
Who is a ‘key person’?
A key person is someone whose loss is 
likely to substantially affect a 
business if they died, suffered from 
disability or trauma, or retired early. 
If their absence is likely to have a 
detrimental effect on the success of 
the business, there may be a need for 
the business to use insurance to 
protect its interests in the key person.

The key person may help the business 
to increase revenue and therefore 
increase profit, or provide capital to 
the business. 
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We discuss the purposes 
of key person and buy/sell 
arrangements. We also 
explain when a business 
may use insurance for 
these arrangements.

What is key person insurance?
Key person insurance is designed to 
protect a business in the event of the 
loss of a ‘key person’ who makes a 
significant contribution towards the 
profitability of the business. 

Key person insurance can cover the 
person in the event of death, total  
and permanent disablement and 
trauma. It offers peace of mind,  
allows for continuity and minimises 
disruption to the day-to-day running 
of the business. 

Problems which may arise include loss 
of goodwill, loss of credit rating or 
credibility, reduced confidence by 
shareholders and employees, loans 
being called up and any cost involved 
in hiring a new employee.

Business insurance is very important and quite often overlooked. 
Certain trigger events such as death and disability can impact a 
business, whether because a key person is lost, or because a 
business loses an owner.

Quite often, the need for key person insurance is confused with  
the need for a buy/sell arrangement and insurance to cover  
the arrangement.

A key person agreement: A buy/sell agreement:

•  covers the cost of losing an important 
person from the business

•  covers the cost of buying out and 
transferring ownership from one owner  
to another

•  offers peace of mind and some  
business stability

•  offers peace of mind and ownership 
control to the right person  

•  allows the business to continue  
and minimises financial and  
operational disruption.

•  allows the business to continue and 
minimises operational disruption.

Comparison of key person and buy/sell arrangements



Revenue purpose
If a key person suffers a trigger event 
and cannot work for the business, 
there may be:

• lost production and revenue
• lost clients and contracts
• temporary employment needs
• recruitment/replacement costs.

Insurance may be used to cover  
these costs and this is known as a 
revenue purpose.

Capital purpose
Insurance may also be used to help 
the business for a capital purpose. If a 
key person suffers a trigger event and 
cannot work for the business, there 
may be:

• loss of goodwill in the business
• loss of credit rating or credibility
• loans may be called up 
• reduced confidence by shareholders 

and employees.

Employees, directors, shareholders 
and contractors can all be considered 
to be a key person.

Ownership
If a key person is unable to continue 
to work for the business due to a 
‘trigger event’, such as death or 
disability, the business may suffer. 

The business may need immediate 
cash reserves if it intends to continue 
and an insurance policy could be the 
most effective means of meeting the 
cash reserves. 

The business usually owns the policy 
on the life of the key person. The 
proceeds are then paid directly to the 
business or employer.

Taxation implications
The table below outlines the taxation 
treatment where an employer owns a 
policy on the life of a key person.

The client should minute the purpose 
of the insurance. If the purpose of the 
insurance is not minuted, they may 
not be allowed a tax deduction for the 
cost of the premiums, or the proceeds 
of the insurance may be assessed as 
assessable income.

Employer pays premium and receives proceeds of insurance 

Type of cover Key person – capital Key person - revenue

Premiums paid Proceeds Premiums paid Proceeds

Death* Not tax 
deductible to 
employer

Not assessable 
to employer

Tax deductible 
to employer

Assessable 
income to 
employer

Total and 
permanent 
disability

not tax 
deductible to 
employer

net proceeds 
assessable as 
a capital gain

Tax deductible 
to employer

Assessable 
income to 
employer

Trauma Not tax 
deductible to 
employer

net proceeds 
assessable as 
a capital gain

Tax deductible 
to employer

Assessable 
income to 
employer

*assuming the policy is a term life insurance only



Buy/sell arrangements
A buy/sell agreement is an 
arrangement entered into by business 
owners, where the interest of one 
owner will be able to be sold to the 
other(s) when a trigger event occurs. 
‘Trigger events’ include:

• one owner’s desire to leave  
the business

• death
• bankruptcy
• disablement
• loss of professional licence
• bringing the business into 

disrepute – conviction of a  
criminal offence.

The two types of buy/sell  
agreements are:

• mandatory (traditional) agreement
• option (put/call) agreement.

Mandatory agreement
A mandatory agreement means that if 
one of the partners of a business can 
no longer work in the business 
because of a trigger event, then their 
part of the business must be sold to 
the other partners.

