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FORENSIC ACCOUNTING FORENSIC ACCOUNTING 
IN DISABILITY CASESIN DISABILITY CASESIN DISABILITY CASESIN DISABILITY CASES

What is “proof of loss”?

h d db k 2The Insurance Industry Handbook 4.4.2 
states that proof of loss is a formal written 
statement of a claim for payment of loss, 

with supporting data.   

Insurance contracts/policies require “proof Insurance contracts/policies require “proof 
of loss” before issuing benefit payments.

What is the best evidence to corroborate 
“proof of loss” or more specifically “proof of 
loss of earnings”?…
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Federal Income Tax Returns
If contract/policy language 
does not specifically require does not specifically require 
the submission of tax 
returns, the phrase “with 
supporting data” (in our 
opinion) is sufficient to 
require the production of 
federal income tax records.

Usually  proof must be Usually, proof must be 
submitted monthly and if not 
provided within ninety-days 
of the loss, the claim can be 
terminated because there is 
no proof that the loss is 
ongoing.

The requests for tax returns should be complete to 

Requests for Federal Income 
Tax Returns

The requests for tax returns should be complete to 
avoid any wiggle room by the claimant.

The request for tax returns should also require the 
production of all W-2, 1099 and K-1 (partner share of 
income) forms. The request should include any and all 
business returns for the same years including but not 
limited to Schedule C & E, 1120, 1120S and 1065 
f  forms. 

The requests should be issued using a 30-day 
response due date.

A total of three such requests should be made.
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If the claimant doesn’t comply?

If the claimant does not comply after 90 days the claim

(in our opinion) can/should be terminated.

A fraud referral should be forwarded to the appropriate 

Department of Insurance because the failure to comply

creates a suspicion that there are unreported earnings.

If you have doubts...

You should request the claimant to sign 
IRS form 4506T “Request for Transcript of 
Tax Form”.  

The transcript will show whether or not the 
line items on the tax returns filed with the 
IRS match the returns submitted to the 
Insurance Company.
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OOPS!!
 The claimant submitted a suspicious 1999 p

tax return to verify pre-disability income 
of $250,000.00

 Letter sent to obtain completed form 
4506T

 Claimant e-mails our office to say he 
made a mistakemade a mistake

 Sends in correct tax return. 
 Claim was terminated and a $225,000.00 

overpayment assessed. 
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Partial Disability Claims

Partial disability claims allow the claimant to 
return to work part-time. His/her earnings
are used to calculate the amount of
benefits to be paid.

M t li i  ill ti l t   i i  d Most policies will stipulate a minimum and 
maximum limit (20%-80%).

If the claimant exceeds the maximum amount 
allowed, the claim will be terminated.
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What is Earned Income?
Earned income is ALL earnings unless it is Earned income is ALL earnings unless it is 
passive in nature.  Usually, interest income, 
rental income, capital gains, dividends or any 
other income that the claimant received, 
which was not the result of his/her material 
participation, are not considered earnings

Types of Earned Income

Income is usually Income is usually 
paid in the form 
of wages reported 
on form W-2 and 
reflected on line 7 reflected on line 7 
of form 1040.
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Vendor/Contractor (1099)

Income is paid and Income is paid and 
reported on form 1099.  This
may be reflected on line 21,
form 1040.
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Sole Proprietor 
(Schedule C)

Net income from the claimant’s 
business; reported on Schedule C, 
line 31.

Thi   i  l  d This amount is also reported on
line 12, form 1040.
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Partner (Form K-1)
Total earned income is the claimant’s 

share of partnership income/loss     

and guaranteed payments.

This amount is reflected on 

Schedule E and reported 

on line 17, form 1040.
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Officer (Subchapter S)
The income earned is similar to
partnership income. 

The claimant may receive
income as compensation to officers
and K-1 income reported on line 21
form 1120S.

The total income is reflected on the personal
income tax return as wages and as net 1120S
income on line 17 (schedule E), form 1040.
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Officer (Subchapter C)
The income to the claimant/The income to the claimant/
officer is reported as W-2 
wages and reflected as
compensation to officers.  

This is reflected on line 12, form 1120
and on line 7, form 1040.
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Passive Income vs. Earned 
Income

Earned Income

Earned income involves a material 
participation by the claimant in 
any particular business. 

