
Shareholder Agreements: 
What You Should Know



Why Care?

The ability to read and understand legal documents is an 
important aspect in making the transition from salesperson 
to advisor.  

The insurance professional who is able to analyze 
documents such as shareholder’s agreements and wills 
will enhance their credibility with the client and the clients’ 
other advisors.
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Reviewing Shareholder’s Agreements
Benefits of Reviewing Shareholders’ Agreements:
� Will usually outline the business continuation plans if the 

shareholder dies or becomes disabled. Inconsistencies 
may arise.

� The more you understand the better your positioning with 
your client’s lawyers and accountants.
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Reviewing Shareholder’s Agreements

Benefits of Reviewing Shareholders’ Agreements:
� Other professionals rarely have training with insurance. 

Providing education can help cement relationships with 
centres of influence. 

� These agreements, like other legal documents, are 
confidential. If a copy is provided it is a sign the client 
trusts you.
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Four Areas of Focus
1. What happens to the shares when the shareholder dies?

2. How are the shares valued?

3. What, if anything, does the agreement say about life or 
disability insurance acquired as funding for the buy/sell 
portion of the agreement?

4. What, if anything, does the agreement say about a 
shareholder’s disability?
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Case One

Mom and Sonny have a shareholders’ agreement with 
Mom being in her sixties and still active in the business.

On Sonny’s death, it would have made sense to have 
his shares purchased so that his wife and children, who 
didn’t work in the business, would have cash from the 
sale of his shares.
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Mom could then continue running the business as sole 
shareholder, without a grieving daughter-in-law as a partner.

The agreement, however, was severely flawed:
On Sonny’s death his estate was to sell and Mom to buy 
his shares, the purchase price for which shall equal the 
amount of any proceeds received by Mom under any 
insurance policies she may own on Sonny’s life.
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What’s wrong with this?
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The agreement had been drafted when Sonny first 
became a shareholder and his shares were of 
minimal value. 

Mom has $750K of term coverage on his life, which 
then would have produced a very generous price for 
his shares.
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When the agreement was reviewed years later 
Sonny’s shares had grown to a value of more than $3 
million while the insurance remained at $750K.

Had Sonny died, it was Mom’s legal right to buy the 
shares on fire sale, disastrous for Sonny’s estate.
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Keep in mind that the agreement did NOT
require Mom to have an insurance at all!
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Nasty Tax Consequences

Since this would be a non-arms-length transaction, Sonny 
would be deemed by the CRA to have sold the shares at 
FMV ($3 million) while his estate would have only received 
$750K.  

The estate would have been liable for the capital gains tax 
of $1 million while have only received $750K.
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Nasty Tax

For Mom, however, the ACB on the shares she 
bought from Sonny would still only be $750K (not 
the $3 million used by the CRA for the calculation 
of capital gains of his estate).

The Result would be Double Taxation!
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A U.S. Citizen?

To make matters worse, Sonny was a Canadian 
resident but a U.S. citizen. 

It was estimated by U.S. tax experts that an estate 
tax of another $1 million would have been payable.

14



The Problems and Recommendations

Sonny got lucky. These issues were caught while 
he lived.  

His problems were:
Sonny was very underinsured.
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The Problems and Recommendations

The shareholders’ agreement was subsequently 
amended to provide that, on Sonny’s death, his 
shares be sold to Mom at FMV.

For an agreement, the purchase price should 
determine the appropriate amount of life insurance, 
not the other way around.
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Case 2
Share valuation can often be an issue for a private 
corporation. Sometimes a value is set each year, 
sometimes a formula, such as multiple of earnings, is 
used.

In this case, a lawyer tried to provide a method for the 
corporation’s accountant to determine an appropriate 
value after a shareholder’s death.

17



The wording…

“The purchase price for the shares shall be their book 
value as determined by the accountant, who shall use 
good accounting principles and take into account the 
value of the Corporation’s assets on the date of 
calculation. Goodwill may be included at the option of 
the parties.”
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The problems…

1. Using the “Book value” is usually inappropriate 
for a valuation as it generally has nothing to do 
with FMV.  

Given the wording it is uncertain role “book 
value” should play in the valuation.
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2. What is meant by “good” accounting principles 
rather than say, “generally accepted?”

