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To help you understand these tax implications,
this handbook provides a general overview of the
federal income tax rules that apply to disability
plans. Various design options are outlined, along
with helpful tools and checklists, so you can better
align your benefit plan design with specific tax
planning objectives.
Whatever your objectives and goals, we will help
you meet them.
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What tax rules apply?
Federal personal income tax law can be summarized as three
basic rules:
• Anything of value that an individual receives is income.
• All income is taxable.
• Exceptions may apply.
In this publication, we’ll focus on the exception that applies to taxing group
disability insurance premiums and benefits:
• Premiums paid by the employer are not taxed as income to the employee.
• Benefits are tax-free to the extent the employee paid premiums
with post-tax income.
This means that one way or another, the IRS always gets its money either as
taxes paid on the money used for premium or as taxes paid on the benefits
when received. Simply put for employees with disability coverage: Tax me
now or tax me later.
As you read further, keep in mind that we’re focused on how federal, not state,
income tax rules work generally for employees. As always, you’ll want to consult
with your professional advisors when designing and administering your insured
disability benefit plans. Doing so will enable you to comply with federal and
state requirements, unique situations and special rules.

Disability insurance provides income
protection for individuals who cannot
work, or cannot work full time, due to
injury or sickness. Unum provides a
variety of disability products with a
broad range of coverage, cost and
premium funding options.
For certain business owners, benefits
normally will be tax-free due to the tax
treatment of premiums attributable to
them. These business owners include:
• Sole proprietors;
• Partners;
• S-corporation shareholders with more
than 2% ownership interest; and
• Members of limited liability 			
corporations and limited liability 		
partnerships.
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Funding the disability plan
When offering insurance benefits, the most fundamental
consideration is how to pay for the insurance coverage.
There are three possibilities:

Pre-tax funding
Premiums are paid by the employer or by employees
through a cafeteria plan (even with funds designated by the
employee) and not reported as income on employees’ W-2
Wage and Tax Statements. Employers use cafeteria plans
(also called salary reduction plans, or 125 Plans because
Section 125 of the IRS Code applies to them) to fund
qualified employee benefits, including disability insurance.
With cafeteria plans, employers provide employees with the
opportunity to pay premiums on a pre-tax basis. This saves
employees from having to pay taxes out of current income but
causes disability benefits that may be paid later to
be taxable.
Result: Tax me later. No income taxes are paid on the
premium dollars so any benefits paid to employees will
be taxable.

Post-tax funding
Premiums are paid by the employees using payroll
deductions after taxes and withholdings have been taken,
or the employer funds and reports the premiums as taxable
wages on the employees’ W-2s (grossing up the employees’
income). Gross up plans are described in more detail in the
next section.
Result: Tax me now. Income taxes are paid on the premium
dollars so benefits paid to employees will be tax-free.

Combination funding
Premiums are paid with a combination of pre-tax and
post-tax dollars.
Result: Partially tax me now. Partially tax me later.
Income taxes aren’t paid on a portion of the premium dollars,
so a portion of any benefits received will be taxable but the
remainder will be tax-free. For information on calculating the
taxable portion, see page 6.
Employers have the flexibility to apply one of these funding
approaches across all employees or select different funding
models for different classes of employees. For more
information on who can constitute a class, see
Combination funding (page 6).

Take a look at the chart below for some typical disability plan types. Then read on to learn more about some of
these plan design options and the steps employers need to take to achieve their tax planning goals. Particular
attention is given to employer gross up, combination funding and tax choice plans.
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Plan type

Premium funding

Premium taxation
during year of claim

Benefit taxation

Non-contributory

Employer (100%)

Pre-tax

Taxable

Employer gross up

Employer (100%)

Post-tax

Tax-free

Voluntary

Employee (100%)

Post-tax

Tax-free

Voluntary within a 125
cafeteria plan

Employee (100%)

Pre-tax

Taxable

Traditional contributory*

Employer and employee

Combination of pre-tax
and post-tax

Partially taxable

Traditional base/buy up*

Employer (base) and
employee (buy up)

