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Employee Disability Benefits
A LOOK AT THE  TAXATION AND REPORTING REQUIREMENTS

Generally, “company-paid group
disability benefits” received by
an employee are subject to in-
come taxation.  Conversely, “em-
p l o y e e - p a i d
group disability
benefits” re-
ceived by an
employee are
not subject to
income taxa-
tion.  Company-
paid amounts
include both direct payments by
an employer that are not in-
cluded in an employee’s W-2 in-
come report and also any contri-
butions made by an employee
using pre-tax (IRC Section 125)
dollars.  Employee-paid amounts
would include only payroll de-
ducted after-tax contributions.
Group disability benefits would
include both Short Term Disabil-
ity income plans and Long Term
Disability income plans, regard-
less of whether they are insured
or self-funded arrangements.

HOW TAXES ARE APPLIED

If the disability benefits are de-
termined to be company-paid,
income taxes will be payable as
follows:

Taxation of disability benefits
and the accompanying report-
ing requirements can be very
confusing to both the employee
receiving the benefits as well as
to the company plan sponsor.
This issue of the Advisor will
address the following issues
pertaining to the taxation of
group disability insurance
benefits:

- When are benefits taxable and when
are they tax-exempt?

- How is taxation affected when the
employer and covered employees share in
the premium costs?

- How is taxation affected when the
cost-sharing formula between employer
and employee contributions changes?

- Who is responsible for federal income
tax, Social Security and Medicare tax
withholding for group disability
insurance benefits?

We welcome your comments
and suggestions regarding the
McGraw Wentworth Benefit
Advisor. Additional copies of
this issue are available on the
McGraw Wentworth web site at
www.mcgrawwentworth.com.

Federal Income Taxes

The disabled employee will be
required to pay full/normal

Federal in-
come taxes on
any disability
benefits re-
ceived.

State and
Local Income
Taxes

The disabled employee may or
may not be required to pay
state and local income taxes on
any disability benefits received.
The rules vary by state and lo-
cality.  In Michigan, full state
income taxes are payable on
any disability benefits received.

Social Security and
Medicare Taxes

The disabled employee will be
required to pay Social Security
and Medicare taxes for six full
months of benefits following
the last day of active work.  Be-
cause the measurement period
calls for full calendar months,
an employee whose last day of
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work falls in the middle of a
month must satisfy a six month
period that begins on the first
day of the month following his/
her last day of active work.  For
example, an employee disabled
on March 2 would have Social
Security and Medicare taxes
withheld until September 30, (6
months, 29 days).

The normal Social Security wage
limit, $72,600 for 1999, would
continue to apply to
withholdings for the disabled
employee.

Federal Unemployment Taxes

The disabled employee will also
be required to pay Federal un-
employment taxes for the first
full six months of benefits fol-
lowing the last day of active
work.  The six calendar months
are measured using the same
standard that applies to Social
Security and Medicare taxes.

FUTA taxes are withheld until
the disabled employees’ ben-
efits reach the earlier of the
FUTA wage limit ($7,000 in
1999) or the end of a full six
calendar months of disability
benefits.

WHEN PREMIUM

COSTS ARE SHARED

When premium costs are shared,
the amount of insured disabil-
ity benefits subject to taxation
is based upon the percentage
of premium that is defined as
company-paid.  As reviewed ear-
lier, company-paid either means
that the employer paid premi-
ums directly or that the em-

ployee paid premiums on a pre-
tax basis through a Section 125
plan.  In both instances, benefits
defined as being company-paid
are subject to taxation.

In general, disability benefits
subject to taxation are deter-
mined by calculating the per-
centage of premium defined as
company-paid. In the example
below, the company pays 50% of
disability premium costs, and the
employee pays the other 50% of
costs on a post-tax contribution
basis:

Variations to the formula illus-
trated above can occur when the
premium split between the em-
ployee and employer changes
over time. For example, when pre-

mium rates increase and the
company or employee contribu-
tion is fixed.  When this occurs,
the percentage of company-paid
disability insurance premium is
calculated using the average
company contributions (on be-
half of the disabled employee)
for the lesser of the most recent
three years or the time that the
employee has been covered un-
der the plan.  In the example
below, we assume that the em-
ployee has been covered under
the insured disability plan for
at least three years (see Table 1
at the bottom of the page):

Using the 3 year average calcu-
lated below, taxable disability
benefits to the disabled em-
ployee would be calculated as
follows:
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Continued on Page 3
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RESPONSIBILITY

FOR WITHHOLDING

TAXES AND REPORTING

DISABILITY INCOME

Insured and self-insured dis-
ability benefit plans are sub-
ject to the
same general
taxation pro-
visions noted
earlier.  How-
ever, as we will
review in the
sections that
follow, the
withholding and reporting re-
quirements may vary between
insured and self-funded plans.

