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P  R  E  F  A  C  E
Most Americans rely on their income to maintain their

style of living. Yet over 1 in 4 of today’s 20-year-olds will

unfortunately suffer from a disabling illness or injury before

social security normal retirement age (The Council for

Disability Awareness, 2018).  

 

The loss of income may delay retirement for some, and

could be catastrophic for others. This year, “15 million

people will deplete their savings to cover medical bills.  

 

Another 10 million will be unable to pay for necessities

such as rent, food and utilities because of those bills.”

(NerdWallet, “NerdWallet Health Finds Medical Bankruptcy

Accounts for Majority of Personal Bankruptcies.” 3/26/2014).  

 

The New York Times reports that the majority of people

who struggle to pay their bills after a medical event are

covered by health insurance (New York Times, “Even

Insured Can Face Crushing Medical Debt, Study Finds,”

1/5/2016).  

 

This data indicates that medical expenses are only a

portion of the mounting debt incurred in the wake of an

injury or illness. Income, which provides lifestyle and

livelihood, must be insured as well.  
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Income needs are a basic part of any financial plan. More

granularly, it’s a basic part of everyone’s lifestyle. The most

likely cause of a prolonged income interruption is a long-

term disability. Yet many advisors tend to skip this part of

the planning process.  

 

The purpose of this extensive survey of potential income

sources is two-fold. The first goal is to help identify the

available options for your client before a disability occurs.

Second, is to provide further understanding about the

pitfalls of an inadequate plan.  

 

There are several different avenues to explore within the

disability conversation, and any method you take can lead

to a stronger relationship with your client. 

 

Don’t shy away from the conversation. Your clients will

thank you in their greatest time of need. 

 

The following survey of potential income sources for a pre-

retirement disability may act as a guide for what may be

available to you or your clients, broken down into four

categories: 

self-funding 

government benefits 

employer insurance 

individual insurance 
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DISABILITY INCOME is important

15 Million

HEALTH 
INSURANCE 

PAYS 
FOR

HEALTH INSURANCE  
DOES NOT 
PAY FOR

of today's 20-year-olds will become disabled before retirement age

people live in  

New England. 

(ME, NH, VT,  

CT, MA, & RI). 

 

15 Million
people will deplete

their savings to cover

the cost of medical

bills this year.

1 i n 4
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PART I 

SELF-FUNDING

Most American families plan to self-insure, or self-fund,

their lifestyle following an illness or injury. It is more

common for Americans to not have a disability plan at all,

which also results in emergency self-funding as the first

line of defense, at least until a modicum of clarity is

achieved through other potential funding mechanisms. 

 

We will explore a variety of self-funding options that may

be available to the general public: 

savings

retirement 

consumer debt 

home equity 

business equity 

legal settlements 

crowdfunding 



SAVINGS
Nearly 8 in 10 Americans report living paycheck to

paycheck (CBS News, “Vast number of Americans live

paycheck to paycheck,” 8/24/2017). This is not necessarily

the same as living an impoverished lifestyle. In fact, most of

those who responded affirmatively to this study were

above the poverty line. Middle-class workers and high-

income earners are susceptible, too.  

 

In regions of high population density, like New York and

San Francisco, a higher percentage of people are earning

above six figures. However, due to the higher cost of living,

these sizeable paychecks can be diminished by housing

costs, transportation, and technology expenses.

Discretionary spending may amount to 25% or less of a

paycheck, with little allocated for retirement savings.  

 

This common pattern of earning and spending results in

an economic phenomenon where the vast majority of

Americans report not having enough savings to cover three

months of regular expenses. And in fact, 85% of U.S. adults

do not have $10,000 saved for emergencies (CNBC, “Here’s

how many Americans have nothing at all in savings,”

6/19/2017).   

 

Many of our clients are incapable of relying on their savings

as a backstop in the event of illness or injury. The evidence

is clear that self-funding cannot be considered a

prescriptive method for coping with income needs

following a disabling illness or injury.  
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SAVINGS as a source of income

4 out of 5 Americans live paycheck to paycheck

Representation of a common household budget for young working Californians

This hypothetical client wouldn't be able to make it beyond two months.
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RETIREMENT
For those who do have the means to bridge their resources

through a short-term work stoppage, many still do not have

enough saved in the bank to sustain a long-term disability. And

for those who do have the savings to cover a substantial portion of

a long-term disability, there is a significant amount of opportunity

cost lost when they access these retirement savings.  

 

Retirement savings are typically earmarked as the primary source

of retirement income later in life. Over the course of a career, often

40-50 years, investment dollars have the potential to earn great

returns due to the phenomenon of compound interest. $1000

invested in Year 1 will result in nearly 15x that amount in Year 40,

assuming a 7% interest rate. If you are able to save $10,000 in your

first year, that nest egg alone has the potential to earn $150,000 in

the form of investment returns. 

 

Consider the Dylans. Dual income earners, both age 40, both

earning $120,000 each, or $20,000/month. They live in California,

so one third, or $6800 is paid in taxes. Their monthly mortgage bill

is $5000. Regular monthly expenses amount to $5000. They have

$3200/month of truly discretionary income. A significant portion

of that is earmarked for travel on holidays and summer vacation,

but they have been disciplined about saving and have $250,000

stashed away. Mr. Dylan becomes disabled and his income stops.