Combination of pre-tax
and post-tax

Partially taxable

Tax choice

Employer, employee or both

Depends on employee elections

Taxable, tax-free or partially
taxable depending on elections

*These examples assume no gross up and no 125 cafeteria plan funding. However, more complex plan designs can include these funding options. For example,
grossing up the employer contributions will increase, and cafeteria plan contributions will decrease, the tax-free portion of any benefits paid.
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Employer funded non-contributory and gross up plans
As mentioned earlier, a significant exception to the federal
income tax rule that “all income is taxable” is that disability
premiums paid by employers are not taxed to employees as
income. The employer pays the premiums without reporting
them as W-2 income to the employees. This is the traditional,
employer-paid, non-contributory model.
Result: Tax me later. Any benefits received will be taxable.
Some employers who fund coverage want their employees to
receive tax-free benefits. With proper planning, employers can
provide employees with tax-free benefits using an alternative
tax treatment for employer-paid premiums called a gross up.
The election is made by the employer, and employees do
not have a choice. Under a gross up plan, the employer pays
premiums and reports those premiums as taxable income on
the employees’ W-2s.
Result: Tax me now. Any benefits received will be tax-free,
if the plan was properly designed and administered.
As you can see, a gross up plan can create an economic
advantage for employees while sick or injured. The offsetting
disadvantage is that the premiums added to employees’
income are subject to income taxes and employment taxes,
adding to front-end tax obligations. Some employers elect to
increase wages enough to cover their employees’ share of
estimated increased taxes, but in other situations a gross up
plan does expose employees to marginally increased
tax liabilities.
Of course, there are rules and limits on employer gross
up plans. Here is a list of considerations for employers
contemplating creating a gross up plan.

Replacement ratios
A gross up plan results in higher net after tax benefits for
claimants. In order to keep replacement income levels
consistent with employee expectations and to save premium
costs, employers might decide to reduce plan benefit
percentages. For employers interested in increasing coverage,
however, adopting a gross up plan may be a more cost
effective way to increase benefits than increasing net
benefit percentages.

Increased taxes
Increasing W-2 wages can increase income, FICA and Medicare
taxes for employers and employees.

Claims experience
A gross up plan can impact claims experience and premium
rates. Early consultation with your insurance representatives
can mitigate these impacts.

Employee compensation
A gross up plan results in higher reported income to
employees, so employers need to consider the impact to other
compensation features such as bonuses and retirement plan
contributions.
As an alternative to these employer-mandated gross-up plans,
employers can give employees the option to choose whether
to be taxed on premiums paid or benefits received. When an
employee can choose a premium gross up, it is considered a
tax choice plan, which is discussed later in this handbook.

Plan documents
The employer must amend its benefit plan to expressly include
employer gross up in the design and must communicate the
plan design change to employees.

Timing the plan change
The plan change must be made prior to the start of the plan
year to be fully effective for claims occurring in that year.

Class choices
The employer may offer a gross up plan to a class of
employees, selected classes of employees or all employees.
See Combination funding for more detail.
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Combination funding
As you’ll recall, when premiums are taxed, benefits are tax-free. When
premiums have not been taxed, benefits are taxable. But what happens with
combination funding, where only some of the premiums have been taxed?
With combination funding, a sick or injured employee will have to pay taxes
on a portion of any benefit payments received. A complex set of requirements
governs how that portion is determined for group plans. These requirements
(often referred to as the three-year look back rule) direct employers to
calculate a taxable percentage reflecting the relationship between the amount
of pre-tax premiums paid and the total premiums paid while looking back over
as many as three prior policy years. Here’s what the taxable percentage formula
looks like:

Taxable % =

(

pre-tax premiums paid for
the date range of the calculation
total (pre-tax and post-tax) premiums paid
for the date range of the calculation

