
Understanding Disability  
Benefit Taxation (Full Version) 
 
 

This information is an overview and should not be considered tax or legal advice.  Please consult with a tax advisor or legal 
counsel for additional information and/or guidance.  
 
Summary 
 

Tax implications should be considered when designing effective disability benefit policies. Who pays the premium and how 
they pay for it will have implications for how the benefit will be taxed. In addition, the replacement ratio for employees varies 
by policy type.  
 

A change or restructure of disability benefit policies is viewed by many as an ineffective, confusing process, which just isn’t 
the case. There are several ways in which disability is can be structured to improve the coverage of employees and benefit the 
bottom line of the employer. 
 

A summary of disability policy types (applicable to both short and long-term disability) is below, with additional detail in the 
sections that follow. This information will enable you to educate and impress new clients, as well as retain existing ones. 
 

Premium Payment 
Policy Type 

Funded By Pre or Post-Tax 
Typical Tax Implication for Benefits 

Non-Contributory Employer (100%) Pre-Tax 
Fully Taxed – Benefits are fully taxable because premium is paid by 
the employer. The value of the premium is not reported as taxable 
income for the employee. 

Gross-Up Employer (100%) Post-Tax 
Tax-Free – Benefits are tax-free because premium is paid by the 
employer with dollars that are reported as taxable income for the 
employee.†

Tax Choice Employer (100%) Employee 
Choice 

Fully Taxed – If the employee chooses to have the employer pay 
premium with dollars that are not reported as taxable income for the 
employee, benefits are fully taxable.  
Tax-Free – If the employee chooses to have the employer pay 
premium with dollars that are reported as taxable income for the 
employee, benefits are tax-free. 

Contributory 
Employer and/or 

Employee (Employee 
only if 100% 

Contributory/True Zero) 

Both 

Partially Taxed – The proportion of the total premium paid by the 
employer over the past three policy years for the policy is the 
proportion of benefits that are taxable. The proportion of the total 
premium paid by all of the employees covered under the policy with 
post-tax dollars over the past three policy years is the proportion of 
benefits that are tax-free. †

Contributory 
Under Section 
125/POP‡

Employer and/or 
Employee (Employee 

only if 100% 
Contributory/True Zero) 

Pre-Tax 
Fully Taxed – Benefits are fully taxable because premium is paid by 
the employer and the employee with dollars that are not reported as 
taxable income for the employee. †

Core/Buy-Up Employer (Core)/ 
Employee (Buy-Up) Both 

The tax implication for benefits payable under the Core policy depends 
on the structure of the Core policy, which can be Non-Contributory, 
Gross-Up or Tax Choice. Benefits payable under the Buy-Up policy are 
tax-free because premium is paid by the employee with post-tax dollars 
(unless offered through a Section 125/POP policy). †

Voluntary Employee (100%) Post-Tax 
Tax-Free – Benefits are tax-free because premium is paid by the 
employee with post-tax dollars (dollars that are reported as taxable 
income for the employee). †

Voluntary Under 
Section 125/POP‡ Employee (100%) Pre-Tax 

Fully Taxed – Benefits are fully taxable because premium is paid by 
the employee with pre-tax dollars (dollars that are not reported as 
taxable income for the employee). †

†Information presented in this table represents the typical tax implication for benefits for this policy type. However, this policy type is still subject to the 
“three- year look-back” rule if the method of premium payment has changed (from pre-tax to post-tax, or vice versa) in the three years prior to receipt of 
benefits. 
 
Policy vs. Plan: A Quick Terminology Review 
 

To coordinate with terminology utilized by the IRS (Internal Revenue Service), for purposes of this document, a “policy” 
refers to a type of insurance (short-term or long-term disability) offered by an employer to all employees (or to a class of 
employees) by a specific insurance carrier. A “plan” refers to a type of insurance or benefit offered to by an employer over 
time, regardless of insurance carrier. In effect, a policy is the vehicle that delivers the intended benefits of a plan.  
 

For purposes of benefit taxation, the IRS applies rules at the policy level (not the plan level), which means that any change in 
insurance carriers results in a new policy and effectively “resets” any time period associated with any taxation rules, 
including the three-year look-back period. Any change in a policy of benefits (for example, a switch from a non-contributory 
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policy to a voluntary policy) with the same carrier, however, is considered the same policy and is subject to any time period 
associated with any taxation rules, including the three-year look-back period. At this point in time, the only exception to the 
three-year look back rule is a plan that is fully compliant with IRS Revenue Ruling 2004-55. (See “The Tax Choice Policy” 
below for additional information regarding this policy type.)  
 

