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Counselor’s Corner 
by Terri Getman, JD, CLU, ChFC, RICP AEP(Distinguished) 

Key Person Coverage: A Place to Start with Business Owners 
Situation:  In my work with business owners, I’ve often noticed 
financial advisors leading with buy-sell/business succession 
planning. Having a succession plan in place protects the owner’s 
family in the event of an untimely death, but for relatively new 
businesses or younger business owners such a conversation 
may fall on “deaf ears.” Even with more mature businesses and 
business owners the time involved with determining the form of 
buy-sell structure, getting multiple owners to agree, and visiting 
an attorney to draft the agreement may test the patients of the 
business owner as well as the financial advisor. Consequently, I 
usually suggest starting with key person coverage. 

Why start with key person coverage? First, it’s an easy concept 
for financial advisors to explain and for the business owners 
to grasp. Also, it’s easy to implement, not requiring detailed 
analysis or legal documentation. Most importantly, the coverage 
can serve as a placeholder – giving the client protection while 
taking the necessary time to determine and establish the 
appropriate buy-sell arrangement. Once the appropriate buy-
sell arrangement is determined the coverage can be repurposed 
for other uses, including buy-sell, or maintained as key person 
coverage. 

It’s this author’s opinion that key person coverage should 
normally be the first form of life insurance acquired by a 
business. Consequently, I’ve had numerous conversations 
with financial representatives and client’s tax and legal advisor 
regarding the following questions:  

•	 Who should be the policy owner and beneficiary of a 
key person policy?  

•	 How is a key person’s value (and thus the policy face 
amount) to the business determined?  

•	 What are the primary tax considerations? Are 
premiums tax deductible?

This Counselor’s Corner addresses these, and other questions 
associated with key person life insurance.

Solution:  When the financial future of a business is dependent 
on the specialized skills, knowledge, or influence of a person 
or persons, the business should seriously consider acquiring 
insurance to help cover its potential loss at the death of such 
individual. Such insurance coverage is usually referred to as key 
person life insurance. 

A key employee can be either an owner or an employee. What 
distinguishes someone as a key person is that his or her loss 
would severely impact a business until a replacement could be 
found and trained. Many businesses, especially those that are 
small or medium sized, depend on the skills and talents of one 
or more key individuals for their growth and continued success. 
In fact, some companies could not survive if a key person 
suddenly died. Situations when a business and its owners should 
consider buying key person coverage include:

•	 The business needs to secure a loan. Many banks and 
venture capital groups insist on key person insurance for 
one or more members of the management team when 
lending to a new business or venture. The lender may ask 
that it be named “beneficiary on the life insurance policy.” 
However, a better approach may be to have the business 
be the beneficiary with a collateral assignment of the 
death benefit to the lender. That way, as the loan principal 
is reduced, the lender will get that portion of the death 
benefit equal to the debt with the balance going to the 
business. If the lender is named beneficiary of the entire 
amount, it may receive a death benefit larger than the 
current amount of debt.

•	 The business is carrying a large debt load. Even if the 
lender does not require life insurance on key executives for 
a business to obtain a loan, it may be wise for the business 
to consider insuring those key executives. That way, if one 
of the key executives dies, all or a portion of the loan can be 
paid off at the death of the executive.

•	 An individual brings in more than his or her share of sales 
or clients to a business. Sales organizations often have one 
or two key salespeople who generate a large share of a 
company’s sales. If one of these salespeople were to die, it 
could seriously affect the profitability of the business. 
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A well-known attorney who attracts major corporate clients 
or major cases to a law firm is another example of a key 
person contributing more than his or her fair share to a 
successful business.

•	 A key person has a unique talent that would be difficult to 
replace. Often, a business has an individual employee who 
brings a unique talent or perspective to a business that helps 
set that business apart from its competitors and contributes 
immensely to its success. As stated earlier, it could be a 
person who has the talent and creativity to develop new and 
profitable products. Or it could be a person who has a unique 
ability to motivate salespeople.