)

x 100

With this formula, the employer calculates the taxable percentage by dividing
the pre-tax premiums for the prior three policy years for a class of employees
by the total premiums paid for that class for those same policy years.
Importantly, this taxable percentage applies to everyone in a particular class.
Federal tax requirements and IRS guidance shape tax advisors’ and employers’
views on what constitutes a class of employees for purposes of designing a
plan, choosing contribution methods, and eventually determining the portion of
disability benefits that will be taxed. As a result, employers may decide to:
• Treat all the employees covered by a policy as one class because the method
of contribution is the same for all of them,
• Use the class groupings set out in the policy to determine the taxable
percentage of benefits for employees in each particular grouping,
• Group employees into classes based upon the extent to which they pay
premium by bucketing them into post-tax, pre-tax or combination
funding classes,
• Consider each employee as forming an individual class because the
employer’s benefit plan offers each employee the opportunity to make
individual choices on features such as benefit amounts and premium
contribution levels and sources, or
• Find other ways to group employees into classes that reflect the different
ways premium contributions will be made under their disability plans.
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Using monthly premium, here’s an example that illustrates the impact to
employees when determining premiums using a class that is composed of
multiple employees with differing pre-tax contributions (class level) versus a
class of just one employee (individual level):
ABC
company
disability
plan

Employer
pre-tax
contribution
(not grossed up)

Employee
post-tax
contribution

% taxable
at class
level*

% taxable at
an individual
employee level*

John Smith

$16 / month

$16 / month

40%

50%

Mary Jones

$16 / month

$32 / month

40%

33%

*Taxable percentage calculation uses total pre-tax premiums divided by total
premiums, multiplied by 100.
At the class level:

$32/$80 x 100 = 40%

At the individual level: John: $16/$32 = 50%
		

Mary: $16/$48 = 33%

When calculating the taxable percentage, employers should keep a few
additional points in mind:
• The look back calculation applies only to claims that arise under coverage
with combination funding.
• When a look back calculation is required but the employer has yet to
accumulate three full prior policy years of data at the start of the calendar year
in which the claim arises, that employer uses a date range that corresponds
to the longest prior period available for which total net premium is known.
This could end up being:
−− Two or one full policy years of premiums, or
−− A reasonable estimate of the net premiums for the first policy year or the
net premiums for a policy year once known during the calendar year.
• Employers who adjust premium payment methods to reflect a different
combination of pre-tax and post-tax contributions from year to year will
find that only claims starting in the third policy year following the year the
adjustment was made may fully realize the impact of that adjustment. In
fact, claims occurring during the policy year when the employer made the
adjustment may not be affected by the contribution change at all.
• Policies that earn dividends or require retrospective premium adjustments
are subject to additional special rules.

When is there a new plan
and a new look back period?
When the three-year look back rule does
apply, an interesting question can come
up. It is generally assumed that if an
employer adopts a new plan, a new look
back period begins. So the question is,
“When do benefit plan changes result in
the formation of a new plan?” This can be
important to claimants.
As an example, consider the employer
that paid all premiums on a pre-tax basis
but changes its premium contribution
from 100% to only 10%. If the change
created a new plan, there would be no
look back across those prior years when
the premiums were paid 100% pre-tax.
The new plan’s look back period would
make the benefits only 10% taxable.
It is not entirely clear what the IRS will
consider to be a new plan. Employers may
have a better argument that they started
a new plan because they changed
insurance carriers or made plan changes
for business reasons other than benefit
tax savings. Formalities such as providing
a written explanation of the new plan to
the employees in advance of the new
plan year may also help convince the IRS
that there has been a new plan. This is an
ideal question for employers to discuss
with their professional advisors prior to
making the change.

• For additional information on calculating the taxable percentage, ask your
Unum representative for Publication MK-2051 entitled Benefit Funding and
Taxability. This publication includes sample calculations and examples.
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Tax choice plans
Up to this point, we’ve been looking at the tax implications
of benefit plans where the employer determines whether
employees will receive taxable, partially taxable or tax-free
benefits. Tax choice plans give employees the opportunity to
decide whether to purchase benefits with or without paying
taxes on premiums and, as a result of that choice, receive
the benefit tax treatment they desire. With tax choice plans,
employees weigh the value of a tax-free benefit at claim
time against the upfront taxes on premiums they’ll pay
while healthy.
Any plan that gives employees the opportunity to select the
premium tax treatment can be referred to as a tax choice
plan. For example, when employees can elect whether or not
to have the employer gross up their salary by the amount of
employer-paid premiums, it is a tax choice plan. Similarly, a
plan that allows employees to elect whether or not to fund
their portion of premiums through a cafeteria plan can be
considered a tax choice plan. Even with these choices, the plan
design still may end up with combination funding.
Tax professionals, however, may consider “tax choice plans”
to be only those plans that meet the requirements of the
IRS Revenue Ruling 2004-55. These 2004-55 plans free the
employer from having to apply the three-year look back rule
because they offer individual employees a choice between
either a fully pre-tax (tax me later) or fully post-tax (tax me
now) plan design — regardless of how premiums were paid
in prior years.

