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WASHINGTON REPORT 13-27: Valuation of Life Insurance Policies Distributed from Nonqualified Trusts.   

 

MARKET TREND: Life insurance policy valuations continue to be an elusive concept as shown by this most recent case.  

Judicial support exists for the position that, in determining the fair market value of a policy distributed from a nonqualified 

plan, it may be appropriate to take into account surrender charges under certain circumstances. We have seen that many 

variables can affect the purported valuation of a policy, such as the statutory reserve amount, the unused portion of annual 

premiums, and even the settlement market.  It would appear that facts and circumstances, as well as an evolving market, will 

dictate new approaches to valuation. 

 

SYNOPSIS:  The Court of Appeals for the Ninth Circuit affirmed a Tax Court decision – Schwab v. Commissioner – holding 

that the valuation of a variable universal life insurance policy distributed from a nonqualified employee plan, which took into 

account surrender charges, was proper.     

 

TAKE AWAY: The conservative approach to the valuation of a life insurance contract is to follow the safe harbors of Rev. 

Proc. 2005-25.  However, advisors and consultants who assist their clients in obtaining accurate policy valuations should be 

aware that, although the “safe harbors” set forth in Rev. Proc. 2005-25 for valuing life insurance policies distributed from 

nonqualified employee benefit plans do not permit potential surrender charges to be taken into account, some taxpayers may 

want to consider the benefit of valuing the contract on the basis of its net surrender value versus the risks of the loss of 

protection afforded by the Rev. Proc. 2005-25 safe harbors and the potential for IRS review.  In such a case, the parties 

should consider whether to rely on the Schwab case to support a valuation that reflects potential surrender charges. 

 

MAJOR REFERENCES: Schwab v. Commissioner, 111 AFTR 2d 2013-1746 (Ninth Cir. April 24, 2013; Schwab v. 

Commissioner, 136 T. C. No. 6, (February 7, 2011); Rev. Proc. 2005-25, 2005-17 I.R.B. 962  



Factual Background 

 

Husband and wife taxpayers, Michael Schwab and Kathryn Kleinman, participated in a purported IRC § 419A(f)(6) 

multiemployer plan.  In October 2003, their company unwound the plan and distributed to them the variable universal life 

insurance policies that had been held on their behalf under the plan.  At the time of distribution, the stated policy value of 

Mr. Schwab’s contract was $48,667, and that of Ms. Kleinman’s was $32,576.  Each policy was subject to surrender charges 

that would be in effect for 11 years, and would be reduced by 20% a year only in years 8 through 12.  In October 2003, the 

surrender charges on Mr. Schwab’s policy were $49,225, and those on Ms. Kleinman’s were $46,599.  As a result, the net 

cash surrender value of each of these insurance policies at that time was less than zero.  

 

Each of the policies contained a “no-lapse” provision that specified that the policy would not lapse in the first three years of 

coverage, provided that the sum of all premiums paid was greater than the no-lapse premium multiplied by the number of 

months the policy had been in force, even if the net cash surrender value was zero or less.  Because of relatively high amount 

of the premium on each policy and the poor investment performance on the single premium paid under each policy, from the 

date of the distribution, the no-lapse provision in the policies would have kept Mr. Schwab’s policy in effect for 54 days and 

Ms. Kleinman’s in effect for only 24 days.  Ms. Kleinman allowed her policy to lapse.  Due to a modest rebound in the policy 

value of Mr. Schwab’s policy, he kept his policy in force for a time. 

 

As discussed in greater detail below, the distribution of the policies from the 419A(f)(6) trust to Mr. Schwab and Ms. 

Kleinman was a taxable event under the Internal Revenue Code – specifically, IRC §402(b)(2), which governs amounts 

distributed from a nonqualified employees’ trust.  Because they believed they were only required to pay taxes on the net cash 

surrender values of the policies, which, as noted above, were less than zero, Mr. Schwab and Ms. Kleinman did not report any 

taxable income in connection with the distribution of the insurance policies.  The IRS disagreed, taking the position that the 

full stated policy values were required to be treated as income and issued a notice of deficiency.  Mr. Schwab and Ms. 

Kleinman petitioned the tax court on this issue. 

