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Overview 
A client’s financial plan relates not only to their investments but also to the 
management of personal, general, domestic and investment risk. 

The identification of risks, the analysis of their potential impact and the taking 
of appropriate action to protect the client against those risks is a key process 
in the preparation of a financial plan. 

This topic continues to develop the concept that comprehensive financial 
planning is much more than the purchase of financial products. This topic 
introduces risk management as an organised method of dealing with pure risk 
and presents a methodology for identifying risk exposure and determining 
management strategies through insurances.  

Learning objectives 
In this topic, you will learn: 

• to identify insurable risks to which a client may be exposed

• life insurance and income protection needs

• selection of appropriate risk management strategies

• key features of life insurance products

• taxation implications of life insurance products.
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1 Risk management and insurance 
A client’s financial plan relates not only to their investments but also to 
the management of personal, general, domestic and investment risk. 
The identification of risks, the analysis of their potential impact and the taking of 
appropriate action to protect the client against those risks is a key process in the 
preparation of a financial plan. 

Constructing a financial plan without the appropriate risk management 
component is like building a house without a good foundation: it will disintegrate if 
one of life’s major hazards causes unnecessary financial loss and a subsequent 
inability to achieve the anticipated outcomes of the plan. 

Risk management is an essential part of financial planning and, for most, the only 
realistic method of financing the risks to which they may be exposed. Insurance 
is one instrument available for financing and minimising financial loss. 

By assisting a client to construct an effective insurance program, a planner will be 
maximising the effectiveness of the investment strategies recommended without 
worrying that the strategies will be undermined by unforeseen events. 

Risk management incorporates several steps: 

• identification of possible risks

• analysis of risks

• selection and implementation of risk management strategy.

Before looking at the risk management process, it is important to distinguish 
between ‘pure risk’ and ‘speculative risk’ because each will have a different effect 
on the client. 

Pure risk 

Pure risk is black and white: either there is financial loss or there is not. There is 
no upside. Pure risk can arise, for example, with the death of the main income 
earner, which would leave the family without an income. 

Speculative risk 

Speculative risk is more complex than pure risk. There is not only the chance of 
loss but also the possibility of a gain. Speculative risk includes the risk of 
economic changes, interest rate changes and changes to the value of an 
investment itself. This risk cannot be insured against and is generally managed 
through diversification. 

Risk management is an organised method of dealing with pure risk to which an 
individual, family or organisation may be exposed. It is the identification, analysis 
and financial provision for circumstances that may result in a financial loss. 
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1.1 Identification of possible risks 
In broad terms, the main categories of pure risk are: 

• property risk — loss associated with the ownership of property. This may
include damage to, or complete loss of, the property and any income derived
from it (e.g. home, contents and motor vehicle)

• personal risk — the potential loss of income or assets, which may arise from
illness, injury or death

• liability risk — loss, damage or injury to another party or their property
because of a particular set of actions.

1.2 Analysis of risks 
It is the role of the planner to make the client aware of the risks to which they are 
exposed and the likely financial consequences. 

Questions that must be considered when analysing possible risk include: 

• What is the likelihood of a potential loss occurring?

• Who will suffer the loss?

• What is the extent of the potential loss if the risk event occurred?

Personal risk management needs usually fall into one of these basic categories: 

• asset preservation

• income preservation

• future expenditure needs.

1.3 Selection of risk management strategy 
After analysing the potential risks to which a client may be exposed, the planner 
should assist the client to select an appropriate strategy for managing those risks. 

Some risks may be reduced or eliminated altogether by following some simple 
and logical steps. For example, locking doors and windows of the house at night 
or when it is unoccupied greatly reduces the likelihood of burglary. Other risks, 
such as the possibility of another driver ignoring a red light and running into your 
car, may not be as easily prevented. 

Questions to address when considering the selection of a risk management 
strategy include: 

• What precautions can reduce the likelihood of the event occurring?

• Are the precautions easily and cost-effectively achieved?

• What portion of any loss can the client afford?

• Can the client afford insurance?

• Do the premiums represent good value?

• Can the client afford not to be insured?
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4 Foundations of Financial Planning Part B: Financial Planning 

The strategy selected will of course depend on the nature of the risks involved 
and may be a combination of several of the following: 

• risk avoidance — avoiding exposure to a particular risk (e.g. deciding not to 
undertake the activity) 

• risk control — reducing the possibility of certain events occurring 
(e.g. installing smoke alarms in a home) 

• risk financing — this is further broken into two categories: 

 – risk retention: retaining a certain risk (i.e. deciding to bear the risk of a 
particular loss personally) 

 – risk transfer: transferring the risk to another party by way of contract 
(e.g. purchasing an insurance policy). 

Figure 1 outlines the steps in devising a strategy to manage identified risks. 

Figure 1 Risk management strategy 

1. Identification of possible risks
(What are the risks?)

2. Analysis of the risks
(How serious are the risks?)

3. Decide on a risk management strategy
(How should each risk be handled?)

Finance the risk

3A. Serious risks
(Risks you cannot afford to take)

3B. Non-serious risks
(Risks you can afford to take)

4. Implement risk management strategy 
(select RM method)

Retain risk
(No action required)Control the risk Avoid the risk

Retain the risk
(or part of the risk) Transfer the risk
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Apply your knowledge 1: Risk management strategies 

Assign one of the four risk management strategies (i.e. avoidance, control, 
retention or transfer) to each of the actions below: 

Action Strategy 

Not owning or driving a car  

Locking car doors; using a steering-
wheel lock 

 

Owning and driving a car, not having 
comprehensive car insurance (CTP only) 

 

Taking out comprehensive car insurance  

Electing to not hold health insurance  

Participating in non-extreme sports only 
(e.g. no sky-diving) 

 

Renting a fully furnished unit/house  

Taking out life insurance  

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

1.4 Transferring risk to insurance 
If the identified risk and potential loss is too great for the client to bear or retain, 
consideration should be given to transferring the risk to an insurance company. 

Insurance is a contractual arrangement between the policy owner and the 
insurance company, which transfers the risk of loss or damage of an individual 
or property to an insurance company for an agreed fee. The fee, or premium, 
is determined by the probability of a particular event occurring. 
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Apply your knowledge 2: Identify risks 

At the initial interview with your new clients Mr and Mrs Jones, 
you establish that they have no insurance. After examining the following 
information, identify the types of risk they should insure against. 

Personal 

• Mr Jones: age 35, health good, non-smoker, employed full-time, income $60,000 p.a. 
• Mrs Jones: age 33, health good, smoker, not engaged in paid work — home caring for baby 

Jones, age 18 months. Annual living costs $50,000. 

Investment assets 

Share portfolio: $50,000 

Personal-use assets 

Savings: nil 
Residential home: $250,000 
Contents: $50,000 
Car: $15,000 

Liabilities 

Home mortgage: $200,000 

 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

 

Sample case study 

Open the case study and read Section 1: The first meeting and look at 
the completed fact finder in Appendix 1. 

