
Strategy Summary
Small business owners put maximum effort into 
establishing and running their business, but are 
they taking the right steps to make sure the  
business can survive the unexpected death of  
a key employee? The sudden departure of  
a key employee could be catastrophic to a 
company — not because the owner did anything 
wrong, but because they did not do enough.

Impact of Losing a Key Person

When thinking about the continued success of a 
company, who would be considered a key person? 
Is it the employee the owner relies on when they 
are not in the office? The employee who works  
best with customers? Or the employee who finds 
creative ways to finance the business?

Loss of a key employee could have 
devastating effects on a business, 
including:
■■ Loss of sales due to a lack of  
manpower or the disappearance of  
personal relationships

■■ Disruption of production or operations

■■ Significant costs to search for and train  
a replacement for the key person

■■ Loss of competitive position or goodwill  
in the marketplace

Safeguarding Your Client’s Business

A life insurance policy, owned and paid for by the  
business, on the key person’s life can help safe-
guard your client’s business by providing the 
needed funds to help in the transition after the  
loss of a key person.1

At the death of the insured, the business can use 
the federal income tax-free death benefit to find 
and train a successor and to replace the revenue 
lost by the untimely death of a key person. With 
key person coverage in place, the company and its 
owners will benefit from:

■■ Cash reserves available to look for, hire, and 
train a replacement employee

■■ Liquidity to cover loss in revenue during the 
period before a replacement is hired and able  
to work at the same level of productivity

■■ Flexibility to change the policy to a form of  
nonqualified deferred compensation if needs 
change over time

■■ Tax-deferred growth of the policy’s cash value 
and access to the cash value accumulation in 
the event of financial need, if a cash value 
policy is purchased

A policy purchased for a key person need can 
provide additional benefit as a retention tool. Split 
dollar arrangements are often set up with this as a 
key objective, granting a portion of the coverage 
for the employee to designate beneficiaries. 

Transfer of the policy to the employee may be 
subject to rules on non-qualified deferred  
compensation. The employer should consult  
with their legal and tax counsel for guidance on 
individual specifics.

Key Person 
Coverage
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1  For a C corporation, all or a portion of the life insurance proceeds and the annual increase in cash value may be subject to the corporate alternative minimum 
tax. Moreover, certain situations may result in an exception to the general rule that life insurance proceeds are federal income tax-free under IRC § 101(a), 
including policies transferred for valuable consideration, or corporate- or employer-owned policies that do not fall within the IRC § 101(j) exception.
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Transamerica and its agents and representatives do not give tax or legal advice. This material and the concepts presented here are for information purposes only and 
should not be construed as tax or legal advice.  Any tax and/or legal advice you may require or rely on regarding this material should be based on your particular 
circumstances and should be obtained from an independent professional advisor.

Discussions of the various planning strategies and issues are based on our understanding of the applicable federal income, gift, and estate tax laws in effect at the time of 
publication. However, these laws are subject to interpretation and change, and there is no guarantee that the relevant tax authorities will accept Transamerica’s 
interpretations. Additionally, the information presented here does not consider the impact of applicable state laws upon clients and prospects.

Although care is taken in preparing this material and presenting it accurately, Transamerica disclaims any express or implied warranty as to the accuracy of any material 
contained herein and any liability with respect to it. This information is current as of June 2015.

Life insurance products issued by Transamerica Life Insurance Company, Cedar Rapids, IA. Transamerica Financial Life Insurance Company, Harrison, NY.

Case in Point: Wiltec, Inc.

 (1) Dan is notified of and 
consents to policy purchase

(2) Wiltec, Inc. owns policy
and pays premiums

(3a) If Dan dies, death benefit is paid to 
Wiltec federal income tax–free

(3b) If Dan leaves the company, Wiltec 
may be entitled to cash back, dependent 

on the type of policy purchased

Mike, Ron and Carol are owners of Wiltec, Inc., a  
computer software company that specializes in the  
design of animation graphics for the movie industry. The 
corporation has been in existence for three years and is 
valued at $4 million.

Dan is an employee of Wiltec who specializes in advanced 
graphic design. Dan’s expertise gives the company the 
ability to successfully bid on and win the larger more  
profitable movie projects. Dan is a highly paid key employee 
and is provided with a generous benefits package. The 
owners of Wiltec realize that substantial profits originate 
from Dan’s expertise, and that his premature death would 
cause financial loss to the firm. 

The owners of Wiltec establish a key person coverage plan 
funded with life insurance, which provides Wiltec with a 
number of advantages:

■■ Protection from economic loss caused by Dan’s death.
■■ Funds to recruit and train Dan’s replacement.
■■ Access to the life insurance cash value for a variety of  

business needs, such as collateral for a loan or 
funding of salary continuation plans.*

■■ The life insurance proceeds are generally federal 
income tax–free.

*  Loans, withdrawals and death benefit accelerations will reduce the policy value and death benefit. Provided the policy is not and does not become a modified endow-
ment contract (MEC), 1) withdrawals are tax-free to the extent that they do not exceed the policy basis (generally, premiums paid less withdrawals and 2) policy loans 
are tax free as long as the policy remains in force.  If the policy is surrendered or lapses, the amount of the policy loan will be considered a distribution from the policy 
and will be taxable to the extent that the loan and other distributions on lapse or surrender exceed the policy basis. 
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