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Keyman Insurance

Business people generally accept that they need to insure their material business assets.  As a result buildings, contents, vehicles and work-in-progress are all normally insured against a range of mishaps: fire, theft, accidental damage and so on.

However, many business people often overlook how their success also depends on a number of key individuals.  It is quite normal to find that they have not thought of insuring the human assets of the business.

Keyman Insurance can be used to address this problem.  Keyman Insurance is not an insurance product in itself.  With Keyman Insurance, a business uses normal standard insurance policies to protect itself against the financial loss that might result if key people die or become seriously ill.  The insurance benefit is normally paid to the business.

The Need for Keyman Insurance
There are several problems that may affect a business if it loses one of its key individuals as a result of serious illness or death.

Financial Implications

For each business the problems will be different, but with one common factor: the business must attempt to continue without the experience and expertise of its key individual.  This can lead to longer-term financial implications:

· Profits may fall.


· Creditors may no longer be prepared to offer the same facilities during a period of instability.


· The bank may cancel overdraft facilities or ask for loans to be repaid.


· Finance for new ventures or planned expansion may be less easily available.


· If profits are falling it may even become more difficult to meet commitments to existing loans or overdraft payments.


· The company may have to repay a loan that the key individual has made to the company.


· Loans may need to be refinanced where the key individual was a guarantor.

This list is not exhaustive.  It is important to consider all the practical effects of losing a key individual to your particular business.

Recovery Time

The illness or death of a key individual could have a direct impact on business profits.

· Future developments or projects may be delayed or even shelved altogether, especially if the key individual was involved in them.


· Important business contacts may be lost.


· Existing contracts could be lost.


· Production and delivery deadlines may be more difficult to meet which could lead to loss of goodwill among customers.


· Staff morale may suffer.

Replacement Costs

When a company loses a key individual, a replacement will need to be recruited.  This may involve headhunting and agency fees that may range between about 15% to 30% of the individual’s salary.  It will generally take some time for the new person to:

· Settle in to the job,


· Be as effective as his or her predecessor, and


· Start making a significant contribution to turnover and profits.

This may even be the case where the position is filled by internal promotion.

Identifying the Key People in a Business

The identity of the key people in any particular business is affected by:

· The type of business, and


· The role of the people within that business.

The Type of Business

Sometimes, who the key people are will depend on:

· The size of the business,


· The kind of business transacted, or


· Special projects which have a time limit.

While any business may have a need for Keyman Insurance, the following are examples of situations where people are particularly essential:

New companies 

Several people may have combined their specialist skills and abilities in forming the new company.  The profits, especially in the early months and years, may depend upon each person fulfilling a particular role.  If anything happens to one person, the whole enterprise could collapse before it has really started.


Management buy-outs or buy-ins

Managers who are considering a buy-out or buy-in are generally key to the success of the enterprise.  Financial backers could demand that Keyman Insurance be taken out to cover their capital investment – even at the negotiating stage. This insurance only covers borrowing.  It does not solve the real key individual problem that also needs to consider the potential problem of lost profits.

Manufacturing companies 

Capital is often tied up in specialist equipment.  Technical experts are needed to oversee its operation.

High technology 

High-tech companies are likely to employ people with specialist skills.  The products are often dependent on the research and development abilities of these specialists.

Trading companies 

Key sales people may have developed relationships with customers that could be critical to the flow of continuing business.

The roles of the people within that business

Any individual with specialist skills, knowledge or contacts may be a key individual because the business could suffer financially if those talents and abilities were suddenly lost.  Some examples are:

The shareholder director 

A shareholding director who controls the company may be treated by customers, suppliers and banks as the person who is the company.

The sales director 

The sales director may have worked over the years to build strong relationships with customers.  The customers’ main contact with the company could be that key individual.

The financial controller 

The financial controller may have developed a good rapport with the bank, with other lenders and with creditors.  Their death may damage their confidence in the company.

The purchasing director 

The purchasing director may be the person who has secured a range of special deals with the various suppliers.  Someone new may have to re-establish these arrangements.

The production director 

The production director is the person responsible for producing a quality product, meeting deadlines, and ensuring prompt delivery.

Technicians, research personnel, designers 

Technicians, research personnel, designers are those who are helping to shape the company’s future direction.

In short, a key individual is anyone whose loss would affect the company’s ability to maintain its turnover and generate the same amount of profits.

