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Share Protection Insurance

Share protection insurance provides funds to buy the company shares if a shareholder dies or becomes seriously ill.  It is intended for private limited companies where there may be only a small number of principal shareholders.  Generally the major shareholders of such companies are also directors.

The objective of share protection insurance is two-fold:

· To ensure that funds are available to buy the shares from the shareholder or their estate so that the share value can be turned into cash.


· To ensure that these funds are paid to those people who want to buy the shares.

The Problems

Most shareholders leave their shares to their families at death.  It is often the case that the dependants are not connected with the business, and do not see any value in having the shares as opposed to the cash equivalent.  As a result, without proper planning, there can be serious consequences for the financial security of the business, and also the shareholders’ family.

Problems for Dependants

Whilst the family may have inherited shares in the company, it probably cannot insist on a regular income from the company either as earnings or dividends – especially if the deceased was a minority shareholder.  Earnings, in any case, may be hard to justify.


In the majority of cases, the family would almost certainly prefer a cash sum to the shareholding because it would provide greater financial security.


The family of the deceased may well have no interest in or aptitude for the business.


For most dependants, the only course of action would be to sell the shareholding.  But there may be no ready market for the shares and probably little chance therefore of getting a fair price.  A shareholding in a private limited company is generally worth very little to anyone except the other shareholders.

Problems for the Company

The colleagues of the deceased director may feel a moral obligation to look after the dependants; but this could put a considerable strain on the company at a time when finances are probably already stretched.  There is also the additional pressure because of the loss of their colleague who was possibly a key individual.


In nearly every case, the remaining shareholders will want to retain control of the company by buying back their former colleague’s shares.  This is unlikely to be an easy task at a time when the business is already suffering the effects of losing someone who was probably key to its success in the first place.


The remaining shareholders may not have sufficient financial resources to offer the full market value of the shares to the family.

Money set aside for other purposes may have to be used to buy the deceased’s shareholding.


If the necessary funds are not immediately available, borrowing might be one option, although it would place an extra financial strain on the remaining directors.  In any case, banks may be reluctant to lend money at a time when a shareholding director has just died.


The shares could be left in the hands of the deceased’s family; but the family may not be able to make a worthwhile contribution to the future success of the business and might prefer to take a cash sum rather than join the business.


If the deceased shareholder’s family finds a buyer from elsewhere, the shares could end up in the hands of someone who does not have the same objectives and business interests as the other directors.  The shares could even end up with a competitor in the same line of business.

Planning
Advance planning can ensure that the most advantageous position is achieved for both the family and the surviving shareholder/directors:

· The dependants will receive cash representing the full market value of the shares, and


· The surviving shareholders will retain control.

· There are three distinct elements:

· An agreement on how to transfer the shares,


· Insurance arrangements to provide the necessary funds to purchase the shares, and


· Documentation so that the surviving shareholders and dependants can receive the funds free of tax.

Calculating the Level of Cover

One of the main purposes of shareholder protection insurance is to ensure that on the death of a shareholder, the surviving owners of the business will have enough funds to buy their deceased colleague’s shares, and that the family is adequately compensated.

· As a general principle, the market value of each person’s shareholding should be covered.  The company’s accountant should be able to supply an estimate of the company’s value.  This is relatively simple in relation to tangible assets, but far more difficult for intangible assets such as goodwill.


· The policies should be reviewed regularly to take account of any changes in the value of the business, or any changes to the levels of individual shareholdings.


· The sum assured should only reflect the value of the shareholding to retain the commercial nature of the arrangement.  Any more may be taken to imply gratuitous intent.


· As with key individual cover, a financial questionnaire is normally needed for larger sums, typically over £250,000.  Audited accounts would certainly be required for sums above £500,000.

Unequal Premiums

Shareholders may have to pay different levels of premium because of variation in age and health.  If shareholders feel that it is unfair for some to pay higher premiums than others, they have a number of options.

· The company can pay the premiums.  The payments made on their behalf will generally be treated as extra salary for tax and National Insurance Contributions.


· The directors can be given a salary increase to cover the cost of the life policy, after allowing for tax.


· Flexible whole of life policies may be used with equal premiums but differing levels of cover between minimum and maximum depending on the director’s age.

