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By André L’EspérAncE 

A fine pair
Combine life annuity and life insurance policies  
for business owners

An insured annuity can 
be a powerful tool to help 
business owners maximize 
retirement income while 
minimizing tax. This type of annu-
ity involves simultaneously pur-
chasing a life annuity and a life 
insurance policy.

After-tax sale proceeds and 
retained earnings in a holding 
company create significant tax 
challenges for a business owner, as 
double taxation could occur upon 
the death of the shareholder of the 
company. In this case, taxes are 
generally taken first on the deemed 
disposition of the shares held per-
sonally by the shareholder at death 
and then on the value when the 
funds are paid to the shareholder 
or his estate, often by way of a divi-
dend payment. 

Another challenge facing a  
business owner who has accu-
mulated savings in his holding  
company is the need for liquidity 
from the company to provide for 
retirement.

In this context, if an owner of 
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a Canadian-controlled pri-
vate corporation is looking 
for strategies to maximize 
income while providing 

liquidity on death, a corporate 
insured annuity could be a strat-
egy to consider. 

Mechanics of the corporate 
insured annuity
An operating or holding company 
purchases a life insurance policy 
on the shareholder’s life, and an 
annuity on a separate contract. The 
shareholder is the life insured and 
the corporation is named as the 
beneficiary. Generally, the annuity 
payments are used to pay the life 
insurance premium and the tax on 
the annuity. The amount remaining 
can be paid out to the shareholder 
as a bonus or a dividend. 

On the death of the shareholder, 
the life insurance proceeds are 
paid to the company and gener-
ate a credit to its Capital Dividend 
Account (CDA). Under certain 
conditions, the insurance pro-
ceeds may be paid tax-free to the 
shareholder’s estate (via a tax-free 
capital dividend) and distributed 
to the heirs or charity, as directed 
in the will.

Case study
David Arthur, a Quebec resident, 
owns a Canadian-controlled pri-
vate corporation. He is male, 70 
years of age and a non-smoker. 
The company has a $1-million 
GIC earning approximately 3% 
annually. The corporate tax rate 
on interest income is 46.57%. 

The interest income is being 
paid to the shareholder annu-
ally as taxable dividends. The 
shareholder’s personal marginal 
tax rate on regular dividends is 
33.2%. The charts above dem-
onstrate how Mr. Arthur would 
benefit from having his com-
pany purchase a $1-million  
insured annuity.

Summary of benefits
The annuity generates a guar- ›
anteed income stream and 
generally provides a higher 
rate of return than traditional 
fixed-rate investments. 
in this example, at year 10  ›
Mr. arthur is earning $24,714 
in dividends after tax, ver-
sus $16,052 in a traditional 
fixed-income investment. The 
net estate value of the cor-
porate annuity is $936,980, 
versus the giC investment at 
$668,000. This represents a 
difference of $268,000. 

The corporate tax paid on  ›
annuity income generates 
Refundable Dividend Tax on 
Hand (RDTOH) balances that 
are available to the  
shareholder.
 The taxable portion of the  ›
annuity is less than the interest 
earned on the investments, 
which reduces the amount of 
corporate tax paid annually.
 The capital used to purchase  ›
the annuity is repaid upon 
death by the life insurance 
proceeds.
 The potential for insurance  ›
proceeds to be paid tax-free to 
the shareholder’s estate upon 
death.
 The ability to reduce capital  ›
gains tax upon death.

The combination of a life insur-
ance policy and an annuity makes 
the corporate insured annuity a 
financial and tax planning strategy 
that offers a powerful alternative 

to business owners to provide for 
their retirement, plan for their 
business succession and transfer 
their wealth. AEr
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 corporAte insured Annuity* gic investment @ 3% 
  (interest income)

Funds available to purchase an annuity  $1,000,000 $1,000,000

Tax rate on dividends owned by individuals  33.20% 33.20%  

Corporate tax rate on investment income  46.57% 46.57%

Annual annuity payment / Interest income  $85,056 $30,000

Insurance cost  $42,552 $0

yeAr yeArly dividend net estAte vAlue yeArly dividend  net estAte vAlue
    After tAx

  1 $28,393 $988,791 $16,052 $668,000

  2 $25,721 $978,542 $16,052 $668,000

  3 $23,379 $969,398 $16,052 $668,000

  4 $23,601 $961,459 $16,052 $668,000

  5 $23,824 $954,695 $16,052 $668,000

 10 $24,712 $936,980 $16,052 $668,000

*annuity rates will fluctuate. This income is for illustration purposes only. The guaranteed income amount on the date of purchase  

may be different. This scenario uses a non-prescribed annuity.
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Insurance proceeds 
may be paid tax-free 
to the shareholder’s 
estate (via a tax-free 
capital dividend) and 
distributed to the 
heirs or charity, as 
directed in the will.

//////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////

munity foundation move-
ment, donor-advised funds are 
now available through a variety 

of public foundations, including 
some sponsored by financial insti-
tutions. Such foundations, such as 

Scotia Private Client’s Aqueduct 
Foundation, can enable grants of 
capital as well as income, which 
increases the donor’s options  
about how much goes to the 
intended charities. 

While donor-advised funds are 
not a replacement for stand-alone 
private foundations in all situa-
tions, they are increasingly rec-
ognized as plan alternatives for 
their flexibility, simplicity and  
cost-effectiveness. 

The primary advantage of 
utilizing donor-advised funds in 
estate planning is the ability to 
change beneficiaries after the will 
is written or the irrevocable life 
insurance policy is implemented. 
Unlike direct gifts to charity, the 
donor — or the donor’s family — 
may continue to choose how to 

distribute the funds after creating 
the plan or making the gift.

In practical terms, donors can 
implement their estate plans and 
then continue to research and 
make decisions about charities 
and causes they wish to ultimately 
support. This flexibility to alter 
beneficiaries without extra cost 
helps clients to implement their 
estate plans by removing the sense 
of finality. 

Another option when structur-
ing the donor-advised fund is the 
“legacy” donor-advised fund. There 
are typically two steps to establish-
ing it: First, the donor works with 
the host foundation to establish a 
shell fund. While practice varies 
from foundation to foundation, 
typically a fund deed is drafted that 
creates the donor-advised fund  

and allows the donor to name 
charities or causes that he or she 
wishes to support. 

Second, the donor implements 
a gift plan, such as a gift by will. 
The gift in the will is typically a 
single clause that names the host 
charity and the donor’s fund. Even 
after the will is executed, the fund 
deed can be altered without cost. 
Indeed, donors often establish the 
fund and make preliminary desig-
nations that they may change or 
refine over time. 

legacy funds
Donor-advised funds in Canada 
have traditionally been structured 
as endowments, which means the 
donated capital is invested and 
only the income or a fixed annual 
payout is made to registered 

chARiTy by ThE numbERs
›  Donors can claim credit to a maximum of 75% of their net income. 

Excess can be claimed in any of the next five years.

›  a donor-advised fund can be set up in one day; a private foundation 
requires a two-step registration process with CRa and averages 
6-to-11 months.

›  Some donor-advised funds can be set up at no cost; a private  
foundation registration done through a lawyer will range in cost 
from $5,000 to $15,000.

›  private foundations are recommended for donors who can fund at 
least a $2-million endowment, while donor-advised funds can start 
around $100,000.
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