Size of Business

The smaller the business, the more likely it is that it depends on a small number of key people.  Its survival will probably be essential to them as individuals, as well as to their families, because:

· It is their main source of income,


· They have probably invested time, finances and effort in it, and


· They may have funded a business out of their own resources.  For many, this commitment includes using the family home as security for loans or overdrafts.

Calculating the Amount of Cover

It is not easy to put a monetary value on the contribution made by a key individual.  In trying to assess how much it would cost to replace them and what would be the likely loss of profits, the following issues should be considered:

· The present cash position.


· The level of profits in the recent past, and the projections for at least the next year.


· The effect on profits if the key individual died or suffered a serious illness.


· The cost of recruiting and introducing a replacement.


· The delay before the replacement settles in and begins to make the same contribution to profits.


· The potential loss if the key individual is working on a special project at the time of death or disability.


· The loans that could be recalled on the key individual’s death or disability.

The Main Approaches

The two main ways of calculating the level of cover needed in Keyman Insurance are:

· Multiple of salary, and


· The proportion of profits formula.

Multiple of Salary

The multiple of salary basis came originally from North America, where the concept of Keyman Insurance began, and where it is still the one most widely used.  The key individual’s salary is multiplied by an agreed factor, normally by five times but sometimes by ten.  Although it is simple, this approach has its drawbacks.

· Salary alone may not be a true reflection of the person’s total earnings.  Other benefits, such as pension contributions and share incentive schemes, can increase the total remuneration package substantially.  However, the formula can be modified to reflect total earnings.


· A salary does not necessarily show an individual’s true value to the business.  The normal multiple may not be the right level for directors who can set their own remuneration which may be artificially high or low.


On the other hand, a key individual may accept a reduced level of earnings if the business is new or going through difficult trading conditions.  In that case it may be appropriate to increase the normal factor.

· Salary does not allow for the time factor.  A key individual who is nearing retirement may be worth less to the company than an employee or director who is rather younger.

Overall, this is a reasonable way to work out the cost of replacing someone.  However, it is less suitable for protecting against loss of profits, because the multiple is only loosely related to the key individual’s contribution to profit.

Proportion of Profits Formula

The proportion of profit formula takes into account the key individual’s salary, annual profit, and the time it would take to replace them.  Sometimes a proportion of turnover is used instead of profit.

The normal formula is:

key individual’s salary    x     Profit for last year     x    Number of years to replace

Total salary bill




                 key individual

This is an apparently more scientific approach but it requires caution for various reasons:

· The profit figure used in the calculation could be profit either before or after tax.  The pros and cons are as follows:-

· The net profit is a good reflection of the performance of the business.  However, it is not unusual to find that a company is showing a low net figure for tax reasons.  The net profit figure does not allow for fixed expenditure (rent, rates, salaries, etc) which still have to be paid after the key individual’s death.


· The gross profit better reflects the business profit lost on the death of the key individual.

· The formula includes a salary figure, and therefore involves the same difficulties as the multiple of salary basis.


· It may be difficult to determine the time factor, as many costs need to be taken into account, in particular loss of profits, recruitment and the training and the settling in period.

Suitable Policies
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Suitable Policies

There is no hard and fast rule about which type of policy will be most suitable, it will depend on each persons individual circumstances.  It is important to understand:

· The features of the various plans,


· The options that may be offered, and


· The advantages and drawbacks of each type of contract.

Term Assurance

Term assurance may seem the automatic choice, especially where the key individual is working on a short-term project, or where the company is expanding rapidly.

It may also be suitable for a new company, which may not be able to afford any other kind of life assurance.  The major problem is selecting the appropriate term.

Convertible term assurance allows the company to convert to a more permanent form of contract, without evidence of health, when more funds are available to pay the extra premiums.

Renewable term assurance would normally be taken over a period of five years, after which the cover may be renewed for a further five years without any further medical evidence.

The Disadvantages of Term Assurance

The main disadvantages are that:

· Policies may not offer protection against inflation, so that the value of the sum assured may decrease in real terms.  In practice, a key individual’s value to the company is likely to increase over the years.


· A few policies increase or are increasable at a fixed rate, or in line with the Retail Prices Index or the Average Earnings Index.


Flexible Whole of Life Policies

Flexible whole of life assurance may be more appropriate where:

· The key individual is likely to be important to the business over a longer period, or


· The key individual is expected to make a significant contribution during his or her working life.