What are the risks that the clients will need to consider? What assets 
and liabilities do they have? 

At this stage do not worry about calculating the amounts of cover or 
trying to work out the actual policies.  

Note: You can access this resource at KapLearn. 
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Apply your knowledge 3: Definitions 

Define the following words that you will regularly encounter in relation to 
insurance. You may find the definitions on the internet, at your workplace 
or through other sources. 

Word Definition 

Premium  

Life insurance policy  

Excess  

Policy owner  

Sum insured   

Benefits  

Policy document   

Rider   

Disability insurance   

Policy exclusions  

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

1.5 How an insurance company works 
An insurance company receives premiums for assuming risk. However, the 
premiums are set to allow for: 

• estimated claims 

• costs of administration and distribution 

• an amount retained for profit and building required statutory reserves. 

Life insurance companies are concerned with: 

• overseeing the sale and administration of selling life insurance 

• assessing risks and investigating and processing claims 

• managing and investing premiums 

• providing a return to shareholders. 
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Life offices provide the following services: 

• collection and investment of premiums 

• insurance cover 

• sending renewal notices and reminders where necessary to avoid policies lapsing 

• registration of assignments. 

Setting premiums 
When setting premiums, factors considered include: 

• Pooling the risk: Although one person might live in a high-risk 
neighbourhood, the likelihood of actually being robbed in a particular year is 
still not very high. If a large number of people in the same neighbourhood pay 
their premiums each year, the insurance company will be advantaged. 

• Calculating the risk of a given event happening and its frequency, 
and setting the premiums accordingly, for example: 

 – In areas where there is a high risk of car theft, car insurance premiums 
are higher. 

 – Statistics show that on average, women live longer than men do, so women 
generally pay less for life insurance. 

 – Statistics show women take more leave from work due to disability, 
so income replacement insurance cover costs more for women. 

 – It is the job of the actuary to mathematically calculate the risk of a particular 
event happening to a particular demographic and so determine the 
premium to be paid. 

• Reinsuring the risk: The insurance company transfers some of the liability to 
another, probably larger company that specialises in accepting the particular 
type of risk. 

• Investing some of the premiums and a profit on the investments. Limits and 
rules apply to this due to investment risk. By law, the insurance company must 
keep adequate funds as ‘reserves’ to meet its commitments. These are called 
‘statutory reserves’. 

1.6 The role of an actuary 
Risks are classified according to the likelihood of a particular event occurring. 

For example, for death and disability insurance, actuaries calculate the likelihood 
of an event happening within a specific time frame from statistics of death 
patterns (i.e. mortality tables) and illness and injury (i.e. morbidity tables). 

After careful mathematical analysis, the actuary incorporates these findings into 
formulas that provide a basis for published tables linked to the cost of premiums. 

This ensures each life insured pays an appropriate premium. It allows everyone to see 
what the premium will be and to make an informed decision about whether the cost is 
worthwhile given variables, such as age, state of health and perceived need for cover. 

DFP1B-1v2.1 Topic 6 



 Topic 6: Insurance 9 

 

 6 

1.7 The underwriting process 
While the actuary looks at the chance of an event occurring within a particular 
demographic, the underwriter has the task of evaluating the risk involved in an 
individual case. The underwriter decides on behalf of the insurer whether to 
accept the risk being proposed. 

Each company decides the level of risk it will accept and there are no regulations 
that stipulate a particular level of acceptance. However, for an insurer to be 
viable, they should be able to demonstrate some flexibility when dealing with 
planners and potential customers. 

When an insurance proposal is made, it is forwarded to the underwriter for 
assessment. The underwriter examines the proposal carefully to determine 
if there is any reason to reject the proposal or charge a higher premium. 
The underwriter may ask for more information, for example through a medical 
examination or questionnaire. 

The underwriter has to strike a delicate balance between: 

• protecting the financial viability of the insurance company by not taking on 
too much risk while trying to insure as many people as possible at 
appropriate rates 

• maintaining premium income. 

There are also time pressures. The underwriter needs to be careful, efficient and fast. 

The underwriting process is helped by careful and thorough completion of proposal 
forms by the planner. The planner should check the client has read the proposal and 
all the questions thoroughly. It is mandatory for the client to answer all the questions. 

The underwriter will divide the proposals into three categories: 

• Standard risk: People with ‘normal’ risk factors and the average statistical 
risk. They will pay the normal or ‘standard’ premium for their age and sex. 

• Substandard risk: People with higher-than-normal risk factors but who are 
still insurable. They may have the extra risk returned to standard in several 
ways: 

 – payment of a higher premium or loading 

 – accepting an exclusion (i.e. a specific risk is not included, e.g. stunt flying), or 

 – accepting a disability contract with a longer qualifying or waiting period. 

• Defer or decline: The proposal is rejected for a time, anticipating the client’s 
condition will improve (i.e. defer) or that it is permanent (i.e. decline). 

Competition between insurance companies means some higher-risk clients may 
be insured through a limited number of companies but there will be industry-wide 
rejection of very high-risk clients. 
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Underwriting options for substandard risks 

A substandard risk can be acceptable to the insurer if the client agrees to pay a 
higher premium e.g. if the insurer assesses the likelihood of an applicant dying 
due to an illness or injury is twice that of a healthy person, they may ask for twice 
the premium rather than decline the insurance. 

This extra premium is known as a ‘loading’ and is either represented as a 
percentage or as a set extra amount per $1000 of insurance. 

Exclusions 

Exclusions for life insurance policies are typically applied to pre-existing medical 
conditions related to specific parts of the body or to carefully defined activities. 
An exclusion usually states that the insurance company is not liable to pay a 
claim if death, injury or disability is caused directly or indirectly by a particular 
specified condition or situation. 

Limited term contracts or extended qualifying periods 

An alternative for an underwriter when seeking options for a substandard risk is 
a ‘limited term’. 

For example, a typical life insurance contract is ‘guaranteed renewable’ until 
age 100 provided that premiums are paid on time and the insurer guarantees 
to keep renewing the policy every year until the client is age 100. 

This can be a significant limitation for an underwriter when dealing with a client 
who has a condition that will affect them in the long term but has reasonable 
short-term prospects (e.g. diabetes). A limited term contract allows the 
underwriter to offer cover at standard rates for a five- or 10-year term without 
being concerned about the guaranteed renewability to age 100. Typically, at the 
end of the limited term, the insurer will offer the client an opportunity to reapply. 

A variation for disability policies is for the underwriter to offer cover only with an 
extended waiting period or a shorter benefit period. 

For example, if a client has a condition that makes them susceptible to periods of 
short-term disablement, the insurer may offer a contract with a one-year waiting 
period rather than a more conventional 14- or 30-day waiting period. 

