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The Tax Relief, Unemployment Insurance Reauthorization and Job Creation Act of 
2010, otherwise known as the extension of the Bush income tax rates, will significantly 
narrow the market for Pension/IRA Rescue.  The concept, however, remains a viable 
technique for clients that will have taxable estates.   
 
The Pension/IRA Rescue sales concept has generated significant activity over the last few 
years.  For instance, Nationwide’s No-Lapse Guaranteed Universal Life contract is an 
often used product for that sale.  The critical issue in Pension/IRA Rescue is the 
determination of the fair market value of a life insurance policy.  Beyond that is the 
question of Nationwide’s role in determining that value.  This white paper addresses 
those issues.   
 
Before we get to them however, we need to cover some background.  First, we will look 
at the mechanics of Pension Rescue and IRA Rescue.  Then we will see what has 
triggered the interest in the concept.  Then we will have a close look at the fair market 
value issue.  Last, we will look at the three variations on valuation inquiries, and 
Nationwide’s response to them. 
 

A Generic Description of Pension/IRA Rescue 
 

 The client has a qualified profit sharing plan with a large balance in his/her 
account.  The balance qualifies as seasoned money (definition below). 

 The client is the sole participant. 
 The client has developed other sources of retirement income and now does not 

need the money in the qualified plan.   
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 The client has a potential estate tax liability and wants to provide the liquidity to 
pay it.   

 The client wants to make better use of the qualified plan funds, because they face 
potential taxes of 75% or more in the form of state and federal income tax on 
Income in Respect of a Decedent and state and federal estate tax on the value of 
the account at the client’s death.   

 Using the seasoned money exception, the plan purchases an NLG UL contract on 
the client’s life.   

o Seasoned Money:  “For profit sharing plans, the incidental death benefit 
rule does not apply to contributions which have accumulated for at least 
two years, or where a participant has participated in the plan for at least 
five years.  Rev. Rul. 60-83, 1960-1 C.B. 157; Rev. Rul. 66-143, 1966-1 
C.B. 79; Rev. Rul. 68-24, 1968-1 C.B. 1 

 Time passes. 
 The cash surrender value of the policy decreases. 
 The client creates an ILIT. 
 The qualified plan sells the policy to the ILIT for the cash surrender fair market 

value. 
 
The client has removed the potential life insurance death benefit from his estate at a 
significantly discounted value.   
 
The sale of the policy for its cash surrender value surfaces the issue and the potential 
problem dealt with in this white paper. The policy should be sold for its fair market value, 
but that value may be in excess of the cash surrender value.   
 

A Generic Description of IRA Rescue:  
Different first steps but same result 

 
 The client has an IRA with a large balance. 
 The client has an existing business or creates a new business. 
 The business sponsors a qualified plan that accepts rollovers from IRAs. 
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 The client is the sole participant. 
 The client rolls the IRA into the qualified plan. 
 Using the ‘seasoned money’ exception, the plan purchases an NLG UL contract 

on the client’s life. 
o Assets rolled over from another plan or a “conduit” IRA may count as 

seasoned money.  Rev. Rul. 94-76, 1994-2 C.B. 462 
 Time passes. 
 The cash surrender value of the policy decreases. 
 The client creates an ILIT. 
 The qualified plan sells the policy to the ILIT for its cash surrender value. . 

 
As in the Pension Rescue, the client has removed the potential life insurance death 
benefit from his estate at a significantly discounted value.   
 
And yet again, the sale of the policy for its cash surrender value surfaces the issue and 
the potential problem dealt with in this white paper. The policy should be sold for its fair 
market value, but that value may be in excess of the cash surrender value.   
 

 
The Popularity of Pension/IRA Rescue 

 
Three events/conditions have contributed to the popularity of Pension/IRA Rescue.   

1. The Department of Labor amended Prohibited Transaction Exemption 92-6 (PTE 
92-6) If the plan owns a life insurance policy on the participant’s life, the 
amendment allows the plan to sell the policy to the participant’s trust.   

2. Producers and clients believe that the cash surrender value of a life insurance 
policy is approximately equal to its interpolated terminal reserve (ITR), and that 
the ITR is the policy’s fair market value. 

