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This publication is designed to provide accurate and authoritative information regarding 

the subject matter covered. It is presented with the understanding that neither the 

publisher nor the author is engaged in rendering legal, accounting, or other professional 

services through the issuance of this book. If you need individual advice on the topics 

covered in this book, please contact the author or another qualified professional for an 

individual consultation. Also, always seek counsel from an advisor before taking actions 

based on this or any book. Laws and products change rapidly and you should make sure 

that every plan you implement is based on the most up-to-date information possible. 



This book is dedicated to physicians who desire to give the best patient care 

 but struggle with the real-life hurdles such as the fear of being sued and  

maintaining a financially viable practice.  

 

This book will help readers  protect their assets, lower their taxes, and grow their wealth.  

   

I hope you enjoy reading this book as much as I enjoyed writing it. 

 

Roccy DeFrancesco 

JD, CWPP™, CAPP™, CMP™ 
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Foreword 
 

 This book is dedicated to every physician who wonders if: 

 

1)  They have the correct asset protection plan in place. 

 

2)  There are viable income tax reduction plans that will allow deductions between 

$25,000-$250,000 in addition to a traditional 401(k)/profit sharing plans, defined benefit 

plans, cash balance plans, or 412(e)3 defined benefit plans. 

 

3)  Their estate is set up so as to minimize, defer, or eliminate estate taxes and take care 

of the family in the event of death. 

 

4)  Their personal finances are invested correctly and if there are ways to mitigate 

investment risk/volatility and reduce or defer capital gains on investments. 

 

5)  Their medical offices are run in the most financially efficient manner. 

 

6)  How to reach Total Financial Independence (TFI). 

   

 In the following 300+ pages, you will not only read information on the general 

topics covered by the above five sections, you will be reading about many specific sub-

topics that to this author’s knowledge have never been printed in an educational book of 

any kind.  Further, many of the topics covered in this book have not been heard of by 

your local advisors (CPAs, attorneys, financial planners, or stockbrokers). 

 

 Why your advisors will not know many of the topics 

covered in this book. 
 

 That is the number one question I receive when educating clients on the 

“advanced” topics covered in this book. The main reason local advisors do not know 

many of the topics covered in this book is lack of time to research topics that only apply 

to a small percentage of their client base. I do not blame local advisors for not knowing 

many of the topics covered in this book (explained below) because back in 1997 I knew 

very little about the topics myself. 

  

 Whether hourly advisors (CPAs and attorneys) or commission-based advisors 

(financial planners, insurance agents, stockbrokers, and, increasingly, CPAs), very few 

advisors can take two weeks off to simply research one advanced topic let alone the two 

plus years I spent researching many of the topics in this book.  Further, many of the 

topics in this book apply only to clients who make in excess of $250,000 a year and/or 

have estates in excess of $2,000,000.  For the average advisor, that type of client might 

only make up 5% or less of their client base.  With that said, it is difficult for any advisor 

from a financial standpoint to justify the research needed to learn and know many of the 

topics covered in this book. 
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 If you read my name on the front of this book, you will notice that I am an 

attorney; and, if that is true, then how did I come upon, research, and learn the topics 

covered in this book?   

 

 About the author 

 

 My name is Roccy DeFrancesco, Jr., J.D., CWPP™, CAPP™, CMP™ and I am 

an attorney, licensed to practice law in Michigan and Indiana. How I learned the topics in 

this book is an important story to tell so each reader can understand how and why I 

learned them and why I have such a passion for helping physicians asset protect 

themselves, save on taxes, get their estate plans in order, make sure their finances are 

properly distributed, and run their medical offices in a more financially sound manner. 

 

 I practiced law for two years in southwest Michigan for my father, Roccy M. 

DeFrancesco, Sr., J.D. (who without his support and that of my entire family, especially 

my two children I would not be where I am today).  My areas of practice were business 

law (setting up corporations), real estate law, a little personal injury law, and a heavy 

emphasis on divorce law.    

 

 To make a long story short, I blew my knee out in 1997 (ACL repair), and I had it 

operated on in an orthopedic clinic of a longtime family friend, Sterling E. Doster, M.D.  

The orthopedic clinic was Bloomington Bone & Joint Clinic, P.C. (BBJ); and the 

physician who operated on me was Gregory M. Fox, M.D. (assisted by Dr. Doster).   

 

 On one of my follow-up visits to BBJ, Dr. Doster and Dr. Fox asked me if I 

wanted to move to Bloomington to run their medical practice.  I believed they were only 

half serious and what we discussed was simply that their current office manager had 

some health problems and that she was getting in a bit over her head when it came to 

running a several million-dollar medical clinic.  The office manager in 1997 was the 

insurance and billing manager who, after time, and the addition of two new physicians, 

had been promoted to office manager (sound familiar?). 

 

 I told Dr. Doster and Dr. Fox that I could not possibly entertain such madness due 

to the fact that in the summer of 1997 I went to work for the local personal injury 

attorney who ironically specialized in suing physicians for malpractice.   

 

 After working for the new personal injury firm, I found very quickly that the 

higher pay and better opportunity in the legal field was not that important to me.  

Looking back on it, leaving my father’s law firm to practice law in the area I really 

wanted to practice (personal injury law) was the single biggest personal mistake I had 

made to date in my life.  I never had more fun at work as when I worked at DeFrancesco 

Law Office; and, through no fault of my new employer, I was not enjoying my new job.   

 

 A month or so after my last visit to BBJ and the dinner where I was offered the 

job of running BBJ, I called Dr. Fox and asked him if he was serious about my running 

the medical office.  He said he was not really sure but that he would talk it over with his 



Foreword 

________________________________________________________________________ 

             x 

partners and get back to me.  After a week or so, Dr. Fox called me and made me a 

financial offer I could not refuse; and so, on January 1, 1998, I left the practice of law to 

run a four-physician orthopedic clinic in Bloomington, Indiana. 

 

 A terrible manager of people; a whiz with the finances 
 

 Understand that I came out of a litigation practice where I went to war every day 

with other attorneys on behalf of my clients (especially the divorces I used to litigate).  

Then suddenly I ended up running a medical clinic with thirteen female employees who 

worked under an office manager who really did not give much direction.   

 

 Needless to say, I did a very poor job of managing the staff the first six months 

(although I did one thing I was supposed to do and that was to make a complacent staff 

get on their toes and become a bit more business like).   

 

 The finances of the office, on the other hand, were another matter.  Since I had no 

faith in the previous office manager (by the way, the previous manager was not supposed 

to be fired when I moved in; and instead of training me, she worked one week, took six 

weeks of back sick time, and then quit), I decided to shop every vendor the medical 

practice used to see if I could save the office some money.   

 

 As it turned out, I saved the four-physician medical office over $35,000 in 

expenses my first year. On what? Health insurance, malpractice insurance, office supply 

purchasing, outside professional help, collections expenses, overtime, and I successfully 

helped negotiate a very difficult purchase of the medical office building the practice 

rented. 

 

 As time passed and I met more office managers (although I made up my title of 

“Director of Operations” to make myself sound more important), one thing remained 

constant—everyone clinically seemed like they knew what they were doing (and, thank 

goodness, clinically BBJ was set up very well, especially the insurance and billing 

department); but managers did not seem too interested in running financially sound 

offices.  That was puzzling to me, and I noticed a pattern that was very disturbing—that 

pattern being that medical office managers tend to throw money at problems as a way to 

solve them; and they did not treat the money in the practice like it was their own. 

 

 When I cut a check to pay a bill at BBJ, I felt like it was coming out of my 

pocket; and so I did whatever I could to save money (as long as not spending was not a 

detriment to the professional running of the medical office).    

  

 I also took payroll in house in an effort to cut outside professional expenses.  I 

had never done payroll before and certainly not for physicians who, as it turned out, 

sometimes paid more taxes in a few months than I made all year.  That was a real eye 

opener for me and drove me down a path that would lead me to become one of the 

foremost experts in the country on income tax reduction plans. 
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 After about nine months, I had things the way I wanted them from a financial 

point of view in the office. While I did not always get along with the staff, I have to give 

them their due in that most of them were top notch and did a tremendous job in their 

particular specialty.  What that left me with, however, was a dilemma.  After fixing the 

office financially and because the staff did not require oversight from me, I had a 

tremendous amount of free time on my hands.  I could run the medical office for what I 

needed to do as a manager in two-four hours or less each day.  Remember, that in the 

practice of law, I used to have 25 clients all wanting something from me; and now I was 

running a medical office with less than 20 employees.  If I didn’t come to work for weeks 

on end, the office would run just fine. 

 

  The physicians at BBJ knew I would get to the point of being bored and thought I 

would open up a small legal practice out of the medical office or that I would play golf 

every day.  Instead of doing either, I decided to research in extraordinary detail the topics 

you will read about in this book. 

  

 As I finished researching a particular topic, I started publishing articles on that 

subject so other office managers and physicians could learn from my research and try to 

save money in their medical practices.  I started writing for Orthopedics Today and had a 

column run every month for three years under the title of, what else, but “The Cost 

Cutter.”  

 

 After I researched enough cost-saving topics, I decided that the topics came 

together to form a very nice seminar on the issue of cost reduction; so I started giving that 

seminar around the country for medical associations, manager associations, and, now, 

several private seminars a year for medical practices. 

 

 The following is a list of some of publications I have written for:  Orthopedics 

Today, Physician Money Digest, Physician’s News Digest, MomMD, American 

Urological Association Newsletter, Today in Cardiology, The Rake Report by 

PriceWaterhouseCoopers, The CPA Journal, Strategic Orthopaedics, General Surgery 

News, the Indiana Bar Journal, the OH CPA Newsletter, Financial Planning Magazine, 

and Insurance Selling Magazine.  The following are associations I have lectured for: the 

Indiana State Medical Association, Ohio State Medical Association, Academy of 

Medicine of Cincinnati, Mid-America Orthopedic Association, the MI, OH, IN, and KY 

CPA Societies, Professional Association of Health Care Office Management 

(PAHCOM), BONES, the American Academy of Medical Management, TX Medical 

Group Management Association (TX MGMA), Texas Medical Association Insurance 

Trust (TMAIT), the Michigan Orthodontics Association and the National Funeral Home 

Directors Association on various wealth preservation topics.  I am also on the Law 

Practice Management Committee for the Indiana Bar Association and am a contributor 

for the Financial Services Journal (www.fsonline.com), Financial Counselor  

(www.financialcounsel.com), Producer’s Web (www.producersweb.com) and CNBC’s 

Open Exchange Program. 

  

http://www.fsjonline.com/
http://www.financialcounsel.com/
http://www.producersweb.com/


Foreword 

________________________________________________________________________ 

             xii 

 After time (three years), I got so busy from calls from my articles and seminars 

that I was afforded the opportunity to move back to my hometown in southwest 

Michigan.  This was important due to the fact that by 2001 my wife and I had one child 

(Lauren) and my wife was pregnant with another (Mitchell); and we wanted our children 

to be closer to their grandparents and many cousins, all of whom lived in Michigan at the 

time. 

 

 I, therefore, thanked the physicians of Bloomington Bone & Joint Clinic, P.C.  

(Sterling Doster, M.D., Gregory Fox, M.D., Eric Weidenbener, M.D., Gerald Rahn, 

M.D., and the newest physician, Dale Dellaqua, M.D.) for their unbelievable support as I 

struggled to learn how to run a medical practice and for the tremendous opportunity 

which has led me to become one of the foremost experts in the country when it comes to 

advising physicians on topics that are most important to them.  Without BBJ, I would still 

be practicing law; and I thank them again publicly in this book for the opportunity and 

their support. 

 

 What lies ahead?  
  

 This book will teach you in plain English many topics that are close to your heart.  

You will learn why you need an asset protection plan and how to get it accomplished.   

You will learn how to reduce your income taxes by sometimes over a hundred thousand 

dollars a year. You will learn if your estate plan is in order and, if not, exactly how to fix 

it in order to accomplish your long-term goals. You will learn the various options 

available to you when trying to have the most aggressive post-tax investments while, at 

the same time, protecting those investments from downside risk and avoiding partially or 

completely the capital gains and, eventually, the estate taxes on that money.  And, lastly, 

you will learn many practical tips for how to save time and money in your medical 

practice. 

 

 Your goal by reading this book should be to reach Total Financial Independence 

(TFI).  I cover what TFI is and how to achieve it starting on page xv. 

  

 After you read this book, I will be absolutely shocked if you do not know as much 

as or more about the basics of many of the topics than several of your closest advisors.  

On the topics you do not know more than your local advisors, you will know enough to 

ask the advisors why they have not brought some of the topics to your attention and then 

be able to converse with them on a technical level so you do not have to take their advice 

without any real knowledge on the topics. 

 

 After reading this book, you will no longer be able to have the wool pulled over 

your eyes by a scam artist looking to have you invest money in plans that seem legal on 

their face but, in reality, are going to cause you significant grief with the IRS or when 

you find out that your money in whatever plan was not really asset protected. 
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 Help from the author 
 

 I have received hundreds of calls or e-mails from physicians all over the country 

after they have read one of my articles or attended one of my  seminars.  On many of the 

topics in this book, you will be able to literally copy sections for your advisor to read so 

he/she can help you implement the topics in question. On many of the topics, there might 

not be an advisor within 300 miles who will have even heard of the topic, let alone know 

enough about the topic to give you advice.   
 

 Any physician who reads my book or attends my seminars has the ability to 

contact me for assistance.  The best way to determine if your assets are protected, ways to 

reduce your income, estate or capital gains taxes or ways to build wealth in a more 

accelerated manner for retirement is to sign up for a Level 1 C.A.L.M. memo. C.A.L.M. 

stands for Comprehensive Asset Liability Management.  You can learn about C.A.L.M. 

at www.wealthpreservationinstitute.com.   
 

 If you or one of your advisors would like to talk with me on the phone, please do 

not hesitate to call.  If you would like your advisor to learn the topics I deal with in 

this book (and more), you can direct them to my separate company The Wealth 

Preservation Institute (WPI).  As stated above, The WPI has a 24 hour certification 

course for CPAs, attorneys, financial planners, and insurance agents on “advanced” 

planning.  Once an advisor completes the course and passes a 240-question multiple 

choice test and three-question essay test, they will become a “Certified Wealth 

Preservation Planner” (CWPP™).  Please refer your advisors to www.thewpi.org 

for information on the certification course. 

 

 If you would like to receive a free wealth preservation newsletter, please e-mail 

me at info@wealthpreservationinstitute.com; and I will add you to my e-newsletter list. 
 

 If you would like to read additional information on the same or similar topics 

covered in this book or if you would like to view/listen to several voiced over educational 

PowerPoint presentations, please go to www.wealthpreservationinstitute.com.  
 

 Please enjoy the book; and, if you take nothing else from it, I hope you take away 

enough motivation (if you need it) so that you become proactive when trying to protect 

your assets, save on income, estate, and capital gains taxes and when trying to save 

money while running a medical clinic.   

 

Roccy Michael DeFrancesco, Jr., J.D., CWPP™, CAPP™, CMP™ 

The Wealth Preservation Institute 

The Asset Protection Society 

144 Grand Blvd. 

Benton Harbor, MI 49022 

269-216-9978 

roccy@wealthpreservationinstitute.com 

 www.wealthpreservationinstitute.com  

http://www.wealthpreservationinstitute.com/
http://www.thewpi.org/
mailto:info@wealthpreservationinstitute.com
http://www.wealthpreservationinstitute.com/
mailto:roccy@wealthpreservationinstitute.com
mailto:roccy@wealthpreservationinstitute.com
http://www.wealthpreservationinstitute.com/
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Total Financial Independence (TFI) 
 

 The term Total Financial Independence (hereinafter TFI) will mean different 

things to different people.   

 

To a school teacher, it might mean that he/she has enough money to pay all the 

bills and live a life in a financially comfortable manner (i.e., living paycheck to 

paycheck).   

 

 To a younger physician (38-years old or younger), TFI might mean that all the 

student loans are paid off; and now the physician and spouse can finally buy that big 

house and car they always wanted. 

 

 To a physician over the age of 50, TFI might mean that the family has no debt; 

and the physician has enough money to put the children through college and, eventually, 

will have enough money to retire. 

 

 The following is my definition of TFI, and I would submit should be your 

definition for the rest of this book and beyond. 

 

  A physician reaches TFI when: 

 

He/she has accumulated enough money/assets to retire and live 

in a financially comfortable manner for life.  

 

It sounds simple, but most physicians do not reach TFI until far later in life than 

they originally planned. 

  

When do you want to retire? 
 

The answers I get from physicians vary by age.  Every 35-year-old physician 

wants to retire when he/she is 50.  Every 45-50 year old physician wants to retire when 

he/she is 60, and every 60-65 year old physician wants to keep working for as long as 

he/she can. 

 

I am poking fun at the answers I get from physicians when I ask them that 

question; but for the most part, physicians over the age of 60 like to work but do not want 

to be forced to work because of financial considerations.  

 

 That’s the real rub of the situation.  Most physicians want to have the financial 

means to retire at 55-60 years old even though most will continue to work because of the 

personal satisfaction from helping patients. 
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How much money do you need to reach TFI? 
 

The answer will depend on a number of factors.  Some of those factors 

are: 

- Are you married (and, if so, does your spouse work)? 

- Have you been through a divorce or do you plan on going through one 

in the future (“trading up” which I do not recommend)? 

- Do you have children?  

- Do you have grandchildren? 

- Do you or will you live a lavish lifestyle (an expensive lifestyle)? 

- Do you want to pass wealth to your children or grandchildren when 

you die? 

- Do you want to give to charity? 

 

Every physician will be different based on certain goals of passing wealth to heirs 

or charity and based on how lavishly a physician wants to live in retirement.  My place is 

not to judge the physician on the how they want to live but simply to show them how to 

reach TFI in the shortest time frames while doing so in a manner that has as little 

investment risk as possible. 

   

 Again, depending on when a physician wants to have the opportunity to retire, the 

amount of money needed will vary.  The younger you want to retire, the more money you 

need to accumulate. 

 

 How can a physician reach TFI? 
 

 In my opinion, there are only two ways to reach TFI.  Those ways are through: 

 

1) Good luck, or 

2) Good planning   

 

I believe you can break down Categories 1 and 2 into sub-categories of trying to 

reach TFI in a: 

 

 A) Non-tax favorable manner; or 

 B) Tax favorable manner 

 

How do most physicians try to reach TFI?   

 

The short answer is through 1A above. See if my characterization of a 40-year-old 

physician sounds familiar (and I am working under the very big assumption that Dr. 

Smith in my example is not an old school spender and is truly interested in trying to reach 

TFI). 
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Dr. Smith, who makes $400,000 a year, has a stockbroker at 

Merrill Lynch whom he tries to give $30,000 a year to in an effort to build 

a large stock portfolio for retirement. Dr. Smith also has an E-Trade 

account where he day trades stocks (usually tech stocks or pharmaceutical 

stocks off of tips from the local drug reps) in an effort to beat the market 

and get rich quick. Dr. Smith has no other investments except his 

brokerage account, his E-Trade account, and his new five-bedroom, 5,000-

square foot house. 

 

Dr. Smith in the above summary is the classic physician investor.  It would be 

typical if the Merrill Lynch broker never beat the indexes like the S&P 500.  Even though 

the broker does a marginal job for Dr. Smith, he/she manages to make a nice living when 

buying all the new “hot” stocks and selling the out-of-favor stocks (churning the client).  

All along the way, Dr. Smith paid capital gains taxes and dividend taxes on the money 

invested with Merrill, thereby, cutting down his effective rate of return each year. 

 

Dr. Smith, when day trading technology stocks, always seems to do well in an up 

market but can never seem to “take profits” and, therefore, in the long run usually does 

much worse than the stock market indexes.  Again, Dr. Smith, when day trading, incurs a 

significant amount of short-term capital gains, thereby, reducing his effective annual rate 

of return on his investments. 

 

Investing 

 

Most physicians think the only way to create a sizable nest egg for retirement is to 

max out their 401(k)/profit sharing plans and take the rest of their money home after tax 

and invest it. While there is not necessarily anything wrong with that type of thinking, the 

client would have several advantages if he/she could figure out a way to get more money 

invested in a tax-favorable manner. 

 

Let’s look at an example of post-tax investing vs. pre-tax investing. Assume Dr. 

Smith, age 45, invested $60,000 in a brokerage account post-tax or invested $100,000 

pre-tax and let the money grow until age 61 before Dr. Smith accesses the money for 

retirement purposes.   

 

Which way would Dr. Smith be better off? Obviously, the answer is by investing 

$100,000 pre-tax (even if we assume Dr. Smith was still in the 40% tax bracket when he 

retired). Here are the numbers assuming an 8% pre-tax rate of return on the $100,000 

investment and the typical blended capital gains and dividend tax rate on Dr. Smith’s 

post-tax investment account ($60,000) earning 8% gross each year. 
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Amount invested     Account value at age 61 

 

$100,000 (8% in tax favorable environment)   $370,000 

$60,000 (growth taxed with blended tax rate)  $151,000 

 

Remember, the $370,000 has not been taxed yet; and so, IF Dr. Smith took money 

out of a tax-favorable account and paid a lump sum tax, he would have $222,000 left 

(which is $71,000 more than the post-tax brokerage account or an improvement of 47%). 

 

The above example is not a real-world example because there is no way to put 

$100,000 away tax deferred without “other costs”─other costs typically being 

contributions to a “qualified” plan for employees.    

 

You will read about “income tax reduction” plans in this book that will allow you 

to defer $100,000+ into plans that are more tax favorable than the $100,000 example 

outlined above. This portion of the book is simply meant to get you in the right frame of 

mind and, most importantly, to have you thinking of how you will get to TFI with the 

tools discussed in this book. 

 

Additionally, you will learn about the use of Equity Indexed Life Insurance 

(EIUL) as a protective and tax-favorable wealth building tool that, for many, will be a 

much more tax favorable way to build wealth than through the use of tax-deferred 

qualified retirement plans (see page 203). 

 

Principal protection  

 

Getting to TFI is much easier if physicians with their pre- or post-tax investing 

never have to worry about the down years of the stock market. How many physicians 

who did not protect their investments lost millions of dollars when the stock market 

tanked  between 2000-2002 (-46%) and again in 2007-2009 (-59% from the high to the 

low)?  If those physicians would have protected their investments, they would be much 

closer to TFI than those who did not. 

 

Many of the topics in this book revolve around implementing wealth building 

strategies (pre- or post-tax) that protect investments from downside growth but still allow 

an investor to partake in the upward movements of the market.  Whenever an investor 

hedges the downside of the market, there is a cost (which varies depending on the 

product).   

 

Because many of the topics in this book show physicians how to put money aside 

in a tax-favorable manner, there is no need to “roll the dice” in an effort to get higher 

returns.  Because more money is invested, receiving returns of 5-8% works very well 

when building a conservative model in an effort to help a client reach TFI. 
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Finally, you will learn about a tool that will guarantee you an 8% rate of return 

(accumulation value) that will compound for up to 20 years where when purchased offers 

a 10% account bonus. This product is designed to provide owners with a guaranteed 

income for life that cannot be outlived (see page 247 if you can’t wait to read more about 

this product).  

 

Asset protection 

 

A physician cannot reach TFI unless he/she is completely asset protected. Can 

you imagine how depressing it would be if a physician (who was not asset protected) had 

saved for 10-20 years to reach TFI suddenly got hit with a $5,000,000 lawsuit that ended 

up wiping out several million dollars of the physician’s personal wealth? 

 

I spend nearly 75 pages of this book explaining to the readers how to asset protect 

themselves.  While saving money on income taxes and reaching TFI might seem like the 

most important goal to set after reading this book, I submit to you that reaching TFI 

without being asset protected only gets you half way towards reaching it. Without a 

proper asset protection plan, the chances of you reaching TFI are reduced significantly.  

 

Tools used to reach TFI 

 

There are many tools that you can use to reach TFI.  Some of the tools at the top 

of my list are Equity Harvesting (see page 256), a 401(k)/Profit Sharing Plan (see page 

176), a 412(e)3 Defined Benefit Plan (see page 187), Tactically Managed Money (see 

250), Captive Insurance Companies (see page 217), Fixed Indexed Annuities (see page 

234), Guaranteed Income Benefit FIAs (see page 244), and Private Placement Life 

Insurance (271).  

  

I suggest as you read through this book that you mentally think about how to 

reach TFI and what tools, as you read about them, make the most sense in your particular 

situation. 

 

Flexibility in planning  

 

Of the tools listed in the previous paragraph, some are flexible and some are not.  

My personal opinion is that the more flexible the plan the better. The best wealth-

building plan would be one that is tax favorable and one that can be varied at the end of 

each corporate year.    

 

When implementing a plan, it would be ideal for a client to be able to identify 

“surplus” money that is not needed for the physician and his family to live on.  Figuring 

out how much surplus you have at the end of each year can be accomplished by using a 

simple flow chart.   

 

The following chart is for Dr. Smith, age 40, who makes $325,000 gross as his 

income from the medical practice.  Dr. Smith has a spouse and two children. 
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The following are “personal” business expenses that Dr. Smith subtracts from his 

earnings which leaves him with his “gross” income of $325,000 at the end of the year: 

 

Expenses          Cost  

 

Auto lease         $7,000 

Health insurance        $8,500 

Other expenses (food, cell phone, misc.)     $6,000 

Continuing Education (including travel expenses)    $3,500 

401(k)/profit sharing       $40,000 

Total Costs:         $65,000 

 

The following are Dr. Smith’s after-tax (except the mortgage expense) 

expenses from his household: 

 

Expenses          Cost  

 

Home mortgage (including property taxes and insurance)            $25,000 

College savings plan for children                $5,000 

Automobile payment        $6,000 

Trips/Vacations (entertainment)      $5,000 

Household spending (food, clothing, cable, etc…)   $25,000 

Student loans (for the younger physicians)     $0 

Utilities          $3,500 

Charitable gifts        $5,000 

Other investing (brokerage account)     $50,000 

Miscellaneous         $5,000 

 

Total Costs:        $129,500 

______________________________________________________________ 

 

Dr. Smith’s take-home pay ($325,000 x .6) if  

he was in the 40% tax bracket:       $195,000 

 

 If Dr. Smith takes home $195,000 and subtracts $129,500, he has $65,500 left 

(which is Dr. Smith’s post-tax “surplus”). Because the $65,500 is an after-tax number, we 

need to calculate how much pre-tax “surplus” Dr. Smith could use to obtain his goal of 

TFI.  $65,500/.6= $109,166.   

 

Total pre-tax “surplus” for Dr. Smith is:      $109,166 

 

If you are a physician making $325,000 as a gross income with a wife and two 

children and you are looking at the above chart and saying to yourself that you do not 

have $65,500 left at the end of the year, that’s because you spend more than my Dr. 

Smith example above. Dr. Smith is a fairly standard physician making and spending what 

most physicians would in his position. Dr. Smith wants to reach TFI by the time he 
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reaches 55 years old and; therefore, he is not spending lavishly like many physicians.  On 

the other hand, Dr. Smith right now is not really trying to cut back his expenses so he can 

reach TFI quicker than he would otherwise.   

 

You can create your own “surplus” calculation by filling out the form on page 

353. 

