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ABSTRACT

The purpose of this column is to provide 

the new planner with an overview of how 

disability insurance fits within the risk man-

agement and insurance planning process. 

Additionally, this column will highlight key 

differences between group and individual 

disability insurance products to assist the 

new planner in conducting a disability insur-

ance portfolio review.

 Just over one in four of today’s 20-year-olds will 
become disabled before retirement.1 Planning for a 
loss of income due to disability is central to the risk 
management and insurance planning process, yet a 
recent study found that having a financial planner 
did not increase the likelihood of disability insur-
ance policy ownership.2 This is surprising, since it is 
well recognized within the financial services indus-
try that the risk of disability falls in the low-frequen-
cy-and-high-severity risk type, making risk transfer 
or sharing an appropriate risk management strategy. 
What seems to matter more to disability insurance 
policy ownership is simply having access to group 
insurance benefits through a larger employer.3 Thus, 
employer-based group disability insurance plays a 
key role in the disability risk management solution. 
While any coverage is better than no coverage, dis-
ability insurance policies are not created equal. Cov-
erage differences and gaps are particularly apparent 
when comparing employer-based group disability 
to individual disability insurance purchased on the 
open market.
 As a new planner entering the financial services 
profession, it is important to recognize that disabili-
ty insurance planning may not be receiving adequate 
attention. Additionally, while group disability insur-
ance may be the preferred and easiest solution, it of-
ten falls short of properly protecting clients’ human 
capital. The new planner is in a unique position to 
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provide a fresh perspective to the risk management 
and insurance planning process. Consequently, the 
purpose of this column is to provide the new plan-
ner with an overview of how disability insurance fits 
within the risk management and insurance planning 
process. Additionally, this column will highlight key 
differences between group and individual disability 
insurance products to assist the new planner in con-
ducting a disability insurance portfolio review.

The Purpose of Disability Insurance
 The primary purpose of disability insurance is 
to protect an individual’s ability to turn human cap-
ital (i.e., talents, skill set, and abilities) into financial 
capital (i.e., income and savings). The importance 
that overall health plays in the creation of financial 
capital through increased training, education, and 
experience is a crucial yet underrecognized connec-
tion. Disability risk management should primarily 
focus on how to construct a foundation of human 
capital protection that can be counted upon to per-
form wherever the client finds his or her career path 
heading. The challenge financial professionals face is 
the inability to specifically predict how poor health 
can affect productive working years. Thus, instead of 
determining the risk of a client becoming disabled, 
advisors must focus on the financial risks their client 
faces if he or she were to become disabled with the 
current coverage in place (or lack thereof). Disability 
risk management must involve the detailed review of 
contractual language, along with identifying the con-
tractual implications on a client’s specific occupation 
and income sources. 

How to Approach the  
Disability Insurance Review
 Disability insurance should be viewed as a finan-
cial extension of medical insurance with respect to 
the overall importance it plays in financial planning 
and emergency preparedness. For a basic review, a 
disability event can be analyzed within the following 
three planning time horizon categories. 

Short-Term (3 to 6 Months)
 The first 3 to 6 months of a disability can be cov-
ered through a combination of sick leave, vacation 
days, a short-term disability policy, and an adequate 
emergency fund covering 3 to 6 months of expenses. 
These expenses should include a medical insurance 
annual deductible and annual out-of-pocket maxi-
mums, as well as continued retirement contributions. 

Midterm (up to 2 to 3 Years)
 The 2.5-year average disability claim duration 
makes midterm planning highly critical, and extra 
care should be taken to ensure adequate financial 
preparedness during this time.4 This is accomplished 
in part by ensuring short-term (3-to-6-month) needs 
are met and a long-term disability insurance policy is 
in place with favorable terms for at least the first 2 to 
3 years. This often means securing a policy with the 
more favorable “own occupation” definition of dis-
ability for the first couple of years, which is common 
in most employer-based group disability insurance 
policies. Additional expenses of COBRA or individ-
ual medical premiums should be considered as the 
disability extends into this planning category. 

Long-Term (3-Plus Years)
 Lastly, financial preparedness should extend to 
the client’s retirement time horizon. This time pe-
riod is used to determine the total financial con-
sequence if the disability prevents the client from 
returning to work completely or to his or her specific 
occupation. This time period is the most critical to 
the protection of human capital and is also the most 
expensive to properly insure.
 Not every client wants or can afford to protect 
themselves with insurance in all three categories, 
but the first two categories are critical in financial 
planning, as these time periods prove to be the most 
probable to occur. Moreover, Americans may be par-
ticularly vulnerable during these periods, with 68 
percent of adult Americans having no savings ear-
marked for emergencies.5
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base salary to a maximum monthly benefit specified in 
the master policy. (Seventy-three percent of employer 
policies are under-$10,000-a-month maximums.) 

