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Insurance for Business Owners is relevant to all those who work in the financial 

services industry or in association with life insurers. The information in the course 

is provided for educational purposes only; it should not be construed or 

interpreted as providing advice. This information is provided for informational 

purposes for members of the general public.  

 

Agents and advisors should always seek guidance from their principals and 

compliance experts in regards to informing themselves and others about details 

of the products they sell and other considerations of their business. 
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your comments to info@clifece.ca. 
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Introduction 
 

Small and medium-sized enterprises (SMEs) 

comprise about 99.8% of employer businesses 

in Canada according to the key small business 

statistics reported by the Government in 

January 2019.  Small businesses represent 

about 1.15 million employer businesses: 

o Between 2002 and 2012, small 

businesses were responsible for 

77.7% of all jobs created in the private sector. 

o SMEs are considered by BDC to be the engine of the 

economy, and their success vital to Canada’s prosperity. 

	
• Small business owners rely on their knowledge of their product or service 

to become accepted and successful. Their business priority is not typically 

how to ensure the continuation of the business in the event of their death 

or disability. And, what about retirement? Succession of the business is a 

subject that can be conveniently avoided in favour of the issues of the 

day. 

 

• A big issue for small business owners is their partners (most often, fellow 

shareowners) and what would happen to the business if any of the 

owners died or became disabled. Would everyone be fair in such a 

circumstance? 

 

• This is where you come in:  as an asset manager, you have a duty to 

small business prospects and clients to apprise them of risks they run in 

the continuing operations of their businesses --- and you can present your 

range of risk management options. 

 

• Make no mistake: a business can be a significant asset of its owner. It 

enters into calculations for net worth and estate planning. 
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• Small business owners are typically very emotionally attached to their 

businesses. They’ve invested capital and sweat equity to make it work. 

Their risks encompass their personal needs and responsibility they may 

feel towards their fellow shareowners and their employees. Ensuring 

fairness is key. 
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Let’s Share  
 
 

• We want to share with you the basics of shares. 

This is the fundamental piece of knowledge 

needed for the entire subject of insurance for 

business. 

 

1. Shares in the context of this course are shares 

issued by privately owned Canadian companies, 

also known as CCPCs. We are not addressing public companies and their 

publicly traded shares. 

2. Shares are issued by incorporated businesses. They may be issued in 

proportion to the contribution made to the business by the business owner, 

or otherwise. That is a decision made by the shareowners. 

3. Their value will change with the fortunes of the business --- its profitability 

and its indebtedness. Also, the value may rise and fall if new owners are 

added or existed owners removed. 

4. To qualify as a CCPC, all or most (90% or more) of the fair market value of 

the assets of a business: 

▪ Must be used mainly in an active business carried on primarily in Canada by 

the corporation or by a related corporation; 

▪ Are shares or debts of connected corporations that were small business 

corporations; or 

▪ Are a combination of these two types of assets. 

5. An eligible individual is entitled to a cumulative lifetime capital gains exemption 

(LCGE) on net gains realized on the disposition of qualified property, which 

includes shares of a CCPC.  

 

For 2019, if a shareowner disposed of qualified small business corporation 

shares (QSBCS), he or she may be eligible for the $866,192 LCGE. This 

sum is adjusted annually. Because only one-half of the capital gains from 
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these properties is included in taxable income, the cumulative capital gains 

deduction is $433,096 (50% of of $866,192). 

 

This is the ultimate point of share creation in small companies, and the 

reason shares are a highly sought-after commodity. They are a form of tax-

advantaged wealth.   
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The Fair Insurance Solution 
 

• Death or disability of an owner or key 

employee can be devastating to a business 

if the person’s skills are integral to ongoing 

business success. 

 

• Skills can be characteristics of the person --

- such as an ability to sell or create. They 

could also be through connections a person has to decision makers, 

money, resources, or the influential. The skill set could also be based on 

experience --- for example, a person who has previously built a successful 

business may have the knowledge to do so again. 

 

• In a small business, the owner and the key employee may be one and the 

same. 

 

• If the loss of employment skills would negatively impact the finances of 

the business, insurance can bridge the gap during an absence due to 

disability to replace lost earnings.  

 

• When the loss is permanent due to death, life insurance proceeds on an 

owner or key employee can be paid to the business as policy beneficiary. 

 

• The business then uses the proceeds to pay beneficiaries of the 

deceased the amount specified in the buy-sell agreement, whether fair 

market value or another measure of value. 

 

• Skills cannot necessarily be replaced regardless of the sum the business 

has received as beneficiary, but the proceeds can ensure the business 

can buy out the shares of the deceased and avoid the situation of share 

rollover to a spouse or inheritance by a child. 
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• The situation of business ownership devolving to a spouse or child is one 

to avoid for many reasons.  

o A spouse or child may be incompatible with the business due to an 

absence of business-specific knowledge or business knowledge in 

general.  

o He or she may have unrealistic expectations of the business and 

his or her role in it.  

o There may be conflict with the other business owner(s) who will be 

trying to maintain operations in the absence of the deceased, and 

are also unlikely to have the time or patience to deal with the 

bereavement of their new business “partner.” 

o There may be fundamental personality differences between an 

owner or owners and an inheritor, which makes a cooperative 

working environment untenable. 

o Finally, a spouse or child who has come into the business without 

the necessary expertise may cause suppliers and financial 

backers to lose confidence in the future of the business. Credit 

may no longer be available and loans may be called. 

 

• Disability brings many similar challenges. An owner, or key employee, 

who is disabled or critically ill may not be able to contribute to the 

business for the duration of the disability or illness. 

 

• He or she may wish to exit the business and may need the value of his or 

her shares to replace lost income and earnings. 

 

• Similar to when a shareowner dies, the remaining shareowner(s) may be 

highly resistant to a family member attempting to step in to fill the shoes of 

a disabled shareowner. Though the family member may not be an owner 

of the business, he or she may feel the need to monitor operations and be 

involved in order to justify receiving the income normally received by the 

disabled. 
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• Even if a disabled shareowner does not want to leave the business, the 

other shareowners may want --- or need --- the disabled individual to 

depart. They may wish to “move on,” find a replacement, and know with 

some certainty how the business is going to function in its future. 

o Think of the business as a machine. If one part fails, the whole 

machine may chug along at reduced capacity. Replace that part, 

and the machine resumes operations --- and, if the part is a good 

fit, the machine eventually returns to full output. 

 

Borrowing 

• Many businesses borrow for capital expenditures or to smooth cash flow. 

 

• Loans are made only on the basis that they can be repaid. Therefore, if a 

financial institution makes a loan, it will need assurance of that 

repayment, which may take the form of life insurance on an owner or key 

employee. 

 

• If life insurance forms the security for the loan, the policy may have to be 

assigned to the financial institution.  

 

• The business is permitted to deduct the premiums or the net cost of pure 

insurance from business income. 

 

Other Events 

• Other events may also intrude on ownership interests.  

o A living buy-out: This is needed when the owner wishes to retire or 

depart the company, or other partners wish to be rid of the 

individual. Once again, there will be a need to buy the owner’s 

interest, according to the valuation formula specified in the buy-sell 

agreement. This is covered in the following pages. 

o Marital breakdown: The business may be an asset subject to 

division of property between a shareowner and his or her spouse. 

If so, the shareowner may take on considerable debt to provide his 

or her spouse with a cash settlement. This can cause the 
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shareowner to have increased expectations for dividends or other 

business income. 

o Bankruptcy or insolvency: A creditor may have the right to seize or 

encumber the shares of an insolvent shareowner. If this occurs, 

the creditor becomes the shareowner and is afforded the rights of 

the shareowner. The creditor may sell the shares without approval 

of the other shareowners or force a liquidating dividend. 

 

• Insurance for business owners can be provided as policies: 

o To facilitate transfer of ownership between owners. 

o To protect family income. 

o To manage the risk of key employee death. 

 

• The overriding objective of acquiring insurance is fairness --- fairness for 

the business owner (whether living or deceased) for the value of the 

shares he or she owns in the business and fairness to the business itself. 

The business is an entity with rights and responsibilities; one of those 

responsibilities will be the equal and fair treatment of each of its owners. 

Fairness has been achieved when fair payment is made when payment is 

due. 

 

• Insurance can uphold the principle of fairness. It is implemented 

collectively on mutually agreed terms, and payment of proceeds on death 

is both assured and fast. 