 

Tax Court Ruling 

 

Because, as noted above, IRC §402(b)(2) governs the taxation of distributions from nonqualified employee trusts, the tax 

court set about to interpret the language of that section.  Specifically, IRC §402(b)(2) states that “[t]he amount actually 

distributed or made available to any distributee by any trust described in paragraph (1) shall be taxable to the distributee, in 

the taxable year in which so distributed or made available, under §72….” 

 

For this purpose, the Tax Court determined that “the ‘amount actually distributed’ means the fair market value of what was 

actually distributed.”  The court quickly noted, however, that “the fair market value of insurance contracts can be a slippery 

concept…,” and proceeded to supply examples of situations in which different valuation methodologies would be appropriate 

for determining the fair market value of an insurance contract under various circumstances. 

 



Ultimately, the tax court stated that “[t]he variety of insurance policies is too great to adopt as a general rule either the 

Commissioner’s simple proposition that surrender charges should never count, or Schwab’s and Kleinman’s that such 

charges should always count, in determining a policy’s value.”  In that light, the Tax Court concluded that the only taxable 

value the policies had at the time of distribution was “the small amount of the insurance coverage that was attributable to the 

single premium that [the company] had paid on each policy some three years earlier.”  The court then used a novel 

methodology for determining the value of the policies – applying the base rates for the guaranteed maximum monthly cost of 

insurance rates to the number of days that Schwab and Kleinman remained covered.  In that manner, the court determined 

that the value of Schwab’s policy was $1,900.33 and that of Kleinman’s was $765.62. 

 

It is worth noting that the Tax Court refused to accept the IRS’s argument that the Tax Court should follow its recent holding 

in Cadwell v. Commissioner, which disregarded surrender charges in determining the value of an insurance contract.  The 

conclusion in Cadwell relied on the rules of Rev. Proc. 2005-25, which sets forth safe harbors for valuing insurance contracts 

in certain circumstances, including the distribution from a nonqualified employees’ trust.  The Schwab court held that 

conclusion inapplicable because the distributions in the Schwab case took place before the effective date of the revenue 

procedure.  (It may have been different now.) 

 

Ninth Circuit Appellate Ruling 

 

The IRS appealed the Tax Court’s decision.  In analyzing the Tax Court’s ruling, the Ninth Circuit evaluated (1) whether the 

“amount actually distributed” for purposes of IRC §402(b)(2) should be considered the fair market value, and (2) whether 

the fair market value of an insurance contract can, in appropriate circumstances, take into account potential surrender 

charges. 

 

With respect to the first point, the appellate court decided that fair market value was the proper measure of the “amount 

actually distributed.”  The court observed that “fair market value” is generally understood to be the price at which a willing 

buyer and seller would exchange an item in arm’s-length transaction.  In looking at its applicability under IRC §402(b)(2), 

the court stated “[w]e do not believe that in drafting §402(b)(2), Congress intended to tax the distributee on some amount 

greater (or lesser) than what a rational person would pay for what the taxpayer actually received.” 

 

In the context of the second point, the court examined two cases in which surrender charges were taken into account in 

determining the taxable amount in connection with a transaction involving a life insurance contract.  In Gravois Planning 

Mill Co. v. Commissioner, 299 F.2d 199 (8th Cir. 1962), the taxpayer, at retirement, purchased the life insurance policy the 

company held on his life for the policy’s cash surrender value.  The court held that the price paid was controlling as to the fair 

market value of the policy.  In Tuttle v. United States, 436 F.2d 69 (2d Cir. 1970), a charitable organization received as a gift 

a paid-up life insurance policy on the life of an individual with whom it had no relationship.  The court noted that the 

charitable organization would not be expected, under those circumstances, to hold the policy as an investment.  Accordingly, 

it reasoned that “[c]ash surrender value is the more appropriate valuation when it appears that no one is interested in 

keeping the policy in effect and that anyone receiving the policy would be likely to surrender it to the company for the cash 



surrender value.”  Noting that neither of these cases is perfectly analogous to the case at hand, the Ninth Circuit concluded 

that, under the relevant circumstances, in which the contracts at issue would pay out nothing upon surrender, “it seems 

difficult to believe, under the facts of this case, that the surrender charges had no effect on the fair market value of the 

policies.” 

