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Living benefit considerations  
for buyout provisions under shareholder  
or partnership agreements 

This material is for informational purposes only and should not be construed as providing legal or tax advice. For individual 
circumstances and to determine if disability or critical illness buyout arrangements financed by insurance is right for you, consult 
with your legal or tax professional. Reasonable efforts have been made to ensure its accuracy, but errors and omissions are possible. 
All comments related to taxation are general in nature and are based on current Canadian tax legislation and interpretations for 
Canadian residents, which are subject to change. This information is provided by Canada Life™ and is current as of July 2020. 

Introduction 

Whether a life insurance or living benefit product, buyout provisions  
under a shareholder or partnership agreement may be a great option  
for your clients.  

This piece will focus on living benefits – critical illness and disability  
insurance – including why a client might need a shareholder or  
partnership agreement, the benefits of buyout funding and details  
to help you talk to clients.  

Please note: 

• A buyout arrangement might 
not always be the best decision 
for your client, given their 
circumstances. 

• The benefit amount under a 
disability buyout insurance 
policy is limited to 90% of the 
business value. 

The benefits of a buyout agreement 
A shareholder agreement is a good idea for any closely held corporation. 
Similarly, a partnership agreement should be considered in a partnership 
situation (referred to as “agreement” or “agreements” in this document). Such 
agreements typically specify the rights and obligations of the shareholders or 
partners (referred to as “party” or “parties” in this document), how the business 
is to be run and what would happen if certain specified events occurred.  For this 
document, a shareholder or partner is a real person, not a corporation. 

A well-drafted agreement will likely include provisions dealing with what 
would happen if: 

• A party no longer wants to be a party 
in the business 

• One or more parties no longer want 
another party to be involved in the 
business 

• A party dies 

• A party becomes disabled or 
critically ill 

• A party is removed from the 
business 

Such provisions may be referred to as the buyout, buy/sell, transfer, or shotgun 
provisions or by any number of other names (for simplicity, this document 
will use the term buyout to refer to any of the situations listed above). Buyout 
provisions typically deal with events such as the death of a party or a party’s 
withdrawal from the business, whether voluntary or involuntary. They can also 
cover circumstances should a party become disabled or critically ill.
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Insurance considerations 
If a client considers buying an insurance policy to help finance the buyout of another 
party (someone involved in their business who experiences a covered event in the 
insurance policy), the client may want to talk to their lawyer about the following 
considerations when drafting or changing the agreement: 

• Since the owner of the policy won’t 
be the same as the insured person 
under the policy, will the parties own 
the policies on each other or will the 
business or trustee (or trust) own the 
policies? More on trust arrangements 
appears later in this piece. 

• There can only be one owner for each 
Canada Life critical illness or disability 
or insurance policy. If the policy will 
insure more than two parties, the 
placement of such policies may be 
simplified if the corporation (in the 
case of shareholders) or the trustee/ 
trust owns the policies on the parties. 

• As policies are meant to provide funds 
to help finance the purchase of the 
disabled or critically ill insured  party’s 
interest in the business, ensure the 
benefits from the policies are paid to 
the intended person (in other words, 
the party obligated to buy the business 
interest of the disabled or critically ill 
party) and not to the insured. 

• Will the business or parties pay the 
premiums? 

• A critical illness insurance policy 
provides payment of the insurance 
benefit if the terms and conditions of 
the policy are met. The insured party, 
however, may still be able to carry 
out their obligations to the business 
during the illness, after a period of 
treatment or recovery. 

• Consider the timing when a buyout 
may occur. If the policies are 
personally owned, what should the 
other parties who receive the benefit 
payment(s) do with the funds if none 
of the parties want to proceed with a 
buyout? 

• What happens to each policy when the 
party who owns the policy or the party 
who is insured leaves the business, or 
the business is sold or dissolved? 

• Should any restrictions be placed 
on the rights of the party who owns 
the policy? For example,  should the 
consent of all the parties  be obtained 
before the owner can borrow against 
the policy or exercise any right, 
privilege or option in the policy? 

• A disability insurance benefit 
payment is based on the definition of 
disability in the disability insurance 
policy.  Clients should also consider 
what might happen if a shareholder 
experiences a disability, but the policy 
doesn’t cover that specific disability. 