Underwriting therefore has a scientific base but also relies on experience. It is a 
demanding occupation involving significant financial responsibility. 
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1.8 Features of insurance contracts 
A life insurance policy is a contract between the insurance company and the 
proposer of the policy. To be enforceable, the contract, like any other contract, 
must contain certain essential elements: 

• Intention to create a contract: A contract will only be enforceable if made 
with the intention of entering into legal relations. The lodgement of a proposal 
for life insurance would usually indicate a clear intention to enter into legal 
relations. 

• Unconditional offer and acceptance: The lodgement of a proposal for 
insurance with an insurance company constitutes an offer. If the insurance 
company agrees to accept the risk on stated terms, this is acceptance of the 
offer. With this agreement and the premium being paid, the policy is said to be 
‘in force’. 

• Consideration: Both parties to the contract must give something to each 
other. The applicant or proposer pays a premium in return for a promise by an 
insurance company to pay the sum insured on the occurrence of the specified 
insured events. 

• Capacity to enter into a contract: The proposer must be legally capable of 
signing a contract. Certain classes of people may have no or limited capacity 
to enter into a contract. These include minors, bankrupts or persons of 
unsound mind. 

• Genuine consent: The contract must genuinely state the intention of the 
parties. There must be no misrepresentation or undue influence brought to 
bear by either party. If consent is not freely given, the aggrieved party may 
void the contract. 

• Legality of objects: A contract is void if its purpose is to commit immoral or 
criminal acts. 

1.9 The Insurance Contracts Act 1984 
The Insurance Contracts Act 1984 (Cth) seeks to strike a fair balance between 
the interests of insurers, the insured and other members of the public. It ensures 
the provisions included in insurance contracts and the practices of insurers 
relating to them operate fairly and for related purposes. 

The act includes several fundamental doctrines relating to the creation of valid 
and legal insurance contracts: 

• Utmost good faith: The principle of utmost good faith applies to both the 
insured and insurer, and implies that each has a legal obligation to be open 
and honest with each other about the risk to be insured. 

• Duty of disclosure: Requires the client to disclose every matter that may be 
relevant to the insurer’s decision whether to accept the risk and if so, on which 
terms. It is the responsibility of the insurer to give written notice of the duty of 
disclosure to the client before entering into the contract. 
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• If a relevant material misstatement is made and a claim arises within three
years of policy issue, the life company is entitled to reduce the benefit to that
which would have applied had the full facts been known. If the non-disclosure
is discovered more than three years after the policy issue date, the life
company must be able to prove fraud regarding the application for insurance.

• Cooling-off period: When effecting a new life insurance contract, the insured
has a 14-day cooling-off period in which they have the right to cancel the
contract. The right to cancel during the cooling-off period is absolute and the
insured does not have to give any reason for the cancellation. Insurers must
draw the new client’s attention to this right in their product disclosure
statement (PDS).

There is no cooling-off period for replacement policies or for group life cover 
taken out by superannuation funds. 

All licensees who give advice to retail clients must comply with the 
Corporations Act 2001 (Cth) regarding internal and external complaints procedures. 

A client who makes a written enquiry is entitled to a response. This applies to 
requests for information about: 

• existing policies, including enquiries regarding surrender values

• variation of life policies

• termination of policies.

If a life insurance company does not respond within 45 working days, 
or 90 working days if a valid reason has been given for the delay, the client 
can refer the complaint to the Financial Ombudsman Service. 

2 Insurance products 
Insurance products can be classified as: 

• personal insurance

• general insurance.

When thinking of the term ‘personal insurance’, life insurance generally comes to 
mind, with most market participants thinking of a policy relevant only in the event 
of their death. However, personal insurance products cover a much wider 
purpose, the main aim of which is the protection of an individual’s lifestyle. 

It is important for a planner to understand how lifestyles can be disrupted when 
clients are faced with certain events and how insurance products can be utilised 
for protection. Events such as death, disability, major illness, accidents, etc. can 
have a major impact on a client’s lifestyle and standard of living. 

Financial planners should address the client’s personal insurance needs as part 
of the financial planning process. The planner can either choose to address these 
insurance needs or refer the client to a specialist risk adviser.  
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General insurance is covered in detail in the General Knowledge subject and 
includes: 

• home and contents

• motor vehicle

• health

• travel

• business and commercial.

2.1 Life insurance 
Few people would argue that life is not precious; but how precious, how valuable 
and to whom is much more debateable. 

An individual’s life is very valuable to their dependants. Dependants may include 
a spouse and/or children, or aged parents and/or business partner/s. People to 
whom money is owed can also value the debtor’s life. When a person insures 
their own life, the money goes to the estate if no alternative policy owner or 
beneficiary is named. 

Those who depend on a particular person in some way have what is called 
‘an insurable interest’ in that person’s life and may take out an insurance policy to 
compensate them for loss if they die prematurely. However, it is not necessary for 
there to be an insurable interest once the policy is in force. As needs change, 
a life policy may be assigned/transferred to someone else, or even sold. 

Determining life insurance needs 

Constructing an effective insurance plan requires a detailed analysis of the client’s 
current situation and their future goals and objectives. The information collected 
during the initial client interview and the analysis of that data should alert the 
planner to the insurance needs of the client. Specifically, consideration should be 
given to the client’s: 

• age and state of health

• family — number and ages of dependants

• income and expenditure

• investments

• assets and liabilities

• liquidity needs

• taxation position

• lifestyle requirements

• future goals and objectives.
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Types of life insurance 

Different types of life insurance policies cater for individuals’ different risk 
protection needs. The most common types of policies are: 

• term life insurance 

• total and permanent disability (TPD) insurance 

• trauma insurance 

• income protection insurance. 

Importantly, a combination of different types of personal insurances may be 
required to provide a comprehensive risk management program. A benefit for 
any specific issue may be payable from more than one type of cover. 

For example, the benefits from an income protection policy may be paid to 
replace income on a regular basis while a lump sum trauma benefit is paid at the 
same time. 

Non-payment of life insurance premiums 

A life company may only forfeit a policy because of the non-payment of a 
premium if the company has given the policy owner a written notice setting out 
the amount of the premium and the day on which it is due. 

This notice must state that the policy will be forfeited at the end of 28 days after 
the giving of the notice or 28 days after the day on which the premium is due, 
whichever is the later if the amount due to the company has not been paid. 

2.2 Term life insurance 
Term life insurance provides payment in the event of the death of the insured 
person within a specified term. The cover provided is based on an annual 
premium that contains no investment component. When the policy is cancelled 
or lapses, there is no surrender (i.e. cash) value. 

This form of insurance can be used to protect a family financially if the insured 
dies. Usually the amount of cover recommended is sufficient to pay off any 
existing debts and/or provide an investment amount to generate a future income 
stream on which surviving family members can live. 

The majority of term life policies will also pay the sum insured before the 
insured’s death if they are diagnosed with a terminal illness and usually if 
they have less than six months to live. 

Sum insured 

Under a term life insurance policy, the sum insured can be indexed to inflation. 
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Premiums 

Premiums for term life policies generally increase with age. In many cases, this is 
because they are calculated on age-based mortality statistics (i.e. in any one 
year, the older the individual is, the more likely it is that they will die). 

