Citrus Valley Estates, Inc. v. Commissioner, 99 T. C. 379 (1992)

The reasonableness of actuarial assumptions used in calculating contributions to
small defined benefit pension plans must be assessed in the aggregate, taking into
account the experience of the plan and reasonable expectations.

Summary

In Citrus Valley Estates, Inc. v. Commissioner, the U. S. Tax Court evaluated the
reasonableness of actuarial assumptions used by enrolled actuaries to calculate
contributions for several small defined benefit pension plans. The court addressed
the validity of assumptions related to interest rates, retirement ages, mortality rates,
and funding methods. It determined that the actuarial assumptions used were
reasonable in the aggregate, supporting the deductibility of the contributions. The
case emphasized the importance of enrolled actuaries’ professional judgment in
ensuring adequate funding for pension benefits and highlighted the complexities
involved in actuarial calculations for small plans.

Facts

Citrus Valley Estates, Inc. , and other petitioners established small defined benefit
pension plans for their employees. The enrolled actuaries used various assumptions
to determine the necessary contributions, including a 5% pre- and post-retirement
interest rate, retirement ages ranging from 55 to 65, and specific mortality tables.
The Internal Revenue Service (IRS) challenged these assumptions, arguing they
were unreasonable and led to excessive deductions. The petitioners’ plans were new
and lacked established experience, which influenced the actuaries’ assumptions.

Procedural History

The IRS issued notices of deficiency to the petitioners, challenging the deductibility
of their pension plan contributions. The petitioners filed petitions with the U. S. Tax
Court, contesting the IRS’s determinations. The court consolidated the cases and
held trials to assess the reasonableness of the actuarial assumptions and the
deductibility of the contributions.

Issue(s)

1. Whether the actuarial assumptions used by the enrolled actuaries were
reasonable in the aggregate under section 412(c)(3) of the Internal Revenue Code.

2. Whether the actuaries using the unit credit funding method for some plans funded
within allowable limits and made reasonable allocations of costs.

3. Whether certain formal requirements relating to plan amendments and terms
were met.

4. Whether additions to tax and excise taxes were applicable.

Holding
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1. Yes, because the assumptions were reasonable in the aggregate, considering the
plans’ lack of credible experience and the need for conservative estimates.

2. Yes, because the allocations of costs were reasonable under the unit credit
funding method, and the plans were funded within allowable limits.

3. Yes, because the timing of the amendments was irrelevant for most plans, and
proper elections were made for retroactive effect where necessary.

4. No, because the petitioners generally acted in good faith and had reasonable
basis for their valuations, except for Boren Steel, which owed an excise tax due to
nondeductible contributions.

Court’s Reasoning

The court relied on the expertise of the enrolled actuaries and their duty to ensure
adequate funding for pension benefits. It noted that actuarial assumptions must be
reasonable in the aggregate, considering the plan’s experience and future
expectations. The court accepted the actuaries’ use of a 5% interest rate
assumption, citing the need for conservatism in small plans without established
experience. It also upheld the retirement age assumptions, finding them reasonable
based on participants’ intentions and plan provisions. The court rejected the IRS’s
argument that the section 415 limits should directly affect the allocation of benefits
under the unit credit funding method, emphasizing the method’s inherent
reasonableness. The court also considered the complexities and nuances of actuarial
science, including the use of mortality tables and the impact of plan amendments on
funding calculations.

Practical Implications

This decision clarifies the standard for assessing the reasonableness of actuarial
assumptions in small defined benefit pension plans. Practitioners should consider
the following implications:

- Actuaries for small plans should use conservative assumptions, especially in the
early years, to ensure adequate funding.

- The unit credit funding method remains a valid approach for small plans, but
actuaries must carefully allocate benefits and consider the section 415 limits when
calculating deductible contributions.

- Plan amendments and changes in valuation dates must be properly documented
and filed to ensure their validity.

- The decision reinforces the importance of enrolled actuaries’ professional
judgment in determining funding requirements, providing a degree of deference to
their expertise.

- Later cases, such as Jerome Mirza & Associates, Ltd. v. United States, have
distinguished this ruling, emphasizing the need for careful allocation of benefits
under the unit credit method in relation to section 415 limits.
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