Flexible whole of life cover normally has more facilities for increasing cover on an annual basis or on other events compared with term assurance.

Main Issues

Some of the issues to consider are as follows:

· A cash value may build up within the plan, which, it is sometimes argued, could be withdrawn later and used when the cover is no longer required.  It could be used to pay a cash sum to the individual on retirement as a golden handshake, or to help with the costs of recruitment if the key individual leaves the company. 


· There is the flexibility to alter the balance between protection and investment within the plan. Life cover can be arranged anywhere on the scale between minimum and maximum and may be altered anytime between the two. Any increase in cover normally needs a declaration of health, which should be borne in mind before making any temporary reduction in cover.  In practice, many businesses take out policies on a maximum cover basis to minimise the overall costs.


· There is a plan review facility.  The first review takes place after ten years and then usually at five-year intervals afterwards.  Therefore the company cannot be certain from the outset what the full cost will be, unlike the position with most term assurance.  At review time, the life office would decide whether the cover could be continued at the same level and for the same premium.  If the cover has been set at the middle of the scale or below, it can usually be maintained without an increase in the rates.  Anywhere near the maximum and the policyholder is usually faced with two choices: either

· Reduce the sum assured and keep the same premium, or


· Pay a higher premium to maintain the cover at the same level.

Any gains will be counted as part of the company’s income and therefore liable to corporation tax.  The taxable gain would be the excess of the surrender value at the date of surrender or death over the premiums paid.


If the key individual leaves the business, e.g. he or she resigns or retires, and a surrender value is available, the company could take one of a number of actions:


· Make the policy paid-up.


· Surrender the policy.


· Maintain the policy by continuing to pay premiums.


· Assign the policy to the key individual for his or her own use.  This may be a way to reward the key individual on retirement. The assignment of the policy would be treated as a benefit to the employee or director.  Income tax would be payable by the employee on the value of the policy.  Conversely, the company would get tax relief on this sum.

Standard or Maximum Cover

Life cover in key individual whole of life policies could be set at the standard level.  This would help avoid any large premium increases in future, and at the same time provide a larger potential cash value.  But standard cover means higher premiums.  These could be more than the company wants to spend.

Opting for maximum cover means there is a possibility of higher premiums at the ten-year review.  However, ten years is a long time in a business context and profits should have increased over the years to justify the increase in premiums.  Another way of looking at this is to treat flexible whole of life as virtually a ten-year renewable plan.

By taking out standard cover whole of life assurance, rather than maximum cover, the company is building up reserves in the policy for future use.  The tax treatment of the underlying investment element is as follows;

· A UK life office’s funds are subject to a maximum of 20% tax on reinvested interest and 10% on new UK dividend income and basic rate on other income and capital gains.  No further tax is payable on UK dividend income.  No credit is given to a company for this when the policy is cashed.  Any profit is taxed at the company rate.

In some cases, flexibility can be provided by policies where the insured can be changed while maintaining the policy.  A change of life assured will be treated as one policy stopping and another one starting.

Writing the Policies
[image: image4.png]



CLAY ROGERS & PARTNERS LTD

Making Business Insurance Simple

Writing the Policies

Policies written for Keyman Insurance should be written on a life of another basis.

· The company is the proposer, and owner, and


· The life assured is the key employee.

Should the key employee die, the benefits will be paid to the company.

Tax Position
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Tax Position

The choice of plan type is often affected by the tax rules governing different types of Keyman Insurance.

Corporation Tax Relief

The corporation tax position is not straightforward, because there is no direct legislation on the subject to key individual policies.  The principles were set out in 1944 by the then Chancellor of the Exchequer, Sir John Anderson.  In answer to a parliamentary question, he made the following statement:

The general practice in dealing with insurance by employers on the lives of employees is to treat the premiums as admissible deductions, and any sums received under a policy as trading receipts if;

· The sole relationship is that of employer and employee.


· The insurance is intended to meet loss of profit resulting from the loss of services of the employee; and


· It is an annual or short-term insurance.

Cases of premiums paid by companies to insure the lives of directors are dealt with on similar lines.

The Rules for Obtaining Tax Relief

The broad general position is that:

· Tax relief is given on most term assurance premiums.


· If tax relief is given on premiums, the benefits are generally taxed.