 

If you look at the chart closely, you will notice that Dr. Smith only put $50,000 a 

year into a brokerage account. Many physicians who are 40 years old have a $750,000 

house, and much of the “surplus” is used to pay down the debt on the house.  While this 

is not a bad thing, the better alternative would be to use the surplus in a tax-favorable 

manner and instead pay down the mortgage (your only major tax deduction on your 

personal tax return) over a 15-30 year period.   

 

What could Dr. Smith do with his “surplus?” Dr. Smith has many options.  Which 

option(s) will work best for him will depend on the size of his practice, when he wants to 

reach TFI, and how “locked” in he wants to be when funding a tax-favorable funding 

vehicle. Some of the best income tax reduction/wealth building solutions are not the most 

flexible. I cover all the pre-tax tax reduction plans in Section 3 of the book (starting on 

page 176). One of the most powerful wealth building tools for Dr. Smith will be the use 

of an Equity Indexed Universal Life (EIUL) insurance policy which you can read about 

on pages 130 and 203) or Private Placement Life Insurance if he qualifies (page 271).  

 

Additionally, when a physician reaches a certain age (55-65), growing wealth is a 

lot less important than maintaining wealth. As we’ve all seen in 2000-2002 and again in 

2007-2009, the stock market can essentially crash which can have devastating effects on 

a physician’s ability to retire. Therefore, many physicians will choose to transition some 

if not a significant amount of money into financial tools that will guarantee a rate of 

return (7-8%) on an accumulated account value that is used to provide a guaranteed 

income for life.  You can read more about this unique and protective wealth building tool 

by turning to page 244.  

 

What happens when a physician reaches TFI? 
 

That is a good question to ask and a good problem to have if you are a physician.  

The simple answer is that once you reach TFI you can do whatever you want (within 

reason) with your finances and not have to worry about running out of money in 

retirement.   If you want to retire immediately, you can.  If you want to continue to work 

for 1-2-5-10 more years, you can.  If you want to work 1-3 days a week (which many 

physicians will opt for), you can. 

 

Once you reach TFI, it is very important that you have the proper investment mix 

so you do not end up being forced back to work in the event of a stock market crash (talk 

to your senior partners who did not do this prior to 2007).   
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Typically what happens when you reach TFI is that you shift modes to seriously 

look at your estate plan (if you haven’t already) so as to minimize estate taxes and 

maximize wealth transfer (if that is one of your goals). 

 

Charitable giving  

 

Many physicians are charitably inclined; and so a few years before retiring, they 

should start seriously looking at how they want to set up a charitable giving program.  

Because giving to charity can create tax deductions to earned income, it is important to 

start a giving program prior to retiring.    

 

Physicians who give to charity typically want their children and, potentially 

grandchildren, involved (in an effort to make sure their heirs have a sense of giving 

themselves). I discuss very specifically a unique way to use charitable giving to 

maximize the tax savings (both income and estate taxes) while setting up a scenario 

where a physician’s heirs can help direct how the gifted money is used. (You can read 

about charitable giving on page 154) 

 

Again, how does a physician reach Total Financial 

Independence?  
 

The first step to TFI is to understand the tools available to get there, and you have 

already taken the first step by purchasing this book (or one of my other books: Peace of 

Mind Planning: Losing Money is No Longer an Option (www.nolongeranoption.com); 

Bad Advisors: How to Identify Them & How to Avoid Them (www.badadvisors.com), 

Retiring Without Risk (www.retiringwithoutrisk.com), The Home Equity Acceleration 

Plan, (www.heaplan.com), and The Home Equity Management Guidebook: How to 

Achieve Maximum Wealth with Maximum Security). 

 

And so without further ado, enjoy the book; and when you are done reading it, 

you will be ready to sit down with a qualified advisor to map out your road to Total 

Financial Independence. 

 

If you turn to page 353 of the book, you will find a blank chart that will allow you 

to determine your “surplus.”   Learning your surplus is a first step towards reaching TFI. 

 

 

 

 

 

 

 

 

 

 

http://www.nolongeranoption.com/
http://www.badadvisors.com/
http://www.retiringwithoutrisk.com/
http://www.heaplan.com/
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Chapter One 

Asset Protection 
 

Introduction 
 

 The number one concern facing physicians today is what to do about runaway 

malpractice claims and high jury verdicts that could be potentially devastating to a 

physician’s overall wealth.   

 

 In many states, malpractice insurance is becoming so expensive that physicians 

are being forced to lower their coverages from $1,000,000 down to as little as $100,000.  

Alternatively, many insurance companies are dropping physicians from their policies due 

to poor claims’ experience; and those physicians sometimes are forced to go bare 

(without insurance) because they cannot find any insurance company (even in the 

secondary market) to insure them. 

 

 The asset protection part of this book will give you a practical guide as to why 

you need asset protection, what are the best (and most economical ways) to become asset 

protected, and what your future risks from lawsuits are after you become asset protected. 

 

 I should forewarn the readers that, when I practiced law, I worked for a period of 

time for a law firm that specialized in suing physicians for medical malpractice. Couple 

that with the fact that I also ran a medical practice for three years, lectured around the 

country on the topic of malpractice insurance, and have been an insurance broker to sell 

malpractice insurance for the last five years, I believe that gives me a very unique 

perspective on the asset protection topic. 

________________________________________________________________________ 

Section 1 

Why Should a Physician Protect his/her Assets? 
 

 When I lecture around the country on the issue of asset protection and when the 

PowerPoint slide comes on the screen that asks physicians why they need asset 

protection, I typically receive several good chuckles or laughs from the audience. I 

suppose the reason is that asking physicians why they need asset protection seems like a 

silly question to ask them.  If the question is, “Should a physician get asset protected?” 

most physicians see the question as more of a rhetorical question than a normal question 

looking for a response. 

 

 The odds are against physicians 

 

 Depending on what publication you read, you will hear statistics like one out of 

every four physicians will be sued this year or six out of ten physicians have been sued at 
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least once during their careers. Statistics can be misleading; but in layman’s terms, what 

all the statistics show is that physicians get sued a lot.   

 

 I like to break things down to what is realistic for physicians to worry about.  If 

you are a surgeon of any kind, anesthesiologist or radiologist, the likelihood of you being 

sued sometime in your career is almost 100%. Why do I say that?  Because with surgery, 

there is rarely a perfect outcome, thereby, always leaving the door open to a potential 

lawsuit (even if it is frivolous from a technical standpoint). With a surgeon doing 

hundreds of surgeries a year and having a career that lasts several decades, the law of 

averages is going to catch up with him/her; and a lawsuit will ultimately happen. 

 

 Frivolous lawsuits  

 

 Larry Smarr of the Physician Insurers Association of America testified in 

Congress at hearings on medical malpractice caps and had the following to say:   

 

Over 70% of all claims made against physicians are without merit.  When 

the doctor goes to trial, the doctor wins 80% of the time; but our studies 

show that 50% of all the money available to pay claims goes to fund the 

attorneys' lottery system. 

  

 Attorneys, author excluded, of course, know how to use the legal system to their 

benefit and that of their clients.  Most personal injury attorneys know that, if a case can 

get past summary disposition (where it is determined by the court if there is a material 

issue of fact that needs to be decided by a court or jury and, therefore, a case has merit 

and needs to go to trial), there is a good chance the insurance company representing the 

physician will settle the case at some point. The settlement might not be for a huge 

amount, but the fact that a settlement is available in many cases that are not dismissed 

gives attorneys incentive to seek out and file medical malpractice cases against 

physicians. 

  

 Non-specialized attorneys 

  

 For the most part, the general public does not think too highly of attorneys.  My 

saying is that no one likes an attorney until you need one (and then you still wish you 

could avoid calling the attorney). While most people do not like attorneys, most do 

believe attorneys, in general, are smart people due to the three extra years of schooling 

and having to take a two-day bar exam to practice law. 

 

 The fact of the matter is that there are attorneys who are very smart, and there are 

attorneys who are not only less than smart but would be considered terrible attorneys by 

their peers. The vast majority of medical malpractice lawsuits filed that are what a 

physician would consider a “frivolous” claim are filed by an attorney who has no 

business taking a medical malpractice lawsuit in the first place. 
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 Good personal injury attorneys who specialize in medical malpractice cases are 

interested in taking cases where the physician screwed up and where there are significant 

damages.  If those qualified attorneys were the only attorneys taking cases, the number of 

filed medical malpractice cases would decrease by a significant amount. 

 

 How can an attorney file a medical malpractice case which is on a subject they 

know nothing about?   

 

 It is simpleif you have a client and a law license, you can file a lawsuit. The 

following is a simple example of a typical medical malpractice case that should not have 

been filed. 

 

Client walks into the office of an attorney after seeing an ad in the yellow 

pages stating that the attorney does wills, trusts, real estate transactions, 

and personal injury claims.  The client tells the attorney that he went to the 

doctor to get a knee looked at and, to make a long story short, the doctor 

did surgery, screwed up the knee, and knew the client would not walk 

right for the rest of his life. 

 

The attorney sees a several-hundred-thousand-dollar settlement after 

listening to the 20-minute story of the client and then has the client sign a 

contingent fee contract stating that, in the event of a recovery, the attorney 

gets to keep 33% of the recovery.  (By the way, attorneys in general might 

not be that bright but they can all divide by 3). 

 

The attorney does minimal due diligence on the case and finds a 

professional physician to say that the treating physician breached the 

standard of care and then files a lawsuit suing the physician, his office, 

and the hospital or surgery center where the surgery was performed. 

 

As it turns out, the physician did nothing wrong; and after the insurance 

company spent $35,000 defending the claim, the case settled out of court 

with NO payment to the patient and was dismissed with prejudice. 

 

 How could the above scenario happen in any society that has some legal sanity?   

  

 Like it or not, the American system of law allows just about anyone to file a 

lawsuit against anyone else with only minimal good faith needed that a plaintiff had been 

harmed or wronged by a defendant.  This is different than the British legal system that 

makes the loser of lawsuits pay the costs of the prevailing party. The theory behind the 

difference in the American justice system and the British is fairly simplein America, 

we did not want to create a barrier to filing suit by the indigent. If the losers of all 

lawsuits had to pay the costs of the prevailing party, poor people who had meritorious 

claims would rarely file suit for fear that a loss of the lawsuit would push them into the 

poor house or into bankruptcy. 

  



Asset Protection 

________________________________________________________________________ 

              26 

 Again, how could the prior scenario happen even under the American legal 

system? 

  

 I call it the lottery syndrome. The local, unseasoned attorney (as far as medical 

malpractice claims are concerned) who usually sticks with real estate and divorce matters 

sees that medical malpractice client as his/her way to Easy Street. That non-personal 

injury attorney believes that, once in their legal career, a “home run” medical malpractice 

case is going to walk in their door; and when that day happens, the case is going to allow 

them to retire ten years earlier than normal.    

 

 The problem is that most of the medical malpractice cases filed by an attorney not 

used to doing medical malpractice cases should never have been filed in the first place.  

That is little consolation to a physician who has five frivolous claims and is now being 

dropped by his/her medical malpractice insurance carrier, not for high payouts, but for 

high volume of claims. 

 

 The big screw up  

  

 While in prior pages I illustrated why claims are filed, most of the time medical 

malpractice cases settle or come back with a jury verdict where nothing is paid to a 

patient/plaintiff. If that were the case, then why would a good physician need asset 

protection? To avoid having personal assets taken by the patient who was injured because 

of a mistake when treating or operating on the patient.   

  

 According to a survey by Jury Verdict Research in 1994, the median award for 

compensatory damages in medical malpractice lawsuits was $362,500. By the year 2000, 

it was $1 million (and that number is only going up).   

  

 As we all know, if you screw up in a malpractice case, usually you screw up big 

and, therefore, that once-in-a-lifetime screw up could be a $5,000,000 verdict. That 

means a good portion of the verdicts were in excess of $1,000,000. 

 

 (As a side note, a malpractice screw up that causes patients to be crippled for life 

is usually much worse than actually killing a patient. The jury verdict for a patient who 

was turned into a quadriplegic is going to be many times larger than the jury verdict for a 

screw up that caused the death of a patient). 

  

 If a physician gets the $5,000,000 verdict against him/her and only has 

$1,000,000 worth of coverage, that is when there is a great need for asset protection. 

 

 Deep pockets  

 

 Physicians are good targets in general to sue because they are perceived to have 

“deep pockets” (lots of money). Personal injury attorneys almost always sue everyone 

they can get their hands on in a lawsuit and, most certainly, the defendant with the 

deepest pockets (even if liability might not flow to the deep pocket).   
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 You have probably heard of cases where the physician who everyone thought 

committed malpractice did not have insurance and the hospital which no one really 

thought did anything wrong ended up getting sued and paying the malpractice claims of 

the patient. Why is that? Deep pockets and sympathetic judges and juries. Understand 

that local judges are elected officials who have it in their best interest to keep their 

constituents happy. Letting a patient who has a terrible injury go uncompensated because 

a physician did not have insurance does not sit well with the public; and because a 

hospital might be 1% liable, that hospital, because it had money and insurance, ended up 

getting stuck with the several-hundred-thousand-dollar verdict. 

 

 Other claims besides medical malpractice  

 

 Besides the obvious claims against a physician for medical malpractice, 

physicians need to worry about regular negligence claims by the general public. 

 

 Any physician who owns a home, has teenage children, owns a boat or an 

automobile, or a vacation rental is liable to have a claim some day for traditional 

negligence.   

 

 Examples: 
 

 Homeowner – As a homeowner, you typically will throw a few parties each year 

for your friends.  If you serve alcohol at those parties and one of your guests leaves the 

party after drinking too much and gets into a car accident and kills the three passengers 

(or worse turns them into quadriplegics), guess who is going to get sued for negligence?  

The homeowner. Most people think that an umbrella liability policy of 1 million dollars 

will protect them; but, if you can be linked to a death or serious injury via negligence, 

your 1-million-dollar umbrella is not going to go very far. After your insurance pays 1 

million of the 3–million-dollar verdict, the attorney for the plaintiff is going to go after all 

your personal assets. 

 

 Teenage Children – The following is a classic example that I tell when doing asset 

protection seminars.  The example always brings a smile to the audience because they 

can all relate, but the liability is real and one that needs to be protected against. 

  

 Example:  
 

 Teenage Children – If you have teenage children, chances are at some point you 

will go out of town and your children whom you left home (the 16-17 year olds) will 

have a party or have friends over. Imagine telling your teenage child on Friday morning 

that you are going out Friday evening to go see an out-of-town football game or play and 

that you won’t be back until sometime after midnight.     
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 What happens Friday afternoon at school? Your child passes around a note to all 

his friends (which gets passed around to many non-friends) that the party this Friday is at 

your house because you are going to be out of town.  The note also says that the party is 

not “BYOB” because you have plenty of alcohol in the house for the teenagers to drink. 

 

 Friday comes and at 5:00 p.m. you leave. Who is walking in the back door? Fifty 

teenagers looking to drink your alcohol and have a good time. What happens when 

midnight rolls around and everyone is told that the parents will be home shortly? The 

now severely drunk teenagers pile into their cars to drive home.   

 

 What happens next? The four teenagers get into a car and then drive down the 

road and hit a tree.  What kind of injuries do they sustain? The typical response is that 

they die.  That’s not what happens. Assume they all become quadriplegics.    

 

 Let’s change the story. Assume the same fact pattern, but now assume that the 

drunk-driving teenager with three passengers did not hit a tree but instead hit the local 

cardiologist who was driving home from a late dinner. Assume the cardiologist makes 

$1,000,000 a year and now cannot practice medicine for the next 30 years due to his/her 

injuries.  

 

 The first question you need to ask yourself is who is liable? The teenage driver?  

Sure. But that driver and his parents are poor and have no auto insurance. What about the 

homeowner where the party was held and whose alcohol was consumed? Absolutely.  

The homeowner is going to be sued and the personal injury attorney is going to go after 

everything the homeowners own including their personal residence.   

 

 If you think you did good asset protection by purchasing a $1,000,000 umbrella 

liability policy on your home, how helpful do you think that will be when you are sued 

for $10,000,000 plus in the above examples? 

 

 Boat or automobile – If you own a boat (or wave runner) or an automobile, then 

you have the normal liability problems that go along with negligent driving of the boat or 

automobile.  If you or a family member dependent are driving in a negligent manner and 

cause harm to another person, the owner and driver of the boat or automobile is going to 

get sued with the same damage potential and shortfall of insurance problems illustrated in 

the previous examples. 

 

 Vacation rental – If you own a condo or house as a vacation home and rent that 

out, you have other liabilities to worry about which are more problematic than just 

owning your own home. As an owner of a rental property, you have a duty to keep that 

property in good enough physical shape so as to prevent injuries to tenants and their 

guests. Going into the detail of that liability is outside the scope of this book; but as a 

landlord, you need to worry about lighting of the stairwell, shoveling snow, handrails, 

and a whole host of other issues that can cause liability claims for negligence if someone 

is injured. 
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 Why isn’t normal negligence a problem for everyone and not just physicians?   

  

 It is, except most of the “normal” public does not have the wealth necessary to 

satisfy a million-dollar jury verdict. Many indigent people who can barely afford to buy 

an automobile will not be able to afford insurance. They are not worried about the 

million-dollar verdict because they have nothing to lose. A physician, on the other hand, 

has sometimes millions of dollars in assets to protect. 

  

 Anyone can be sued for negligence, but only those clients with assets have to 

worry about asset protection.   

 

 A quick note on why insurance to cover negligence is not always adequate. 

 

 Underinsured – As discussed above, you could get a jury verdict for negligence 

that is above your insurance coverage (typically the $1,000,000 umbrella). 

  

 Exclusions – You could be sued for something that is not covered by your 

insurance policy. A good example is intentional torts where you were found to do 

something intentional, and many insurance carriers will not cover you for intentional 

torts.  The other example is a criminal act.  Most insurance carriers will not cover you for 

acts that are deemed to be criminal in nature.   

 

 Insurance company goes bankrupt – As medical malpractice insurance companies 

struggle to stay profitable, you could be one of the unfortunate few who get insured with 

a company that goes out of business. Many physicians are aware of PIC out of Ohio 

which went bankrupt as did PHICO. What happens if you are with an insurance company 

that goes out of business? The company usually pays out its money pro-rata to settle all 

claims, and any shortfall is left to the client and possibly state insurance pools that are 

there to protect clients for just such an occasion. 

 

________________________________________________________________________ 

Divorce Protection    

 

 Besides protecting your assets from typical creditors, you might want to protect 

them in the event of a divorce as well. I discuss this topic in the estate planning section of 

the book on page 150.   

________________________________________________________________________ 

Long Term Care Insurance 
  

 Besides death, the one thing clients need to protect themselves against most is the 

need for long-term care expenses. This is a huge topic right now as more and more 

people are going into assisted living centers, and yet it is the one topic that most clients 

just refuse to pay for and plan for. You can read much more about long term care 

insurance on page 160 in the estate planning section of this book. 
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________________________________________________________________________ 

Estate Taxes  
  

 You might not normally think of avoiding estate taxes as asset protection; but 

when saving your heirs sometimes millions of dollars in estate taxes, you are asset 

protecting your wealth from the government. You can read about Family Limited 

Partnerships (or Family Limited Liability Companies (FLLCs)) on page 162 in the estate 

planning section of the book to learn about one tool that will help you lower your taxable 

estate. 

________________________________________________________________________ 

What Assets Should a Physician Protect? 
 

 Most of the time, when a client puts down ALL of their assets on a piece of paper, 

they are surprised at how much needs to be protected. If you own any of the following, 

you are a good candidate for asset protection: 

 

 Family Home or Condominium 

 Rental Property 

 Non-Rental Property 

 IRA 

 Stocks or Mutual Funds 

 Life Insurance 

 Bank Account or CD’s 

 Planes, Boats, Automobiles, Wave runners or Motorcycles 

 Other business entity (especially S or C-Corp stock) 

 Any other collectible items that have value 

 Accounts Receivables (at the medical practice) * 

 Future Inheritance for Family 

 

 *Most medical practices are worth very little to a personal injury attorney trying 

to satisfy a judgment for medical malpractice. Most of the value in a medical practice is 

in the good will, which comes from the physicians themselves being there.  Typically, the 

ONLY major asset of a medical practice that is not protected that has any worth at all is 

the office’s accounts receivables (A/R).   

 

 While the above makes it sound like A/R needs to be protected, I will explain to 

you why “A/R Leveraging or Financing” plans are one of the most abused sales concepts 

in our industry today and why your A/R is more at risk to a sexual harassment lawsuit 

than it is to a patient suing you for malpractice.  
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Conclusion of Introduction to Asset Protection 
  

 For physicians, there are very few things in life that are more important than 

protecting assets. Physicians work hard and long hours to accumulate wealth; and with 

one medical malpractice claim or general negligence claim, the majority of a physician’s 

wealth can be taken from him/her by a creditor (patient).   

 

 A good asset protection plan can be implemented for between $2,500-$10,000 

and to do so would be some of the best-spent money a physician can spend. Asset 

protection protects the physician’s family wealth and can give the physician peace of 

mind when living what is an otherwise stressful and hectic life. 

 

 I suggest that, if you take nothing else from this book, you seriously consider 

whether you are currently asset protected; and if you are not, I hope you take action to 

become asset protected as soon as possible. 

________________________________________________________________________ 

Section 2 

Asset Protection Planning  
 

Introduction  

 

 Asset protection, in general, is about putting up barriers in front of creditors to 

make it difficult or impossible for them to get your personal and business assets.  Asset 

protection is NOT about hiding or concealing assets or about committing fraud to 

conceal assets from creditors. Good asset protection discourages lawsuits to the point 

where a physician can bluntly state to a personal injury attorney that he/she has millions 

of dollars in legally “protected” assets; and, if sued, the attorney will not be able to reach 

any of those assets.   

 

 Several physicians when we start talking about asset protection expect that I am 

going to tell them how to move their assets offshore so no one knows about those assets 

(including the U.S. government). Concealing assets is fraud and illegal, and attorneys 

who advocate plans where you hide assets are not helping their clients and instead are 

subjecting them to further litigation in a fraudulent concealment proceeding. 

________________________________________________________________________ 

Good Asset Protection can Prevent Lawsuits 
  

 I discuss in the Practice Management section of the book (on page 295) why 

having high malpractice coverage is an invitation to a lawsuit. The higher your 

malpractice coverage, the higher the potential payoff for the personal injury attorney.   
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 The same analogy holds true with asset protectionthe more personal assets of a 

physician that are not asset protected, the more likely a personal injury attorney can 

satisfy a judgment; and, therefore, the personal injury attorney is more willing to go after 

a physician who is not asset protected than one who is. 

 

 Imagine the following two scenarios: 

 

 1) A cardiologist screws up in the operating room, thereby causing 

a substantial injury to a patient. The cardiologist’s bedside manner is not 

very good; and when the patient runs into a personal injury attorney, the 

attorney talks the patient into signing up with him/her to look into a 

potential medical malpractice claim.   

 

 The attorney files the needed paperwork to start the discovery 

process and finds after minimal discovery that the cardiologist has 

$1,000,000/$3,000,000 in malpractice coverage and several million dollars 

in personal assets, which include a brokerage account of $1,000,000 and 

real estate personally owned worth $2,000,000. 

 

 After some time, the patient, due to the negligence of the 

cardiologist, has several more surgeries to correct the problem; and now 

the patient is totally disabled for life and has $1,000,000 worth of medical 

bills. 

 

 After discovery revealed the assets of the physician, the personal 

injury attorney files suit and asks for $5,000,000. 

 

 2) Same scenario with the damages of scenario number one except 

this time, when the personal injury attorney does his discovery, he/she 

finds out that, while the physician has $3,000,000 of personal assets, those 

assets are fully asset protected and are not going to be assets available in a 

malpractice suit. 

  

 Because the medical bills are $1,000,000 and the malpractice 

coverage limits for the cardiologist are $1,000,000 per claim, the personal 

injury attorney decided not to spend the $85,000 + in expenses it would 

take to get the case to trial and tells the patient/client that, while it is clear 

malpractice took place, the case is not financially viable; and, therefore, 

the attorney could not take the case. 

 

 The only difference in the two scenarios above is that the physician’s $3,000,000 

personal assets were totally asset protected from lawsuits.   
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________________________________________________________________________ 

Physicians who are Bare (no malpractice coverage) 

  

 Scenarios 1) and 2) in the prior section become much more magnified if the 

physician has no malpractice coverage. If a physician has no malpractice coverage but 

has significant personal assets that are not protected, the personal injury attorney will still 

take the case and will go after those personal assets to satisfy a judgment.  

  

 There are two big differences that arise.   

  

 a) All defense costs will be paid out of the physician’s pocket (which could be 

over $50,000 per case for frivolous claims); 

  

 b) Any judgment will be paid from dollar one out of the physician’s personal 

assets.  

 

 If, right out of the gate when a malpractice case is brewing, the physician fully 

discloses to a personal injury attorney that all of his personal assets are protected (and 

that the physician has no malpractice coverage), the personal injury attorney is not likely 

to take the case at all or will try to settle the case very early in the process for less money.  

 

 Either way, the physician who is asset protected is in a situation to discourage 

lawsuits from the outset; and, even if a lawsuit is filed, the personal injury attorney is 

much more likely to settle the case early on for lower amounts, thereby saving the 

uninsured physician defense costs and settlement costs. 

  

 I know this to be the case because I know a physician personally who went 20+ 

years without insurance; and although he did have potential claims, the attorneys suing 

him had very little interest in spending their own money to chase a physician who has no 

insurance and one who is asset protected. 

________________________________________________________________________ 

Asset Protection Cannot Guarantee You Will Be 

Lawsuit Free 

 

 While the previous scenarios seem to indicate that good asset protection will 

prevent lawsuits, that is not the case. Good asset protection will discourage lawsuits, but 

any attorney (or any client acting without an attorney) can sue whether you are 

technically asset protected or not. 

  

 The goal with asset protection is to protect your assets before a lawsuit and keep 

the assets after the lawsuit is over.  In the coming pages, you will learn the tools for how 

to asset protect yourself so, after a lawsuit is over and the collection process is through, 

the assets you started with on a personal level are still owned by you. 
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________________________________________________________________________

Legal Asset Protection  
  

 Correctly set up, asset protection plans are ones that use existing laws and are 

100% legal in the eyes of the U.S. government (and foreign governments if offshore 

planning is needed). It might sound obvious to the reader that an asset protection plan 

needs to be legal; but as you will find if you search the country for information on asset 

protection planning, some of the solutions are what I would call a bit edgy or based not in 

law but in the absence of law. 

 

 Unlike a lot of issues dealt with in estate planning, investment planning, and 

income tax reduction planning, proper asset protection is a fairly black and white legal 

issue.  There are certain ways to put an asset protection plan together; and when an 

advisor is recommending something you cannot look up (or your local attorney cannot 

look up), chances are there is something not on the up and up with the recommended 

plan. 

 

 Reasonable minds might differ when it comes to determining what the best asset 

protection plan is; but reasonable minds of asset protection attorneys should not differ 

when it comes to determining if the asset protection plan options are, in fact, legal. 

________________________________________________________________________ 

Keys to Asset Protection Planning 
 

Do not wait   

 

- Physicians are famous for putting important issues off until another day. Due 

to the busy professional and personal lives of most physicians, it is not easy to 

find several hours to sit down with a qualified attorney to put together an asset 

protection plan. If, after reading this section of the book, you believe you need 

help with an asset protection plan, have your nurse chalk off an hour on your 

calendar at work so you can focus on finding an attorney to help with your 

asset protection plan and get the ball rolling.   