The problems…
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3. Suggesting that goodwill can be included 
suggests that the purchaser would pay more than 
otherwise.  

Since the agreement states that this is optional is 
it to be used or not?

The problems…
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4. As per this agreement the valuation is to be as of the 
“date of calculation.” This is imprecise and could 
result is a significant variation in valuations.  Ideally, 
the valuation should be as of the date of death.  

At least in this case the problems were discovered 
before a shareholder died.

The problems…
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In this case Yin and Yang each owned 20% of the share of 
a corporation, the balance was controlled by a large public 
corporation.

The shareholders’ agreement contained the following two 
clauses, many pages apart, in two totally different sections 
of the agreement:

Case 3
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The wording…

On the death of Yin or Yang, the estate of the deceased 
shall sell and the corporation shall purchase all of the 
shares owned by the deceased at the time of his or her 
death.

On the death of Yin or Yang, the estate of the deceased 
shall sell and the survivor of Yin and Yang shall purchase 
all of the shares owned by the deceased at the time of his 
or her death.
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The problem…
The first states the deceased’s shares will be sold to the 
corporation, the second that they will be sold to the surviving 
shareholder.

It may be that the lawyer who drafted the agreement were retained 
by the majority shareholder, with little attention to how this affected 
minority shareholders.

The lesson: 
Each shareholder should have independent legal advice!
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Case 4

This agreement stated that life insurance would be paid 
to a certain shareholder who had the option to purchase 
the shares of the deceased shareholder.  

If the beneficiary chose not to exercise this option, she 
was to give the insurance proceeds to the deceased’s 
estate.  
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The competing options…

Either exchange the insurance proceeds for shares, or 
give the funds to the estate for nothing.

The agreement did not indicate what would happen if she 
instead chose to take the proceeds, jump on a plane and 
leave the country.

A remedy: use a trustee to hold the insurance policy.
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Case 5
Many agreements contain wording similar to…

The purchase price of the shares owned by the deceased 
shareholder will be determined by the corporation’s 
accountant, whose decision shall be binding on all parties.

What’s wrong with this?
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A conflict of interest…

The estate wants as high a price as possible while 
the surviving shareholder wants as low a price as 
possible.

Most accountants would avoid accepting this 
responsibility.
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Case 6

One agreement read:

“Any life insurance proceeds received by the 
corporation, net of any proceeds paid to the 
corporation’s bank, will be applied toward the 
purchase price of the deceased’s shares.”
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The issue…

It suggests that one policy is being used for two 
separate purposes: 
1. collateral for bank loans
2. to fund a buy/sell.

Where possible use separate policies.
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Case 7

A relatively frequent wording…

“Life insurance proceeds received by the 
corporation shall be deposited to the corporation’s 
capital dividend account.”
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CDA…

The CDA is a notional account, not an actual bank 
account. 

Its like the number indicating your RRSP 
contribution room on your Notice of Assessment.
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Case 8: 
Another familiar clause…

“Shares owned by a deceased shareholder shall be bought and 
sold in accordance with what is in the best interests of the parties 
from an income tax point of view. 

In this regard, the personal representative of the deceased 
shareholder, together with the surviving shareholders, shall 
determine whether shares owned by the deceased will be 
purchased by the corporations or by the surviving shareholders.”
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Case 9: 
Another agreement read…

“For the purposes of this agreement, corporation shall 
maintain life insurance policies payable to the 
shareholders.”

What’s wrong with this?
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The use of the word “maintain” suggests that the 
corporation is to own the policies and pay the 
premiums.  

It also indicates that shareholders are to be 
beneficiaries of the policies.
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Problem: this creates a taxable shareholder benefit 
equal to the premium.  

In the worst case scenario, the proceeds 
themselves might be taxable.
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Recall: Key Areas of Interest for the 
Insurance Advisor

For the shareholders’ agreement, the advisor should focus on:

1. The disposition of shares held by a deceased shareholder.
2. Ownership of insurance policies.
3. Share valuation.     
4. The disposition of shares held by a disabled shareholder.
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Transactions on the Death of a Shareholder

Points to look for:
� Is the buy/sell mandatory or optional

� Are shares to be acquired by surviving 
shareholders or by the corporation?