This is important to understand, because there is a common misperception in the industry that the benefits paid under any 
voluntary policy are not taxable, because the premium for the coverage is paid by the employee with post-tax dollars (dollars 
that are reported as taxable income to the employee). This is not true, if any form of “pre-tax” policy has been in-force for the 
employee in the three years prior to receipt of benefits. If this is the case, benefits are taxable based on the number of years 
under each policy type, regardless of the current (voluntary) policy type. 
 
100% Employer-Paid Policies 
 

There are currently three 100 percent employer-paid policy types, each with very different tax implications for benefits. The 
three policy types are Non-Contributory, Gross-Up and the newer Tax Choice policy. 
 
The Non-Contributory Policy 
 

The Non-Contributory policy is the original. The employer provides the coverage to all employees, or to all employees within 
a given class. 100 percent of the premium is paid by the employer with pre-tax dollars (the employee does not pay any 
income tax on the value of the premium), and in turn, any disability benefits received by the employee from the policy are 
fully taxable as income. 
 

While a Non-Contributory policy is easy to administer, and is beneficial to the employer from a tax deduction perspective, the 
negative impact to the amount of benefit available to an employee at the time they need it most is severe. If an employer’s 
main goal is to keep the benefits budget as low as possible, but there is also a need to offer employer-paid disability benefits 
as part of a competitive benefits package, a Non-Contributory policy will get the job done. However, if the employer’s goal is 
to offer employer-paid benefits that are as beneficial as possible to employees, a Gross-Up or Tax Choice policy should be 
considered. 
 
The Gross-Up Policy  
 

The Gross-Up policy is the “gold standard” of the 100 percent employer-paid policies from the employee perspective. The 
employer pays 100 percent of the premium with dollars that are included in each covered employee’s gross pay, and in turn, 
any disability benefits received by the employee are not taxable. The premium is assessed for 100 percent participation on a 
group policy (using contributory rates), making the insurance as affordable as possible. 
 

“Gross-Up” means that an amount equal to the premium for an employee’s disability insurance is included in the employee’s 
W-2 (or a similar income report). This amount may or may not include an amount to cover the income, FICA and Medicare 
taxes owed on the premium amount. The result is that the employee is paying tax on the “premium” for the disability 
insurance (the “gross-up” amount), allowing any disability benefits to be tax-free. 
 

The decision to implement a Gross-Up policy is made at the employer level – there is no employee choice in the policy, 
ensuring 100 percent participation. The employer can choose to gross-up income for the entire employee population, or for an 
entire class (or classes) of employees, but not for individuals. The IRS suggests that if an employer grosses up income as a 
standard practice for a predefined employee population within a policy year and not on an individual basis, benefits are tax-
free. The IRS may view the gross-up as manipulation of income if the gross-up occurs retroactively, or appears to be done so 
an employee (or employees) can claim their benefits are nontaxable.  
 

The additional effort to administer gross-up amounts for employees is a small price to pay for the advantages offered by a 
Gross-Up policy. This is particularly true for groups with high income earners…all too often, the policy maximums 
associated with a traditional Non-Contributory policy don’t adequately cover the income protection needs of highly 
compensated employees, causing the employer to push for a higher maximum with the insurance carrier. An alternative to 
increasing the policy maximum, if the employer is currently offering a Non-Contributory policy, is changing disability 
benefits to a nontaxable status by implementing a Gross-Up policy. This may be a more cost efficient way to provide higher 
levels of income protection to higher income earners. 
 

Note: For partners or owners in certain types of companies, like S-corps or LLCs, the premium is always considered 
contributory since the premiums are not allowed as a tax deductible expense for the business, and handled after-tax through 
a Gross-Up policy. Gross-Up can also be done for individual policies, often referenced as Section 162 bonus policies. 
 
