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Cohen v. Commissioner, 91 T. C. 1066 (1988)

The value of a gift resulting from an interest-free demand loan is measured by the
market interest rate the donee would have paid to borrow the same funds.

Summary

Eileen D. Cohen made interest-free demand loans to trusts for the benefit of her
family, relying on prior court decisions that such loans did not constitute taxable
gifts. After the Supreme Court’s ruling in Dickman v. Commissioner, Cohen filed
amended gift tax returns. The IRS used interest rates from Rev. Proc. 85-46 to
determine deficiencies, which were based on Treasury bill rates or statutory rates
under section 6621. The Tax Court upheld these rates as a fair method to value the
gifts, rejecting Cohen’s arguments for lower rates based on other regulations and
actual trust investment yields.

Facts

Eileen  D.  Cohen  made  non-interest-bearing  demand  loans  to  three  irrevocable
trusts: the Alyssa Marie Alpine Trust, the Alyssa Marie Alpine Trust No. 2, and the
1983 Cohen Family Trust, all benefiting her family members. These loans were made
after the Seventh Circuit’s decision in Crown v. Commissioner, which held that such
loans did not result in taxable gifts.  Following the Supreme Court’s reversal of
Crown in Dickman v. Commissioner, Cohen filed amended gift tax returns for the
periods from 1980 to 1984, valuing the gifts using rates specified in sections 25.
2512-5 and 25. 2512-9 of the Gift Tax Regulations. The IRS, however, determined
deficiencies using higher interest rates from Rev. Proc. 85-46, which were based on
either the statutory rate for tax deficiencies or the average annual rate of three-
month Treasury bills.

Procedural History

Cohen filed her original gift tax returns based on Crown v. Commissioner. After
Dickman v. Commissioner, she amended her returns to include the gifts resulting
from the interest-free loans. The IRS issued a notice of deficiency using the rates in
Rev. Proc. 85-46. Cohen challenged the IRS’s valuation method in the U. S. Tax
Court, which upheld the IRS’s determination.

Issue(s)

1.  Whether the interest  rates specified in Rev.  Proc.  85-46 are appropriate for
valuing the gifts resulting from interest-free demand loans.
2. Whether the actual yields generated by the trust investments should determine
the value of the gifts.
3.  Whether  the  interest  rates  provided  in  sections  483 or  482 of  the  Internal
Revenue Code cap the applicable interest rate for valuing the gifts.
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Holding

1. Yes, because the rates in Rev. Proc. 85-46, based on Treasury bill rates or section
6621 rates, reflect market interest rates and satisfy the valuation standard set in
Dickman.
2. No, because the valuation standard focuses on the cost the donee would have
incurred to borrow the funds, not the actual return on the invested funds.
3. No, because sections 483 and 482 do not apply to interest-free demand loans for
gift tax valuation purposes and their rates do not reflect current market interest
rates.

Court’s Reasoning

The Tax Court applied the Supreme Court’s ruling in Dickman, which established
that the value of a gift from an interest-free demand loan is the market interest rate
the donee would have paid to borrow the funds. The court found that the rates in
Rev. Proc. 85-46, which use the lesser of Treasury bill rates or section 6621 rates,
are market rates and therefore appropriate for valuation. The court rejected Cohen’s
arguments that the actual yields of the trust investments should determine the gift
value, citing Dickman’s requirement that the Commissioner need not establish that
the funds produced a specific revenue, only that a certain yield could be readily
secured. The court also dismissed Cohen’s reliance on sections 483 and 482, noting
that these sections address different contexts and their rates are not pegged to
current  market  interest  rates.  The  court  praised  the  IRS  for  providing  easily
administrable and fair valuation standards.

Practical Implications

This  decision  clarifies  that  for  valuing  gifts  from  interest-free  demand  loans,
practitioners should use market interest rates as outlined in Rev. Proc. 85-46, rather
than relying on other regulatory rates or actual investment returns. It affects how
similar cases are analyzed by establishing a clear method for gift valuation in this
context. The ruling also reinforces the IRS’s authority to set valuation standards
post-Dickman,  impacting  future  gift  tax  planning  involving  interest-free  loans.
Subsequent cases,  such as Goldstein v.  Commissioner,  have cited this  decision,
affirming the use of market rates for valuation in gift tax disputes.