 

• The following is an introduction to the complex subject of share 

ownership, insurance, and tax. An advisor should always seek expert help 

when structuring insurance for corporate use. 
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The Buy-Sell Agreement 
 

• The planning strategies in this course 

hinge on a buy-sell agreement.  

 

• A buy-sell agreement is also known as a 

shareholders’ agreement. It is a contract 

between the individuals in a company who 

have been issued shares in the 

corporation. Therefore, it is not used by sole proprietors. It addresses: 

o how the shares in the company are valuated; 

o who will undertake the valuation process; 

o the conditions for buying or selling the shares, including when and who; 

o how the purchase will be financed.   

 

• The agreement could be used in a circumstance when a shareowner dies 

or wants out of the business; it may also cover how a new shareowner 

may be brought into the business.  

 

• The fundamental purpose of the agreement is to agree today on these 

issues so that a messy and expensive dispute is avoided in the future. 

o The assumption is that shareowners are still all on the same page 

in the early days of their business relationship when the buy/sell 

agreement is drawn up and signed. Everyone is wearing their 

rose-coloured glasses. As time marches on, disputes and 

acrimonies may develop; people become inflexible and take 

“sides” (somewhat forgetting they are all on the same team). Once 

this has happened, execution of the buy/sell may become costly 

(since legal expertise may be required to satisfy individuals that 

the agreement is fair), or even untenable if there is a belief that the 

agreement is unfair. 
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• A buy-sell agreement sets down the conditions listed above and any 

others that the shareowners wish to address; they are agreed by all 

shareowners as attested by their signatures on the contract. The 

agreement is best created at the time the business begins operations 

when share value may be easily determined by contribution. As the 

company grows and begins to develop intangible worth, such as goodwill, 

the shares will become more difficult to value and it is less likely that 

shareowners will agree. 

 

• The buy-sell agreement is not intended to be a blueprint on how to run a 

business in all the “what-if” scenarios of real life operations. The best 

agreements are created and filed away until the day that a triggering 

event, such as death of a shareowner, occurs. 

 

• Many shareowners defer the preparation of an agreement believing it will 

cause acrimony amongst the partners. This is one reason to get it out of 

the way early in the relationship because if potential business partners 

cannot agree on the terms of an agreement, they may want to question 

whether there is a future for them to work together. 

 

• You cannot prepare an agreement for shareowners. However, you can 

and should encourage the business owners with whom you work to strike 

an agreement now. This is an instance in which procrastination can be 

costly and inconvenient. Find a business lawyer in your area and ask if he 

or she prepares buy-sell agreements for the size of company with which 

you are dealing. Also, ask about the cost range so that you can present 

the information to your client. 

 

• Without an agreement in place, you will not be able to determine 

appropriate insurance coverage since neither you nor the insured will 

know for certain the value of the business shares. 
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Personal Life Insurance Needs 
 

• How does the business owner ensure his 

or her family will have the financial 

comfort they will need if he or she dies?  

 

• The answer, of course, is personal life 

insurance on the owner. This is insurance 

for all business owners, whether they are 

sole proprietors, in a partnership, or shareowners of a company. 

 

• Personal life insurance on the life of the business owner ensures: 

o Financial security for survivors; 

o Financial equality for family members; 

o Payment of taxes on death. 

 

Financial Security 

• If the business owner dies during income-earning years, the family may 

need financial resources to replace the loss of income. 

 

• Whether term or permanent insurance is best for needs will arise in fact-

finding with the owner and his or her spouse. 

 

• Coverage is going to be key for survivors. The lump sum received from 

the business shares may be a significant asset that could offset insurance 

coverage. It may even eliminate the need for personal insurance; you can 

only determine where it all shakes out by completing some standard 

approaches to income replacement. 

 

• The need for income can be based on: 

o Capital drawdown; 

o Capitalization of income shortfall; 

o Capitalization of lost income; 
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o Capital needs. 

 

Capital drawdown 

• This is a quick-and-easy approach that simply puts aside assets, such as 

shares, to calculate pure income replacement. It uses the simple 

calculation of: 

annual shortfall x number of years of shortfall 

 

EXAMPLE 

Jim’s annual income is $265,000 from his business. If Jim was assumed to die 

ten years before his intended retirement (at which point his shares would be 

bought by his company), his wife would have a 10-year income shortfall. 

Therefore, the capital drawdown method shows that Jim needs personal life 

insurance coverage for: 

$265,000 x 10 = $2.65 million 

 

Capitalization of income shortfall 

• This approach is based on an investment return. Its formula is: 

annual shortfall ÷ investment return = capitalization of shortfall 

 

• This answers the question, “How much would I have to have invested (at 

the stated rate of return) to equal my income?” 

 

EXAMPLE 

Jim’s annual income is $265,000 from his business. If the annual investment 

return was 6.4%, the capitalization of income method shows that Jim needs 

personal life insurance coverage for: 

$265,000 ÷ 6.4% = $4,140,625 

 

Capitalization of lost income 

• This approach is also called the capital retention approach. This is the 

opposite way of looking at the capitalization of income shortfall just 

discussed. It simply reveals how much income is replaced from a 

specified death benefit, using a certain rate of return.  
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• It answers the question, which goes something like, “Is $4 million 

enough?” 

 

• At its most simple, the calculation is: 

lump-sum benefit x rate of return = income 

 

EXAMPLE 

Jim’s insurance policy pays his wife a death benefit of $4.14 million. It is invested 

and she earns a 6.4% return. 

4,140,625 ÷ 6.4% = $265,000 

 

• However, coverage can be fine-tuned by addressing the impact of 

inflation and income tax. 

 

• Inflation reduces purchasing power; including its effect makes a coverage 

calculation far more accurate when the insurance is intended to cover a 

longer period of time.  

 

Formula for the inflation-adjusted rate of return is: 

[(1 + investment return) ÷ (1 + inflation rate)] minus 1 = inflation-adjusted 

rate of return  

▪ Tips for the math: Convert the percentage to a decimal (that is, 1% 

becomes 0.01, 2% becomes 0.02, 3% becomes 0.03, etc.). Perform the 

calculation between the rounded brackets ( ) first. Finally, complete the 

calculation between the square brackets [ ].  

EXAMPLE 

Jim’s insurance policy is invested and earns a 6.4% (or 0.064) return. The rate of 

inflation is 3% (or 0.03). 

[(1 + investment return) ÷ (1 + inflation rate)] minus 1 = inflation-adjusted 

rate of return  

[(1 + 0.064) ÷ (1 + 0.03)] minus 1 = inflation-adjusted rate of return  
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3.3% = inflation-adjusted rate of return 

• Now, let’s see how that affects the $265,000 calculated as the need for 

lost income. 

Formula: annual shortfall ÷ investment return = capitalization of shortfall 

 

• Therefore, 265,000 ÷ 3.3% = $8,030,303 

 

• Now, it appears Jim’s policy needs to provide over $8 million in coverage 

to take inflation into account. 

 

• Finally, it is most accurate to use the after-tax and inflation-adjusted rate 

of return.  

 

Formula for the after-tax and inflation-adjusted rate of return:   

Inflation-adjusted rate of return x (1 minus tax rate) = the after-tax and 

inflation-adjusted rate of return  

 

EXAMPLE 

Jim’s tax rate is 45%, and the inflation-adjusted rate of return is 3.3%. Therefore, 

the after-tax and inflation-adjusted rate of return is: 

3.3% x (1 – 0.45) = 1.8% 

Insurance coverage needed to replace his income of $265,000: 

265,000 ÷ 1.8% = 14,722,222 

It appears Jim’s wife requires a death benefit from the policy on Jim of $14.7 

million. 

▪ Note how inflation and taxes reduce the rate of return. The lower the 

expected return, the more insurance coverage needed. 

▪ However, the major downfall is that these methods do not recognize the 

input of Jim’s share value. This is the strength of the capital needs 
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calculation. 

Capital needs 

• A capital needs analysis takes both capitalized expenses, such as 

income, into account with liabilities and assets to determine insurance 

need. 

Formula: 

Capital needs – assets = capital shortfall 

 

• The sum received for shares owned by the deceased shareowner will be 

an asset; their value can be roughly estimated by the number of shares 

owned by the shareowner and the valuation method for the shares 

described in the buy-sell agreement. 

 

EXAMPLE 

Jim’s spouse will have a capital need of $14.7 million to replace Jim’s annual 

income of $265,000, using the after-tax and inflation-adjusted rate of return of 

1.8%. Jim owns 40 shares in his firm; each share will have a minimum value on 

his death of $250,000, for a total of $10 million. Therefore, the amount of life 

insurance required to replace income will be $4.7 million ($14.7 - $10). 