Now, $10,000/month from Mrs. Dylan is not enough to meet their

$20,000/month lifestyle. They tap into their retirement fund. It

takes two years to recover from the disability. They had to tighten

their spending and only used $200,000 from their retirement over

that period of time. $200,000, at a rate of 7%, across 25 years (to

age 65), would result in a retirement shortfall of over $1,000,000.

This is the impact of self-funding for a short-term disability. 
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RETIREMENT ASSETS are for retirement.

$0

$450,000

$900,000

$1,350,000

$1,800,000

Year 5 Year 15 Year 25 Year 35 Year 45

Significant asset reduction at time of disability  

=  

Significant asset reduction at time of retirement

Suddenly we see a one-time asset reduction of 50% in

Year 15 results in an asset loss of 40%!

In this example we have an income earner of $100,000

who is saving $10,000 per year. On the right track!

⬇$800,000⬇

8



CONSUMER DEBT
Credit card debt is not designed as a financial tool for long-

term debt leveraging. Credit limits typically act as a governor

against compounding bills. However, many people find

themselves with few options in short-term situations. In fact,

CNBC reports that 11 million people use credit card debt to

cover medical expenses each year. (CNBC, “Medical Bills are the

Biggest Cause of US Bankruptcies: Study,” 6/25/13)  

 

Astronomical interest rates of 10-25% can easily lead to a

mountain of financial pressure that is nearly impossible to pay

down in the near-term and still extremely difficult to catch over

the long-term. 

 

Bank loans may be considered as another option, but it

becomes more difficult to access these loans if cashflow is

already constrained due to a disability. In other words, a bank

will want to see some evidence that repayment is imminent.

This might not be available in a long-term disability scenario,

and if it is, the interest obligations may be prohibitive. 

 

Consider the Dylans. They always pay their $5000 monthly

credit card bill on the first of every month. After their income is

reduced to 50%, they start to finance this debt with the belief

that they will be back at full earning potential in no time.

However, the disability lingers for two years, or 24 months. After

three months, their credit limit is exceeded. They realize that

they will need another income source simply to pay off some of

the debt to come back beneath their credit limit, not to

mention the accumulating interest debt.   
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CONSUMER DEBT as an income resource

$0

$11,000

$22,000

$33,000

$44,000

1st Month 2nd Month 3rd Month 4th Month 5th Month 6th Month

Representation of a $5000 monthly credit charge  

plus accruing interest at 15% per month.

In this example we see  

 

in extra charges

BUT THE POINTS!

6 months of interest = $13,769 



HOME EQUITY
Many people consider their home to be an untouchable asset,

usually due to sentimental reasons, or perhaps legacy values, or

inheritance. Some may find that the equity in a home is a useful

source of cash in an emergency situation. 

 

Reverse mortgages (or HECM loans) can generate a significant

income stream in the right situation, but that requires the

homeowner to be over the age of 65—not an option for a pre-

retirement source of disability income. 

 

However, some working professionals may see the appeal of

accessing their home equity in the form of a “second mortgage.”

Qualified homeowners may be able to trade the capital value of

the equity in their home in exchange for quick a five– or six-figure

loan that would need to be repaid with interest. With interest

rates close to five percent, this may be a relatively inexpensive way

to transfer a hard asset into liquid cash.      

 

This strategy, of course, is a non-starter for new homeowners and

renters. Renters do not build equity with their monthly payments.

New homeowners pay mostly interest charges for the first ten

years of a new loan before the equity payments start to amount to

an asset-worthy component. 

 

Consider the Dylans who bought a home in 2015 for $600,000.

Between their down payment and three years of modest principal

payments, they now own 20% of the loan value. But, their home is

now worth $730,000, so their total equity value is $250,000. They

find a mortgage broker to help them access a second mortgage

for $200,000 in exchange for a relatively modest monthly

payment across 30 years at 5% interest. That loan amount actually

amounts to over $850,000 at the date of amortization—a very high

price-tag. 
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HOME EQUITY as a stream of income

In this example we see this family purchased their home for $600,000.  

 

The market value of the home has appreciated to $750,000. 

 

This results in a large increase in the family's share of equity value (EV).  

 

They can borrow against this equity, but at a cost.  

 

Raze the Roof

$600k

10% EV
30% EV

$750k
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BUSINESS EQUITY
It's a common refrain to hear that some business owners love their

business more than their family. No matter how much a business

owner loves his family, parting ways with a business can be a difficult

decision, often complicated by emotion and even relationships. 

 

The most significant obstacle to the sale of equity in a corporation or

partnership may be the partnership itself. If the funds are available

for a sale, there is no guarantee that there will be a willing buyer on

the other side. If the partner does not want to purchase the equity

shares from a disabled partner, then the sale may go to a third-party.

This can lead to a severely discounted sale price, resulting in a

reduction of value, and even a major disruption of the business, let

alone any business relationships. This can be especially destructive

with family businesses. 

 

On the contrary, A business partner may want to purchase the

shares, but they may be lacking the capital to actually initiate the

sale. If the business does not have the cash to buy out the disabled

partner then there is no transaction.  

 

The best way to mitigate these events is with a buy/sell agreement.