Individuals with different but complementary talents often 
join forces to start a business. One could be a financial whiz 
and able to obtain major financing while the other is equally 
talented in marketing. The business would likely suffer 
greatly if either of these individuals died. Key person life 
insurance – in addition to life insurance to fund a buy-sell 
agreement – could be important to the future of 
the business.

•	 A larger company buys out a smaller successful business. 
The larger company often recognizes the founder(s) of 
the smaller company or another key person within that 
company as being a key element to the continued success 
of the company after the acquisition. The retention of key 
customers of the smaller company and/or the retention of 
employees may depend on the figurehead of the smaller 
company remaining. If that person were to die, it could 
mean the loss of a customer base or a mass exodus of 
employees. Key person life insurance can help mitigate the 
loss associated with such an event.

There are certainly other situations where the purchase of key 
person life insurance is worth considering. For example, a key 
person could be a top salesperson or sales trainer; an engineer, 
scientist, or programmer that is responsible for the development 
of new products; a person who has many industry contacts that 
help bring in business; or an individual whose financial expertise 
is the key to the business’s ability to borrow money. The loss of 
any of these individuals could be devastating to a business. The 
bottom line: any employee whose death could negatively affect 
the viability and/or profitability of a business is a candidate for 
key person insurance. 

Who should be the policy owner and beneficiary of a key 
person policy?  Under most circumstances, the business should 
be the owner, premium payer, and beneficiary of the policy 
purchased on the key employee. The goal is to have the business 
receive an influx of cash at the death of a key person to help 
stabilize the business until a new employee can be found, hired, 
and trained. Not only does key person coverage assure that there 
will be cash available to help hire a replacement or to pay down 
loans; it also helps to instill confidence in employees and creditors 
that the business will continue. Employees will be less likely to 
leave, and lenders will be less likely to call in a loan. 

Where the key person insurance is being acquired as security for 
a loan, periodically the lender will ask to be a “beneficiary” of 
sufficient proceeds to paydown, or off the loan. Instead of naming 
the lender as a policy beneficiary, the policy the better practice 
is to make the policy subject to a collateral assignment to the 
extent of the loan with the balance of the policy proceeds going 
to the business. With this structure the lender actually has more 
protection because the owner can always change the beneficiary 
while a release of a collateral assignment requires the consent of 
the lender.

If the business is a sole proprietorship, since there is no separate 
legal business entity, it’s possible for the sole proprietor to be 
the owner and the beneficiary of a policy on a key employee. 
However, it’s likely that you will need to include a cover letter 
explaining the relationship and the reason for the coverage 
where the coverage is on someone other than the sole proprietor. 
Where the sole proprietor is the key person being insured at 
least one carrier has called this form of coverage “personal key 
person” coverage. 

How is a key person’s value determined? How much insurance? 
Once a key employee is identified, the next step is to assess the 
impact his or her death would have on the business to determine 
the face amount of insurance coverage needed to help protect 
the business. The amount of insurance coverage should reflect 
the estimated monetary loss the business would suffer from 
the death of the key employee. It is difficult to set up a definite 
formula whereby the value of an employee to his or her company 
can be easily determined. Varied approaches exist to estimate 
the monetary loss to the business. In absence of documentation, 
the method most frequently used by underwriters to determine 
whether the face amount requested makes sense is based on 
either a generic multiple of the key employee’s “income” or a 
percentage of an existing debt. 
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For key employees, W-2 compensation is often only a portion 
of their income. Perks such as stay bonuses, stock options, 
and benefits such as nonqualified plans can often be included. 
When the key employee has an ownership interest in a business, 
distributions by S corporations and guaranteed payments by 
partnerships or LLCs may be included. In a new startup business, 
key employees often take a decrease in income in return for an 
interest in the business. When this is the case, historical income 
records may be more reflective of their value. Often, coverage 
equal to five to ten times income can be justified. 