 

Do not go cheap on your attorney 
 

- I have already said that no one likes an attorney (until you need one), and it 

will be impossible for you to set up an asset protection plan without a 

qualified expert.  It is okay to go cheap on a lot of “experts” you will use in 

your life, but going cheap on an asset protection attorney will get you nothing 

but grief.  Chances are good that, if you live in a decent-size city (200,000 or 

more people), you will be able to find an attorney who specializes in asset 

protection.   

 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 35  

- While it does not have to be expensive to implement an asset protection plan, 

going to the attorney who did your last divorce or the attorney who helped you 

set up your medical practice is probably not going to get you the technically 

correct asset protection plan you are looking for.  Do your due diligence on 

the attorney you choose; and, if you cannot find one you feel comfortable 

with, please call this author and I will find one for you. 

 

Keep an open mind   

 

- The best asset protection plan for any client completely removes all the assets 

from the name of the client. The worst asset protection plan has all assets held 

individually by the client. A good asset protection plan is somewhere in 

between, and you need to work with your asset protection attorney to find a 

happy medium between the two. 

 

Support of the family   

 

- Most of the physicians over the age of 35 are married and have children. It is 

important to involve those in your family who will be integrated into the asset 

protection plan. Many times the spouse and the children, through limited 

liability companies or family limited partnerships, will be part of the asset 

protection plans; and so it is important to get their support from the outset. 

 

Do not wait   

 

- I started this list with “do not wait,” and I’ll end it with “do not wait.” If, when 

reading this book, you know you need help, don’t wait.  Implementing a plan 

after you know you screwed up during a surgical procedure will do you little 

good to protect against that impending claim.  Hindsight is 20-20, and you do 

not want to look in the mirror after procrastinating for months only to say to 

yourself, “I told you so.” There is little consolation for knowing that you 

should have done something; and that, because you did not, it put millions of 

your family assets at risk. 

________________________________________________________________________ 

Section 3 

Fraudulent Transfers  

 

 Fraudulent transfer laws have been around almost as long as there have been 

people trying to perpetrate frauds on other people. Unlike a lot of laws that have taken 

years and sometimes centuries to implement, fraud laws were implemented very early in 

the creation of the legal system; and the reason is fairly simplefraud, once discovered, 

is an obvious crime (or tort) that can cause significant harm. 
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What is a Fraudulent Transfer?  

 The Asset Protection news in 1995 gave the following definition of fraudulent 

transfer:  In lay terms, a fraudulent transfer is a transfer of an asset (or incurring an 

obligation) with the actual intent to hinder, delay, or defeat a creditor's claim (actual 

fraud), and, regardless of intent (constructive fraud), making a transfer while insolvent or 

which renders the transferor insolvent.  

 Actual fraud 

 Actual intent is proven in two ways: By the transferor's own statements, such as: 

"I knew Mr. X was going to sue me, so I gave the brokerage account to my wife," or, 

more commonly, by a review of the other factors surrounding the transfer. Over the last 

several hundred years, the court cases have identified a list of factors, sometimes referred 

to as "badges of fraud," which may be taken into consideration in determining a 

transferor's intent.  

 These factors include, among others: being sued or threatened with suit before the 

transfer, removing and concealing assets, concealing the transfer, transferring 

substantially all of the debtor's assets, and whether the transferor was insolvent at the 

time of the transfer or became insolvent shortly after the transfer was made. How does 

this translate into real life? You have been called by a person who says that he has a 

claim against you for one reason or another (no suit has been filed). You remember the 

person; and even though you think he has no basis to make a claim against you, you 

decide to play it safe and make "gifts" of your assets to your spouse and children. If the 

claimant is successful and obtains a judgment against you which he cannot collect, the 

transfers will likely be held to be a fraudulent transfer by the court unless significant non-

asset protection motives can be proven for the transfer (remember – it is a question of 

intent).  

 Classic example:    

 Dr. Smith goes into the operating room where he is supposed to 

amputate a diabetic patient’s right leg. Dr. Smith did not notice that the 

surgery techs prepped the wrong leg; and, in fact, Dr. Smith amputated the 

wrong leg. Dr. Smith figures this out in post op.; and instead of sticking 

around to console the patient and his/her family, Dr. Smith digs out his 

Doctor’s Wealth Preservation Guide to review and then calls his local 

attorney to immediately start drafting an asset protection plan. 

 Dr. Smith and his attorney immediately transfer Dr. Smith’s 

brokerage account and vacation home (value $2,000,000 collectively) to 

separate limited liability companies in hopes that this move will protect 

Dr. Smith from the lawsuit he is sure will arise from his amputating the 

wrong leg of his patient. 
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 Sure enough, Dr. Smith is sued six months later by the patient for 

$10,000,000 (which seemed to be a just price to the personal injury 

attorney now that the client has NO legs after the second amputation).  Dr. 

Smith has a 1-million/3-million-dollar medical malpractice insurance 

policy. 

 During the deposition of Dr. Smith, he testifies truthfully that he 

transferred all his major assets to limited liability companies one week 

after the surgery but before the lawsuit for malpractice was filed. The 

attorney for the patient asks for and receives a temporary restraining order 

to freeze the assets in Dr. Smith’s limited liability companies until a 

resolution of the case is complete. 

 The case goes to trial and the jury comes back with a $7,000,000 

verdict in favor of the patient/plaintiff. 

 What is the outcome of Dr. Smith’s asset protection plan? Dr. 

Smith has violated the fraudulent transfer rules, and the court reverses Dr. 

Smith’s transfers and directs him to liquidate his brokerage account and 

sell his vacation property and hand over every penny to the patient. 

 The rule that comes out of this story is that a physician should not wait to create 

an asset protection plan and should not make fraudulent transfers. If Dr. Smith would 

have had his vacation rental and brokerage accounts asset protected prior to amputating 

the wrong leg, those assets would have been protected; and the court would not have been 

able to tell Dr. Smith to liquidate the assets and give the money to the patient. 

 

 Constructive fraud 
  

 Fraud generally is difficult to prove. It is not often that you will find the classic 

example as just outlined.  It is more likely that a fraud will be more subtle such as selling 

an asset 1) for less than its fair market value, 2) when a claim for damages against the 

seller is known, or 3) makes the seller insolvent.   

 1) Fair Market Value  

 Selling an asset for less than fair market value (FMV) is just what you are 

probably thinking.  You have an asset in the normal marketplace that is worth $100,000.  

If you had a fire sale because you needed money, you might sell it for 30-40% less than 

what it is worth; but no one in their right mind would sell it for more than a 50% discount 

(the exact discount that would be deemed below FMV for constructive fraud will vary 

depending on the individual circumstances and state law). 
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 The typical scenario would revolve around the fact that a physician knows he 

screwed up on a case and knows he/she is going to lose his unprotected assets in a lawsuit 

and would rather sell assets at a discount to someone they know so the asset can be 

enjoyed by a friend (or maybe sold back to the physician at a later time at that same 

discounted price). 

 2) When a claim for damages against the seller is known 

 Again, it is not likely that a physician who intentionally is trying to defraud a 

claimant is going to admit under oath that the transfer was made with the intent to 

defraud the claimant.  In a situation where the physician will not admit to the fraudulent 

transfer, the claimant will assert constructive fraud based on the circumstances which 

include the fact that the physician just happened to make the transfer of property with 

knowledge that a claim against the physician for damages is known. 

 3) Insolvency 

 Insolvency is not something that most physicians will be able to accomplish in a 

reasonable manner in order to avoid paying malpractice claims; therefore, I will not 

spend much time on constructive fraud. If you, as a physician, are transferring assets to 

become totally insolvent before a patient can sue you, then you have real problems.  Just 

know that, if you intentionally become insolvent when a potential claim against you for 

malpractice is known, the transfers can be reversed.   

 In general, the law states that a person should not be able to make gifts when 

insolvent or to make gifts that would, in turn, make a person insolvent (if there is pending 

litigation that can give rise to money damages). Creditors have rights that need to be 

protected, and not allowing an insolvent person (with a pending claim) to gift assets away 

(which would harm a creditor) is a public policy decision by the states that have enacted 

such laws. 

 This scenario is most likely when a physician with children is divorced, and the 

physician would rather sell or transfer property to the now not related ex-spouse in an 

effort to sort of keep the assets in the family (for the children) rather than have a 

patient/claimant get the assets. 

 

 Defenses to fraudulent transfers 
 

 -Legitimate business purpose  
 

 If the transferor of property (in what looks like a fraudulent transfer) can prove 

that the transfer was made for a legitimate business purpose, that is generally the most 

viable form of defense to combat a fraudulent transfer claim. 
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 Transferring assets to family members often can have a legitimate business 

purpose (with estate planning it is done all the time).  The problem with family transfers 

of property in a fraud situation is that transfers to family members are looked at much 

more closely so it creates an interesting paradox for the court to deal with. 

 -Transfer before liability incurred (which is the main way to avoid 

the problems involved with fraudulent transfers) 

 If you can prove to the court that the transfer was made before the liability 

occurred, that will be a very strong defense against a fraudulent transfer.  The only 

problem with this defense is if the plaintiff/patient can prove that the defendant intended 

to go out and create claims (by harming people) and, in anticipation of causing harm, the 

defendant wanted to divest him/herself of all assets. 

Conclusion 

 Fraudulent transfer laws will prevent you from removing assets from your estate 

after you know of potential claims against you for damages for medical malpractice or 

normal negligence (or contract actions which I did not discuss). 

 The only surefire way to prevent transfers of assets from being overturned by a 

court is to make the transfers before any liability occurs. 

 Even if a creditor cannot prove actual fraud, you still need to worry about 

constructive fraud when making transfers of assets after a claim for damages has 

occurred. 

 Bottom lineget asset protected now by using experts in the field who will help 

you shield all your major assets from lawsuits whenever they arise. 

________________________________________________________________________ 

Section 4 

Existing Laws Help Protect Your Assets 
 

Introduction 
  

 In a later section of the asset protection part of this book, I will discuss the various 

techniques that are used to protect your assets. Those techniques are used and created 

under existing laws but are really thought of as “new” techniques.  What this section of 

the book will discuss is the use of “normal” asset protection techniques.  
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________________________________________________________________________ 

Homestead Exemption  
 

 They say a man’s home is his castle, but is that really true?  Most states provide 

some sort of creditor exemption for a personal residence.  Each state has different rules 

and limits for what that exemption is, and you should check with your local advisors (or 

give me a call) to determine just how much the homestead exemption is in your state. 

  

 The homestead exemption came from public policy concerns to protect the 

family.  The theory is fairly simplethe legislatures wanted to protect some portion (in 

some states it is unlimited) of the family residence so families (even those riddled with 

debt and hounded by creditors) have some safe haven.   

 

 -Interest protected 
 

 The homestead exemption is a statutory right to protect “homestead property.”  

This is typically the real estate owned by a person as his/her personal residence.  Again, 

the states vary on their definition; so be sure to check with your local advisors to make 

sure the piece of property you are concerned about is covered.   

 

 Interestingly, 21 states now specifically include mobile/manufactured homes.  

Also of interest is that some states do not require that a client occupy the home or even 

have the intent to occupy the home to claim homestead. 

 

 - Homestead exemption value 

  

 The amount of homestead exemption in each state varies widely.  States such as 

Rhode Island, Delaware, New Jersey, Pennsylvania, and the District of Columbia have no 

homestead exemptions.  States such as Texas, Florida, Iowa, Kansas, and Oklahoma have 

unlimited homestead exemptions.  

 

 Some states have a different amount for married couples, some vary the amount 

by the number of dependent children an individual or couple has, some states raise the 

exemption if someone incurs significant hospital or medical debts, and some states 

increase the exemption in the case of bankruptcy. 

 

 I would say a general number for states that do not have an unlimited exemption 

and those that have no exemption is between $5,000 and $50,000 (depending on if you 

are married or single).   

 

 -Debt exclusions  
   

 Certain debts in all states are excluded from being covered by the homestead 

exemption. Almost all states exempt out consensual liens, mechanics liens, and property 

taxes from being covered by the homestead exemption. Many states now are adding to 
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the list of exemptions debts for child support or spousal support. The IRS is also a 

creditor that does not fall under the homestead exemption.  So, if you owe a significant 

amount of taxes you cannot pay to the IRS, they can take your home notwithstanding the 

state allotted homestead exemption. 

 

 -Procedural issues 
  

 It does little good for someone to have a homestead exemption if the property can 

be sold before an exemption is asserted. In many states (18), the homestead exemption is 

automatic. 

  

 Some states allow for a waiver of the homestead exemption (which almost 

universally requires the spouse’s consent if you are married).   

 

 The homestead exemption, if limited, will not always prevent the sale of your 

homestead property. The rules for how homestead property is sold, even when the 

homestead exemption is applied, vary dramatically. Sometimes a house can literally be 

sold for any price above the homestead exemption, which could create a scenario where 

the homestead is sold for thousands less than its fair market value. The amount of the 

exemption will still be reserved for the homeowner, but the rest of the profit from the sale 

of the home can go to pay creditors. 

 

 -Practical example of how the homestead exemption 

would work if sued 

 

 Assume a patient sues Dr. Smith, and a jury verdict comes back for $1,000,000 

over the malpractice limits he has with his medical malpractice carrier.  Further, assume 

that Dr. Smith is single and has a home worth $1,000,000 with $500,000 in equity.  

 

 If Dr. Smith lived in a state with an unlimited homestead 

exemption, the patient through the collection process could not force a sale 

of the $1,000,000 home to satisfy the judgment. 

 

 If Dr. Smith lived in a state with NO homestead exemption, the 

patient through the collection process could potentially force a sale of the 

$1,000,000 home to satisfy the judgment. 

 

 If Dr. Smith lived in a state with a $50,000 homestead exemption, 

the patient through the collection process could potentially force a sale of 

the $1,000,000 home to satisfy the judgment. In this last example, the 

patient/creditor could receive all the proceeds from the sale of the house 

above $50,000. That first $50,000 is the exempted amount and stays with 

Dr. Smith. 
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Conclusion on Homestead Exemption 
 

 Having a homestead exemption in most states (the states without an unlimited 

exemption) does a high-end client with the potential for million-dollar creditors (your 

patients) very little good.   

 

 If you would like to know what the laws are with your state’s homestead 

exemption, please see a local attorney or feel free to give me a call or drop me an e-mail.  

I would be happy to give you the specifics of your state.  

 

________________________________________________________________________ 

Life Insurance and Annuities 
 

 All assets are not created equal. This is proved by the fact that life insurance and 

annuities in many states (by state law) are specifically protected from creditors. 

 

 Like many laws, the laws protecting life insurance and annuities are rooted in 

public policy. The legislatures in some states believe a life insurance and/or annuity 

benefit is essential for citizens and/or their families to maintain at least a minimum level 

of financial well-being and, most importantly, from becoming  wards of the state.    

 

 The state’s interest to avoid paying for the indigent is tempered by a creditor’s 

right to collect a legal debt; but as you can understand from the government’s point of 

view, it is always better for someone to support themselves than for the government to 

dig deep into their pockets to support even more needy citizens. 

 

 Life insurance  
 

 When discussing the protections afforded to life insurance for a physician, I 

typically address how to protect that asset from a patient who could sue the physician. 

Due to the public policy arguments surrounding life insurance contracts, the bankruptcy 

laws have specifically addressed giving protection to life policies even if individual states 

have not.  I am not going to get into all the protections afforded to life insurance by the 

bankruptcy laws, but I would like to point out that the federal government has 

specifically addressed the issue. 

 

 - State laws 
 

 Like the homestead exemption, state laws vary widely when it comes to 

protecting life insurance. Some states give an unlimited exemption to life insurance 

policies (Florida and Texas) that have cash value in them, and some states give none.    
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 South Carolina, for example, provides a limited protection for cash value in the 

amount of $4,000. (The death benefit in almost all jurisdictions is exempt from creditors 

who would be left to sue the estate of the deceased debtor/physician). 

 

 Hawaii specifically exempts the death benefit and the cash surrender value of 

policies provided that the policy is payable to a spouse of the insured, or to a child, 

parent, or other dependents of the insured.  

  

 - Estate taxes  
  

 In this section of the book, I am discussing asset protection as it usually pertains 

to protecting assets from creditors like a patient who sues for malpractice. 

  

 Besides a potential creditor like a patient, the biggest way to lose a significant 

portion of your life insurance proceeds is to pay the government 50% of the death benefit 

for estate taxes.   

 

 While you have an unlimited ability to have death benefits paid to your spouse, 

any other death benefits paid to other people (children) have a significant chance of being 

taxed at the 50% bracket to pay for estate taxes.  I discuss this topic in more detail and 

how to avoid having your life insurance proceeds taken by the government for estate 

taxes on page 134 of this book in the estate planning section. 

 

Conclusion on Life Insurance 
 

 Know whether or not your state exempts some, all, or none of the cash surrender 

value in your life policy and if the state exempts the death benefit. 

  

 Be aware that many “asset protection experts” in the marketplace are really life 

insurance agents looking to sell a massive amount of life insurance as protected 

investments for clients who are funded on a post-tax basis. This author has nothing 

against the concept of purchasing life insurance to protect one’s assets; however, most 

clients should have a balanced plan that includes cash value life insurance, annuities, 

properly asset protected brokerage accounts, and real estate.  

  

 For information on how to purchase life insurance in a tax-favorable manner, 

please read Sections 4 and 5 of the income tax reduction portion of this book. 

 

 Annuities 

 

 Annuities are treated similarly to life insurance when it comes to being treated as 

a protected asset by the states. The main difference is that annuities are designed to pay 

out a stream of income at some point whereas a lump sum death benefit is paid with a life 

insurance policy. 
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 Some states will exempt all the cash built up in an annuity and the annuity stream, 

and some states will not protect either. Then there are the hybrid states which protect all 

of one and not the other or some of each. 

 

 Florida and Texas, not surprisingly, exempts the cash in an annuity and the stream 

of income from an annuity.  Pennsylvania generally permits the exemption of only $100 

per month of the proceeds from an annuity, and North Carolina does not exempt any 

proceeds that come from an annuity. Some states allow what is reasonably needed to live 

on as an exemption from an annuity. 

 

 Be careful 
  

 The state and federal exemption laws as they pertain to annuities follow the same 

public policy reasoning to provide for families in the long term similar to ERISA plans 

(401(k) type plans). Variable annuities have become much more in vogue, not so much to 

provide for families later but simply as a way to have money grow tax deferred. If the 

client were truly worried about the money being there in retirement, the client would 

purchase a conservative fixed indexed annuity. 

 

 Arguments are being made now by creditors asking for courts to differentiate 

between fixed and variable annuities and are asking the courts to hold that variable 

annuities are not protected the same as fixed annuities. 

 

 Offshore life and annuities 
 

 I cover offshore life and annuity contracts in the personal financial section of this 

book; but, while in the asset protection part of the book, I did want to state that the use of 

offshore life or annuity contracts is a good way to put money into an asset protected 

wealth accumulation vehicle (notwithstanding the individual and federal law governing 

protection of life and annuities). The use of any investment onshore or off assumes the 

funding of such investment was NOT done to defraud a known or potential creditor. 

________________________________________________________________________ 

Section 5 

Retirement Plans 
 

 The biggest single asset of most physicians over the age of 50 is the money in 

their retirement plan or IRA. That money also happens to be the most liquid money in 

their entire portfolio; and, therefore, if not protected from creditors, that “qualified” 

money would be the first asset a creditor would go after to satisfy a judgment. 

  

 In 1990, the United States Supreme Court made it clear that a creditor (outside of 

bankruptcy) could not reach “ERISA qualified” plan assets. In 1992, the issue of 

whether an ERISA qualified plan was subject to bankruptcy was raised; and the answer 

from the Supreme Court was “no.” 
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 What is an ERISA qualified plan? 
  

 Unfortunately, there is no definition of an ERISA qualified plan in the IRS code 

or under the Employment Retirement Income Security Act (ERISA).  The Supreme Court 

did fashion its own definition, and the factors to be considered are: 
 

 1) The plan must be subject to ERISA; 
 

 2) The plan must be qualified under Section 401 of the Internal Revenue Code; 
 

 3) The plan must contain the anti-alienation provisions which are required under 

both the IRC and ERISA. 
 

 Instead of explaining in detail what the above requirements mean, I instead list the 

plans you will know that are ERISA qualified.  In general, however, the plan must cover 

employees and cannot discriminate in favor of highly compensated employees. 

 

 1) 401(k) Plan 

 2) Profit Sharing Plan 

 3) Money Purchase Plan 

 4) New Comparability Plan 

 5) Defined Benefit Plan (also Cash Balance Plan) 

 6) 412(e)3 Defined Benefit Plan  

 7) 401(h) Plans (tax-free accumulations and withdrawal) 
 

 Be sure to check with your pension plan provider (any listed above) to make sure 

that your plan is in compliance with ERISA laws.  If your plan happens to fall out of 

compliance for whatever reason (and there are many plans that are not in technical 

compliance), then it will be left up to the courts and possibly the IRS to determine if your 

plan qualifies for exemption from creditors. 

________________________________________________________________________ 

Non-ERISA Plans and IRAs 
 

 Simplified Employee Pension plans (SEPs) and Keogh plans are not specifically 

protected by federal law. The determination of whether SEP and Keogh plans are 

protected will be left up to the states to determine.  If you have a SEP or Keogh plan that 

includes multiple employees and is funded in a non-discriminatory manner similar to 

ERISA governed plans, you will have a good argument for why those plans should be 

protected (especially in states like Florida and Texas, which have already exempted life 

insurance and annuities from creditors). 
 

 An IRA is not considered an ERISA qualified plan; and, therefore, the assets in 

an IRA have no federal protection from creditors. 
 

 Individual states, however, can and have protected IRAs in full (26 states) or in 

part.  In states where IRAs are not specifically protected, it is up to the state courts to 

determine if, in a particular case, the IRA asset (in full or in part) is protected.   
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 Recent Supreme Court Case  

 

 There has been a recent Supreme Court case addressing the issue of asset 

protection of IRAs in a “bankruptcy” case. The case changed the existing laws so that all 

IRAs are asset protected in a “bankruptcy” case. That sounds great, except 95% of the 

people who buy this book will not be in a position to file bankruptcy due to their amount 

of wealth.  Therefore, it is the author’s opinion that the recent Supreme Court’s case is of 

little good to those clients who live in states where the IRA is not fully protected by 

state law. 

 

What to do if Your IRA is not Protected 
 

Asset Protect Your IRA by Using the MAXI-IRA 
 

 There are tens of thousands of clients in this country who have estates in excess of 

$3,000,000 and $750,000 or more in an IRA (and there are more people every day who 

have this problem as the baby boomers get closer to retirement). Unless those clients live 

in states that have specifically asset protected IRA assets, the IRA is not asset protected 

from creditors.   

 

In many states, IRAs are not asset protected. Many clients are unaware of this fact 

and simply lump in IRA asset protection with federally protected ERISA governed 

retirement plans like Profit Sharing or Defined Benefit Plans. 

 

The following states do not provide complete asset protection for IRAs. 

 

Arkansas, California, Connecticut, Delaware, D.C., Hawaii, Iowa, Louisiana, 

Maine, Massachusetts, Minnesota, Mississippi, Missouri, Nebraska, Nevada, New 

Hampshire, New Mexico, North Carolina, North Dakota, Ohio, South Dakota, Tennessee, 

Utah, Vermont, Virginia, West Virginia, Wisconsin and Wyoming . 

 

Many clients (especially physicians) are concerned about asset protection.  For 

clients who live in the above-mentioned states, using the MAXI-IRA is a good form of 

asset protecting the money in an IRA. 

 

How does the MAXI-IRA work? It is very simple, inside the MAXI-IRA, the 

client simply directs the custodian of the IRA to purchase family limited partnership 

(FLP) units with the money in the IRA.  Once the money is in an FLP, any potential 

creditor who would attack the IRA asset would have his/her remedy limited to a 

“charging order” (CO). (See page 66 for an expanded explanation of charging orders). 

 

For example, if a physician had $1,000,000 in an IRA and lived in a state where 

IRAs are not asset protected, the physician would want to use the MAXI-IRA to asset 

protect the money in the IRA. Very simply, the physician would find an IRA custodian 

familiar with the MAXI-IRA and would direct the custodian to use the money in the IRA 

to purchase FLP units.   
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The money in the FLP can still be invested in whatever stocks, bonds or real 

estate as it could if the FLP were not involved; however, now the IRA assets have the 

element of asset protection which is afforded to FLPs. 
 

If a creditor is able to obtain a CO against the FLP, what happens?  With a CO, 

the creditor cannot force liquidation of the FLP or force a distribution.  A creditor 

cannot obtain an interest in the FLP.  A creditor cannot direct how the money in the FLP 

will be used.  In short, the creditor can simply sit around and wait for a distribution to be 

made from the FLP.  If a distribution is never made, then the creditor will receive 

nothing*. 
 

The * follows the word nothing in the above sentence because the creditor might 

get something from the FLP and that something could be a K-1 for phantom income.   

The IRS came out with Rev. Ruling 77-137 which states that, if a creditor has a CO 

against an FLP or LLC and if the FLP or LLC creates but does not distribute income, the 

creditor will in fact receive a K-1 for that income (income which the creditor never 

received).   
 

Therefore, when the IRA money that was used to capitalize the FLP creates 

investment income, the creditor will receive the K-1 for that income that stays in the FLP.  

I would submit to readers of this material that no creditor in their right mind is going to 

get a CO against an FLP that generates income. 

 

Offshore asset protection 

 

For clients who are paranoid about asset protection and do not want to leave it up 

to U.S. judges to give out a charging order as the sole remedy against the FLP interest, 

the FLP could instead be an offshore LLC.  If an offshore LLC is used, the remedy will 

still be a CO for the creditor except when the LLC is offshore the creditor must file suit 

offshore to obtain the charging order (which is very expensive).The creditor must go 

offshore due to the fact that a U.S. court has no jurisdiction when dealing with an 

offshore LLC.   

 

 - Currently employed 
 

 If you are currently employed and live in a state where IRAs are not asset 

protected, you can simply roll your IRA into your current employer’s ERISA qualified 

plan (401(k)/profit sharing).   

$1,000,000 “self directed” IRA is invested 

by IRA custodian 

New FLP Capitalized with IRA Money 
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 - Retired with an IRA 

  

 If you are retired with an IRA and also happen to have an LLC or FLP that you 

use for estate planning purposes (and manage as the managing member), you can create a 

new profit sharing plan inside the FLP or LLC and roll your IRA assets into the newly 

created profit sharing plan. Since profit sharing plans are federally asset protected, the 

money inside would be completely asset protected. The MAXI-IRA would be a less 

expensive solution to asset protect the money in an IRA, but creating and having money 

in a profit sharing plan is the most secure way to protect “qualified” plan money. 

 

________________________________________________________________________ 

Section 6 

Typical Asset Protection Solutions (that do not 

always work) 
 

 Co-ownership comes in many forms, and most clients and some attorneys and 

CPAs believe that through co-ownership a physician can adequately protect his/her 

assets.   

 

 Technically speaking, co-ownership can protect your assets. There are a number 

of problems associated with co-ownership that make its use not viable for many 

physicians.  There are many pros and cons with co-ownership that I will be addressing in 

the following pages. 