Most comprehensive agreements will call for the purchase of a

disabling event after a predetermined period of disability, usually a

year or more. If the disabled owner is not back to work then the sale,

at a predetermined price, is transacted.  

 

Many business owners retain buy/sell agreements in the event of the

death of a partner, with the transaction financed by a life insurance

policy. More and more companies are beginning to see the gap in

their agreement if they do not have the proper disability buy/sell

policy in place. This can lead to a discounted sale to a third-party, not

out of spite for the able partner, but out of desperation for some

semblance of cash flow in a time of need. 
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BUSINESS EQUITY as a stream of income

50%  

owner

BUY/SELL OR BEG/STEAL

AB

25%  

owner

25%  

owner

C

Owner A has a stroke and becomes permanently disabled.

Owners B & C need to come up with the capital--$2 million

each--to purchase Owner A's share of ABC Corp.

They don't have a Disability Buy/Sell policy and cannot

come up with the cash.

ABC Corp has been in business 25 years and is worth $10 million.

Owner A sells to the highest bidder, arch nemesis and

amoral conglomerate XYZ Corp.

 A   B   C 

 CORP

A-Z
CORP
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SETTLEMENT
The increasing wave of litigation is palpable, especially in a

region like the Bay Area or California at large. Campaigns

and ads for injury suits and class action movements

abound. 

 

The Council for Disability Awareness has conducted

consistent studies year in and year out which illustrate the

rarity of disabilities due to injury. In fact, less than 5% of

claims were due to accidental injury. Even fewer are

attributed to negligence, which means a minute fraction of

disabling events are eligible for litigation.  

 

Aside from some extenuating residential or work hazard,

chronic illness derived from another party’s negligence is

not a reliable source of income. Furthermore, any proceeds

from a successful lawsuit would be split with a legal team,

sometimes at exorbitant rates, resulting in drastically

reduced net settlement. 

 

Consider the Dylans. Their income is halved due to an

accidental injury caused by a rideshare motorist. The driver

and the parent organization are brought into the lawsuit.

Following a years-long battle, the rideshare company is

exonerated. The driver is ordered to pay restitution. He is

financially unable to execute the payments, and the court

process continues to accrue mounting attorney fees and a

meager payment is eventually paid, long after recovery. 
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LEGAL SETTLEMENTS as a form of income

of disability claims are

due to accidental injury

LESS THAN 5%

your chances of a payday

are highly unlikely

WHICH MEANS BOOM!

contingency fees, paid to your

legal team, can range between

33-40%.

MOREOVER

Injuries 
5%

Illness 
95%

Theirs 
30%

Theirs Too 
10%

Yours 
60%

DOUBLE

BOOM!
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CROWDFUND
Crowdfunding has become a major part of financial daily

life for young people in the US and around the world.

Artistry, innovation, and the odd continue to account for a

large portion of crowdfunding initiatives. However, these

sites have evolved to include several philanthropic causes,

and health-related events. Crowdfunding may be the last

chance to pay for an experimental surgery, or perhaps just

a family who is struggling to cover their basic living

expenses following an unexpected medical event.  

 

The success from some of these fundraising campaigns

has led to beautiful stories of a global community proving

their humanity and compassion in a world that doesn’t

always feel kind or fair. Sadly, there are many campaigns

that go unfulfilled—not because their pain or desperation is

any less—but because it may not have captured the hearts

and minds of a viral community for one reason or another.

It can be very difficult to cultivate a successful

crowdfunding campaign after a personal catastrophe has

already occurred, especially considering the physical or

emotional toll already taxed by an illness or injury. 

 

While some crowdfunding sites are engineered specifically

for this purpose, most still charge a fee for service. That

means, if the campaign is successful, or "fully-funded," then

there's a strong probability that the party in need will have

to pay a portion of their raised capital back to the

crowdfunding company. 
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CROWDFUNDING as a source of income

Crowdfunding is estimated to

have surpassed Venture

Capital as a funding source as

of 2016. (Forbes, 2015)

EXPLODING IN POPULARITY

The internet community has

done great things when

they rally together, much

like a local community

MODERN DAY BAKE SALE

A University of Washington study

found that nine out of ten

medical campaigns failed to

reach their goal and 70% raised

no money at all. 

FALSE HOPE

0

8,500,000,000

17,000,000,000

25,500,000,000

34,000,000,000

Venture Capital Crowdfunding

Met Goal 
10%

Raised Nothing 
70%

Raised Something 
20%
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PART II 

GOVERNMENT 

BENEFITS
The first government-based disability benefits were

adopted as an extension of the Social Security

Administration back in the 1960s. Since then, there have

been state and local attempts to strengthen the safety net

and enhance services for those who are battling chronic

illness or injury. 

 

The variation of government resources is highly regional,

and the services provided by entities tend to have different

missions, thereby providing for the disabled community in

many different ways.  

 

We will focus on the three most relevant programs when it

comes to income replacement: 

social security disability insurance

california state disability insurance 

universal basic income 



SOCIAL SECURITY
Social Security Disability Insurance (SSDI) was designed as a safety

net to assist those most in need. Therefore, the definition criteria for

benefit eligibility requires expectation of a lifelong disability

preventing the ability to work in any occupation.  