Material Participation is any activity in whichMaterial Participation is any activity in which 
the claimant participated for more than 500 
hours in a given tax year. 
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Earned Income (cont.)

There are IRS benefits derived from 
stating on a tax return that you 
materially participated in a business.

That being the case, those earningsThat being the case, those earnings 
are subject to and included in the 
disability benefit calculation.

Passive Income

This is income derived from participation as an investor.

Who is an investor?

One who reviews the financial statements of a 
business activity in a non-managerial capacity.

One who prepares analyses of the finances of the 
activity for his/her own use.
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Analysis of the Federal 
Income Tax Return

Follow the Money

The basic audit procedure to follow 
in reviewing the tax return is to 
determine if the income reported to 
the IRS is consistent with thethe IRS is consistent with the 
earnings information provided to 
the Insurance Company. 
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If the amounts appear to be consistent, 
review the return to determine if there are 
any indications of unreported income. Such 
as:

Is there significant growth in interest income 
reported each year?reported each year?

Where is the money coming from?

Are there significant capital gains reported?
Where is the money coming from?

Are there significant increases in real estate taxes?g
(are real estate assets being purchased?)
Where is the money coming from?

Are there significant decreases in interest expenses?
(is the mortgage being paid down?)
Where is the money coming from?

Dissect the Expenses

Review the business returns to examine 
the gross receipts and expenses.

How long has the company been in business?

Is the company consistently losing money? Why?

Are the expenses claimed offsetting the gross 
receipts reported?

What types of expenses are being claimed?
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Excessive?  Unreasonable?
If you believe the expenses are excessive you y p y
should request the business records and 
perform an audit. 

Expenses not allowed 
or reduced will affect the net 
income. 

If you establish that the 
net income is higher, the benefit 
amount should be reduced and if the higher 
net income exceeds the maximum percentage 
the claim can be terminated.

Fraud Issues/Schemes



20

Failure to Comply

If the claimant is requested to submit 
tax returns to verify proof of loss and 
fails to comply, it may indicate that 
the claimant has partial disability 
earnings that were not provided to the earnings that were not provided to the 
Insurance Company.

Never Mind...
A claimant (CPA) received a letter 
requesting his tax returns. Subsequently, 
he contacted his claim manager. 

He advised him that he “just” received a 
raise from his employer and no longer 
needed benefits. Therefore, he would not 
be submitting his tax returnsbe submitting his tax returns.

A data base search revealed that the 
claimant was also the employer.  

The claim was terminated
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A claimant (physician) reported that he had received 

What’s Up, Doc?

$80,000.00 in wages from his company during the 
period January 1, through August 31, 1999. 

The claimant’s accountant stated that the claimant did 
not have reportable wages on or after September 1, 
1999. 

However, the claimant had net earnings of 
$204,159.00 in 1999 from his 1120S corporation. 

The corporate earnings together with his wages 
caused the claimant to exceed the maximum threshold 
under the policy and resulted in the termination of the 
claim. 
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How did he manage that?

A claimant (physician) reported to his insurance 
company that he had not earned any income from his 
corporation in 1996. 

His accountant said it was “as yet undetermined as to 
when he would be able to go back on the payroll”. 

They both failed to disclose $100,000.00 in 
management fees paid to the claimant by his 
corporation which was reported as other income on his 
tax return. 

The claim was terminated.
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The claimant (CPA) advised his Insurance Company 
h  hi  i   l  h  20% f hi  

From Clerk to President

that his earnings were less than 20% of his pre-
disability income. 

A review of his tax returns revealed that the 
claimant’s spouse (occupation:clerk) was the 
president of an 1120 S corporation. She reported 
$157,386.00 in net earnings. She also owned a 
bookkeeping company earning $39,328.00

The claimant was requested to provide the 1120S 
corporate return however he refused to
comply.

The claim was terminated.
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Capital Gains Scheme
The claimant contacted his insurance company andp y
asked if capital gains were used in the calculation for disability 
benefits. 

The representative stated that only earned income was used 
and that capital gains were not included. A data base search 
revealed that the claimant had performed clinical studies for a 
medical research firm. The claimant was requested to provide 
his federal income tax returns. 

He blacked out several stock transactions reporting significant 
taxable capital gains. The blacked out stock sales were in fact 
stock options awarded to the claimant. 