 

• This approach can become very sophisticated by taking other needs into 

account, such as income tax liability, estate equalization needs, and 

charitable donations. It can also include all assets, including registered 

and non-registered savings and investment property. 

 

Financial Equality for Family Members 

• Many business owners want to ensure their children are treated fairly 

when it comes to the “family firm.” 

 

• Some children may have the education, experience, aptitude and desire 

to continue a business after a parent chooses to sell out or dies. 
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• Other children may not have this desire. 

 

• Siblings may also differ from each other. How can they all be treated 

fairly? 

 

• There are several situations that may arise: 

o All children of a shareowner want to be involved in the business; 

o A child or some children of a shareowner want to be involved and 

the other child or children do not; 

o None want to be involved. 

 

• It is also quite possible for a business owner to have a minor child or 

children to consider. 

 

• Since the question is one of treating children equally, there will be no 

issue when all or none of the children want to be involved.  

o They all want to be involved = equal division of ownership. 

o None want to be involved = disposition of ownership to a third 

party. 

 

• When one or more children receives the benefit of ownership, and one or 

more do not, those who have been “left out” could receive an amount of 

cash equivalent to the net after-tax value of the shares. 

o Life insurance naming the non-owners as beneficiaries will satisfy 

cash demands on death of the business owner. 

o Life insurance used as a living benefit by its owner (in a policy 

withdrawal or loans) can also supply cash. 

o Life insurance proceeds received as a fair market value transfer of 

the policy will provide cash. See the following chapter for more 

details on this option. 

 

• Equalization for a minor child or children could be accommodated in an 

insurance trust. An insurance trust is created to receive the proceeds of 

an insurance policy. It is not restricted to use with minor children and can 
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be used under other circumstances, such as controlling the timing of 

release of funds for a beneficiary. 

 

• Flowing proceeds through a trust instead of the estate also avoids probate 

fees and creditor claims (a possible concern to the business owner). 

Creditor protection is provided whenever there has been a designation of 

a spouse, child, grandchild or parent of a person whose life is insured.  

 

How to Equalize Benefits to Children 

- A parent who loans or gives money to a child during the parent’s lifetime 

is considered to be providing an advance on that child’s inheritance. This 

would include giving of corporate shares or sale of corporate shares at a 

favourable price. 

 

- Even though most children will claim that the parent had no expectation 

for repayment, legally it must be repaid and the way the repayment is 

accommodated is through an adjustment of inherited funds. 

 

- The exception is if the will states that the loan or advance is to be 

forgiven. In that case, no adjustment is required. 

 

- The following formula takes a repayment into consideration when a 

specified sum is allocated to each beneficiary. 

o Peter, Paul, and Mary are to receive an equal share of $750,000 

from their dad’s estate. Therefore, each would receive $250,000. 

o However, some years before his father’s death, Peter received 

shares in the family firm from his father, worth $100,000.  

o To calculate the amount each child receives: 

§ 1. Add the $100,000 to the $750,000. 

• Total value = $850,000 

§ 2. Divide the estate in three. 

• $850,000 ÷ 3 = $283,333.33 

§ 3. Subtract $100,000 from Peter’s share. 

• Paul receives $283,333.33 
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• Mary receives $283,333.33 

• Peter receives $183,333.33 

• Total $750,000. 

 

- This formula reflects payment of the loan to the estate and not the other 

beneficiaries. It is therefore the correct way of fairly accounting for the 

advance on inheritance that the $100,000 represented. 

 

Payment of Income Tax on Death 

• It never hurts to remember that a beneficiary or the policy owner’s estate 

will receive proceeds from a life insurance policy tax-free. However, in the 

estate they may become probatable. 

 

• It also never hurts to be reminded that a death benefit can be eroded 

during life by use of the cash value, through a loan, or withdrawal. When a 

policy will be used to pay income tax at death it may be wise to review its 

death benefit to ensure it aligns with, or exceeds, the face amount. 

 

• When life insurance proceeds are inadequate for tax liability, taxpayer 

assets may have to be sold. The executor will make the decisions that will 

enable all debts (including taxes) to be paid so the estate may settle and 

residue (if any) paid to beneficiaries. 

 

• With those facts in mind, let’s take a look at the tax situation for the sole 

proprietor, partner, and shareowner on death. This will be an overview; 

expert tax advice should always be sought to ensure complete accuracy. 

 

• The sole proprietor must file a final personal income tax return, and the 

business number must be discontinued. All of the deceased's income 

from January 1 of the year of death, up to and including the date of death 

must be reported. Income earned after the date of death must be 

reported on a T3 Trust Income Tax and Information Return. 
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• Upon death, a taxpayer is deemed to have disposed of all non-

depreciable capital property, which includes corporate shares, a 

partnership interest, and land, for proceeds equal to their fair market value 

immediately before death. Any resulting capital gain must be reported in 

the taxpayer's income tax return for the year of death (terminal return). 

One half the capital gains will be added to the taxable income of the 

deceased individual.  

 

• An exception to this rule applies where the capital property passes to the 

deceased's spouse or common-law partner or a "spousal trust". In this 

situation, the transfer takes place at the adjusted cost base (ACB) of the 

property and the capital gain is deferred until the spouse or common-law 

partner dies or the property is disposed of.  

o A spousal trust that qualifies for a tax-free rollover of property 

upon death is a trust where only the surviving spouse or common-

law partner is entitled to its income and access to its capital until 

his or her death.  

 

• Capital gains realized in the year of death may qualify for the lifetime 

capital gains exemption.  

 

Reducing Probate for the Business Owner 

- Ontario permits a testator to create two wills as a way of minimizing 

probate fees. 

o One will, the Primary Will, deals with the assets that require or 

may require a Certificate of Appointment of Estate Trustee to 

transfer or distribute, such as real estate registered in the 

testator’s name alone. 

o The other will, the Secondary Will, deals with assets that can be 

distributed without the Certificate, in other words, assets that are 

not probatable. 

 

- The intention when two wills are created is that probate fees are 

charged against the assets only in the Primary Will. 
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o A significant tax saving can result for the testator who owns assets 

that can appear in a Secondary Will. 

§ The concept of two wills was conceived by Jack 

Granovsky, a major shareholder in a corporation and 

whose shares in all corporations he owned were valued at 

$25 million. 

§ His dual wills were challenged in court (Granovsky Estate 

v. Ontario) and the multiple wills prevailed; the savings to 

his estate because probate was avoided in the Secondary 

Will were estimated to be approximately $400,000. 

 

- Some of the assets that could be in the Secondary Will include: 

o Shares in a corporation; 

o A partnership interest; 

o Valuable personal articles such as art, antiques, or jewelry; 

o An interest in property that is held in trust for the testator by an 

individual or a corporation; 

o Real property that has not been transferred since conversion from 

the registry system to the land titles system. 

 

- Example: Sandra, a widow with no children, lives in Ontario and owns 

an incorporated small business. The privately held corporation is worth 

$1.5 million. Sandra owns her principal residence which is worth 

$900,000 (no mortgage), a collection of Cartier watches worth 

$150,000 and she also has $400,000 in a non-registered investment 

account.  What difference will it make to Sandra’s estate by having two 

wills? 

 

(Based on the Ontario probate schedule of $5 on each $1,000 for the 

first $50,000 and $15 per $1,000 thereafter) 

 

Single Will Value of assets 

for probate 

Home $900,000 
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Jewellery $150,000 
Private corporation 
shares 

$1,500,000 

Non-registered 
investment account 

$400,000 

Total estate value $2,950,000 
Probate fee $43,750 

 
 

Two Wills Value of assets 

for probate 

Probate not 

required 

Home $900,000  
Jewellery  $150,000 
Private corporation 
shares 

 $1,500,000 

Non-registered 
investment account 

$400,000  

Total estate value $1,300,000 $1,650,000 
Probate fee $19,000  
Probate savings $24,750  

 

 

- It is essential that each will be carefully drafted so as not to confuse the 

two classes of assets; if a “probatable” asset inadvertently goes into the 

non-probatable (Secondary) will, both wills may be challenged. 

 

- Dual wills may also be a consideration for those with assets in different 

jurisdictions, especially if different probate rules and rates apply. 

 

- Neither Manitoba nor Nova Scotia permit the use of multiple wills; BC has 

neither affirmed nor denied their use. 