• A critical illness insurance benefit 
payment is based on the definition of 
a critical illness in the policy.  Clients 
should also consider what might 
happen if a shareholder experiences 
a critical condition, but the policy 
doesn’t cover that specific illness. 

• Would the payment of a disability or 
critical illness insurance benefit trigger 
a buyout under the agreement? 

• What happens if the critical illness 
or disability insurance payment isn’t 
enough for a buyout? If there isn’t 
enough cash to purchase the shares, 
clients might need an alternate 
funding source. 

How will the 
other party or 
parties finance 
the buyout  
of a party? 
If a party experiences 
a critical illness or 
becomes disabled, 
the other party or 
parties may use the 
benefits of a disability 
or critical illness 
insurance policy to 
pay some, or all, of the 
purchase price of the 
disabled, or critically 
ill  party’s interest in 
the business. 
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Tax implications of buyout arrangements 
financed by disability and critical illness 
insurance policies 
Introduction 

The following are tax-related considerations for shareholders of closely held corporations and 
individuals doing business as partnerships who are planning to use critical illness or disability 
insurance to buy a  disabled or critically ill shareholder’s or partner’s interest in the business. 

The tax implications may vary based on whether the insurance policies are personally owned, 
administered through a trust, or, in the case of shareholders, owned by the corporation. 

Personally owned critical illness and 
disability insurance policies 

For personally owned policies: 

• Each party may own policies on each of the other 
parties. 

• Premium payments aren’t deductible for income tax 
purposes. 

• Benefits are typically paid to the owner and are tax-free. 

When more than two parties are involved and depending 
on how the buyout is structured: 

• A personally owned policy structure can be somewhat 
complicated: 
• If there are three parties, six policies may be required. 
• If there are four parties, twelve policies may be 

required. 

• A client should speak with a lawyer about whether the 
policies should be owned by a trustee or trust. A policy 
owned by a trustee or trust may be a simpler alternative 
to personally owned policies. 

• If the parties are shareholders, the corporation may own 
the policies, but the tax implications will be different. 
Some of these implications are discussed later under the 
heading Corporately owned policies. 

A capital gain may arise for a party 
that sells shares in a corporation or 
an interest in a partnership. 
Generally, when a party sells shares in a corporation or an 
interest in a partnership, the capital gain is the amount 
by which the proceeds of disposition of the shares or 
partnership interest exceed the adjusted cost base of 
the shares or the partnership interest sold. According to 
current tax rules, 50% of the capital gain is included in the 
taxable income calculation. 

The price that a purchasing party pays becomes that 
party’s adjusted cost base for the shares or partnership 
interest the party purchased. 

Note: If the business is a corporation and the shares 
are qualified small business corporation shares, the 
lifetime capital gains exemption may be available to 
reduce taxable capital gains. This exemption can result 
in significant tax savings on the disposition of qualifying 
shares. Further details regarding the lifetime capital gains 
exemption are provided in the Notes for tax implications 
section.
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Personally  
owned policies

The example below illustrates a situation where the conditions to satisfy a claim of a personally owned 
disability or critical illness insurance policy have been met and the benefits paid are used to finance the 
purchase of shares  in a corporation. 

Let’s assume the insurance 
benefit is $90,000, the 
value of the shares and 
proceeds of disposition are 
$100,000, and the adjusted 
cost base of the shares is 
$1,000. 

1. Carl becomes ill 
2. The insurance benefit is paid to Donna 
3. Using the insurance benefit, Donna pays Carl for his shares 
4. Carl no longer owns any portion of the corporation 
5. Donna now owns 100% of the shares in the corporation  

Capital gains in Carl’s hands 

Proceeds of disposition $100,000 

Less: Adjusted cost base – $1,000 

Equals: Capital gain = $99,000 

Taxable capital gain (50% of $99,000) $49,500

Donna

Carl

Insurer

Corporation

88
-2

01
0

Carl is the
insured person

Donna is the
owner



Trust(ee)-owned policies 
In some situations, it may be advisable for a trustee or trust to own the policies. For example, in the 
case of a buyout funded with disability insurance Canada Life requires a trust to own the insurance 
policies in the following situations:1 

1The above ownership requirements don’t apply  for critical illness insurance. 