The following chart illustrates the options an employer
can offer to steer clear of the look back rule. These are the
choices generally considered for 2004-55 tax choice plans:
2004-55 tax choice plans
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Tax-free
benefits

Employer gross up and/or employee-paid
outside a cafeteria plan

Taxable benefits

Traditional employer-paid (no gross
up) and/or employee-paid inside a
cafeteria plan

These plans can share premiums between employer and
employee based on a percentage or a dollar contribution by
each. The plans can combine employer-paid base coverage
with a voluntary opportunity for employees to buy additional
coverage. In each of these situations, employer-paid premiums
can be paid either pre-tax or post-tax. Similarly, provided there
is a cafeteria plan in place, employee-paid premium can be
paid either pre-tax or post-tax.
Careful structuring is needed, however, to achieve a 2004-55
tax choice plan. The employer must structure the choices so
employees must elect the same tax treatment across both
the employer-paid and the employee-paid portions of the
coverages. Structuring premium payment options in this
way results in either a fully taxable benefit or a fully tax-free
benefit. For example, an employer could put in place a design
that allows each employee to select either Choice A or
Choice B:
Choice A

Choice B

Pre-tax employer-paid
(no gross up)
base coverage

Post-tax employer-paid
grossed up
base coverage

— combined with —

— combined with —

supplemental pre-tax
employee-paid coverage
(also called voluntary or
buy-up coverage)
through a cafeteria plan

supplemental post-tax
employee-paid coverage
(no cafeteria plan)

Result: Tax me later.
Base and supplemental
benefits taxed.

Result: Tax me now.
No tax on
any benefits paid.
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Establishing a 2004-55 tax choice plan that steers clear of the
look back rule can be complicated for employers. There are
requirements to consider, including:
• The employer must amend its benefit plan to document
the tax choice options before the start of the plan year
(not policy year).
• The plan must require employees to elect from plan designs
that result in either a fully taxable or fully tax-free benefit.
Employee elections must be irrevocable for the plan year
and made in writing before the start of the plan year.

• The employer may require annual elections for all
employees, allow a prior year’s election to carry forward
until changed by an employee in writing in advance of the
start of a plan year, or provide for negative elections so that
the employer’s tax choices control unless an employee opts
out of the election.
Ultimately, each employer must take the necessary steps
to meet the requirements of a 2004-55 tax choice plan and
thereby alleviate the need to make any look back calculations.

• Records of all elections should be maintained.
• Tax choice may be offered to all employees or any class
of employees.

Evaluating tax choice plans
Advantages

Considerations

Higher takeTax-free benefits result in higher takehome benefits home benefits at claim time as compared
to traditional employer-paid premiums
that trigger taxable benefits.

Administration Increased administrative responsibilities
and costs, including HR/payroll system
impact, plan document revisions, annual
communications and enrollment elections.

Simple

When properly structured, no look back
calculation is required.

Taxes

Depending on plan design changes, possible
increased employer and employee tax costs.

Flexible

Easy to switch to tax-free or taxable
benefits annually.

Costs

Possibility of increased premium rates due
to the added risk factors associated with
increasing take-home benefits.

Attractive

A more sophisticated plan design can
indicate a more progressive and
competitive employer.

