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WHAT IS DISABILITY INCOME INSURANCE?

The Insurance Dictionary defines disability incomsurance in the following manner:

“A form of health insurance that provides periogiayments under certain conditions when the
insured is unable to work as the result of ilinesease or injury.”

In Loma’s Principles of Life and Health Insuranttes term Disability Income is described in the
following manner:

“Disability income coverage provides a specifiatcome benefit when an insured person
becomes unable to work because of an illness @caitental injury.”

While the terminology is different, essentially tthefinition of disability income insurance is the
same.

Disability Income Insurance simply put, is incomeplacement protection in the event of an
income loss when disabled as the result of an antior sickness.

To carry this definition one step further, disalilincome insurance is income replacement
protection against the loss of earned incavhde disabled.

Earned Income is income from active employment saaglgross salary, wages, net income of
self-employed individuals, in essence earned inc@rany form of income generated through
employment.

In some situations, unearned income if substaatia if it continues after disability, may be
taken into consideration by the insurer. Unearmedme includes rental income, investment and
pension income, as well as income from a trust.

The term Disability Income Insurance can also Werred to as Income Protection, Income
Replacement, Loss of Time Insurance, Loss of Incamma wage Loss Replacement program.

PURPOSE OF DISABILITY INCOME INSURANCE

Our ability to work and earn an income is one @& thost important assets we have during our
income-generating years (normally between the afj@8 to 65). Unfortunately, our chances of
being disabled during our working career are suibisia

Statistics show that prior to age 65, the chané¢ds®emg disabled for three months or more are
significant.

What are your chances of becoming disabled forrg®f more than 90 days before you reach
the age of 65? The following table shows your ckaraf being disabled more than 90 days, and
the average duration of your disability if it doedeed exceed 90 days.



IT COULD HAPPEN TO YOU!

Your Age Chances of Being Disabled Averagiielilillgfl;lon d
(past 90 days) (past 90 days)
o5 58% 1.2 years
30 54% 2.5 years
T 50% 2.8 years
40 45% 3.1 years
45 40% 3.2 years
50 30% 3.1 years
55 25% 2.6 years
60 14% 1.6 years

Source: Commissioner’s IDA Morbidity and Commis&oa SO Mortality Tables, Society of

Actuaries.

POINTS TO CONSIDER:

What would happen to you if unable to work as #msult of an accident or sickness?

From the above chart, what are your chances ofgbdisabled for 90 days or more prior to age

657?

Based on the above chart, on average, what lerigittm® would you be disabled?

How long could your current standard of living bainmained?

Could you meet mortgage or rent payments?

What about all your other fixed monthly expenses?

TYPES OF INDIVIDUAL DISABILITY CONTRACTS

There are three basic types of individual disabiiccident and sickness contracts sold by
insurance companies. A complete understanding efctimaracteristics of each contract is a

necessity. These contracts are identified as:

* Cancellable (also known as Commercial)
 Guaranteed Renewable
* Non-Cancellable and Guaranteed Renewable




THE CANCELLABLE CONTRACT

The insurer reserves the right to make changestto the premiums paid by classification and
the coverage purchased by the insured from oneiprerdue date to the next. If the insurer’s
claims exposure is high in relationship to premiwokected, the insurer might:

* Cancel the policy
* Increase the premium
* Add restrictive conditions (riders)

Because of the lack of guarantees found in carell@ntracts, premiums initially are very low.

THE GUARANTEED RENEWABLE CONTRACT

This type of contract offers the insured bettertgetion and coverage because the insurer is
legally obligated to:

* Maintain the coverage as outlined in the policyd an
* Has to renew the contract annually.

The contract is guaranteed to be renewed to afmmbeige, generally age 65, but it could be
earlier or later.

However, the insurer does reserve the right to ghdhe premium amount, for example, if the
claims paid exceed their reserves.

If this occurs, the insurer will modify the premiuor an entire class of insured and not just for
those individuals who file numerous claims.

Examples of a class of insured are everyone whahtotlne policy in the province of Ontario
(by province or by occupationall professional engineers who bought the polid¢yowever,
recognize the insurer can increase the premiumymamber of ways by classification.

The termclassification is very broad in nature and as mentioned can fleereel to a particular
occupational group.

Of importance a grouping, which is not discrimington nature, may be used by an insurance
company as a classification when considering aadpestment. Examples of categories could
be groups based on the year the policy was isgiredps that purchased a Return of Premium
rider on groups with a common elimination periodenefit period.

A Similarity Between Cancellable and Guaranteed Reswable Policy

While a Guaranteed Renewable contract providegetiverage (i.e. it can’t be cancelled by
the insurer, nor can the insurer add restrictiveddmns), the commonality these two contracts
have is that if premiums are increased, the ratease is by classification.



THE NON-CANCELLABLE GUARANTEED RENEWABLE CONTRACT ( NON-CAN)

This contract offers the best degree of protectmthe insured. With a contract of this type the
insurer cannot

* Increase the premium

» Cancel the policy

* Change the coverage

» Add restrictive conditions (riders)

In the absence of fraud or misrepresentation défdbe insurer is legally obligated to live up to
all the terms and conditions of the contract. Tisared’s only obligation is to pay the premiums
by a specified time.

These contracts generally provide protection to&mand because the insurer cannot make any
changes once the policy is issued, Non-Cancelladgracts require stringent underwriting by
the insurer. Premiums charged for Non-Cancellableips are more expensive than cancellable
or guaranteed renewable contracts because thaytloéfédest protection.

The Parties To A Disability Income Contract

It should be understood that when a Disability meocontract is purchased, the insured is
purchasing a policy to provide ongoing benefitshie event the person insured becomes totally
disabled.

Unlike life insurance, there is no need to nameebelary. The only time that a beneficiary
designation is required is when an Accidental Death Dismemberment rider is added to the
basic contract or if a Return of Premium at Deativigion is a feature included in the contract.

In essence, a Disability Income policy is generallyontract between the following parties:

* The insured — the owner of the contract.
* The person insured — the person whose informaliercontract is based on.
* The insurer — the insurance company.

In most instances, the insured and person insuredh& same person. However, there are
situations where the insured and person insuredliffiexrent parties. An example would be a
corporation taking out a Disability Income contranta key person.

In this scenario:

* The insured would be the corporation.
* The person insured would be the key person
* The insurer is the insurance company issuing tinéract.



DEFINITIONS OF TOTAL DISABILITY

How the term Total Disability” is defined in an individual disability contractase of the most
important features of the contract. It determindé®tlver or not the insured will receive benefits
when the person insured is disabled as the rekatt accident or sickness. In common use today
are the following definitions ofTotal Disability ”.

Any Occupation

Any Occupation is an extremely stringent definitiointotal disability. If the person insured is
unable to engage in armccupation for which one is reasonably fittegl education, training or
experience, the insurer will pay the benefit.

The problem is that strict adherence to the dédimitcould result in very few individuals
qualifying for disability income benefits.

Reqgular Occupation

This definition specifies that if the person insliie unable to perform the important duts
one’s regular occupation and is not gainfully engplb in another occupation, the insurer will
pay the stated benefit.

Own Occupation

This definition states that if the person is undabl@erform the important duties of one’s regular
occupation, the insurer will pay the stated montigyefit The monthly benefit will continue to
be paid even if the person insured is working iather occupation.

The own occupation definition is not offered to adicupations, only to preferred risks such as
lawyers, accountants and white-collar workers atnttanagement level.

Note the distinction between regular and own octtapaThe definition of total disability is the
same, however working in another occupation wiluiein the termination of benefits, if the
definition of disability is regular occupation, Wi benefits will continue with the own
occupation definition of total disability.

Both any and regular occupation definition of disgbare frequently found in the same policy.



The following is an example of this:

“Totally Disabled” or “Total Disability” means the inability to perform the substantial and
material duties of the insured’s occupation. Aftee Insured has been totally disabled|24
months, “Totally Disabled” or “Total Disability” nas the inability to perform any job for
which he or she is qualified by reason of trainiedication or experience.

Regarding the payment of premiums, logically thé&dvethe definition of total disability, the
higher the premium.

Accordingly, premiums increase in the following man

« Any occupation Costs the least because the definition of totahhiigy
could result in no benefit being paid.

* Reqular occupation Costs more because if unable to perform the impbrta
duties of one’s regular occupation, benefits will be paid
However, if working in another occupation, depegdim
the policy the benefits will be reduced or no bésefill
be paid at all.

* Own occupation The most expensive. The definition of total disdpils
identical to regular occupation, however if workimny
another occupation, benefits will still be paid.

Most individual contracts issued today provide guiar occupation definition of disability for
the first two years of disability, reverting to angcupation after two years.

EXAMPLE

Dr. Jeff Levine, a dentist, was involved in a hiolegicar accident resulting in the loss of both|his
arms. He can no longer practice dentistry.

Because Jeff's injury prevents him from performitige important duties of his regular
occupation, the insurer will pay the benefits foe first two years on claim.

After two years however, the insurer has the ghititstop the benefit payments as the definition
has reverted from regular occupation to any.