39



Points to look for:
� Is the corporation required to declare a capital dividend to flow 

out the insurance proceeds.  

This is particularly important for a share redemption where a 
dividend is paid only to the estate of the deceased.

If an ordinary dividend is instead paid, the deceased’s estate would 
lose some of tax benefits of corporate-owned insurance funding.

Transactions on the Death of a Shareholder
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Key Areas of Interest for the Insurance Advisor

For the shareholders’ agreement, the advisor should focus on:

1. The disposition of shares held by a deceased shareholder.
2. Ownership of insurance policies.
3. Share valuation.     
4. The disposition of shares held by a disabled shareholder.
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2) Ownership of insurance policies

Shareholder agreements often fail to provide all 
necessary terms and condition regarding the ownership 
and use of life insurance policies for the buy/sell.

Points to consider:

Ownership and Beneficiary Designation
The agreement should clearly identify both the owner and 
beneficiary of each policy used to fund the buy/sell.
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There are many situations where the shareholders’ 
agreement provided for the corporation to be the owner 
and beneficiary, but where the actual owners were the 
shareholders.

The Result: a day in court!

Ownership and Beneficiary Designation
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Suggestion:

Attach a schedule to the agreement specifically identifying  
each of the policies used for the buy/sell and indicating the 
owner, beneficiary, the insurance company, and the policy 
number.

By using schedule (rather than providing policy details in the 
body of the agreement) means that changes to insurance 
coverage can be done without amending the agreement.
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Another Suggestion

The agreement should also give the corporation 
and/or the shareholders the right to buy additional 
insurance in the future, as required.
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� The agreement should make it clear who is responsible for 
the payment of premiums.

� Affected parties who are not the policy owners should have 
the right, at any time, to confirm that the policies are in 
good standing and that premium payments are up-to-date. 
Any shareholder should have the right to pay outstanding 
premiums and to be reimbursed by the corporation.

Points to consider: Payment of Premiums

46



Shareholders to be insured should consent, in the 
shareholders’ agreement, to undergo any necessary 
medical examinations and other underwriting.

Points to consider: Consent to Medical Examinations
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� The shareholders’ agreement should contemplate the 
possibility of a change in ownership of the life insurance 
policies.  

For example, where a shareholder sells his shares prior to 
death and is no longer part of the agreement.

Points to consider: Future Changes in Ownership of 
Life Insurance Policies
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� Or where the individual shareholders own insurance on 
each other (criss cross) and one of them dies owning a 
policy on the life of the other.  

The surviving shareholder may wish to acquire the policy for 
estate planning. (Purchase price could be in the agreement 
as greater of $1 and policy’s CSV).

Points to consider: Future Changes in Ownership of 
Life Insurance Policies
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The policy should not be used for other purposes, for 
example, as collateral security for bank financing.  

This creates the risk that, when the shareholder dies, the 
proceeds will be subject to the lending institution, rather than 
being available to fund the buy/sell.  

Separate policies should be used for collateral purposes.

Points to consider: Restrictions on Ownership Rights

50



� The agreement should describe the flow of funds 
following the payment of the life insurance proceeds. 

� The agreement should stipulate that any dividends be 
designated as capital (tax free) dividends.

Points to consider: Flow of Funds/ Declaration of 
Capital Dividend
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Key Areas of Interest for the Insurance Advisor

For the shareholders’ agreement, the advisor should focus on:

1. The disposition of shares held by a deceased shareholder.
2. Ownership of insurance policies.
3. Share valuation.     
4. The disposition of shares held by a disabled shareholder.
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� The proceeds of the life insurance policies should 
NOT be included in the value of the corporation.

� This should be clearly stated in the agreement.

Points to consider: Valuation of Life 
Insurance Policies
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The agreement should contemplate an excess or 
deficiency of insurance proceeds on death.

� For excess, which party is entitled to the excess 
proceeds. 

Points to consider: Excess or Deficiency of 
Life Insurance Proceeds
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� For a deficiency, the agreement should indicated that the 
proceeds represent a down payment for the shares, with 
the rest payable within a stipulated period after death.