 

Today's economies have been stratified into narrow specializations

across all industries. A loss of one's ability to perform in a highly

specialized field could result in catastrophic financial loss because

SSDI is not designed to pay a benefit to those experiencing a total

loss in their specialization, but rather from any occupation.  

 

SSDI claims soared following the financial collapse of 2008-2009.

This backlog exposed SSDI's weaknesses. Claimants encountered

strict qualifying definitions, an arduous appeals process, and

inadequate monthly benefits.  

 

Even today, ten years removed from the financial crisis and a record

surge in claims, the average claimant is required to appeal twice

before receiving access to benefits. Attorneys have established an

industry around defeating the tough appeals process for SSDI. Even

with their help, most people have to wait 15, 18, or even 24 months

before they finally access their first payment, less legal fees. Those

who have won their appeal and qualify for SSDI benefits may be

discouraged when they find the average payment is less than

$2000/month. This is unlikely to meet the income needs for most

people in California, especially in the Bay Area.  

 

For those who are reliant on SSDI, legitimate questions have been

raised about the financial stability of this program (Forbes, “Social

Security Insolvency: When And What To Do,” 6/9/2016). Much of the

reserves that have been earmarked for SSDI are being used by Social

Security Retirement instead. Big changes are on the horizon. 
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SOCIAL SECURITY DISABILITY INCOME

safety net

narrow eligibility criteria

with

0

1,425

2,850

4,275

5,700

average

monthly  

SSDI

benefit

and an

onerous appeals process

average

monthly  

household

income  

in CA

)(

NOT EVEN ENOUGH TO COVER RENT
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STATE DISABILITY

California State Disability Insurance (CASDI, State DI) is a dynamic

benefit offered to all W-2 wage earners in CA. The benefit is

calculated based on 65% of an employee's highest quarterly

income within the past 24 months, up to approximately

$4800/month ($1200/week). The premium for this mandatory

benefit is automatically deducted from every W-2 employee’s

paycheck. Family leave benefits and unemployment insurance are

part of this same insurance pool, possibly resulting in substantial

paycheck reductions.  

 

Income earned from sources other than W-2 wages is not

considered in the benefit calculation, potentially limiting the

claimant’s take-home pay. Benefits are more liberally paid

compared to Social Security, however. It is extremely important to

understand that the maximum benefit duration only lasts for

twelve months.  

 

Californians who earn six figures or more must consider the

inadequacy of the coverage limits. $4,800/month may not be

enough to meet regular financial obligations. Furthermore, State

DI is not a long-term plan. It's a great short-term safety net, but

does not meet the need for someone seeking long-term income

protection against a chronic medical issue. 

 

Consider the Dylans. Mr. Dylan is a W-2 wage earner and becomes

disabled. His regular $10,000 monthly paycheck is covered up to

the maximum benefit amount of $4,800. His two-year recovery

process results in a CA State DI benefit of $57,600 over the

maximum one-year duration. The Dylans do not have a backup

plan beyond this, however, and are required to tap into their

retirement savings to cover the remainder of their recovery period. 
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CALIFORNIA STATE DISABILITY benefits
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BASIC INCOME
Basic Income, or Universal Basic Income (UBI), in theory, is a

minimum level of income that is supplied to every citizen of a

certain state or municipality. Old, young, high socio-economic

status, and low socio-economic status all receive the same base

level of income, and each individual is free to earn more in their

otherwise free market economy.  

 

UBI is purely speculative at this point in time. However, the idea is

gaining traction and some communities have adopted a trial

method. Finland is most famous for their attempt to implement a

program, which will be discontinued at the end of 2018 (The

Economist, “The lapsing of Finland’s universal basic income trial,”

4/26/2018).  

 

Stockton, CA is primed to become a new trial ground for this

wealth-equalization strategy, with the additional hope that it can

provide a stimulus to more economically challenged

communities (New York Times, “Free Cash to Fight Income

Inequality? California City Is First in U.S. to Try,” 5/30/2018). 

 

UBI is designed to offer a benefit of a small base income to

everyone, resulting in a very minor share of covered expenses

upon disability. There is no current data that would suggest UBI

will become a reliable method for income replacement.  

 

Consider the Dylans. They each earn $5000/month and live in

Stockton, CA. Their UBI pays an additional $500 of spending

money, tax-free. One spouse becomes  disabled and loses

$5000/month in income. Their $11,000 monthly cashflow is

reduced to $6000. They will need another income source to cover

their basic standard of living.  

. 
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UNIVERSAL BASIC INCOME as a solution

Only speculative trials

have been attempted

at this time. Most have

been cancelled.

QUESTIONABLE PROGRESS

Previous trials have used

benefits which are much

lower than livable wages.

The uncertain nature of

UBI activity means that

this is not a realistic

income source now or in

the near future.

TINY BENEFITS

unrealistic
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PART III 

EMPLOYEE

BENEFITS

As we’ve learned, W-2 wage earners may have access to California

State DI for up to $4800/month and as long as one year.  

Employees may have access to an even more robust benefits

package which could supplement their disability income.  

The following options may be available: 

workers’ compensation 

 

retirement disability (pension) 

 

group long-term disability 

 

executive income (XDI) 

 

worksite insurance



PENSION
Federal, state, and municipal employees may have access

to a retirement disability pension benefit that is designed

to pay in the event of a total disability according to most

government employee retirement guidelines.  