If Jeff had an own occupation definition of dis#tgilincluded in his policy, benefits would
continue for the life of the contract, regardles/bether Jeff was working or not.




DISABILITY BENEFIT PERIODS

A disability income policy will stipulate the maxum benefit period, that is, the maximum
period of time over which payments will be madeinigia period of disability.

It is important to distinguish between benefit pde pertaining to individual Accident and
Sickness coverage and group A&S coverage.

For purposes of individual coverage, a short teisalllity income policy is traditionally defined
as a policy that provides a benefit period of untles years whereas a long term disability
income policy provides a benefit period of morenthao years, often until age 65.

In group insurance however, a short term disahitiogpme benefit is usually paid for a matter of
weeks such as 13, 26, 37 or 52. Group Insurancefitewill be discussed in a later module.

THE IMPORTANCE OF OCCUPATIONS WHEN SELLING A
DISABILITY INCOME POLICY

What a person does for a living is critical wherplgmg for a disability income policy.
Occupational activities can have an impact on teenums charged, the type of policy available
and the length of benefit period an insurer is greg to offer. Of major importance, the higher
the occupational classification (4A) the lower ffremium. Stated another way, an Accountant
(4A) is going to pay far less for identical covezafan a Class A, a plumber. In addition, the
insurer generally will offer a longer benefit petito the better risks such as 4A, 3A than to a
poorer risk Class A.

We include an example of how occupational classiion are determined by an insurer.

Class 4A

This class includes most professionals and cedaatutive occupations requiring significant
education, training and experience, such as cleartaccountants, dentists, lawyers, engineers,
and corporate executive (white-collar in major dexi-making capacity).
This class of individual provides the insurer wigs risk than any other category; consequently
the premium paid for coverage is much less thaomeel category. In addition, benefit periods
are much more attractive.




Class 3A

This class includes professionals, management ioshgals, and most white-collar workers

non-hazardous occupations who work full-time inodice and who might do some travelling.

Generally not at the ownership level as most 4Aés a
Examples include programmer, teacher, secretankkaper, or librarian.

in

Class 2A

This class involves occupational activities withal#nger, however involving more physic
activity than those found in the 4A and 3A categdtyamples include salesperson, registe

nurse, and locksmith.

al
red

Class A

This class involves individuals who are involvedliight manual labour, skilled or unskilled
areas that involve little danger. Examples inclageelectrician, plumber, baker, or station
engineer.

n
ary

Class B

This class includes individuals who participataninderate to heavy manual labour involvin

J a

high risk of accidents. Examples include ambuladceers, landscaper, bricklayer, crane

operator, and unarmed security guards.

The length of benefit periods offered varies depemadn the occupation of the person insured.
For example, the chances of a bricklayer being paantly disabled due to an accident are much

greater than for an accountant.

For this reason, an insurance company would beteeitito offer a bricklayer age 25 a benefit

period to age 65, whereas a benefit period “toG&jdor an accountant may be offered.



ELIMINATION PERIOD
ALSO REFERRED TO AS WAITING PERIOD

To help reduce the premium cost to the insured @uadke the coverage more affordable,
disability income policies are sold with an elintioa or waiting period.

The elimination period is the period of time thaighelapse before the person insured is eligible
to receive benefits under their disability inconentrtact. In essence, it is a period of “self-
insurance”.

Depending on the insured’s specific needs, theieditton period may vary from 15, 30, 60, 90,
120, 365 days and even longer.

The longer the elimination period, the lower therpium, and the shorter the elimination period,
the higher the premium.

Major differences exist within the insurance comparconcerning the actual definition of the
elimination period. For example, one contract migfifpulate the elimination period will be the
number of consecutive days of total disability vwhanother might allow the accumulation of
total disability over a specific period of time.

The following are actual definitions of the elimilmm period found in various disability
contracts.

“Elimination Period” means the number of consecutive d#élys Insured must be totally
disabled before benefits begin.

“Elimination Period” is the_minimum number of days disability which must elapse during a
Period of Disability before any benefits are pagalilon-consecutive Periods of Disability,
which result from the same, or a related cause,véndh are separated by 12 months or less,
will be accumulated and deemed continuous for mepof the elimination period.

COMMON METHODS TO ESTABLISH AMOUNT OF DISABILITY
INCOME BENEFITS

Every insurer has limits as to the amount of digghnsurance they are prepared to issue based
on the applicant’s

e Earned income from employment
«  Amount of disability insurance already purchased



Unlike life insurance, where the amount of coveragdach can be purchased is unlimited
(subject to underwriting approval), when applyirmg & disability income policy, the risk to be
insured is loss of income from employment, consetiyeinsurers impose a maximum limit on
the amount of disability income an applicant carchase; an amount less than earned income so
there is an incentive for the applicant to returmvbrk as soon as possible.

All insurers provide agents with what are knownlgsie and Participation Limit3hese are
tables, which provide specific guidelines as to riximum amount of disability coverage the
insurer is prepared to offer.

Issue and Participation limits are for the most,daaised on the individual’'s earned income and
generally range from 60% to 75% (to prevent oveurance), but the percentage amount can be
higher if the benefits applied for are taxablelte individual at the time of disability.

Simply stated, in order to sell a disability incopaicy, the agent must know what the person’s
earned income is in order to determine the maxiraorount of disability insurance available.

In addition, before selling a policy, the agent tmsake into account what amount of disability
income the individual has already purchased.

Specifically, the agent has to find out the follagi
» Amount of individual disability income coverage ramtly owned.
* Amount of short term/long term group disability amse coverage currently held.

* Whether any individual disability income coverages ibeen added to an existing
life insurance policy.

Once these factors have been determined, thenrdpdh@n can the agent sell an individual the
appropriate amount of coverage, as set by theensur

From the foregoing, it should be evident that tedinition of earned income is extremely
important in the determination of disability covgeahe insurer is prepared to offer.

If employed, earned income is salary or wages ekdoeéore the payment of income tax, in other
words, the employee’s gross income. In additiomuses if paid on a regular basis and taxable
benefits are also taken into account.

If an individual is on commission, earned incomgrgss commissions less business expenses,
in other words net income, prior to the paymennhobme tax.

If operating as a sole proprietorship, earned ireasnnet business income (i.e. gross earning
minus business expenses).
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In the case of a partnership, earned income isneetme multiplied by the partner’'s percentage
income.

Other factors which can impact the amount of digghincome an insurer is prepared to offer
include the following:

* Age e Sex * Health
o Lifestyle * Unearned income <« Occupation
e Family history « Hobbies * Pre-existing conditions

INSURABLE EARNINGS — THE UNDERWRITER'S APPROACH

Earned Income

For many disability income insurance applicantsied income” is the amount of salary they
receive from an employer. For those who are nqtleyees, however, but are sole proprietors
or major shareholders in a closely-held corporatiba determination of earned income is more
involved. A sole proprietor or major shareholdexymeceive a salary from the business while in
fact he or she is responsible for the net revepaesed by the business.

Example

Shirley pays herself a salary of $30,000 a yeanfher interior design business. Over the |ast
five years the business has generated annual gressues of $250,000 and net revenues after
expenses of $200,000. In considering her earrmarie, an insurer will look at the net revenues
of the business and not the “salary” that she tédaes the business. It is the business revenues
that are in jeopardy if Shirley becomes disabled #re disability plan should address the
replacement of net revenues as much as possibdel loasthe insurance company’s issue limits
for Shirley’s occupation class and other coveragdures, such as elimination period and benefit
period.

In addition, the underwriter might take into cores@tion bonuses received over a period of time
(i.e. the last 3 years). As bonuses are not gteednthe insurer generally uses an average of the
bonus over this period, instead of the specific pand in the last bonus period.

Unearned Income

If an applicant for disability income insurance laasource of income that will continue whether
or not he or she is disabled the insurer will cdesithat resource when considering the level of
coverage it is prepared to offer.
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Example

Roberto is an investment consultant who earns $000a year from his consulting business.
has also established a personal investment partfiblat generates dividend and inco
payments of $25,000 per year. If the insurer wapgred to issue Roberto a disability inco
policy with a monthly benefit of $6,000 based os &arned income, it may reduce the benef

He
me
me
tto

perhaps $4,500, given the level of investment incdmm is receiving.

Other Insurance Plans

An applicant for disability income insurance magaahave existing disability income insurance

in force. The insurer will also take that coverage consideration.

Example

If Roberto, introduced in the previous example, hasindividual policy or group disabilit

insurance in effect, the insurer will consider Roberto declares on his application for disab&ility

income insurance that he is covered for $1,500 arfitily income under a group insurance
with his employer. The insurer will most likelydwce the amount of coverage it is prepare

y

lan
d to

offer, to perhaps $3,000 per month.

Government Insurance Plans

Continuing the premise that an individual should have access to a higher level of inco

me

while disabled, than the income he or she is réogiprior to disability, the disability insurer

will also factor in the government benefit plansden which the applicant is insured. T

he

applicant may be entitled to short-term disabibgnefits under Employment Insurance as well

as more comprehensive benefits under the providéaker's Compensation plan.