 

- In provinces in which dual wills are not permitted, an alter-ego trust may 

be used to hold assets that will, then, not be subject to probate fees. 
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Insurance to Transfer Business 
Ownership 
 

• Insurance can be purchased by: 

o Business owners who are each a party 

to the buy-sell agreement; 

o The business itself on the lives of the 

owners. 

 

• Owners may buy life insurance on each other 

in what is known as a criss-cross agreement. The life insurance is 

personally owned by each shareowner, the life insured is another 

shareowner, and the beneficiary is the policy owner. 

o Criss-cross means, basically, back-and-forth. 

o This is a straightforward way to transfer shares. 

 

EXAMPLE 

A, B, and C are all owners of a business with criss-cross life insurance. 

This means: 

A is the owner and beneficiary of a policy on the lives of each of B and C 

B is the owner and beneficiary of a policy on the lives of each of A and C 

C is the owner and beneficiary of a policy on the lives of each of A and B 

 

The policy benefit of each policy will equal the value of the shares of any 

one partner, divided by the number of policies issued on that life. 

 

EXAMPLE 

A, B, C, and D have 25% each ownership of their company. Each owner’s 

share is worth $300,000. The total value of all shares is $1.2 million. 

On the death of A: B, C, and D each receive a death benefit of $100,000. 

Their $300,000 is used to buy A’s shares.  

As a result of buying A’s shares, B, C, and D now each own a $400,000 

share (one-third) of the company. 
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• Policy ownership and the mechanics of the share purchase on death 

become increasingly more complicated the more shareowners there are. 

In our example above with four owners, there would be a total of 12 

policies; each owner would purchase three policies (one on the life of 

each owner) and pay premiums on those policies. The situation would 

become even more complex if the amount of life insurance on each owner 

was a different amount because his or her ownership positions were all 

different (i.e., A owns 50% of the company, B owns 30%, C owns 15% 

and D owns 5%). Premiums will vary owner-to-owner, premiums payment 

dates for the policies will likely vary, and different insurers may be 

involved. 

 

• The way to simplify ownership and use of proceeds is by a trustee. The 

trustee buys one policy on each shareowner and the trustee is both policy 

owner and beneficiary of every policy. The shareowners are beneficiaries 

of the trust. 

 

• If a trustee is to be used, this should be included in the buy-sell 

agreement. A separate trust agreement would be created to state the 

duties and responsibilities of the trustee and the terms of the trust. The 

cost of setting up and maintaining the trust should also be addressed. 

 

• A trusteed arrangement also ensures premiums are paid. Otherwise, 

shareowners rely on each other for premiums. If a policy lapses, the entire 

house of cards could crumble. 

 

• Use of a trustee has no income tax consequences; income tax will be the 

same as when a trustee is not used. 

 

• Premiums payable are not tax deductible and the proceeds are paid tax-

free to the individual policy owners or the trustee. 

 

• A disadvantage of the criss-cross method of insuring when a trustee is not 

used is that premiums for the various shareowners will differ based on 
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their insurability. No two people are alike: age, health, gender, smoking, 

sports participation, or dangerous hobbies will all drive premium costs. 

With a trustee, all premiums can be lumped together for all shareowners 

and pro rated for each shareowner in proportion to their shareholding. 

Although an argument could be made that this is unfair to the younger and 

healthier shareowners, it is also possible that they take on greater risks 

through sports or other pursuits. In any case, it is fair to say the benefit 

likely outweighs the cost. 

 

• Another solution for the problem of criss-cross ownership is to use 

insurance owned by the corporation. 

 

• The corporation pays the premium and receives the death benefit. 

o This is a good example of an instance in which the 

irrevocable beneficiary designation (of the corporation) is 

called for. 

 

• Corporately owned insurance can use one of three methods to transfer 

shares from a deceased owner: 

o The promissory note method; 

o The corporate redemption method; 

o The hybrid method. 

 

The promissory note method 

• The promissory note method is based on surviving shareowners buying 

shares of the deceased from the estate of the deceased with a promissory 

note. 

o A promissory note is a written document in which a 

promise is made to pay a stated sum to a specified person 

or the bearer at a specified date or on demand. 

o Therefore, the promissory note is created when surviving 

shareowners promise to pay the estate the value of the 

deceased’s shares. 
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• The corporation that has received the death benefit pays a dividend to the 

shareowners from its capital dividend account (CDA). The shareowners 

use their dividend to retire the promissory note. 

 

• The CDA is a notional account that allows the corporation to transfer 

sums to shareholders tax-free in the form of capital dividends. 

o It does not appear in the business’s accounting books, and 

must be calculated separately each year. 

o Reserved for private Canadian companies, the CDA is a 

cumulative account in which the balance indicates the 

maximum amount that can be withdrawn without taxing 

shareholders. 

o Many elements can increase or decrease this balance, 

such as proceeds received from a life insurance policy 

contracted by the business. 

 

• A dividend must not equal the policy proceeds; doing so can have punitive 

tax consequence. The dividend must reflect policy proceeds minus the 

adjusted cost basis of the policy. 

 

• It is important that the shares of the deceased are purchased via the 

promissory note before the company declares the dividend. Otherwise, 

the estate of the deceased would be entitled to receive a dividend. If the 

estate received the dividend, the dividend received by the surviving 

shareholders might not be sufficiently large to retire the promissory note. 

 

• The deceased shareholder pays no tax on gains realized on death in 

respect of his or her shares. The surviving shareholders increase the cost 

basis of their shares by the amount paid to the deceased's estate.  

 

• It is possible for policy proceeds to exceed the value of the shares being 

purchased. The buy-sell agreement will address how the surplus will be 

used; it is common for the corporation to retain the excess. 
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• It is also possible for the dividend to be insufficient to pay the promissory 

note. In this case, another promissory note may be issued to the estate for 

the difference between the share value and the policy proceeds (issued 

as a dividend).  

 

The corporate redemption method 

• The corporate redemption method is based on the corporation buying 

shares of the deceased from his or her estate. 

 

• When life insurance is the source of funding for the buyout, the 

corporation is the policy owner and beneficiary. 

 

• Tax consequences of this method depend on whether the shares are 

grandfathered. Shares are grandfathered when: 

o They are disposed according to an agreement made before April 

27, 1995. 

o They are owned on April 26, 1995 if a corporation was a 

beneficiary of a life insurance policy on the life of the shareowner 

for the purpose of redeeming or cancelling the shares.  

 

• When shares are grandfathered: 

o  The corporation receives the insurance proceeds tax-free. They are 

credited to the capital dividend account minus the adjusted cost basis 

of the insurance policy. 

o There are little or no taxes payable by the deceased shareowner or 

his/her estate. 

o The surviving shareowner has a larger capital gain when his shares 

are disposed because the adjusted cost basis of his shares is not 

changed as a result of the corporate redemption. 

 

• When shares are not grandfathered, a corporation can elect to pay either 

a capital dividend or a taxable dividend when shares are redeemed. 
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The hybrid method 

• The hybrid method, true to its name, uses corporate-owned insurance to 

redeem and/or fund the promissory note purchase of shares by the 

surviving shareowners.  

 

• Its objective is to minimize tax liability for the deceased shareowner and 

living shareowners. 

 

• This is accomplished by one of three approaches: 

 

1. The executor or personal representative of the deceased determines 

the number of shares that will be purchased by survivors using promissory 

notes. The balance of shares (not acquired by the survivors) is redeemed 

by the corporation. 

o Unclaimed deductions, exemptions, or losses available in the 

year of death are taken into account. The tax situation of the 

deceased shareowner and the availability of capital gains 

deductions also influences the decision of the executor. 

o Taking all factors into account yields a sum that represents the 

net after-tax proceeds of the transaction to the estate of the 

deceased. Therefore, the executor establishes that the estate 

is prepared to accept $X for its shares. 

 

2. Alternatively, instead of the executor deciding on a method most 

suitable to the deceased, the surviving shareholders determine what is 

best for them. They determine the ratio of promissory notes-to-share 

redemption based on unclaimed deductions, exemptions, or losses 

available, and the preservation of tax advantages such as the adjusted 

cost base of their shares and the capital dividend account. 

 

3. Finally, a compromise approach: the most advantageous structure for 

the deceased is determined and the survivors have the option of 

specifying a structure that will pay $X to the estate by whatever means of 

promissory note/share redemption that is best for them. This could mean 
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the price of the shares is adjusted, the number of shares sold or 

redeemed is adjusted, or the amount of dividends is adjusted. 

o Recall that $X is net after-tax proceeds. Therefore, the 

executor of the deceased should not be concerned with 

how $X is achieved, only that it is achieved. 