 

Most government employees do not have access to Social

Security DI or State DI, so a reliable stream of income for

retirement and disability is necessary. The pension

eligibility criteria typically provides benefits for both

retirement and total disability (sometimes considered an

early retirement). 

 

A government employee of 10 or more years may be able

to access a full pension benefit upon disability. However,

each municipality—whether federal, state, or local—may

require a minimum years of service in order to qualify for

full pension benefits. This is called a vesting period. There

may a significant gap in coverage during an employee’s

vesting period. Beyond 10 years, at least 60% of income is

usually available. 

 

Consider the Dylans. Mr. Dylan has worked for a federal

agency for five years. Suddenly a cancer diagnosis requires

full-time treatment. Retirement disability benefits through

the pension program are not accessible at the maximum

rate until the 10-year vesting period is over. Therefore, only

20% of income is replaced and the Dylans will have to

make up the shortfall from other sources. 

. 
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PENSION as source of income

Many pensioners never

contribute to CA State

DI or Social Security DI.

GOVERNMENT WORKERS

Vesting rules may apply. That

means full benefits may require

a certain number years of

service before granting access

to pension/retirement benefits.

BUCKLE UP

Vesting rules may require up to 10

years of full employment in order

to access full disability benefits

from a pension program.

ONE RUNG AT A TIME
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WORKERS' COMP
California requires workers’ compensation coverage for all W-2

employees in the state. An employer pays a premium to an

insurance company in exchange for financial protection if an

employee is hurt on the job, leaving the company liable for

payment. The benefit amount varies greatly based on the type

of injury incurred. 

 

As noted in the legal settlement section on page 5, the

likelihood of long-term disability due to injury is extremely low

compared to the rate of disabling illness. Workers’ comp is still

valuable coverage for an employer, especially for employers

who require employees to perform manual duties. However,

the coverage is expensive, rates go up with each claim incident,

and the insureds are only covered while at work. 

 

Business owners are presented with the opportunity to

purchase optional coverage on themselves. But due to the cost,

and the further financial consequences if they actually file a

claim on themselves, most savvy employers elect to remove

themselves from the workers’ comp plan. This leaves them

completely exposed. 

 

Consider the Dylans. There is an accident at work and Mr. Dylan

loses this income for 6 months. He is a 1099 employee, earning

$120,000 per year. Neither California State Disability nor

worker’s comp will pay because of the “self employed” status as

an independent contractor. They will have to tap into their

savings for two years, resulting in a loss of $1,000,000 over their

working years (accounting for lost interest). 

 

. 
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WORKERS COMPENSATION as income

Worksite disabilities

account for less than

5% of existing long-

term disability claims.

LESS THAN 5%

Employers typically

remove themselves from

the Workers Comp plan

to save premium, and

often remain uncovered.

business owners

Workers Compensation only

works while on the job.  

Illnesses like cancer, heart  

disease, Parkinson's have no

bearing on a time card.

ON THE CLOCK

Injuries 
5%

Illness 
95%

at work 
33%

not at work 
67%
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WORKSITE
Some employer groups decide not to purchase Group LTD

for their employees, but instead opt for a menu of benefits

that their employees can purchase on their own. This is

especially common in industries with a high percentage of

1099 employees, like real estate or insurance. 

 

These plans are often parametric in nature. Instead of

using a definition that is based on the covered employee’s

ability to work, these plans generally pay out pre-

determined benefit amounts for a variety of pre-

determined conditions, like heart attack, stroke, or cancer.  

 

The highly motivated buyers tend to piecemeal their

insurance plans and purchase several different “coverages”

but can later learn that the most common causes of

disability like back and shoulder issues, and other

musculoskeletal conditions which are not covered under

these parametric worksite plans. If there is a true disability

offering, it is typically a short-term plan that would expire

after a few months of benefit. 

 

Consider the Dylans. Mr. and Mrs. Dylan both purchase

worksite plans for heart attack, stroke, and cancer.

Suddenly Mrs. Dylan is diagnosed with stage II breast

cancer. The worksite plan received proof of diagnosis and

executes a one-time payment of $15,000. Mr. Dylan then

needs a shoulder replacement. No benefits are paid

despite missing work for several weeks, if not months. 

. 
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WORKSITE disability plans as income

are like reading off

of a menu.

WORKSITE PLANS

Instead of wine and

cheese pairings, you select

illnesses for which you

want to collect benefits.

It's tapas, not dinner. 

You never really have a

comprehensive plan that

is tied to income

replacement. 

CANCER 

STROKE 

DEMENTIA 

MS 

PARALYSIS

EXCEPT

WHICH MEANS
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GROUP LTD
Most large employers in California carry a group long-term disability

(LTD) policy that covers their W-2 employees with a disability benefit

that is payable until Social Security Normal Retirement Age

(currently age 67 for most workers) following a waiting period of 90

or 180 days. Group LTD benefits can be an affordable tool to attract

and retain talent, and also serve as a way to outsource the moral

obligation of providing an income stream for a valued team member

while they recover from a difficult illness or injury. 

 

These plans are designed to cover either a partial or total disability,

meaning a proportionate benefit may be payable if even a fraction of

income is suddenly lost. However, employees are often covered by a

definition that changes over time. The first two years generally cover

the ability to work in their specific occupation. After two years, LTD

plans may require a disability from any occupation, resulting in a

much more rigorous claims adjudication process. 