Example

Samantha works as an editor for a publishing compaBhe earns $50,000 per year.
contributes to El. But has access to no other tyfpdisability insurance coverage. She
applied for an individual disability insurance myli The insurer is prepared to issue $2,50

5he
has
D of

monthly benefit coverage, based on her earned iacbut is also considering the fact that she is

entitled to a short-term disability benefit under E

The insurer may offer her a policy with a monthnbkfit of $2,500 with a 120 day eliminati
period to offset the EIl benefit, or it may offerreduced benefit for the first few weeks
disability, increasing to the full benefit of $2(®&fter the El disability benefit has be
exhausted.
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Example

Dora resides in British Columbia and works for Cateps to Order, assembling persopal
computers. Dora earns $40,000 a year. She isredvender the provincial Workers’
Compensation plan. If Dora were to suffer a waglated disability, she will be entitled to
benefits that may approach 90% of her salary andettbenefits may continue for a long time,
depending on the severity of her disability. Dbes no other group or individual coveragg in
force on her life. She has asked her insurancetaigéhere is any coverage available to protect
her if she suffers a disability away from the wddge. Her agent informs her that an insurer
will offer her “non-occupational” coverage that pides benefits if she were to suffer an ilingss
or injury away from the job. Dora applies to thesudrer for individual disability incom
insurance and the insurer offers “non-occupational’erage of $2,000.

Insurance companies typically set the amount cdldiisy income coverage as a percentage of
the applicant’'s monthly earned income. If the pldesigned to pay any benefits on a tax-free
basis, the coverage available will be based onreeptage of the applicant’s monthly after-tax
income. If the plan is designed in such a way beatefits are taxable, then the coverage will be
based on the applicant’s before-tax monthly income.

The insurer must be satisfied during the undemgitprocess that the coverage to be issued
fairly indemnifies the applicant for the loss ofred income during a period of disability
without providing as much or more in monthly betsethan the applicants is able to earn before
disability.

In addition to an applicant’s level of earned in&ran insurance company will consider other
financial factors that might have a bearing onapplicant’s financial status.

The insurer may consider the applicant’s other @@wf income such as investment or rental
income as well as income from a trust that will oease when the applicant becomes disabled.
Again the applicant should not be better off finatlg after suffering a disability taking into
consideration both earned and unearned income. ifi$wer may reduce the amount of
disability income benefit it is prepared to issuecduse of the applicant’s level of unearned
income. A large net worth may have the same etiedhe insurer’s offer of coverage as well.
Assets can be organized to provide an income sttbamis not diminished as a result of the
applicant’s disability.

The insurer will also consider the amount of dikgbcoverage that the applicant has in force
and reduce the amount of coverage it is prepareste.
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KEY TERMS

Issue and Participation Limits

All insurers have tables, which provide agents with maximum amount of coverage that ¢can

be sold on the person insured’s earned income.

Statutory Condition Number Four — Relation of Earnings to Insurance

Statutory Conditions will be discussed later irsthourse. However, this statutory conditior
relevant to the topic.

In essence, it states that prior to selling anviildial disability policy, the amount of coverage

already owned personally, provided through grouguiance coverage, or added to a
insurance contract must be taken into account.

Example

Harold Regan’s earned income per month is $700@re@thy, Harold owns a disability incom
policy that will pay him $2000 per month after diménation period of 30 days.

He also has another policy that will pay $500 penth following an elimination period of 30

days. This was added to a life insurance policyymaars ago.

He has indicated to his agent that he wishes tohaise additional insurance. The agent’s {
step is to go to the Issue and Participation Linoitghe insurance company. The maxim
amount of disability insurance that can be sol65%b6 of his earned income. If the agent s
more than that amount, Harold is deemed to be im#ired and the possibility exists that
disabled, he might try to stay on claim as long@assible.

Maximum amount which can be sold is 65% of $70&%550.

However, the agent has to relate to Harold's eainedme the amount of coverage alred
owned — Statutory Condition #4.

As Harold already owns $2500 of disability coverape maximum amount that can be solg

life

e

irst
m
plls
if

ady

1 is

$4550 - $2500 or $2050.
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PROVISIONS INCLUDED IN AN
INDIVIDUAL DISABILITY CONTRACT

WAIVER OF PREMIUM

A provision included in most disability income pmés, which exempts the insured from the
payment of premiums after being totally disableda@tated period of time such as 90 days, 120
days, or six months.

Some insurance companies however provide that @mipm payments are required as soon as
the disabled individual is eligible to receive bi#isewhile other contracts stipulate the payment
of premiums for a stated period such as 60 or 9&,dat which time it is fairly common to
refund the premiums that were paid during the dtptziod (Called Refund of Premium).

The following is an example of a Waiver of Premignovision found in an actual disability
contract.

Waiver Of Premium
If the Insured is totally disabled for more thanc@Msecutive days, the insurer will:

(1) Waive the payment of premium for the first 90 dafstotal disability by refunding, i
necessary, premium for the 90-day period.

(2) Following the 90-day period, waive the payment @fnpium during the continuance of total
disability until the end of the maximum benefit ipel:

It should be clearly understood that Waiver of Heemis built into the premium costs of a
Disability Income Policy.

When purchasing a Life Insurance Policy waiver afnpium can be added to the policy as an
optional benefit rider.

15



PRESUMPTIVE DISABILITY

Presumptive Disability is a feature found in masdividual disability contracts that states that
total disability will be presumed if, due to sicleseor an accident, the person insured sustains the
completeand_irrecoverabléoss of:

* Eyesight
e Hearing
* Speech

e The use of both hands or both feet
e The use of two limbs (one hand and one foot)

If any of the above occurs, benefits availablepagable without regard to the ability to work. In
other words, if the insured can continue to workainy occupation, benefits will continue to be
paid. Further, the continuous care of a physicsamot a requirement in order to receive benefits.

The following is an example of the Presumptive Dikiy provision found in an actual disability
contract.

Presumptive Disability

Presumptive Disability means the complete and awverable loss of any of the following due to either
sickness or injury.

The loss of speech.

The loss of hearing of both ears.

The loss of sight of both eyes.

The loss of use of both hands or both feet.
The loss of use of one hand and one foot.

aprwOE

If you are Presumptively Disabled you will be calesied to be Totally Disabled regardless of ypur
Earned Income or activity in any occupation, andre¥f you no longer require the regular care and
attendance of a Doctor.

16



RECURRENT CLAUSE

This clause addresses an issue that occurs frégueamely the person insured returning to
work, followed by a recurrence of the disability.

Under this provision, a disability that reoccurghin a stated period of time, such as 6 or 9
months is considered to be a continuation of thgiral claim and a new elimination period
would not have to be satisfied.

Being a continuation of the original claim, the e&hperiod would end in accordance with the
original claim. For example, if an individual hpdrchased a policy with a 5 year benefit period,
went back to work after having received 4 yearbafefits, and suffered a recurrence after 2
months back on the job, then the maximum benefittement would be for 1 year.

The importance of the recurrent clause is to enthaethe person insured is not penalized if

he/she returns to work and becomes disabled againgdthe recurrence period. Without this
provision, the person insured might be reluctametarn to work.

17



SUPPLEMENTAL BENEFITS

These are additional options that can be added fo@me Replacement policy to provide the
insured with a greater degree of protection anaisn

Also called “Optional Benefits” or “Riders”, thegeclude:

* Future Insurability

» Cost Of Living Adjustment (Cola)

» First Day Hospitalization Coverage

» Lifetime Extension

* Accidental Death And Dismemberment
* Premium Refund

» Partial Disability

* Own Occupation Definition

* Residual Disability Benefits

A clear understanding of these riders and theiramgkapplication are of prime importance.

FUTURE INSURABILITY

An optional benefit, which guarantees the insuteel tight to increase his or her disability

insurance coverage at, stated times in the fuegardless of health or occupation. In order to
take advantage of the option however, the insuredtrhave sufficient income to justify the

increase.

For example, Nelson Brady purchased a disabilitgmme policy five years ago when he was age
25. At the time of purchase, Nelson’s earned incovas $2000 per month, and he owned no
disability income protection. He purchased the mmaxn amount of coverage permitted by the
insurer, $1200 per month (60% of his earned incomdlture insurability rider was added to
his contract.

Three years later, Nelson can exercise a futungrabdity option. His income has increased by
$1000 from the time of purchase and the rider aldwn to purchase an additional $600 per
month regardless of his health or occupation.

Future insurability is offered to younger individsiand is generally not available to applicants
over 50.
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COST OF LIVING ADJUSTMENT (COLA)

An optional benefit that is designed to increasgalbility income benefits when the person
insured has been on claim for a stated periochté such as six months or one year.

Each year, payments are increased by a statednp@geeamount or an amount equivalent to the
increase in the Consumer Price Index (CPI).

For example, one contract might indicate a maxinmenease in benefits of 5% annually while
another might have no maximums.