 

Types of Co-ownership 
 

 There are three main types of co-ownership: Tenants in Common, Joint Tenants, 

and Tenants by the Entirety.   

 

1) Joint Tenancy 
 

 Definition of Joint Tenancy:  

 

 “A single estate in property, real or personal, owned by two or 

more persons, under one instrument or act of the parties, with an equal 

right in all to share in the enjoyment during their lives. On the death of a 

joint tenant, the property descends to the survivor or survivors and at 

length to the last survivor.” Barron's Dictionary of Legal Terms. 

 

 From a legal perspective, the rights of all the owners of a piece of property owned 

as joint tenants are all the same.  Those rights are as follows: 
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 1) The right to use the whole property (with land, the right to 

occupy the entire property, with stocks or bank account money, the right 

to spend the whole amount).    

 

 2) The right to transfer the interest in the property without asking 

permission of the other co-owners.  Each co-owner’s interest is owned 

individually and, therefore, can be sold, gifted, or transferred without 

permission. When a joint tenancy interest is transferred, the new owner 

also has access to use the whole asset (which is why joint tenancy is so 

unique). 

 

 3) A survival right–when a joint tenant dies, the share of the 

deceased tenant automatically becomes that of the other co-owners. In 

other words, a joint tenant cannot transfer his/her interest at death. 

 

 Why is Joint Tenancy used? 

 

 Unfortunately, Joint Tenancy is the most common form of co-ownership for many 

types of assets (such as bank accounts, brokerage accounts, and real estate). The reason is 

fairly simplewhen one joint owner dies, the entire asset becomes that of the other joint 

tenant.  What does this accomplish?  It may accomplish an estate planning goal if the 

right person dies first and will help lessen probate fees, but the assets are still subject to 

estate taxes if any.   
 

 Example:   
 

 Dr. Smith owns his vacation home in Florida through Joint Tenancy with his two 

children. Each owns a 1/3 interest in the property. When Dr. Smith dies, the vacation 

home passes to the children who now each have a ½ interest in the property. The million-

dollar vacation home did not pass through probate, therefore, saving the estate 4-6% of 

the total asset in probate fees; however if Dr. Smith had an estate tax problem, there 

would be estate taxes due  on the value of the home.  

 

 The probate issue seems helpful, so why don’t we like Joint Tenancy from an 

asset protection point of view? 

 

 1) Joint Tenancy can be severed. If one of the joint tenants sells or transfers 

his/her interest in the property, the Joint Tenancy becomes a tenancy in common 

(discussed in the next section). Since there are no restrictions to prevent this, one joint 

owner can transfer his/her interest without the other owners knowing; and doing so, in 

many cases, will defeat the original purpose of the Joint Tenancy. 

  

 2) The Joint Tenancy is an asset of each co-owner and is subject to his/her 

creditors.  So, if one joint owner was sued for negligence and lost, the creditor could end 

up with that joint owner’s interest in the property (which would also partially destroy the 

Joint Tenancy, or, potentially, the entire property could be sold to satisfy the debt of one 

of the co-owners). 
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 Example: 
  

 Dr. Smith owns property worth 1 million dollars as joint tenants 

with his sister.  Dr. Smith is sued for malpractice and has a judgment 

against him for $3,000,000 (and he only has $1,000,000 worth of 

coverage). The creditor/patient can ask the court to sell Dr. Smith’s 

property that is owned by joint tenancy with his sister, or the creditor 

could ask the court to have Dr. Smith transfer his interest in the property 

directly to the creditor. Each transaction has its own consequences, but 

the bottom line is that the asset as owned by a joint tenancy IS subject 

to the creditors of each co-owner. 

 

 3) Gambling on life. Joint tenancy (unless severed) is a roll of the dice for the 

owners. He/she who lives the longest gets the asset. Most of the time, that is not the intent 

of the co-ownership arrangement; and many times, the people in a joint tenancy situation 

do not even realize the potential problems. This arises most often when a parent is trying 

to avoid probate and estate taxes on a piece of property and is trying to give an equal 

share in the property to the children. 

 

 Example: 
 

 Consider this horror story.  Dr. Smith gets remarried and has three children from a 

previous marriage.  Dr. Smith has $4,000,000 worth of assets of which he would like 

$2,000,000 to pass to his children at death.  Dr. Smith, right after re-marrying, puts all his 

assets into a joint tenancy with his new wife. Dr. Smith’s will and trust direct $2,000,000 

of his estate to go to his children. 

 

 When Dr. Smith dies, all this property owned as a joint tenant with the spouse is 

immediately out of his estate and is now owned 100% by his new spouse. There is 

nothing left to go through the will or trust, and Dr. Smith’s children get NOTHING. 

 

 Summary on Joint Tenancy:   
 

 Make sure that you have a valid reason for using a joint tenancy. Ninety-nine 

percent of the time a joint tenancy will not fulfill all your needs of asset protection and 

estate planning. The assets owned as a joint owner are not asset protected; and unless 

death occurs just as you planned, chances are significant that the joint asset will not pass 

to your heirs as planned.  
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2) Tenants in Common 
  

 Definition of Tenants in Common: 

 

 “An interest held by two or more persons, each having a 

possessory right, usually deriving from a title in the same piece of land. 

Tenancy in common also applies to personalty (personal property). 

Though co-tenants may have unequal shares in the property, they are 

each entitled to equal use and possession. Thus, each is said to have an 

undivided interest in the property. An estate held as tenancy in common 

can be partitioned, sold, or encumbered.” Barron's Dictionary of Legal Terms. 

 

 Rights of an owner in property held as tenants in 

common: 
 

 1) Each owner of property held as tenants in common owns an undivided interest 

in the property. For example, three people (all with separate families) own a vacation 

home as 1/3 owner. 

  

 2) The ownership interest of a tenant in common is transferable. Unlike a joint 

tenancy, if a tenant in common died, his/her interest in the property would pass to his/her 

heirs like all his/her other assets. 

 

Pros and cons of property owned as tenants in common are illustrated by this 

example: 

 

 Dr. Smith owns a vacation home with his brother, Dr. Phil, as tenants in common 

where each owns a ½ interest of a $200,000 home. Dr. Phil has been through three 

divorces and has five children and has very little disposable income.  Dr. Phil decides he 

needs cash to take his new girlfriend to Europe for a month and takes out a mortgage on 

his half of the vacation home for $100,000.   

 

 Dr. Smith is a terrible surgeon with no malpractice insurance and just got hit with 

a $1,000,000 jury verdict for malpractice. The patient/creditor puts a lien on the vacation 

home to help satisfy part of the judgment. 

 

 Dr. Phil spends his $100,000 in Europe and enjoyed himself so much he decided 

to stay in Europe permanently, and he has decided not to pay back the loan. 

 

 Dr. Smith dies in a car crash and leaves his ½ interest to his wife. 

 

 What happens and how did property as tenants in common help or hurt? 
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 1) The bank, because of Dr. Phil’s default on the loan, files to foreclose the loan 

and have the entire property sold (that is not a relief the judge has to grant, but is a relief 

a judge can grant). 

 

 2) Dr. Smith’s patient also files a petition with the court to have the house sold in 

order to help satisfy the $1,000,000 judgment. The fact that there is a lien on the property 

prior to Dr. Smith’s death keeps the claim against the property alive even though Dr. 

Smith left the house to his wife through the will. (And because the lawsuit against Dr. 

Smith would then become a lawsuit against his estate (because he died), property passing 

through his estate would not pass until all creditors of the estate have been satisfied). 

 

 The only pro of having the vacation home owned as tenants in common was that 

Dr. Phil was able to leverage his ½ interest to extract $100,000 from the home.  From Dr. 

Smith’s point of view, allowing Dr. Phil to leverage the property was not a pro but a con. 

  

 The cons are obvious. Because the property was owned individually, Dr. Smith’s 

creditors were able to make a claim for the value of the property to satisfy a judgment 

against him. For Dr. Smith, as stated above, he again would have had issues with 

foreclosure due to the defaulted loan of his brother. Typically, a judge would make Dr. 

Smith buy out Dr. Phil for $100,000 to cover the defaulted debt or the judge would order 

the property sold (forced liquidation); and if there were any proceeds left over after the 

sale, Dr. Smith (and now his creditors) would take the remainder. 

 

Summary of tenants in common:  
 

 The list of potential cons associated with property owned as tenants in common is 

much longer than listed in this book, but the bottom line is that property owned as tenants 

in common does nothing to protect your assets from creditors and can cause you more 

grief than you ever expected. 

 

3) Tenants by the Entireties 
 

 Definition of tenants by the entireties: 

 

 “Ownership of property, real or personal, tangible or intangible, 

by a husband and wife together. Neither husband nor wife is allowed to 

alienate any part of the property to be held without (the) consent of the 

other. The survivor of the marriage is entitled to the whole property. A 

divorce severs the tenancies by the entirety and usually creates a tenancy 

in common.” Barron's Dictionary of Legal Terms. 

 

 Characteristics of tenants by the entireties: 
 

 1) Applies to married couples only. 
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 2) Property right is not divisible or alienable.  The property is owned as a couple 

not as two individuals with divisible interests that can be transferred or encumbered.  

(Neither spouse can sell the property without the other’s approval.  Neither spouse can 

mortgage the property without the other’s approval. Neither spouse can sell his/her 

undivided ½ interest in the property without the other’s approval.) 

  

 3) Provides additional protection over joint tenancy and tenants in common if 

only one of the spouses incurs a liability. 

 

 4)  Property is subject to joint creditors like the IRS. 

 

 5) Automatic rights of survivorship. (The property is automatically transferred to 

the spouse at the death of the other spouse). 

 

 Side note (Community Property (CP) States):  

 Nine states treat the property of married couples differently from the other 41 

states. These states are called "Community Property" states. The community property 

states are: 

-Arizona -California - Idaho  -Louisiana  -Nevada  

-New Mexico  -Texas  -Washington   -Wisconsin  

 If you are married and live in a community property state, these property 

ownership rules apply: 

 -Each spouse's interest in the community property is subject to the claims of 

the other spouse's creditors (meaning all CP assets are at risk). 

 -If you acquired property before you were married, this property belongs to you 

alone even after you are married.  

 -Any property you accumulate during your marriage is considered to be 

community property. You and your spouse own an equal, one-half interest in this 

property.  

  -If you receive personal gifts or inheritance after you are married, that property 

continues to be owned separately by you.  

 - Remember: Beneficiaries are the persons or organizations you mention in your 

will. Heirs are the people the law says will get your estate.  

 I do not go into any major details about the differences between community 

property states and non-community property states.  If you live in a community property 

state, please be sure to contact an attorney that knows the laws governing your state 

before implementing an asset protection or estate plan. 
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 Pros of tenants by the entirety: 
 

 Asset protection – If one spouse is sued (say a physician for malpractice), 

property (usually only the marital home) is not subject to creditors.  (This is the main 

reason that the homestead exemption limitation is not that big of a deal.  Also check with 

an attorney if you live in a community property state.)   

 

 Estate planning – The assets owned as tenants by the entirety pass to the surviving 

spouse and do not go through the probate process. 

 

 Cons of tenants by the entirety: 
 

 Asset protection – Tenants by the entirety does not protect property from joint 

creditors of the spouses (such as the IRS or state government or a personal injury suit for 

negligence against the parents of a teenager still living in the home who got drunk from 

the parents’ liquor and killed someone in a drunk driving car crash). 

 

 Divorce Protection – Assuming your state allowed more than just the marital 

home or real estate to be owned as tenants by the entirety, in a divorce or at death, you 

have almost guaranteed that the spouse will get 50% of that asset.  It would not matter 

that the asset was given to one spouse by his/her parents as an inheritance or if some 

portion of the asset was supposed to pass to the children at one spouse’s death.  If the 

property is titled as tenants by the entireties, the surviving spouse will get the entire asset 

at the first spouse’s death. (Check with your state to determine if the community property 

rules apply). 

 

 Summary of tenants by the entirety: 
 

 There are many positives of owning the family home as tenants by the entirety, 

and that is the main reason when implementing an asset protection plan I typically do not 

recommend putting the marital home in a limited liability company. (The other main 

reason I do not recommend putting the marital residence in a limited liability company is 

due to the loss of the $500,000 capital gains tax exemption on the sale of a personal 

residence). However, if you live in a state that does not provide tenants by the 

entirety ownership, an LLC or FLP might be your best course of action to asset 

protect the marital home. 

 

Co-Ownership Conclusion  
 

 Never ever own property just in your name. I did not even really address this issue 

in any major way in the preceding pages. The worst of all worlds as a physician is to own 

property just in your name. If you get sued, the property is absolutely at risk. 
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 When you can avoid it, do not own property as joint tenants (with rights of 

survivorship). The entire property is subject to your creditors and that of the other joint 

owners. 

 

 When you can avoid it, do not use tenants in common. The share of property in 

your name is subject to your creditors, and the court could impose a forced liquidation of 

the entire property to satisfy the debts of one of the other co-owners. 

 

 Using tenants by the entireties is not a bad idea with the marital home. In doing 

so, you protect the marital home from each individual spouse’s creditors (although not 

joint creditors). Since the general public gets divorced at about a 50% clip and physicians 

have an above-normal divorce rate, I do not suggest titling too many other personal assets 

as tenants by the entirety.  

 

 If I do not recommend joint tenancy, tenants in common, and restrict the use of 

tenants by the entirety, how do I suggest that property and other assets be held? The 

answer is through some sort of corporate structure or limited liability company or family 

limited partnership, which you can read about in the next two sections of the book. 

________________________________________________________________________ 

Section 7 

Corporate Entities  
 

 Most people (physicians included) think that great asset protection comes through 

the use of “corporations.” What most physicians do not realize is that there are different 

types of corporations and limited liability companies; and, depending on which entity you 

choose, your asset protection and tax consequences could be different.   

 

 To read in more detail about the tax consequences of corporations and limited 

liability companies, please turn to page 275 in the practice management section of this 

book. 

________________________________________________________________________ 

Sole Proprietorships and Partnerships 
 

 While sole proprietorships and partnerships are not corporations, I did want to 

cover each in cursory detail when leading up to the pros and cons of corporations and 

limited liability companies. 

 

Sole Proprietorships 
 
 Sole proprietorships are the second worst way to own or run a business behind a 

partnership.   
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 Basically, a sole proprietorship exists when an individual operates a business 

without filing to have that business recognized as a legal corporate entity (like an S- or C-

Corp or a limited liability company or professional company).   

 

 With a sole proprietorship, there are no barriers between the business done and 

the individual running/owning the business.  Why is this bad?  If a sole proprietor acting 

on behalf of his business commits negligence in his duties for the business that causes 

injury to a third person, the sole proprietor is personally liable for any and all injuries to 

that third person. 

 

 If the business puts out a product and the product malfunctions, thereby causing 

injury to some third party, the sole proprietor is personally liable for that injury. 

  

 If an employee of the business harms a third person when acting within the scope 

of his/her employment, the sole proprietor is personally liable for the injury. 
 

 If someone is harmed on the business premises (say for a slip and fall injury), the 

sole proprietor is personally liable for the injury. 
  

 When a sole proprietor is personally liable for any of the above examples, all of 

the sole proprietor’s personal and business assets are subject to claims by the creditors 

(the people who sued the sole proprietor’s business). 
 

Example:   
 

 Dr. Smith’s medical practice is not incorporated and is treated as a 

sole proprietorship. Dr. Smith lives in Michigan; and after a winter storm, 

Dr. Smith forgot to have someone shovel his sidewalk at the medical 

practice.  Dr. Smith is an orthopedic surgeon who has many people show 

up at his office using crutches and wheelchairs. 

  

 Mrs. Lucky came to Dr. Smith’s office after the snowstorm on 

crutches (she just had her ACL repaired); and when she was entering the 

building, she slipped and fell, thereby cracking her head open on the ice.  

Mrs. Lucky had permanent brain damage; and after she sued Dr. Smith, 

the jury returned a verdict for $3,000,000.  
 

Outcome of the Example? 
 

  Even though Dr. Smith had a $1,000,000 commercial liability umbrella policy to 

protect his sole proprietorship, because the medical practice was not a corporate entity of 

some kind, Dr. Smith was personally liable for the entire judgment.  Therefore, Dr. Smith 

was on the hook to pay $2,000,000 of the verdict (which was the amount of the award the 

commercial liability policy did not cover).  Dr. Smith decided to file for bankruptcy due 

to the fact that he did not have the funds to pay Mrs. Lucky out of his personal assets.  In 

bankruptcy, everything but Dr. Smith’s house was liquidated to pay the debt to Mrs. 

Lucky. 
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Conclusion 

 

 I’ll make this shortdon’t ever be a sole proprietorship. 

 

Partnership 
 

 A partnership is the absolute worst entity you could possibly be involved with 

from an asset protection standpoint. With a partnership, you get all the headaches and 

personal liability of a sole proprietorship with the additional twist of having a partner 

who can cause you even more liability. 

 

 Definition: 

 

 A partnership exists when two or more people run a business together that is not a 

“corporation” (like S- or C-Corp or LLC or P.C.). 

 

Consequences of being a Partnership 
 

 Every partner is liable for all the actions and debts of the other partners (as it 

relates to the business).   

 

 A few examples are the best way to illustrate the problem. 

 

1) If one partner signs for a loan on behalf of the business and takes the 

money and blows it on a trip or drugs or whatever, the debt becomes the 

debt of the partnership (and, therefore, ALL the partners are personally 

liable for the debt).   

 

2) If one partner sexually harasses an employee and the business gets sued 

for sexual harassment, the suit is against the partnership in which both 

partners have personal liability. 

 

Conclusion 
 

 Never be a partnership. 

________________________________________________________________________ 

Corporations (not Limited Liability Companies or Professional Companies) 

 

 General information about formation and structure  
 

 - Corporations are a legal entity formed under state laws. 

 

 - Corporations are owned by shareholders.  
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- Shareholders elect a board of directors, which is responsible for overall 

management and hiring corporate officers to run daily operations of the 

corporation.  (A corporation can have as little as one shareholder who can 

elect himself to the board and to run the daily operations of the 

corporation). 

 

- A corporation can be either an S- or C-Corp. 

 

For a more detailed analysis of whether your company should be an S- or 

C-Corp or an LLC or P.C., please see page 275 of this book under the 

practice management section.  In that section, I also discuss the tax 

ramifications of different corporate entities.  

 

 Limited liability  
 

 1) The main reason businesses are corporations (not partnerships or sole 

proprietorships) is to avoid personal liability for negligent actions of the corporations.  

This includes limited liability of the corporate shareholders as well as individual liability 

of the employees of the company (acting within the scope of employment). 

 

 Example: 
 

 Using the slip and fall example from a few pages earlier, assume 

that Dr. Smith’s patient (with the ACL tear and walking on crutches), as 

she walks into the medical office, slips and falls on the ice and after a trial 

for negligence wins a $3,000,000 jury verdict (remember that the patient 

had permanent brain damage from the fall). 

 

 What is the liability of the shareholders, officers, and employees of the company 

in the above example? 

 

 -  Shareholders (which would be all the physician owners) 

 

 The shareholders have NO personal liability (unlike with a sole 

 proprietorship or partnership). 

 

- Officers (which again would be at least one–four of the physician 

shareholders). 

  

 The officers have NO personal liability (unlike with a sole  proprietorship 

or partnership). 

 

 - Employees (which in this example might be a nurse who was 

 supposed to shovel and throw ice on the sidewalk). 
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 The employee has NO personal liability (in a sole proprietorship or partnership, 

the employee would also have no personal liability absent an intentionally negligent act 

which we do not have with this example). 

 

 Exceptions to the example:  
 

 a) The main exception to the limited liability that goes along with corporations is 

in the area of personal services. Those personal service liabilities include work done for 

or on behalf of clients by: 

  

 -Physicians -Attorneys -CPAs/Accountants  

  

 That means, if you, as a physician, treat or operate on a patient, you cannot hide 

behind the corporate veil that normally provides limited liability for owners and 

employees working in the normal course of business.  If a patient sues for malpractice, 

the physician is named individually (because of the personal liability which cannot be 

removed by incorporating).     

 

 A physician does have limited liability from negligent acts of his/her employees 

but not for individual advice given to patients by the physician him/herself. 

 

  There is no distinction in how liability is treated in an S- or C-Corp or LLC or 

P.C.  All provide limited liability to owners and shareholders. 

 

 b) Piercing the corporate veil 

 

 Piercing the corporate veil is the horror story that every corporation owner fears. 

   

 A court may ignore the corporate structure for asset protection purposes (pierce 

the corporate veil) if: 

i) A party is tricked or misled into dealing with the 

corporation rather than the individual. 

ii) The corporation is set up never to make a profit or 

always to be insolvent, or it is too thinly capitalized. 

iii) Statutory corporate formalities are not followed. 

iv) Personal and corporate interests are commingled to the 

extent that the corporation has no separate identity. 

 Piercing the corporate veil is not that big of a deal in a medical practice due to the 

fact that most lawsuits will come out of personal liability from a medical malpractice case 

where a physician cannot hide behind the corporate defense shield anyway. 
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2) The other main reason businesses are a corporation (not partnerships or sole 

proprietorships) is to avoid personal liability for debts of the corporations.    

 

 Who can incur debts on behalf of the corporation?  

 

 -  Officers 

  -  Managers (with authority) 

  -  Employees (with authority) 

 

 If your corporation incurs significant debt (assuming no personal guarantees) 

where the corporation is forced out of business, those remaining debts DO NOT become 

personal debts of the officers, shareholders, or employees. 

 

 Keep the corporate entity valid and viable 
   

 Just because you filed for your business to be a corporation does not mean that 

your business automatically gets the protections that go along with being a valid 

corporation. 

 

 There is a laundry list of things a corporation needs to do each year in order to 

remain valid in the eyes of the state and/or courts. Some of the things you should do to be 

treated as a corporation are: 

 

- Pay your annual corporation dues. You would be amazed at the stories 

you hear about corporations not paying their annual or bi-annual $50-$300 

state corporation dues and then finding out after a lawsuit is filed that the 

corporate entity is no longer valid in the state’s eyes; and, therefore, there 

is no limited liability to owners of the corporation. 

 

- Keep good corporate records. Issue stock when the corporation is 

formed, create an operating agreement, elect officers, and have a board 

meeting at least once a year (and record it in writing). 

 

- Identify the corporation. You must have Inc. or Incorporated on your 

corporation’s bank account name and checks. It is also a good idea to have 

Inc. on all advertisements and letterhead. 

 

- Sign corporate documents with a title. When you sign on behalf of the 

company as an officer, make sure you write the title after your name (such 

as President, Secretary, or whatever). 

 

 There are other things you can do to make your corporation look like a real live 

entity, but the above stated are the major ones that you should make sure you always do. 
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________________________________________________________________________ 

Types of Creditors  
 

 You have two main types of creditors:  “Inside” and “Outside.” 

 

 Inside creditor 
 

 This is a creditor who has its exclusive remedy as one against the assets of the 

corporation. 

 

 Example: 
 

Using our slip and fall example, the patient who slips and falls on property 

owned by a corporation has, as his/her exclusive remedy, assets and 

income of the corporation. (This assumes no intentional bad act on behalf 

of an owner who caused the injury).  

 

 Most creditors with lawsuits involving negligence of a corporation are inside 

creditors.   

 

  Outside creditor 
 

 This is a creditor who not only can go after a corporation’s assets, but your 

individual personal assets as well.  

 

 Example:   
 

A patient sues a physician for a medical screw-up because of bad advice 

or a bad surgery. The patient sues the physician individually (and 

probably corporately although the corporation does not typically do 

anything wrong in a medical malpractice case). 

 

 Because a physician works in a corporation means absolutely nothing when it 

comes to asset protection of his personal assets. 

 

 The corporate assets are at risk to the extent the corporation did anything wrong to 

cause injury to the patient AND to the extent the patient can get at assets of the 

corporation that are owned individually by the physician. 

 

 Accounts Receivable (A/R) at risk. Sometimes a personal injury attorney will go 

after the physician’s interest in the medical practice. That interest is made up mainly of 

the A/R; and sometimes the attorney will, while the litigation is in process, ask the court 

to freeze the A/R of a medical practice pending the outcome of the litigation.  For a more 
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detailed review of how to protect your office A/R from lawsuits, please turn to page 91 of 

the book. 

 

 Rule of thumb 

 

 Inside creditors can get whatever a corporation owns, and outside creditors can 

get at a physician’s personal assets, which include ownership interests in corporations. 

 

________________________________________________________________________ 

Director and Officer Liability 
 

 Depending on what type of corporation in which you are an officer or director 

will depend on your degree of liability. As is the case with physicians, more and more 

suits are being filed against directors and officers of corporations. Most of those revolve 

around publicly traded companies where suits are being brought either by shareholders or 

by the federal government (Enron and WorldCom). 

  

 Physician offices by their nature are privately owned by the physicians (95% of 

the time), and any lawsuit against a director or officer would come from one of the co-

owner physicians (who did not happen to be an officer or director).   

 

 Since that type of lawsuit is tough to file (due to the daily interaction of the 

owners), I am not going to spend time on it in this book. Just be aware that, if you are an 

officer or director in a non-profit or other company, you do have real live liability that 

you want to make sure is a liability worth taking. 

________________________________________________________________________ 

Trustee/Fiduciary Duties 

 

 The biggest and most overlooked liability an owner in a medical practice has is 

that of the 401(k)/pension plan (qualified plans). Most small medical offices with 

qualified plans have the physician owners as the trustees. As trustees, physicians have an 

impossible duty imposed upon them by the Federal Government (through the Department 

of Labor (DOL)). 

 

 The DOL Requires Pension Plan Sponsors to:  

 

 “…Prudently select & monitor plan investment options…” 

[DOL 2550.404c - 1 (f)(8)]  

 

 The above duty is for pension plans that allow for self-directed investments by the 

employees (self-directed meaning your plan has multiple investment options like mutual 

funds, and the employees pick their own funds). 
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 DOL duty is impossible to comply with 
 

 In my opinion, it is impossible for a physician trustee to comply with the DOL’s 

requirement to prudently select and monitor the investment options given to the 

employees in the plan. In order to technically comply, every physician would basically be 

required to become stockbrokers who watch the market all day so they can say in good 

faith that they did monitor and select prudent investments. 

 

 Non-delegable 
 

 The duty by the DOL described above is also non-delegable. That means you 

cannot pay someone a fee to take the liability for you. Many pension providers say they 

relieve this burden, but that is not technically accurate. Pension providers might help give 

you investment information so you can review it to comply with your duty, but the duty 

itself cannot be outsourced or delegated. 

 

 Pooled account 
 

 If your office has a pooled account (where all the money of the physicians and the 

employees is all in one account that is managed by someone), the duty is a bit different.  

The duty for a pooled account is to make sure the money in the plan is invested in a 

prudent manner. Again, if you are not a stockbroker and you rely on others to invest the 

office’s pension money, your duty to prudently monitor the investments is impossible to 

technically comply with. 

 

 The First Union case 
 

 The First Union case comes to us from a bank in Florida. The employees of the 

bank sued the bank (and the individual trustees) for violating their fiduciary duties as they 

pertained to the bank’s pension plan. To make a long story short, the investments did not 

do nearly as well as the averages over a period of time; and the suit settled out of court 

for $26,000,000, of which the attorneys received $8,000,000. 