The Tax Choice Policy 
 

The Tax Choice policy is the newest of the 100 percent employer-paid disability policy options. Tax Choice policies were 
enabled a few years ago by IRS Revenue Ruling 2004-55, which allows employers to give their employees the choice each 
year of whether or not to apply employer-paid disability premiums on a pre-tax or post-tax basis, without causing the policy 
to be treated as a contributory policy.  
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Under a Tax Choice policy, the employer continues to pay 100 percent of the premium for disability coverage, but gives the 
employee the choice of whether that premium is paid before or after taxes. This “choice” can be administered in three ways: 
 Annual Tax Choice Election – The policy is set up so that the employer continues to pay 100 percent of the premium. Prior 

to each new policy year, the employer gives each employee the opportunity to make an irrevocable election (on an 
enrollment form or alternate enrollment forum) to have the value of the premium be included in the employee’s gross pay 
for the upcoming policy year, resulting in benefits that are not taxable. If an election is not made by an employee in the 
time frame allowed each year, the premium will be paid by the employer and not included in the employee’s pay, resulting 
in benefits that are taxable.  
 One-Time or “Evergreen” Tax Choice Election – The policy is set up so that the employer continues to pay premium that 

is not included in the employee’s pay, resulting in benefits that are taxable. Prior to the first year of the new policy, the 
employer gives each employee the opportunity to make an irrevocable election (on an enrollment form or alternate 
enrollment forum) to have the value of the premium be included in the employee’s gross pay for the upcoming policy year, 
resulting in benefits that are not taxable. As part of the election, the employer makes it clear that the employee’s election 
will continue for each subsequent policy year unless formally changed by the employee before the beginning of a new 
policy year. 
 “Negative” Tax Choice Election – The policy is set up so that the employer pays premium and includes the value of that 

premium in each employee’s pay (resulting in benefits that are not taxable), unless an employee formally elects to have the 
value of the premium not included in their pay prior to the beginning of a new policy year (resulting in benefits that are 
taxable). The employer makes it clear in employee communication that the value of the premium will be automatically 
included in pay, unless changed by the employee.   

 

With each Tax Choice, for employees electing or receiving post-tax treatment, an amount equal to the premium for an 
employee’s disability insurance is included in the employee’s W-2 (or a similar income report). This amount may or may not 
include an amount to cover the income, FICA and Medicare taxes owed on the premium amount. The result is that the 
employee is paying tax on the “premium” for the disability insurance, allowing any disability benefits to be tax-free. The 
increase in income to cover the insurance premium is referred to as “grossing up” income, but should not be confused with an 
actual Gross-Up policy (referenced above).  
 

It is important to note that the choice in tax treatment applies to the entire cost of the insurance. An employee cannot elect 
post-tax treatment for only a portion of the premium. It is also worth noting that a newly eligible employee (a new hire, for 
example) can make an election at the time of eligibility that is irrevocable for the remainder of the policy year. 
 

From a carrier/broker perspective, the Annual Tax Choice Election is ideal, for the opportunity to ensure benefits 
communication and enrollment opportunity for disability and other coverage exists at least once a year. From an employer 
perspective, the Negative Tax Choice Election is easiest to administer, provided clear employee communication is provided 
up front.  
 

With any Tax Choice policy, the employer must amend their benefits plan and provide enrollment/election forms (or media) 
and communication materials to employees, to make this type of policy available in a manner that satisfies the requirements 
of Revenue Ruling 2004-55. In particular, employees need to understand that the tax choice election they made for the policy 
year in which they first become disabled determines how those benefit payments will be taxed, regardless of what tax choice 
they may have made in policy years prior. 
 
The Contributory Policy 
 

With a Contributory policy, the employer and employee share in the cost of the insurance. Prior to the start of each policy 
year, the employer determines the portion of the premium they will be accountable for, and employees have the option to 
enroll for the coverage and pay the balance of the premium. Contributory policies typically require 75 percent participation or 
greater in return for more favorable group rates. 
 

Section 105 of the Internal Revenue Code outlines the rules for taxing benefits under a Contributory policy, which states that 
(in summary) the proportion of the premium paid by the employer over the past three policy years is the proportion of 
benefits that are taxable. In turn, the proportion of the premium paid by the employee with post-tax dollars over the past three 
policy years is the proportion of benefits that are tax-free. This is known as the “three-year look back rule.” 
 

Contributory policies are an alternative for employers who want to pay the premium for disability insurance for employees, 
but due to budget constraints or other limitations are unable to pay the full premium. However, given the often confusing tax 
implications for benefits, a properly structured Core/Buy-Up policy may be more beneficial, allowing the employer to 
maximize the impact of their benefits dollars and employees to receive a portion of their benefits tax-free. 
 