· Tax relief is not normally given on the premiums to any other type of policy.  This is because they are treated as building up a capital sum.

The treatment depends on the facts of each case, and the practice of local Inspector of Taxes can vary.  Every company proposing to take out a key individual policy should find out the tax treatment of premiums from its own Inspector, before completing the arrangement.

General Considerations

· A Company cannot simply decide not to claim relief on premiums in the hope that there will be no tax on the proceeds.  Relief on the premiums depends on their allowability as a business expense.  This is not affected by whether the expense is actually claimed or not.  Similarly, the benefits will be treated as a trading receipt if they are treated as replacing profits.


· The Inland Revenue may even tax the proceeds of a policy that was not allowed relief on the premiums.  This is a fairly rare event but it is possible for them to treat the benefits as trading profit and tax them as such.

The Conditions for Tax Relief on Premiums

Sole Relationship

The sole relationship between the company and the life assured must be that of employer to employee.  Working directors are employees for this purpose.  If the life assured has a significant shareholding in the company, tax relief may not be given.  A significant shareholding is generally one over 5%.

Loss of Profits

The purpose of the insurance must be to meet profits lost from the death or critical illness of the key individual.  The sum assured has to be reasonable in relation to the probable loss of profits.

· If the policy were taken out as security for a loan, the premium would be disallowed, because it is not to replace profits.


· Any policy with a surrender value would not qualify, because a part of the premium goes towards investment.  This would also apply to whole life policies, including unit-linked whole life policies taken out on a maximum cover basis.


· No relief may be given on premiums to convertible term policies.  Conversion options mean that there is a purpose other than loss of profits on death.

The ‘Wholly & Exclusively’ Test

To be treated as a business expense, the premiums must be ‘wholly and exclusively laid out or expended for the purposes of the trade’.

The following are examples of where tax relief may not be given because of this test;

· If the life assured has a significant shareholding in the company the test fails, because the policy is partly for the life assured’s own benefit.


· There will be no tax relief where a parent company insures a key individual in a subsidiary or associated company.  In this scenario, there would probably also be difficulty in establishing insurable interest.

Short-Term Assurance

For the premiums to be allowable, the policy must be an annual, short-term assurance.

· Single premium policies, unless for one year only, would not qualify.


· Generally speaking the maximum term should be about five years.

The premiums for short-term insurance are most likely to be allowable, but if they are not renewable there could be a problem if the person’s health deteriorates.  However, a renewal option brings into question whether the local Inspector of Taxes will accept the policy as short-term.

Other Tax Aspects

Consequences of Proceeds being Taxable

If the proceeds are likely to be taxable, it may be worthwhile to arrange for the sum assured to be payable by several annual instalments.  This might coincide with the gradual emergence of the loss of profits and could be worthwhile if it kept the company’s profits within the limit for:

· The small companies’ rate of tax (upper limit £300,000); or


· The marginal rate of tax (upper limit £1,500,000).

Inheritance Tax Implications

When a key individual dies, the proceeds of a key individual policy could increase the value of the company because of the cash influx.  Business property relief may not be fully available on the shares, because the company is cash rich at that time.

While life cover can be arranged outside the company, for example by an own-life policy under trust, it is important to remember:

· Keyman Insurance is meant to provide a company with cash to carry it over a difficult time, and


· It could be argued that the valuation increase arising from the cash influx merely balances out the decrease because of the loss of one of the key individuals.

Policies Taken Out on or After 14 March 1989

The taxation of life assurance policies held by companies was substantially changed by the Finance Act 1989, Schedule 9.  The new provisions also apply to policies held on trusts created by a company, or held as security for a debt owed by a company.  The situation is now as follows:-

· The definition of a chargeable event is now the same for both a qualifying and a non-qualifying policy.  Virtually all payouts are therefore chargeable events.


· If the chargeable event results in a chargeable gain, it is treated as income of the company and is subject to corporation tax.  This only applies to accounting periods beginning after 31st March 1989.  Unlike individuals, companies obtain no credit for the basic rate tax paid on the underlying UK life fund; the whole gain is taxed at the company’s corporation rate tax.


· This rule will apply only if the gain is not otherwise chargeable.  It will generally only apply to endowment and whole of life policies.  It does not apply to key individual term policies, benefits of which will still generally be taxable in full (not just on the gain) because they are ‘otherwise chargeable’.