 

Do Not Become the Next First Union Case 
 

 Now that I have told you with any pension plan there is no way to comply with 

your duties as a trustee, what do you do?   

 

 First things firstunless you have disgruntled employees and you have done a 

terrible job with the company’s pension plan, the likelihood of your company getting 

sued and you getting sued INDIVIDUALLY as the trustee is extremely remote. The 

smaller your office the less the likelihood that you will get sued (mainly because most 

cases will be too small for attorneys to look at as a viable case for their law practice). 
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 If you want to avoid becoming the next First Union case, please turn to page 308 

of this book in the office management section where I will explain how to have the most 

technically sound pension plan which should basically (although not technically) insulate 

the trustees from liability. 

 

Conclusion on Trustee Liability 
 

 Just be aware that you have corporate and personal liability when it comes to your 

office’s qualified pension plan.   If you are a trustee, that liability is personal and cannot 

be delegated.  If you are worried about this type of liability, I would suggest that you 

seriously look to make sure your pension plan is set up as technically sound as possible 

from an investment standpoint.  

________________________________________________________________________ 

Limited Liability Companies (LLCs), Family 

Limited Liability Companies (FLLCs) and Family 

Limited Partnerships (FLPs)  

 

 LLCs, FLLCs and FLPs are “the” tools to use when it comes to asset protection.  

The following material will give you the reasons from A-Z as to why an LLC, FLLC, or 

FLP is used by most of the asset protection gurus around the country when advising 

clients. 

 

 For future use in this section of the book, I will use LLC interchangeably as a 

term that stands for all three entities (LLC, FLLC, and FLP).  For asset protection 

purposes, each entity works the same.  If you would like to read how to use each entity 

for estate planning purposes, please turn to the estate planning section of the book 

starting on page 162. 

 

 I will not be covering in any detail how to technically set up an LLC.  Setting up 

an LLC is very simple and can be done by getting on the Internet and finding the 

appropriate form on your state government’s web site. Each LLC should have an 

operating agreement and should be funded (which will not be covered in this book), and 

so it is still wise to have an attorney help set up your LLC. 

________________________________________________________________________ 

What is an LLC and how does it Function? 
 

 LLCs were first introduced in 1976 and have increased steadily with their 

popularity each year since their introduction. FLPs had been around for years prior to the 

LLC and were the traditional workhorse of asset protection and estate planning experts 

(but the FLP had limited applicability to a traditional business which most of the time did 

not involve family members or friends and left the general partner of the FLP liable for 

all debts and liabilities of the partnership). 
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 LLCs were designed to bring together a single business organization with the best 

features of the pass through income tax treatment of a partnership and the limited liability 

of owners in a corporation.   

  

 From a corporate operations standpoint, an LLC functions similarly to an S- or C-

Corp in many ways. 

 

 Differences between LLCs and S- or C- Corporations 
 

 1) Unlike an S- or C-Corp, instead of issuing “stock” (and stock certificates) to 

the owners, each owner simply owns a percent (%) interest in the LLC.   

 

 2) For tax purposes, an LLC can be treated like a partnership, S-, or C-Corp.  The 

creator(s) of an LLC make an election of how they would like the LLC treated from a tax 

standpoint.  If an election is not made, a default tax status will be taken by the state 

(which differs depending on your state). For a more detailed discussion on which type of 

entity your medical practice should be to minimize income taxes, please see page 275 in 

the office management section of this book. 

 

 3) Non-uniform income distributions. In an LLC, the members can vote to divide 

up the income differently than by member interest. In an S- or C-Corp, the income 

“distributed” (which is different than W-2 income of the employees) must be distributed 

in a pro-rata manner by the amount of stock everyone owns. So, if you owned 25% of the 

stock in an S- or C-Corp, you must get 25% of any distributions. In an LLC, the parties 

can vote to divide up the distributions any way they see fit.   

 

 There is minimal applicability to physicians when talking about different 

distributions. However, in a consulting company where one member’s worth to the LLC 

is significantly higher than the others, the members can vote to distribute to that key 

member more in the way of distributions than his/her member interest would call for on a 

percentage basis. 

 

 Similarities between LLCs and S- or C-Corporations  
 

 LLCs are treated the same from a corporate liability standpoint as S- or C-Corps 

in that physicians still have personal liability when they see and screw up on patients, 

thereby causing a medical malpractice claim. LLCs also provide the standard corporate 

protection to shareholders and directors for negligence actions against the LLC itself.  
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Major Difference between an LLC and an S- or C-

Corporation - The Charging Order 

 

What is a Charging Order? 
 

 A charging order is the ONLY remedy a court of law can give a creditor who is 

trying to get (obtain) the assets of a debtor when the assets are in an LLC (or limited 

partnership). A charging order DOES NOT allow creditors to sell assets of the LLC or to 

force distributions of income. The best way to illustrate what a charging order does is to 

use an example. (Always check your state statute to make sure there have been no 

changes in the law since the publishing of this book.) 

 

 Example: 
  

 Patient Lucky sues and obtains a judgment against Dr. Smith for 

$3,000,000. Dr. Smith has $1,000,000 worth of medical malpractice 

coverage and has all the rest of his major personal assets owned by an 

LLC of which he owns 100%. 

 

 Lucky asks the court for satisfaction and asks the court to have Dr. 

Smith turn over the assets in his LLC to him. The court tells Lucky that 

the only remedy the court can give to him is a “charging order.”   

 

 What does the charging order get Lucky in the above example? Only the right to 

pay the taxes on income generated in the LLC. (Explained below.) 

 

 What a creditor cannot get with a charging order 
 

1) A charging order does not transfer the interest in the LLC to the creditor 

or force the debtor to sell his/her interest and turn over the sale proceeds to 

the creditor. 

  

2) A creditor cannot force the LLC to sell assets. 

 

3) A creditor cannot force an LLC to distribute income 

 

 What does a creditor get with a charging order? 
  

 The right to pay income taxes on income generated in the LLC but NOT 

distributed.  
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 There was a revenue ruling issued in 1977 (77-137) which states that a creditor 

(patient) who obtains a charging order can be treated as a partner for federal income tax 

purposes.   

 

 Why does 77-137 matter?   

 

 An example is the best way to illustrate the power of 77-137: 

 

 Using the example with Lucky who has a $3,000,000 judgment 

against Dr. Smith (who only had $1,000,000 worth of medical malpractice 

coverage), assume that Lucky obtained a charging order against Dr. 

Smith’s LLC, which owns Dr. Smith’s $1,000,000 brokerage account and 

$1,000,000 vacation home in Florida. 

 

 Further assume that Dr. Smith earns dividend income of $25,000 a 

year from the brokerage account and rental income of $20,000 a year.  

Normally, Dr. Smith takes the combined $45,000 home as income from 

the LLC and spends it as he sees fit. 

 

 When Lucky obtains his charging order, Dr. Smith as the managing member of 

the LLC decides not to take any of the $45,000 out as income and instead leaves the 

income in the LLC.    

 

 Normally, when a corporation does not distribute all the income out of the 

corporation, there will be corporate taxes levied on that income. If the LLC is treated as 

an S-Corp or partnership (which is the case 95% of the time), the income is passed 

through to the shareholder (or member) and taxed at his/her individual tax bracket (as if 

he/she took the money out of the LLC). 

 

 Now that Lucky has a charging order against Dr. Smith’s LLC, Lucky, not Dr. 

Smith, will receive the income from the LLC. However, in our example, Dr. Smith as the 

managing member did not distribute the income from the LLC. 

 

 What happens? 

 

 Lucky gets a K-1 for the taxes on what would have been distributed from the LLC 

to Dr. Smith.  If Dr. Smith were a 100% owner of the LLC interest, Lucky would get a K-

1 for all $45,000 that he NEVER received. I call this phantom income (which is income 

you do not receive but have to pay taxes on anyway). 

 

Summary 
 

 The power of an LLC is derived from the fact that a creditor can only obtain a 

charging order against the LLC (vs. forced distribution of assets or income or, in the 

alternative, the sale of a debtor’s interest in the LLC) where, if the LLC creates income 
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and does not distribute it, the creditor will get a K-1 for income they never did and never 

will receive. 

 

 The following is a little schematic that might help you visualize what happens (or 

does not) with a charging order. 

 

 
 

 

 

 

 

More Differences between an LLC and S- or C-

Corporations? 
 

 If your assets are held in an S- or C-Corp, the judge has a few different viable 

remedies upon request of a creditor to implement.  Those are: 

 

 1) The court can order a debtor’s interest in an S- or C-Corp sold 

to satisfy the judgment.  (A physician becomes a debtor after a judgment is 

entered against him/her and in favor of a patient who then becomes a 

creditor.) 

 

 This means, if you are a 100% owner of an S- or C-Corp that owns 

a $1,000,000 brokerage account and $1,000,000 vacation home, a judge 

can make you sell your stock which should be worth in the open market 

$2,000,000.  (If you own less than 100% of the stock, a court can make 

you sell whatever interest you have.) 

 

 2) The court can order that the ownership interest of a debtor in an 

S- or C-Corp be transferred to the creditor. 

LLC 

WWhhaatt  aa  ““CChhaarrggiinngg  OOrrddeerr””  MMeeaannss  

CREDITOR 
Charging Order 

Creditor:  

Does not become partner (ULPA sec 27) 

Cannot touch assets 

Gets no LLC voting rights  

Cannot force LLC distributions 

Creditor gets the K-1 (Rev. Ruling 77-137) on phantom income 

(IRS no longer actively pursuing charging orders) 

Your  

Assets 
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 Once the stock ownership in an S- or C-Corp is transferred to a creditor, that 

creditor can: 

 

 1) Vote as a stockholder and act as a stockholder of the company.  

If you had majority interest in an S- or C-Corp and your children had a 

minority interest, the creditor would then be the majority owner in that 

corporation with your children.  The same goes if you have friends as 

partners.  

 

 As the majority owner, the creditor would have the right and power to vote to sell 

corporate assets and make distributions of income. 

  

 2) Sell the stock to any third party allowed by the corporation’s 

operating agreement.  

 

In either scenario, the owner of the S or C stock would lose that stock. 

________________________________________________________________________ 

Potential Problems with an LLC 
 

 Not all 50 states yet allow for single member LLCs.  (Although all 50 states now 

recognize LLCs as a legal business entity).  As the years pass, eventually all 50 states will 

have single member LLCs.  Lastly, although single member LLCs have been used for 

some time now, it is usually wise to have another person as at least a 5% owner of 

an LLC. This will prevent a creditor from arguing that an LLC without more than 

one owner should not be able to hide behind a Charging Order as the sole remedy. 

If this issue is a concern in your state, I would recommend using an FLP (which has 

the same protection as described above for the LLC with less concern of a judge 

giving a creditor other relief besides the Charging Order). 

______________________________________________________ 

What types of assets should be held in LLCs? 

 

 1) Real Estate (mainly rental or vacation properties) 
  

 Some advisors recommend putting family residences in an LLC. That is fine if 

you are single where the asset is totally at risk if it is titled solely in your name, but one 

issue to watch out for is losing the capital gains tax exemption of $250,000 per spouse 

(which can be used every two years on the gains from the sale of a personal residence). 

 

 In most states, owning property as tenants by the entireties should be fine to asset 

protect the marital home; or you should be fine in states like Texas that have an unlimited 

homestead exemption to protect personal residences. 

 

 

 



Asset Protection 

________________________________________________________________________ 

              70 

 2) Brokerage Accounts  
 

 If you have any sizable brokerage accounts, you should have them owned by an 

LLC. If set up correctly, you will have full authority to buy and sell stocks or mutual 

funds or whatever inside the LLC. It is just that the assets in the account will be 

protected. 

 

 3) Planes, Boats, Wave Runners, Snowmobiles 
 

 Many physicians have either a plane or boat or both. It is important to protect the 

asset value itself from creditors; but it is also important to protect the rest of your estate 

from the liability of the airplane, boat, wave runner, or snowmobile.   

 

 You have all heard the horror story about a physician going down in the V-Tail 

Bonanza plane (nicknamed the Doctor Killer) because of pilot error or the boating 

accident that happened when the physician driver of the boat had too much to drink.   

 

 The above listed assets have unique liability, and you want to protect the rest of 

your estate from that liability. Therefore, I would strongly recommend that the fun assets 

listed in 3) be placed in their own separate LLC. 

 

 4) Any other personal asset of value 
 

 Real World Example 

 
 If the previous material confused you a bit, I want to give you a real world 

example of how to protect your assets. 

 

 Example: 

 

 Assume Dr. Smith is 45 years old, married with two children, lives in Michigan, 

and has the following assets: 

 

      Value 

 

Personal residence    $1,000,000 (with $400,000 mortgage) 

Vacation Home   $   450,000 (with a $200,000 mortgage) 

Brokerage Account   $   500,000 

401(k)/Profit Sharing   $   400,000 

Airplane    $   125,000 

 

The following is the recommended asset protection plan using LLCs. 
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       Title 

 

Personal residence    Tenants by the Entireties  

 

 (Not typically in an LLC due to the fact that the client will eventually sell the 

house and will want to take advantage of the $500,000 joint capital gains tax credit.) 

 

Vacation Home    LLC #1  

      

 If the clients choose to rent the vacation home, I would suggest transferring the 

vacation home to its own individual LLC to protect it from a suit by a tenant for 

negligence. 

 

Brokerage Account    LLC #1  

 

 Again, if the vacation home were ever rented, the brokerage account would get its 

own LLC. 

 

401(k)/Profit Sharing  Qualified retirement money is federally protected 

 

Airplane     LLC #2 

      

 Because the airplane itself is a source of liability, I would suggest that it be owned 

in its own LLC so, if there is a crash (and it is always pilot error), the passenger who sues 

the physician’s estate will have to settle instead for whatever is in the LLC (nothing after 

the crash) and the insurance payments from the company insuring the plane. 

________________________________________________________________________ 

Where to Incorporate 
 

 Most people simply file for LLCs in the state where they reside. However, if your 

state does not have a good LLC statute that says the “sole” remedy of a creditor is a 

charging order, then you will want to file your LLC in a state that does have this magic 

language.  

 

 If you form an LLC that creates significant directors’, officers’, and shareholders’ 

liability or an LLC that will generate significant corporate income, using an LLC setup in 

one of the preferred jurisdictions is even more important.  What jurisdictions are those? 

Delaware, Alaska, Nevada, Arizona and New Mexico among others.  .  

 

 If you use a “foreign” state to incorporate in (a state where the company does not 

operate its business), you will still have to file a declaration of foreign corporation with 

your home state, which most of the time will subject your corporation to the state tax 

laws of your home state. 

 

 Why use one of the previously listed jurisdictions? Because they have the 

following type of beneficial language in their statutes:  
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 No Corporate Income Tax, No Taxes on Corporate Shares, No Franchise Tax, No 

Personal Income Tax, No I.R.S. Information Sharing Agreement, Nominal Annual Fees, 

Minimal Reporting and Disclosure Requirements, and Stockholders are not Public 

Record.   

 Additionally:  Stockholders, directors, and officers need not live or hold meetings 

in these states or even be a U.S. Citizen.  Directors need not be stockholders, officers, and 

directors of a these entities and can be protected from personal liability for lawful acts of 

the corporation. In these jurisdictions, corporations may purchase, hold, sell, or transfer 

shares of its own stock. They may issue stock for capital, services, personal property, or 

real estate, including leases and options; and the directors may determine the value of any 

of these transactions, and their decision is final. 

 

Conclusion 
 

 The real-world answer for what jurisdiction you will use is that the asset 

protection attorney you use to set up your structure(s) will have a preference, and that’s 

the one you’ll use.  

   

________________________________________________________________________ 

Section 8 

Trusts as Asset Protection Tools 

 

 The general rule of thumb is: 

 

 Unless a domestic trust is irrevocable, it provides no asset protection. 

 

Types of Trusts 
 

 Revocable  
 

 A revocable trust is just thata trust that is set up where typically the client is the 

grantor (person setting up and usually funding the trust with assets) and is revocable at 

ANY time. 

 

 Irrevocable 

 

 A grantor sets up an irrevocable trust like a revocable trust except the grantor can 

NEVER get the assets back that were used to fund the trust.  There are ways to draft 

irrevocable trusts so family members have control of the assets; but technically speaking, 

the grantor is not supposed to have any control over who gets the assets from the trust. 
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 Intervivos   
 

 An intervivos trust is simply one that is set up and used during a grantor’s 

lifetime. 

 

 Testamentary  
 

 A testamentary trust is one that is set up at the death of a client or is created by 

will and takes effect upon the death of a client. 

 

What Asset Protection? 
 

 Revocable trusts provide NO asset protection. While revocable trusts are used 

sometimes for estate planning purposes, they provide a physician with no current asset 

protection.  Because a grantor physician has the power to take assets out of the trust, a 

court of law can demand just that at the insistence of a creditor. 

 

 Irrevocable trusts provide total asset protection when done correctly.  Because 

the grantor physician irrevocably funded (gave) assets to an irrevocable trust (and can 

never get them back), those assets are no longer owned by the grantor and can never 

revert back to the grantor; thus, there is nothing a court of law can do to make the grantor 

take back those assets to satisfy a judgment. 

 

 Most physicians I know have at the top of their list asset protection, but giving 

assets away where the physician has no rights to use or enjoy those assets is not 

something most of them had in mind.   As stated early in this section of the book, good 

asset protection is about maintaining control of assets and making it difficult for creditors 

to get those assets, not about giving assets away. 

 

 Irrevocable trusts do have a place in an asset protection/estate plan of high-end 

clients (usually through an irrevocable life insurance trust (ILIT) (see page 134 of this 

book for the proper use of an ILIT) or through normal gifting to children at $14,000 per 

spouse per child for 2015); but when it comes to asset protection, irrevocable trusts are 

not terribly helpful due to the fact that the client literally has to give up control of assets 

to protect them.   

 

 Finally, there are several provisions that should be in every irrevocable trust that 

are outside the scope of this book.  Just be sure that the attorney you use with all of your 

asset protection and estate planning needs is an expert in his/her field. If not, your 

attorney could seem to set up a properly drafted irrevocable trust when, in fact, the trust is 

missing several key elements (that could cause the trust to be defective and deemed a 

revocable trust). 
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________________________________________________________________________ 

Section 9 

Offshore Asset Protection Strategies 
 

 I would like to preface this section of the book by stating that this is not intended 

to make you an expert in offshore planning. I will be giving you the basics of offshore 

and enough information for you to determine if offshore planning is something you need 

to look at further. 

 

Why Offshore? 
 

 I think the question of why not to go offshore is a better one to start with.  You 

should not be thinking of offshore because you heard from a friend or read somewhere 

that offshore asset protection is the only way to go to truly protect your assets. 

 

 Further, you should definitely not go offshore if you think you will save on U.S. 

federal income tax.  Any advisor who tells you that you can move assets offshore and 

AVOID taxes is an advisor you want to stay away from.  While there are ways to have 

assets in certain investments that are tax favorable offshore (private placement life and 

Captive insurance companies), simply moving your $1,000,000 brokerage account to an 

offshore asset protection trust is not going to save you annual income taxes on dividends 

earned from your brokerage account. 

 

 The fact of the matter is that 95% of the people who need asset protection can 

accomplish their goals domestically through the use of LLCs.  Offshore is always more 

expensive with more complexity. While at the end of the day you might get more asset 

protected with offshore planning, the real question you need to ask yourself is—Does 

offshore planning make sense in your particular situation? 

 

 Most of the people who really gravitate to offshore planning are the ones who 

already know they have a potential lawsuit in the works. By transferring your assets 

offshore and giving notice to creditors, sometimes offshore is the only way to attempt to 

protect your assets in the face of what is certain litigation (as long as you are not in 

violation of the fraudulent transfer rules). 

  

 Lastly, offshore planning will not work with real estate in the U.S.   

 

Pitfalls of Offshore Planning 
 

 While many of the properly used foreign jurisdictions for asset protection do not 

recognize U.S. court orders, a question to ponder before implementing an asset protection 

plan is:   
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Whether a U.S. court having jurisdiction over the debtor (because he or 

she is domiciled in the state) will nullify the transfer of assets to an 

offshore trust under state law principles or otherwise rule that the transfer 

of assets to the foreign trust was invalid or illegal in the first place. 

 

 If there is a flaw with offshore planning, it is that the person trying to protect 

his/her assets by moving them offshore still lives in the U.S. and is subject to the court’s 

jurisdiction and court orders including a contempt order.  

 

 Generally speaking, offshore planning done right will not run into conflict with 

U.S. courts; but if there is any indication that a transfer to an offshore entity was done 

with fraudulent intent, there is precedent that would cause a U.S. citizen to worry. 

 

 The Anderson Case 
 

 The Anderson case was a 1999 case where the defendants (the Andersons) 

defrauded investors of millions in a Ponzi scheme.  

 

 When the Andersons knew troubles were brewing with the clients they bilked out 

of millions, they transferred to a Cook Island Trust (Foreign Asset Protection Trust 

(FAPT)) several million dollars.  The Andersons were co-trustees of the trust along with 

a local trust company.  When the lawsuit was filed, by the rules of the trust, the 

Andersons were dropped as co-trustees and the remaining foreign trustee was the only 

person/entity that could authorize the disbursement of money from the foreign trust. 

 

 To make a long story short, the court in Anderson threw the clients in jail for 

contempt of court when they refused the court’s demand that the Andersons as co-

trustees bring the money from the Cook Islands back to the states where it could be 

divided out by the court at the conclusion of the case against the Andersons.     

 

 The Andersons argued that, when the suit was filed and a demand was made on 

the trust to bring the money back to the U.S., they were automatically terminated as 

trustees and did not have the authority under the foreign jurisdiction to take money out of 

the trust and bring it back to the U.S.  This argument normally would have worked except 

that the Andersons set up the foreign trust with knowledge that a lawsuit was imminent. 

 

 Could a court hold you in contempt of court and throw you in jail if you did not 

bring money back to the states after you deposited it into an offshore trust? (Which is 

different than offshore LLCs discussed in the upcoming pages.)   

 

 It is very unlikely that a U.S. court would hold someone in contempt of court if 

the money transferred to a properly set-up offshore trust was done for a legitimate 

business purpose and done before there was an awareness of future litigation. The 

Anderson case is a classic example that bad facts make bad law, and so most of the asset 

protection gurus do not believe the Anderson case is applicable to clients except if they 

are making transfers to an offshore trust with the knowledge of potential litigation. 
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  Expense 
 

 Offshore planning is a bit on the pricey side. While you might be able to 

implement an entire asset protection plan domestically for $2,500-$10,000, a similar 

offshore asset protection plan could cost in excess of $15,000. Expense should not be an 

impediment for a high-net-worth client to protect his/her assets; but unless the client has 

$1,000,000 or more in liquid assets he/she is trying to protect, I typically do not even 

bring up the topic of offshore protection (because it is difficult to justify the costs). 

 

 So again, why offshore?   
 

 The simple answer is that offshore planning will be the best way to asset protect 

your assets. Why? Because good offshore planning takes the asset out of your control, 

puts your money in a place the U.S. government has no jurisdiction; and, therefore, an 

order from a U.S. court is not binding. The U.S. only has jurisdiction over people or 

property located within the U.S. borders. When you move your assets to an entity that is 

offshore (with offshore investments), you remove your property from U.S. control. 

 

 The other reason offshore planning is so powerful is that, for a creditor to attempt 

to get those assets, the creditor has to bring a separate lawsuit in the jurisdiction where 

the assets are located.  To bring such a civil lawsuit after getting a judgment from a long 

U.S. civil lawsuit is not an enviable position and one that will cause a creditor much grief 

and much expense.   

 

 Lastly, with many offshore trusts, there is language that requires the trustee of the 

trust to immediately move the assets from one foreign jurisdiction to another when 

litigation is filed in the original jurisdiction. So you can imagine the pain a creditor would 

have after spending $25,000 to get a judgment in a foreign jurisdiction only to find out 

that the money was transferred to another jurisdiction (in compliance with the first 

foreign jurisdiction’s laws) where the creditor has to spend another $25,000 to re-litigate 

the case in hopes that the money might be there when and if the suit is completed 

successfully. 

 

What are the main offshore tools? 
 

1) Offshore Limited Liability Companies (LLCs) 

 

2) Offshore Trusts  

 

3) Closely Held Insurance Companies (CIC or Captive) 
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1) Offshore Limited Liability Companies (LLCs) 
 

 Several offshore jurisdictions implemented LLC legislation similar to that of 

existing LLC legislation in the U.S.  Jurisdictions such as Nevis (everyone’s current 

favorite), the Cayman Islands (limited duration companies), Turks and Caicos (limited 

life companies), Anguilla (LLCs), the Bahamas (limited duration companies), and the Isle 

of Man (limited duration companies) all have existing LLC legislation. 

 

 While I will not be going into the specifics of each country’s laws, know that the 

Nevis LLC laws seem to be most applicable when implementing asset protection plans 

due to the fact that they are similar to (but better than) the LLC laws in the U.S. 

 

 Basically, with a Nevis LLC, a client is getting the best of all worldsasset 

protection similar to U.S. LLCs where the only remedy a court can give a creditor is a 

charging order, but yet the LLC is in a foreign jurisdiction where, in order for a creditor 

to obtain a charging order, the creditor has to file suit in Nevis.  Asset protection plus 

litigation deterrence make the use of a Nevis LLC the simplest and one of the best 

offshore planning tools.  

 

 Because I have not dedicated pages of material to offshore LLCs, do not take that 

as a sign I do not prefer the option for asset protection. My preference for offshore asset 

protection is through the use of an LLC. However, because offshore LLCs function 

similarly to domestic LLCs (with the additional litigation deterrence of a creditor having 

to file suit offshore), I am not going to regurgitate the information explained in an earlier 

section of the book as to why LLCs are good asset protection tools. 

 

2) Offshore Trusts  
 

 Offshore trusts (which go by different names: Foreign Asset Protection Trusts 

(FAPT), offshore trusts, or asset protection trusts) are similar in some respects to 

traditional trusts in the U.S. Offshore trusts have all the same flexibility of design as 

domestic trusts when it comes to adding provisions to the trust such as a discretionary 

provision where the trust is not required to make distributions. 

 

Protect your assets 
 

 Offshore trusts are supposed to protect your assets because: 

 

 U.S. Courts have no jurisdiction in a foreign country and, 

therefore, have no control over the assets in a foreign offshore trust. 

 

 U.S. Courts typically do not use Contempt of Court (where the 

court would send you to jail until you brought back your assets from the 

offshore trust) when assets are properly transferred to offshore trusts.  I 
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say typically because there have been cases where clients have gone to jail 

for long periods of time for contempt because they refused to bring back 

assets from an offshore trust to satisfy a judgment.   

 

 Offshore asset protection havens are your friends. Most of the 

offshore asset protection havens have drafted their local laws to be as 

friendly as possible to U.S. citizens looking to shield assets from lawsuits.  

The laws make it extremely difficult for a creditor to gain access to the 

money in an offshore trust. 

  

Typical Offshore Trust Setup 
 

 Similar to domestic trusts, offshore trusts have a: 

 

 Grantor (sometimes called a settlor) - The person who sets up and funds the trust 

(the physician). 

 

 Beneficiary - The person who will eventually benefit from the money in the 

offshore trust.   It is not a good idea to have the grantor physician as the sole beneficiary 

(or a beneficiary at all depending on your risk tolerance). Typically, you would name a 

spouse or child as the beneficiaries (which cause other long-term planning problems and 

instability).    

