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A recent report by the Canadian Life and Health Insurance Association revealed that approximately 22 million 
Canadians have an active life insurance policy of one form or another.  When compared to the population of 
adult Canadians, it can be seen that a significant proportion have some type of coverage. Nevertheless, for 
many individuals, the level of coverage may be based upon an out-of-date assessment of their requirements or a 
predetermined amount of coverage they have in place through an employer, without much further consideration 
given to whether the level of coverage is appropriate. 

For many individuals, family circumstances are constantly changing. As such, the amount and type of coverage 
may need to be regularly reviewed to determine whether or not it remains sufficient. For those of us that have 
dependants, life insurance may be an important consideration to help mitigate any financial distress suffered by 
family members already having to contend with the death of a loved one.

In this edition of the Canadian Financial Planner, we shall review the types of life insurance policies available 
through insurers and at what stage in life an individual should consider obtaining and subsequently reviewing 
their coverage. We will also discuss how to determine the level of coverage needed, as well as some important 
considerations for how the proceeds might be administered in the event of a claim.

Specifically, we will discuss:

• PART 1: Types of Life Insurance
• PART 2: Stages of Life – When to Consider Life Insurance
• PART 3: Determining the Amount of Coverage Needed
• PART 4: Deciding How to Administer Insurance Proceeds
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PART 1: Types of Life Insurance

There are two main categories of life insurance, 
term and permanent life insurance. 

Term Life Insurance

Term life insurance covers the insured individual for 
a pre-set period of time; in other words, it provides 
a pre-determined death benefit (specified dollar 
amount of insurance proceeds) to the beneficiaries 
of the policy, for the duration of the term. Typical 
terms are 5, 10, 20 and 30 years. Since the risk of 
a policyholder dying generally increases with age, 
the cost of coverage for a given death benefit goes 
up with age. With a term policy, the premiums are 
typically level throughout the term, so in effect the 
policyholder is “over-paying” for insurance in the 
early years so as to offset the increasing cost of the 
policy in the later years of the term.

Convertible and Renewable Term Life Insurance

Term life insurance may carry renewal or conversion 
features. Renewable life insurance policies allow 
the individual to renew the policy for a further term 
without having to requalify; although the premiums 
would increase for the subsequent term. This is 
highly beneficial if the policyholder is diagnosed 
with a condition that affects their risk to the 
insurance company, who may then substantially 
increase premiums or refuse to provide coverage 
altogether. However, renewable term insurance has 
become increasingly expensive in recent years and 
the cost of coverage in subsequent terms would 
generally be much higher than reapplying for term 
insurance, presupposing that the individual still 
qualifies as healthy when applying for a new policy.

In most cases, convertible term insurance allows a 
policyholder (up to a certain age) to convert their 
term insurance policy to a permanent life insurance 
policy (discussed below) without having to 
undergo a medical exam to qualify. Various financial 
planning commentators consider this to be a must-
have option for term life policies, since it provides a 
valuable option when faced with a worsening health 
situation. Many life insurers will offer this feature for 

free with their term policies.

Permanent Life Insurance

In contrast to term life, permanent life insurance 
covers the policyholder for their entire lifetime. 
There are three common types of permanent life 
insurance:

• Whole of Life Insurance – typically arranged to 
permit the policyholder to pay level insurance 
premiums throughout their lifetime. Since 
the cost of insurance increases with age, the 
insurance company reserves a significant 
portion of the premiums in the early years to 
cover the cost of insuring the individual in the 
latter years. In the event that the policyholder 
cancels the policy, the insurance company 
will usually refund a portion of the reserved 
premiums, known as the cash surrender value 
of the policy. Another point to note is that 
whole of life policies always pay-out eventually, 
provided that the policyholder continues to 
make all premium payments when they fall 
due and the insurance company continues 
as a going concern (or transfers the policy to 
another insurer).  

• Term to 100 – is similar to whole of life 
insurance in that it provides level premiums. 
However, there is no cash surrender value, 
so the premiums tend to be a little lower than 
those of whole of life policies. Nevertheless, 
the gap between the premiums typically paid 
on whole of life and term to 100 policies has 
reduced in recent years.

• Universal life insurance – is a permanent 
insurance policy with two components. The 
first component is a life insurance policy similar 
to a “Term to 100” policy, whereas the second 
component is an investment account. Generally, 
the policyholder is able to pay variable amounts 
such that any excess is contributed to the 
investment account, so long as the payments 
are sufficient to cover the pure insurance 
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Tip! When deciding which type of life insurance 
is needed, individuals should consider when 
and for what circumstances they will need the 
policy. For many of us, life insurance is there to 
provide for our dependent family members in 
the event that we were to die prematurely. As 
such, when children grow up and become self-
sufficient and spouses have retirement income 
savings sufficient for their needs, there may no 
longer be a pressing need for life insurance. 
For this reason, term life cover is generally 
advisable for most of us, especially when we 
can reasonably anticipate the period for which 
it will be needed.

