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Disability Insurance is poorly understood, but as vital a coverage as life insurance.  During our lifetime, the chance of at least a temporary disability preventing income for a while is relatively high.  Let’s examine the various types of disability coverage and options you might have.

Group vs. Individual policies-Many individuals employed by someone else are given group disability coverage.  This coverage ceases upon leaving the job, and in general, group policies are somewhat restrictive in what they will cover.  For these reasons, I usually advise anyone with the financial means to consider owning individual coverage that is more tailored to their occupation and that is “portable” when changing jobs.

Short Term vs. Long Term-Many company supplied disability plans have both a short term (usually coverage is measured in weeks) and a long term (usually coverage until age 65) policy coverage.  Most individuals who obtain their own coverage choose only long term disability and either self insure for short term disabilities or have office overhead coverage for short term events. Short term policies usually begin paying within several days of the covered individual being unable to work, whereas long term policies have “elimination periods” of 3-12 months in most instances.

Terms to understand in any policy include:

Elimination Period-this is the period of time that a disability must be present before a policy begins to pay benefits.  Longer Elimination periods mean more self insurance and lower premium costs.

Residual Disability-many policies offer a partial benefit if a disability does not prevent the individual from working, but does prevent a return to a prior income level.  This residual disability is usually a “rider” or option, that adds to premium cost.

Own Occupation Coverage-better policies cover the possibility that an individual cannot resume in a specific profession.  For example, a surgeon may no longer be able to operate due to a hand injury, but might still be able to do insurance physicals.  A good “own occupation” clause would allow payment of benefits for the hand injury, whereas a less generous clause might insist that the surgeon practice medicine any way that he/she can.

Moral Hazard-refers to the possibility that high disability benefits would induce an injured individual to avoid returning to work.  Many occupations have limits on how much disability coverage is available to avoid this hazard.

Duration of Benefits-most standard policies will pay benefits for a full disability until age 65.  However, some policies have set terms and this is important to understand.  After age 63, many policies pay only 24 months of benefits.
Return of Premiums-some policies offer to refund all your premiums paid if no claim is made within a term of 10 or more years.  This is no free lunch, as the rider just charges enough to cover the refund.  I’d avoid this rider and use your money for more coverage if possible.

Amount of Coverage-Many group policies have a benefit of 60% of compensation, subject to some upper limit.  Individual policies have a dollar/month benefit.  I advise you to consider how much money you’d like/need coming in monthly if you were totally disabled for life and attempt to purchase that amount of coverage.

Increase of Benefits/COLA-Many policies allow you to increase your coverage (for higher premiums) several times during the lifetime of the policy without needing another physical exam.  Other riders supply an automatic increase in benefits to keep up with inflation. Both options are very desirable.

Taxation of benefits-If an employer pays the premiums, disability benefits are taxable income.  If you pay premiums with after tax income, the benefits are tax free.  If the amount of coverage you can afford (or other limits apply) is barely adequate for your needs, then your should pay premiums with after tax money.  However, your tax bracket while receiving disability benefits is likely to be lower than the bracket while you were working.

Determining the proper amount and features of a disability policy is a relatively complex process.  If your policy is supplied by your employer and you have the means, consider an additional individual policy.  Take time and obtain help to evaluate these important, yet expensive risk management tools.

