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‘ORENSIC ACCOUNTING
IN DISABILITY CASES
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What is “proof of loss™?

Z'@*/f
The Insurance Industry Handbook ){ / j7

states that proof of loss is a formal written
statement of a claim for payment of loss,
with supporting data.

Insurance contracts/policies reguire “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™?...




Federal Income Tax Returns

If contract/policy language ) -
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
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.

Requests for Federal Incom
Tax Returns Y 5

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
forms.

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

A total of three such requests should be made.




If the claimant doesn’t corﬁply’?

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 sig
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.




OOPSI!

m The claimant submitted a suspicious 1999
tax return to verify pre-disability income
of $250,000.00

m Letter sent to obtain completed form
4506T

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

m Sends in correct tax return.

m Claim was terminated and a $225,000.00
overpayment assessed.

November 6, 2004

Mr. Robert D. Russo

Risk Management

Group Insurance :
The Prudential Insurance Companies of America
290 W.Mount Pleasant Avenue

Livingston, NJ 07039-2729

Dear Mr. Russo: R

Enclosed are my Federal Tax Retums for the years 2003, 2002, 2001 and 2000. | have not kept a
copy of my 1999 tax report, as | destroy all after a 5 year period. If you so wish, | can contact the IRS
for a copy of my 1999 return.

After our telephone conversation, | felt it was just as important ta send the entire documents for each
tax year, versus my concem over the confidentiality of the information. . = :

If you have questions or additional requirements, do call me at ... ' or ewmal at . .

t----+=--' -~ 1 Please confirm when all these records have been deshuyed via shreddlng or other R

tolellydestructrve method. T e
% o sf} £
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Tn robert.russo@prudential.com
Wednesday December 1, 2004 08:34 AM Subject fooaiTax Rokurna
| My financial guy had this copy which we used to apply for a updal-.e:i home
loan.
Call if you have guestions.
Regards. o /
Ter: 5
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Prudentiai @ Financiai mm(m Puses
Risk Mensgsment.

Grap ssarenis
The Prudential insuranza Campany of America
280'W. Moust Ploasast Ave., Liangeton K 01382723

Tel 0735436405 -
e i
December 1, 2004
e -y ji s
& ) L s
 am *
Dear”

We are continuing with our review of your current claim for Lang Term Disability benefits under
Prudantial Group Policy 35733 issued ro Printer’s Disability Trust. The date of disability for your
current elaim is July 27, 2001

The terms of this group peliey provide that proof of loss/eamings be confirmed to the satisfastion of
Prudential.  As part of our review wo require that you provide the information andior
documentation listed below: 7 2 5 T

¥ Complete, sign and return form 4506T by mail. The IRS will gnly accept an
eriginal completed form 4506T. Please do not send a copy or reply by

Please provide the information andfor documentation reguested, to the address shown sbave, not
later than December 15, 2004 in order for us to expedite the review of your current elaim. The
documents you provide will remain confidential and be used solely for the purpose of verifying

proof of loss.
If you have any questions with respect to this request, or arc unable for any reason to comply with
this request in the time period provided, please contact the undersigned at 973/548-6495, between
8:00 AM and 4:00 PM EST. Future benefits may be interrupted pending receipt of the requested
information and/or documentation after December 15, 2004

Sincerely,

Robert D. Russo

[ — To: robert nusso@prudentzl.com W

cc:
Wednesday December 8, 2004 11:45 AM Subject: Updates all tax returns for 1999-2003 expecpt for 2000

After re-examining at least twice the tax returns already sent Gto your
attention, I noticed the return for 19%% was actually a forecast tax return
assuming I had been awarded a major contract, which never materialized. I
also vas

testing this out to,assess what refinancing I might get om a mew mortgage. A
pdf copy ofythe actual zsturn for 1999 is in this e-mail. As far as I can
tell, all the remaining tax returns that I have included in this e-mail as
PAfs g s

are sorréct. L do mot have a copy of my 2000 tax return on my computer.

Sorry for the confusion but after four cranial surgeries and a new one yet

to take place, there is no doubt my mind can gets. confused. . _ o

I have forwa¥d#d the 4505-T te the IRS.

Please telH y we are geing through this process, as this claim .was

initiated in June 2001. i

Regards. ..

. cem

-1989 TAX RETURN Final.pdf e

D -2001 "TAX RETURM.pdf

D -2002° Jt Return.pdf

-2003 *Final Tax Return.pdf S
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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.

Most policies will stipulate a minimum and
maximum limit (2026-80%0).