3. No Lapse Guarantee Universal Life insurance (NLG-UL aka ‘term to 100 
policies’) was introduced in the early 2000’s as a reaction to the declining stock 
market and renewed interest in guarantees.  The characteristic of those policies 
critical to the Pension Rescue concept is that the cash value decreases and 
eventually disappears altogether. 
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At the appearance of the NLG UL policies producers began promoting the Pension 
Rescue concept, seeing the decreasing cash surrender value as a way to sell policies to 
ILITs at a steeply discounted price.  ITR is a common measure of fair market value, but 
the question is, is the cash surrender value of an NLG UL policy approximately equal to 
the ITR? 
 
 

Determining Fair Market Value 
 

Life Insurance policies are difficult to value.   
 
In the 1980’s the advent of AIDS and the need for viatical settlements created the 
beginnings of a secondary market in life insurance.  That grew into the life settlement 
market.  Certainly, the amount paid by a life settlement brokerage would be its fair 
market value.  The Internal Revenue Code, however, does not yet make any reference to 
a fair market value established by way of the life settlement market.  Further, even in that 
market there is uncertainty; because each valuation is tied to the insured’s health, 
different medical underwriters will disagree as to an insured’s life expectancy, and 
consequently on the price to be paid for the policy. 
 
Absent the life settlement market we have to look at the Internal Revenue Code, 
Regulations and IRS pronouncements for guidance. 
 
If a policy is being distributed or otherwise transferred from a qualified plan, Rev Proc 
2005-25 gives a safe harbor valuation as the greater of:  

 The policy’s interpolated terminal reserve plus unearned premiums plus estimated 
dividends or, 

 The PERC amount (Premiums, plus Earnings minus Reasonable Costs) adjusted 
for an average surrender value factor.3  

                                                 
3 The PERC amount is automatically reported on a universal life illustration.  It is called the Policy Value, or Accumulated Value, or 
Cash Value; essentially it is the value before the surrender charge is subtracted, and typically will be reported in the column to the 
immediate left of the cash surrender value.  For whole life insurance policies, where the surrender charge is not separately stated the 
policy owner will have to contact the insurance carrier. 
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For estate tax purposes, §2031(a) IRC says the gross estate includes all the decedent’s 
property at its “value” at the date of death.   
 
Treas Reg §20.2031-1(b) says the property will be included at its “fair market value.” 
 
Treas Reg §20.2031-8 specifically covers valuation of life insurance contracts.  
Paraphrased, it defines fair market value as: 

 the cost of comparable contracts (§20.2031-8(a)(1), or, 
 interpolated terminal reserve plus unearned premium for policies that have been 

in force some time and on which future premiums will be due, but if because of 
the contract’s “unusual nature…” that “approximation…” is not reasonable then 
the ITR + unearned premium method may not be used. (§20.2031-8(a)(2) 

 
For gift tax purposes §2512 IRC simply refers to “value” 
 
Treas Reg §25.2512-6(a) specifically covers valuation of life insurance contracts.  
Paraphrased, it: 

 Looks to the premium for a similar contract, again, and 
 Suggests interpolated terminal reserve plus unearned premium for policies that 

have been in force some time and on which future premiums are due, but doesn’t 
say anything about dealing with the contract’s unusual nature. 

 Example (1) in the Reg suggests that in the year of issue the fair market value is 
the premium paid for that year. 

 Example (3) in the Reg suggests that for a policy on which no further premiums 
are to be paid, the fair market value could be a single premium replacement 
policy.  

 
Obviously, there is significant flexibility in determining the fair market value, but if 
nothing else, interpolated terminal reserve plus unearned premiums is a recurring theme.  
Therefore, interpolated terminal reserve is often seen as a strong indicator of fair market 
value.   
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What is the interpolated terminal reserve? 
 
To define ITR we have to define ‘terminal reserve’ and ‘interpolated.’ 
 
The terminal reserve is the money the insurance company is putting aside – reserving – to 
pay the death claim.  Under normal circumstances the terminal reserve grows each year, 
until it equals the death benefit.   
 