The Core/Buy-Up Policy 
 

A Core/Buy-Up policy is really two policies in one. The employer offers an employer-paid base disability policy (the Core 
policy) that insures a portion of employee income, typically 40 or 50 percent. Then, employees have the option to purchase 
additional coverage (the Buy-Up policy), often an additional 10 or 20 percent. Employees typically have the option to buy-up 
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to an additional benefit percentage, as just explained, but other features of the policy can also be utilized or included, like the 
elimination period or benefit duration. 
 

The tax implication for benefits payable under the Core policy depend on the structure of the Core policy, which can be Non-
Contributory, Gross-Up or Tax Choice (please refer to the 100% Employer-Paid Policies section of this guide for detail). 
Benefits under the Buy-Up policy are tax-free because premium is paid by the employee with post-tax dollars. 
 

A Core/Buy-Up policy is ideal for employers who want to pay for disability insurance for employees, but are prohibited from 
paying the full cost of adequate income replacement for employees. Structuring the Core policy in a manner that either 
provides a tax-free benefit, or at least gives employees the option of a tax-free benefit, maximizes employer benefit dollars, 
and availability of a Buy-Up option allows employees the opportunity to secure additional, valuable income protection at 
affordable group rates. 
 
Voluntary Policies 
 

With a Voluntary policy, the employee pays 100 percent of the premium for disability insurance through the convenience of 
payroll deduction (or an alternative electronic payment method). Disability benefits payable under a Voluntary policy are tax-
free because the premium is paid by the employee with post-tax dollars (dollars that are taxable as income for the employee). 
 

Voluntary policies are ideal for employers who want to offer disability insurance to employees as part of a competitive 
benefits package, but don’t have the dollars available in their benefits budgets to cover the premium (benefits dollars are 
better spent on other coverage, or simply aren’t available). Voluntary policies typically require a minimum percentage of 
employees from the group participate (15 to 25 percent) in exchange for group rates and benefits. 
 
Policies Offered Through a Section 125 Premium Only Plan 
 

Many employers offer benefits to employees through a Section 125 Premium Only Plan (often referred to as a POP), which 
are enabled by Internal Revenue Code Section 125. With a POP, employees may choose qualified insurance coverage and 
pay the premiums with pre-tax dollars, which are subtracted from an employee’s gross earnings before taxes are taken out. 
The advantages of a POP for many qualified insurance benefits, like medical, dental and vision insurance for example, is 
clear – when premium for these benefits is paid before taxes, taxable income is lowered. In turn, benefits are more affordable, 
spendable income increases, and employees pay less in taxes.  
 

The same is true for disability insurance, but paying the premium for disability insurance with pre-tax dollars results in 
benefits that are fully taxable. The savings on the front end is minimal compared to the major reduction in benefits due to 
taxes at the time of disability, when an employee needs the income most. It is for this reason that placing disability premiums 
under a Section 125 plan is not recommended. 
 
How the Tax Implication Can Impact the Benefit 
 

Clearly, disability premium that is paid on a post-tax basis, whether by the employer or the employee, results in disability 
benefits that put more money in employees’ pockets at a time when they need it most. Following is a demonstration of the 
difference in the long-term disability benefits payable for a one-year and a five-year disability, following either pre-tax or 
post-tax premium payment. The first example is for an employee earning $45,000 per year (Example One), and the second 
for an employee earning $150,000 per year (Example Two). 
 

Example One Premium Paid Pre-Tax  
(Taxable Benefits) 

Premium Paid Post-Tax  
(Non-Taxable Benefits) 

Monthly Benefit (60% of $45,000/12 mos.) $2,250 $2,250 
Tax on Benefit (Assumes a 20% tax bracket) $450 $0 
Payable Monthly Benefit (Net Benefit) $1,800 $2,250 
Annualized Benefit $21,600 $27,000 

Annual Difference $5,400 in additional benefit per year if premium is paid post-tax 
Five-Year Difference $27,000 in additional benefit over five years if premium is paid post-tax 

 

Example Two Premium Paid Pre-Tax  
(Taxable Benefits) 

Premium Paid Post-Tax  
(Non-Taxable Benefits) 

Monthly Benefit (60% of $150,000/12 mos.) $7,500 $7,500 
Tax on Benefit (Assumes a 30% tax bracket) $2,250 $0 
Payable Monthly Benefit (Net Benefit) $5,250 $7,500 
Annualized Benefit $63,000 $90,000 

Annual Difference $27,000 in additional benefit per year if premium is paid post-tax 
Five-Year Difference $135,000 in additional benefit over five years if premium is paid post-tax 

 

Annual disability premium for an employer-paid policy currently averages around $240, resulting in additional tax of under 
$50 for an employee in a 20 percent tax bracket. The additional income tax paid by the employee for premiums that are paid 
post-tax an employer-paid policy is a small price to pay for the value of a nontaxable benefit. 
 