An increase in the cost of living could have a purfd effect on a disabled person. If the cost of
living were to increase at a rate of 6% over thgtr years in order to maintain income

requirements, a $2000 per month disability incoraeelit would have to increase to $3582 per
month.

Recognize that most Canadians when disabled argylion a fixed monthly income and an
increase in the cost of living could result in ficgal hardships.

A cost of living rider can reduce these financiadlgems.

FIRST DAY HOSPITALIZATION COVERAGE

Pays sickness or accident benefits from the faigtaf disability while confined to hospital.

With this rider the insured might receive a daibnbfit of $100, $200, $300 or more per day
while hospitalized for a specified period of tinfdis benefit is not as popular as it once was due
to the fact that hospital stays are much shortan they were in the past.

LIFETIME EXTENSION

This rider provides that disability benefits wilbrtinue beyond the termination date of the
contract, usually age 65, provided the disabilitgwos before that date. The benefit could be
payable for life, provided the insured remainsitptdisabled.

Lifetime extension is not offered to all occupa#oit is only offered to the best risks such as
professionals and white-collar workers. In additiom order to secure the rider, the benefit
period of the individual policy should be “to age’6This rider cannot be added to a policy with
a benefit period of for example, two, five or tezays. The benefit period must be “to age 65”.
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ACCIDENTAL DEATH AND DISMEMBERMENT

Generally offered as a rider, an Accidental Deatth Bismemberment benefit pays a lump sum
specified amount if the insured dies, suffers mrarable loss of sight, or loses two limbs as the
result of an accident. A lesser amount is payaii¢hfe loss of one eye, arm, leg, hand or foot.

The following is an example of an Accidental Deatld Dismemberment Benefit:

ACCIDENTAL DEATH AND DISMEMBERMENT BENEFIT

We agree to pay you, the Insured named in the stdext your beneficiary, subject to the following
terms and conditions, the amount shown in the adbeaf benefits for loss resulting from an accidént
bodily injury which occurs while the policy is irorice. The loss must occur within 365 days of [the
accident causing the injury and must result diyeztid solely from an accidental bodily injury.

DA ... The Principal Sun
Dismemberment of Both HaNdS ... e The Principal Sun
Dismemberment of Both Feet ..ot The Principal Sun
Loss of Sight of BOth EYES ... e e e e The Principal Su
Dismemberment of One Hand and One FOOt ...............ooviiiiie i vieaeeeennes The Principal Su
Dismemberment of One Hand and Sight of One Eye ...cue..veevevvvevennnn.o..... . The Principal Su
Dismemberment of One Foot and Sight of One Eye ......cccueeiiiiiiiiiinnn. The Principal Su
Dismemberment of One Hand or One FOOt .............c.ociiiiiiiiiinans One-Half the Principal Su
Loss of Sight of ONE EYE ..ocviviiii e, One-Half the Principal Su

Dismemberment means complete severance of the larasabove the wrist or of the feet at or abpve
the ankle. Loss of sight means the entire andakre@ble loss of eyesight beyond remedy by surgical
means or otherwise.

PREMIUM REFUND

An option that provides a refund of premiums pdigr@determined dates, less any benefits, if
paid over the stated period of time.

The following is an example of a premium refunceritbund in a disability income contract.

Return of Premium Benefit

If the return of premium option is chosen in theplagation, and in consideration of the additional
premium paid for this benefit, the Company willteaf the policy is continuously in force for 20
consecutive years, return the premium paid foipthiey less any benefits paid over the 20 yearqaeri

After the initial return of premium a new return @femium benefit period will begin and subsequent
periods will begin at the end of each 20 years.

This option terminates at the end of the returprefmium period after the insured reaches age 55.

20



PARTIAL DISABILITY

Provides a short term benefit for approximately mianths with the amount of benefit totalling
up to 50% of the total disability benefit when fherson insured returns to work and is unable to
perform one or more of the important duties ofdrifier occupatiompr they can perform all the
important duties of their occupation, but only opaat-time basis.

OWN OCCUPATION

This definition of disability is very rarely offedeby insurers in a basic income replacement
contract, rather it is offered as an optional biénef

The definition states that if the insured is unabl@erform the important duties of one’s regular
occupation, the insurer will pay the stated montigpefit, and the monthly benefit will continue
to be paid, even if the person insured is workmgnother occupation.

The own occupation definition of disability is onbffered to specific occupations, mainly to

professionals and white-collar workers. It is ndéteed to higher risk occupations such as
electricians and construction workers.
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RESIDUAL DISABILITY BENEFITS

An accident or a sickness does not necessarilytiiesine person insured being totally disabled.
Because of this, most insurance companies providat w6 known as a Residual Disability
Benefit option. This provides the disabled persath wartial benefits, based on their percentage
loss of income.
In order to receive benefits under this optionitiseired must meet the following conditions:
* Be unable to perform one or more of the importanited of their occupation
Or

* Be able to perform all the important duties of dwsher occupation, but not on a
full-time basis.

And
* Have a reduction in their earned income of at [28%b or more.

If an individual's loss of income is over 75%, masurance companies consider the individual
totally disabled and will pay the full benefit.

Example

Harold, a plumber earning $60,000 per year purchaselisability income policy providing
coverage of $3000 per month. He was involved inedoss snowmobile accident, the
consequence being he can only work part-time lieguibh an income loss of $24,000 or 40pa.
When Harold bought the policy, he included a residlisability income rider with a zero day
qualification period.

What amount of monthly income will Harold receive?
Loss of Income is $24,000 + $60,000 = 40%

Harold will receive 40% of $3000 or $1200.

If Harold's loss of income were 15%, what wouldrbeeive?

If Harold’s income loss were 88%, what would hecree?
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QUALIFICATION PERIOD

The only time that this term is relevant is wheniradividual has purchased a disability income
policy that provides residual disability income béts.

The qualification period is the period of time wiicould be 30, 60, or 90 days in which the
insured has to be totally disabledorder to receive residual benefits.

While not the same as the elimination period, thali§ication period and the elimination period
could occur at the same time.

Today, most insurers’ provide a zatay qualification period.

The relevance of the qualification period for residbenefits can be best illustrated by the
following example:

Example

Gary Jordan suffers a heart attack and is off worlk26 days. He returns to work on a part-time
basis for the next four months. Gary’'s policy haS0aday elimination period and a residyal
benefit with a 30-day qualification period on hslividual Income Replacement Policy.

In the above example, Gary would not qualify fasideal benefits. In order to receive residual
benefits, Gary would have to be totally disabledd@eriod of 30 days.
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EXCLUSIONS AND LIMITATIONS

A provision found in an accident and sickness @mtexcluding certain risks, thereby limiting
the scope of coverage.

The following, while not all inclusive, are examplevhere certain disabilities are generally
excluded:

» Self-inflicted injuries

* Injuries or sicknesses resulting from military seey war, or acts of war
* Normal pregnancy

» Criminal acts

* Mental or nervous breakdown

Each individual policy will outline the specific esions, under a specific heading such as
Exclusions or Exceptions.

Prior to a contract being issued by the insuremymguestions must be asked of the person
insured by the agent, such as:

* Personal information

* Health information

* Hobbies, habits and morals

» Specific details concerning occupation
 Earned income

Based on the above information, additional exchusioould result. For example, if the person
insured is engaged in high-risk sport activitidgeré might be an exclusion for that hazardous
activity such as sky diving, bungee jumping, hahdimg, scuba diving, parachuting, etc.

Similarly, if the person insured recently had be#hwork for a week due to a lower back
problem, a permanemixclusion might be added to the contract statiag & disability resulting
from a lower back problem will result in benefitsitg excluded.

There are instances when a tempoexglusion might be attached to the contract. kangle,
a recent hernia operation might result in a temyoeaclusion for a period of six or nine months
from the issue date of the contract, or from dateilbrecovery.

When changes are made to the contract, generallgiver agreemenis added to the policy.
This agreement exempts the specified condition amditions from coverage, either for the
length of the contract, or depending on the coodifor a specified period of time (for example,
three years) after which the condition is revieveed the exclusion might be maintained or
taken off the contract.
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LIMITATIONS

Some individual policies might limit payment of ledits due to a pre-existing condition.

A pre-existing condition is a medical condition fehich medical advice had been sought six
months, one year, or two years (as specified inctirgract) prior to applying for the disability
contract and which recurs within a stated perioto€, such as six months or one year from the
policy issue date.

Some insurance companies in the underwriting psocesy rarely request aAttending
Physicians Statemen{APS).

Because of this, their disability contracts havera-existing and waiting period conditions
limitation similar to the following:

‘Pre-existing Condition’ means a condition for which you received medicai@or treatment
within 24 months preceding the issue date of tHeypor showed symptoms within 12 months
prior to the issue date that would have causedrdmarily prudent person to seek medical
advice or treatment. A pre-existing condition does include any condition fully disclosed |in
the application for the policy.

‘Waiting Period Condition’ means a condition for which you received mediahlige or
treatment within 30 days after the issue date efgblicy or if it showed symptoms within 30
days after issue date that would have caused amapitgl prudent person to seek medical adyice
or treatment.