Premiums for males aged 18–25 years may rise because this group are in what 
is statistically known as the ‘accident hump’, with a higher-than-normal likelihood 
of death through motor vehicle accidents, suicide and drug overdose. 

Similarly, females aged in their late 20s and early 30s have a higher-than-normal 
likelihood of death following complications with childbirth. 

Insurers offer different premium structures that have an impact on the level and 
increase of premiums over time. Generally, premiums increase with age. 

The insured 

Multiple lives may be allowed under the one policy, meaning that only one policy 
fee is incurred. A policy of this type is known as a group policy. 

What does the policy provide? 

Initially, term life insurance provides a relatively inexpensive form of life protection 
and is one of the most adequate forms of protection for a client’s short-term to 
mid-term needs. 

Is the policy renewable? 

Term life insurance policies are renewable on an annual basis, usually up to a 
maximum of between 80 and 100 years of age. If a term life insurance policy is 
not renewed, then on the expiry of a grace period the policy and its protection is 
cancelled (i.e. lapsed) by the underwriter. If the life insured outlives the stated 
term of the policy, they will not receive any payout. 

On each renewal, the policy owner may elect to continue the insurance by paying 
the premium and thereby ‘renewing’ the policy, no matter how the insured’s 
health, occupation or pastimes have altered. 

Premiums during retirement 

During an individual’s retirement years, some policyholders may find maintaining 
a term life policy difficult because annual premiums may have increased up to 
20 times the initial premium level. 
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Calculating the correct amount of cover needed 

There is a series of steps to calculate the optimal amount of life cover a client 
should have: 

1. Estimate the amount of money needed to pay off debts, including medical 
expenses and mortgages. 

2. Estimate the amount of capital required to generate the income needed by the 
family. Often 75% of current income is used as a rule of thumb, keeping in 
mind different income levels may be required at different stages in the 
dependants’ lives. 

3. Estimate costs of settling the estate and funeral expenses. 

4. Subtract all income and lump sums that would be received on death 
(e.g. a superannuation benefit). 

5. The difference is the minimum life cover needed. 

However, estimating cover using the above steps may not be the best strategy 
for every client. Care needs to be taken to ensure that the client is neither over 
insured nor underinsured. The objective of insurance cover should be to ensure 
that death benefits received by survivors are sufficient to provide the same 
standard of living as when the deceased was alive. 

Different stages of life will require a different level of cover because debts, 
dependants, time to retirement, savings, etc. all vary over a client’s life. 

In section 2.6 we discuss a common approach to calculating amounts of cover 
called the ‘CIMER’ plan. 

2.3 TPD insurance 
TPD cover provides payment of the sum insured should the life insured become 
totally incapacitated through injury or illness and satisfies the policy’s definition of 
TPD. Once payment is made, the policy usually ceases. TPD insurance is 
usually sold as an additional benefit or ‘rider’ to a term life insurance policy. 
However, many life insurers are offering ‘stand-alone’ TPD benefits. 

Definition of TPD 

There are three TPD occupational definitions from which to select cover for a 
client. Each definition requires initially that the life insured be unable to perform 
any work, due to sickness or injury, for six consecutive months. Thereafter, the 
definition requires that the life insured should meet one of the following definitions: 

• any occupation (standard definition) — unable to perform the duties of any 
occupation for which they are reasonably suited by education, training or 
experience and unlikely to ever do so 

• own occupation — unable to perform the duties of their own occupation and 
unlikely ever to do so. This definition generally incurs a higher premium 

• homemaker — unable to perform full-time unpaid domestic duties. 
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The difference between the definitions can be quite significant depending on the 
client’s current occupation, and affects the amount of premium paid because particular 
definitions may increase or decrease the likelihood of being able to make a claim. 

In addition to the occupational disablement definition, many TPD policies also 
offer a benefit if the insured suffers loss of: 

• two hands 

• two feet 

• sight of two eyes 

• one hand or foot one eye, or 

• one hand and one foot. 

Note: Some term life policies may also include a benefit payment if the insured 
sustains accidental injury that results in the above. 

TPD cover normally stops at age 65 but many insurers are now extending cover 
beyond this age, where the benefit is paid as a result of the insured being totally 
and irreversibly unable to perform a specified number of ‘activities of daily living’, 
such as: 

• bathing and showering 

• dressing and undressing 

• eating and drinking 

• using a toilet to maintain personal hygiene 

• moving from place to place by walking, wheelchair, or with assistance of a 
walking aid. 

This is commonly referred to as a ‘loss of independence’ or ‘loss of independent 
living’ clause. 

Apply your knowledge 4: Disability definitions 

Which of the following two definitions of disability is more expensive to 
insure: any occupation or own occupation? 

 

Note: You can access ‘Suggested answers’ for this activity at the end of this topic. 

Premium 

Premiums generally increase with age although there are different premium 
structures that affect the level and increase of premiums over time. Premiums are 
generally not tax-deductible because benefits are tax free when owned by the life 
insured.  
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Calculating the correct amount of cover needed 

The approach to calculating the required amount of TPD is usually the same as 
that taken to calculate the amount of life insurance needed. This was traditionally 
the approach taken as TPD was usually taken with life cover and the amount 
could not exceed the life cover amount. Although this is no longer the case, 
it is most common to calculate a single amount of cover for life and TPD and 
then take out a policy to cover both. More detail is provided under section 2.6 
‘CIMER plan and calculation of insurance amounts’. 

2.4 Trauma insurance 
Due to improvements in medical science, less people now die from suffering a 
serious medical condition (e.g. heart attack and stroke). In fact, of those who 
suffer a critical illness between the ages of 30 and 65 years, approximately 88% 
survive and resume a normal life. 

While people who suffer such conditions are generally ineligible to receive life 
insurance, disability or superannuation payouts while recovering, it may be 
difficult for an individual to earn an income and therefore meet their daily 
expenses. In addition, they can sometimes be left with severe financial difficulties 
from the high cost of treatment and rehabilitation. 

For this reason, the life insurance industry offers insurance for certain serious 
conditions that people are likely to survive but will still require financial assistance 
for recovery. This cover is known as ‘trauma insurance’, ‘critical illness insurance’ 
or ‘living cover’. It is a type of disability insurance that may be taken as a rider to 
a term life insurance policy or as a separate, stand-alone policy. 

What does trauma insurance provide? 

The basic mechanism of the policy is that a lump sum of money is payable upon 
the occurrence of an insured event, provided the definition of that event in the 
policy is satisfied. 

Trauma insurance helps alleviate some of the stress that comes with being 
diagnosed with a serious condition and allows the insured to concentrate on 
coping with their condition instead of worrying about any financial hardship that 
they may face. It is one of the few insurance products that can provide the insured 
person with a benefit while they are alive. It provides a lump sum when it is most 
needed (i.e. when the insured suffers and survives a specified traumatic event). 