• For example, payment over three to five years with 
interest at an agreed upon rate and options to prepay 
without penalty.

Points to consider: Excess or Deficiency of 
Life Insurance Proceeds
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� Usually, when dealing with a the death or disability of the 
shareholder, the purchase price of the shares should be their 
FMV (not book value).
This avoids Double Taxation for non-arms-length transactions

� The method of valuation should be stipulated (annually, bi-
annually, or some formula)

Note: the purchase price should indicate the amount of insurance, 
not the other way around.

Points to consider: Share Valuation
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Key Areas of Interest for the Insurance Advisor

For the shareholders’ agreement, the advisor should focus on:

1. The disposition of shares held by a deceased shareholder.
2. Ownership of insurance policies.
3. Share valuation.     
4. The disposition of shares held by a disabled shareholder.
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� In many cases, a shareholders’ agreement will be 
silent on the issue of disability.

� Actuarial evidence suggests disability is much 
more likely than death prior to age 65.

Points to consider: Disability and Critical Illness
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Disability Buy-Out: Reviewing Disability Buy-Out 
Provisions in a Shareholders’ Agreement

Definition of “Disability”
Crucially important!  Too often, agreements fail to provide 
a suitable definition.

KEY ITEMS to look for in a Shareholder’s Agreement 
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Example 1
In the event that a shareholder becomes physically 
disabled, the other shareholder shall have the right to 
purchase the shares held by the disabled party.

What’s wrong with this?

Definition of “Disability”
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Fails:
1. It only considers physical disability.  A significant number of 

disability claims relate to stress and other mental conditions.

2. It does not relate the disability to the shareholder’s ability to 
provide services to the business.

Example: Person breaks their leg (not normally affecting ability to work 
in the business or prompt sales of one’s shares).  However, the above 
clause could easily trigger the buy/sell as worded.

Definition of “Disability”: Example 1
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Fails:
3. Clause does not provide a waiting period, but rather implies a 

buy/sell could occur immediately upon the disability. 

Ideally, a waiting period of at least one year be provided so 
assessment conducted to whether disability is permanent  and 
will prevent disabled party from performing usual duties.

Definition of “Disability”: Example 1
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Example 2
A Shareholder shall be considered disabled if he is 
unable to perform his occupation by reason of a physical 
or psychological condition and is unlikely to improve 
within six months of becoming disabled.

What’s wrong with this?

Definition of “Disability”
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Fails:
1. While it improves on example 1 (includes more than just 

physical disability) the term “psychological condition” is limiting 
as there are mental disabilities that fall outside that term.

2. While it attempts to provide a waiting period “unlikely to 
improve” within the next six months, it is difficult to determine 
the degree of improvement to expect.

Definition of “Disability”: Example 2
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Fails:
2. While it attempts to provide a waiting period “unlikely to improve” within 

the next six months, it is difficult to determine the degree of 
improvement to expect.

There may be improvement, but not enough to allow the 
shareholder to resume their active role. 

That is, there may be some improvement but he need to sell the 
shares may remain.  

It is preferable to take no action until the end of the waiting (at least 
a year) then determine if shareholder is disabled.

Definition of “Disability”: Example 2
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� Shareholder agreement should refer to both mental 
and physical incapacity.

� Disability should prevent shareholder from performing 
one’s normal duties for the business (for an in-active 
shareholder, no need for her disability to trigger 
buy/sell). Agreement could require doctor’s certificate 
to substantiate shareholder’s disability.

Definition of “Disability”: Summary
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� Should contain time frame for waiting period.

Example: Disability if employee unable to work for a given 
number of working days (say, 180) within a one-year period.

Some agreements state shareholder is disabled if unable to 
work for a consecutive period of months (say, six to twelve).  
Should be avoided as it only takes a brief return (one day) to 
stop running time and prevent shareholder being treated as 
disabled.

Definition of “Disability”: Summary
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� Where DI insurance is used for funding the buy/sell, 
the definition of disability the shareholders’ agreement 
should match that contained in the insurance policy.

This insures DI proceeds paid at time needed. 