If the disability benefits are
determined to be company-
paid, withholding responsibil-
ity is as follows:

Federal Income Tax

In an insured benefit plan, an
insurer making disability ben-
efit payments to an employee
is not required to withhold fed-
eral income taxes.  However,

the employee can arrange to
have taxes withheld by filing
form W-4S with the insurance car-
rier.  The withholding amount is
subject to a $20 minimum per
week ($88 per month), and can-
not result in a net benefit pay-
ment of less than $10 to the dis-

abled em-
ployee.

For self-
funded dis-
ability plans,
the third party
administrator
making the

benefit payments is required to
withhold federal income taxes.
The disabled employee is re-
quired to provide the adminis-
trator with a W-4 form, or have
federal income taxes automati-
cally withheld at a rate of 28%.

State and Local Income Taxes

Withholding requirements for
state and local income taxes vary
by jurisdiction.  In Michigan, dis-
ability insurance carriers will
typically process withholding
for state and local income taxes,

as well as for federal and Social
Security/Medicare taxes.  Gen-
erally, insurance carrier with-
holding practices do not distin-
guish between insured and self-
funded disability plans, except
as noted above.

Social Security and
Medicare Tax

Under both insured and self-
funded group disability plans,
the insurance carrier is required
to withhold the employee por-
tion of Social Security and
Medicare taxes from the taxable
portion of a disabled worker’s
benefit payment.  Withholding
is subject to the six calendar
month limitation noted above.

With regard to the employer li-
ability for matching Social Se-
curity and Medicare payments,
responsibility for reporting and
making matching deposits can
either be assumed by the in-
surer or transferred to the em-
ployer. The insurer and em-
ployer responsibilities under
both approaches are outlined in
the following paragraphs.
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Our technical bulletins are written and produced by the
McGraw Wentworth staff and are intended to inform our
clients and friends on general information relating to em-
ployee benefit plans. They are not intended to provide ei-
ther legal or tax advice. Consult your legal counsel or tax
advisor in matters that directly affect your benefit plans.

When the Employer Retains
Withholding Liability

When the employer retains li-
ability for tax withholding and
reporting, the insurer is still re-
sponsible for withholding and
depositing the employee por-
tion of Social Security and
Medicare taxes from benefit
payments.  In addition, the in-
surer will notify the employer
of the claimants for which taxes
were withheld and deposited, as
well as the withholding
amount.  All of these steps
must be taken within the time
limit specified by the Internal
Revenue Service.

It is the employer’s responsibil-
ity to deposit matching Social
Security and Medicare taxes
with the IRS.  In addition, the
employer is responsible for fil-
ing the “Employers Quarterly
Federal Tax Return” (Form 941),
which reports employer tax li-
ability.  Finally, the employer
must pay federal and state un-
employment taxes for the ben-
efits received by each claimant.

When the Insurer Retains
Withholding Liability

Where the insurer retains liabil-
ity for both withholding and re-
porting of taxes, the insurer is
responsible for depositing both
the employer and employee
portions of Social Security and
Medicare taxes with the IRS.
The insurer files Form 941 and
also prepares W-2 forms for dis-
ability benefit recipients.  The
employer still retains responsi-
bility for paying federal and

state unemployment taxes for
disability benefit recipients.

Self-Insured Withholding And
Reporting Responsibilities

For self-insured disability plans
the employer
and insurance
carrier or third
party adminis-
trator jointly
determine how
w i t h h o l d i n g
and reporting
will be handled.
In most in-
stances, the insurance carrier or
third party administrator will
take responsibility for withhold-
ing Social Security and Medicare
taxes, filing Form 941 and fil-
ing W-2 forms for disability ben-
efit recipients.  The employer
typically retains responsibility

for paying federal and state un-
employment taxes.

Summary

Determining responsibility for
the taxation and reporting re-
quirements associated with

c o m p a n y -
sponsored dis-
ability plans
will vary
based upon
plan funding
and the spe-
cific needs of
the employer.

Our McGraw Wentworth Account
Directors and Account Manag-
ers will be pleased to assist you
and your staff in working
through the myriad of withhold-
ing and reporting issues to de-
termine the package that will
best meet your needs.

NOTABLE THOUGHTS

ONE ONLY NEEDS TWO TOOLS IN LIFE:  WD-40 TO MAKE

THINGS GO, AND DUCT TAPE TO MAKE THEM STOP.

G. WEILACHER

-MW-