If the claimant exceeds the maximum amount
allowed, the claim will be terminated.




What is Earned Income?

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

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

Income is paid and

reported on form 1099. This
may be reflected on line 21,
form 1040.
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Sole Proprietor
(Schedule ©) Y

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

This amount is also reported on
line 12, form 1040.

Schedule C

10



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. SD

Form K-1

11
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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.

Form 1120S

13



Officer (Subchapter C)

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.

Form 1120

14



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 which
the claimant participated for more than 500
hours in a given tax year.

15
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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 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.

16



Analysis of the Federal
Income Tax Return

The basic audit procedure to follow
iNn reviewing the tax return is to
determine if the income reported to
the IRS is consistent with the
earnings information provided to
the Insurance Company.

17



If the amounts appear to be consistent,
review the return to determine if there are
any indications of unreported income. Such

as: N 22

Is there significant growth in interest income

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?
(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?

18



Excessive? Unreasonable?

If you believe the expenses are excessive you
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

19



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
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 returns.

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

The claim was terminated

20



What’s Up, Doc?

A claimant (physician) reported that he had received
$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.

Apri 10, 2000

To Whom it May Concamt

| am writing this letier &t the request of Dr. . Basad on review of the,
facts made known to by his payroll company, and the booia of his Company, SN
' MD PA, | represent that Dr. I not have reportable wages on or after
September 1, 1888 to the date of this leiter.

Pleasa fesl frea to call me i you have ary questions.

Sincersly,

B

U
Ceartified Public Accourtants

21
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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
tax return.

The claim was terminated. =
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A FYE: 12/31/%6
Form 1120, Page 1, Line 19 - Charitable contribucions

rant Year Contribucions
r From BErior Years
Total Contributions Available 4.
Lass Concribucicns Disallowed ]
mmes  Deduction Allowed inm Current Year —'§ 1
—Bzounc.

Form 1120, Page 1, Line 26 - Other Deducticms
I T~

«
[

INSURANCE

TRAVEL & SEMINARS

MEDICAL SUPPLIES

LEGAL & ACCOUNTING

LAB & X-RAY

VEHICLE EXPENSE °
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From Clerk to President

The claimant (CPA) advised his Insurance Company
that his earnings were less than 20%b 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 and
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.

S Scheduls D Short Term Caplital Gain Transactions 2001
[T Saiws Prica Com o Bass lv_:.l Eain or Loas

R245 8/30/200 oy 16671, 2458, 14173
fo00 UROLOGINNZ/07/200102/07/2004 75395, 16000 59395
fOO AMDOCS f1/20/200009/07/2004 2958 6082 ~3124
. W601 AMER GOWA/RI/OUS p7/16/200 331936 35845 -1919
P00 CALPINE WA/RI/OUS p5/07/200)) 8754 13682 -4889
P00 CITIGROUPMA/RI/OUS D5,/07/200) B517. 10821 -2304
p000 EDEN BIOVA/RI/OUS P6./26/2001 BI17.] 17288 -9968
@00 JP MORGANVA/RI/OUS 05/07/2001 097 10548 -3a81
hoo JABIL f1/21/200008/07/200]] 1798 4527 2729
P555 JANUS FNVA/RI/OUS 09/67/2001 82360 296871 14511
R582 JANUS MOVA/RI/OUS P9/07/2001 50811 57941 -7T130
00 NEXTEL |p5/04/2001D6/1%9/2001 7102 9538 -2836
A000 TARANTLAD7/21/200006/19/2001 1668 4650 =3022
L0000 UROLOGXD2/23/200102/23 /2001 199391 36250 163141
10000 URCLOGXD3/ 01/200103/01/2001 184391 40000 144391
000 UROLOGIXDA,/30/200104/30/200) 145223 24000 121223
po0 UROLOGIX PS/31/200105/31/2001 72475 11600 60875
500 UROLOGIXDS/31/200105/31/2001) 33914 5438. 28476 .
p200 UROLOGIXPS/31/2001P5/31/2001) €801, 1087. 5714,
pQ0 VERITAS p6/27/200108/17/2001 3112 6591 -3479.
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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
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
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
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
conceal earnings, which would have been used in the
calculation to pay benefits.

32



Pre-Disability Fraud

m Client submits income certification
form from employer

m Employer is the claimant who is self
employed

m He reported $50,000.00 in salary

PRINTED 07/22/2002
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Audited Tax Returns May
Reveal Activity

The Insurance Agent

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
clients 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
involved 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
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.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.

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

This caused his net earnings to exceed polic3'/
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
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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