PRE-EXISTING AND WAITING PERIOD CONDITIONS LIMITATI __ ONS

A loss caused by a pre-existing condition or wagitperiod condition is not covered unless the
loss begins after 24 months from the policy issate d
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BUSINESS APPLICATION FOR DISABILITY INCOME INSURANC E

INTRODUCTION

In addition to fulfilling individual needs for reptement income to a person who is disabled and
unable to earn an income for himself or herseBalility insurance policies can be valuable in
fulfilling business needs. Special disability padis have been designed to deal with situations
where:

* A key employee of a business becomes disabled;

* An owner of a business becomes permanently disariddhe ongoing expenses
of running a business must be met during a periatisability;

» The shareholders of a corporation purchase theesttef a disabled shareholder
under the provisions of a formal buy-sell agreement

Each of these situations, and the types of disghisurance policy used to deal with them, will
be discussed on the following pages.

Key Person (Employee) Disability Insurance

Introduction

Key person life insurance protects an employer ftogs incurred as a result of the death of a
key employee. Key employee insurance applies gq(iiho more so) in cases where the key
employee becomes disabled and unable to work periad of time.

Definition Of A Key Employee

A key employee is a person whose service are ialteégrthe success, prosperity, and possibly
even survival of the business. The loss of a kapleyee to a disability would result, at a
minimum, in significant economic loss to the em@oy

Dual Purpose For Key Employee Insurance

Disability insurance on the life of a key employagght be initiated by the employer for one (or
both) of the following purposes:

Salary Continuation For The Key Employee

Since it is reasonable to assume that the emplayiersuffer income losses or additional
expenses during a period of disability of a key yge, it might be difficult for the employer to
continue paying salary to a non-productive disabkey employee. Disability insurance
coverage that is designed to simply replace thel@rap’s salary would alleviate the cash flow
burden on the employer while guaranteeing the naation of salary to the disabled employee.
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Compensation For The Employer

Continuing a salary to the disabled key employeghinonly be half the problem. What about
the losses incurred by the employer as a consequanite loss of the services of the disabled
key employee? The employer might lose sales odymtivity, which would in turn result in
reduced profits. Money might have to be expenddure and train a replacement employee for
the duration of the disability. Or other employeaght have to “pick up the slack” of the
disabled employee’s duties, thereby impairing tbein efficiency and value to the employer.

All of the above expenses might be provided fortlhg acquisition of a disability insurance
policy on the life of the key employee, with betefdesigned to replace the losses/expenses
incurred by the employer during the period of diktyb

The amount of insurance benefit, the eliminationgaeand the benefit period would depend
upon the details of each situation. The definibdrlisability would of course be own or regular
occupation, since it precisely the loss of the &mployee’s regular services that gives rise to a
loss in the hands of the employer.

Structure Of The Arrangement

Key person arrangements are generally funded wdvidual insurance policies applied for,
owned by and paid for by the employer. In the ¢wdm claim, benefits are also paid directly to
the employer.

If the policy is intended to provide a continuingcome for the disabled key employee, the
benefits are in turn paid to the employee by theleyer, in the form of salary continuation.

If the policy is intended to compensate the empldge the loss of the services of the disabled
key employee, the benefits are simply retainedhendmployer’s business account, to be used in
whatever manner he or she deems to be most apgiepri

Taxation Of The Key Employee Disability Arrangemens

Regardless of the purpose of the insurance coveraggloyer-paid premiums for a key
employee disability policy are not a deductible @xge to the employer for income tax purposes.

Provided the plan benefits are paid directly to éneployer, the payment of premiums by the
employer for key person disability insurance doesaonstitute a taxable benefit to the insured
employee.

On the other hand, any benefits paid to the emplogder the policy are received free of tax.

If the plan benefits are retained by the emplottegre remains no tax consequences for either
the employer or the insured employee.
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If the plan benefits are subsequently paid outhe insured employee, by way of salary
continuation, the amount paid out becomes a ddaladiusiness expense for the employer and is
treated as taxable income to the employee for ¢lae 9f receipt.

A Key Employee Disability Funding Example

Raj Rupal is the sales manager for Techlite Entepra company that specializes in the
manufacture and distribution of office furniturenggonents. Raj earns in excess of $150,000 a
year, on average, and accounts for over 40% of liteshsales (and therefore, 40% of its
profits). Raj’s success is not just tied to hiem list — it stems from the personal relationship
and trust that he has developed with each client.

Techlite realizes that Raj’'s worth to the comparould be almost irreplaceable in the short term
and has taken steps to protect itself (and Rajhasmdamily) against the financial impact of his
death or disability.

Techlite has taken out life insurance and two diggbnsurance policies on Raj life. The life
insurance is designed to pay Techlite a lump-sunefiteof $500,000 in the event of Raj’s death,
to compensate the company for any resulting lasfitprand provide it with capital to hire, train
and cultivate a replacement sales manager.

One of the disability policies provides for an ialitdisability benefit of $8,750 a month for two
years, with an elimination period of 30 days. Tjidicy is intended to generate sufficient cash
flow to allow Techlite to continue to paying Raj%M®f his current salary, in the event that he is
disabled and unable to work at his own or regutaupation. After two years, the definition of
disability under the policy changes to “any occigrato which the insured is reasonably suited
by education, training and experience” and the fietevel drops to $7,500 a month for a
maximum of an additional three years.

The second disability policy taken out by Techptevides for a benefit of $15,000 a month to
be paid to Techlite in the event that Raj is diedldnd unable to perform the duties of his own
regular occupation. The benefit is subject to a@@ elimination period and is payable for two
years (after two years, it is felt that TechliteuMbbe forced to replace Raj permanently). The
policy proceeds are intended to compensate Tedblitprofits loss and/or additional expenses
incurred as a result of Raj disability.

Disability Buy-Sell Agreements

Introduction

A disability buy-sell agreement is a contractuateagnent between/among the owners of a
business (or between the owner and a third partgually an employee) providing for the

orderly disposition of the business owner’s busineserest in the event that he or she should
become permanently disabled and unable to fullildniher business duties and obligations.
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The Purpose Of A Buy-Sell Agreement

The purpose of a disability buy-sell agreemenbiguarantee that the needs of both the disabled
owner and the “surviving” active business owness aldressed to the maximum benefit of all
concerned.

Benefits To The Disabled Owner

A permanently disabled business owner faces twomnthlemmas: generating income to replace
earned income he or she was making prior to beaprdisabled and the disposition of the
business asset for a fair price. The latter mighgyuite difficult if the disabled business owner
held a minority interest in the business — aftér ldw many people want to buy a minority
business interest controlled by strangers (the ntyajowvners)?

The buy-sell agreement can be structured to gusgaant income to the disabled business owner
during the preliminary stages of his or her disabdnd to guarantee a fair sale of the business
interest should the owner be permanently disabled.

Benefits To The “Surviving” Owners

The problems for the “surviving” active businesstpars of the disabled business owner? How
to generate the cash flow needed to continue pagirgglary to a non-productive disabled
business partner? How to avoid having the disablesiness owner’s family exert an influence
on the business?

A proper disability buyout agreement will allow trseirviving active owners to retain full
ownership of the business, while still meetingrieeds of the disabled owner.

The Element Of Certainty

A properly drawn and funded buy-sell agreement oaonly provide the blueprint for resolving
the problems and fulfilling the needs of all of gharties involved, it can be drafted and funded
SO as to provide certainty as to the financial oote of the permanent disability of a business
owner.

Aspects Of A Buy-Sell Agreement

An effective buy-sell agreement must provide fa Hasic “triggering events” that could lead to
the withdrawal of one of the business owners fréva Ibusiness and must contain the basic
elements that will guarantee the successful comopledf the buy-sell in the event of the
happening of one of the triggering events.
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Triggering Events

Comprehensive buy-sell agreements between co-oWoreosvners and prospective owners) of a
business provide for the triggering (executionjta arrangement in the event of any one of the
following eventualities:

 The death of one of the business owners.
* The permanent disability of one of the businesserain
* The retirement of one of the business owners.

Four Fundamental Elements Of A Buy-Sell Agreement

Similar to buy-sell agreements triggered by thetlde# a business partner or shareholder,
disability buyout agreements must contain four amental elements to be effective:

* Provisions for a guaranteed sale by the disableteowf the business interest.

» Provisions for a guaranteed purchase of the didailsiness owner’s interest by
the other parties to the agreement (usually busipagners or co-shareholders).

» A pre-set guaranteed price (or method for detemmgirthe price) of the business
interest at the time of purchase under the agregraed,

* A method of guaranteeing the funding of the purehas

Example

The buy-sell agreement between Larry and Moe gteeanthat, in the event of Larrys
permanent disability, Moe will be legally obligedl huy out Larry interest in their party store, at
price to be determined by the firm of Curly and i&be professional business valuators. The
funding for the buyout will come from a disabilipplicy taken out on Larry’s life at the time pf
execution of the buy-sell arrangement.

