Froh v. Commissioner, 100 T. C. 1 (1993)

When valuing gifts of income interests in short-term trusts holding wasting assets,
actuarial tables may be deemed unrealistic and unreasonable if the asset’s income is
expected to be exhausted before the trust term ends.

Summary

In Froh v. Commissioner, the U. S. Tax Court determined the appropriate method for
valuing gifts of income interests in three short-term trusts established by Charles
Froh, where the trusts held gas reserves, a wasting asset. The court held that using
the actuarial tables from the gift tax regulations was unrealistic and unreasonable
given the projected exhaustion of the asset’s income before the trust term ended.
The court thus valued the gifts at 85% of the stipulated fair market value of the
transferred property, reflecting the income allocation after accounting for depletion.
This decision highlights the importance of considering the nature of the asset when
applying valuation methods for tax purposes.

Facts

Charles Froh established three trusts for his children and grandchild, transferring a
mineral interest in gas reserves. The trusts were to last for 10 years and 1 month,
with net income (less a 15% depletion reserve) paid to the beneficiaries. Upon
termination, the principal would revert to Froh or his estate. The gas reserves were
expected to be exhausted or reduced to a de minimis level before the trust term
ended. Both parties’ experts projected the income from the gas reserves, agreeing
on a fair market value of $1,500,000 for the transferred property.

Procedural History

The IRS determined a gift tax deficiency of $175,658 for 1985, which was later
increased to $483,418. Froh petitioned the U. S. Tax Court, challenging the
valuation method used by the IRS. The court heard arguments and expert testimony
on the appropriate valuation of the income interests in the trusts.

Issue(s)

1. Whether the actuarial tables in section 25. 2512-5(f), Gift Tax Regs. , should be
used to value the gifts of income interests in the trusts holding wasting assets?

Holding

1. No, because the use of the actuarial tables was deemed unrealistic and
unreasonable given the nature of the wasting asset and the expected exhaustion of
its income before the trust term ended.

Court’s Reasoning
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The court reasoned that the gas reserves constituted a wasting asset, and both
experts’ projections indicated that the income would be exhausted or reduced to a
de minimis level before the trust term ended. The court cited the standard that the
use of actuarial tables is presumptively correct unless shown to be unrealistic and
unreasonable. In this case, applying the percentage factor from Table B of the gift
tax regulations would not accurately reflect the value of the income interests due to
the wasting nature of the asset. The court noted that the 15% of income allocated to
principal as a depletion reserve further supported the decision to deviate from the
actuarial tables. The court also dismissed Froh’s arguments regarding potential
sales of the asset or the impact of a compressor on production flow due to lack of
evidence. The decision was based on the specific circumstances of the case,
emphasizing the need to consider the asset’s nature in valuation.

Practical Implications

This decision underscores the importance of considering the nature of the asset
when valuing gifts of income interests in trusts. For similar cases involving wasting
assets, practitioners should be prepared to argue against the use of actuarial tables
if the asset’s income is expected to be exhausted before the trust term ends. This
case may influence how the IRS approaches valuation in gift tax cases, potentially
leading to more scrutiny of the asset’s nature and income projections. Practitioners
should also be aware of the need for substantial evidence when proposing
alternative valuation methods. Subsequent cases have continued to apply this
principle, distinguishing between wasting and non-wasting assets in trust valuation.
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