Where does ‘interpolated’ fit in?  In the past the terminal reserve was determined 
annually, on the policy anniversary date.  If the policy was transferred on any date other 
than the anniversary date the prior year’s terminal reserve had to be adjusted – 
interpolated  – to allow for the growth in the reserve between the past anniversary date 
and the future anniversary date.  With computers, that value can be determined each 
month.     
 
To an insurance company interpolated terminal reserve does make sense as a fair market 
value; it represents the company’s investment in the risk. 
 
 

Why do so many think that ITR is roughly equivalent to cash surrender value? 
 
People believe it because it was, and often still is, true.  When whole life insurance was 
the most common permanent life policy (before Universal Life was introduced), the 
policy was designed so that the growth of the cash value and terminal reserve were 
roughly parallel and very close in amount, both equaling the death benefit at policy 
maturity4.  That created the rule of thumb that the cash value is approximately equal to 
the ITR.  That is still true for whole life policies, but it’s different for No Lapse 
Guarantee Universal Life (NLG UL) policies. 
 
In an NLG UL contract the cash value does not mirror ITR.  In an NLG UL contract the 
cash surrender value shrinks and disappears while the ITR grows.   
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In addition to that divergence, there are different ways to calculate ITR, different 
terminology for it, and other values that might have a bearing on valuation.   
 
For ITR there is: 

 Statutory Reserve with deficiency reserve 
 Statutory Reserve without deficiency reserve, 
 Tax Reserve, for federal tax reporting; similar to the statutory reserve but using 

slightly different interest rate assumptions.  It is usually smaller than the statutory 
reserve, 

 AG38 Statutory Reserve with deficiency reserve, 
 AG38 Statutory Reserve without deficiency reserve, 
 AG38 Tax Reserve with deficiency reserve, 
 AG38 Tax Reserve without deficiency reserve, 

 
And, since we have that old rule of thumb about the ITR and cash value, these values are 
still considered: 

 Cash surrender value; 
 In a universal life contract Policy Value, Accumulated Value, or Cash Value 

(depending on the insurer’s terminology) are the internal policy values before the 
surrender charge is subtracted off; 

 Net Cash Value (for whole life contracts were there is no separately stated 
surrender charge 

 
 
And finally there is:  

 California Method, which is the average of the policy value before and after the 
surrender charge.   

 
Clearly, then, there are many different values that might be used in determining the fair 
market value of a cash value life insurance policy.   
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To return to the beginning, the critical issue in all of this is determining the fair market 
value of the life insurance policy at the date of sale to the ILIT.  Nationwide receives 
three general types of inquiries from producers that have to do with that determination: 
 
Current ITR.  The first type of request may or may not relate to a sale to an ILIT.  In it, 
Nationwide is asked to complete Form 712, Part II, line 58, which specifically calls for 
the interpolated terminal reserve of the subject life insurance contract.  Form 712 is 
attached to either Form 706, United States Estate Tax Return, or Form 709, United States 
Gift Tax Return.  Nationwide will continue to fulfill those requests.  The value it will 
report, as it has in the past, will be the statutory reserve, including the deficiency reserve, 
if applicable.     
 
Estimated Future ITR.  The second type of request relates to Pension/IRA Rescue and 
is received during the Pension/IRA Rescue sales process.  The producer asks Nationwide 
for an estimate of the ITR at some future date – two, or three, or four, etc. – years into the 
future, so that the client can have an idea of what the qualified plan is going to have to be 
paid for the policy.  Nationwide does not provide those estimated values; the variables 
and uncertainties involved in calculating those estimates yield result that are of 
questionable value.  Nationwide can only say that in general, in an NLG UL policy, the 
kind that is so attractive in the Pension/IRA Rescue situation, the ITR is going to 
increase, rather than decrease, as time passes.     
 