Definition of “Disability”: Summary
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Terms of the Purchase and Sale

The agreement should state if the buy/sell is mandatory 
or optional.

� Where disability buy-out insurance is in place, the 
agreement normally requires the non-disabled shareholder 
or the corporation buy the share of the disabled.

� Without insurance, prospective buyers usually given the 
option to buy.
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Terms of the Purchase and Sale: continued

The agreement should specify purchase of shares by 
non-disabled shareholder or the corporation (significantly 
different tax consequences).

For the portion of shares not funded with disability buy-out 
insurance, agreement should provide time period (usually not 
more than 5 yrs) amount (installments) to be paid (normally 
with interest for unpaid balance).
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Disability Buy-Out: Income Tax and 
Structuring Issues

Like life insurance proceeds, disability buy-out proceeds 
are tax-free to beneficiary.

Note: where beneficiary is corporation, NO credit to CDA.
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Income Tax and Structuring Issues: Example

Assume: Fred and Barney, who are not related, each 
own 50% of shares of operating company, Bedrock Inc. 
FMV of Bedrock share is $2 million. 

The ACB and paid-up capital is nil.
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Fred owns a disability buy-out policy on Barney, 
and vice versa. Premium is non-deductible expense 
to shareholders and funds with after-tax income.  
Depending on the policy, proceeds could be lump 
sum, or installments, or a combo of both.  

Income Tax and Structuring Issues 
Criss-Cross Arrangements: Example
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• If Fred became disabled, Barney would buy his shares for 
FMV as per the agreement. 

• Fred would realize a capital gain of amount sale price ($1 
million) exceeds ACB (nil). 

• One-half of capital gains ($500K) is taxable.

• With marginal tax rate of 50%, Fred would pay $250K in tax, 
leaving $750K.

Criss-Cross Arrangements: Example
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Fred’s tax liability would be reduced if Bedrock’s shares 
qualified for the capital gains exemption (assuming Fred 
had not used it).  Depending of the province, this could 
reduce Fred’s tax liability by about $210K.

Criss-Cross Arrangements: Example
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Also, if any portion of the purchase were payable over 
time, Fred could claim a reserve for amounts due in 
later years.  Allowing him to spread his tax liability over 
up to 5 years. 

Criss-Cross Arrangements: Example
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Barney would increase the ACB if his share by $1 million. 
The FMV would be $2 million, leaving unrealized gain 
($1million) for previously owned shares.

Criss-Cross Arrangements: Example
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Multiple shareholders: multiple policies.

� For Criss-cross, numerous policies.  
� Easier to create trust to own DI policies. 

Criss-Cross Arrangements: Example
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Where the shareholders’ agreement provides for 
shares to be redeemed or purchased by the  
corporation, Bedrock corp would be the owner, 
beneficiary of the disability buy-policies.

Income Tax and Structuring Issues 
Redemption Arrangements: Example
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Other Points of Interest

The following interests may be dealt with:

� Distribution of profits

� Responsibilities of directors, officers

� Day-to-day corporate management

� Shareholders’ obligations regarding capitalization & shareholders’ loans

� Non-competition
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If one shareholder wished to sell to an outside 
party, others should have a right of first refusal, 
the opportunity to purchase the shares on the 
same terms.

Points to consider: First Right of 
Refusal/Third-Party Offers
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� Commonly found as ultimate means to 
resolve shareholder disputes.

� When all other efforts exhausted.

Points to consider: Shotgun Buy/Sell
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� Shareholders’ agreement should contemplate 
departure due to termination or retirement.

� Would give other shareholders option to buy shares 
of departing shareholder.

Points to consider: Termination of Employment 
or Retirement
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� In the event of a shareholder’s bankruptcy, others 
could be given the right to buy her shares. 

� Otherwise risk that shares taken over by trustee in 
bankruptcy.

Points to consider: Bankruptcy
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� Shares of an individual may become subject to matrimonial 
litigation.

� In worst case, shares could be transferred to shareholder’s 
spouse for property rights under provincial family law.

� Agreement could give other shareholders the option to buy 
shares that become subject to this dispute (rather than being 
acquired by fellow shareholder’s aggrieved spouse).

Points to consider: Matrimonial Dispute
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