 

 The more it looks to the court like a physician grantor has power over the trust or 

will benefit (especially exclusively) from the trust, the more likely the physician will run 

into the bad fact scenario in the Anderson case where the U.S. judge saw through the 

sham of the offshore asset protection plan and held the debtor client in contempt of court 

and threw the Andersons in jail  

  

 Trustee - The trustee is really where an offshore trust differs from a domestic 

trust (besides the fact that it is offshore and subject to the favorable laws of an offshore 

asset protection haven). 

 

 With an offshore trust, there are usually at least two trusteesthe grantor and a 

foreign trust company (with no ties to the U.S.). There is an extensive trust agreement 

that spells out the trustee’s duties and how the money is to be distributed to the 

beneficiaries.  

 

Potential Problems with a Foreign Trustee: 
 

 One of the potential problems with offshore trusts is finding a foreign trustee who 

can be trusted and will remain solvent.  What typically happens if there is a lawsuit where 

a creditor tries to get at assets in the offshore trust is that the client (physician) who is a 

co-trustee loses his/her powers and the foreign trustee (who is not subject to the 

jurisdiction of U.S. Courts) takes over total control of the assets in the trust.   
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 When the foreign trustee takes over the exclusive control of the assets in a trust 

that was funded by a physician, there tends to be some worries about whether or not the 

foreign trustee is going to “do the right thing”the right thing being to protect the assets 

in the trust, not embezzle the money, and eventually distribute the money as the U.S. co-

trustee would have distributed it (to the physician and/or his family).  In other words, a 

client would be worried the foreign trustee would take the money and run, and the 

physician would never see that money again. 

 

 Just as it is difficult for a creditor to go offshore to try to get your assets in an 

offshore trust, it will be equally as difficult for you to sue your foreign trustee if that 

trustee embezzles your money. 

 

 Protector 

 

 The protector is a person/entity that should be considered when creating any 

offshore trust. A protector does just what the name implies, which is to protect the assets 

in the trust from being distributed contrary to the trust document or embezzled by the 

trustees. 

 

 Typical powers of the protector include: (1) the ability to remove and appoint 

trustees; (2) to veto a trustee’s distributions (made at the discretion of the trustee) from 

the trust; (3) to add or change beneficiaries; (4) to consent to the exercise of the “flight” 

clause (causing the trust to change its location to a different country); and (5) the right to 

protect against mismanagement of the funds in the trust. 

 

 While it is important to have a protector, it is also important to have the trust 

document written in such a manner so as to be able to remove the protector, change the 

protector’s authority, limit who may act as the protector, or deal with replacing the 

protector in the event they resign. 

 

 I would suggest that the protector not be a U.S citizen so as to avoid a U.S. court 

from directing the protector to bring your assets in the foreign trust back into the states to 

satisfy a judgment. 

 

Contempt of Court 
 

 If you do any serious reading about offshore trusts, you will find two main 

schools of thought:  1) offshore trusts are the best way to asset protect your assets and 2) 

offshore trusts are dead due to the contempt of court ruling recently handed down where 

clients have been sent to jail for not returning assets from their offshore trust to the U.S. 

to satisfy a judgment. 

 

 My opinion is that offshore trusts are still viable if set up correctly and in a timely 

fashion.  Too often people using offshore trusts are doing so because they know of an 

impending problem. If that is the case, I believe contempt of court is a real live 
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consequence a client needs to worry about.  Additionally, if an offshore trust is set up to 

give the client too much control (like the power to bring assets back to the U.S.), then 

again I think contempt of court is a real live consequence the client needs to worry about. 

 

 What is Contempt of Court? 
 

 Contempt of Court is defined as:  Any willful disobedience to, or disregard of, a 

court order or any misconduct in the presence of a court; action that interferes with a 

judge's ability to administer justice or that insults the dignity of the court; punishable by 

fine or imprisonment or both.  

 

 Everyone by now has seen a TV court drama where someone (either attorney, 

client, or witness) does something to upset the court; and the judge yells out for the 

person to stop or they will be found in Contempt of Court. 

 

 In the offshore area, contempt revolves around a judge telling a debtor (after a 

money judgment is rendered for the plaintiff (now creditor)) to bring back money from a 

foreign asset protection trust set up by the debtor and the debtor refusing or claiming a 

defense to being able to perform the act the judge has requested. 

 

 What defenses are available for contempt? 
 

 Impossibility of performance (which is a complete defense) 

 

 In the offshore scenario, the debtor would tell the court that he/she has no legal 

authority to order the money in the offshore trust back to the U.S.     

 

 With a properly setup offshore trust, the physician, even if he/she was a co-trustee 

by the language of the trust, as soon as a creditor tried to get at the assets in the offshore 

trust, would be removed as a co-trustee and, therefore, would lack the legal authority to 

transfer anything out of the trust.  It is impossible for the physician to comply with the 

U.S. Court’s order to bring back the money from the offshore trust; and, therefore, the 

physician has a good argument for why he/she should not be held in contempt for not 

abiding by the court’s order to bring back the money to the U.S. 

 

 There are problems with the impossibility of performance defense.  By setting up 

the trust for the specific purpose of avoiding the long arm of the U.S. court system, the 

court can determine that the trust was set up in bad faith (to avoid legally being able to 

bring back money from an offshore trust to the U.S), that you intentionally created the 

impossibility of performance defense and strike that as a viable defense.  Then you 

have facts that are similar to the Anderson case (discussed previously) where the court 

did send the Andersons to jail even though technically the Andersons did not have the 

legal authority to bring back assets from the offshore trust they set up.  

 

 When a court determines if a debtor self-created the impossibility defense, the 

court looks to see 1) if the debtor acted in good faith; 2) whether the party cooperated 
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with the court by complying to the extent possible; 3) whether the debtor created the 

impossibility scenario at the time the debtor anticipated the issuance of an order by the 

court; and 4) how much time had elapsed from the creation of the offshore trust (and trust 

document) and the time of the contempt proceedings. 

 

 It should be noted, at the time this book is being published, even though a few 

cases have held clients in contempt and thrown them in jail, no case this author is aware 

of has actually “broken” the offshore trust and taken the money out to give to a creditor.   

Clients like the Andersons may have had to stay in jail for six months, but so far the 

money in their offshore trust is still intact. 

 

Conclusion on Offshore Trusts 
 

 Offshore trusts under today’s laws are a viable option for asset protection.  Some 

commentators say offshore trusts are the best way to asset protect your personal assets 

and some say the concept is dead because of the potential for a court to order a contempt 

citation, thereby sending a client to jail if they do not bring money back from the offshore 

trust. 

 

 It is my belief that, if an offshore trust is set up timely (well in advance of 

litigation where creditors will be after your assets) and if you do not retain too much 

control over the assets in the trust, offshore trusts will work very nicely to not only 

protect your assets but deter any litigation attempts to even go after your offshore assets.  

It is also very expensive and a pain in the neck for a creditor, with no guarantee that the 

creditor will have success, to go after assets that are in offshore trusts; and if they do have 

success, the money in the offshore trust will most likely be moved to another haven 

where the creditor will have to start the process all over again). 

 

 Even if your offshore trust is not set up correctly, the deterrent factor of a creditor 

having to go offshore to try to collect should be enough to fend off most attempts to get at 

your offshore assets. 

 

 Lastly, do not try to avoid taxes with an offshore trust. That is fraud; and if you 

are caught, the consequence from the U.S government will be significant.  

 

3) Closely Held Insurance Companies (CICs) 
 

 CICs are a nice way to implement an offshore asset protection plan that is 

different from the traditional offshore LLC or offshore trust. 

  

 CICs are used more for income tax reduction; but because the CIC is set up 

offshore, it turns into a terrific asset protection tool as well.  To read about how a CIC can 

be used as an income tax reduction tool, please turn to page 217 of the book in the 

income tax reduction section. 
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What is a CIC? 
 

 A CIC is just what it sounds like; it literally is your own insurance company that 

can sell insurance to a number of different people or entities (although most of the time 

your CIC will sell insurance to your own small business). Again, for information as to 

how a CIC works as an income tax reduction tool, please turn to page 217 in the income 

tax reduction part of this book. 
 

How Does a CIC Work as an Asset Protection Tool? 
 

 CICs are typically created offshore due to the lower initial capitalization 

requirements.  Because CICs are offshore, they provide asset protection like any offshore 

company. 
 

 Example: 
 

 Dr. Smith has a medical patent company which he owns 100% of 

the stock. Dr. Smith generated $2,000,000 of take-home income after 

expenses from his company, and he does not need the money to live on.  

Dr. Smith is 58 years old with three children, a spouse, and a net worth 

including the value of his company of $15,000,000. 

 

 Dr. Smith could set up a CIC that could be owned entirely by his 

children. His company would then purchase $1,000,000 worth of 

insurance from the CIC for various types of insurance coverage, and Dr. 

Smith’s company would pay the premium each year.  

 

Several good things are accomplished with this scenario: 

 

 1)  Dr. Smith transferred $1,000,000 into an offshore CIC which is 

owned by his children. This transfer was done without income, gift or 

estate taxes; and with a good claims’ history, the children will be able to 

keep that money. 

 

 2) Dr. Smith did not have to take the money home and pay income 

taxes on it. 

 

 3) Dr. Smith did not have to figure out how to asset protect the 

$600,000 he would have taken home after tax (in the 40% tax bracket) 

since the money has not only been transferred to the children’s CIC but is 

in an offshore CIC. 

 

 The money in the CIC is there in the event of any insurance claims, 

but realistically that money will be used by the children as part of their 

inheritance. 
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 CICs are not for everyone, but they are something that should be explored by 

anyone looking to implement an offshore asset protection plan. The CIC must also have, 

as its primary business purpose, the sale of insurance.  Make sure when looking into the 

topic you have an advisor who can counsel you on the proper way to set up a CIC so it 

can be set up in compliance with all the applicable laws. 

________________________________________________________________________ 

Conclusion on Offshore Planning 
 

 Offshore planning for asset protection is the best way a high net worth client can 

protect their assets from creditors.  

 

 The question you have to ask yourself from a practical standpoint is:   

 

“Is offshore planning and its expense (and sometimes risk of loss of 

control of your assets with offshore trusts) worth it?” 

 

 For most clients (80%+), there is no need to go offshore when domestic LLCs 

will do the job just fine. 

 

 For those clients with sizable liquid assets ($1,000,000 or more), the expense of 

offshore can be justified. 

 

 For those clients who have a real worry (although not a confirmed worry) about 

an impending lawsuit, offshore is definitely the way to go. (Although you need to avoid a 

fraudulent transfer). The deterrent factor of going offshore most of the time will be 

enough (when the lawsuit involves less than $3,000,000) for a creditor to not want to go 

through the expense and headache of litigating a lawsuit offshore with no idea if the 

money will still be in the offshore trust account or LLC when it is time to satisfy a 

judgment. 

 

Section 10 

Protecting the Marital Home/Personal Residence 

 
Unfortunately, there is no great answer for how to protect a client’s personal 

residence; and below I will discuss the problem in more detail.   Because a client’s 

personal residence for many years is the greatest asset in terms of dollars, it is  one of the 

most important assets to protect from creditors.  

 

Homestead Exemption 
 

 As discussed in more detail on page 39, the homestead exemption is very limited 

in most states ($5,000-$10,000). In states like Texas and Florida, there is an unlimited 
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homestead exemption which protects the entire value of the house (whatever that may 

be).   

 

 Since most of the country does not live in Florida or Texas, the homestead 

exemption is of little help to those that have more than $5,000-$10,000 of equity in their 

homes. 

 

Tenants by the Entireties (TE) 
 

 As discussed on page 52, states like Michigan allow married couples to own 

property titled as “tenants by the entireties” (TE). Owning property as TE means that 

each spouse has an undivided interest in the “whole” property.   Even though each spouse 

owns 50% of the marital residence, they each have an undivided right to use the whole 

property.   

 

 A creditor cannot force the sale of either spouse’s interest because to do so would 

affect the other spouse’s enjoyment of the “whole” property. Therefore, if you live in a 

state where married couples can own property as TE, then by good fortune, your marital 

residence is protected. 

 

 Problems with TE 

 

 1) Besides the fact that few states allow property to be held as TE, TE does not 

protect the marital home from joint creditors of both spouses.  Let’s look at an example 

of how this problem might come into play. 

 

 Example: 

 

 Dr. and Mrs. Smith are having a Christmas party where they have invited over all 

the staff from Dr. Smith’s medical practice. Everyone has a nice meal; and then from 7 

pm-midnight, several of the staff members proceed to drink multiple gin and tonic drinks 

that Dr. Smith was only too happy to provide.   

 

 After Dr. Smith’s personal nurse has seven (7) gin and tonic drinks, she looks at 

Dr. Smith and says she is going home. Dr. Smith can see that his nurse is obviously drunk 

and lets her drive home anyway due to the fact that she only lives a few miles away.   

 

The nurse pours herself into a car and then drives home. On the way home, she 

crosses the center line and then hits an oncoming car causing a crash that kills all four 

passengers. 

 

The four passengers happened to be four cardiologists coming home from their 

Christmas party, and each one of them had an annual income of $750,000 a year. 

 

Who is going to get sued in the above example?   
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Oh, by the way, the nurse died as well.   

 

The nurse is going to get sued; and her auto insurance company is going to simply 

hand over the $1,000,000 coverage to be divided up among the families of the four 

cardiologists. 

 

Dr. Smith AND his wife are going to get sued by both the doctors and by the 

nurse’s heirs. Why? Because they gave alcoholic drinks to a guest and let her drive home 

when she was obviously drunk. You may have heard of lawsuits against bars and taverns 

called “dram shop” cases? A dram shop case is when a bar serves too much alcohol to a 

patron and then lets an obviously drunk patron drive home drunk.  The bar is liable. 

 

In the above example, Dr. and Mrs. Smith are sued in a similar negligence case as 

a bar would be sued when letting an obviously drunk person drive home.   

 

But the house is owned as tenants by the entireties. Doesn’t that protect Dr. and 

Mrs. Smith?  Unfortunately, the answer is no.  Why? Because both Dr. and Mrs. Smith 

own the house where the party and negligence took place and they will both be sued, 

thereby, putting all their assets, which are owned jointly, at risk.  A house owned as TE is 

owned jointly and is at risk. 

 

2) What if a client is not married? Tenants by the entireties is not available to a 

client who is not married. When is this a problem? It potentially could be a problem for a 

younger client who has not yet been married and has significant equity in his/her 

residence. (However, younger clients typically have significant debt on their houses 

which makes the house an asset a creditor will not want).   

 

What about divorce?   

 

When a client ages 55-65 gets divorced, the minute the divorce is final whichever 

spouse ended up with the house no longer owns the house titled as tenants by the 

entireties.  Therefore, when a client gets divorced and if the house is owned personally by 

the client after the divorce, the house is absolutely at risk to creditors. 

 

Other Solutions 
Qualified Personal Residence Trust (QPRT) 
 

 The first tip off that someone is not an asset protection planner is the suggestion 

that the best way to asset protect a residence is through a QPRT.  I am not personally a 

big fan of a QPRT for most clients and as it is discussed below you will see why.  Having 

said that, a QPRT is one of only a few ways a client who does not have an unlimited 

homestead exemption or lives in a TE state can protect his/her personal residence. 

 

 A QPRT is my least favorite kind of trust; i.e., it is an irrevocable trust.   
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 A QPRT is a trust set up where the personal residence is gifted to the children in 

an irrevocable manner. Those who like the QPRT tout the fact that the personal residence 

can be transferred to the heirs via a trust at a low gift tax value and with NO estate tax 

consequence. The person gifting the house to a QPRT gets to live in the house rent free 

for a specified period of years.  If the person gifting the house survives to the end of the 

term, the residence will pass estate tax free to the heirs. 

 

During the trust term, the owner/spouse in the residence is responsible for 

maintaining the property and paying taxes and expenses connected with the occupancy.  

This means that the term holder is treated just like an ordinary owner in a residence. If 

there is a mortgage on the property, the term holder should continue to make the 

payments; but a portion of each principal payment may be considered to be an additional 

gift to the remainder beneficiaries. That would add to the complexity of the calculations 

for the trust.  

 Let’s look at an example of how to set up and use a QPRT. 

 

 Dr. Smith is age 65, and his spouse is also 65 years old.  He does not live in 

Florida or Texas; and, therefore, the homestead exemption is of little help when it comes 

to asset protection.  Also, assume he does not live in a TE state. 

 

 Dr. Smith is an OBGYN and is fearful of losing his house to a patient creditor in a 

medical malpractice suit.  The house is worth $400,000 with no debt on it so he decides 

to gift it to a QPRT. If we assume the term of occupancy for Dr. Smith in the house is 

four (4) years, the current value of the gift to the QPRT would be approximately 

$210,000.  Dr. Smith could use some of his estate tax credit to pass the house to the 

QPRT gift tax free. 

 

The taxable gift upon transfer of an asset to a QPRT is determined by subtracting 

the value of the client’s right to remain in the home (valued as an income interest) and the 

value of the possible reversion to the grantor's estate. No gift tax will ever be paid on any 

future appreciation on the home. 

 

 After the fixed term ends, Dr. Smith can continue to use the residence in one of 

two ways. First, the residence can be retained in trust for his spouse's lifetime, thus 

assuring that the entire residence is available to her before it will be distributed to the 

children upon the spouse's death. Second, he can enter into a lease with his children 

which will allow him to live in the residence for as long as he wishes. If Dr. Smith does 

so, however, he must pay fair market value rent to his children after the fixed term ends 

in order to keep the residence from being subject to estate tax on his death.  

 

If Dr. Smith survives the fixed term of the QPRT, the value of the residence will 

not be included in his estate for estate tax purposes. Even if he does not survive the fixed 

term, the estate tax consequences will be no worse than they would have been if he had 

not created the QPRT in the first place. In other words, from an estate tax point of view, 

there's no potential downside to a QPRT. A QPRT is not a bad way to remove a 

residence's value from one's estate at a greatly reduced gift tax cost. 
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 Downside to a QPRT 
 

 1) If the client dies prior to the end of the term, the asset will be includible in the 

client’s estate (and this will act for the most part like the QPRT was never put in place).  

The deceased client’s estate will be given credit for any gift tax previously paid, and the 

estate tax calculation will take into consideration the entire lifetime exemption.  

 

2) If the client outlives the term of years, typically he/she will lose control of the 

property and could be thrown out of the house if there was a falling out of with the 

beneficiaries of the QPRT.   

 

3) If the client has a provision in the trust to live in it past the term of years, the 

client will end up paying rent to the beneficiaries of the trust at the fair market rate. This 

rent is not deductible to the renter and will be income to the beneficiaries.  

   

 Conclusion on the QPRT 
  

 The QPRT can work as an asset protection tool, but younger clients will be 

hesitant to use this concept due to the difficulty in picking a term of years on a property 

that will most likely be sold prior to an ultimate transfer to the heirs. If the client lives 

through the term of years of the QPRT, he/she runs the risk of being thrown out of their 

own residence by the beneficiaries or paying non-deductible rent payments which will be 

taxable to the beneficiaries.   

 

 As an asset protection tool, the QPRT has marginal value; however, the QPRT is 

not a bad estate planning tool for clients over the age of 60 to gift away a large asset at a 

significant discount where if the client (grantor) lives through the term of years of the 

QPRT, the asset will pass income and estate tax free to the beneficiaries (even if the asset 

significantly appreciates in value). 

 

LLCs and FLPs 
 

 It is absolutely amazing how many attorneys and CPAs/accountants recommend 

that their clients transfer their personal residence to an LLC or FLP for asset protection 

purposes. 

 

 Why use an LLC or FLP?  Many advisors these days have at least read about why 

people use LLCs or FLPs for asset protection, i.e., the charging order protection.  While it 

is true if a client has a properly set up LLC or FLP in the a state with a good statute that 

the “sole” remedy a judge can give to a creditor is a charging order; does that 

automatically mean that using an LLC or FLP is a good idea for the personal residence?  

 

 The simple answer is no.  Why? 
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 There are two-three significant downsides to putting a personal residence in an 

LLC or FLP depending on which state you live in. 

 

 1) The client can lose the capital gains tax exemption upon the sale of the 

residence.  Each spouse has a $250,000 capital gains tax exemption on the sale of the 

personal residence (which renews itself every two years).  In order to take advantage of 

this exemption, the spouse(s) must live in the house and own it personally for two years 

out of five.  

 

 Therefore, if a client transfers the personal residence to an LLC or FLP and then 

suddenly wants to sell it, the client would lose the capital gains tax exemptions if he/she 

had not lived in it for the last two years out of five.  In the event the client did not want to 

lose this exemption, he/she could transfer the house back to him/her personally and live 

in it for two years and then sell the house. 

 

 2)  The client will lose the home mortgage deduction if it is owned by an LLC or 

FLP.  This is huge for most clients who have a mortgage.  One of the biggest itemized 

deductions for clients is the home mortgage deduction, and most clients will not want to 

forego that deduction to asset protect the personal residence.   

 

 To the extent the client had no home mortgage, this would not be an issue. 

 

 3)  In some states (like Michigan), if the marital residence is not owned 

individually, the client would lose the ability to claim it as their “homestead.”  The 

consequences in Michigan for not being able to claim a home as the homestead is an 

increase in property taxes that is over 50%.     

 

 For example, if a client had a $500,000 house and claimed it as his/her 

homestead, the property taxes would be $5,000.  If the client’s personal residence was 

owned by an LLC, thereby not giving the client the ability to claim it as his/her 

homestead, the taxes would be $13,000. 

 

 Again, most clients will not want to pay extra for their property taxes just so they 

can protect the value of their personal residence.  Like with any asset protection strategy, 

the decision for a client to implement comes down to the fear of losing the asset and the 

cost and headache of asset protecting it.  

 

 The homestead exemption varies per state, and you should check with your state 

before giving any advice to your clients. 

 

Conclusion on LLCs and FLPs 

  
 Unless a client has no home mortgage and no problems with having to live in the 

residence two years out of five before selling the residence, do not recommend LLCs or 

FLPs as good asset protection tools for the personal residence. 
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Debt Shields (Equity Stripping) 
 

Debt shields have been around for some time but have not really come into their 

own as a sales tool for insurance salespeople until some of the new life insurance policies 

have come onto the market in the last few years. 

 

While debt shields and equity stripping sound fancy or exotic, the terms simply 

stand for taking out a large amount of debt on an important asset that otherwise does not 

have debt (or much debt). 

 

The theory behind debt shields is simple; if an asset is riddled with debt, a creditor 

will not want it.  If a creditor does want it, he/she will have to stand behind the first 

creditor holding the loan against the valuable asset. 

 

 How does Equity Stripping work? 
 

 Prior to recent internal revenue code changes, clients could simply borrow as 

much money as a lender would give them via a re-finance of their home and write off the 

entire interest payment as an itemized deduction on a personal tax return.  Then the client 

could take that borrowed money and invest it in certain places to create supplemental 

retirement savings. 

 

 Because so many clients were taking the equity from their homes and investing it 

for retirement savings (due to the tax favorable nature of the investment), the IRS came 

out with rules (Title 26 Section 163) to limit refinance debt increases to $100,000.       

 

 Therefore, if a client has a $500,000 home with no debt, the maximum financed 

debt allowed on the property (to qualify for the interest deduction) is $100,000.  

 

I find the IRS’s limit on the interest deduction very telling.  Basically the IRS is 

telling the American public that there is too much of an economic windfall to clients who 

take the equity out of their houses, write off the interest and invest it for retirement 

savings.   

 

 There is a way around the above stated $100,000 limit on debt. The way a client 

can get around the limit is to buy a new home.  For example, if a client has a $500,000 

home with no debt and is concerned about asset protection (or simply wants to take 

advantage of the ability to borrow money, invest it and write off the interest), the client 

can sell the home and buy a new $500,000 with a $500,000 debt and the entire interest 

payment on that debt would be deductible. Then the client can take the proceeds from the 

sale of the previous house and invest it for retirement savings. 
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  Where is the borrowed money repositioned? 
  

There are NASD rules regarding where borrowed money can be invested; and as a 

general statement, that money should not go into individual stocks or mutual funds. 

 

 With the equity harvesting program, the money from the loan is typically 

repositioned into a low expense cash-building life insurance policy where the death 

benefit is at the minimum rate allowed so the client can take “tax free” loans from the life 

policy, in retirement. (Tax-free loans from a life policy are discussed in greater detail in 

the Life Insurance section of this book on page 125). 

  

 The home loan is typically set up as interest-only and tied to the lowest interest 

rate possible-Libor for example.  The reason the loan is interest-only is due to the fact 

that the whole point of the loan is to keep it on a valuable asset so the asset is not 

attractive to a creditor; and even if a creditor makes a claim against the asset, the creditor 

is second in line behind the lender. 

 

 Is Equity Harvesting financially viable? 
 

 As previously stated, the IRS thought it was so financially viable, it acted to limit 

the interest deduction on home equity loans and refinancing of homes. As a general 

statement, if the cash value life insurance policies perform as they have for the last 20+ 

years, and if interest rates remain anywhere near what they have for the last 20 years, 

then the answer is that Equity Harvesting will work well for a client financially.   

 

Because Equity Harvesting is such a useful wealth building tool, I have chosen to 

address is in a more complete section of this book which you can find in Chapter 4 on 

page 256. 

 

Added benefit 

 

Also, do not forget that, if a client chooses to use equity harvesting as a way to 

asset protect the marital home, he/she will most likely be able to get rid of any other life 

insurance policy for which he/she is paying.  Why?  Because with the equity harvesting 

concept, the client is buying a life policy with a sizable death benefit; and, therefore, 

many times there will be no use for any other life insurance policies for that client.  So, 

when calculating the economics of equity harvesting, make sure you take into 

consideration the reduced post-tax cost of paying for a traditional estate planning life 

insurance policy. 
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Conclusion on Debt Shields 
 

There is no prefect way to asset protect a personal residence.  By using Equity 

Harvesting, the client is creating a situation where no creditor would want to make a 

claim against the house and a situation where it is highly likely that the concept will work 

out as a very nice wealth building tool for the client, assuming the advisor uses the 

correct type of life policy-one that is specifically designed for equity harvesting. 

 

 

Section 11 

Asset Protecting Your Accounts Receivables  
 

Accounts Receivable Leveraging 
 

Leverage Your Office’s Accounts Receivables (A/R) for Asset 

Protection, Estate Planning, and Potentially to Create 

Retirement Savings 
 

Introduction 
 

 The topic of protecting a medical practice’s A/R is WHITE HOT right now in this 

era of litigation and abnormally high verdicts being handed down by out-of-control 

juries.  

  

 There are various ways to protect a medical practice’s A/R, and this section of the 

book will discuss in great detail the number one option (and what to avoid when being 

pitched the plan by advisors).  It will try to convey to readers the real-world truth and the 

actual financial benefit of the A/R leveraging plan to a physician in retirement. 

 

 The A/R leveraging plan is what I consider the second most abused sales tool in 

our industry today.  I will explain this in detail in the upcoming pages.  However, let me 

start by giving you a general overview of how the plan works. 