The benefit is paid to the policy owner and they can use it in any way they see fit. 
Common uses are to pay for medical and rehabilitation expenses, to pay off debt 
and to take the family on holiday to help them recover from such a traumatic event. 

While policies usually cover a range of conditions, such as coma, organ failure, 
blindness and dementia, around 90% of claims relate to one of the four major 
trauma events of stroke, cardiac arrest, bypass surgery and cancer. 
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Requirements 

All stand-alone major trauma policies require a period of survival after diagnosis 
of a specific trauma event. Artificial life-support machines may assist the survival 
in most cases. Usually, the survival period is 14 or 30 days. If death occurs 
during the survival period, a nominated death payment (e.g. $5000–$10,000) 
may be paid before the policy ceases. 

Evaluating policy options 

Selecting the most appropriate trauma cover for a client can be very difficult 
because there are numerous products available in the market. 

Some planners only look at the cost of premiums and the number of conditions 
covered under the policy when trying to recommend a trauma product for their 
client, totally ignoring or remaining unaware of the differences in trauma 
definitions within each trauma product. There is very little value in a trauma policy 
that provides cover for more than 30 conditions and events if the person insured 
has to satisfy very restrictive definitions to qualify for a benefit. 

It is imperative that planners consider any restrictions placed on trauma 
definitions contained within a policy, otherwise they are not in a position to 
recommend the most appropriate trauma cover for the client. 

Premium 

Premiums generally increase with age, although there are different premium 
structures that have an impact on the level and increase of premiums over time. 
Premiums are not generally tax-deductible because benefits are tax free.  

Calculating the correct amount of cover needed 

The approach to calculating the required amount of trauma insurance is 
somewhat different to that for life and TPD as the assumption with a trauma 
event is that the individual will be able to go back to work, and if not they will be 
covered by their income protection policy (assuming they have one).  

Generally speaking, trauma cover amounts are lower than those for life and TPD 
as long-term income replacement is not included in the calculations. These 
policies are often simply taken out for an amount that allows the individual to 
cover unforseen expenses, and perhaps replace income for a short period of time 
to allow for recovery and pay for medical expenses that are not covered by their 
health insurance (assuming that they have health insurance). Section 2.6 
‘CIMER plan and calculation of insurance amounts’ provides an example of 
calculating the required level of cover. 

© Kaplan Education Pty Ltd. All rights reserved. 



20 Foundations of Financial Planning Part B: Financial Planning 

2.5 Income protection 
Income protection insurance is often referred to as ‘salary continuance’. It should 
not to be confused with TPD because it is intended to cover disabilities that result 
in a permanent rather than temporary inability to work.  

After life and health, perhaps our most precious possession is the ability to earn 
an income. Unless people are prepared to live at a level dictated by social 
security payments, a reasonable income in case of catastrophe needs to be 
assured. 

Statistics indicate people are around three times more likely to have a substantial 
period off work than they are to die before the age of 65. In other words, in any 
group of six 40-year-olds there is an 80% chance that one of them will become 
disabled before age 65, and a 30% chance they will be disabled for more than 
three months. 

For many people, income protection insurance is more important than life cover. 
Clients with particular needs for income protection are family ‘breadwinners’, 
the self-employed and those with substantial debts. No client should go into a 
gearing program without adequate income protection insurance. 

An income protection policy provides the policy owner with a replacement income 
if they are unable to work because of an illness or injury. The maximum benefit 
payable is usually 75% of the insured’s gross earnings from personal exertion 
plus the option to cover compulsory superannuation contributions and employer 
benefits. 

Income protection is designed to replace income, therefore cover amounts are 
paid monthly to the beneficiary and are defined in terms of the monthly income 
covered. 

There are some limits applied, with people in hazardous occupations generally 
being uninsurable, while high incomes may attract dollar limits. 

Definition of income 

As with most aspects of this class of insurance, the definition of income is 
most important. 

For a self-employed person, a working director or partner in a partnership, 
income typically means total income earned in the conduct of the business or 
profession due to the life insured’s personal exertion, less their share of business 
expenses necessarily incurred in the conduct of the business or profession. 

From any other source of employment, income means salary, fees, commissions, 
bonuses and any other income considered part of the life insured’s remuneration 
package, earned by them for services performed. 

Many insurers now also allow a benefit for superannuation contributions to be 
included. This is because superannuation contributions would be payable if the 
life insured was able to work. 

In either case, income does not include any income that is not generated by the life 
insured’s personal or vocational activities, such as rental income or investment income. 
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Waiting and benefit periods 

The waiting period refers to the time an insured person must be unable to work 
because of the illness or injury before benefit payments commence. The waiting 
period typically starts from the date of disability or diagnosis of the disability. 
The typical waiting periods are seven, 14, 30, 60, 90, 180, 360 and 720 days. 
Generally, a longer waiting period equates to a lower premium. 

The benefit period is the maximum length of time a benefit payment may be made. 
It commences at the end of the waiting period and typically lasts two years or five 
years to age 55, 60, 65, 70 or, for limited occupation classifications, an entire 
lifetime. The longer the maximum benefit period, the higher the premiums. 

Definition of disability 

The definition of total disability describes the results of an event. The definition 
applied will vary depending on the insurer. Currently, the definitions offered by life 
offices in Australia are: 

• A duties-based definition, which states that the insured must be unable to 
perform either ‘the important duties’ or ‘one important duty’ of their own 
occupation as a result of sickness or accident. 

• An hours-based definition, which states that the insured is unable to perform their 
duties for x hours (e.g. 10 hours per week) because of sickness or accident. 

• The own occupation definition in respect of an income replacement policy can 
have variations, such as: 

 – incapable of doing at least one of the important duties of the insured’s 
regular occupation 

 – incapable of doing the important or essential duties, or 
 – incapable of doing each and every duty. 
• An income-based definition that requires that the insured suffered a drop in 

income because of their sickness or accident. The percentage drop in income 
will vary from company to company. 

In addition, a person must also be under the advice and care of a medical 
practitioner to claim a benefit. 

Calculating the correct amount of cover needed 

As income protection policies are capped at 75% of income plus potentially 
covering for lost superannuation guarantee (SG) contributions, the calculation 
of the amount of cover is based on firstly identifying the income of the client, 
and then taking 75% of that and expressing it as a monthly amount. It is worth 
considering if a client can manage on less than 75% of their income, but most 
of the time it is wise to take out the maximum cover available. Section 2.6 
‘CIMER plan and calculation of insurance amounts’ provides an example. 
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Premium 

Premiums generally increase with age although there are different premium 
structures that affect the level and increase of premiums over time. As the 
income generated from the policy is included in assessable income, the disability 
income protection premiums are generally tax-deductible. 

Premiums also vary with the benefit period and waiting period selected, the level of 
income insured, occupation risk and the additional benefits chosen. In general terms, 
the longer the waiting period and the shorter the benefit period, the lower the premium. 