PART 2: Stages of Life – When to Consider Life Insurance

As previously discussed, most people purchase life 
insurance to provide for their family members in the 
event that they were to die prematurely. As such, 
the following individuals probably do not require 

insurance; children, individuals without dependants 
and individuals that have acquired sufficient assets 
to provide for their dependants after their death. 

portion. However, it is important to note that 
most universal life insurance investment 
portfolios are not guaranteed. As such, they 
can go down as well as up in value over time.

Numerous commentators further note that 
permanent life insurance products may be less 
effective than combining various investment 
portfolio options with term insurance (i.e. to 
achieve much the same goal, individuals could 
save the excess that they would have paid over 
term insurance premiums and contribute those to 
an RRSP, TFSA or other investment vehicle). 

Mortgage Life Insurance

Mortgage life insurance is a type of term life 
insurance policy typically offered by mortgage 
lenders, usually when the mortgage is being 
arranged. It is put in place to pay off the mortgage 
in the event that the borrower dies. While this may 
seem appealing due to its simplicity and the fact 

that paying off the mortgage would likely provide 
important relief to grieving family members, it has a 
number of notable drawbacks, as follows:

• The bank is named as the beneficiary of the 
policy, so the insurance proceeds would not go 
directly to the policyholder’s family. If the family 
decides that they have other financial priorities, 
they are not able to re-direct the funds.

• The death benefit decreases in line with the 
mortgage balance, in contrast to most term 
policies, which have a pre-set payout upon 
death. Typically, premiums remain constant 
despite the declining mortgage balance.

• Mortgage life insurance may not be portable if 
a borrower transfers their mortgage to a new 
lender.

• Numerous financial commentators have noted 
that mortgage life insurance may be quite 
expensive when compared to similar term 
life insurance policies, although this varies 
between insurers. However, some industry 
observers have identified that the underwriting 
criteria may be more lenient than would be 
the case for most term policies, which may be 
helpful for those in poor health, but again this 
varies between providers.

In general, it is difficult to recommend mortgage life 
insurance over a standard term policy. The ability to 
obtain a pre-determined death benefit where family 
members are named as beneficiaries provides 
greater flexibility in the majority of cases.
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For many families, their life insurance needs depend 
on their stage of life, as follows:

• Single with No Dependants – most individuals 
do not require insurance during this stage of life.

• Young Family – for many families, this is when 
their life insurance needs are the greatest. 
They may have dependent children, and/or 
dependent elderly family members, as well as 
a mortgage and other financial liabilities. They 
may not have accumulated substantial assets 
to support the family in the event of their death.

• Peak Earning Years – at this stage, the family 
may have accumulated more substantial assets, 
paid down mortgages and other liabilities. 
Further, dependent children may be starting to 
leave home and becoming more financially self-
sufficient. At this stage, life insurance needs 
may be decreasing.

• Retirement – once the family no longer has 
any dependants and has sufficient assets 
to maintain their lifestyle until they die, life 
insurance may no longer be required.

Individuals should consider revisiting the amount 
of coverage they have in place on a regular basis 
to ensure that it is appropriate for their stage in 
life and the specific circumstances of their family. 
Significant changes in the family’s finances and 
certain life events should generally prompt a review 
of life insurance coverage, such as:

• the birth of a new child;

• the financial self-sufficiency or death of a 
dependent family member;

• relationship breakdown/ second marriages;

• a significant change in financial liabilities, such 
as a larger mortgage associated with a new 
home, or a substantial mortgage repayment;

• a substantial change in family living expenses; 
and

• a significant change in the family’s accumulated 
assets.

For most individuals, the primary objective of a life 
insurance policy is to maintain their family’s standard 
of living in the event that they were to die. Ideally, the 
family would be able to continue to live in the same 
home and cover their living expenses as before.  
However, in many cases, individuals do not have the 
correct amount of insurance to achieve this goal.

A typical scenario is for individuals to have term 
life insurance coverage through their employer 
(approximately 40% of life insurance coverage is 
arranged through group term plans). Quite often 
the plan is some multiple of their annual salary; 
a standard scenario would be 3 times gross 
salary. While it is certainly a welcome benefit of 
employment, it may not address the specific needs 
of the family. Alternatively, the life insurance plan 
may have been set up some time ago and family 

circumstances may have changed.

There are various methods to determine how much 
insurance would be required. An old-fashioned 
industry standard rule of thumb is to get coverage 
equal to 10 times annual income. However, it should 
be noted that this is not in any way tailored to an 
individual family’s circumstances. Most financial 
planners would recommend assessing the family’s 
needs in a more customized manner. Two common 
approaches are the Income Replacement Method 
and the DIME Method.