When a mandatory agreement is 
entered into, capital gains tax (CGT) 
may apply as they are entering a 
compulsory agreement at that time. 

Option (put/call) agreement
Instead of using a mandatory 
agreement, some people use a put/ 
call option. This allows partners in  
a business to buy (or call up) the  
other partner’s share if a trigger  
event occurs. 

It also allows the partner leaving  
the partnership or the Estate of a 
deceased partner to sell (or put)  
their share of the business to the  
other partners. This option provides 
the same level of reassurance as a 
mandatory agreement. However, CGT 
is generally applied when the share  
in the business is bought and sold,  
not when the option agreement is 
entered into. 

Funding alternatives
There are a number of ways to fund  
a buy/sell agreement. They include:

• self finance
• payment by instalment
• sale to a third party
• using business funds
• insurance.

Using insurance
The buy/sell agreement is normally 
funded through an insurance policy  
to cover certain trigger events such  
as death or total and permanent 
disability. This avoids the business 
having to borrow money at short 
notice, repaying the principal amount 
borrowed plus interest or any other 
complications which may arise. The 
insurance policy can generally be 
constructed using either: 

• cross ownership
• self ownership
• trust ownership.

Example
Bob and Joe are partners in a 
business and have a mandatory 
agreement in place. Bob dies 
suddenly. His Estate must sell his 
share of the business to Joe, and Joe 
must buy his share of the business 
from Bob’s Estate, as they have a 
mandatory buy/sell agreement. As 
the agreement is entered into today, 
CGT implications are immediate 
(such as a pre-CGT asset becomes a 
post-CGT asset).



Cross ownership
This involves a partner or partners  
of the business owning an insurance 
policy on the life of the other partner 
or partners. The insurance proceeds 
are paid to the other partner(s).

Advantages
The remaining partner or partners 
have the proceeds to buy the 
departing or deceased partner’s share 
in the business. It is important that a 
buy/sell agreement is in place to 
ensure the remaining partner’s buy 
the other share of the business.

Disadvantages
When a partner leaves the business 
and no longer requires the policy any 
more, they cannot cancel the policy. It 
may also cause complications in 
regards to whom pays what premium. 
Capital gains tax may also be payable 
when the proceeds are paid.  

Self ownership
Self ownership of an insurance policy 
is simple. Each policy is owned by one 
person, even if the ownership of the 
business changes, or there are new 
partners introduced. 

Advantages
As each life insured owns their own 
policy, they can take their policy with 
them if they leave the business. There 
is no need to assign policies or change 
the beneficial owner. Therefore, CGT 
will not be payable if a partner leaves 
the business.

There is no CGT payable when the 
proceeds are paid because it is paid to 
the life insured. In this arrangement, 
each partner can simply pay their own 
premium if they wish. 

Disadvantages
It is important that a written buy/ 
sell agreement is entered into. 
Without a written agreement, on the 
death of a business owner, the Estate 
ends up with both the sum insured 
and business interest. The Estate  
may argue that an agreement  
never existed.

Example
Bob and Joe are business owners. 
Bob owns an insurance policy on 
Joe and vice versa. If Bob dies:

• the proceeds of the insurance 
policy are payable to Joe

• Joe uses the proceeds to buy  
Bob’s share of the business from 
his Estate.
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Trust ownership
Trust ownership involves an 
independent trustee owning the 
policies on behalf of the other business 
owners, in a ‘bare trust’ arrangement. 
A bare trust is a trust in which the 
beneficiary is absolutely entitled to 
the trust assets. The policy is to be 
owned by the Trust but this needs  
to be done by Memorandum of 
Transfer with the original policy  
being self owned. 

Advantages
It can be simpler. Each policy is owned 
by the trustee, regardless of any 
changes of ownership of the business. 

The ownership of the policy can be 
transferred if a partner leaves, 
without triggering CGT, as the policy 
is transferred to the original beneficial 
owner. Any trauma, total and 
permanent disability or terminal 
illness policy is held in trust for the 
original beneficial owner (the life 
insured) and therefore the proceeds 
are not subject to CGT.

Disadvantages
There can be more involved with set 
up and maintenance costs. Also, it is 
necessary for the trust to satisfy the 
ATO’s requirements with respects to  
a bare trust.

Conclusion
Business insurance can be complex, 
and is an area which is often 
forgotten, but it may be very 
important for certain clients. With 
each client situation it’s important  
to understand their needs and 
consider what they require and  
the consequences of your 
recommendations. For further 
assistance, contact Technical Services 
on 1800 655 901 or by email at  
tech_services@asgardwealthsolutions.
com.au