Individual
 The monthly benefit percentage of individual pol-
icies is based on the issue and participation limits of 
the insurance carrier. Benefits can be as high as 80 per-
cent of income. Benefit limits grade down as income 
increases. The monthly benefit amount attempts to 
mirror an after-tax income replacement so the insured 
is not financially rewarded for a disability but instead 
is made whole from an after-tax income perspective.

Definition of Total Disability
 This is the specific terms that must be met in 
order to be classified as totally disabled for policy 
benefits. Note that “partial disability” is typically 
classified under the definition of “residual disability.”

Employer 
 Employer policies typically will define an “own 
occupation” period anywhere from 24 months from 
the time of the claim to through age 65. If the own 
occupation period is limited in duration, the insured 
will need to meet a new and often more restrictive 
definition of total disability—often defined as “any 
occupation” based on training, experience, and edu-
cation—to continue to receive monthly benefits. Re-
gardless of the period of own occupation time, work 
earnings (as defined in the policy) will reduce benefits.

Individual
 Many individual policies will include the own 
occupation definition of total disability to age 65. Al-
ternatives can be provided to reduce premium costs. 
Many individual policies can be set up to have no 
offset of the benefits (reductions) if the insured re-
turns to work in another occupation but still cannot 
perform the substantial and material duties of his or 
her original occupation. Alternatives can be provided 
to reduce premium costs. 

Group versus Individual Disability 
Insurance: A Comparison
 The mid- and long-term disability planning 
horizons can be met with a group or individual dis-
ability insurance policy. Many misconceptions still 
exist within the discussions and comparisons of em-
ployer-based group and individual disability insur-
ance policies. It is highly recommended not to make 
assumptions about either of these policies without 
first gaining access to complete policy or certificate 
booklets. Disability insurance is uniquely based on 
the contractual qualification of disability, which can 
vary across policies. The following is a summary of 
the key differences between group and individual dis-
ability insurance that must be considered throughout 
the review process.

Renewability
 Renewability is the ability to retain the exact same 
insurance coverage for which you originally applied.

Employer
 The policy is renewable by the insurance carrier 
based on premium increases dictated on a yearly basis 
(often a 2-year premium guarantee). Many employ-
er disability plans may be canceled by the insurance 
carrier with minimal notice.

Individual
 Individual policies are typically renewable for 
lifetime if the insured is working an average of at least 
30 hours per week. 

Monthly Benefit Percentage
 The monthly benefit percentage indicates the 
amount of monthly benefits the insured can expect 
if disabled. It is very important not to overlook the 
definition of covered earnings, disabled earnings, and 
other income offsets.

Employer
 Employer policies typically feature 60 percent of 
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Employer
 Most employer policies reduce monthly benefits 
for disability, retirement, or unemployment benefits 
required or provided for by government law. These 
often include unemployment compensation benefits, 
temporary or permanent, partial or total, and dis-
ability benefits under any workers’ compensation law 
or similar law. Other reductions include automobile 
no-fault wage replacement benefits required by law, 
benefits under Social Security, Railroad Retirement 
Act, Canada pension plan and Quebec pension plan, 
veterans benefits, statutory disability benefits, associ-
ation or similar group plan benefits, any group mort-
gage or group credit disability plans, accumulated 
sick pay, and salary continuation programs. 

Individual
 Typically there will be no integration (reduction) 
of benefits if social insurance is received. Individu-
al disability insurance stands on its own policy pro-
visions and often does not reduce for other income 
benefits the insured may receive. Alternatives can be 
provided to reduce premium costs.

Specific Disability Duration Limitations
 Disabilities caused by drug or alcohol abuse, stress, 
anxiety, or depression may be limited in the amount of 
time the insured can collect monthly benefits. 

Employer
 Often these specific forms of disabilities will have 
limited benefit payments of 24 months or less for the 
lifetime of the insured. Additionally, be aware these 
limitations can extend to self-reported symptoms 
(undiagnosed conditions like chronic pain) or the 
musculoskeletal system (bones of the skeleton, mus-
cles, cartilage, tendons, ligaments, joints, and other 
connective tissue that supports and binds tissues and 
organs together). 

Individual
 Often these specific forms of disabilities are treat-

Definition of Residual Disability
 “Residual disability” is the specific terms that must 
be met in order to be classified as partially or residually 
disabled for policy benefits. This feature protects the in-
sured against a progressive illness worsening over time 
or the eventual recovery and return to work after a total 
disability. It is important to make sure total disability is 
not required before residual disability can be established.

Employer
 In employer policies, residual disability is often 
based on a loss-of-income requirement—typically 
a 20 percent loss of previous earnings due to an ill-
ness or injury. Benefits are often determined by the 
comparison of current earnings to an average of the 
last 12 months. (A 24- or 36-month average may be 
included.) Be aware of employer or association dis-
ability policies that require a total disability before 
being eligible for residual disability benefits. To suf-
fer a complete loss of material and substantial duties 
can be a difficult qualification to meet under many 
illness-related disabilities. 