The Income Replacement Method

With the income replacement method, the 
calculation of the insurance coverage needed is 
simply based upon how much would be required to 

PART 3: Determining the Amount of Coverage Needed
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cover the income shortfall to the family in the event 
that the policyholder were to die. The key variables 
to consider when performing this calculation are:

• the gross annual income of the insured 
individual;

• the proportion of the individual’s income that 
would be needed (a typical benchmark is 80% 
for a single income household and 60% for 
a dual income household, in part due to the 
fact that the deceased would no longer be 
consuming any of the family’s resources);

• the interest rate/ rate of return that is estimated 
to be earned on the insurance proceeds;

• the projected rate of inflation; and

• the number of years that the policy will be 
required.

Tip! There are various online calculators 
offered by financial institutions and insurance 
brokers. One such calculator can be found 
at: https://www.lifeinsurancecanada.com/
how-much-life-insurance-do-i-need/.

As an example, if we imagine a sole income earner 
making $65,000 per year, who decides that 80% 
of their annual salary would be required to cover 
their family for the next 20 years, with an estimated 
rate of return of 4% and an inflation rate of 2%; 
the appropriate amount of life insurance cover in 
this case would be just over $870,000. Due to the 
effect of compounding, it is simpler to use an online 
calculator to retrieve this number, provided that the 
inputs and assumptions are transparent.

Although the income replacement method is 
straightforward, there are a few drawbacks to the 
approach:

• It does not take into account any of the family’s 
accumulated assets or savings.

• It does not consider the family’s outstanding 
mortgages or other liabilities (although, 
replacing lost income would take into account 

debt servicing costs that are being covered by 
the income of the policyholder).

• It does not take into account other important 
elements of the family’s long-term financial 
plan, such as setting aside funds for a child’s 
post-secondary education.

• The rate of return and inflation rate assumptions 
are inherently uncertain and may make a 
significant difference (in the example case 
discussed above, a 1% reduction in the rate of 
return would mean that the policyholder would 
need to increase the amount of coverage by 
around $80,000 to cover the same income 
shortfall). Likewise, an increase in inflation can 
significantly erode the purchasing power of the 
policy proceeds over time.

The DIME Method

Given that the income replacement method does 
not take into account some of the additional 
complexities of a family’s situation, another 
common industry approach is to use the “DIME” 
method, which stands for Debt, Income, Mortgage 
and Education. This provides an easy to remember 
framework to help capture the various aspects a 
family may wish to consider when deciding how 
much coverage is required.

• Debt – all of the financial liabilities of the family, 
excluding the mortgage, such as loans, credit 
cards and unpaid taxes. It is also important to 
consider funeral costs and other final expenses.

• Income – this amount is to cover the lost income 
resulting from the death of the policyholder, as 
calculated in the income replacement method. 
However, since the DIME approach considers 
financial liabilities, the cost of servicing long-
term debts can be removed from the calculation.

• Mortgage – calculate the amount required 
to pay-off the mortgage on the family home, 
if applicable. In the event of the death of a 
spouse, it would be especially onerous to lose 
the family home on top of the tragedy of losing 
a loved one.
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• Education – for families with children hoping 
to pursue post-secondary education, this may 
be a factor worth considering. The typical cost 
of completing a four-year university degree is 
now around $80,000 - $120,000, taking into 
account all of the various costs, such as tuition, 
rent, food, transportation and books.

Once a total figure has been established, the 
family’s accumulated savings and other assets (i.e. 
those that could be liquidated in the event of the 
death of the policyholder) should be deducted. 

For many people, the number produced by 
this calculation is considerably higher than the 
coverage they have in place. The average life cover 
per insured household in Canada is $388,000. 
This is approximately 5 times the median household 
income. However, over longer policy terms, the 
median income figure (approx. $77,000) would 
produce coverage requirements considerably in 
excess of the amount that most Canadians have, 
whether the income replacement or “DIME” method 
is used to determine the coverage required.

Tip! A significant factor impacting the amount 
of cover needed is the length of the term. For a 
family where the youngest child is 10 and the 
parents are 40, the term could be arranged 
such that it expires when the parents are 
expecting to retire (at age 65 in this case) or, 
say, when the youngest child reaches 25. This 
would provide a range of possible terms from 
15 to 25 years. The difference in coverage 
required (using the income replacement base 
case scenario discussed above) would be 
over $350,000. As such, families should give 
careful thought to the long-term anticipated 
needs of the family to help them decide on an 
appropriate term length.