Evaluating policy options 

The following factors need to be taken into account when addressing income 
protection needs: 

• How much insurance is needed? 

• What would be a suitable waiting period before payments start? 

 For example, many people have sick leave to which they are entitled for a certain 
period. Premiums are significantly lower if longer waiting periods are selected. 

• What would be a suitable benefit payment period? 

 The benefit payment period is the maximum length of time during which the 
benefit is paid as long as the insured continues to be disabled. It is generally 
recommended this be until age 65, or it may be determined by the client’s 
occupation. However, the longer the benefit period, the higher the premium. 

• What are the terms and conditions of the policy? 

 These are crucial and the definitions should be studied closely. 

When determining the amount of income protection insurance required, 
the monthly benefit payable ought to be sufficient to: 

• replace lost income up to policy limits 
• meet ongoing living costs 
• generate savings to meet future financial goals. 

Table 1 presents a summary of financial risks that a person could be faced 
with throughout their lifetime and the insurance cover that can provide suitable 
protection in those circumstances. 
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Table 1 Financial risks and appropriate insurance cover 

Financial risk Appropriate insurance cover 

You become sick or disabled and have 
to stop working for some time. 

• Income protection can replace a majority of your earnings 
and help maintain your current lifestyle. 

• If self-employed, business expense cover can help keep 
your business running smoothly. 

Your family loses all or part of their 
income because of your death.  

Life insurance cover may help shield your family by investing 
the lump sum payment and converting it to an income stream. 

Your family is left with large outstanding 
debts following your death. 

The lump sum life insurance benefit can be used to extinguish 
all outstanding personal debt. 

You suffer a critical illness and are 
unlikely ever to return to work. 

Both trauma and TPD insurance may provide a lump sum 
injection of funds to help relieve any financial stress. 

You suffer a critical illness and are able 
eventually to return to work. 

Trauma insurance may provide a lump sum benefit because 
eligibility is not subject to your inability to work. 

You suffer a critical illness and are 
unlikely ever to return to work.  
You have income protection cover. 

Trauma insurance and/or TPD insurance may still be required. 
Income protection should maintain the lifestyle you had before 
your illness and may not help you meet additional medical and 
rehabilitation expenses or pay off outstanding debts. 

You suffer severe chronic back pain and 
you are unlikely ever to return to work. 

TPD insurance may provide a lump sum of funds to relieve any 
financial stress. 

A key employee dies or suffers a severe 
illness or disability. 

Key person insurance may help minimise any financial stress 
and keep your business running smoothly. 

2.6 CIMER plan and calculation of insurance amounts 
It is important for a financial planner to be able to calculate the insurance needs 
of their clients. There are a number of various systems, calculations, programs, 
etc. that can be used to assist financial planners to determine these needs. 
Below is one system that may be used for this calculation. 

The quantification of the life insurance needs (i.e. the ‘sum insured’) that should be 
in place at any point in time can be summarised by the CIMER plan template, 
which has been used for many years by practitioners in the life insurance industry. 

Each letter in the acronym CIMER represents a particular aspect of the sum 
insured as shown in Table 2. The CIMER approach is usually restricted to the 
calculation of life and TPD amounts, and is often used to provide a single amount 
of cover needed for life and TPD, rather than a specific amount for each event. 

Table 2 Elements of the CIMER analysis 

C Clean-up fund A lump sum sufficient to settle all outstanding accounts, including credit cards, 
bills and funeral costs. 

I Income The lump sum required to produce a level of regular income that maintains the 
family's living standard. 

M Mortgage The amount necessary to discharge existing mortgages. 

E Education A lump sum determined by calculating each child’s education costs and 
multiplying by the number of years of school and/or university remaining. 

R Retirement The lump sum necessary to provide adequate funding for retirement. 

CIMER Total recommended sum insured. 
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The total recommended sum insured is then reduced by the amount of any 
realisable assets that the client is willing or able to use to arrive at the actual 
amount of insurance needed. 

For single people and couples without children, the CIMER analysis will differ 
because there is no need for education and the income and retirement 
calculations can be combined to replace total income up to retirement age for 
each person. The total income will match their savings capacity and replacement 
income needs, so income plus SG is used in the calculation. 

There is also a possibility of adjusting the CIMER analysis if you are simply 
calculating the TPD and the client holds income protection to age 65. In this 
case, it may be reasonable to reduce the amount of income a client will need to 
maintain their lifestyle by simply replacing the 25% of income not covered by 
income protection. However, this is a compromise and may result in the client 
being underinsured if for some reason they are not able to claim their income 
protection up to age 65. 

If a client decides they cannot afford the total cost of insurance premiums after 
they are provided with a risk insurance quote, a compromise is reached by 
reducing the sums insured, compromising one or more of the CIMER components. 
However, this is a compromise the client must direct. It remains the responsibility 
of the adviser to identify and advise on all of the client’s insurance needs. 

In this event, a commitment is usually made to review insurance coverage and 
costs once a year. 

The best way to understand a family’s personal life cover needs is to consider an 
example and work through what may be needed in each area: 

• life insurance 

• TPD 

• trauma 

• income protection. 

The example below steps you through a typical client scenario with resultant 
insurance recommendations. 
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Example: Total personal insurance analysis for David and Michelle Malloy 

Consider the insurance recommendations that follow the case study in light 
of the CIMER method of analysis for the life and TPD requirements, and an 
analysis of the clients’ needs in the event of a trauma event and disability. 

Table 3 Personal details of David and Michelle Malloy (2013/14) 

David Malloy 
• Age 41 
• Non-smoker with good general health 
• Permanent full-time employment as a 

meteorologist 

Michelle Malloy 
• Age 40 
• Non-smoker with good general health 
• Permanent part-time employment  

(30 hours per week) as a journalist 

 

Dependants 

Daughter, Emma age 13 
Daughter, Sarah age 15 

Income 

Taxable income p.a. $65,000 Taxable income p.a. $22,000 

– income tax –$12,672 – income tax –722 

+ low income tax offset 25 + low income tax offset $445 

– Medicare levy –$975 – Medicare levy –$330 

Net income $51,378 Net income $21,393 

Total net income $72,771 
Net income per calendar month $72,771 ÷ 12 = $6064.25 

Annual living expenses 

General living expenses $28,295 

Mortgage repayments ($1500 per calendar month) $18,000 

Education expenses $7,000 

Annual living costs $53,295 

Monthly living costs $4,441 

 Monthly savings capacity = $6,064 – $4,441 
    = $1,623 
 Annual savings capacity = $1,623 × 12 
    = $19,476 

 

Personal assets 

Personal bank account $5,000 

Family home valued at $350,000 

Superannuation 

David $100,000 

Michelle $50,000 
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Liabilities 

Home mortgage $144,500 

Credit card $2,500 

Insurances 

None  

 
Retirement planning 

• David and Michelle plan to continue working until David is aged 65, in 24 years time, 
when they would both retire. 