1. Partnerships where there are more than two partners. 

2. Corporations where there is a  buyout arrangement at the shareholder level and there are more 
than two shareholders. 

If this is the case, clients should use a trust agreement that clearly sets out the terms of the trust. Under 
this type of arrangement, the trustee pays the premiums, receives the insurance benefits and, subject 
to the provisions of the trust agreement, forward the benefits to the selling party upon transfer of the 
selling party’s interest or shares to the purchasing party or parties as illustrated below. 

Let’s assume the insurance 
benefit is $90,000, the value 
of the shares and proceeds of 
disposition are $100,000. 

The tax implications for this 
arrangement are the same as 
if the policies are personally 
owned. 

1. Carl becomes ill and sells his shares to Donna 
2. The insurance benefit is paid to the trust 
3. Using the insurance benefit, the trust pays Carl for 

his shares on behalf of Donna 
4. Carl no longer owns any portion of the corporation 
5. Donna now owns 100% of the shares in the corporation

Trust(ee)  
owned policies
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Donna

Carl Trust

Insurer

Corporation
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2

Donna now is the
insured person

Carl is the
insured person

Trust is the
owner
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Corporately owned policies 
Under this arrangement the corporation is the 
owner of the policies on the lives of each of 
the shareholders. Premiums are paid by the 
corporation and the insurance benefits are paid 
directly to the corporation. The premiums paid 
aren’t deductible for income tax purposes because 
these payments are not considered expenses 
incurred to earn income from business or property. 

Generally, any benefits received by the corporation 
aren’t taxable. The corporation may then use the 
benefits to: 

• Purchase a disabled or critically ill shareholder’s shares 

• Distribute the insurance benefit to the remaining 
shareholders for them to purchase the shares 

If the corporation purchases the shares 
The corporation may either cancel the shares or hold 
them as treasury shares. Under the provisions of Canada’s 
Income Tax Act subsection 84(3), the price paid by the 
corporation in excess of the paid-up capital of the shares is 
deemed to be dividend income to the selling shareholder. 
Unlike a life insurance payout (death benefit), a disability 
or critical illness insurance benefit can’t be added to a 
capital dividend account of the corporation. Therefore, 
the directors of the corporation can’t designate the 
deemed dividend as coming from the corporation’s capital 
dividend account so as to be non-taxable. The deemed 
dividend must be reported by the selling shareholder as 

taxable dividend income. Further details regarding the 
capital dividend account are provided in the Notes for tax 
implications section. 

Because the remaining shareholders didn’t purchase 
the shares, they do not get the benefit of any step-up in 
the adjusted cost base of their shares. Therefore, while 
the value of the remaining shareholders’ shares may 
increase, there is no increase in the adjusted cost base 
of those shares, and a larger capital gain may result in a 
subsequent disposition of the shares.
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The following diagram illustrates a situation where the conditions to satisfy a claim of a personally 
owned disability or critical illness insurance policy have been met, the owner of the policy is the 
corporation and the corporation uses the benefits paid to finance the purchase of the selling 
shareholder’s shares with those shares then being cancelled. 

The corporation 
is the owner 
Let’s assume the 
insurance benefit is 
$90,000, the value of the 
shares and proceeds of 
disposition are $100,000 
and both the adjusted 
cost base and the paid-up 
capital are $1,000 each. 

If the remaining shareholders 
purchase the shares 

All or some of the remaining 
shareholders could purchase 
the shares of the selling 
shareholder. Upon a disability 
or critical illness of a 
shareholder the following may 
occur: 

• The corporation receives the 
benefit from the corporately 
owned policy (which insured 
the shareholder) 

• Using the insurance benefit 
received from the insurer, the 
corporation pays a dividend 
to the selling shareholder 

• This dividend is taxable to the 
purchasing shareholder(s). 

• The after-tax dividend could 
then be put towards paying 
the purchase price of the 
selling shareholder’s shares. 
The selling shareholder will 
realize a capital gain if the 
proceeds of disposition are 
greater than the adjusted 
cost base of the shares sold. 