 

Overview of A/R Leveraging Plan 
 

The A/R Leveraging Plan involves using a medical office’s A/R balance as the 

primary collateral for a bank loan.  Depending on the lender used, the loan will be equal 

to the revolving A/R balance generally ranging anywhere from 30 to 120 days. (The A/R 

balance is the “real” value of the A/R─not the inflated amount a medical practice has on 

the books for what is billed). Depending on the lender used, the loan may be equal to the 

entire A/R balance (that has not otherwise been borrowed against). Since the bank will 
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have a primary lien against the receivables’ balance, this “asset protects” the balance 

from the claims of other creditors. 

 

Once the bank loan is made, the loan proceeds can be invested for the purpose of 

providing the physician with death benefit protection and, potentially, a source of 

supplemental retirement income. 

 

Cash value life insurance can be ideal for this purpose for a couple of reasons. 

First of all, since creditor protection may be a major concern, individually owned life 

insurance may be advantageous due to the fact that it may enjoy significant protection 

under state creditor protection statutes.  

 

Secondly, an individually owned life insurance policy may provide the physician 

with income tax advantages. One advantage is that any growth of the policy cash value 

will be income tax deferred and, potentially, income tax free depending on how the 

client chooses to take money out of the life insurance policy in retirement.   

 

The bank making the loan will very likely require the life insurance policy be 

assigned as secondary collateral to the bank. Although, in most cases, the bank will look 

primarily to the accounts receivable balance in the event of default, the life insurance 

policy cash value provides a liquid source of collateral in the event the accounts 

receivable balance is insufficient to pay back the loan.  

 

The loan will typically be outstanding as long as the physician is still working 

(i.e., until retirement). However, the loan will need to be extended from time to time; and 

the bank will “likely” do so, assuming the physician continues to be a good credit risk. 

Once the physician retires, the loan agreement will generally provide that the loan must 

be repaid within a specified period of time. Oftentimes, the loan agreement may give up 

to 180 days in order to provide sufficient time for the outstanding accounts receivables to 

be collected. Keep in mind that the receivables, once collected, will be income taxable. 

 

Therefore, it may only be the “net” after-tax amount of the receivables that is 

available to repay the bank loan. This is part of the sales pitch that is omitted by most 

advisors pitching this plan. The A/R available at retirement will not be sufficient to pay 

back the loan; and, therefore, a physician will have to come out of pocket to pay it off or 

money from the life insurance policy will have to be used. 

 

Once the loan has been repaid, the bank’s secondary collateral interest in the life 

insurance policy is released; and the physician now owns the policy unencumbered. At 

this point, the physician is free to begin taking potentially income tax free distributions 

from the policy’s cash value for purposes of supplementing his or her retirement income. 

  

 If the above summary is a little confusing, below you will be able to see a few 

simple flow charts and examples that will help you understand the A/R Leveraging Plan. 
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Asset protection sales pitch 
  

It seems as though everyone is now an “asset protection” specialist.  It does not 

seem to matter if you are an attorney, CPA, financial planner, insurance salesman, or a 

ditch digger. If you get in front of a physician client, you have been told to bring up the 

issue of asset protection.  

 

 Why?  Because there seems to be a national frenzy created by consultants that 

revolves around the premise that every physician is in danger of having their A/R seized 

by creditors in a lawsuit.   

 

 See if this sounds familiar:  

 

 Dr. Smith is visited by his local life insurance agent (or financial planner) who 

wants to discuss the important topic of “asset protection.”  Normally, Dr. Smith would 

not find time to meet with his insurance agent unless he had a real need; but since Dr. 

Smith is worried about losing his assets in a lawsuit, he finds time to meet with the 

insurance agent. 

 

 The agent meets with Dr. Smith and tells Dr. Smith about the horror stories of 

physicians from all over the country and how they have been losing their A/R in medical 

malpractice lawsuits.  When Dr. Smith has that worried look in his eyes, the insurance 

agent asks the magic question….. “Do you have your A/R protected from lawsuits, Dr. 

Smith?” 

 

 The insurance agent knows the answer is no; and when Dr. Smith says no, the 

agent strikes by whipping out on the table a PowerPoint presentation on A/R Leveraging.  

The insurance agent goes through the sales pitch, which is loaded with fear tactics; and at 

the end of the presentation the agent shows Dr. Smith how he can not only asset protect 

his A/R but also create a tax favorable supplemental retirement benefit.   

 

 One other main part of the sales pitch is to tell a physician the largest asset their 

medical practice owns (the A/R) is considered a “dead” or “dormant” asset because the 

A/R just sits there on the books without creating any gains for the physician owner(s). As 

I point out below, in the real world, the A/R Leveraging Plan can work in the following 

three ways when considering the Plan from a financial point of view: 

 

 1)  44%+ better than post-tax investing. 

 

 2) Expense neutral where the client did not gain or lose money by implementing 

the plan. 

 

3)  -25% or worse than post-tax investing. 

  

When I say post-tax investing, I am talking about how the client would do if 

he/she did not implement the A/R Leveraging Plan and instead took the money home 
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he/she would have paid for interest on the loan involved in the Plan and invested in the 

stock market on a post-tax basis. 

 

A/R Leveraging – Asset Protection Nirvana? 
 

 Is the A/R Leveraging Plan an Asset Protection Nirvana?  The honest answer is 

no with a caveat.  The caveat being that the A/R Leveraging Plan can work great or it can 

work poorly depending on the following factors: 

 

 1)  Interest Rates – The A/R Leveraging Plan is one that requires a loan for 

upwards of 20 years.  The lower the interest rates and the longer the loan rate is fixed, the 

better the plan will work.  This is a significant flaw with this program and an item 

overlooked and abused by those selling it.   

 

 Most loan structures are fixed for less than five years.  Some are fixed only for 

twelve months, and some float the interest rate monthly. However, the illustrations given 

out to make the sale typically will illustrate the loan interest rate as a level rate going out 

10-20+ years.  This is totally unrealistic given our current low interest rate environment.  

If you’ll recall, commercial lending rates in the 1980’s were in excess of 18%. 

 

 2)  Investment Returns – If the investment where the borrowed money is placed 

does not perform well (7% or better), the likelihood of the A/R Leveraging Plan working 

better than post- tax investing is reduced (unless interest rates on the loan stay abnormally 

low). 

 

 However, when salespeople pitch this plan, most use rates of return that are in 

excess of 8%.  If you are pitched this plan, ask the salesperson to re-run the numbers 

using a 6% rate of return in the life insurance policy and see how they turn out. They will 

look terrible (I know because I’ve run them). 

 

 If interest rates are moderate throughout the life of the Plan and if the return in the 

investment is similar to what the S&P 500 has done over the last 30 years, then the A/R 

Leveraging Plan, when done right, may be a nice and economically effective way to asset 

protect a medical office’s A/R (as long as a physician understands the risks associated 

with the plan). 

 

 The problem in the past and still in the marketplace with the A/R Leveraging Plan 

is that it is not done right a majority of the time and is not sold with full disclosure. 

 

A/R Leveraging done wrong 
 

 Before talking about the ways to implement a properly setup A/R Leveraging 

Plan, I think it is important to understand what is currently being pitched in the 

marketplace and what, in my opinion, is the “wrong” way to implement an A/R 

Leveraging Plan. 
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How does the above plan work?  

 

This method involves 1) making a bank loan to the business which 2) then 

distributes the loan proceeds to the participating physician(s) pursuant to the terms of a 

“deferred compensation” agreement. The distribution is treated as a property transfer 

under I.R.C. Section 83.  3) The physician then funds a life insurance policy with the 

distributed money and 4) the life insurance policy is collaterally assigned to the bank as 

secondary collateral for the bank loan.   

 

It is contended that the assignment of the life insurance policy constitutes a 

“substantial risk of forfeiture” by the physician pursuant to Section 83; and, therefore, 

transfer of money to the physician is not taxable until some later time. 

 

The client is told the following when being sold the Section 83 Plan:   

 

1)  The medical practice can write off the interest on the loan.  

 

This is a much debated point, but the vast majority of the time, the interest will 

NOT be deductible. This is the most abused part of the A/R leveraging sales pitch.  The 

salespeople tell you they “don’t give tax advice,” and then they give out illustrations 

assuming the interest is deductible.  If you have this plan reviewed by your CPA, the 

chances are great that he/she will not know why the interest is not deductible.  Have 

him/her look up Title 26, Section 264(a)2 and 3 of the tax code which will explain why 

the interest for most plans will NOT be deductible.  
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 2)  The borrowed money that is poured into the life policy will grow with no tax 

consequences and can be borrowed from the life policy income tax free in retirement.    

 

What the promoters of the plan do not tell the client is when the cash in the life 

policy gets above the amount of premium poured into the policy, they will have to 

recapture as income each year the investment gains in the life policy.  I call this phantom 

income because the client ends up paying tax on money not in their hands.  

  

For example: If a medical office borrowed $200,000 from a lender to 

encumber/asset protect the office’s A/R and if that $200,000 was invested into a life 

insurance policy owned by Dr. Smith, the first three to five years there would be less than 

$200,000 in cash surrender value in the life policy.  For the first three to five years, Dr. 

Smith has no tax consequences. If in year five the cash surrender value in the policy 

grows from $200,000 to $220,000, I would tell Dr. Smith he now has $20,000 in phantom 

income that he must report on his tax return. This is a subject that promoters of the 

Section 83 A/R Leveraging Plan do not discuss and instead let a client’s local CPA try to 

figure out prior to the sale going through. 

  

When you run the numbers of the A/R Leveraging Plan where the client has to 

recapture as income the growth in the policy above its “basis” (what was originally paid 

in premium), the plan is an absolute 100% guaranteed loser from an economic standpoint.  

If clients actually understood this, they would never use a Section 83 A/R Leveraging 

Plan. 

 

3)  There is no immediate income recognition of the borrowed money.   

  

If you don’t think it sounds strange the medical practice can borrow $200,000 in 

my example above, give that money to Dr. Smith and not have him recognize income on 

that money, you should. The promoters of the plan say because there is a “risk of  

forfeiture” of the life insurance policy back to the bank (because of the collateral 

assignment), the physician does not have to recognize income on the borrowed money.  

Without getting too technical with the reasons for why I do not believe that is true, I’ll 

simply state that it is my position that Dr. Smith in the above example should recognize 

as income in the first year of the plan the $200,000 that was borrowed and poured into the 

life insurance policy.     

 

When you run the financial numbers for the A/R Leveraging plan with a client 

who has to recapture the borrowed money as income in the first year, the plan CANNOT 

work in a positive financial manner for the client.  

 

4)  There will be enough A/R left in the medical practice to pay back the loan 

used to protect the A/R. This part of the sales pitch is very deceptive.  If a medical 

practice had $200,000 of A/R on the books and therefore took out a $200,000 loan on the 

A/R to asset protect it, eventually the $200,000 has to be paid back.   Loans for the Plan 

are interest only loans to be paid back in full when the plan is terminated.   

 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 97  

 So what’s the problem, and why won’t the $200,000 of A/R on the books at 

termination pay back the $200,000 loan?  Because the client will have to pay income tax 

on the A/R prior to paying off the loan.  Therefore, if the client was in the 40% tax 

bracket, he/she would only have $120,000 left after tax on that $200,000 and then would 

have to find an additional $80,000 in post-tax money to pay back the loan at termination 

of the A/R Leveraging Plan. 

 

 Section 83 A/R Leveraging Summary  
 

 I would not recommend that anyone use a Section 83 plan because I:  1) do not 

believe the interest is deductible; 2) believe the client should recapture as income all the 

money borrowed in year one; and 3) believe the client would have to recapture as 

phantom income all the growth in the life policy above its basis each year. 

 

A/R Leveraging Done Right 
  

 A/R Leveraging can be done “correctly” so as to asset protect a medical office’s 

A/R.  While reading over the following pages, keep in the back of your mind the most 

important question, i.e., while the A/R Leveraging Plan can be done correctly, is it a plan        

worth implementing given your particular circumstances and fears about the loss of your 

A/R in a lawsuit (for most the answer will be NO). 
 

 See the following schematic. 
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The Steps for A/R Leveraging Done Right: 
 

 1) Bank loans money directly to the physician.  The loaned money is equal to the 

amount of current “real” A/R on the books of the medical practice. 
 

 2) Physician purchases a single premium immediate annuity (SPIA) with the 

borrowed money.   
 

 3) The SPIA pays income for 3-5 years, and that money is used to fund a life 

insurance policy that is supposed to act as a long-term investment for the physician.   
 

 4) The SIPA and life insurance policy are pledged as secondary collateral on the 

loan. 
 

 5) The medical practice’s A/R is pledged as the primary collateral for the loan. 

That is as complicated as it gets when doing A/R leveraging the correct way.  Because 

the A/R is pledged as the primary collateral for the loan, it is asset protected as long as 

the loan stays in place. 
 

The Finances of the A/R Leveraging Plan 
 

 If you’ve taken anything from the previous information on the A/R Leveraging 

Plan, you probably know a medical practice borrows money to asset protect the A/R and 

the borrowed money is invested in a life policy.  The A/R is protected, but how does that 

help or hurt you where it counts the most, i.e., your pocket book. 
 

 The A/R Leveraging Plan in the past was sold more as a supplemental retirement 

plan than an asset protection plan.  This was in the old days when advisors really did not 

understand all the negative tax ramifications of the Section 83 version of the Plan. 
 

 Now that some sanity has set in with how to properly account for the A/R 

Leveraging Plan, clients should be told the Plan can work great or poorly depending on 

how the life insurance policy works as an investment and how low interest rates stay 

during the life of the Plan. 
 

 Instead of trying to explain in paragraph form how well or poorly the A/R 

Leveraging Plan works from a financial standpoint, I instead will use three illustrations 

outlined below. 
 

 The following are the important variables that remain constant with all three 

examples. 
 

1) The client is a 45 year old male in good health (Dr. Smith). 
 

2) The client is looking to asset protect $200,000 of A/R and, therefore, the loan 

taken out in the example is that same $200,000. 
 

3)  The lending interest rate stays the same in the examples (you’ll notice I use as 

a base interest rate 6% and then I bump up the interest every five years.  Interest rates at 
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the time of the publishing of this book are at record lows, and I wanted to use more real 

world interest rates in my example). 
  

The following are the important variables that change in the three examples. 
  

1)  The age when the client borrows money out of the life policy that was funded 

with the borrowed money to create “supplemental retirement income”.  In the first 

example, I use ages 71-85; in the second and third examples, I use ages 65-80.  The 

longer you wait to borrow money income tax free from a life policy the better the 

illustration will work. 
  

2)  The investment rate of return in the life policy.  I assumed 7.9% annual return 

in the life policy in the first two examples and a 6% rate of return in the third example. 
 

 3) The investment rate of return on the money Dr. Smith could have invested in 

the stock market if he did not implement the A/R Leveraging Plan.  In other words, if Dr. 

Smith did not implement the A/R Leveraging Plan, he would have extra income to invest 

because he is not paying non-deductible interest payments on the $200,000 loan.   
 

 I assumed the same investment rates of return with the post-tax brokerage account 

as I used in the life insurance policy (which is 7.9% in the first two examples and 6% in 

the third example). 
 

Is A/R Leveraging a Good Deal Financially? 
Assumptions/Constants in the below examples 
 

-Medical Practice has $200,000 of “real” A/R on the books;        

-$200,000 of Loan Proceeds (used to encumber and asset protect the A/R) 
 

Loan Interest: 6% yrs 1-5; 7% yrs 6-10; 8% yrs 11-15; 9% yrs 16-20. 
 

-45 yr old Male Physician─Non-Tobacco Preferred (Dr. Smith) 

-Pre- AND Post-Retirement Tax Bracket – 40% 
 

Example 1 
 

 Assuming a 7.9% rate of return in the life policy and in the brokerage account.  

Borrowing from the life policy from ages 71-85. 

 

 

                                                                                   

 

 

 

 

 

 

Option One (invest interest payment) 
 

-Loan interest invested @ 8% netting a 5.3% 

ROR would grow to $668,504 in 25 years 
 
-If Dr. Smith drew down the brokerage account he 

could take out $62,410 after tax a year from ages 

71-85 (which should be in an FLP for asset 

protection) 
 
-A/R taxable when Dr. Smith retires 
 
-A/R vulnerable 

Option Two (implement A/R Leveraging Plan) 
 

-25
th

 Year Life Insurance Cash Value - $950,000 
 
-Initial Death Benefit - $758,000 
 
-15 year Income Tax-Free Cash Flow ages 71-85 

- $90,000. 
 
-Pledge of A/R to bank will take priority over 

other creditors and lawsuits to the extent of the 

loan balance and PA/PC guaranty 
 
-A/R taxable when physician retires 
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              Financial Outcome 
 

Dr. Smith would have an extra $27,590 a year in post-tax retirement benefits from 

ages 71-85. 

 

This is 44% better than taking the interest payment home and investing it post tax in the 

stock market. 

 

Example 2 

 

 Assuming a 7.9% rate of return in the life policy and in the brokerage account.  

Borrowing from the life policy from ages 65-79. 
 
 
 
 
 
 
 
 
 

 

 

 

 

Financial Outcome 

 

Dr. Smith would have an extra $1,800 a year in post-tax retirement benefits from 

ages 65-79. 

 

This is ONLY 3.7% better than post-tax investing. 
 

Example 3 

 

 Assuming a 6% rate of return in the life policy and in the brokerage account.  

Borrowing from the life policy from ages 65-79. 

 
 
 
 
 
 
 
 
 
 
 
 
 

 

Option One (invest interest payment) 
 

-Loan interest invested @ 5.3% Net ROR would 

grow to $516,317 in 20 years 
 
-If Dr. Smith drew down the brokerage account, 

he could take out $48,200 after tax a year from 

ages 65-79 (which should be in an FLP for asset 

protection) 
 
-A/R taxable when Dr. Smith retires 
 
-A/R vulnerable 

Option Two (implement A/R Leveraging Plan) 
 

-20
th

 Year Life Insurance Cash Value - $637,000 
 
-Initial Death Benefit - $758,000 
 
-15 year Income Tax-Free Cash Flow ages 65-79 

 $50,000. 
 
-Pledge of A/R to bank will take priority over other 

creditors and lawsuits to the extent of the loan 

balance and PA/PC guaranty 
 
-A/R taxable when Dr. Smith retires 

Option One (invest interest payment) 
 

-Loan interest invested @ 4.2% Net ROR would 

grow to $459,109 in 20 years 
 
-If Dr. Smith drew down the brokerage account, 

he could take out $40,185 after tax a year from 

ages 65-79 (which should be in an FLP for asset 

protection) 
 
-A/R taxable when Dr. Smith retires 
 
-A/R vulnerable 

Option Two (implement A/R Leveraging Plan) 
 

-20
th

 Year Life Insurance Cash Value - $442,000 
 
-Initial Death Benefit - $758,000 
 
-15 year Income Tax-Free Cash Flow ages 65-79 

$30,000. 
 
-Pledge of A/R to bank will take priority over 

other creditors and lawsuits to the extent of the 

loan balance and PA/PC guaranty 
 
-A/R taxable when Dr. Smith retires 
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Financial Outcome 
 

Client would have $10,000 a year LESS in post-tax retirement benefits from ages 

65-79. 

 

This is 25% worse than post-tax investing. 

What seems interesting about the above three examples and what can we 

learn from them? 

 What should quickly jump out at you is that, for the two illustrations which both 

worked better than post-tax investing, Dr. Smith had to wait at least until age 65 (and 71 

worked much better) before accessing income tax free loans from his life policy.   

 

 You can look at this fact two ways: first, it is great that a physician can asset 

protect his/her A/R and at some point down the road have the plan work as a nice 

supplemental retirement plan (or at least a break-even plan), or second, that you really 

don’t want to get into a plan where you have to wait until age 65 to access money tax 

favorably from a life policy. 

 

 What should also seem interesting is even if the Dr. Smith waited until age 65 in 

Example 3, he would have lost money with the plan.  Because the internal rate of return 

of the policy was not high enough to counteract the rising interest payments, Dr. Smith 

would have been better off financially to invest the interest payments instead of 

implementing the A/R Leveraging Plan. 

 

Is your A/R really at risk to malpractice suits? 
 

This is one of the most deceptive features of the A/R leveraging sales pitch.  

Remember that I used to sue physicians for a living, I ran a medical practice for three 

years, and I’m licensed to sell malpractice insurance to physicians. 

 

What I can tell you is that the A/R in a medical practice is more at risk to a sexual 

harassment lawsuit than it is a malpractice suit. Why?  Because the medical practice does 

nothing wrong in most malpractice cases (aside from maybe a negligent hiring case) and 

because these suits are professional suits where individual physicians are sued. 

 

If you don’t believe me, let me illustrate to you using a third-party example 

proving to you my statement is true.  

 

All physicians have or should have malpractice insurance.  If they also have a 

medical practice, the medical practice has a SEPARATE policy with SEPARATE limits.  

A classic example is where a physician has 1 million/3 million dollar coverage and the 

medical practice has a separate 1 million/3 million dollar policy. 
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The question then is, what does the physician pay for his/her policy and what does 

the medical practice pay for its policy? 

 

If my example is an orthopedic surgeon in OH, he/she might pay $40,000 a year 

for the personal policy.  What does the medical practice pay for its policy?  Take a guess.  

The answer is about 10-15% of what the physician pays for his/her policy.  

  

Why is that? Because the insurance company wants to make money on the 

physician policy and lose money on the medical office policy?  NO. It’s because the 

medical practice the vast majority of the time has no liability.  If that’s the case, then why 

is the premium even that high for the medical office policy?  Because the medical 

practice will still be sued and needs to be defended (so the premium is mainly used to pay 

for defense costs not because the medical office has any real liability). 

 

If, therefore, the medical practice has no real-world liability, then the A/R is not 

really at risk because the A/R is an asset of the practice not that of the physician. 

 

The above explanation is a long-winded way of saying that the A/R protection 

part of the sales pitch to A/R leveraging plans is bogus and is one reason why I say this 

concept is the second most deceptive sales pitch in the industry today.  

 

Is the A/R Leveraging Plan right for you? 
 

 If you are looking at the A/R Leveraging Plan as a “supplemental retirement 

plan,” I’d submit to you that you are looking at the wrong topic.  You would be better off 

with the Equity Harvesting plan described on page 256 or by using a Defined Benefit 

plan or 412(e)3 plan (for the right client) or even a by using a CIC (which you can read 

about on page 217). 

 

 If you are worried about losing your A/R in a lawsuit to creditors, now that you 

know the truth about this topic, you no longer should have this worry (and don’t have to 

implement a plan to protect them).  

 

 Bottom line─Unless you are interested in rolling the dice with a large loan in 

hopes that the returns in your life insurance policy will sufficiently outperform the 

lending rates on a loan that can only be fixed for a short period of time, I recommend you 

look elsewhere for a way to grow your wealth.  
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________________________________________________________________________ 

Conclusion/Summary on Asset Protection 
 

 I will make this short and to the pointevery physician or high-net-worth client 

should have an asset protection plan.   

 

 In the U.S. today, lawsuits run wild; and, physicians specifically have the added 

burden of working in an industry that gets sued more than any other (and the liability is 

personal to the physician vs. corporate liability). 

 

 If you have a: 

 

 Home with equity 

 Vacation home/condo   

 Brokerage account/CDs/cash/bank account over $75,000 

 Vacant investment property 

 Rental property 

 Plane/boat/wave runner/snowmobile 

 IRA 

 Significant accounts receivables (A/R) at your medical practice 

 

 Then you need asset protection.    

 

 Most of the time you can use domestic LLCs to own all of the above stated assets 

except the IRA (which should be rolled into a Profit Sharing Plan) and A/R in the 

medical office (which you should consider factoring or leveraging to asset protect). 

 

 Example: 
 

 Assuming a client had all the assets above, what could an asset protection plan 

look like? 

 

Personal residence – Debt shield. 

 

Vacation home/condo (not rented) – would be in domestic LLC #1. 

 

Brokerage account/CDs/cash/bank account over $75,000 – LLC #2. 

 

Vacant investment property – LLC #3 due to the extra liability with vacant rental 

property. 

 

Rental property – LLC #4 due to the fact that it is rented. This property would not go into 

LLC #2 because then, if a liability arose from the vacant property, the creditor could go 

after any assets in the LLC, which would include the rental property. 
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Plane/boat/wave runner/snowmobile – LLC #5  due to the fact the individual liability 

with each is significant, and you do not want to subject any other asset to that liability by 

sticking it into the same LLC. 

 

IRA – should be rolled into a Profit Sharing Plan at work or into a newly created Profit 

Sharing Plan in one of the four new LLCs. 

 

 Cost of the above plan?   

 Each domestic LLC should cost less than $1,500. It costs nothing to roll the IRA 

into a medical office’s current Profit Sharing Plan and very little to set up a new Profit 

Sharing Plan in one of the newly created LLCs.  

 

 Total costs should be less than $10,000. 

 

 Lastly, in the above example, it is likely that the client would want to use an 

FLLC for estate planning purposes to discount the value of the client’s overall estate and 

to start a gifting program to the children. An FLLC will work just the same as an LLC for 

asset protection purposes. 

 

 Help from the Author 
 

 I have given you in the preceding pages a fairly detailed summary of asset 

protection. While you can purchase a book just on asset protection, the topics discussed 

in this book will be sufficient to help most of the physicians formulate a complete asset 

protection plan. 

 

 If you write down on paper what you believe to be a good asset protection plan 

after reading this book, you will be amazed if you go to your local advisor to have 

him/her implement it for you. The local advisor should tell you your design is correct and 

that he/she wished he/she had suggested it in the first place. 

 

 Any physician who reads my books or attends my seminars has the ability to 

contact me for assistance (roccy@retiringwithoutrisk.com). Today I oversee a 

network of hundreds of certified advisors who have taken my Certified Wealth 

Preservation Planner (CWPP™) course. I would be happy to refer you to your local 

CWPP™ advisor who can sit down with you in person to discuss your particular 

situation. At the end of this book you will also find a five page questionnaire you can fax 

to my office for review. I will not forward your questionnaire without prior approval 

from you. 

 

 For other educational material, including several educational videos, go to 

www.wealthpreservationinstitute.com  

 

 

 

mailto:roccy@retiringwithoutrisk.com
http://www.wealthpreservationinstitute.com/
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Chapter Two 

Estate Planning 
 

Preface 
 

 At the time of the publishing of this 8
th

 Edition of The Doctor’s Wealth 

Preservation Guide, estate planning is in a bit of a tumultuous time. At the end of 2010, 

congress passed a tax law that dramatically changes the estate tax laws. From 2011-2012, 

the per person estate tax exemption (the amount an individual can pass to heirs without 

paying estate taxes) was $5 million. If this tax law change was not re-enacted at the end 

of 2012, the tax law would have reverted back to a $1 million dollar per person 

exemption. Miraculously, Congress did pass legislation that kept the estate tax exemption 

at $5 million per person. Each year the exemption can increase and as of 2016, the 

exemption is up to $5.45 million per person.  

 

 As of the publishing of this book, we are in the middle of a presidential election. 

Bernie Sanders would like a $3.5 million dollar exemption and I’m sure Mrs. Clinton 

would agree. It seems that with every new addition there is a new estate tax exemption (a 

few editions ago the exemption was only $1 million per person).  

  

 Instead of trying to guess what the estate tax exemption will be at (the edition will 

probably last two or more years), I’m simply going to use a $3.5 million exemption for 

my examples in this book. The idea with my examples is to illustrate how important it is 

to have a proper estate plan setup. A good estate plan will maximum your estate tax 

exemptions and minimize taxes no matter that the estate tax exemption is at any given 

time. 