The stock options were offered to the claimant in lieu of cash 
to conceal his earnings. His claim was terminated. 
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Hyping Expenses Scheme
The claimant (CPA) soon after his disability 
formed an 1120S corporation. 

He owned the building and paid himself
rentals which were five times greater 
than his reported monthly salary.

Court cases have held that material participation Court cases have held that material participation 
in a business causes rentals to be considered 
earnings and subject to self-employment tax.

Therefore, the claimant had additional earnings, 
(passive v. active) which exceeded policy 
limitations.
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Smooth Operator
A claimant (physician) owned a Schedule C medical 
practice and also owned an inactive corporation that practice and also owned an inactive corporation that 
had provided medical services. 

The inactive corporation had a significant ongoing 
net operating loss. 

The review of the Schedule C filings by the claimant 
revealed that the claimant was deducting “expenses revealed that the claimant was deducting expenses 
paid to others” almost equal to his gross receipts. 

A review of his corporate returns revealed that the 
claimant was reporting consulting income equal to 
the amounts deducted as “expenses paid to others” 
on his Schedule C. 
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Smooth Operator (cont.)

Since the corporation had reported a net operating 
loss the consulting income did not produce a net 
income on the corporate return. 

The claimant, by diverting receipts of his Schedule C 
business to his inactive corporation  was able to business to his inactive corporation, was able to 
conceal earnings, which would have been used in the 
calculation to pay benefits.  
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Pre-Disability Fraud
 Client submits income certification  Client submits income certification 

form from employer

 Employer is the claimant who is self 
employedp y

 He reported $50,000.00 in salary
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Audited Tax Returns May 
Reveal Activity

The Insurance Agent
A prior investigation revealed that the claimant A prior investigation revealed that the claimant 
was receiving income from other insurance 
companies.

The claim was not terminated because the claimant 
stated that the income from the other insurance 
companies was from referrals he made for his 
li t   i ti  li iclients on existing policies.

He stated that he had 35 clients and that he only 
provided administrative services. 

A subsequent investigation was initiated and the 
claimant’s tax returns were requested. 
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The Insurance Agent (cont.)
The audit revealed that the claimant was actively 
i l d i  i  li  linvolved in insurance policy sales.

The analysis showed that the claimant:

traveled 40,200 miles.
spent $4,975.00 in advertising
paid $14,529.00 for mailings
$4,075.00 on flyers
$3,752.00 for meetings 
$1,751.00 on seminars. 

The claim was terminated based on the 
claimant’s activity in his own occupation.  
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The Landscaper
The claimant, a former insurance agent, who left 

l t d  t  d i   i ti t d employment due to depression, was investigated 
because surveillance revealed that he was working 
as a landscaper. 

The claimant was interviewed and denied that he 
had any employment. 

The claimant’s personal and business tax returns 
were requested. It had been ascertained from a 
database search that the claimant was, in fact, the 
owner of a landscaping business.  The claimant did 
not comply and failed to produce the returns.  
(next)
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The Landscaper (cont.)
His benefits were suspended. 

Subsequently, he provided his personal tax 
returns; however, there was no income or loss for 
a landscaping business. 

The claimant’s benefits were suspended a second 
time and he was requested to complete IRS form 
4506 Th  l i t li d d  t i t  4506.The claimant complied and a transcript was 
obtained. 

The transcript revealed that the claimant had 
reported his landscaping business to the IRS. The 
transcript revealed that the claimant reported 
losses for his business for each year. 

The Landscaper (cont.)
Therefore, the claim could not be terminated based 
on earnings  on earnings. 

It was decided that the business records of the 
company would be requested. The audit revealed 
that the claimant could not verify a substantial 
portion of the expenses claimed.  

Thi  d hi  t i  t  d li  This caused his net earnings to exceed policy 
limits. However, this was insufficient to terminate 
the claim because he was disabled from his own 
occupation as a manager. 
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The Landscaper (cont.)
However, further analysis of his business records 
disclosed that the claimant met with numerous 
clients and drafted work proposals for them. 

He had at least 80 customers and maintained the 
books and records for his company. 

The claimant’s activities as owner and president p
of a landscaping business were incompatible with 
his annual claimant statements that he could not 
“be around people”, “had an inability to 
concentrate” and “usually avoided outside 
contact”, which rendered him unable to perform in 
a managerial capacity. The claim was terminated. 
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