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I have income from a dozen 
entities involving both passive 
and active sources—including 
some derived from 
semi-professional motor racing! 
Protecting that diverse income 
proved too great a challenge for 
my broker. Then I met Mark 
through a colleague. What had 
been an ordeal of some five years 
without success became a quick 
and easy process with little time 
cost, no upfront costs, 
professional and appropriate 
advice covering every possibility 
and ultimately insurance with 
pre-agreed amounts so I don’t 
need to worry about having to 
prove income in the event of 
injury or illness.

Damien McKern, Principal
McKern & Associates

WHY YOUR INCOME PROTECTION POLICY 
SHOULD BE FINANCIALLY ENDORSED

Income protection insurance is designed to provide you with adequate ongoing 
income in the event that you are unable to continue working either temporarily or 
permanently. It should reflect your level of income at the time of your claim.

But about 70 percent of all policies in Australia today offer no such guarantees 
simply because they are not financially endorsed, meaning that the insurable 
income is not proved and agreed by the insurer.  This may leave the policy-holder 
with a considerably lower benefit than anticipated in the event of a claim. It may 
also mean the policy-holder is paying a premium based on an assumed benefit 
that, in fact, does not materialise.

The majority of our clients are business owners or are in professional or executive 
roles that involve variable personal exertion income.  We always recommend our 
clients take out a financially endorsed policy.  This means that the insured person 
provides financial evidence of income at the time of application, so that no further 
evidence will be required in the event of a claim. Thus, the premium is based on a 
known benefit. A policy that is not financially endorsed will almost certainly be 
reviewed in the event of a claim; the policy holder may find the benefit is 
considerably lower than anticipated. 

The relatively small time cost involved at the beginning by preparing a financially 
endorsed policy can pay strong dividends in the medium and long term.

There are 3 ways you can establish 
your income in an income protection 
contract.

1. Indemnity—you set the sum insured on the understanding that your income
will be assessed for the 12 month period leading up to a claim (some policies
offer the best 12 months in the three preceding years).

2. Agreed Value—you set the sum insured based on your current income.  In
the event of a claim, your income for the 12 months prior to implementing the
policy would need to be provided to support the claim.

3. Endorsed Agreed Value (or Guaranteed)—you provide financial evidence
to the insurer at the time of application to support the benefit being applied for.
Once endorsed, no further financial evidence will be required in the event of
total disability.
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Indemnity cover or non endorsed Agreed Value cover is often seen as attractive 
because the premium is approximately 15 percent cheaper and there is minimal 
effort required to implement the cover; no financial evidence needs to be provided. 
The significant downside is that the policy does not provide certainty of benefit 
income in the event of a claim. The uncertainty comes about for the following 
reasons:

The financial documents required to substantiate the required income period 
may not be available at the time of claim.  
The client and in some cases the adviser do not understand the insurer’s 
definition of insurable income.
The client and in some cases the adviser note a self employed person’s revenue 
as income instead of making the distinction between income and ongoing 
expenses ( i.e. the difference between the need for income protection cover 
versus business expense cover).
If there is potential for varying levels of income, having income assessed for the 
period prior to claim could result in assessing the insured’s income at the worst 
time.
The benefit will be capped at 75 percent of pre-disability earnings. Therefore the 
insured could be paying significant premiums which they may not receive a 
benefit from.
In the event of a claim, the insurer may offset ongoing (or passive) business 
income that should have been considered at the time of application.

Consider the following examples:

Example 1:

John is a self-employed marketing consultant and seeks advice for income 
protection cover. John is asked his income to which he replies “my income is 
$160,000 per annum”. His income protection benefit is calculated at $10,000 per 
month (75% of $160,000 per annum) and cover is implemented on an agreed 
value basis but financial evidence is not provided to support the application. Two 
years later John has an accident and is unable to work. As required, financials are 
supplied for the 12 months leading up to application which shows his income as:

Gross Income (Revenue) $160,000

Rent $25,000

Staff Wages $20,000

Staff Super $1,800

Utilities (Phone etc.) $5,000

Stationery/Office Expenses $5,000

Total (Expenses) $56,800

Net Income (Insurable Income) $103,200

Based on the insurable income, the benefit payment would be reduced to $6,450 
per month meaning John has been paying a premium for $3,550 per month of 
cover for which he will not receive a benefit.
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Example 2:

Professional business owners such as pharmacists, accountants and lawyers are in 
a special position. In the event of a disability that renders the owner unable to work, 
The business can continue to operate and generate income provided the remaining 
employed pharmacists or an additional pharmacist can be found to continue running 
the business. 

Richard owns a successful pharmacy business. He attempts to secure income 
protection insurance but discovers there are special issues for people in his position. 
If he suffers a disability and is unable to work, ongoing business income may well be 
offset against his insurance benefit. Without quality advice, he may find he is either 
unable to take out a policy or his potential benefit may well be dramatically restricted. 
In a typical disability scenario, he employs a well qualified pharmacist to take his place 
and the business continues to prosper. But he has had to sacrifice much of his income 
to pay the new pharmacist. Despite the additional cost, the business continues to 
generate ongoing profit (albeit reduced). It is this ongoing profit or income stream 
creates a challenge when obtaining appropriate income protection insurance. 

Our research has found insurers deal with this issue in one of the following ways:
1. Most policies will have an ongoing income offset clause built into the 
wording.
2. At the point of application, the underwriter assessing the case will apply 
this offset clause as a special condition on the policy.
3. Depending on the level of ongoing profit, income protection cover may be 
declined outright.

If financial endorsement is not completed upfront, benefits may be reduced, 
leading to a dispute between the life insured, the insurer, the life adviser and 
accountant over the benefit being paid versus the benefit expected to be paid. The 
last thing you should go through in the event of a disability is a dispute over the 
benefit you expect to receive.  

If you hold an existing income protection policy, ask yourself:
Has my cover not been financially endorsed?
Is there uncertainty of the benefit my policy will provide me in the event of a total 
or partial disability?
Is my income reliant upon my business performance or have the potential to vary 
year to year?
Does my business have the potential to provide me an ongoing income stream 
if I am not working?

If you answered yes or are 
unsure of any of the  
information in this document, 
seek appropriate advice. 
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