1. Carl becomes ill and the insurance benefit is paid to the corporation 
2. Using the insurance benefit, the corporation buys back Carl’s
      shares and cancels them. 
3. Donna now owns 100% of the shares in the corporation 

Deemed dividend and capital gain in Carl’s hands 

Proceeds of disposition $100,000 

Less: Paid-up capital2 – $1,000 

Equals: Deemed dividend = $99,000 

2 Paid-up capital is usually equal to the amount originally paid for the shares; however, this may be different than the adjusted cost base of the shares 

Proceeds of disposition $100,000 

Less: Deemed dividend – $99,000 

Equals: Adjusted proceeds of disposition = $1,000 

Less: Adjusted cost base – $1,000 

Equals: Capital gain/loss = $0

Donna

Carl

Insurer Corporation

88
-2

01
3

Carl is the
insured person

Donna is now the insured
person and is the only other

shareholder in the corporation



Page 9 of 11

Donna

Carl

Insurer Corporation

88
-2

01
4

Carl is the
insured person

Donna is now the
insured person

Promissory
note 

The corporation  
is the owner

The following diagram illustrates a situation where the conditions to satisfy a claim of a personally 
owned disability or critical illness insurance policy have been met, the owner of the policy is the 
corporation and the corporation uses the benefits received to pay a taxable dividend to the remaining 
shareholder(s) to help them pay the purchase price of the selling shareholder’s shares. 

Alternatively, a disabled shareholder can achieve capital gains tax treatment on their shares by having 
the non-disabled shareholder buy their shares with a promissory note. Also, it may be possible to 
shelter the capital gain using the lifetime capital gains exemption.. The corporation pays a taxable 
dividend to the non-disabled shareholder who uses the dividend proceeds to pay off the promissory 
note. The non-disabled shareholder achieves a step-up in the adjusted cost basis of their shares. 

Let’s assume the insurance 
benefit is $90,000, the value 
of the shares, proceeds of 
disposition and promissory 
note are $100,000 and  
the adjusted cost base  
of the shares is $1,000. 

1. Carl becomes ill and Donna buys his shares using a promissory note 
2. The insurance benefit is paid to the corporation 
3. Donna receives a taxable dividend from the corporation 
4. Using her taxable dividend, Donna discharges the promissory note 

Capital gain in Carl’s hands 

Carl: Proceeds of disposition $100,000 

Less: Adjusted cost base – $1,000 

Equals: Capital gain = $99,000 

Taxable capital gain (50% of $99,000) $49,500 

Donna: After-tax dividend  
(Assuming Donna has a marginal tax rate of 30% $70,0003 

3  Donna requires an additional 
$30,000 to finalize the payments. 
She would have to draw $42,857 
additional dividends from the 
corporation and pay a tax of 
$12,857 (assuming a marginal tax 
rate of 30%). Therefore, the added 
cost in this scenario is $42,857.

Donna

Carl

Insurer Corporation

88
-2

01
4

1. Carl becomes ill and Donna buys his shares using a promissory note 
2. The insurance benefit is paid to the corporation 
3. Donna receives a taxable dividend from the corporation
4. Using her taxable dividend, Donna discharges the promissory note 

Carl is the
insured person

Donna is now the
insured person

Promissory
note 
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Notes for tax implications 

Lifetime capital gains exemption 
Capital gains realized from certain types of capital assets may be tax-free in particular 
circumstances. 

One of these instances includes lifetime capital gains exemption . An individual who 
is a resident of Canada is entitled to $883,3844 of lifetime capital gains exemption  on 
the disposition of shares that, at the time of disposition, are qualified small business 
corporation  shares. 

4  In 2020, indexed 
thereafter. Subsection 
110.6(2.1) read with 
subsection 38(a) of 
Income Tax Act Canada. 

For the qualified small business corporation definition to be met, a share must qualify 
as a small business corporation share at the date of disposition. A small business 
corporation, as defined in the Income Tax Act, is a Canadian-controlled private 
corporation  with all or substantially all of its assets used in an active business carried 
on primarily in Canada. In order to meet this test (known as the 90% test) at least 90% 
of the fair market value of the corporation’s assets must be used in an active business. 
Assets used in an active business generally include inventory, fixed assets, accounts 
receivable and goodwill related to that business. The shares must also satisfy two 
additional requirements in order to qualify for the exemption. 

In the 24 months immediately preceding the disposition: 

• The shares must not have been owned by any other person or partnership other than 
a person or partnership related to the individual (for example, their spouse). 