Tax Treatment of Death Benefits

In the vast majority of cases, the proceeds of a life 
insurance policy are paid to the beneficiaries of the 
policy tax-free. Some policies with a cash surrender 
value (i.e. some permanent life insurance plans as 

discussed in PART 1) may be subject to tax in 
certain circumstances, however the tax treatment 
is quite complex and beyond the scope of our 
discussion. Nonetheless, term policies generally 
do not have a cash surrender value and as such 
death benefits are not taxable when distributed to 
the beneficiaries.

Factors Impacting Insurance Premiums

Once the level of desired coverage is established, 
the insurance company will calculate the premiums 
based upon various risk factors related to the 
applicant, specifically:

• the age of the applicant;

• the health of the applicant – most insurers will 
require the applicant to complete a medical 
questionnaire and may perform a medical exam;

• the occupation of the applicant – if the 
individual has a dangerous job, premiums are 
likely to be higher;

• whether the applicant smokes or drinks – those 
who smoke or drink heavily may pay significantly 
higher premiums;

• whether the applicant has potentially risky 
hobbies like skydiving; and

• the gender of the applicant – women generally 
pay lower premiums than men since they have 
higher life expectancies on average.

Nevertheless, it should be noted that different 
insurers may have different approaches to 
assessing risk. For example, some occupations and 
hobbies may be considered dangerous by some 
insurers and not by others. The average insured 
Canadian pays over $800 per year for their life 
insurance cover, however the actual premiums paid 
can vary considerably depending upon how much 
coverage is in place, the term of the policy, the age 
of the applicant and lifestyle factors as previously 
discussed.
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PART 4: Deciding How to Administer Insurance Proceeds

A key consideration when taking out a life insurance 
policy is deciding who to name as the beneficiary. It 
is common for the primary beneficiary of the policy 
to be the spouse of the policyholder. However, in 
many cases the insured individual will name one 
or more contingent beneficiaries. In that case, the 
insurance proceeds would go to the alternative 
beneficiaries in the event that the primary 
beneficiary were to die at the same time or before 
the policyholder. Quite often, individuals would like 
to name their children as contingent beneficiaries, 
but this presents a few problems if they are minor 
children, since the insurance company will not 
pay out the death benefit to a minor. In this case, 
there are two common options to help ensure that 
children are able to benefit from the proceeds of 
the policy:

• Set up a trust to receive the insurance proceeds 
if the policyholder dies – the trust would be 
administered by trustees and the children 
would be the beneficiaries of the trust. The 
assets and/or income would be distributed to 
the children in accordance with the terms of the 
trust. This type of trust is called a testamentary 
trust and is commonly established by an 
individual’s Will.

• Name a trusted adult beneficiary to administer 
and distribute the insurance proceeds for the 
benefit of the children – in many cases, this 
trusted adult would also be the guardian of the 
children named in the policyholder’s Will. In any 
case, it is important that this person is highly 
trustworthy and will follow instructions with 
respect to how the policy proceeds are to be 
managed and distributed to the beneficiaries.

Providing for Adult Children

When the children are no longer minors, it is 
possible to name them as direct beneficiaries of a life 
insurance policy. However, it is important to consider 
whether this would achieve the aim of providing for 
the children in the long-term. Often young people 
in receipt of significant sums of money may not be 
entirely responsible. They may squander the funds 
quickly or it may dissuade them from pursuing post-
secondary education, for example. In this situation, 
it may also be appropriate to establish a trust, such 
that the insurance proceeds are administered by 
trustees for the benefit of any adult children until 
they are older, say age 25. The right approach 
will differ from family to family, but consideration 
should be given to how best to provide for surviving 
children in the long-term.

Tip! Setting up a trust and estate planning 
in general have numerous potential tax and 
legal consequences. As such, it is usually 
recommended to seek specialist advice 
before making any arrangements. For further 
discussion on making a Will, refer to the Fall 
2015 edition of the Canadian Financial Planner.

By naming one or more beneficiaries of the life 
insurance policy, the proceeds will bypass the 
policyholder’s estate. This has various potential 
advantages in that the insurance proceeds will not 
attract probate fees, will not be part of a public 
process and will not be available to creditors of the 
estate who are seeking to make claims (provided 
that the named beneficiary is the spouse, child, 
grandchild or parent of the deceased; with a few 
nuanced differences that apply in Quebec).
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Conclusion

For individuals with dependants, life insurance is an effective means of helping to ensure that their family is 
adequately provided for if they were to pass away prematurely. While a significant proportion of Canadians 
have some type of life insurance in place, many do not have sufficient coverage to achieve this goal. Individuals 
should consider reviewing their coverage if they have not done so for some time, or if their family circumstances 
have changed. For many, it provides considerable peace of mind knowing that loved ones will be financially 
secure if such a tragedy were to occur.