 

In light of the foregoing, and the fact that “the Commissioner does not meaningfully challenge the particulars of the Tax 

Court’s calculations,” the appellate court concluded that it “will not disturb the Tax Court’s valuation of the Schwab-

Kleinman policies.”  Thus, it affirmed the Tax Court’s ruling. 

 

Revenue Procedure 2005-25 

 

In an attempt to curb certain abusive transactions, many of which involved the distribution of life insurance contracts from 

qualified trusts and from nonqualified employees’ trusts, the IRS issued Rev. Proc. 2005-25 (mentioned above) to provide 

guidance on how to determine the fair market value of a life insurance contract, retirement income contract, endowment 

contract, or other contract providing life insurance protect for purposes of applying the rules of IRC §§79, 83 and 402.  For 

these purposes, the revenue procedure sets forth two “safe harbors” – one for non-variable contracts, and the other for 

variable contracts – that, “if used to determine the value of an insurance contract… will… meet the definition of fair market 

value for purposes of §§79, 83, and 402(b)….” 

 

Under the safe harbors of the revenue procedure, a policy’s fair market value generally equals the greater of (1) the policy’s 

adjusted interpolated reserve, and (2) the product of the PERC value multiplied by the “Average Surrender Value.”  For 

purposes of IRC §§79, 83, and 402(b), the Average Surrender Factor is 1.00.  In other words, under Rev. Proc. 2005-25, the 

value of a life insurance contract determined in accordance with the safe harbor does not take into account potential 

surrender charges. 

 

Rev. Proc. 2005-25 applies to distributions, sales and other transfers made on or after February 13, 2004.  For periods before 

May 1, 2005, taxpayers may rely on the safe harbors in Rev. Proc. 2005-25, and for periods on or after February 13, 2004 and 

before May 1, 2005, they may also rely on the safe harbors in Rev. Proc. 2004-16. 

 

Summary & Take Aways 

 

The Ninth Circuit’s affirmation of the tax court’s decision in the Schwab case demonstrates that, with respect to a 

distribution of a life insurance contract from a nonqualified employees’ trust – such as a rabbi trust “funding” a nonqualified 

deferred compensation plan – there is current judicial support for an interpretation of applicable statutory and regulatory 

language that would allow the contract to be valued taking into account potential surrender charges.  Unfortunately, the facts 

of that case are such that Rev. Proc. 2005-25 does not apply to the transaction.  In addition, the Cadwell case, which dealt 

with a transaction occurring after the effective date of Rev. Proc. 2005-25 applied the safe harbor to deny a valuation taking 

into account surrender charges. 



 

Two things are noteworthy, however.  First, as noted above, Rev. Proc. 2005-25 sets forth valuation “safe harbors.”  A “safe 

harbor” is a rule, procedure or other process that, if followed, will cause the result derived from the safe harbor to be deemed 

to satisfy applicable law.  The existence of a safe harbor, however, does not necessarily mean that another approach to the 

issue covered by the safe harbor will violate applicable law.  Second, although the Cadwell case concluded that the revenue 

procedure precluded potential surrender charges from being taken into account in valuing an insurance contract, the Tax 

Court explicitly noted that the taxpayer “has not suggested any reason for deviating from the formula it provides.”  Thus, it is 

possible that a court could determine, in a case in which the taxpayer challenges the exclusivity of the formulas in Rev. Proc. 

2005-25, that potential surrender charges can be included in the valuation of a life insurance contract transferred from a 

nonexempt employees’ trust or in a transfer subject to IRC §83. 

 

The conservative approach to the valuation of a life insurance contract is to follow the safe harbors of Rev. Proc. 2005-25.  

Nevertheless, in a case not involving a potentially abusive transaction and with facts that indicate that the price a rational 

purchaser would pay in an arm’s-length transaction for an insurance contract should logically be affected by the potential 

surrender charges, some taxpayers may want to consider the benefit of valuing the contract on the basis of its net surrender 

value versus the risks of the loss of protection afforded by the Rev. Proc. 2005-25 safe harbors and the potential for IRS 

review. 

  

For more information about the topic discussed in this Washington Report, please contact Albert Gibbons 

at algibbons@algibbons.com 

 

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. 
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