Future Fair Market Value.  The third type of request is also relates to Pension/IRA 
Rescue and, again, is received during the Pension/IRA Rescue sales process. The 
producer asks how Nationwide will respond, two, three, four, etc. years after policy issue, 
when the client asks for a determination of the fair market value of the policy Nationwide 
feels it is the responsibility of the client and the client’s tax counsel to determine the 
policy’s fair market value.  To that end, when asked for a valuation, Nationwide will 
respond with a letter, first discussing the generalities of determining fair market value of 
a life insurance policy, then suggesting that the client consult tax counsel for the 
determination, and finally, reporting several different values that the customer and 
advisor may consider relevant in determining the fair market value of the policy.    The 
values will included from the statutory ITR with and without the deficiency reserve, if 
applicable, the policy value and the cash surrender value.  Other values may be included. 
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In doing so we will have accomplished two very important things: 
 We will give the client the flexibility to take his/her own approach to determining 

the fair market value of the policy, and  
 Nationwide will remain a competitor in that Pension/IRS Rescue sale.   

 
A copy of the letter accompanies this white paper. 
 
As your clients’ personal situations change (i.e., marriage, birth of a child or job 
promotion), so will their life insurance needs.  Care should be taken to ensure these 
strategies and products are suitable for long-term life insurance needs.  You should weigh 
your clients’ objectives, time horizon and risk tolerance as well as any associated costs 
before investing.  Also, be aware that market volatility can lead to the possibility of the 
need for additional premium in the policy.  Variable life insurance has fees and charges 
associated with it that include costs of insurance that vary with such characteristics of the 
insured as gender, health and age, underlying fund charges and expenses, and additional 
charges for riders that customize a policy to fit your clients’ individual needs. 
 
Please remember, no product, rider, service or strategy is suitable for all clients.  It is 
your responsibility as a registered representative of a broker/dealer to carefully consider 
the client’s needs, objectives, risk tolerance and overall suitability before recommending 
any product, rider, service, or implementing any strategy. 
 
All guarantees and protections are subject to the claims-paying ability of Nationwide Life 
Insurance Company, and do not apply to variable underlying investment options. 
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Federal income tax laws are complex and subject to change.  The information in 
this paper is based on current interpretations of the law and is not guaranteed.  
Neither the company nor its representatives give legal or tax advice.  Please 
consult your attorney or tax advisor for answers to specific questions.  
Information provided by Retirement Specialists is for educational purposes only 
and is not intended as investment advice. 
 
 

 

 

Nationwide and the Nationwide framemark are registered service marks of Nationwide Mutual 
Insurance Company©.   Nationwide Financial Services, Inc.   All rights reserved.   
 
Life insurance and annuities are issued by Nationwide Life Insurance Company or Nationwide 
Life and Annuity Insurance Company, Columbus, Ohio, member of Nationwide Financial®.  The 
general distributor for variable insurance products is Nationwide Investment Services 
Corporation, member FINRA. 
 

 

 • Not a deposit • Not FDIC or NCUSIF insured • Not guaranteed by the institution 
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The following information is being provided to you in response to your request for assistance in determining the value of 
your life insurance policy for tax purposes. 
 
Depending on your specific circumstances, and the purpose for which you need to value your life insurance policy, there are 
a number of different ways that a life insurance policy could be valued.  Due to numerous innovations in life insurance 
contracts over the past several decades, valuation has become complicated.  Although the IRS has attempted to provide some 
guidance, the guidelines are not always clear or easy to use.  Consequently, taxpayers do not always have the type of 
guidance that they desire in order to derive a valuation that they can be certain will satisfy the IRS.  
 
The fair market value of property has been stated to be “the price at which the property would change hands between a 
willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both having reasonable 
knowledge of relevant facts.”  See, e.g., Treas. Reg. 20.2031-1(b).  However, for property that is not commonly sold, such as 
life insurance policies after they are issued, this definition provides little practical guidance as to how to value an existing life 
insurance policy at a time substantially after the policy has been issued. 
 
In Revenue Procedure 2005-25, the IRS provided “safe harbor” guidance for the valuation of life insurance.  This guidance is 
applicable for valuation for purposes of sections 79 (permanent benefits under group term life insurance), 83 (transfers of 
property from an employer to an employee), and 402(a) (transfers from qualified retirement plans) of the Internal Revenue 
Code (the “Code”).  However, it does not specifically refer to other sections of the Code that may require valuation 
(including, but not limited to valuation for (a) income tax charitable deductions, (b) estate taxation, and (c) gift taxation). 
 