 

• There will be tax consequences depending on whether the shares are 

grandfathered; seek expert tax advice if this method is being considered. 
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The Corporate Life Insurance Policy 

• When the policy is acquired to buy/sell shares on death, certain policy 

provisions must be considered. These may include: 

o The corporation should be required to give written proof to any 

shareholder who requests proof of policy payment; 

o If a corporation fails to make a premium payment, the 

shareowner(s) may make the payment 20 days after its due date 

and be reimbursed for the sum paid; 

o A dispute resolution agreement to address situations such as 

unpaid premiums should be included with the buy/sell agreement; 

o The written consent of shareowners is needed for the corporation 

to borrow against, pledge or otherwise encumber the policy; 

o The corporation has the right to acquire additional policies on the 

lives of shareowners to correspond with an increase in the value of 

the shares; 

o Life insurance proceeds paid to the corporation will not form part 

of the fair market value of the shares. 
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Personal Disability Needs 
 
 

 

• As most advisors know, an individual is far 

more likely to experience disability during their 

lifetime than premature death. 

 

• Most disabilities are caused by back injuries, 

cancer, heart disease, and other illnesses. 

Psychological factors, such as stress, are also 

a disability that may have to be accommodated.  

 

• The incidence of disability is also linked to age and gender. Older people 

have more disabilities than those who are younger; disabilities among the 

older population are of longer duration; women have a higher rate of 

disability than men. 

 

• Therefore, in a “mature” business owners may be older and disability is 

more likely to occur and will be of longer duration. 

 

• The buy-sell agreement will establish the triggering event for disability to 

be declared --- both its severity (what a person is not able to do typically 

expressed as own occupation or regular occupation) and the period of 

time that must elapse before disability benefits are paid. 

 

• Having the triggering event in writing with signatures from all owners will 

relieve a great deal of potential conflict. All owners within a business will 

know where they stand, and can plan accordingly. 

 

• The primary concern will be how the disabled owner can continue to 

receive an income when he or she is no longer able to make a 

contribution to the business. Of equally great concern may be how to pay 
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the bills of the business during the owner’s absence, so that when he or 

she recovers, there is a business to return to. 

 

• Self-funding may always be a temptation --- save a little in case of a “rainy 

day.” However, actuaries estimate that if you saved 5% of your income for 

10 years, you would run out of money after only six months of total 

disability. 

 

• Clearly, a better solution is needed. 

 

Owner’s Disability Coverage 

 

• Disability insurance for the small business owner’s personal income 

needs could be attained through: 

o A personal policy; 

o A group policy in the workplace or acquired through membership 

in an association or other group; 

o A grouped disability, A&S, and critical illness plan; 

o A personal health services plan, also called a private health 

services plan (PHSP); 

o A combination of these sources. 

 

• The Canada Pension Plan also provides benefits for those who are 

severely disabled over the long-term.  

 

• In addition to creditor life insurance offered by banks and similar financial 

institutions that is used to cover a mortgage in the event of death, so too 

disability insurance is available for mortgage protection. 

 

A Personal Policy 

• Acquiring a personal policy is a wise choice for a business owner since he 

or she will be in total control of the policy and its benefits. Also, by 

receiving the DI benefit, the owner alleviates the business of the need to 
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pay him an income, which will not be properly earned if the owner is not 

working. 

 

• Disability coverage (DI) is acquired through both a standard disability 

income policy and critical illness insurance. 

 

• Disability income insurance can be highly customized by the inclusion of 

riders and certain benefits. 

 

• A disability income policy is available as: 

o A non-cancelable (non-can) and guaranteed renewable policy; 

§ The life insurance company cannot cancel the policy; 

§ Policy premiums cannot increase; 

§ Policy benefits cannot be reduced or changed; 

§ The policy is guaranteed to be renewed every year until the 

life insured is 65; 

§ At age 65, the policy can be converted without proof of 

insurability to a guaranteed renewable contract in which 

the benefit period is one or two years. 

o A guaranteed renewable policy; 

§ The insurance company can change premiums and terms 

of the contract at its discretion. 

§ The policy renews every year until the policy matures --- 

typically at age 65. 

o A cancelable policy; 

§ The life insurance company can cancel the policy, reduce 

or change benefits, and increase premiums at any time. 

§ Carries the lowest premium. 

o A guaranteed issue policy. 

§ Issued to members of low-risk groups, such as lawyers. 

§ The premium is higher than an equivalent group plan. 

§ The policy is available as: 

• Guaranteed standard risk: 

o Coverage is guaranteed without restrictions. 
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• Guaranteed-to-issue: 

o Coverage is based on medical underwriting.  

o Non-standard risks (that is people who pose a higher degree of 

risk than standard risk) may pay a higher premium, called a rated 

premium. 

o Coverage may exclude a claim that arises from a higher risk 

hobby or activity.  For example, if a person participates in heli-

skiing and is hurt in a heli-skiing accident, his claim may be 

denied. 

 

• The maximum benefit of a DI policy is no more than 60% of pre-tax active 

income because the disability benefit is tax-free. Therefore, 60% pre-tax 

equals (roughly) 100% income. 

o For example, Emil earns $100,000 per year. His income of 

$100,000 is taxed at about 40%; his take-home pay is $60,000. 

His disability benefit would pay $60,000 and he would not pay tax 

on the $60,000. 

 

• If the life insured has passive income that will continue during a period of 

disability, his total income will be reduced by the passive income. The 

60% disability benefit will be based on the final sum. 

o For example, Maxine earns $100,000 per year from working. She 

also receives a $12,000 per year payment from a rental property. 

The rent payment continues whether Maxine works or not. The 

insurance company calculates her 60% disability benefit as 

$88,000 ($100,000 - $12,000) x 60% = $52,800. Adding her 

$12,000 rent payment produces an annual income of $64,800. 

 

• The waiting period specified in the policy must be satisfied before the 

benefit is received.  It can be 0 days, or as long as 12 months; 90 days is 

usual. 

o The longer the waiting period, the lower the premium. 
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• The benefit period is the maximum length of time benefits are paid by the 

policy. Benefits stop when the life insured returns to work. 

 

• Long-term disability insurance has benefit periods of 2, 5, or 10 years or 

to age 65. 

 

• Short-term disability insurance has a benefit period of 10-26 weeks. 

 

• If the life insured dies while receiving a disability benefit, a lump-sum 

survivor benefit may be paid to his estate. 

 

• The sum paid is usually three times the monthly benefit. 

 

• The definitions of disability describe how the life insured is prepared to 

work after becoming disabled.  

o Although the life insured selects the definition for his policy, some 

definitions are only available to certain occupations. 

 

• There are three categories from which a life insured can choose for his 

personal policy:   

o Category: Own Occupation 

§ Own occupation is used by a person who is willing to work 

only at his regular occupation. He never has to return to 

work post-disability if he cannot perform the primary duties 

of his regular occupation. Further, he can take another job 

and continue to receive his disability benefit. 

§ Only available to those who are least likely to make a 

claim, such as a doctor. 

§ Carries the highest premium. 

 

o Category: Regular Occupation 

§ Same as own occupation except if the life insured takes 

another job, the disability benefit may be reduced or 

ended. 
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§ The decision about returning to work is made by the life 

insured. 

§ Also available to those who are least likely to make a 

claim. 

§ Has a lower premium than own occupation. 

 

o Category: Any Occupation 

§ Any occupation is used by a person who will work post-

disability at his regular occupation or any other occupation 

that would be suitable for him based on his education or 

experience. 

§ It is expected that the life insured will return to work in 

another job or benefits may cease. 

§ Has the lowest premium. 

 

o Category: Total Disability (a definition used by Canada Pension 

Plan) 

§ The definition applies when the insured is totally unable to 

work at any job that he is suited for by his education and 

experience, and when he will likely die from the medical 

condition. 

 

• The future purchase option is a rider to be added to a personal policy that 

increases the benefit payment at a future date or dates. 

 

• A cost of living adjustment (COLA) rider can also be added, and is 

essential if the life insured is younger when he or she takes out the policy. 

It will protect his benefit against increases in the cost of living as a set 

amount or according to the Consumer Price Index. 

 

• An automatic coverage enhancement, also called an automatic benefit 

increase, is an alternative to the COLA rider. Every year the benefit 

increases by a set percentage and the premium increases in step with the 

enhanced benefit.  
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o The enhancement may be reviewed and underwritten periodically. 

 

Critical Illness Policy 

• A critical illness policy is a means by which a business owner could 

receive a lump sum of cash to replace income. 

