
 
Premier analysis of federal legislative and regulatory developments for the nation’s 2,000 most advanced 

life insurance planners, focusing on business, estate, qualified and nonqualified retirement planning. 

 Counsel 
 Buchanan Ingersoll & Rooney PC 
 Gerald H. Sherman 
 Stuart M. Lewis 
 Deborah M. Beers 
 Keith A. Mong 
 
 
 
Federal Policy Group 
Ken Kies 
Matthew Dolan  

 
PricewaterhouseCoopers 
William Archer 
Donald Carlson 
 
Ricchetti, Inc. 
Steve Ricchetti 
Jeff Ricchetti   
 
Arnold & Porter LLP 
Martha L. Cochran 
David F. Freeman, Jr. 

AALU 
David J. Stertzer, Chief Executive Officer  
Tom Korb, Vice President of Policy & Public Affairs 
Marc R. Cadin, Vice President of Legislative Affairs 
Sarah Spear, Director of Policy & Public Affairs 
Anthony Raglani, Asst. Dir. of Policy & Public Affairs 
 
 
 
2901 Telestar Court, Falls Church, Virginia 22042  
Toll Free:  1-888-275-0092   Fax: 703-641-8119  
www.aalu.org

 
AALU Bulletin No:  10-33 March 22, 2010 

Subject: Tax Court Holds That Value of Life Insurance Contract Sold to 
Participant Under the Pension Rescue Technique Is Not Reduced by 
Surrender Charges 

Major References:  Matthies v. Commissioner, 134 T.C. - No. 6 (2010)

Prior AALU Washington Reports: 05-87, 05-47; 04-29; 04-28; 04-27 
 
MDRT Information Retrieval Index Nos.: 5400.00;6510.00; 7400.00 
 

SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  
THE CONCLUSION OF THIS WASHINGTON REPORT. 

In a case of first impression, Matthies v. Commissioner, 134 T.C. - No. 6 (2010), 
involving life insurance contract sales which were undertaken by qualified plans 
before the life insurance valuation regulations were finalized in 2005 (see our 
Bulletins Nos. 05-87 and 05-47), the Tax Court has held that the bargain element of 
such a sale is taxable to the participant.  The Tax Court also held that, for purposes of 
determining the taxable income on such sale, the value of the insurance contract is not 
reduced for surrender charges.  However, the Tax Court held further that, because of 
the uncertainty of the tax consequences resulting from the transaction at the time of 
the sale (i.e., before 2005), the participant is not liable for the 20% accuracy-related 
penalty for negligence under Revenue Code section 6662(a). 

 
Facts of the Case 

The taxpayers in Matthies, a husband and wife, engaged an attorney in 1998 to help plan their 
estate.  The attorney introduced the taxpayers to his son, who was an insurance agent.  The attorney and 
insurance agent recommended, among other things, that the taxpayers use some of the husband's IRA funds 
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to buy life insurance through a profit-sharing plan pursuant to a so-called "Pension Asset Transfer" 
plan marketed by GSL Advisory Services and Hartford Life Insurance Co. ("Hartford Life").   This 
technique is also known as "pension rescue" and the taxpayers took the following steps to implement the 
recommendation: 

• On October 22, 1998, the taxpayers established an S corporation in which they were 100 
percent owners. 

• On October 27, 1998, the S corporation established a qualified profit-sharing plan, which 
received a favorable determination letter from the IRS on October 26, 1999. 

• In January 1999, the profit-sharing plan purchased a Hartford Life last survivor interest-
sensitive life insurance policy, with a face amount of $80,224,252 ("Original Policy"). 

• In 1999 and 2000, the husband made two transfers of $1,250,000 from his IRA to the profit-
sharing plan, and in 2001 he made a $25,500 cash contribution. 

• On February 4, 1999, and again on February 4, 2000, the profit-sharing plan paid a 
$1,250,003.63 premium on the insurance policy, for total premiums paid of $2,500,007.26. 

• On December 29, 2000, the profit-sharing plan "sold" the insurance policy to the husband 
for $315,023. 

• On January 11, 2001, the husband transferred ownership of the insurance policy to his 
family irrevocable trust. 

