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

The Tax Court, in Cadwell v. Comm'r, 136 T.C.__ No. 2 (Jan. 3, 2011), 
determined (via the granting of a motion for summary judgment filed by the Internal 
Revenue Service) the value (arguably in excess of the applicable PERC standard value) 
of a life insurance policy involved in a transaction through which the taxpayer 
participated in a Revenue Code section 419A(f)(6) multiple employer welfare benefit 
plan that was converted to multiple single employer plans.  The Court found that, upon 
conversion, the taxpayer became substantially vested in the life insurance policy held 
in the single employer plan on his behalf and that he was required to include in income 
not only the PERC value of the policy as of the date of the conversion, but also the 
value of excess contributions made to the plan and the current year cost of insurance. 

 
Here, the taxpayer, Mason Cadwell, Jr., was an employee of Keady Ltd., an S corporation 100% 

owned by his wife.  As an employee and the sole officer of Keady, Mr. Cadwell participated in a 
419A(f)(6) multiple employer welfare benefit plan under which a $1M universal life insurance policy 
issued by Lincoln National Life Insurance Co. was purchased to fund Mr. Cadwell's life insurance and 
severance benefits under the plan.  Two payments were made to fund the plan, which also covered the two 
daughters of Mr. Cadwell: $75,000 on December 31, 2002 and $38,800 on May 20, 2004.  Neither of these 
payments was taken as a deduction by the employer. 

 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref11-11.pdf
http://www.aaluwr.org/majorrefs/Ref11-11.pdf


 
 
2

In response to statutory and regulatory changes related to the treatment of 419A(f)(6) plans, on 
November 17, 2004, the sponsor of the 419A(f)(6) multiple employer welfare benefit plan in which Mr. 
Cadwell participated split the plan into individual single-employer plans.  Upon this conversion, 
Mr. Cadwell became a participant in a single employer plan sponsored by Keady.  According to the trust 
agreement, the employer had the right to terminate the plan at any time.  At the end of the 23-month period 
following the plan's termination, the trust (by its terms) could (i) distribute the life insurance policies to 
Keady; (ii) sell the life insurance policies to any interested purchaser with an insurable interest in the 
employees; (iii) surrender the life insurance policies for their cash surrender value; or (iv) sell the life 
insurance policies to the individual participants covered by them. 

 
In 2008, the IRS sent Mr. Cadwell a notice of deficiency in which it determined that his income for 

2004 should have been increased by $102K, consisting of (i) the fund value as of December 6, 2004 of the 
life insurance policy held under the plan on his behalf, $70K; (ii) an excess contribution of $18K made to 
the plan in 2004; and (ii) the cost of current year term coverage for 2004, $14K. 

 
In its summary judgment opinion, the Tax Court stated that the tax effect of the conversion is 

determined under § 402(b)(1), which provides that employer contributions made to a nonexempt employee 
trust (i.e., a trust other than one exempt from taxation under Code § 501(a)) are included in an employee's 
gross income when his or her interest becomes substantially vested, within the meaning of § 83 (i.e., when 
it is either transferable or not subject to a substantial risk of forfeiture). 

 
Although Mr. Cadwell himself was not an owner of Keady, the Court found it relevant that he was 

married to the company's sole shareholder and there was no evidence of strife in the couple's working or 
personal relationship.  Based upon this fact and because he was the sole officer, the Court determined that 
he was not subordinate to any other employee and that he could terminate the plan at any time and have the 
assets distributed to the company.  As a result, the Court held that Mr. Cadwell's interest in the plan 
became substantially vested when the plan was converted to a single employer plan.  The Court rejected his 
arguments that a substantial risk of forfeiture continued to exist because his employment could be 
terminated and the plan contained a vesting schedule.  The Court concluded that, not only was the threat of 
being fired illusory, but the plan's vesting schedule was also illusory since the power to enforce the vesting 
schedule belonged to Mr. Cadwell, his wife and daughters. 

 
Also at issue was the calculation of the amount includible in Mr. Cadwell's income in 2004, the 

year of the conversion.  The Court determined the following was includible: 
 

 Cash Value of the Lincoln Policy.  The cash value of the policy was equal to the PERC 
(premiums, earnings, and reasonable charges) value, and that the PERC value should not be 
reduced by the surrender charge. 

 
 Excess Contributions Made to Plan in 2004.  Of the $38,800 paid by Keady in 2004, (i) 

$2,800 was paid as a plan fee; (ii) $18,000 was credited toward the Lincoln Life insurance 
policy held on behalf of Mr. Cadwell; and (iii) $645 was credited towards the insurance 
policies held on behalf of his daughters.  Notwithstanding that it is not clear why the 
remaining $17,355 was contributed to the plan, Mr. Cadwell was required to include it as an 
additional amount in gross income since it was not accounted for in calculating the PERC 
value. 

 
 Cost of Current-Year Coverage.  Because the PERC value takes into account mortality 

charges and other expenses, when the PERC formula is used to calculate the fair market 
value of a life insurance policy, the cost of current-year term insurance coverage can be 
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calculated by adding the mortality charges and other expenses rather than using the rates set 
forth in Table 2001 under Notice 2001-10. 

 
Cadwell is a first impression case for the Tax Court addressing the tax effect of conversion of 

419A(f)(6) multiple employer plans to single employer plans.  Because the crux of the issue in this case 
concerned the tax effect on Mr. Cadwell when the 419A(f)(6) multiple employer plan was converted to a 
single employer plan, the Court did not address whether the multiple employer plan satisfied the conditions 
of § 419A(f)(6). 

 
Any AALU member who wishes to obtain a copy of Cadwell v. Comm'r 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 with your last name and birth date 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: 

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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