Arranging for the

transfer of shares
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Arranging for the transfer of shares

There are several ways of arranging the transfer of the shares but for most companies:

· The surviving shareholders will buy the deceased shareholder’s shares and so retain control of the business.


· The personal representatives of the deceased will receive a fair commercial price for the shares if they are sold to the remaining shareholders.

Issues

The main issues when making the arrangements are:


· Any recommendations must be compared with what the company’s articles say about passing on shares.  They should not conflict.


· There must be prior agreement about the basis for calculating the purchase price of the shares.


· It is important to make sure IHT business property relief continues to apply.

Buy-and-Sell Agreement

All the shareholders enter into a buy-and-sell agreement.

· The agreement provides that the deceased’s heirs must sell their share of the business to the surviving shareholders, and that the latter must buy.


· The purchase price would be determined by a method of valuation previously agreed by the shareholders and written into the agreement, so that there are no disputes at the time of sale.


· The main advantage of such an arrangement is that everyone involved knows exactly what will happen in the event of a death.


· The main drawback is that business property relief for IHT purposes is lost.

Cross-Option Agreement

A cross-option agreement is sometimes also known as a ‘double-option agreement’.

· The shareholders of the business have an option to buy the shares from the estate of a deceased shareholder, and the estate has an option to sell the shares.


· Should either side wish to exercise their option, the other must comply.


· The agreement would specify a timescale for the options to be exercised normally within three to six months of death.


· The main advantage of this type of arrangement is that it retains IHT business property relief, as well as achieving the desired result for both parties.

Automatic Accrual

An alternative to buying and selling is for shareholders simply to leave the shares to their fellow shareholders in their wills.  Alternatively they could complete an automatic accrual agreement which does the same thing.  This would mean:

· Control of the company is in the hands of the survivors.


· The family of the deceased shareholder needs to be compensated, because the shares in the business do not now pass to them.


· Normally, the directors look after the family by taking out a life assurance policy on their own lives under trust for the benefits of their dependants.


· This simple approach has several drawbacks:

· If the business grows in value and the shares are worth more than the sum assured under the life policy, the dependants may think the life policy proceeds to be inadequate compensation.  They might fell within their rights to pursue a claim for further additional compensation.


· There could also be an IHT liability – although this problem may not arise while business property relief remains in its current form.


· There is also the danger that a shareholder could unilaterally change his or her will without telling the others.

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 shareholder’s 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 shareholder is only likely to hold the shares for a short-term, or where the company is expanding rapidly and the value of the shareholding is likely to change.

It may also be suitable for a shareholders in 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 shareholder 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 shareholding value is likely to increase over the years.


· 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 shareholding is likely to be maintained over a longer period, or


· The shareholding is expected to maintain a constant valuation.

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 purchase a shareholder’s options if these were to sold. 


· 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 shareholders 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 shareholder 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 shareholder’s income and therefore liable to Income 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 shareholder disposes of their shares, the shareholder could take one of a number of actions:


· Make the policy paid-up.


· Surrender the policy.


· Maintain the policy by continuing to pay premiums.


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
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Writing the Policies

The objective of the arrangement is to:

· Provide protection.


· Maintain some flexibility.


· Maintain tax efficiency.

Life of Another

This method is only relevant where shares are being bought and sold.  Each director can take out a policy on the lives of his or her co-directors.  Insurable interest is assumed if the sums assured are reasonable.  Where a shareholder/director dies, the others receive the benefits of the policies they have taken on that life.

The proceeds are generally used to purchase the deceased person’s shares from the beneficiaries under the will.  The remaining directors then own the business between them, and have no further obligation towards their colleague’s dependants.  The main advantage is that there is no need for a trust.  It ensures that all the shareholders pay premiums according to the benefits to which they will be entitled.

The main drawbacks are:

· The arrangement is not flexible.  It becomes very complicated where there are more than two individuals involved, and someone acquires a shareholding or disposes of one.


· The policies that the deceased person took out on fellow directors will pass to his or her estate, although they will be of most value to the surviving directors.