If the purpose of the key person coverage is in part to cover 
a business loan, the amount of the loan is a major factor in 
determining the amount that will be issued. Another determining 
factor is whether the key employee has personally guaranteed 
the debt. Generally, coverage is limited to 60-80% of the 
outstanding debt.

Coverage can be justified beyond the normal income multiple or 
percentage of debt guidelines, but documentation that supports 
the coverage requested needs to be provided. In this respect, 
documentation such as tax returns and a detailed bio reflecting 
experience, education, specific talents, and skills along with a 
discussion of how the amount requested was determined should 
be discussed in a cover letter.

What are the primary tax considerations? Are premiums tax 
deductible? The Internal Revenue Code (IRC) provides that no 
deduction is allowed for premiums paid on a life insurance policy 
covering the life of an officer, employee, or any person financially 
interested in the business where the business is directly or 
indirectly a beneficiary of the policy.1 Since a business is usually 
the owner and beneficiary of a key person life insurance policy, 
the premiums paid by the business are generally not deductible. 
Furthermore, the premiums paid by the business are generally 
not taxable income to the employee.

In general, life insurance proceeds paid by reason of the death 
of the insured are exempt from income tax under IRC § 101(a). 
However, there are situations where the death proceeds from a 
key person policy might be subject to income tax. 

One situation where the proceeds could be subject to income tax 
is under IRC § 101(j). This section provides that death proceeds 

from employer-owned life insurance contracts issued after August 
17, 2006, will be taxed as ordinary income to the extent the 
amounts paid under the contract exceed premiums and other 
amounts paid by the employer. At first glance, this provision 
seems to negatively impact key person life insurance. 
Fortunately, the rules also provide that, if certain notice and 
consent requirements are met before policy issue, and if certain 
exceptions apply, death benefits can still pass income tax free. 
 
One of the exceptions provides that death benefits will not 
be taxable if the insured qualifies as a director or is a highly 
compensated employee or a highly compensated individual at the 
time the policy is issued. The term highly compensated employee 
is defined as an employee who was a 5 percent owner of the 
business at any time during the preceding year or who received 
compensation exceeding a specific amount during the preceding 
year ($115,000 if the preceding year is 2013 or 2014, indexed for 
inflation in future years.) The term highly compensated individual 
is defined as an individual who was one of the five highest-paid 
officers or individuals who are among the highest-paid 35 percent 
of all employees.

Normally, a key employee will qualify as either a highly 
compensated employee or a highly compensated individual under 
this exception. Thus, the key to avoiding tax on a key person life 
insurance policy under this section is to follow the notice and 
consent requirements.

Finally, a key-person life insurance policy may have estate tax 
consequences when the insured is also an owner in the business. 
This can occur since the gross estate of a business owner includes 
the value of his or her interest in the business.2 Life insurance 
proceeds paid at the business owner’s death and received by the 
business are considered in valuing his or her business interest. 
However, it should be noted the proceeds do not necessarily 
increase the value of the business on a dollar-for-dollar basis 
since the business has also lost the value of its key employee.

In Summary. The continued success of a business depends on 
its key people. Key person life insurance is an important risk 
management tool. The annual premium cost for a key person 
policy is a small price to pay in comparison to the potential loss 
that a company could suffer at the death of a key person.

Securities and Insurance Products:  
Not Insured by FDIC or Any Federal Government Agency. May Lose Value.

Not a Deposit of or Guaranteed by Any Bank or Bank Affiliate.

This material has been prepared to assist our licensed financial professionals and clients’ advisors. It is designed to provide general information in 
regard to the subject matter covered. It should be used with the understanding that we are not rendering legal, accounting or tax advice. Such services 
must be provided by the client’s own advisors. Accordingly, any information in this document cannot be used by any taxpayer for purposes of avoiding 
penalties under the Internal Revenue Code

1IRC § 264(a)(1).
2Reg. § 20.2031-2(f).