 

Furthermore, LTD plans are not portable. If an employee leaves for

any reason, if the employee is terminated, or if the coverage is

terminated, there is no guarantee that the employee will be able to

qualify for an individual plan or find another employer with group

benefits. This presents major problems for employees who have a

medical history or major diagnosis.   

 

Consider the Dylans. A disabling illness reduces Mr. Dylan’s time at

work to 50%, resulting in a 50% income loss, from $10,000 to

$5000/month. That means that 50% of the group LTD benefit is paid.

The maximum group benefit is 60% of pre-disability income

($6000), which is paid at a rate of 50% ($3000) due to the partial

nature of this claim. That $3000 is taxable because the employer

takes a tax deduction on the premium payments. That results in a

total take-home benefit of $2000, on top of the $5000 of regular

part-time income. However, his year-end bonus and commissions

are not covered.  
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GROUP LTD; employer-paid DI plans

        1       2      3      4      5      6      7      8      9      10

DISAPPEARING DEFINITIONS

The majority of employer-paid group long-term disability

policies list a 60% income replacement percentage, up to a

certain benefit limit like $5,000, $10,000 or $15,000/month.

INCOME REPLACEMENT ILLUSION

The majority of employer-paid group long-term disability

policies are taxable as income (because the employer uses

the premiums as a business deduction). That means you are

covered even less than you imagined, and that percentage

reduces if you are a higher income earner.

Most group plans start strong but the strength of these

benefit definitions recede over time, resulting in a lackluster

policy after just two years.

actual income replacement percentage
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EXECUTIVE DI
Executive disability income plans (XDI), also known as

Guarantee Standard Issue (GSI), are supplemental plans

designed to overlay the existing Group LTD coverage

already available to the employer group.  

 

GSI can be offered to a tailored group of individuals in a

common class—most often an executive team. While the

Group LTD coverage typically pays up to 60% of income

replacement, on a taxable basis, GSI can supplement up to

75% of income, sometimes tax-free. 

 

The plans are individual plans, which allow them to retain

portability and stronger definitions for the duration of the

claim (not just two years). GSI plans are more expensive

than traditional Group LTD, but many employers find

significant value in attracting top-tier talent to these most

important positions. 

 

Consider the Dylans. Mr. Dylan, earning $10,000 per month,

is totally disabled. The Group LTD plan pays 60% up to

$5000/month, resulting in a benefit of the maximum

$5000, fully taxable. The GSI plan adds another

$2500/month to the plan, and is designed to pay out as a

tax-free benefit. This coverage lasts for the full two years of

recovery, and their income loss is minimal. 
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EXECUTIVE DI (XDI) as an income source

XDI Plans Are Designed for High-Income Earners

A group of executives who earn $300,000 each do not have

the same income replacement percentage as those

employees who earn $100,000 or less because their Group

LTD plan is capped at $10,000 per month.

XDI can be structured tax-free for the high-income earners of a

large group. In the example above we see a $10,000 LTD plan

with an additional $10,000 XDI supplement.

$0

$5,000

$10,000

$15,000

$20,000

group ltd ltd-taxes ltd+xdi ltd+xdi-taxes

Group LTD Leaves Out High Income Earners

40% 

INCOME REPLACEMENT 

(after taxes)

28% 

INCOME REPLACEMENT 

(after taxes)
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PART IV

INDIVIDUAL 

COVERAGE

Business owners, sole proprietors, independent contractors, and 

1099 employees are not eligible for group benefits or California 

State Disability. 

 

These clients will need to assess their options in the individual 

marketplace, almost always requiring some degree of 

underwriting.

 

The following types of insurance may be able to provide some 

type of benefit in the wake of a disability.

annuities

life insurance

long-term care insurance

critical illness

disability insurance



ANNUITIES
Annuities are a form of longevity insurance. For a single premium, 

usually in the six-figure range, an annuity promises to deliver an 

annual or monthly payment on a schedule that typically lasts for 

the rest of the insured’s life (sometimes longer). 

 

Annuities use a phenomenon called mortality credits, which are 

paid to those who outlive their peers. For example, five people age 

70 each purchase $100,000 in return for $1,000/month in 

perpetuity. That’s $500,000 total to start, and $1,000 paid out per 

month per individual, or $5,000 per month in total, for a 

maximum duration of 100 months in this case. One person dies 

after just 10 months. Only $10,000 was paid to this deceased 

insured and their remaining share of the premium stays in the 

pot. The survivors benefit from this event and continue to earn 

their monthly benefits because that $90,000 from the deceased 

insured will go to the rest of the group, effectively increasing the 

maximum duration. The larger the pool, the easier it is for 

actuaries to identify a pattern that looks a lot like life expectancy 

of the broader American public. Combine this technique with 

interest from market forces, and it becomes a powerful tool to 

hedge against outliving your means.

 

The problem with annuities as a form of disability income lies in 

the initial premium requirements. As mentioned above, these 

plans typically require a six-figure payment. Furthermore, the 

monthly benefit is very low for someone still in their working years. 

A meaningful benefit would require an even greater premium.