· The arrangement can become very unwieldy.  In a company with just four directors, there would be no fewer than twelve policies, as illustrated below:

A insures B, C and D – 3 policies
B insures A, C and D – 3 policies
C insures A, B and D – 3 policies
D insures A, B and C – 3 policies
                                      12 policies


This method is most suitable for companies where only a small number of shareholders are involved and the number is unlikely to increase, and where there is relatively little likelihood of changes to shareholdings.

Own-Life – In Trust

Each director takes out a life policy on his or own life for the amount of his or her shareholding, and places it in trust for the benefits of:

· The co-directors if the shares are to be bought; or 
   

· The family if an automatic accrual agreement is in place.


· The trustees could be the life assured together with:


· Fellow directors where they are also the beneficiaries, or


· The family or other trusted individuals.

Purpose

The purpose is to ensure that:

· The policy proceeds should pass to the appropriate people,


· No other person can have access to the funds,


· The proceeds are available quickly, and


· The proceeds are received tax-free.

For example, in a company with four shareholding directors, there would be only four policies, one on each life:

When one shareholder/director dies, the policy benefits are paid to the trustees and can then be paid to the beneficiaries either to.


· Finance the purchase of the deceased person’s shares, or


· Compensate the family for the fact that an automatic accrual agreement is in place.

The major disadvantage is that one director could pay much higher premiums than his or her colleagues could – for instance, if he or she is older or has health problems which cause a premium loading.

Shareholder Trusts

At first sight, it may be assumed that what is needed is a simple absolute trust where the policy is held by the trustees for named shareholders.  The drawback is that such a trust does not provide for future changes in the arrangements if shareholdings change.

Generally, a co-shareholder flexible trust should be used which can adapt to changes in shareholders in a flexible trust.

· The trustees have a power of appointment.


· They can give the policy monies to one or more of a range of beneficiaries who are named specifically in the trust or are identified as potential beneficiaries, all of whom will be director/shareholders to ensure commerciality.


· New directors may be included without the need to reassign the policies.

Changing the Trust

The shareholder trust can allow the policy benefits to pass to the settlor if he or she ceases to be a shareholder for any reason other than death.

The Inland Revenue has confirmed that the arrangement will not be treated as a gift with reservation of benefit for IHT purposes, despite the revert to settlor clause – provided that the entire arrangement is a commercial transaction.


If the trust continues in force once benefits have been appointed to the settlor the remaining trustees, i.e. the former co-shareholders, should probably retire and be replaced with new trustees.  Alternatively the trustees can assign absolute ownership to the settlor, who would then have complete control of the policy.


The following are general guidelines on how to show that the arrangement is purely commercial, reciprocal and excludes any element of gift:

· Normally all shareholders must take part.


· Only shareholding directors, including the settlor, may be nominated as beneficiaries.


· The participants should exchange letters of undertaking.

Purchase of Shares by Company

An alternative method would be for the company to purchase its own shares on the death of a shareholder.  This would mean the company should take out a policy on the life of each shareholder.

· It is unlikely that tax relief will be given on the premiums, as the purpose of the policy is to buy shares – not replacement of profits.


· Tax may be payable on the proceeds or the profit element of the proceeds.


· The company may not be permitted to purchase its own shares.  Care should therefore be taken before the method is used.

Tax Position
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Tax Position

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.

Legal and Taxation Implications

As a general rule, the participants in a share protection arrangement pay the premiums out of their own taxed income.

· Where the company pays the premiums on the director’s behalf, the amounts are treated as extra income and are therefore subject to both income tax and NIC.  The company can treat the amount paid as a business expense, but will be liable to extra employer’s NICs on the payments.


· To the Inland Revenue, the cross option agreement is evidence that a commercial agreement has taken place; and there should be no liability to IHT either on the premiums paid or on the proceeds paid out when the policyholder dies.


· The beneficiaries under each shareholder trust should be the other shareholders of the company taking part in the arrangement.  If any shareholders do not wish to take part – either because they have only a small interest in the business or perhaps because they are uninsurable – they must be excluded from benefiting from the proceeds of their co-owners’ policies.  If they were included this could be construed by the Inland Revenue as being a gift.


· Non-shareholding members of the shareholder’s family should not be included as beneficiaries, because they would not be taking out policies in their own names to benefit other shareholders.
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