Characteristics Of A Disability Buy-Sell Arrangement

A disability buy-sell agreement is much more complean an agreement that is triggered by the
death of a business owner. In the latter casenerd only establish that the business owner is
dead (usually fairly straight forward) and thenideovho buys what for what price. A disability
buy-sell agreement involves many more variables:
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The Definition Of Disability

In theory, a disability buyout agreement could esy@ny of the standard disability definitions
(own occupation, any occupation, etc.) or it cobll adapted to a specialized definition of
disability not common to any disability insurancaigy.

However, given that it is the services that an awmdo is also usually an owner-operator) of a
business performs for the business that makes himerointegral to the business, most disability
buy-sell agreements employ an own or regular odcupdefinition of disability. That is to say,
the owner is considered to be fully disabled ifoihehe is unable to perform his or regular duties
to the business.

The Elimination Period

The amount of time that elapses between the orisetdesability to a business owner and the
actual triggering of the buyout under the buy-sgiteement (the elimination period) is critical.

Too short an elimination period and the buyout rhayriggered against an owner who recovers
and would have wished to retain his or her interedhe business. Too long an elimination

period and the disabled owner may become too gréaiin on the business, causing its failure.
Typically, elimination periods of six to 24 montfws longer) are used.

The Type Of The Benefit

Disability buyouts can be effected either with enpitsum payment or with a series of periodic
payments. The lump-sum buyout is becoming the mpogtular, paralleling most buyouts

triggered at the time of an owner’s death. Lummshbuyouts have been facilitated by an
increase in the past few years of insurance corepasffering policies that will pay a lump-sum

benefit in the case of total and permanent didgl{gee below).

The Duration Of The Benefit

Lump-sum payments are, of course, a one-shot ergerp Periodic payments are generally
designed to be facilitated over a period that dates to standard disability benefit periods, like
five years or to the insured’s age 65 (retiremegaf) a

The Amount Of Benefit

The amount of the benefit paid out to a disableth@wnder the buy-sell agreement with be a
function of the value of the business interest dradtype of payment involved. Typically, the
value (price) set for a lump-sum disability buyeull be the same as the price under a death-
time disability buyout: the fair market value oethusiness interest at the time that the buyout is
triggered. In cases where the buyout is to bectfte over time, the periodic payments are
usually a function of the buyout price, adjustedtfe time value of money.
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Example

A typical disability agreement might have termdapws: “In the event that Owner A shall be
deemed to be disabled and unable to perform thesdat his regular occupation with ABC Cpo.
for a period of 12 consecutive months, ABC Co. Isbay out A’'s common shares of ABC Cp.
within 60 days of the end of the above-noted 12 ttn®meriod of disability, for a lump-sum
payment of $1,000,000 (or for such amount as tteness valuators of Curly and Shemp shall
deem appropriate as the value of A’'s common sl&ra8C Co.).”

CHARACTERISTICS OF DISABILITY BUY-SELL FUNDING

Coordinating The Policy With The Agreement

One of the most important factors in structuring thsability insurance policy used to fund a
disability buy-sell agreement is to ensure thatténes of the policy coordinate with the terms of
the agreement. Otherwise, the business coulditetf in a position where an owner is deemed
to be “disabled” for purposes of the buyout, but far purposes of the required funding

(insurance).

With respect to the definition of disability usedthe funding policy, it must be equal to, or more
liberal than, the definition used in the agreemdvibst buy-sell agreements define disability as
“‘own or regular occupation.” If, for example, tphelicy used an “any occupation” definition of
disability, an owner who could not perform his rieguduties to the company (due to illness) but
who could perform other, suitable work outside led business, would be disabled for purposes
of the agreement but not for purposes of the polidhe buyout would be triggered, but no
funding would be available.

Ideally, of course, the amount of benefit providedler the funding policy should be at least
equal to the buyout price, or the buyout will bedenfunded. This can be a problem in lump-
sum buyouts, where the insurer may only cover 80%epurchase price, leaving the other 20%
unfunded.

If the buyout price is subject to escalation (dadnicrease in the value of the business), it is
important that the funding policy carry a futurerghase option, guaranteeing the right to add
coverage in the future, and that the level of cagerbe reviewed regularly.

Lastly, of course, the elimination period under filmeding policy should never be longer than the
elimination period under the agreement. Otherwtise,buyout could be triggered prior to the

availability of funding; leaving a gap that wouldve to be funded personally by the purchasing
business owners.

32



Ownership Of The Policy

Depending upon the nature of the buy-sell agreeniemtfunding policy will either be owned by
the business itself (in the case of an entity beli-svhere the business itself purchases the
disabled owner’s interest), or by the other busmasner(s) (in a criss-cross or cross purchase
buy-sell, where the other owner(s) purchase theest of the disabled owner directly).

Beneficiary Of The Policy

The benefits paid from the funding disability pglghould be paid directly to the owner(s) of the
policy, who have the obligation to buy out the bisal owner’s interest.

TAXATION OF DISABILITY BUY-SELL FUNDING

Deductibility Of Premium Payments

Regardless of who owns the funding policy and/obways the premiums on the policy (the
business or the individual business owners), themprms paid for the policy are not a
deductible expense for the payer for income taypses.

Taxation Of Benefit Payments

Provided the policy benefits are paid either tolihsiness itself or the policy owner, they are not
treated as income at the time of receipt. (NOTa&reGhould be taken if the business owns the
insurance not to have the buyout payments madetlyite the disabled owner. If the agreement
is not carefully drafted, such payments could bestoed to be taxable income to the recipient,
rather than a capital transaction.)

Taxation Of The Buyout

Payments made from the business or co-owners tdiglabled business owner as discharge of
the purchaser’s obligations under the buy-sell @gents are capital payments (not income) and
will give rise to tax consequences to the recipmmly if he or she incurs a capital gain on the
sale of the business interest.
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OFFICE OVERHEAD EXPENSE INSURANCE COVERAGE

Introduction

One of the prime dilemmas facing a disabled busir@sner is how to cover the ordinary
expenses of the business during the period of ilityalso that the business can continue in
business and will still be there when the disaloleder is ready to return to work.

Most closely held business resolves this problemtakyng out an office overhead expense
disability insurance policy on the owner(s) of thgsiness, so that the regular expenses of the
business attributable to a disabled owner will e dor by the insurance benefits during a
period of disability.

Insured Persons

In order to qualify for coverage under an officeedwead expense policy, a business owner must
generally meet the following criteria:

* Be self-employed

¢ Own a minimum of 20% of the business

* Have a maximum of three to five employees

» Have operated the business for a minimum of siwtlve months, depending on
the contract.

The Definition Of Disability

The definition of “total disability” used for mosiffice overhead expense policies is “own or
regular occupation.”

Benefits

Benefits are paid in the form of a reimbursemenaaitially expended qualifying expenses, to a
maximum monthly limit (e.g., $4,000 a month).

Elimination periods run from zero to 90 days anddfiés are often paid retroactively to the first
day of disability, once the elimination period heen satisfied.

Benefit periods typically run from 12 to 24 monffadter two years of disability on the part of
the owner, the business isn't likely to survive aay).
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Covered Expenses

Office overhead expenses policies cover most wmudinecessary business expenses, including:
employee’s salaries, rent payments, mortgage pagndoan payments, lease payments,
insurance premiums, utilities, property taxes, ar@ntenance services, to name but a few.
Excluded Expenses

Excluded from coverage are new capital expendifigaisry payments to the disabled insured,
his or her replacement and his or her family mes\bgalary increase to staff and expenditures
not requiring disbursements by the insured (suchf@snsurance premiums waived during a
period of disability).

Extended Benefits

Because most business expenses cannot be neatpadomntalized, month by month, most
office overhead expense policies provide for aycéorward of benefits or expense from one
month to another, within the coverage limits of plodicy.

Example

Monty is the sole shareholder of a closely heldrmss that services cleaning contracts. He|has
an office overhead expense policy on his own fifeyiding for a maximum of $4,000 a months,
in the event of his total disability.

Monty fell on a wet floor at a job site recentlydawas off the job for six months. Benefits
started after the first three months of disability.

In the first month of qualification for benefitsjshcompany actually incurred $4,500 |of
gualifying expenses. The policy reimbursed Momtythe first $4,000 of expenses (the monthly
policy maximum) and he was allowed to carry thelainbed $500 expenses to the next month.

In month two, the company incurred only $3,200 a&lifying expenses. The first $500 of
policy benefits was used to compensate Monty fer $800 of unclaimed expenses from the
previous month. The $3,200 of expenses actuatlyried during the month was covered, tpo.
The $300 of possible benefits not claimed for theent month ($4,000 - $500 - $3,200 = $300)
could be carried forward to be used in the nexttimahthey were needed.