Responsive

Offering employee choice respects the
diverse needs and personal situations
of employees.
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LTD plan cost comparisons
Standard non-contributory vs. tax choice with employee elective gross up

Scenario 1: 60% monthly benefit*
Total direct cost (annual)*

Total direct cost (annual)*

$600

$600

500

$150

400
300

Compare

200
100

$263

400

$355

100

Employee-elected
gross up

Employer funded

$70,000

$256

Standard
non-contributory

Employee-elected
gross up
Employee funded

After-tax replacement ratio

$70,000 annual earnings

60,000

$213

Employer funded

Employee funded

After-tax replacement ratio

$109

Compare

200

0

Standard
non-contributory

50,000

$70,000

$70,000 annual earnings

60,000
50,000

40,000
30,000
20,000

48%

10,000

($33,600)

0

500

300

0

10

Scenario 2: 50% monthly benefit*

Compare

Standard
non-contributory

60%
($42,000)

40,000
30,000
20,000
10,000

Employee-elected
gross up

0

40%

Compare

50%
($35,000)

($28,000)
Standard
non-contributory

Employee-elected
gross up

Additional direct cost to employer for each employee
who chose gross up: $92 annually

Additional direct cost to employer for each employee
who chose gross up: $43 annually

Additional direct cost to employee who chose
gross up: $150 annually

Additional direct cost to employee who chose
gross up: $109 annually

Monthly benefit increase due to employee’s gross up
choice: up to $8,400 annually

Monthly benefit increase due to employee’s gross up
choice: up to $7,000 annually
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Explanation of the total direct (annual) calculation*

Scenario 2

Scenario 1

60% monthly benefit
Standard noncontributory

Cost components

ER

Premium1

$399

Tax deduction to employer for premium cost2

(136)

50% monthly benefit

EE-elected
gross up

EE

ER

$ 0

$ 0

EE
$462

Standard noncontributory

EE-elected
gross up

ER

EE

ER

EE

$322

$ 0

$ 0

$336

(109)

FICA and Medicare on increased salary3

38

38

26

26

Increased salary due to gross up

500

(500)

362

(362)

538

0

388

0

Subtotal

263

0

(132)
150

Tax cost to employee for additional salary4

ER: Employer

0

(183)

Tax deduction to employer for additional salary2

Total direct cost

213

$263

$ 0

$355

$150

109
$213

$ 0

$256

$109

EE: Employee

1 Premium cost assumes an approximate contributory load (charge) of 15.8%.
2 Employer marginal tax rate for all business deductions is estimated at 34%.
3 FICA and Medicare tax rate is 15.30% (7.65% employee and 7.65% employer match).
4 Employee marginal tax rate on additional compensation is estimated at 30% (state and federal combined).

*Based on an employer funded long term disability plan design with a maximum benefit of $5,000 for an employee earning $70,000 salary.
In contrast to the 30% employee marginal tax rate on additional compensation for a working employee (see note 4 above), the after-tax
replacement ratios are based on a 20% estimated tax rate (federal and state) to reflect reduced earnings during disability and potentially
higher itemized deductions and lower investment earnings when supplementing reduced wages with savings.
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Selecting the right coverage design
Looking for tax choice designs
from Unum?
Unum has put in place risk rules, guidelines and administrative processes to
support four tax-focused plan design
options that give employees the
opportunity to receive tax-free
disability benefits at claim time:
Option 1: Employer mandated gross up
Option 2: Employee elective gross up
(employer funded)
Option 3: Employee pre-tax/post-tax 		
choice utilizing a cafeteria plan
(employee funded)
Option 4: Combination funded with 		
employer funded base and 		
employee funded buy up 		
coverage, utilizing gross up and
a cafeteria plan

Employers ready to consider tax choice options need to consider taking
these steps:
• Let your Unum representative know your company is interested in a gross
up or other tax choice benefit design. Your Unum representative will help
you understand how the design will impact the policy, what the pricing
implications of choice or a change in plan design will be, and how our claims
process will accommodate your tax choice design.
• Consult with your legal, tax and benefits advisors. Review the IRS Revenue
Ruling 2004-55 and related private letter rulings with your advisors to see
if they support gross up and tax choice planning.
• Plan employee communications to meet all requirements, and educate
employees about disability benefits taxation especially when the plan
changes or the choices change.