· Special provisions apply in certain cases to exempt from charge qualifying endowment policies used as security for a debt owed by the company.

Permanent Health Insurance 

and 

Critical Illness
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Permanent Health Insurance and Critical Illness
Permanent Health Insurance (PHI)

PHI is intended to pay regular sums to the company if the key individual is absent because of illness or injury.  Working out the level of cover can be as difficult for permanent health insurance as for life assurance.

Multiple of Salary

A policy may simply meet the cost of replacement.  This may be an acceptable way to pay for a temporary replacement, but does not take account of the effect of the key individual’s absence on profits.  To calculate the level of cover needed, a multiple of the key individual’s salary could be used – usually up to twice salary.  This could pay the salary or fees of a replacement, and compensate for lost profits during absence.

Proportion of Profits

Alternatively, the business could cover a proportion of gross profit.  This approach can only be used with any degree of confidence if the profit figures have shown a regular pattern.  The amount of cover needed for PHI is likely to be lower than for life assurance. There are several reasons for this, including:

· Even when the key individual is unable to perform full duties, he or she may still be able to act in an advisory capacity.  The effect of their absence on the company’s trading might not be felt so keenly.


· It is always possible that the key individual could return to work. If that is the case, some of the problems associated might not occur, especially loss of confidence by the bank or by creditors.


· As with individual PHI, the company should have an incentive to encourage the person to return to work, or at least to seek a replacement.  For this reason the cover should always be less than the income it is replacing.


· The term of benefit payments may be shortened, e.g. to a maximum period of five years.

PHI and Tax

Premiums on PHI policies for Keyman Insurance are normally allowed for tax purposes if the same criteria as for life assurance are met:

· The cover is short-term,


· The relationship is employer/employee; and


· The sum assured is paid to the employer to cover loss of profits arising from the key individual’s absence.


However, by their nature, the proceeds of a PHI policy are paid to the company as a regular income, and are therefore taxable.

Critical Illness

As with key individual life assurance, policies should be written on a life of another basis with the company as the applicant and the key employee as the life assured.

· The benefits will be paid to the company on diagnosis of one of the specified illnesses.


· If the critical illness policy is combined with life assurance, the sum assured is generally payable on the earlier of death or the diagnosis of a critical illness.


The payment of a substantial lump sum where a key individual becomes seriously ill may help where:


· There is a sudden need for additional cash, or


· Loans or overdrafts can be paid off to take pressure off the business at a crucial period.


· Funds are needed to ensure turnover is maintained.  It therefore provides valuable protection to the company.

Keyman Insurance and Loan Cover
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Keyman Insurance and Loan Cover

Strictly speaking, covering loans is not Keyman Insurance but it is quite often a reason why cover is being considered.

The issue of the sum assured sometimes leads to confusion between key individual and loan cover assurance.  It is not unusual to find that a company has insured its key people to the extent only of its financial commitment – the overdraft or the loan.

Often this is at the insistence of whoever provided the finance and may be mistakenly given the name of Keyman Insurance.

Premiums on policies taken out to protect against the possible recall of a loan are not allowable as a deduction against profits. If this purpose is included as one of several reasons for this cover, it may be advisable to have two separate policies:

· One for the repayment of loans, and 


· One for the actual key individual/loss of profits insurance.

This will distinguish between the two reasons for the cover and each policy will be treated separately.

Sickness and Accident Insurance

A less expensive way to provide cover for some of these risks is to take out sickness and accident insurance on the lives of key people.  The premiums are paid by the company and benefits payable to the company, with the same taxation results as for PHI.

Personal accident insurance involves a low outlay and pays defined benefits as a lump sum or an income for a defined period, usually up to two years.

Sickness insurance costs more than accident-only cover, but at a much lower cost than PHI, because the payments on sickness are only paid for a limited period, usually up to 24 months.

All sickness and accident contracts are annually renewable, so if a person:

· Has a disability,


· Becomes sick, or


· Has an accident,


the insurer may not offer terms at renewal.

This presents an obvious limitation with these contracts.  As the name suggests, accident insurance excludes cover for death from other hazards.

A compromise could be to take out sickness and accident cover plus PHI, with the PHI having a deferred period of say, two years.  This might be seen as providing adequate cover at a much lower cost than PHI alone with a minimum (four weeks) deferred period.
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