Additionally, some office overhead expense poligesmit the insured to carry unused benefit
room beyond the benefit period, to be used agdinste qualifying expenses, so long as the
insured remains disabled.
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Example

Let us assume that Monty was disabled permanemblyjust for six months. Normally, at the
end of the 24-month benefit period under his polimnefits would stop. However, let’s further
assume that, by the end of the benefit period, Wbat claimed only $82,000 of the maximum
$96,000 ($4,000/month x 24 months) of benefits thmtwas entitled to under the policy. | If
Monty’s policy provides for extended benefits, fmild claim the other $14, 000 of benefits|in
the future, so long as his business has qualifgkenses and he remains disabled.

Taxation Of Premiums And Benefits

The tax treatment of premiums and benefits asstiatth an office overhead expense policy is
at odds with all other types of disability insuranc

* Premiums paid for an office overhead expense palieya deductible expense by
the business for income tax purpose.

» Benefits received by the business under an officerleead expense policy are
reported by the recipient as taxable income.

The fact that the benefits are taxable is genewdliget by the fact that the expenses that the
benefits are used to pay (employee salaries, rtdititjes, etc.) are most often a deductible
expense for the business, so the benefit/expenses“wash” for income tax purposes.

The Tax Treatment of Individual Disability Benefits

Generally speaking, taxpayers cannot deduct premitivat they pay for individually owned
disability plans. Since the coverage is paid fahwafter-tax income, the general rule is that any
benefits paid under the plan will be received etax.

On the other hand, if the policy is owned by thepteyer, but the premiums are paid for by the
taxpayer’s employer.

* If the employer-paid premiums are reported as iredm the employee, the
employer may deduct them as a business expenstharamployee must report
them as income for the year in which they were pakhy benefits received by
the employee will be received free of tax.

Example

Millie works for the Maudlin Manufacturing Compang,small family business. Maudlin pays
the $800 annual premium on Millie’s personally odmisability policy, as part of her employee
benefit package. Mille reports the $800 as a tiexaizome each year. Last year, Mille injured
her hand in a press at work and was disabled fomsinths. Mille’s policy had a three month
elimination period and then paid her three montisth of benefits, at $2,000 a month. The
$6,000 in benefits that Mille received were notuded in her taxable income for the year.
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GOVERNMENT PLANS THAT PROVIDE DISABILITY INCOME

THE CANADA PENSION PLAN

The Canada Pension Plan Act became law in Aprib1&6d the plan became
operational effective January 1, 1966.

The primary objective of the CPP is the provision of an eagsir- related
pensions for the maximum number wforking Canadians, based on their
mandatory contributions into the plan from aged. 8tirement.

Unlike most private pension plans, the CPPpwwtable; contributions are
compulsory if you work in Canada.

Although the CPP was initiated by the Federal Gowent, the Act allowed any
province to establish and administer its own planly Quebec exercised that
right, and for the most part, the provisions amilsir.

While the primary component of the CPP is retirempensions, it provides
benefits for:

(A) Disabled contributors and benefits for theipdiedent children.

(B)  Survivor benefits (including a lump sump debémefit, a surviving
spouse’s benefit, and an orphan’s benefit, for emgendent child).

The core however, of the CPP is providing workiram@dians with retirement
income.

For purposes of this module however, we will lobkhe disability component of the CPP.

In order to receive disability benefits under tHeRC

(&) Youmust have contributed to the CPP in at least 4 ofdlse6 years.

(b) You must be under age 65.

(c) Most important, the definition of total disabyjlis extremelyrestrictive.
Your disability must be a physical and mental imnpaint that idoth severe
and prolonged.

Severe means you are not able to pursue any ganfployment, and prolonged

means that such disability is likely to be of addfinite duration or is likely to
result in death.
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If an individual qualifies for the disability compent, they are entitled to a flat
rate amount plus 75% of their calculated pensioih tagy were age 65.

Currently the flat rate on a monthly basis is $837.
In 2006 the maximum monthly retirement pensiongat @5 is $844.58.
Flat Rate + 75% of estimated retirement pension

$397.61 + 75% of $844.58
= $1031.05 per month.

As a matter of interest, most individuals who diyalor a disability pension do
not receive the maximum benefit.

The flat rate provides the disabled individual watlhigher level of income than
otherwise would be the case.

WORKER'S COMPENSATION PROGRAM

Known by different names in different provincesgh programs provide benefits
for worked related accidents or illnesses.

Funding of the program is entirely by the employatsno cost to either the
worker, and any benefits received by the employedax-free.

The premiums (contributions) paid by the employaryvdirectly to the risks of
the type of business operations.

The premiums payable by all employers range fromoat 30% of payroll for
very high risk businesses to less than 1% in ek operations.

Compensation, to which the worker is entitled toldoy, replaces his/her right of
action so that he/she may not sue the employeddaorages or injuries received
during employment.

Some provinces (Ontario being one) allow the owaeskey executives to opt
out of the plan.

The decision as to the type or classification eadility is made by the Workers’
Compensation Board, based on medical evidenceeguaits submitted.
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Compensation varies from province to province, hawaVCB provides injured
employees with superior weekly income, as the Valthg chart demonstrates.

Compensation is payable after a waiting periodra o four days, depending on
the province.

Contribution made by employers are tax deductiblehie company, however
benefits paid to employee a©OT TAXED

Workers Compensation benefits are very comprehenshs well as the benefits
for work related injury or industrial disease, ibpides benefits for

a) Any necessary health care cost, and any negessadical and vocational
rehabilitation programs, if employee is injuredtba job or has a work related
disease.

b) Funeral expenses, a lump sum death benefit apwthly income to the

surviving spouse or eligible dependants if a waakpl injury or disease
results in death.
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WORKERS' COMPENSATION

DISABILITY BENEFITS — BY PROVINCE - 2006

Province Maximum | Percent of | Waiting | Employer
Insurable Earnings | Period | Average
Earnings Payable Assessed Rate
(per $100)
British Columbia $62,400 90% of netNone $1.975
income
Alberta $63,300 90% of net None $1.57
income
Saskatchewan $55,000 90% of nelNone $1.84
income
Manitoba No 90% of net | None $1.68
Maximum income
Ontario $69,400 85% of net None $2.26
income
Quebec $57,000 90% of netNone $2.27
income
New Brunswick $51,900 85% of net3 Days | $2.19
income
Nova Scotia $45,100 75% of net2 Days | $2.65
income
Prince Edward Island $43,300 80% of neNone $2.33
income
Newfoundland & Labrador, $47,245 80% of neNone $3.19
income

Notes:

In Manitoba — after 24 months on claim, benefittiduced to 80% of net income.
In Nova Scotia — after 26 weeks on claim, benafitéased to 85% of net income.

In PEI — after 38 weeks on claim, benefit increa®se85% of net income.



EMPLOYMENT INSURANCE (EI)

Human Resources Development Canada (HRDC) is tHerdk agency, which administers
Employment Insurance.

El provides a short-term disability benefit to eoydd people who qualify.

It should be noted that selfemployed individuals do not contribute to E
nor do they qualify for any of the benefits. Repreentatives with Combinet
Insurance do not qualify for any benefits from El & they are selfemployec
individuals (e.g. independent contractors), nor dothey make an
contributions to Employment Insurance.

In order to receive disability income benefits, theabled employee must have:

* Accumulated the regular hours of insurable emplaynad made the required
contributions into EI. The number of hours variesf province to province and
from location to location, based on the unemploynate in that area.

* Be disabled as the result of an accident, sickregarantine.

* Have a physician’s statement or medical certifigmteving disability.

If the disabled employee qualifies, their entitlemef benefits is limited to 55% of weekly
insurable earnings to a stipulated maximum per week low-income earners this percentage

can be increased based on weekly insurable earnings

The benefit is paid for a short duration of timg,vteeks, following a 2-week waiting period. In
other words, from day 15 to 120.

In addition, it should be understood that any bireteived from Employment Insurance is
taxable income for the year in which it was recdive

Of major importance is the fact that El is "secqayor if the disabled employee is receiving
income from certain other sources while disabldwsE sources include:

* Continuing employment income or commissions

* Workers’ Compensation weekly income benefits duartan-the-job accident or
work-related illness.

* Group disability income benefits from a short-tedisability plan.
» Canada Pension Plan Disability benefits.

* Pension Income.
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It should be noted that EI is not “second payof in respect of any personally owned
disability income insurance policies owned by an individual.

EXAMPLE:

Employee earns $600 per week and qualifies for Ehflity Income. ENTITLEMENT is a
percentage of weekly insurable earnings to a maximQurrently, the maximum is $750 per
week.

Because the employee’s income is less than maxireatitlement would be
55% x $600 = $330 per week.

To cite another example, suppose the employee @&1#00 per week. Because the employee’s
income is over the maximum, entitlement would bdtid to

55% of $750 = $412.50

This is the maximum amount that any employee caaive regardless of whether their income
is $750 per week or $2000 per week.

As mentioned above, El is secondary payor wherdib&bled employee receives income from
sources outlined above.

For example, if the employee was injured on the golol was eligible to receive Workers’

Compensation, effectively they would receive noghirom EI, as WCB would pay more than El
on a weekly basis.