• More than 50% of the fair market value of the corporation’s assets must have been 
used in an active business carried on in Canada (the 50% test). 

The definition of a qualified small business corporation share in the Income Tax Act 
is very complex. To determine whether shares qualify as qualified small business 
corporation shares, expert advice should be obtained. 

Note 
The $883,384 limit 
applies to the capital 
gain before applying 
the 50% inclusion 
rate.



• • 

• • • 

• • 

• 

Capital dividend account 
A private corporation resident in Canada may use a 
capital dividend account , a notional account used for tax 
purposes. The intent of the capital dividend account is to 
keep track of certain amounts received by a corporation 
on a tax-free basis so that these amounts may be flowed 
through to shareholders, who are residents of Canada for 
income tax purposes, as tax-free capital dividends. 

Unlike life insurance proceeds, the proceeds from either 
a disability insurance or critical illness insurance policy 
cannot be credited to the capital dividend account. 

All private corporations residents in Canada may have 
a capital dividend account. It is not necessary to be a 
Canadian-controlled private corporation to have a capital 
dividend account. 

Buyout arrangements in corporate context – tax table 
The major tax consequences of the policy ownership alternatives are summarized in the following table: 

Personally owned 
policy 

Trust(ee)-owned 
policy 

Corporately owned 
policy – Corporate 
buy-back 

Corporately owned policy  – 
Shareholder purchase with a 
promissory note 

Premium Non-deductible Non-deductible Non-deductible Non-deductible 

Benefits Generally payable 
to the shareholder 
owner tax-free. 

Generally payable 
to the trustee, 
on behalf of the 
shareholder(s), 
tax-free. 

• Generally payable 
to the company 
tax-free. 

• Doesn’t qualify 
for the capital 
dividend account 
of the company. 

• Generally payable to the company 
tax-free. 

• Doesn’t qualify for the capital 
dividend account of the company. 

Tax 
consequences 
for the selling 
shareholder 

• Sale of shares may 
result in a capital 
gain if the sale price 
exceeds the adjusted 
cost base of shares. 

• One-half of the gain 
considered taxable 
income. 

• Sale of shares may 
result in a capital 
gain if the sale 
price exceeds the 
adjusted cost base 
of shares. 

• One-half of the 
gain considered 
taxable income. 

• Sale of shares to 
corporation may 
result in a deemed 
dividend if sale 
price exceeds the 
paid-up capital of 
shares. 

• Dividend is 
taxable. 

• Sale of shares to corporation may 
result in a capital gain if the sale price 
exceeds the adjusted cost base of 
shares. 

• One-half of the gain considered 
taxable income. 

Lifetime  
capital gains 
exemption 
for selling 
shareholder 

If shares sold are 
qualified small 
business corporation 
shares, a capital 
gains exemption 
may be available. 

If shares sold 
are qualified 
small business 
corporation 
shares, a capital 
gains exemption 
might be available. 

Sale of shares 
to corporation 
doesn’t result in 
a capital gain. 
Therefore, capital 
gains exemption 
doesn’t apply. 

If shares sold are qualified small 
business corporation shares, a capital 
gains exemption might be available 

Tax  
consequences  
for the  
remaining 
shareholders(s) 

Adjusted cost base 
of the purchasing 
shareholders’ shares 
stepped-up by an 
amount equal to the 
purchase price. 

Adjusted cost base 
of the purchasing 
shareholders’ 
shares stepped-
up by an amount 
equal to purchase 
price. 

• Purchase of shares 
by the corporation 
will not result in 
a step-up of the 
adjusted cost 
base of the shares 
of the remaining 
shareholder(s). 

• May result in 
higher capital 
gain on sale of 
the shares in the 
future. 

• The corporation pays a taxable 
dividend to the non-disabled 
shareholder who uses the after-
tax proceeds to pay off part of the 
promissory note 

• An additional dividend is required 
from the corporation to pay off the 
remaining balance of the promissory 
note. Tax will apply to the dividend 
amount at the shareholder’s marginal 
tax rate. 

• Adjusted cost base of purchased 
shares is stepped-up, resulting in a 
lower capital gain on the sale of the 
shares in the future. 

Canada Life and design, are trademarks of The Canada Life Assurance Company. 
183 CAN-EL- 8/20
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