. It reinforces the
IRS’s authority to disallow deductions that do not clearly reflect income and
requires the use of the economic accrual method, which better aligns with the actual
economic obligations of the loan. Legal practitioners must advise clients to use the
economic accrual method for such loans to avoid disallowed deductions and
potential tax disputes. This ruling may affect how businesses structure their
financing to ensure compliance with tax regulations. Subsequent cases, such as
Mulholland v. United States (16 Cl. Ct. 252 (1989)), have upheld the IRS’s discretion
under section 446(b) to determine the appropriate method of income reporting.
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