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31 T.C. 451 (1958)

In determining gift tax exclusions for present interests in trusts, the value of those
interests  should be calculated using actuarial  tables,  even if  the trust  contains
clauses that allow for early termination, provided those clauses do not give the
trustee sole discretion to alter income distribution and the beneficiaries hold a
power to protect their income interests.

Summary

The case involved gift tax deficiencies assessed against the petitioners who had
established irrevocable trusts for their children, granting them equal life interests in
the trust income. The trusts contained clauses allowing termination with the consent
of the trustees and all living children of the donors. The IRS disallowed gift tax
exclusions  under  the  1939  Code  because,  according  to  the  IRS,  the  special
termination  provisions  rendered  the  present  interests  of  the  beneficiaries  not
susceptible of valuation. The Tax Court held that the life interests should be valued
using actuarial tables, as each beneficiary held a power to prevent diminution or
destruction  of  their  income  interest,  and  therefore  gift  tax  exclusions  were
allowable.

Facts

J.J. Newlin and Ruth Owen Newlin, husband and wife, created irrevocable trusts for
the benefit of their adult children. These trusts provided equal life interests in the
trust income. The trust could be terminated before its term only with the unanimous
consent  of  the  trustees  and  all  the  living  children  of  the  Newlins.  The  IRS
determined that, due to these termination provisions, the present interests in the
income could not be valued and therefore disallowed gift tax exclusions for each
beneficiary’s income interest. The parties agreed the income interests were present
interests, and the issue was the effect of the termination clause.

Procedural History

The Commissioner of Internal Revenue assessed gift tax deficiencies against J.J.
Newlin and Ruth Owen Newlin. The petitioners contested these deficiencies in the
United States Tax Court. The Tax Court consolidated the cases for trial, ruling in
favor of the taxpayers.

Issue(s)

1. Whether, in determining the total amount of taxable gifts made by each of the
petitioners, there should be allowed an exclusion under section 1003 (b)(3) of the
1939 Code for the present interest of each trust beneficiary.

Holding
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1. Yes, because each life beneficiary possessed the power to prevent termination of
the income interest, the values of the life interests should be computed using the
prescribed actuarial tables, and exclusions should be allowed.

Court’s Reasoning

The  court  began  by  stating  that  gifts  in  trust  are  considered  gifts  to  the
beneficiaries, not the trustees, and that a right to receive trust income currently is a
“present interest.” The court acknowledged that the valuation of life interests is
inherently uncertain, but the court held that the IRS regulations, which mandate the
use of actuarial tables to calculate value, must be followed. The Court held that “the
value of the gift of each life interest, when coupled with the gift of such power of
veto, was greater and not less than would have been the value of such interest
without such protective power.” The court distinguished this case from others where
the  trustee  had sole  discretion  over  income distribution.  It  concluded that  the
termination clauses did not prevent valuation because the beneficiaries themselves
held a veto power over termination.

Practical Implications

This case establishes that the existence of termination clauses in a trust does not
automatically  prevent  the  valuation  of  present  interests  for  gift  tax  purposes,
especially when the beneficiaries hold some power to protect their interest. The
decision supports the use of actuarial methods to determine the value of present
interests in trusts unless there are factors that make the income interest contingent.
Legal  practitioners  should  assess  the  specific  powers  granted  within  a  trust
document to determine if beneficiaries possess the power to preserve their interests.
This case influenced the gift tax valuation of trust assets and, arguably, incentivizes
structuring trusts that allow beneficiaries to protect their interests without running
afoul  of  future  interest  restrictions.  Additionally,  it  is  a  reminder  that  the  IRS
generally must adhere to the valuation rules as laid out in their own regulations.


