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MDRT Information Retrieval Index Nos.: 2400, 6410 
 

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

In Schwab v. Comm'r, 136 T.C. __, No. 6 (Feb. 7, 2011) the Tax Court ruled 
that the participants in a terminating Revenue Code § 419A(f)(6) multiple employer 
plan were required to include in income the fair market value of the variable universal 
life insurance policies distributed to them.  The Court determined that, in this case, the 
fair market value to be included in income was the value of the paid-up insurance 
coverage remaining on the policies as of the date of distribution. 

 
In October 2003, the taxpayers, husband and wife Michael Schwab and Kathryn Kleinman, 

received distributions of life insurance policies that had been held in a trust for a 419A(f)(6) multiple 
employer plan.  At the time of the distribution, Mr. Schwab's policy had a policy value of $48,667 while 
the policy value on Ms. Kleinman's policy was $32,576.  At the time of the distribution, however, because 
the surrender charges exceeded the stated policy value, both policies had net cash surrender values of less 
than zero.  Consequently, when the couple filed their tax returns for 2003, they did not report any income 
from the distributions.  The IRS issued a notice of deficiency for 2003 in which it stated its position that the 
policy value of the policies, disregarding the surrender charges, should have been reported as income for 
2003. 

 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref11-16.pdf
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When the variable universal life insurance policies were distributed to the taxpayers, they had two 
options -- continue paying the premiums to keep the life insurance coverage, or surrender the policies for 
their value less any surrender charges.  Shortly after the distribution, Ms. Kleinman allowed her policy to 
lapse by not paying the required $108,031 premium.  Mr. Schwab, on the other hand, continued to hold his 
policy and pay the premiums.  According to the Court, after distribution, the previously-paid premiums 
covered Mr. Schwab for 54 days and Ms. Kleinman for 24 days.  For Ms. Kleinman, the time of post-
distribution coverage was determined based upon the date on which her policy lapsed, while the date for 
Mr. Schwab was determined based upon the date he paid the premium to keep the policy intact. 

 
The Court determined that, because there was an absence of guidance on this issue before 2005, the 

amount to be included in income upon distribution of the policies was the fair market value of what was 
actually distributed to the taxpayers.  The Court rejected the IRS' argument that the amount to be included 
in income should have been the policy value without regard to the surrender charges, an argument that was 
successful in Cadwell v. Comm'r, 136 T.C. ___ (2011), which was discussed in our Bulletin No 11-11.    
The Court distinguished Cadwell by noting that surrender charges in that case were disregarded after 
looking to the safe harbor definition of fair market value in Rev. Proc. 2005-25.  The distributions in this 
case were made before the effective date of Rev. Proc. 2005-25.  (Please note that the Court's opinion 
references Rev. Proc. 2005-95 rather than Rev. Proc. 2005-25.  We have assumed that this is a 
typographical error since Rev. Proc. 2005-25 set forth a safe harbor for determining the fair market value 
of an insurance policy and because Rev. Proc. 2005-95 does not exist.  See our Bulletins Nos. 05-43 and 
05-47 for more information regarding Rev. Proc. 2005-25.) 

 
Because of the nature of the life insurance policies involved in Schwab, the Court had difficulty 

determining the fair market value of these policies when distributed.  This difficulty was compounded by 
the fact that the parties were primarily focused on arguments concerning whether the surrender charges 
should have been taken into account and, as a result, there was little evidence in the record specifically 
directed at establishing the fair market value of the policies.  The Court noted that the only information it 
had was the policies' stated values, the amount of the premiums to be paid and the amount of any surrender 
charges. 

 
The Court noted that the variety of insurance policies is too great to adopt a general rule relating to 

whether surrender charges should or should not count in determining a policy's value.  In this case, because 
the policies had negative net cash surrender value on the date of distribution, the Court was not convinced 
the policies had significant value beyond the small amount of insurance coverage that was attributable to 
earlier premium payments.  Accordingly, while giving the parties the ability to reopen the record to submit 
computations, the Court determined that the amount distributed to the taxpayers was the amount calculated 
by applying the base rates for the guaranteed maximum monthly cost of insurance rates ($.446 for Mr. 
Schwab and $.4043 for Ms. Kleinman) to the number of days that the taxpayers continued to have 
insurance coverage (54 days for Mr. Schwab and 24 days for Ms. Kleinman).  The Court noted that the 
distribution would be taxed under § 72, which treats as taxable the amount distributed less any investment 
in the contract.  Because the premiums had been paid by the employer and had not been included in 
income, neither Mr. Schwab nor Ms. Kleinman had any investment in the contract. 

 
In light of the Tax Court’s decision in Cadwell, supra, Schwab may be relevant for purposes of 

determining the fair market value of life insurance policies distributed from 419A(f)(6) plans when the net 
cash surrender value is less than zero - at least where the distribution occurred prior to February 2004. 

 
Any AALU member who wishes to obtain a copy of Schwab 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 

http://www.aalu.org/
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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. 
 

mailto:raglani@aalu.org
http://www.aalu.org/
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