Individual
 Residual disability is often based on a loss-of-in-
come requirement, but it also may be activated with 
a loss of one or more material duties or reduction in 
time previous spent in occupation before the illness 
or injury occurred (depending on the policy select-
ed). Typically the loss of income is 15 percent or 20 
percent of previous earnings due to an illness or in-
jury. Benefits may be averaged based on comparison 
of highest earnings over the last 2 to 5 years based 
on policy provision.

Social Insurance Integration
 This provision allows the insurance carrier to 
reduce monthly benefits based on the awards or ex-
pected awards an insured may receive from public 
disability programs, third-party awards, unemploy-
ment benefits, or retirement programs for which the 
insured may be eligible. 
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time. Purchasing coverage earlier in a client’s career 
can save long-term premium costs as well as provide 
level premiums for budgetary purposes. 

Preexisting Condition Limitations
 This refers to the ability of the insurance company 
to deny policy benefits for any condition where treat-
ment, care, services, or medications occurred during a 
specific period of time just prior to joining the employ-
er plan and during the first few years of coverage. 

Employer
 Typically new hires are subject to a look-back 
period of 3 to 6 months prior to joining the employ-
er coverage, and a look-forward period of 12 to 24 
months after joining the employer coverage, in which 
conditions that originate from a cause that occurred 
during this initial probationary period are ineligible 
for coverage. After this period of time has passed 
within consistent coverage, these conditions may 
then be considered for coverage. This clause matters 
most for people with job changes who have ongoing 
medical conditions or medication usage.

Individual
 No preexisting condition limitations apply unless 
imposed at the time of medical underwriting (as long 
as medical conditions are properly disclosed during 
application). Specific limitations, exclusions, or deni-
als may be added during medical underwriting. With 
improved medical records the specific limitations can 
be removed, but this is not guaranteed. 

Optional Benefit Features
 These features provide the ability to customize cov-
erage features to fit the protection needs of the client. 

Employer
 Many employer policies do not include optional fea-
tures. The coverage is designed as a one-size-fits-all cov-
erage solution that can be modified in quality based on 
job title and income levels only. Some features may be 

ed as any other disabling conditions. Specific insurance 
carriers may require certain occupation classifications 
to have 24-month limited benefits when adding spe-
cific policy features to the contract. (Individual dis-
ability insurance is typically medically underwritten, 
and other medical conditions may be excluded, limit-
ed, or cause policy decline from purchase.) 

Portability of Coverage
 This refers to the insured’s ability to take his or 
her coverage when changing employers. 

Employer
 Most employer disability insurance is not porta-
ble. The insured may be offered the option to convert 
his or her coverage to another group insurance poli-
cy (known as conversion policy), but this coverage is 
subject to change from previous employer coverage 
and is designed for unhealthy individuals who can-
not obtain individual insurance. 

Individual
 Once purchased, the policy is completely por-
table. The insured may take the policy to a future 
employer and the policy will protect the occupational 
requirements of the insured new occupation regard-
less of when the insured purchased the original indi-
vidual policy. 

Premium Guarantees
 This is the guarantee that stated premiums for in-
surance will not change for a specified period of time. 

Employer
 Most employer disability insurance is provided 
by the employer, but their premium guarantees typ-
ically only last for 2 years. (Twelve- or 36-month 
guarantees may be offered.) 

Individual
 The premium is typically fully guaranteed and 
cannot increase as long as premiums are paid on 
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added by class of employee but not at an employee-spe-
cific level. The employer holds the decision-making pow-
er of the quality of insurance they want to provide. 

Individual
 Individual policy design can be modified to fit 
the client needs and premium budget. There are spe-
cific limitations offered by occupational classifica-
tion, but often additional features like cost-of-living 
adjustments, future ability to increase without med-
ical underwriting, or catastrophic disability benefits 
can be added. The prepurchase customization and 
active policy management of these features can make 
a real difference in the amount of insurance premi-
ums paid over the entire ownership of these policies. 

Conclusion
 Armed with the right tools and information, the new 
planner can bring a fresh perspective to the disability risk 
management and insurance planning process. This col-
umn highlights that this particular area of planning may 
be overlooked or resolved with the assumption that em-
ployer-based group disability insurance will sufficiently 
meet clients’ needs. Your clients are unique, talented, 
and successful and deserve a more detailed and tailored 
review of the areas that may put their human capital pro-
tection at risk. By adding consultative disability planning 
advice to the growing client demand for financial plan-
ning solutions, the new planner can differentiate himself 
or herself and earn clients’ long-term trust. n