• Michelle has no plans to return to full-time work. 
• They wish to remain in their home in retirement and to maintain their current lifestyle. 
• Their employers each make 9.25% superannuation contributions on their behalf. 

 

Other important information 

• If one of them were to die, they have indicated that they wish to have at least enough life 
insurance to meet the current cost of living for the next nine years, until the anticipated 
completion of the girls’ tertiary education. 

• They expect that both girls will complete secondary schooling to sixth form and would like to 
be able to support them if they choose to attend university. You estimate that if David were 
to die, an extra $10,000 p.a. would be needed to fund his unpaid spouse duties. 

• You estimate that if Michelle were to die, an extra $25,000 p.a. would be needed to fund her 
unpaid spouse duties. 

Term life and TPD recommendations 

The surviving partner would require a lump sum sufficient to: 

Pay out debt (credit card) $2,500 

Meet present financial commitments  

Medical and funeral costs (estimate) $20,000 

Generate income to meet expenditure needs  

If David dies 

Michelle would require adequate funds to cover the cost of hiring contractors 
(such as a handyman) to perform the household tasks that David would have 
performed, and to offset the shortfall due to the loss of David’s income. 

Unpaid spousal duties (e.g. pool maintenance and gardening) $10,000 

General living costs $28,295 

Total $38,295 

Michelle’s net income $21,393 

Michelle’s income shortfall if David dies $38,295 – $21,393 = $16,902 

Annual income shortfall × Years until girls finish university $16,902 × 9 = $152,118 
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If Michelle dies 

David would require adequate funds to cover the cost of hiring contractors 
(such as a cleaner or/and cook) to perform the household tasks that 
Michelle would have performed and to offset the shortfall due to the loss of 
Michelle’s income. 

Unpaid spousal duties (e.g. cooking and cleaning) $25,000 

General living costs $28,295 

Total $53,295 

David’s net income $51,378 

David’s shortfall if Michelle was to die $1,917 

Annual income shortfall × Years until girls finish university $1,917 x 9 = $17,253 

 

Pay out mortgage 

Mortgage $144,500 

Pay for children’s education 

School fees 2 x $2,500 

Extracurricular costs 2 x $1,000 

Emma has six more years high school, three years university 9 x $3,500 = $31,500 

Sarah has three more years high school, three years university 6 x $3,500 = $21,000 

Total education $52,500 

Retirement funding 

David 

9.25% compulsory employer superannuation contributions $6,012.5 × 24 years $144,300 

Savings forgone $19,476 p.a. x 24 years $467,424 

Total retirement funding needed if David dies  $611,724 

Michelle 

9.25% compulsory employer superannuation contributions $2,035 × 24 years $48,840 

Savings forgone $19,476 p.a. x 24 years $467,424 

Total retirement funding needed if Michelle dies $516,264 

The term life and TPD insurance recommendations are set out in Table 4, 
assuming that the clients would require the same amount of cover in the 
event of either death or TPD. In some cases, the amount of TPD needed 
may be reduced if a client has an income protection policy that replaces 
some of their lost income and all of their superannuation contributions. 
However, the example below is a simplified analysis that provides the 
clients with adequate cover if they do not have income protection 
insurance. It also assumes that the clients can access their superannuation 
benefits in the event of TPD. 
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Table 4 CIMER plan — term life and TPD insurance 

 David Michelle 

C Clean-up fund Settle all outstanding accounts, including credit cards, bills and funeral 
costs 

Personal debt (credit card) $2,500 $2,500 

Estimated medical and funeral costs $20,000 $20,000 

I Income fund The lump sum required to produce a level of 
regular income that maintains the family’s 
living standard for a defined period $152,118 $17,253 

M Mortgage fund The amount necessary to discharge any 
existing mortgages $144,500 $144,500 

E Education fund Lump sum determined by calculating each 
child’s education costs and multiplying by the 
number of years of school and/or university 
remaining $52,500 $52,500 

R Retirement 
fund 

The lump sum necessary to provide adequate 
funding for retirement  $611,724 $516,264 

Less value of realisable assets –$100,000 –$50,000 

Less existing life insurance cover nil nil 

Recommended sum insured $883,342 $703,017 

Recommended sum insured (rounded to the nearest $10,000) $880,000 $700,000 

Sample case study 

Open the SOA Appendix 3: Analysis of insurance needs.  

Here you will see the recommended amounts of life and TPD cover for 
the clients and the way in which it was calculated.  

Taking into account the explanation above about calculating amounts of 
cover, and the table in the SOA, check that the amounts of cover 

recommended make sense and are appropriate. Would the clients be 
better off if they accepted these strategies? 

At this stage do not worry about choosing the actual policies.  

Note: You can access this resource at KapLearn. 

Trauma insurance 

Trauma insurance provides a lump sum payment to the policy owner upon 
the initial diagnosis of any of a number of specified medical conditions or 
injuries. The lump sum should at least be sufficient to: 

• pay out debt 

• pay out the mortgage 

• meet trauma-related financial commitments (e.g. medical expenses, 
rehabilitation) often estimated at between $50,000 and $100,000. 
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The recommended trauma insurance cover is set out in Table 5. As the 
Malloy’s have no realisable assets available in the event of a trauma, 
this line is omitted from the calculation below. It is highly unlikely that 
superannuation accounts would be available if the clients suffered a 
trauma event. 

Table 5 Trauma insurance 

 David Michelle 

Pay out personal debt (credit card) $2,500 $2,500 

Pay out mortgage $144,500 $144,500 

Estimated medical and rehabilitation costs $50,000 $50,000 

Recommended sum insured $197,000 $197,000 

Recommended sum insured (rounded up to the nearest $10,000) $200,000 $200,000 

Income protection insurance 

Income protection insurance provides the policy owner, after a stipulated 
waiting period, with a replacement income should they be unable to earn 
an income due to injury or illness. 

The agreed monthly income should be sufficient to at least meet the 
proportion of annual living costs satisfied by lost income and may generate 
savings to meet future financial goals. 

The maximum sum insured is 75% of gross monthly income, however, 
some companies may allow more than this amount. Most insurers may 
also allow for the amount insured to take into account compulsory employer 
benefits, such as SG and salary sacrifice arrangements e.g. novated 
leases, etc. Premiums are usually tax-deductible. 

The waiting period and benefit period selected will depend on the 
individual’s circumstances and will affect the premium. 

The recommended income protection insurance cover is set out in Table 6. 

Table 6 Income protection insurance 

 David Michelle 

Eligible for income protection insurance Yes Yes 

Gross income (per month) $5,417 $1,833 

SG per month (i.e. 9.25%) $501 $170 

Total monthly income and benefits $5,918 $2,003 

Recommended benefit (i.e. 75% of total monthly income and benefits) $4,438 $1,502 

Recommended waiting period (i.e. the length of time the clients will be 
able to maintain current standard of living) 

1 month* 1 month* 

Recommended benefit payment period To age 65 To age 65 

    * As the Malloy’s have little cash and no investment assets to liquidate, recommend a minimal waiting 
period of 14−30 days and maximum benefit payment period to age 65. 
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The recommendations in Table 6 are equivalent simply to the maximum cover 
that the clients can have based on 75% of the gross income, benefits and 
entitlements. It is important to remember that income protection benefits are 
included in the policy owner’s assessable income, so analysing a clients’ post-tax 
expenses and then trying to match those to an amount of income protection 
cover is risky, as the policy benefit amount is pre-tax. For this reason, it is often 
easiest to recommend that clients take the maximum cover. 