 

Mutual of Omaha: Understanding Disability Benefit Taxation                                                                                                                    Page 4 of 5 



How the Tax Implication Can Impact the Replacement Ratio 
 

Whether premiums are paid with pre or post-tax dollars also impacts the replacement ratio, along with other factors including 
an individual claimant’s tax rate before and after disability, the taxability of any other disability income sources received, the 
benefit percentage and the benefit maximum. The goal of any disability plan is to provide a reasonable, but not excessive 
level of income replacement considering all sources of disability income.  
 

In addition to the benefits provided by a group disability policy, Social Security Disability Income is another primary source 
of disability income for many long-term disability claimants. Across all sources, a reasonable replacement ratio is 75 percent 
of income. With a ratio of 75 percent or more, a claimant’s incentive to return to a productive lifestyle and/or active work is 
increasingly diminished. Given that other sources of disability income may exist, a reasonable replacement ratio for any 
group plan is around 65 percent. 
 

Awareness of the tax implication on replacement ratios is particularly essential for benefit percentages in excess of 60 
percent. A change in the benefit from a pre-tax to a post-tax status may require a reduction in the benefit percentage or plan 
maximum to keep replacement ratios reasonable.  
 

Following is a demonstration of the difference in replacement ratio for both pre-tax and post-tax premium payment for 60 and 
70 percent benefit percentage levels. Here again, Example One is for an employee earning $45,000 per year, and Example 
Two is for an employee earning $150,000 per year. The examples below are for illustrative purposes only and do not consider 
other sources of disability income which may or may not be taxable. 
 

Example One 
60% Benefit; 
Premium Paid  
Pre-Tax  

60% Benefit; 
Premium Paid  
Post-Tax  

70% Benefit; 
Premium Paid  
Pre-Tax  

70% Benefit; 
Premium Paid  
Post-Tax 

A: Gross Monthly Income  $3,750 $3,750 $3,750 $3,750 
B: Take Home Pay (Assumes a 20% tax bracket)  $3,000 $3,000 $3,000 $3,000 
C: Gross Monthly Benefit $2,250 $2,250 $2,625 $2,625 
D: Tax on Benefit (Assumes a 20% tax bracket) $450 $0 $525 $0 
E: Payable Monthly Benefit (Net Benefit) $1,800 $2,250 $2,100 $2,625 
F: Replacement Ratio (E/B) 60% 75% 70% 87.5% 
     

Example Two 
60% Benefit; 
Premium Paid  
Pre-Tax  

60% Benefit; 
Premium Paid  
Post-Tax  

70% Benefit; 
Premium Paid  
Pre-Tax   

70% Benefit; 
Premium Paid  
Post-Tax 

A: Gross Monthly Income  $12,500 $12,500 $12,500 $12,500 
B: Take Home Pay (Assumes a 30% tax bracket)  $8,750 $8,750 $8,750 $8,750 
C: Gross Monthly Benefit $7,500 $7,500 $8,750 $8,750 
D: Tax on Benefit (Assumes a 30% tax bracket) $2,250 $0 $2,625 $0 
E: Payable Monthly Benefit (Net Benefit) $5,250 $7,500 $6,125 $8,750 
F: Replacement Ratio (E/B) 60% 85.7% 70% 100% 
 

The significant difference in replacement ratio in Example 2 (for the employee earning $150,000 per year) serves to further 
illustrate the impact post-tax payment of premium on the benefit employees are eligible to receive. A long-term disability 
policy maximum of $10,000 (on a policy offering a 60 percent benefit) will replace approximately 65 percent of income for 
an employee earning $300,000 per year, if premiums are paid on a post-tax basis. A maximum of $15,000 (on a policy 
offering a 60 percent benefit) will replace approximately 65 percent of income for an employee earning $500,000 per year, if 
premiums are paid on a post-tax basis. 
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