60%

Unum can provide additional information and services depending on your
plan design and the disability coverage you purchase. For example, in many
48%
instances, Unum can:
• Provide certain tax services for employers such as W-2 reporting
and withholdings.
• Help employers with certain FICA services, because benefits are usually subject
to FICA taxes for a period of time.
Unum’s customers calculate and provide taxable percentage at claim time and
make the appropriate FUTA/SUTA deposits associated with Unum-paid benefits.
Employers with specific expectations and design needs will need to let their
Unum representative know so that the appropriate support and processes can be
put in place.
Employers may also have access to HR®/BenefitsAnswersNowTM. This webbased resource provides answers to thousands of benefits questions and is
available with selected Unum disability insurance offerings. The site is organized
in a question-and-answer format that’s easy to use. It even allows users to
receive their choice of several monthly newsletters and access, modify and use
hundreds of sample benefit policies and plans. HR®/BenefitsAnswersNow™
is provided by CCH, a Wolters Kluwer company, one of the top information
providers in the legal, tax and regulatory markets in the U.S. and Europe.
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Summary: Group disability funding options

Benefit taxation

Look back
calculation
required for
benefits paid?

Voluntary: 100% employee funded with payroll deductions

Tax-free

No

Employer gross up: 100% employer funded gross up

Tax-free

No

Employee funded payroll deductions combined with employer
funded gross up

Tax-free

No

Non-contributory: 100% employer funded (no gross up)

Taxable

No

Voluntary within a cafeteria plan: 100% employee funded through
a cafeteria plan

Taxable

No

Employee funded within a cafeteria plan combined with
employer funded (no gross up)

Taxable

No

Employee funded within a cafeteria plan combined with
employer funded gross up

Partially taxable

Yes

Traditional contributory: Employee funded through payroll
deductions combined with employer funded (no gross up)

Partially taxable

Yes

Traditional base/buy up: Employer funded base (no gross up) and
employee funded buy up (no cafeteria plan)

Partially taxable

Yes

Other designs possible, including employee choice that results in
combination funding

Partially taxable

Yes

Employer-paid (no gross up)

Taxable

No

Employer-paid gross up

Tax-free

No

Employee-paid within a
cafeteria plan

Taxable

No

Employee-paid thru payroll
deductions (no cafeteria plan)

Tax-free

No

Premium
taxation

Post-tax

Pre-tax

Pre-tax
and
post-tax
combined

2004-55
Tax Choice:
Each employee
chooses either
a pre-tax or
post-tax option
(but not both)

Plan type and premium funding

Employer elective
gross up

Another plan
design

Choose one

Choose one

Other choices possible. Design choices to keep employees from selecting combination funding — even across
base and supplemental coverages.

13

For more information
Contact your Unum representative.
While Unum cannot provide legal advice, we want to help as much as we can.
Just ask your Unum representative if you have follow-up questions about the
information in this handbook.

Visit the IRS website.
Detailed tax information is available on the IRS website (www.irs.gov). Group
disability tax laws and regulations are located in Sections 104, 105 and 106 of
the Internal Revenue Code (Title 26 of the United States Code) and in Section
1.105-1 of the Federal Income Tax Regulations (Title 26 of the Code of Federal
Regulations). These sections can be found online at http://www.irs.gov/taxpros/
article/0,,id=98137,00.html.
The IRS provides additional guidance through Revenue Rulings and Private
Letter Rulings (PLRs), which can be found at http://www.irs.gov/foia/
article/0,,id=110353,00.html. Though only the employer asking for a PLR can
rely on the IRS’ response, many tax advisors look at PLRs as an indication of how
the IRS would approach the issue for their clients. The IRS considered group
disability tax rules in Revenue Ruling 2004-55 and related PLRs such as 200613023
and 200527012.

This handbook is provided solely for informational purposes and is not intended
to furnish legal or accounting advice with respect to your particular factual
circumstances. It is not a substitute for consultation with your professional advisors.
In accordance with IRS Circular 230 requirements, any discussion of tax issues in
this handbook is not intended or written to be used, and cannot be used by any
taxpayer for the purpose of avoiding penalties. This handbook is not intended or
written to support the promotion or marketing of any of the transactions or matters
it addresses.
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Notes:
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HRAnswersNow® and BenefitsAnswersNow™ are provided by CCH. CCH is not engaged in rendering legal advice. Users should consult with their own attorneys. The service is available
with selected Unum insurance offerings. Exclusions, limitations and prior notice requirements may apply, and service features, terms and eligibility criteria are subject to change. The
service is not valid after termination of coverage and may be withdrawn at any time. Please contact your Unum representative for full details.
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