 

• One of its benefits is that a CI policy is not tied to income; a person could 

earn very little  --- or nothing --- and still qualify. 

 

• The policy defines the medical conditions that will lead to a payout of 

proceeds. However, the insured must be living a minimum of 30 days 

post-diagnosis of the condition to receive the proceeds. 

 

• Face amounts are issued for up to $500,000. 

 

• There is a minimum 30-day qualification period following the issue of the 

policy in which the benefit cannot be claimed. 

 

• Policies are issued for: 

o Temporary, or term, coverage; 

§ Coverage is provided for a set number of years or to a 

specified age; 

§ Guaranteed renewable to age 75; 

§ Convertible to permanent coverage up to age 65.  

o Permanent coverage to age 100; 

o Second events. 

§ A second event rider continues coverage after a claim. 

 

• Most basic policies provide coverage for what is called the “big 4”: 

o Heart attack; 

o Stroke; 

o Cancer; 

§ Many types of cancer are not life threatening and would not 

be eligible for the benefit to be paid. 



	 39	

o Coronary bypass surgery. 

§ A procedure that restores blood flow to the heart by 

diverting the flow of blood around a section of a blocked 

artery. 

 
• Conditions covered may be expanded to 10 or 20 conditions, depending 

on the insurance company. 

 

• There are many specifics that apply to each illness/procedure. 

 

• Premiums paid are not tax deductible. 

 

• Benefits received from a claim are tax-free. 

 

A Group or Association Policy 

• Businesses with as few as three employees can implement a group plan 

that can provide life, accidental death and dismemberment, and 

dependent life coverage. Options can include extended health care, 

dental care, critical illness, and disability income insurance. 

 

• The type of business will be a significant factor in determining the level of 

benefits offered and premium pricing under the group plan. 

 

• A small group, without a history of claims, will have its benefits and 

premium rates based on a similar or comparative business. 

 

• An association may consist of individuals who have employers in common 

or who share the same profession or have a factor in common, such as 

graduation from a university. 

o For instance, an association may be formed of franchise owners. 

The plan members are the owners or employees. 

o An association may be formed for others who share the attributes 

of a group, and membership is entirely optional. 
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• Both types of associations provide cost efficient coverage due to volume 

discounts on coverage. 

 

Personal Health Spending Plan 

• These plans are specifically designed to provide health care benefits for 

sole proprietors and business owners, and their families. 

 

• Contributions to the plans are limited; they are received by an 

administrator who also handles disbursements. Contributions are forfeited 

if not used within an established period of time. 

 

• Employer contributions are tax deductible and are not taxable income for 

employees. 

 

Grouped Disability, A&S, Critical Illness Plans 

• A grouped plan (not the same as a group plan) is based on groups or 

classes of employees within an organization; each member of the class is 

offered similar benefits but classes may vary from one another. 

o Shareowners could comprise a class. 
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Disability Coverage for the Business 
 

• The business itself can be protected by  

o business overhead insurance; 

o business loan protection disability 

insurance. 

 

Business Overhead Insurance 

• Business overhead insurance (BOE) 

manages the risk of owner disability for the business itself. 

 

• It will be used to pay certain expenses when the owner cannot earn 

enough revenue for the business because he or she is disabled. 

 

• BOE reimburses the business for some regular and ongoing expenses. 

 

• It only applies when the business owner is the revenue-producer for the 

company. The thinking is if the owner is disabled and cannot produce the 

necessary revenue, the business has no other way of earning revenue to 

pay the bills. 

o It is unlikely that this form of insurance would be available to a 

business in which someone other than the business owner creates 

the revenue. 

 

• Bear in mind, this insurance is a reimbursement plan to a monthly 

maximum. Expenses must qualify to be claimed. Expenses that exceed 

the monthly maximum must be paid by other means. When expenses are 

less than the monthly maximum, the benefit will equal the expenses. 

o For example, a policy provides a $5,000 monthly maximum. Actual 

expenses for a month are $4,100. The amount received as the 

benefit is $4,100. 

 

• Qualifying expenses include operational costs such as: 
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o Rent; 

o Property taxes 

o Utilities 

o Employees’ salaries; 

o Loan interest. 

 

• Non-qualifying expenses include: 

o Salary for the disabled owner or a relative brought into the 

business after disability occurs; 

o Loan capital repayments; 

o New capital expenditures. 

 

• The insurance is issued with a monthly maximum and a specified 

maximum benefit period, such as 24 months. If the business owner 

returns to work before the end of the benefit period, benefits cease. Sale 

or termination of the business will also terminate benefits. 

 

• Premiums for the policy are a tax-deductible business expense; benefits 

are taxable income. Usually the tax deducted equals the tax on the 

income for a zero net tax on the benefit. 

 

Business Loan Protection Disability Insurance 

• This form of insurance provides a periodic payment or a lump sum to 

meet loan obligations of a business on behalf of a disabled business 

owner. 

 

• It is available to businesses with a minimum standard for profitability and 

a minimum net worth (as established by the insurer). 

 

• Businesses that qualify are in the top occupational classes, such as a firm 

of architects, engineers, or medical professionals. 

 

• The business is the policy owner, the business owner is the insured and 

the beneficiary is the business. 
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• Premiums are not tax deductible but benefits are tax-free. 

 

• Benefit payments are used to repay an outstanding loan – periodic 

payments are more common. They are available for up to a 24-month 

period. A lump sum payment cannot exceed 75% of loan value, and 

usually will not be paid until one year has elapsed after disability is 

established. 

 

• Loans must satisfy the following criteria: 

o They must be related to business operations, such as an 

equipment loan, or mortgage on business premises; 

o The purpose for borrowing must be essential to business 

operations; 

o The loan must be tax deductible because it is being used for the 

purpose of earning business income; 

o A bank, trust company, credit union, or loan company must have 

issued the loan. 

 

• The policy may be available with a waiver of premium rider, which kicks in 

to alleviate the business from premiums during the period benefits are 

being received. 
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Insurance to Fund a Buy-Out for 
Retirement 
 

• The time may come when one shareowner 

wants to leave the company to retire or 

pursue other ventures and/or the remaining 

shareowner(s) want the other to leave! A 

shareowner can be fired and the 

shareowner’s agreement or buy-sell 

agreement will specify what happens to 

shares in such a circumstance. 

 

• Upon retirement, it is likely that the former shareowner will want some or 

all of the value of shares in his or her hands. He or she may be prepared 

to receive a buy-out over a specified period of time and this may depend 

largely on what the money is to be used for. There may be an immediate 

need for money to fund retirement or the need may be ongoing.  

 

• If the retiring shareowner had planned to take the share proceeds to buy 

an immediate annuity to create retirement income, then he or she will 

expect a lump sum for the total share value. 

 

• There may be a desire to receive total share value because the retiring 

shareowner lacks confidence in how the remaining shareowner(s) will 

manage the business. 

 

• Just as life insurance in place on the lives of shareowners shows 

preparation for the possibility of death, so too should business planning 

encompass the probability of a living buy-out. The objective should be to 

lay the groundwork for such a buy-out to be orderly --- and not a scramble 

to find funds when the time comes. 
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• A buyout during life is going to require cash to pay for shares. 

 

• Life insurance can provide for an orderly buy-out of a shareowner 

through: 

o A policy withdrawal; 

o A policy loan; 

o Use of the policy as loan collateral. 

 

• Regardless of which method is used, the principle is the same: the funds 

the corporation receives from a withdrawal, policy loan, or loan collateral 

fund the buy-out. 

 

• All methods require time for cash value to build in the policy, since it is the 

cash value and not the death benefit that supports the withdrawal or loan. 

 

• Policies with cash value must be purchased on each of the shareowners 

pro-rated to their ownership stake. Therefore, permanent insurance must 

be used; universal life is the preferred solution due to its unbundling of life 

insurance cost from investment, and the ability to overfund the investment 

account. 

o The face amount of insurance can be increased in a UL policy, 

which would help the death benefit keep pace with increasing 

company value. However, insurability must be proven to increase 

the death benefit. 

o A guaranteed insurability benefit (GIB) rider on the policy does not 

require proof of insurability to increase coverage. The rider 

guarantees the ability to increase coverage even if health declines. 

o There are normally restrictions on the GIB. They include: 

§  The option to increase coverage may only be permitted at 

certain times, such as within one month of each policy 

anniversary;  

§ The amount of each increase may be limited to a specific 

dollar amount or percentage of the original face amount; 
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§ The total increase may be limited to a specific dollar 

amount or percentage of the original face amount;  

§  The number of times the option can be exercised may be 

limited, such as five times over the duration of the contract;  

§  The option to increase coverage may only be available 

until a certain age, such as 50.  