 

Most working-age people do not have the resources to fund an 

annuity before retirement. Those who do are probably not in need 

of disability income since their regular investment interest may be 

enough to suffice their lifestyle needs.  
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ANNUITIES as an income source

Significant up-front expense is required to secure an annual 

payout from an annuity. That means only the wealthy or those 

nearing retirement typically have the capital required to use 

an annuity as an effective income replacement tool.

Initial Premium Annual Annuity Benefit

Y1                    Y2                    Y3                     Y4                    Y5                   Y6        ...

0                                                                      30                                                                         60                                                                      90

ANNUITIES REQUIRE CAPITAL

Annuities can be a great income strategy when it comes to 

retirement years, but it is not an option for most working-

age people. The longevity credits don't have an impact until 

much closer to average age of life-expectancy.

ANNUITIES ARE FOR RETIREMENT INCOME

SCHOOL CAREER RETIREMENT

Potential Annuitization Age
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LIFE INSURANCE
Term life insurance offers no value in the way of disability 

benefits. However, some permanent life insurance policies can 

offer a variety of methods to help plan in the event of a 

disabling illness or injury. These plans are medically 

underwritten.

 

Whole life and universal life insurance policies are designed to 

accrue cash value over time. Each premium paid allocates a 

portion of the proceeds to the cash value pool of benefits. This 

amount can increase based on the investment performance of 

the carrier, usually with pre-determined limitations on interest 

rates. Access to these cash benefits can be triggered any time, 

but they are to be repaid by the insured, either ad hoc, on a 

scheduled basis, or upon death (withheld from the death 

benefit).

 

Another popular mechanism available on today’s life insurance 

policies is the chronic illness rider. These plans allow the 

insured to access an accelerated death benefit if there is an 

eligible illness. The eligibility criteria for these policies can vary 

widely. One plan may require a loss of two activities of daily 

living or severe cognitive impairment, while another requires a 

stay at hospice. It’s paramount to review the definitions and 

different options with your client.

 

Consider the Dylans. Mr. Dylan has a $300,000 universal life 

policy with a chronic illness rider and cash value that has 

accumulated to $36,000. The cancer diagnosis does not qualify 

for the chronic illness acceleration of benefits, but he can at 

least access the $36,000 of cash value in the policy to help for a 

few months. Any duration beyond this would require another 

income source.
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LIFE INSURANCE as an income source

Death Benefits and Cash Value are useful financial tools in 

hard times, but it takes a long time for the cash value to build 

up over time, and it rarely equates to an annual income.

Death 

Benefit

Death 

Benefit

Cash 

Value

PERM TERM

Cash 

Value

PERMANENT LIFE INSURANCE CAN BE DYNAMIC, 
BUT IS IT ENOUGH?

The acceleration of the death benefit may be an option on 

your life insurance policy. However, the definition language 

can vary as widely as Italian and Cantonese. Make sure you're 

working with an expert or attorney to review the policy.

TERMINAL

ILLNESS

LONG TERM

CARE

CHRONIC

ILLNESS

BEWARE THE HYPE OF THE ACCELERATED DEATH BENEFIT
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LONG-TERM CARE

Long-term care insurance (LTC) is usually purchased around 

age 50, approaching the end of a career. Benefit criteria are 

different than DI. The federal standard for eligibility is a loss of 

two or more activities of daily living (ADLs)—bathing, dressing, 

eating, continence, toileting, and transferring—or a severe 

cognitive impairment. Recent claims data suggests that there 

are more new LTC claims for cognitive impairment than there 

are for loss of ADLs.  

 

LTC policies provide a benefit that can be used to reimburse 

the cost of long-term care services like adult daycare, 

homecare, assisted living, or nursing facility care. Some plans 

have a cash benefit option that pays a reduced amount. The 

cost of services in the Bay Area is approximately 

$5000-$6000/month for homecare based on 40 hours per 

week. Around-the-clock care at a nursing facility can easily 

exceed $12,000/month.

 

LTC benefits should not be considered as a source of income 

since benefits are based on services rendered, but it is an 

invaluable way to hedge against a quick depletion of assets as 

someone enters into retirement.

 

Consider the Dylans. One spouse is diagnosed with ALS (Lou 

Gehrig’s Disease). Deterioration is swift. No income is provided 

from their LTC policy, but their expenses skyrocket and the LTC 

benefit covers $5000/month for a homecare provider to come 

stay with the disabled spouse while the other spouse continues 

to work.
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LTC INSURANCE as an income source

40% of Long-Term Care Recipients are under the age of 65

LTC is typically received as a reimbursement benefit that pays 

up to a pre-determined maximum monthly benefit, and 

usually grows over time thanks to the policy's inflation rider.

Long-Term Care Insurance pays for Homecare, 
Residential Care, and Nursing Facilities

Long-term care insurance (LTC) is generally purchased for 

protecting against expenses incurred in a post-retirement 

disability, like dementia or loss of activities of daily living. 

However, there are many people under the age of 65 who 

use support services.
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INDIVIDUAL DI

Individual disability insurance is designed to pay either 

partial or total disability benefits. The benefit eligibility 

criteria is typically based on the policyholder’s ability to 

perform the substantial and material duties of their regular 

occupation.