Pursuant to Revenue Procedure 2005-25, the value of a life insurance policy is equal to the greater of (a) the interpolated 
reserve, adjusted for unearned premiums and estimated dividends, or (b) the “PERC” (Premiums plus Earnings minus 
Reasonable Costs) amount, adjusted by an “average surrender factor.”  The revenue procedure provides that it should be 
“interpreted in a reasonable manner” in applying the formulas for calculating these amounts, “consistent with the purpose of 
identifying the fair market value of a contract.”  The accompanying interpolated terminal reserve has not been adjusted for 
unearned premiums or estimated dividends.  The accompanying PERC amount has not been adjusted for the average 
surrender value factor.   Those values are based on Nationwide’s interpretation of the revenue procedure, which we believe to 
be reasonable.   
 
For estate tax valuation purposes, the value for a life insurance policy owned by the decedent on the life of another that has 
been in existence “for some time and [on which] further premiums are to be made,” may be approximated by “adding to the 
interpolated terminal reserve at the date of the decedent's death the proportionate part of the gross premium last paid before 
the date of the decedent's death which covers the period extending beyond that date. If, however, because of the unusual 
nature of the contract such an approximation is not reasonably close to the full value of the contract, this method may not be 
used.”  See Treas. Reg. 20.2031-8.  As stated above, the accompanying interpolated terminal reserve has not been adjusted 
for unearned premiums. 
 
For gift tax purposes, for a life insurance policy that “has been in force for some time and on which further premium 
payments are to be made, the value may be approximated by adding to the interpolated terminal reserve at the date of the gift 
the proportionate part of the gross premium last paid before the date of the gift which covers the period extending beyond 
that date. If, however, because of the unusual nature of the contract such an approximation is not reasonably close to the full 
value of the contract, this method may not be used.”  See Treas. Reg. 25.2512-6.  As stated above, the accompanying 
interpolated terminal reserve has not been adjusted for unearned premiums. 
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You and your tax advisors should determine which of these, or any other, valuation methodologies is appropriate for your 
needs and circumstances.  These values are provided to you for your evaluation and to use as you may deem appropriate.  
This is not intended to be legal or tax advice, and there is no guaranty that any of these values will be accepted by the IRS for 
tax purposes. 

 
 

POLICY NUMBER                                 
 
POLICY OWNER:                                  
 
INSURED:                                               
 
ISSUE DATE:                                         
 
POLICY TYPE:    Universal Life;   Variable Universal Life;  Whole Life 
 
The following amounts are computed as of                                                                          
 
Statutory Interpolated Terminal Reserve1:                                     $      
 
Statutory Interpolated Terminal Reserve without Deficiency Reserve (if applicable)1:$      
 
PERC amount1                                                                                                                $                                 
(Reported on illustrations as the Accumulated Value, the Policy Value or the Cash Value) 
 
Cash surrender value if Universal Life2                        $      
 
Net Cash Value if Whole Life                                                                                       $      
 
 

1. Values have not been adjusted for estimated dividends, estimated credited interest, unexpired premiums, etc  
2.  Cash surrender value is the amount that would be payable under the contract, net of surrender charges, policy loans and 
accrued interest if the contract were terminated on the valuation date. 
 
 
CIRCULAR 230 DISCLOSURE:  In order to comply with Treasury Department regulations, we advise you that this 
document was prepared to promote and support the marketing of the matters addressed herein.  It is not intended to constitute 
tax advice, was not written or intended to be used by any taxpayer for the purpose of avoiding tax penalties that may be 
imposed on the taxpayer, and cannot be used by any taxpayer for that purpose.  Advice regarding the tax treatment of these 
matters should be sought from an independent tax advisor in light of your particular circumstances. 
 
Nationwide and the Nationwide framemark are registered service marks of Nationwide Mutual Insurance Company©.   
Nationwide Financial Services, Inc.   All rights reserved.   
 
Life insurance and annuities are issued by Nationwide Life Insurance Company or Nationwide Life and Annuity Insurance 
Company, Columbus, Ohio, member of Nationwide Financial®.  The general distributor for variable insurance products is 
Nationwide Investment Services Corporation, member FINRA. In Michigan only: Nationwide Investment Svcs. Corporation. 
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