 

• Using universal life policies also provides the ability to take a withdrawal 

from the policy and continue life insurance coverage; a withdrawal from a 

whole life policy is not permitted. 

 

• A withdrawal will be taxable when the cash surrender value (CSV) of the 

policy is greater than the adjusted cost basis (ACB) of the policy. 

o A CSV is comprised of a taxable portion and the non-taxable ACB. 

A withdrawal is taken proportionately from the taxable portion of 

the CSV and the ACB. 

o For example, if 30% of the total CSV is comprised of non-taxable 

ACB, and 70% of the total CSV is taxable, then 30% of the 

withdrawal will be treated as a withdrawal of non-taxable ACB, and 

70% of the withdrawal will be taxable.  

 

• A policy loan can be taken against cash value. The amount taken will be 

tax-free if it is less than the ACB; a loan greater than the ACB will be fully 

taxable. 

 

• When the cash value of a policy is used as collateral for a loan, this is 

referred to as leveraging the policy. 

 

• The loan proceeds are received tax-free and interest on the loan may be 

added to the loan balance. 

 

• A collateral assignment of the policy is made to the financial institution 

that will issue the loan.  
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• The maximum amount that can be borrowed from a UL policy is a 

specified percentage of the CSV depending on the investment options 

chosen by the policy owner. Typically, guaranteed investments are 

rewarded with a higher borrowing limit (up to 90% of the CSV). 

 

• When the life insured-shareowner dies, proceeds of the policy are paid to 

the financial institution to repay the loan. Any excess will flow to the 

capital dividend account of the corporation. 

 

• A policy assignment (that is, transfer of ownership) may be made to a 

departing shareowner. The shareowner disposes of his or her shares and 

within 90 days purchases the policy from the corporation. 

 

Disability Buy-out 

• Disability buy-out insurance provides capital to specifically meet the need 

for a buy-out due to owner disability. 

 

• The prospective buyer is the policy owner and recipient of the policy 

benefit. When there is more than one buyer due to multiple owners of the 

business, premiums can be paid on a pro-rata business according to each 

owner’s share of the business. Premiums are not tax deductible. 

 

• The insurance has provisions specific to its purpose including: 

o The definition of total disability that must be satisfied by the owner. 

§ The most frequently used definition is own occupation, or 

own occupation and not working. 

§ Own occupation is used by a person who is insured to 

work only at his regular occupation.  

 

o The waiting period. 

§ Buyout policies typically have a waiting period of at least 

12 months.  

§ This is the period of time between disability and the 

payment of the benefit. 
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o The benefit and benefit period. 

§ The benefit may be as large as $1 million or $2 million. 

Sometimes this sum is paid in installments; other times it is 

paid in part as a lump sum with the balance in installments. 

§ The benefit period is often one day: the day at the end of 

the waiting period. 

§ The benefit is received by the policyowner tax-free. 

 

o Issued as conditionally renewable and non-cancelable. 

§ The insurer cannot change the premium and the contract 

must be renewed by the insurer to a specified age, such as 

65 unless certain events occur such as the owner 

departing the business. 

 

o Future purchase option (FPO). 

§ The FPO is a rider that increases coverage at pre-set 

dates or on the policy anniversary. 

§ Like the guaranteed insurability benefit, the FPO allows the 

policy coverage to keep pace with increasing business 

value. 
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Insurance to Manage Key Employee 
Death and Disability 
 

• Anyone who is fundamental to the ongoing 

success of a business is a key employee. 

This can be the person who manages IT, an 

industrial designer, or the CEO. Every 

successful or start-up business has one, at 

least. 

 

• An employee is key if the business would 

suffer due to either his or her temporary absence, due to disability, or 

permanent absence, due to death. 

 

• A key employee is characteristic of small businesses. Medium or large 

businesses rarely rely on the talents of a single individual --- the key 

employee --- like small companies do. Key person life insurance may 

still be available to the larger firms but its coverage may be restricted 

because death of the individual will have a lesser impact on the 

company. 

 

Life Insurance for a Key Employee 

• Death of a key employee requires the financial input of life insurance 

policy proceeds. 

o The sum needed must take into consideration: 

§ Loss of sales or contribution to revenue during the hiring, 

training, and getting-up-to-speed phases; 

§ Replacement, which might take a year or longer and 

include the cost of executive search fees; 

§ Hiring might need to include a hiring bonus and other 

financial incentives to lure the target from his or her 

current employer; 



	 50	

§ Professional fees may be incurred to write terms of 

employment, and rewrite corporate minutes to include the 

new employee as a shareowner or to provide stock 

options; 

§ Expenses for training and costs for relocation; 

§ The need to repay business loans. 

 

• Typically, key person life insurance uses life insurance structured into a 

split dollar arrangement. 

 

• “Split dollar” refers to both the method by which premiums are paid and 

the separation of the policy value and death benefit among two or more 

parties. 

 

• The type of policy used in a split dollar arrangement will be one with a 

cash value --- therefore, either whole life or universal life insurance. 

o Riders can also be added to the base policy. 

 

• Each party pays the premium for the benefit they would ultimately want 

to receive from the insurance.  

o Usually, the company pays the premium-equivalent to the net 

cost of pure insurance (NCPI) for the policy. On death of the key 

employee, the company receives the level death benefit.  

 

• Instead of using NCPI, the portion of the premium representing life 

insurance coverage could be an equivalent term coverage cost (term to 

age 100, term to age 65) or the actual cost of insurance charges in the 

policy.  

 

• Premiums must be allocated between the parties to avoid a taxable 

benefit being conferred. 

 

• The business and the key person are joint policy owners.  
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• The key person receives the benefit of receiving a tax-deferred 

investment (the cash surrender value or investment account) that will be 

received tax-free if held until death. 

 

• Split dollar arrangements can be used between any two parties. They 

also provide: 

o Executive life insurance: The corporate executive pays for the life 

insurance portion of the policy and the corporation pays the 

balance in order to receive the cash surrender value (if the 

insurance is no longer required) or the account value (on death). 

Often, the premium is not split and the executive’s portion is 

reported as a taxable benefit. 

o Funding for shareowner agreements: The corporation pays the 

premiums for a policy with a death benefit that can fund the 

redemption of shares. The shareowner pays for the investment 

component of the policy, and generally manages the investment 

portfolio according to his or her investing style and preferences. 

When cash value has accumulated a cash withdrawal from a UL 

policy can be made for the shareowner’s benefit or the cash 

value used as collateral for a bank loan. 

o Funding for a retirement compensation arrangement (RCA): An 

inter vivos trust is created when an RCA is established. The 

employer and trust jointly own a policy with an executive as life 

insured. The corporation pays for and receives the death benefit. 

The trust pays for and receives the remaining interest in the 

policy, such as the CSV. An executive could receive an 

additional pension at retirement by withdrawing funds from the 

cash or investment component of the policy.  

 

Disability Insurance for a Key Employee 

• Disability of a key employee disadvantages the company in many of the 

same ways as death. 

o There may be loss of revenue or contribution to company 

production; 
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o Loan(s) may be called by financial institutions; 

o Employees may seek new opportunities if they feel the future of 

the business is in doubt; 

o Employees who step in to do the work of the key employee may 

make costly errors; 

o Customers who sense change --- negative or positive --- will be 

on high alert for reasons to look to competitors. 

 

• Disability insurance is specifically available to cover key persons. 

Instead of providing income replacement to the disabled individual, the 

benefit is received by the business. 

o The business is the policy owner and pays the premium. The 

policy is not tax deductible. 

 

• The benefit is received monthly. Therefore, it supports cash flow. 

o The benefit is received tax-free. 

 

• Coverage will be provided until: 

o The insured person reaches the specified age stated in the 

policy; or 

o The date the insured ends active full-time employment for any 

reason other than total disability; or 

o The date the maximum benefit period has been met for any one 

period of total disability; or 

o The date benefits become payable under a replacement expense 

benefit rider. 

§ A replacement expense benefit rider provides for an 

additional payout to cover the costs associated with 

hiring a replacement employee, if necessary.  

• The benefit of a key person disability policy begins relatively quickly: 30 

to 90 days is usual.  
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• Consider that the impact of a key person’s absence from work magnifies 

over time: the longer he or she is away, the more noticeable the effects 

of his or her absence. 

