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Disability insurance premiums

and benefits are subject to

various tax laws, both on an

individual and a business basis.

his brochure provides you
with a general overview of

the tax treatment of premiums
and benefits of disability
insurance products, including
individual disability income
insurance, overhead expense
insurance, business reducing
term and disability buy-out
insurance. Specific questions
should be referred to a tax
advisor.
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Disability Income (DI) Insurance
As a general rule, when an individual

purchases coverage for his or her own
benefit, premiums are not deductible for
federal income tax purposes. This means
that benefits will be received tax free.
The rules vary when coverage is pur-

chased through an employer, depending
on the form of the business, ownership
status of the insured, and who receives
the benefits.
If a sole proprietor purchases a policy

for his or her benefit, the premium is not
deductible and benefits are received tax
free. It doesn’t matter whether the premium
was paid from a personal or business
account (a sole proprietorship is a
“pass-through” entity).
A partnership or S corporation may

deduct premiums for DI coverage paid on
behalf of a partner or 2% plus shareholder/
employee. This is allowed under IRS
Revenue Ruling 91-26; however, such
premiums must be included in the partner’s/
shareholder’s personal taxable income.
Benefits paid under the policy are received
tax free.
In a C corporation, stockholders who

work in the business are considered to be
employees. Therefore, the corporation
can deduct premiums paid under a
qualified sick pay plan for coverage on
owner-employees (see chart) — but
benefits are taxable.
Note that if a business is designated to

receive the benefits of a disability income
policy insuring a “key person,” the premium
is not deductible. The benefits are received
tax free; this is the case for unincorporated
businesses as well as corporations.
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DI in Employer-sponsored Plans
Under a qualified sick pay (“Section 105”)

plan an employer can pay for disability
income coverage for employees and deduct
premiums as a business expense. To do so,
a formal plan must be adopted by the firm
and communicated to covered employees.
Premiums are not regarded as taxable
income to the employees; however, benefits
received under the plan are taxable. In
addition, these benefits are also subject to
Social Security tax for the first six months
after the employee stops working.
Another type of employer-provided plan

is the executive bonus (“Section 162”) plan.
In this arrangement the employer pays the
premium; the premium amount is treated
as a “bonus” and included in the employee’s
taxable income. The employer, therefore,
can deduct the premium amount. Policy
benefits are received tax free, since
technically, the employee has purchased
the policy with his or her bonus.
In a cafeteria (“Section 125”) plan the

employer provides funds for employees to
elect and pay for DI coverage on a pre-tax
basis. Policy benefits are taxable to the
employees.
An employer may establish a purely

voluntary plan, one in which participants
are eligible to purchase disability income
insurance for themselves, usually through
payroll deduction. Since employees are
paying for their coverage, premiums are
nondeductible and benefits are received
tax free.
The rules discussed above also apply to

policies issued to protect retirement con-
tributions (under a retirement protection
program).

Premiums
Paid by

Individual
(including
a sole

proprietor)

Partnership,
S corporation

Employer
(under QSPP)

Employee
(under executive
bonus plan)

Employer
(key person
coverage)



Benefits Policyowner Tax Treatment
Paid to Premiums Benefits

Individual Individual Nondeductible Tax free
(IRC Sec. 213) (IRC Sec. 104)

Partner, Partner, Deductible by Tax free
S corp. S corp. partnership or (Rev. Ruling
owner owner S corp. Included 91-26)

in partner’s or
S corp. owner’s
personal taxable

income.
(Rev. Ruling 91-26)

Employee Employee Deductible by Reported
(including employer as income
C corp. (IRC Sec. 162). (IRC Sec. 105)
owners) Premium

excluded from
employee’s

taxable income
(IRC Sec. 106)

Employee Employee Bonus paid to Tax free
cover premium (IRC Sec. 104)
by employer
is deductible.

Bonus is included
in employee’s
taxable income
(IRC Sec. 162)

Employer Employer Nondeductible Tax free
(IRC Sec. 265 (IRC Sec. 104)
and Rev. Ruling

66-262)



Business Disability Products

Overhead Expense
Premiums for overhead expense

policies are deductible by the business.
This rule applies to unincorporated
businesses and professional practices as
well as corporations. Benefits received
under the policy are, therefore, taxable as
income to the business. However, the
benefits are used to pay business expenses,
which are tax-deductible.

Business Reducing Term
The premiums for business reducing

term insurance are not deductible as a
necessary business expense. Benefits are
paid to a designated loss payee, so they are
not taxable to the business.

Disability Buy-out
Premiums paid for disability buy-out

policies are never deductible, regardless of
who pays the premiums, i.e., the business
itself or the owners. Benefits are paid to
reimburse amounts paid by the business
or other owners to purchase disabled
owner’s business interest, and are received
tax free. The disabled owner is, however,
subject to taxation on any capital gain
resulting from the sale of his or her
ownership share.

Premiums
Paid by

Business or
Owner

Premiums
Paid by

Business or
Owner

Premiums
Paid by

Partnership or
corporation
(under entity
purchase
agreement)

Partnership or
corporation
(under cross-
purchase
agreement)Note: In a cross-purchase arrangement, the

business can bonus the premium amount to the
policyowner. That bonus is deductible to the
business, but it must be included in the
policyowner’s income.

Because tax considerations are an integral
part of sound business and personal
planning, be sure to consult your financial
advisor to fully understand your coverage
needs and tax status.



Benefits Policyowner Tax Treatment
Paid to Premiums Benefits

Business or Business or Tax Deductible Reportable as
Owner Owner (Rev. Ruling income (Rev

55-264) Ruling 55-264)

Benefits Policyowner Tax Treatment
Paid to Premiums Benefits

Loss Payee Business or Nondeductible Tax free
Owner (IRC Sec. 265) (IRC Sec. 104)

Benefits Policyowner Tax Treatment
Paid to Premiums Benefits

Partnership or Partnership or
corporation corporation

Insured’s Insured’s
partner or partner or
fellow fellow

shareholder shareholder

Nondeductible
(IRC Sec. 265
and Rev. Ruling

66-262

Tax free
(IRC Sec. 104)



This publication is provided as a courtesy by Berkshire
Life Insurance Company of America and does not modify
the provisions of any policy. It is offered for the purpose
of education and information only and is not intended
to constitute tax or legal advice. For information on your
specific situation, please consult your personal legal or
tax advisor.
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