• On January 12, 2001, the trust exchanged the insurance policy for a Hartford Life variable 
last survivor policy with a face amount of $19,476,516 ("Replacement Policy"). 

At the time the husband purchased the Original Policy (i.e., on December 29, 2000), the "account 
value" of the policy, as defined therein, was $1,368,327.33.   The "cash value" of the Original Policy, as 
defined therein, was $305,866.74.  The Original Policy defined the "cash value" to be the account value 
minus any applicable surrender charge.  The surrender charge, as stated in the Original Policy, was 
$1,062,460.59 during the first 3 policy years.  After the third policy year, the surrender charge declined 
each year at an increasing rate until being phased out entirely in the 20th policy year. 

With respect to the Replacement Policy (i.e., obtained on January 12, 2001), Hartford Life waived 
the surrender charge in connection with the exchange and the Replacement Policy provided for no 
surrender charge.  The taxpayers also did not pay any commissions on the transferred account value.  In 
addition, Hartford Life accepted the $1,368,327.33 account value of the Original Policy as payment in full 
of the $1,368,327.33 single premium due on the replacement policy. 

On their 2000 tax return, the taxpayers reported no income from the sale of the Original Policy by 
the profit-sharing plan to the participant - the taxpayers took the position that there was no bargain sale 
because the $315,023 paid by the husband for the Original Policy exceeded its $305,866.75 net cash value 
and interpolated terminal reserve value as reported by Hartford Life for the date of the sale. 

The IRS subsequently issued a notice of deficiency and asserted that the fair market value of the 
Original Policy on the date of the sale was $1,368,327.33 (i.e., the "account value"), and that the bargain 
element of the sale (i.e., $1,368,327.33 fair market value minus $315,023 of consideration paid) represents 
taxable income to the taxpayers.   
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The $1,062,460.59 difference between the taxpayers' and IRS' valuation amounts (i.e., 

$1,368,327.33 minus $305,866.74) exactly equaled the surrender charge stated in the Original Policy.  
Thus, the key issue in the case was whether, in valuing the Original Policy, there should be a reduction for 
the surrender charge. 

Applicable Valuation Guidance

At the time the Original Policy was sold to the husband on December 29, 2000, the regulations in 
effect under Code section 402(a), which addresses the taxation of amounts distributed from qualified plans, 
provided generally that a distribution of property is taxable to the participant at its fair market value.  The 
applicable regulations included a special rule for distributions of life insurance contracts - the participant is 
taxable on the "entire cash value" of the contract.  However, the applicable regulations did not expressly 
address the tax treatment of a bargain sale from a qualified plan to a plan participant. 

More than 4 years after the sale of the Original Policy in Matthies, the IRS attempted to clarify how 
life insurance contracts should be valued when distributed or sold by qualified retirement plans.  On 
February 14, 2004, the IRS issued proposed amendments to the regulations under section 402(a).  (See our 
Bulletins Nos. 04-27, 04-28, 04-29.)  In the preamble to the proposed regulations, the IRS noted that the 
then current regulations did not define "fair market value" or "entire cash value" and that questions (e.g., 
does "entire cash value" include a reduction for surrender charges?) have arisen regarding the interaction 
between these two terms. The proposed regulations were finalized and made effective on August 29, 2005.  
The final regulations also provided that, if a qualified plan transferred a life insurance contract to a plan 
participant before August 29, 2005, the excess of the fair market value of the contract over the value of the 
consideration received by the plan would be taxable income to the participant (i. e., the result confirmed in 
Matthies).   

The 2005 final regulations and related safe harbor provided in Revenue Procedure 2005-25, both of 
which are currently effective, have also redefined the term "fair market value".  That new definition is 
substantially dependent on the so-called PERC rules which were described in detail in our Bulletins Nos. 
05-87, 05-47, 04-29, 04-28 and 04-27. 

Tax Court Holdings

(1) Bargain Sale Treatment:  The first substantive issue addressed by the Tax Court was 
whether the sale was a "bargain sale" that required the taxpayers to include the bargain element in their 
taxable income.  If a sale is not a bargain sale (i.e., it is arm's length), the buyer generally does not have to 
include any amount in taxable income, even if the buyer paid less than the property's fair market value.  
Citing Commissioner v. LoBue, 351 U.S. 243, (1956), the Tax Court noted that it is well established that 
taxable income may result from a bargain sale if the parties have a special relationship such as stockholders 
or employees.   