  

Individual DI benefit designs are flexible and can vary person-

to-person to meet premium targets or budget constraints, 

but generally include a benefit amount of up to 70% of 

income, payable to normal retirement age usually following a 

waiting period of 90 days. Some policies include increase 

and inflation features that allow the benefit to grow over 

time, either before claim or while on claim.

 

Individual DI is fully underwritten—medically, occupationally, 

and financially. More and more plans are available on a 

simplified issue basis, which is a streamlined process but 

could result in regular underwriting if the health questions 

require further investigation.

 

Consider the Dylans. One spouse is self-employed, earning 

$10,000/month. A back problem has gotten worse and now 

sitting or standing any more than four hours is excruciating. 

That results in a 50% income loss. The maximum total 

disability benefit is $7000/month, and the partial payout is 

50% of that amount, resulting in a tax-free monthly benefit 

of $3500 in addition to the 50% earned income of $5000, 

leaving the Dylans almost completely whole.   
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INDIVIDUAL DI as an income source

$0

$26,250

$52,500

$78,750

$105,000

Job A (healthy) Job A (recovery) Job B (healthy) Job B (recovery)

DISABILITY INSURANCE is Designed to Replace Income

DI typically costs around 2% of income (depending on the 

occupation) and can replace up to 65% of income on a tax-free basis.

Benefits typically begin following a 90-day deductible period, 

and then last until retirement age or until you recover and are 

back at work--whichever comes first.

Job A vs Job B

30                                                             40                                                                        50                                                                   60                                     67
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CRITICAL ILLNESS
Critical Illness (CI) is a rapidly growing part of the income 

protection profile. Many Worksite Insurance offerings include 

CI coverage, but usually at lower amounts. Individually 

underwritten CI coverage can be as high as $500,000.

 

As mentioned in that section, CI is designed to cover three 

main categories: Cancer, Cardiovascular, and Other. Stage I 

cancer or higher is usually covered in full, with smaller 

amounts payable for in situ/Stage 0 diagnoses. The 

cardiovascular category covers heart attack and stroke with 

reduced benefits paid for angioplasty or bypass surgery. The 

Other category typically includes Paralysis and a few other 

chronic conditions that result in a dramatic change of 

lifestyle.

 

The most attractive feature of a Critical Illness plan is the 

simplicity of the benefit. A pre-determined lump-sum 

benefit, ranging from $5,000 to $500,000, is paid upon proof 

of diagnosis. This is vastly different compared to traditional 

Disability Insurance which often requires proof of income loss 

in addition to a physician's statement.

 

Another advantage to Critical Illness is access. Disability 

Insurance requires a single income source as an insurable 

asset. Critical Illness is not necessarily looking at your income 

as the insurable asset, but your ongoing health. That means 

students, consultants, firefighters, rideshare drivers, 

entrepreneurs, and any combination of the aforementioned, 

can access CI benefits when they might not have any good 

options in the traditional DI marketplace.
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CRITICAL ILLNESS as an income source

the 3 categories of Critical Illness

38 will be diagnosed with a form of cancer

        [National Institute of Health, cancer.gov, 2015]

14 will incur chronic kidney disease

        [National Institute of Health, niddk.nih.gov, 2012]

12 will have heart disease

        [National Center for Health Statistics, cdc.gov, 2016]

8 will suffer from disabling hearing loss (Deafness)

        [National Institute of Health, nidcd.nih.gov, 2010]

2 will suffer from a visual disability (Blindness)

        [National Federation for the Blind, nfb.org, 2018]

2 will be paralyzed

        [Christopher & Dana Reeve Foundation, christopherreeve.org, 2013]

RATE OF INCIDENCE per 100 AMERICANS

CANCER                                   CARDIO                                     OTHER
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POSTFACE

Illness and injury play no favorites. They can strike at any 

time. There is no wrong way to protect yourself from the 

financial repercussions of a long-term disability, but the 

lack of a plan can quickly lead to an insurmountable 

burden when compared to comprehensive planning 

techniques.

 

A disability plan does not have to be expensive. A basic 

plan may include some combination of self-funding, 

welfare benefits, group benefits through work, and 

individual insurance. 

 

Self-funding may not require any change to your regular 

saving practice. Government benefits are available if the 

right circumstances are met. Employee benefits are usually 

provided at no cost to the employee. Individual insurance is 

the only category that may require a premium, and there's 

almost always an affordable option available in the 

marketplace, if you can qualify.

 

Having completed this guide, it is now up to you to 

determine what strategies are readily available in your own 

disability plan. Don't be afraid to explore the options in your 

survival kit and assess whether or not you are fully 

protected. 
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AN INFOGRAPHIC ROAD MAP TO  
UNDERSTANDING YOUR INCOME OPTIONS 

Maxwell Schmitz, MSFS 
CA License #0G86760

Maxwell Schmitz, MSFS, delivers a digestible text that outlines everything from the

most basic disability income sources like savings and disability insurance along

with some lesser known and enigmatic benefit options available to select

employees.  

 

This is required reading for any benefit brokers, financial planners, or benefits

advisors who intend to review their clients' disability options. Visual learners and

the general public, will enjoy the infographic supplements which accompany

each concept addressed in the text. 

 

We all hope to stay healthy throughout our career, but this Disability Survival Kit

can help anyone organize their own disability plan, from Plan B to Plan Z.
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