CO-ORDINATION OF BENEFITS

Some individual contracts co-ordinate or integrdisability benefits from all sources such as

government-sponsored plans, group insurance digabénefits and in some instances, existing

individual policies. Accordingly, benefits receiveg the insured could be less than the amount
stated in the contract.

Contracts that co-ordinate or integrate benefitgaisly cost less than those that do not.

The following is an example of a disability incorpelicy that includes a co-ordination of
benefits provision:
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INTEGRATION (CO-ORDINATION) OF MONTHLY BENEFITS

The monthly benefit under this policy will be re@dco the extent that the sum of:
(1) the monthly benefit,
(2) government benefits, and
(3) disability benefits under other insurance pebc

exceeds 75% of the average monthly earnings onweed from his or her regular occupation
for the twelve months immediately preceding the c@ncement of total disability.

The monthly benefit will not be reduced by any ewoisliving adjustment in government
benefits, which occurs after the Insured first lmees entitled to government benefits.

If the monthly benefit payable is reduced underithegration of monthly benefits provision, the
maximum benefit period will be increased. During tbxtended benefit period, the monthly
benefit, subject to continued integration of moythénefits, will be paid until the total of all

benefits paid for the same continuous period oéltdiisability equals the monthly benefit
multiplied by the number of months in the maximueméfit period.

“Government benefits” means the following benethe Insured is eligible to receive or any
member of his or her family is eligible to receigas a dependent because of the Insured’s
disability:

(1) disability or retirement benefits provided bgr@da or Quebec Pension Plans;
(2) disability benefits under workers’ compensatioocupational disease or similar law;

(3) disability benefits under any compulsory benefi law, including any no-fault
automobile insurance;

(4) federal, provincial or municipal programs puding disability benefits, including
employment insurance disability benefits.

If the Insured received a lump settlement from aegoement benefit, that portion of the
settlement representing future benefits will beidtd by the government benefits monthly
benefit to arrive at the number of months paid. baeefit payable under this policy will then be
reduced for the same number of months. No bengiitde reduced by any government benefit
period on a retroactive basis.
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When the Insured or his or her dependent is egibi any government benefit, in addition to
proof of disability, the insurer must receive:

(1) Proof that the Insured has applied for the govent benefit;

(2) Written authorization for the insurer to reaeimformation about the status of the
application;

(3) Notice whenever the application is approvedisapproved; and

(4) If disapproved, proof that an appeal has beadan

DIRECT OFFSET OF GOVERNMENT BENEFITS

Most individual contracts also have a Direct Offdause contained in the policy. With this

method, benefits under the disability contractadfset dollar for dollar by benefits received

from Workers Compensation and the Canada Pensamt®lthe extent that the combination
exceeds some stated maximum, such as 75% of meoage earnings.

The type of policy used for this approach is usualhon-cancellable contract.

TAX IMPLICATIONS OF INDIVIDUAL

DISABILITY INSURANCE POLICIES

The taxation of individually owned disability incemnsurance is similar to life insurance,
namely any premium paid is paid with after-tax dddl In other words, premiums paid
individually are not deductible from income as apanse. As such, any benefits received are
received tax-free.

A corporation can aid an employee in acquiringvidiial disability insurance by increasing the

employee’s salary or paying the premium. If the Exygr increases the employee’s salary to pay
the premium, the salary increase isx@able income If the employer pays the premium and tax

deducts it, the amount of premium is paid is deetodzk a taxable benefit.

It should be clearly understood that the employannot tax deduct a premium on an
individually held policy, for example a policy takeut on a “key person”.

There is one exception to the rule, what is calé@rouped Disability Policy”.
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‘GROUPED” POLICIES

* These are personal individual contracts appliegfar owned by the employer,
with benefits payable to the employees.

* Generally, a “grouped” disability policy is set by a resolution of the Board of
Directors of the company. There must be two or nesnployees as well as two
or more grouped disability policies issued. Prensyraid by the employer are tax
deductible to the employer and a¥®©T considered & axable Benefitto the
employee. Reference for this arrangement is “Inédrom Bulletin IT 85-R2”.

» Disability benefits received are taxable to the lyge and, because of this
insurance companies allow benefits larger tharr tsial Issue and Participation
Limits.

» If employer is not a corporation, the same resatt be obtained by setting up
what is known as a Health and Welfare Trust Agregme

The following chart outlines the income tax treatinef various sources of individual disability
income policies.

Contribution by | Contribution by Benefits

Income Source — .

Individual Employer Received
Individually owned policies Not deductible None Naxable
Owned by employer on an individual None Not dedleti Not taxable
Grouped Arrangement” owned by . Taxable to
employer on two or more employees None Deductible emblovee
as per IT-85-R2 ploy

The following chart outlines the income tax treattnef various sources of government
disability income programs paid directly to an ndual.

Income Source Contribution by Individual Contribution by BLe.f'tS
Employer Received
Employment Insurance Non-refundable tax credit of Deductible Taxable
15.5%
Canada Pension Plan Non-refundable tax credit of Deductible Taxable
15.5%
Workers’ Compensation None Deductible Not Taxable
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TAXATION OF GROUP DISABILITY BENEFITS

The taxation of Disability insurance and Group Besare relatively clear cut.

GROUP BENEFITS

A Group Benefit package can be sold on a Non-doumtiory or a Contributory basis. In a Non-
contributory plan, the insured (an employer, orrade union for example) pays the entire
premium.

There are two instances where tax consideratiansstevant.

1. Any premium paidor group life insurance, including group life tmance on dependants, is
deemed to be a taxable benéfitthe employee and that amount has to be inclijethe
employee when preparing their income tax return.

The insurer will provide the employee with the eéxamount on their T-4 statement under
the heading “taxable benefits”. The premiums paidall of the other benefits (for example,
extended health care, dental care, etc.) of thei@Benefit Package are not deemed to be a
taxable benefit.

2. If the group plan provides disability income b&is to the employee, if and when the
employee is disabled and receiving benefits, tisaldiity income payments are considered
as income, and the amount of disability income ixeckthat year is income that is taxable to
the disabled employee. Any other benefits fromgitwaip plan are paid on a tax-free basis.

CONTRIBUTORY PLAN

If the employee is a member of a contributory plaeaning the employee pays a portion of the
premium, the group life premium could be deemedbdoa taxable benefit and any disability
income benefits received could be taxable as income

From a practical point of view, this rarely happé&esause prior to the plan being implemented,
the group representative and agent selling the wtarid make sure that the employees’ portion
of the premium be designated to pay for the grofgpimsurance as well as disability income

benefits short and/or long term.

As the employee is paying the premium for the grisl@pamount and the premium comes from
the employees’ after-tax dollars, no taxable berefs been conferred. Similarly, the premium
the employee pays for the short term/long termhdli$ya comes from the employee’s after-tax
dollars, consequently any disability benefits reediwould be received tax-free.
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INDIVIDUAL POLICIES

Any individual disability income or accident andtlsiess policy purchased by an individual
comes from their after-tax dollars; consequently benefit received is tax-free.

If however, an employer purchases individual peblcion two or more employees, or a
“Grouped” arrangement, or a “Health and Welfarestrus established, premiums paid by the
employer are tax-deductible, and any disabilityome benefits received by the employee is
taxable as income. In all other instances, thezanartax consequences.

OVERHEAD EXPENSE POLICIES

If a professional such as a doctor or lawyer, oruamcorporated business person buys a
reimbursement policy (i.e. a policy to meet ongamuginess expenses such as rent, employees’
salaries, utilities, etc.) the premiums paid fas tiype of policy are tax-deductible and as sukch, i
disabled and reimbursed for these expenses, anyrdmereived is taxable business income.

Other than the above, there are no additional tasequences.

A FINAL WORD

The information contained in the Web based Modwefdar information and educational
purposes. When dealing with prospects and cliénis,always important that they seek advice
from an accountant or lawyer on complex matters.

SECURING CONTINUING EDUCATION CREDITS

You must answer the following questions and obtagassing mark of at least 70%.
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SAMPLE ISSUE AND PARTICIPATION LIMITS

NON-TAXABLE LIMITS

Disability insurance is intended to replace a portiof an individual’s earned income,
specifically to provide income required for dailyihg expenses.

Actual Net Earned Monthly Non-taxable
Income Benefit Limits

$30.000 t0 $32,099 1T s $1.775

$33.000 t0 $35,009 1T s $1.900

$36,000 t0 $37,009 1T s $2.025

$38.000 t0 $39,009 1T s $2.125

$40.000 t0 $43,009 1T s $2.250

$44.000 t0 $A7,00Q T s $2.400

$48.000 t0 $51,009 1o s $2.600

$52.000 t0 $55,009 1t s $2.825

$56.000 t0 $59,009 1T s $3.025

$60.000 t0 $6A,00Q 1T s $3.250

$65.000 t0 $69,00Q 1T s $3.425

$70.000 to $74,099 1T s $3.600

$75.000 t0 $79,009 1T s $3.750

$80.000 t0 $89,009 1T s s $3.925

$00.000 t0 $99,00Q 17t s $4.150
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