The Tax Court concluded that the sale of the Original Policy from the plan to the husband was not 
an arm's length sale for several reasons.  Principal among those reasons was that the sale was pursuant to a 
prearranged plan for the husband to use his IRA funds to purchase life insurance through a profit-sharing 
plan, which was established for this purpose and with the expectation that it would shortly thereafter 
distribute the policy to the husband.  In addition, the court noted that there was no indication that there 
were negotiations between the profit-sharing plan and the husband as to the purchase price.  Rather, the 
court indicated that the price appears to have been set by the taxpayers' advisers in furtherance of the 
objective of minimizing the taxpayers' taxes on the sale of the Original Policy to the husband.   As such, 
the Tax Court held that the bargain element is includible in the taxpayers' taxable income under Code 
section 61.   
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(2) Valuation of the Life Insurance Contract:  The court then turned its attention to the 

amount of the bargain element in this particular case, which ultimately depends on the value properly 
assigned to the Original Policy.  The court initially considered the language in the pre-2005 regulations 
under Code section 402, which generally required the "entire cash value" of a life insurance contract to be 
included in the distributee's taxable income.  The term "entire cash value" is not defined in the regulations, 
but the court noted that, as originally proposed, the pre-2005 regulations used the term "entire value of 
such contract," which was changed to "entire cash value" only when the regulations were finalized.  The 
court concluded that, with this change in terminology, it appears that the regulations purposefully departed 
from a generalized valuation standard ("entire value of such contract") in favor of a more particularized 
(and possibly more objective and more easily administered) valuation standard ("entire cash value of such 
contract").   

The court also noted that Code section 402(a) provides that distributions to which it applies are 
taxable under the rules of Code section 72, and under Code section 72(e)(2)(B), which addresses the 
taxation of nonannuity amounts, the taxable amount is determined by reference to the cash value of the 
contract determined without regard to any surrender charge.   

For these reasons, the court ultimately held that the term "entire cash value" should be interpreted to 
include the cash value of an insurance contract without regard to any surrender charge.  The court also 
noted that the IRS' asserted valuation of the Original Policy as $1,368,327.33 is strongly supported by the 
fact that Hartford Life credited the family trust with a $1,368,327.33 premium payment on the exchange of 
the Original Policy for the Replacement Policy on January 12, 2001, which was just 2 weeks after the 
profit-sharing plan had sold the Original Policy to the husband. 

(3) Accuracy-Related Penalty for Negligence:  The court then addressed the IRS' assessment of 
an accuracy-related penalty for negligence under Code section 6662(a), which imposes a 20-percent 
penalty on any portion of an underpayment that is attributable to negligence or disregard of rules or 
regulations.  The court noted that the term "negligence" includes any failure to make a reasonable attempt 
to comply with the law, and that a return that has a "reasonable basis" is not negligent.   

The court initially noted that the Tax Court has not previously addressed the tax treatment of a 
bargain sale of a life insurance policy under Code section 61 or 402(a) or the application of the "entire cash 
value" standard under the applicable regulations (i.e., pre-2005 regulations).  The court noted further that in 
adopting the 2005 final regulations, the IRS stated that it was responding to the question under the then-
existing regulations of whether "entire cash value" includes a reduction for surrender charges.  For these 
reasons, the court concluded that, at the time the Original Policy was sold, there was uncertainty under the 
law as to the tax consequences of the transaction in question, and therefore, the taxpayers had a reasonable 
basis for their return position and the accuracy-related penalty for negligence should not apply. 

This third holding may be helpful to other taxpayers who participated in pension rescue transactions 
before 2005 and are assessed an accuracy-related penalty.    

Any AALU member who wishes to obtain a copy of Matthies v. Commissioner may do so through 
the following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website at 
www.aalu.org and enter the Member Portal and select Current Washington Report for linkage to source 
material or (3) email Anthony Raglani at raglani@aalu.org and include a reference to this Washington Report. 

 
In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

http://www.aalu.org/
mailto:ruselowski@aalu.org
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THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 

BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 
IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
 

For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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