 

• This is why the benefit period is generally restricted to no more than 12 

months. It is assumed the business cannot carry on longer than 12 

months without a key person. If a key person is away on disability leave, 

he or she will unquestionably need to return or be replaced. 
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Making a Case for Insurance 
	
Here are the fundamental concepts underlying business insurance set into a case 

study based on a small company called Foodie. The buy/sell agreement must be 

in place between the corporation and its shareowners for these concepts to be 

employed. 

 
A Canadian-Controlled Private Corporate (CCPC) 

Ted, Janine, Jordan, and Lisa own a food distribution 

company, Foodie. They each have a 25% ownership 

stake since all four were original company founders. 

The company is worth $4 million according to a recent 

valuation. Therefore, each owner’s share is worth $1 

million. 

 

Jordan dies unexpectedly in a boat accident, leaving his wife Sherri and two 

young children. Sherri doesn’t work so she needs the value of Jordan’s shares. 

The following represents scenarios based on differing insurance structures to buy 

Jordan’s shares. 

 

Worst case: No insurance 

The surviving shareowners must borrow or use personal savings to come up with 

$1 million to buy Jordan’s shares from Sherri.  

 

What happens when there is criss-cross Insurance 

The idea with criss-cross insurance is that at the time corporate shares are 

issued, insurance coverage is taken out by all owners on each other. The death 

benefit received by each is pooled to equal the total of each shareowner’s share 

value. The shareowners and the company complete a buy-sell agreement that 

requires the surviving shareowners to purchases the shares of the deceased 

shareowner, usually at fair market value. 

 

The danger lies in the independence each partner has in paying premiums and in 

receiving the death benefit. If premiums are unpaid by any partner to the 



	 55	

arrangement, and that policy lapses, the death benefit received by the remaining 

partners will be inadequate and they must address the situation with the partner 

who has not earned his or her share of the buy-out. 

 

There is also an ability to increase coverage to keep pace with an increase in the 

value of the company through a guaranteed insurability rider on each life insured. 

The rider allows coverage to increase without proof of insurability. 

 

In the case of Foodie: 

• Ted acquires a 10-year renewable term insurance policy, with a face 

value of $350,000 on each of Janine, Jordan and Lisa. Ted pays the 

premiums and is the beneficiary. (The sum of $350,000 on each equates 

to $1,050,000 when each owner acquires the same amount of coverage: 

3 x $350,000 = $1,050,000. This sum is $50,000 more than needed but 

the owners agree that the extra $50,000 can be used to hire a 

replacement for the deceased partner.) 

• Janine acquires a 10-year renewable term insurance policy, with a face 

value of $350,000 on each of Ted, Jordan and Lisa. Janine pays the 

premiums and is the beneficiary. 

• Jordan acquires a 10-year renewable term insurance policy, with a face 

value of $350,000 on each of Ted, Janine, and Lisa. Jordan pays the 

premiums and is the beneficiary. 

• Lisa acquires a 10-year renewable term insurance policy, with a face 

value of $350,000 on each of Ted, Janine, and Jordan. Lisa pays the 

premiums and is the beneficiary. 

 

When Jordan dies, each partner is the beneficiary of a policy that pays $350,000. 

Together, they pool the death benefit, a total of $1,050,000, and are able to pay 

Sherri $1 million for Jordan’s ownership interest. 

 

What happens when there is trusteed criss-cross Insurance 

Using a trustee defeats the inherent risk of straight criss-cross insurance. The 

trustee ensures that premiums are paid and the death benefit is used as intended 

to buy out the value of the shares of a deceased. 
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A trust is established and the trustee buys one policy on each of Ted, Janine, 

Jordan, and Lisa in the sum of $1 million. The trustee is the policy owner and 

beneficiary of every policy. The owners are beneficiaries of the trust.  

 

When Jordan dies the $1 million death benefit is paid to the trustee, and 

distributed to his estate in return for his shares. 

 

What happens when a promissory note is used 

A promissory note is a form of contract. It is evidence of a debt owed to a lender 

by the borrower. The note promises to pay an agreed sum on a certain date or a 

certain event. Therefore, in this instance, a promissory note is issued by each 

shareowner to each of the other shareowners.  

 

The buy-sell agreement requires each surviving shareowner to purchase the 

shares of a deceased shareowner at their fair market value. 

 

Foodie takes out a policy on each of Ted, Janine, Jordan, and Lisa with a $1 

million death benefit. The company is the beneficiary of each policy. 

 

At the time of Jordan’s death, Foodie receives the death benefit and pays a 

dividend from its capital dividend account (CDA) to each of Ted, Janine, and Lisa. 

The CDA is a notional account that allows the corporation to transfer sums to 

shareholders tax-free in the form of capital dividends. They use their dividend to 

retire the promissory note. 

 

The dividend is an amount that represents policy proceeds minus the adjusted 

cost basis of the policy. (Policy proceeds must be reduced by ACB to avoid tax 

penalties.) 

 

What happens when there is a corporate redemption 

Foodie takes out a policy on each of Ted, Janine, Jordan, and Lisa with a $1 

million death benefit. The company is the beneficiary. 
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When Jordan dies, Foodie buys the shares from Jordan’s estate. 

 

Proceeds Through Leverage 

Instead of using a less costly term policy, Foodie acquired universal life policies 

on each shareowner when shares were issued. Ted wants to retire so a collateral 

assignment is made of the policy on his life to the Bank of Northern Canada. It 

issues a loan up to 90% of the cash value in the policy due to the guaranteed 

investments in the policy. Interest is charged and added to the loan balance. Ted 

receives the loan as tax-free income.  

 

When he dies, the death benefit is paid to the Bank, which it uses to repay the 

loan plus interest. Any excess flows to the capital dividend account of Foodie. 

 

What happens when there is split-dollar funding 

The owners of Foodie hired Jules three years ago, and he has single-handedly 

moved the company into new profitable products and markets. The company 

would face a significant setback if Jules no longer worked for Foodie. 

 

Foodie and Jules become joint owners of a universal life insurance policy that 

names Jules as life insured. Foodie’s portion of the premium is equivalent to the 

net cost of insurance on Jules’s life. Jules’s premium contributes to the cash 

value that accumulates in the investment account of the policy. 

 

Jules’s death triggers payment of the death benefit to Foodie; it uses the money 

to begin the search process for Jules’s replacement. 

 

Disability Buy-Out 

Each of the four owners of Foodie is covered by disability buy-out insurance with 

an own occupation definition of total disability. When Ted falls off a roof he 

breaks his back and both legs. He meets the requirement for total disability. 

Fourteen months after the accident the buy-out is triggered. Ted is entitled to 

receive $1 million; the sum is paid as $250,000 in a lump sum and the balance in 

installments. Ted does not pay tax on the amount he receives. 
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Business Overhead Insurance 

The owners of Foodie explore business overhead insurance for their company. 

They learn that they will not qualify because it is very likely all four would be 

disabled simultaneously. If any one owner --- or even two owners --- were 

disabled at the same time, the other three or two would be able to carry on and 

generate revenue for the business. For the same reason, the owners do not 

qualify for business loan protection disability insurance. 
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Just the Facts 
 

• A review of life insurance for business owners establishes: 

o The incontrovertible need for a buy-

sell agreement among partners; 

§ The agreement must be kept 

current with the deletion of 

exiting shareowners and the 

addition of new shareowners. 

However, its formula for 

share value does not need to 

change. 

o A business owner has a responsibility to his business and its 

employees that depend on that business for their livelihood. Their 

life insurance needs can be met by a personal policy or through 

group coverage provided by the employer. Disability insurance can 

also be acquired through both channels. The owner, similarly, has 

a responsibility to his own family and, for this reason, he must 

acquire personal life and disability insurance. He may also be 

covered in a group policy, but his greater needs dictate adequate 

personal insurance. 

o Coverage for a key employee is crucial. In some situations, a 

business is built on the skills of the key employee --- although the 

business owner may be unaware of the influence of that employee 

or in denial of his or her import. Be realistic about the contribution 

of others and what their absence could mean. Then, see that they 

are treated fairly (who knows? Someday they might be the 

business owner who needs insurance.). 

 

• Finally, there may be resistance to the need for insurance especially in 

the early days of company incubation. This resistance may simply be 

based on a lack of knowledge of what the business needs to ease future 

retirement, death or buy-out. Make knowledge of what-if situations known; 
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your business owners are smart and they are risk-takers but they simply 

may not know how to deal with partners, and the ultimate risk they run of 

losing control of their company if insurance is not available when it is 

needed. 