2.7 Other types of life policies 
Permanent life assurance 
Unlike term life insurance policies that only provide payment of the sum insured 
upon death, permanent assurance policies have an investment component and 
make a payment either on the death of the life assured or on the maturity date of 
the policy; whichever occurs first. The payment made will be the sum assured plus 
bonuses, representing returns on the investment component that have accrued. 

The main types of traditional, permanent assurance policies are: 

• whole of life policies 

• endowment policies. 

As these policies have an investment component, they also have a surrender or 
cash value; generally, the accumulation of premiums less expenses and the cost 
of assurance coverage. The policy owner is able to surrender or cash in the 
policy, whereupon the assurance cover ceases and the accrued investment is 
repaid to the policy owner. 

It should be noted that although these types of assurance policies are no longer 
sold, they continue to be maintained by some insurance companies. 

Key person insurance 
This type of insurance is designed to protect a business during the loss of a person 
who makes a significant contribution towards the profitability or stability of the 
business (i.e. a key person to the business). People who fall into this category 
would normally have some particular skill or ability that is difficult to replace. 

The factors that must be considered when determining the need for this type of 
insurance include: 

• possible loss of clients 

• length of time and training required for a replacement to be effective 

• possible loss of production while training a new employee 

• cost of hiring a new employee 

• loss of credit rating 

• loss of credibility if current orders cannot be met 

• current loans situation 

• loss of goodwill. 

The taxation treatment of premium payments and claims will depend on whether 
these needs are classified as being of an income or a capital nature. 
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Life insurance bonds 

Life insurance bonds are usually single-premium policies that are either 
unit-linked or capital guaranteed. For unit-linked bonds, the single premium less 
expenses is converted into units of a public fund. For capital guaranteed bonds, 
interest is credited to the balance of an account similar to a savings bank deposit. 

See Topic 5 for more details. 

Annuities 

Annuities are a life insurance contract where the policy owner provides a lump 
sum to the life insurance company in exchange for a contracted regular income 
payment. 

See Topic 3 for more details on the social security treatment of annuities and the 
Superannuation section below for retirement planning uses. 

2.8 Income taxation implications 
Taxation implications impact on both the premium and the claims benefits paid 
on an insurance policy. For non-superannuation life insurance cover, where the 
client owns their own policy, the premiums are generally not tax-deductible. 

This is also the case for TPD and trauma cover. If a client insures their life under 
non-superannuation life insurance, the benefit is not taxable when received. 

However, where a TPD or trauma policy is not owned by the life insured or their 
family member but by another entity, such as a company or trust, any benefit 
payment to the company or trust may be subject to capital gains tax (CGT). 

For income protection insurance, the premiums are generally tax-deductible. 
The benefits, however, are included in the assessable income of the policy 
owner. 

If a self-employed person has taken out life insurance, trauma, TPD and/or 
income protection for business purposes, it may be tax-deductible as an expense 
of the business, depending on whether the insurance was taken out to protect 
capital or income. Where the premiums do qualify for a tax deduction, 
the proceeds of a claim are generally assessable for income tax purposes. 
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Key points 

Risk management 

• Speculative risk — risks taken that may result in the possibility of either a loss
or a gain.

• Pure risk — risks taken that may result in either a loss or no loss.

• Risk management — the identification, analysis and financial provision for
circumstances that may result in personal financial loss. Insurance is one
method of managing/financing some types of risk.

• Insurance products can be broadly classified as general insurance or
life insurance.

Life insurance 

• The most common types of insurance policies available include term life,
TPD, trauma, and income protection.

• Underwriting is the task of evaluating the risk involved in an individual case
and deciding whether or not to accept that risk.

• Utmost good faith — applies to both the insured and insurer and implies that
each has a legal obligation to be open and honest with each other about the
risk that is to be insured.

• Duty of disclosure — requires the client to disclose every matter that may be
relevant to the decision of the insurer in deciding whether to accept the risk.

Review questions 
You can access the ‘Review questions’ for this topic at KapLearn. 
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Suggested answers 

Apply your knowledge 1: Risk management strategies 

Risk Risk management strategy 

Not owning or driving a car Avoid chance of being responsible for a car accident 

Locking car doors and using a 
steering-wheel lock 

Control chance of car being stolen 

Owning and driving a car, not having 
comprehensive car insurance (CTP only) 

Retain risk 

Taking out comprehensive car insurance Transfer the financial consequences of car theft or accident 
to insurer 

Electing to not hold health insurance Retain risk (i.e. meet all medical expenses after Medicare) 

Participating in non-extreme sports only 
(e.g. no skydiving) 

Control chance of serious injury and resultant financial 
consequences 

Renting a fully furnished unit/house Avoid financial consequence of loss of home or contents 

Taking out life insurance Transfer financial consequences of death to insurer 

Apply your knowledge 2: Identify risks 

Mr and Mrs Jones should insure for: 

• the death of either Mr or Mrs Jones, resulting in an inability of the survivor
to maintain their current lifestyle

• sickness or injury to any family member that might result in unexpected
medical costs

• sickness or injury to Mr Jones, resulting in an inability to work and earn an
income to meet living costs

• sickness or injury to Mrs Jones, resulting in an inability to care for child

• inability to make home mortgage repayments

• damage or loss to home contents

• damage or theft of car.

Note: You can access ‘Suggested answers’ for this activity at the end of 
this topic. 
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Apply your knowledge 3: Definitions 

Insurance term Definition 

Premium An amount agreed to be paid to an insurer for insurance cover to be provided. 

Life insurance policy A contract of insurance that generally provides money on the death, disability, 
the payment of an annuity, or an investment-linked policy. 

Excess An amount of money that the insured has to pay should they make a claim on 
their policy. 

Policy owner The entity that owns an insurance policy. The policy owner may be an 
individual, company, trust or superannuation fund. 

Sum insured The agreed benefit payable upon certain conditions being met. 

Benefits The amount of money paid when an insurance claim is approved. 

Policy document A written document that contains the terms of the contractual agreement 
between an insurance company and a policy owner. 

Rider An endorsement adding extra benefits. 

Disability insurance Generally, a contract of insurance that pays a benefit following a defined injury 
to, or disability of, the insured as a result of accident or sickness. 

Policy exclusions Events and conditions that will not be covered under the insurance contract. 

Apply your knowledge 4: Disability definitions 

Of the two definitions of ‘disability’, own occupation is more expensive to insure. 
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