 

 If you have any questions about the current state of the law, please e-mail me at 

roccy@thewpi.org.  

 

Introduction 
 

 When I travel around the country giving seminars for physicians, they are 

advertised as asset protection and income and estate tax reduction seminars.  In the 

normal seminar, I also cover several estate planning mistakes I see over and over with 

many physicians.  

 

 The ironic thing is that most physicians think their estate plans are set up 

correctly. Everyone is confident that their estate planning attorney and CPA know what 

they are doing. While it is true that most CPAs and attorneys know how to put together a 

complete estate plan, rarely does it ever happen. 

mailto:roccy@thewpi.org
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 I will list some statistics from my seminars that should hold true to the readers of 

this book. 

 

 Out of ten physicians who attend my seminars:  

- 1-2 will NOT have a simple will. (Usually those are the younger 

physicians.  Without a will, you will be allowing the state you live in to 

dictate who gets your assets at death). 

 

- 9-10 will NOT have Durable Powers. (Durable Powers deal with what to 

do with a client in the event they get incapacitated or, should the situation 

arise, where a decision needs to be made about discontinuing a feeding 

tube to sustain life). 

 

- 5-6 will NOT have marital trusts (A&B, marital, or living trusts are used 

to maximize estate tax exemptions which can save the heirs of an estate 

$500,000 in estate taxes.  Trusts also avoid the probate process, which 

costs between 4-10% of the entire estate). 

 

- 9-10 will NOT have a Family Limited Liability Company or Family 

Limited Partnership. (FLLCs are used to discount the value of an estate). 

 

- 7-8 will NOT have an Irrevocable Life Insurance Trust (ILIT). (An ILIT 

will pass a death benefit from a life policy income and estate tax free to 

the heirs/beneficiary). 

 

- The above-mentioned tools (explained below) are just the basic tools that 

are needed in almost every estate plan of a client with any amount of 

wealth (which includes many physicians and almost all physicians over 

the age of 45). 

 

 Without the previously listed tools, you could be costing your heirs millions of 

dollars that will go to the government via taxes or to the probate system via fees.  While 

you will be dead and will not have to worry about it, your children (or any heirs) will 

curse the fact that you did not find time (or were too cheap) to set up a proper estate plan. 

 

 I am going to explain how the estate planning tools listed above work and why 

you would want each one in your estate plan.  You may have a will or A&B trusts; but if 

you are like many of the attendees at my seminars, you may have trusts but have no idea 

why.  My point being that, even if you have some of the tools outlined above, reading the 

following material can still be beneficial to increase your knowledge base on estate 

planning (something that needs constant updating as your life and that of your family 

changes). 
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Section 1 

Wills  
 

 A will is the most basic part of a client’s estate plan. An attorney starts with a will 

and then adds different estate planning documents as the client gets married, has children, 

and increases the value of his/her estate. There is nothing terribly exciting or unique I can 

tell you about a will; so I will not spend much time on it, but there are a few items you 

need to keep in mind. 

 

 If you do not have a will when you die, you will be seen as someone who died 

intestate.  That simply means that the property in your estate will be divided up per your 

state’s statute on intestacy. In every state, there is literally a list of who gets what and in 

what percentages when you die.  If you have a spouse, some states pour the entire estate 

to the spouse; however, that is not always the case.  I would suggest that you check your 

state statute if you do not have a will, but a better idea is to go out and get one. 

 

 How much should a will cost?   
 

 Not much. You should be able to get a will for you and your spouse for between 

$150-$250. Attorneys do not do much when creating a will; however, the professional 

liability with the document created lasts for the life of the client, thereby justifying the 

fee. 

 

 How often should you update a will?  
 

 You should update your will any time you get married, have children, get 

divorced, increase the value of your estate, if a child happens to predecease you, or if the 

tax laws change. You should also update your will if you do not have A&B marital living 

trusts and want to change who gets what when you die. 

 

 Why don’t I just handwrite a will instead of paying for 

one? 
 

 A handwritten will is called a holographic will, and many states do not recognize 

holographic wills as a legal document.  I do not have any problem not hiring an attorney 

to draft a will, but make sure your state allows for holographic wills and if you do one, 

make sure you follow the rules. I do not suggest a holographic will because I believe 

every estate plan should have A&B trusts, which must be drafted by an attorney. 
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 Can I leave my spouse out of my will? 

 
 Believe it or not, physicians have a high divorce rate among their peers (intended 

sarcasm). Many times a second spouse is taken later on in life (the crude term is “traded 

up” when a man marries a much younger female, which I frown upon if for no other 

reason than it is just too darn expensive). 

 

 Most states do not allow you to cut your spouse (typically the second spouse) out 

of your will, and so just make sure you check your state laws before doing anything 

drastic with your will. Also, if you get divorced, you should immediately change your 

will so your ex-spouse does not have a claim to some of your estate. 

 

 In some cases, a divorce, which is high profile and has substantial asset or income 

issues, will continue for a year or more.  In such cases, if you continue to have the old 

will in place and you happen to die, there is a strong argument to be made that, although 

you were estranged from your soon-to-be ex-wife, she still gets to take from the will as if 

she were still married to you (which would be true at your death since the divorce was 

not final).  If that happens, the soon-to-be ex-wife typically will receive the majority or 

all of your estate instead of the state mandated minimums for widows (widow’s election). 

 

 If you want to turn over in your grave, die during a divorce and look down from 

above and watch as your soon-to-be ex-wife spends all your money. 

 

   In some cases, those who have such complicated divorce cases should consider 

consulting with both their divorce attorney and their estate planner to consider changing 

the will during the divorce process while the spouse is estranged. After the divorce is 

completed, another final will should be completed to deal with the post-divorce situation.  

 

  Conclusion   

 

 Everyone should have a will if for no other reason than to prevent the state from 

dictating who gets your belongings when you die. Wills are inexpensive and not time 

consuming to put in place, and so I do advocate that everyone obtain a will as soon as 

practical in life. 

________________________________________________________________________ 

Section 2 

Durable Powers of Attorney 
  

What is a Durable Power of Attorney (DPA)?   
  

 It is expected that during the course of our lives we may become incapacitated 

and unable to act either because of a physical infirmity or mental incapacity. When that 
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happens, it is important to have a Durable Power of Attorney (DPA) in place to deal with 

the day-to-day issues of our lives when incapacitated. 

  

 A DPA is a document that allows a person or entity, referred to as the attorney in 

fact, to act on behalf of the person giving the Power. 

 

 A Durable Power of Attorney is needed to allow the designated agent to handle 

financial transactions, such as writing checks, voting stock rights, and, generally, to act in 

all matters of a financial and/or legal nature for the principal who generally is not in a 

position to act for themselves.   

  

 When most people hear the words “Power of Attorney” they are on guard that 

they might be giving away some power that will become abused and cause the person 

authorizing the Power harm.  In reality, a DURABLE POWER OF ATTORNEY is actually 

something that could save you or your estate money and time. 

  

 Why would such a document save you time and money?   
 

 Let’s look at an example where we assume you are in good health and still 

gainfully employed, then suffer an accident resulting in a total mental or physical 

incapacity. If you do not have a Durable Power of Attorney naming your spouse or a 

trusted relative to act in business matters i.e., paying bills, operating his/her checkbook, 

paying taxes, signing business papers from bills of sale or contracts for services or 

products, then your family will generally have to ask the court to determine that you are 

incapable of acting on your own and that someone else should act for you and be given 

these powers that could have otherwise been included in the Durable Power document.  

The court will typically require notice to others and a hearing and testimony, possibly 

including independent expert testimony concerning the extent of the disability to allow 

the spouse (or other elected person) to act for the incapacitated person.   

 

 The hearing procedure generally referred to in most states as a conservatorship or 

guardianship is time consuming and expensive and, generally, will require the services of 

one or more attorneys 

 

 Had you simply implemented a Durable Power of Attorney signed in advance of 

the hardship or incapacity, you would be able to use that document in lieu of the court 

hearing and the court orders that would otherwise be necessary to act upon the assets 

and/or businesses held in the name of the incapacitated persons. 

  

 What kind of Durable Powers are there and what should 

you inquire about when you have to have one drafted? 
  

 In the above example, if you had a retirement account, pension accounts, Profit 

Sharing, stock bonus plan, and Keogh or other retirement plan, a Durable Power can have 

language, which will allow the appointed person to act for you in connection with those 



Estate Planning 

________________________________________________________________________ 

              110 

accounts. This is an important issue for a physician’s spouse when the couple is retired 

and is primarily living off the income from the physician’s IRA.  Depending on the 

circumstances, without a DPA, the spouse might not be able to access the money from 

the IRA without going to court to have someone appointed to act on behalf of the 

incapacitated spouse. 

  

Some DPAs have “springing powers” which are only effective upon disability 

and will, generally, terminate upon the disabled physician becoming capable or no longer 

disabled.  Usually these springing Powers of Attorney are activated by one or two 

physicians stating the nature and extent of the disability to verify that the DPA should be 

used; and when the period of disability ends, the doctors will determine that such 

incapacity ended and the need for the use of the Durable Power ends, thus putting the 

physician back in charge of his/her affairs. 

  

Other powers are effective forthwith upon signing and allow the designated 

attorney in fact to act for the incapacitated person immediately. One should always 

check their resident state laws to determine what flexibility is allowed under that state in 

developing a Durable Power of Attorney. 

Powers of Attorney can even provide for the delegation of an agent’s power to 

deal with a Section 529 College Education Savings Plan account(s). All Durable Powers 

of Attorney or springing Durable Powers should include specific language that allows the 

attorney-in-fact to create, open, or invest the owner’s assets in a Section 529 account, to 

maintain that account, and make decisions with regard to handling account disbursements 

and the change of designated beneficiary of a Section 529 account. 

Durable Powers can provide for another person to make gifts for the principal, 

appoint a separate agent to vote the stock, make business decisions, and the like.  

Delegating medical treatment options and/or directives 

In some states, like Michigan, a Durable Power of Attorney can also appoint an 

individual called a Patient Advocate (PA) to make medical treatment decisions if the 

individual is at least 18 years of age and of sound mind when the Power was signed.  

Usually this kind of patient advocate form would include language typical of the “living 

will” in which the quality of life and opinion of the grantor is stated. In most cases, the 

Durable Power might now include the patient advocacy matter and a separate document 

called a “Patient Advocate” form would be used to cover the issue of the treatment, or 

lack thereof, of a person desiring to appoint another to determine the future of the 

incapacitated person’s medical treatment. 

The Living Will used in some states would be similar to the Patient Advocate 

form, which attempts to accomplish the same objective of appointing someone close to 

the nominee to make decisions concerning medical treatment or the lack thereof. 
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Why is a Patient Advocate Designation or Living Will 

Important and why you should have one? 

Many Americans die in a hospital or other care facilities. Physicians and health 

care workers who work in these facilities are generally charged with preserving a 

patient's life. As a physician reading this book, you know how the system works in a 

hospital better than anyone. You may or may not want a physician or hospital making 

decisions about your care when incapacitated. Health Care Directives give you the 

opportunity to write out your wishes in advance and ensure some legal respect for them if 

you are ever unable to speak for yourself. 

 

What is a Living Will? 
 

A Living Will, known in some states as a Health Care Directive, sets out a 

person's wishes about what medical treatment should be withheld or provided if a person 

becomes unable to communicate those wishes. The directive creates a contract with the 

attending physician. Once the physician receives a properly signed and witnessed 

directive, he or she is under a duty either to honor its instructions or to make sure the 

patient is transferred to the care of another physician who will honor them. 

Health Care Directives are not used just to instruct physicians to withhold life-

prolonging treatments. Some people want to reinforce that they would like to receive all 

medical treatment that is available, and the Patient Advocate Form or Health Care 

Directive is the proper place to specify that. 

In most states, you must be 18 years old to sign a directive of this nature; and 

every state law requires that the person making a Health Care Directive must be able to 

understand what the document means, what it contains, and how it works. 

 

 If you are physically disabled, you may make a valid health care document by 

simply directing another person to sign the document for you if you are unable to sign it 

yourself. 

If you do not have a Medical Directive, a Living Will, or Patient Advocate Form 

or Durable Power with medical directives signed, then the physicians who attend you will 

use their own discretion in deciding what kind of medical care you will receive. 

Problems also can develop when your family members are not in agreement as to 

what type and extent of medical treatment you and/or your spouse should receive or not 

receive.  In the worse case, the court will decide the treatment, even though the judge has 

little medical knowledge and no familiarity with you. These legal court wars are usually 

expensive and begin to use up the financial resources of the person incapacitated who 

would have otherwise, given the choice, not wanted the heirs battling over the extent of 

medical treatment and expensive legal fees and costs. 

 



Estate Planning 

________________________________________________________________________ 

              112 

The execution of a Living Will, Patient Advocate Form, Medical Directive, and/or 

other appropriate Durable Power would save time and the expense of a court trial. 

 

Your Health Care Directive can take effect when you are diagnosed to be close to 

death from a terminal condition or to be permanently comatose, and you are unable to 

communicate your own wishes for your medical care. Under these circumstances, your 

Medical Directive can be given to the medical personnel taking care of you; and that 

Medical Directive with specific instructions should then be followed.  

  

 The directive should be a part of your medical record when you are admitted to a 

hospital or other care facility.  If your need for care arises unexpectedly or while you are 

out of your home state or country, it is best to give copies of your completed documents 

to your family and your personal physician. 

 

 Conclusion 
 

 Durable Powers and Patient Advocate Forms should be incorporated into every 

estate plan so as to avoid delay in medical treatment or the payment of household bills.  

As an attorney who has seen what kind of litigation can be required in order to have a 

court determine who will have the authority to pay bills and make determinations about 

your medical care (life and death decisions), I can state with confidence that not having 

Durable Powers and Patient Advocate forms in your estate plan would be a tremendous 

mistake. 

 

________________________________________________________________________ 

Section 3 

A&B, Marital, or Living Trusts 
 

 Besides a will, A&B/Marital/Living Trusts (hereinafter A&B Trusts) are the most 

commonly used estate planning tool and one we recommend in nearly every estate plan,   

assuming you are married. If you are not married, you would simply have one living trust 

which would have the same advantages in #1 directly below.  If you are not married, you 

cannot take advantage of #2 directly below, which discusses maximizing estate tax 

exemptions among spouses. 

 

 What are the benefits of A&B Trusts? 
 

 1) The first benefit of having A&B Trusts is that your estate will not be probated 

through the court system.  Your will ends up being probated, but the assets of the estate 

pour through your will to the A&B Trusts. When that happens, your estate will typically 

be probated in an “unsupervised” manner where the court  does not have to probate 

everything in your estate; and when this happens, you save between 1-8% (4-6% is 

average) of the entire value of your estate in probate fees, although the amount is 

determined by the state in which you reside. 
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 Again, it should be noted that at the time this 8
th

 edition is being published, 

Congress recently passed a law that set the estate tax exemption at $5 million per person 

($5.45 million in 2016). However, 2016 is an election year and it appears a Democrat will 

win the White House. If that happens, there is a very real possibility that a movement will 

again take place to lower the exemption down to $3.5 million or even back to our 

recently low level of $1 million per person.  

 

 Instead of guessing what will happen with the exemption, I will use a $3.5 million 

per person exemption.   

 

 Now, let’s look at how trusts would help you reduce your estate taxes. I will use a 

50% estate tax rate vs. the current 40% tax rate. If the exact amount of the exemption or 

tax rate turns out to be different (the odds are it will be before I publish the next edition 

of this book), the following information should still allow you to understand the benefits 

of using revocable living trusts.   

  

2) A&B Trusts maximize your estate tax exemptions.  

 

This portion of the book will be updated in the 9
th

 Edition  

that will be coming out in the summer of 2020. 

 

 If one spouse dies without the A Trust in place, the entire estate will then become 

the property of the surviving spouse without any estate tax issues. Question: What 

happens when the first spouse dies if the estate tax exemption is not properly used? The  

exemption dies with that spouse, and the remaining spouse only has his/her remaining 

exemption to use when trying to mitigate estate taxes.   

 

 Let’s look at an example – 

 

 Clients, Dr. Smith and spouse, are 50 years old.   Total estate 

worth equals $7,000,000.  One million dollars of the estate is the value of 

the marital home.  Assume that the clients have a will but no A&B Trusts.   

 

 If Dr. Smith dies tomorrow, what happens? The entire 

$7,000,000 estate, per Dr. Smith’s will, goes to the surviving spouse.    

 

 What estate taxes are due?  None, because there is an unlimited 

estate tax exemption when passing wealth to a spouse. 

  

 Shortly after Dr. Smith dies, the spouse dies.   

 

What happens?  The $7,000,000 will pass through the will and go 

through probate to the heirs.  Forgetting the probate fee of up to 5%, since 

they did not have A&B Trusts, what are the estate taxes due?  $3,500,000   

or 50% of the entire estate, which again was valued at $7,000,000 upon 

the second spouse’s death. 
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 What would have been the estate taxes due if the couple 

had A&B Trusts? 
 

 When Dr. Smith died, $3,500,000 worth of assets, including the $1,000,000 

home, would become the property of the A Trust and not the spouse. Per the language of 

the A Trust, the living spouse gets to stay in the house until death, at which time the 

house will pass to the heirs. When the $3,500,000 was poured into the A Trust, the 

language in the trust designated that the $1,000,000 house and $2,500,000 in other assets 

were transferred, by using the deceased spouse’s $3,500,000 estate tax exemption. 

 

 Now assume the second spouse dies the next day.   

 

  What happens and what estate taxes are due?   

 The remaining assets will be poured into the B Trust to avoid probate, and 

$3,500,000 worth of those assets will be given to the heirs through the use of the second 

spouse’s $3,500,000 estate tax exemption. That leaves a total taxable estate of $0; and, 

therefore, the heirs will not have to pay estate taxes. 

 

  What was the benefit of the A&B Trusts?   

 We saved the heirs in the prior example $1,750,000 in estate taxes and 

potentially hundreds of thousands of dollars in probate fees.  Not bad. 

 

 Now I hope that Dr. Smith and the spouse had life insurance in an ILIT to pay for 

the estate taxes; and in the next section of the book, I will explain how that works. 

 

 The following is a schematic of what happens with Dr. Smith and his spouse 

when they died a few days apart. 
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 What should A&B Trusts cost?    
  

 Size of the estate         Cost 

  

 Up to $3 million       $  2,500 

 

 $3 to 5 million        $  3,500 

 $5 to 10 million       $  5,000 

 $10 to 25 million       $  7,500 

 Over $25 million       $10,000 

 

 I get upset when I hear that clients have paid $25,000-$50,000 or more for estate 

plans. Unless your estate is over 15 million dollars, you should be able to get an entire 

estate plan for less than $15,000. If your estate is less than five million dollars, you 

should be able to get an entire estate plan done for around $5,000. These fees do not 

include a lot of specific asset protection planning or advanced planning with FLPs. 

 

 As an attorney, I can tell you that attorneys very rarely will reinvent the wheel 

when it comes to estate planning. If you read this book carefully, you will know as much 

about the basics of estate planning as your attorney does; and I can state with confidence 

that you will know as much or more about advanced tax planning than most of the local 

attorneys and CPAs in your city. 

 

 If you are wondering why estate plans can get costly when the same shell 

documents are used over and over, it is because of the lingering liability with the estate 

plan. The malpractice liability for estate planning attorneys does not go away until you 

die, which could be 50+ years for some clients. Physicians can usually understand the 

problem. 

A Trust where the 

1 million dollar home + $2,500,000 

in other assets were transferred at Dr. 

Smith’s death and are held for Mrs. 

Smith’s use for life, then to the 

children at her death. 

 

$7,000,000 

Estate 

Mrs. Smith 

Dies April 3rd 

Dr. Smith 

Dies April 1 

$3,500,000 

Summary: At Dr. Smith’s death, $3.5 million poured into the A Trust so 

that his two million dollar estate tax exemption could be utilized.  When  

Mrs. Smith died, $3.5 million poured into the B Trust where her two 

million dollar estate tax exemption was utilized. 

$3,500,000 

 

B Trust where $3.5 million  

passes through and of that,  

$3.5 million is passed to the heirs,  

estate tax free, using  

Mrs. Smith’s remaining two 

million dollar estate tax exemption 
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 Revocable  
 

 A&B Trusts are revocable trusts. It is very common for an attorney to set up A&B 

Trusts and not put anything in the trusts. I would say that 90% of the A&B Trusts out 

there are not funded correctly. I suggest funding them with something when you 

implement them. It is very typical to transfer the family residence into the trusts.  If, for 

whatever reason, clients want to take assets out of their trusts, it is not a problem since 

the trusts are revocable. (I will discuss irrevocable trusts in an upcoming section.) 

 

Conclusion  
 

 I know it is a strong statement, but EVERYONE with any amount of assets 

should have A&B Marital/Living/Revocable Trusts, or if you are not married, just a 

single trust, to avoid probate and maximize the estate tax exemptions. It is just that 

simple. If you do not have A&B Trusts, you are doing your heirs a tremendous disservice 

and eventually will make the federal and possibly state government very happy at your 

death. 

________________________________________________________________________ 

Section 4 

Life Insurance 
 

 Does anyone like life insurance? Typically, the answer is no. I do, however, use 

life insurance for a variety of different purposes, with wealth accumulation and estate tax 

planning being the primary; and when using life insurance in a tax favorable manner, it 

can make a lot of sense.   

  

 I believe that more people would warm up to life insurance if they just understood 

how it works and why one policy over another can be beneficial. In the following 

sections of the book, I am going to explain the three main types of life insurance and why 

I prefer to use one type to another. I am also going to explain to readers how using a low 

expense cash value life insurance policy can be used as an integral part of a tax favorable 

retirement plan. 
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________________________________________________________________________ 

Term Life Insurance 
 

 Most people are aware of term life, and most of the breadwinners in a family 

household will have had term life insurance at one point or another in their lives. 

 

 Term life is the least expensive type of life insurance policy you can purchase.  

Unlike the other life insurance policies I will discuss, term life has no cash value; and if 

you do not die, you (and your beneficiaries) do not get a benefit.  For a 33-year old to get 

$1,000,000 worth of term coverage, it might cost as little as $250 a year with non-

guaranteed rates. 

 

 Types of term life  
 

 Non-Premium Guaranteed Term 

 

 Non-guaranteed term simply means, as you get older, the company will charge 

you more every year for the insurance.  The pros of non-premium guaranteed term is 

simply that every year you will get the lowest possible term cost, but you have no 

guarantee what that will be in any given year. 

  

Level Term  
 

 Level term is the most common. You can purchase 5-, 10-, 15-, 20- and 30-year 

term policies from almost any company. Level term means that the premium will be level 

for a particular death benefit. After the term is up, typically you still have the contractual 

right to purchase insurance from the company; but there is no guarantee what the rates 

will be.  You typically do not have to go back into underwriting at the end of the term, 

which is nice for those who happened to get sick (cancer) before the end of the term. 

 

 Convertible Term 
 

 Most companies will allow you to convert your term policy to a whole, universal, 

or variable policy without going through the underwriting process. There are a number of 

reasons to purchase convertible term, the main one being that, as you get older, you will 

typically want a guaranteed and possibly a paid-up life policy. Term insurance is far too 

expensive after the age of 70, and most people for estate planning purposes will switch 

their term policies around the age of 50 to a cash building guaranteed policy. With 

convertible term, you do not have to go back into underwriting in order to switch 

insurance policies. Again, this is important to people who have a family history of cancer 

or diabetes who might not be able to purchase a new guaranteed policy when they get 

older. 
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________________________________________________________________________

Return of Premium Term Life 
 

Purchase “Free” Term Life Insurance with a Return of 

Premium Rider 
 

 The vast majority of physicians under the age of 60 have purchased term life 

insurance at one time or another. Usually physicians purchase 10-30 year level term 

insurance (where the premium is constant for 30 years) because it is the most inexpensive 

way to fund a death benefit without increasing costs for a specific period of time. 

  

 While most physicians purchase level term life insurance, they also despise the 

concept of term life because they believe death will not occur during the term of 

coverage.  Therefore, the premium at the end of the period was a total waste (although the 

physician did have peace of mind while insured).     

 

 Insurance companies love to sell term life. Depending on the statistics, as a 

ballpark number, 97% of all clients who buy term insurance do not die during the 

coverage period. That means, if you purchased term life insurance, you have a 97% 

chance that the premiums will be a waste of your money (and you are hoping for that 

because the alternative is that you are dead). 

 

 A few select companies have come out with Return of Premium Term Life 

Insurance (ROPT). ROPT is very simple to understand. You pay a premium that is 

marginally higher than the normal level term life costs; and if you do not die, you get the 

premium returned to you in full.   

 

 The rub is that you do not get investment growth on the difference in premium 

paid.  However, you do get returned to you the term premium you would have paid and 

never seen again in the event you do not die. 

 

 Let’s look at an example: 

 

 Assume Dr. John Smith is age 38, has two children, and a wife. Dr. Smith’s total 

assets are less than $1,000,000; and he wants to make sure that, if he were to die in the 

next 20-30 years, his spouse and children would be taken care of.  By taken care of I 

mean that the house payment and bills would be paid, the children would be able to go to 

college, have nice clothes, drive nice cars, and the spouse would not have to go to work 

in order to provide for the children and herself. Dr. Smith would normally buy 20-30 year 

level term to take care of those needs until he found out about the ROPT. 
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     Term Life   Return of Premium 

      Life Cost    Term Life Cost 

 

30 Year Level Term Life     $2,400 (per year)           $3,940 (per year) 

 

Total cost for 30 years     $72,000          $118,200 

 

Premium Difference     ($46,200) over 30 years 

        ($1,540) per year 

 

 Interpreting the numbers: 

 

 The amount of premium paid per year was $1,540 more with the ROPT.  

Automatically, most physicians will resort to their default position when it comes to 

spending moneythat position being, always opt for the less expensive product when it 

comes to insurance and invest the difference in the stock market. 

  

 If Dr. Smith invested the difference in premium, $1,540 per year, in the stock 

market each year for the 30-year period, Dr. Smith would have in a brokerage account 

approximately $88,255 after tax (capital gains and dividend taxes) assuming a 6% annual 

investment return. 

 

 Dr. Smith via his ROPT will receive a guaranteed return of premium of $118,200 

income tax free. 

 

 The difference between the amount in Dr. Smith’s brokerage account, $88,255 

and ROPT, $118,200 is $29,945.    

 

 Remember, that while Dr. Smith is investing the difference in premium each year,  

$1,540, he still had to pay his traditional level term life premiums of $2,400 each year for 

30 years.  When you add the $2,400 traditional level term cost with the $1.540 invested 

in the stock market (in the above example), you get the annual ROPT premium of $3,940. 

 

 Final numbers: Dr. Smith’s stock market investments would have to earn in 

excess of 6% pre-tax in order to have more money than he would receive with his ROPT, 

In addition, Dr. Smith has NO guarantee that his money in the stock market will earn 

more than 6%; they could earn less than 6% or even negative returns as we saw in 2000-

2002. 

  

 Conclusion on ROPT 
 

 If you despise paying your term life insurance premiums due to the fact that there 

is a 97% chance you will not die and therefore the premium was a waste of money, then 

you should consider ROPT. With ROPT, you are getting free death benefit coverage due 

to the fact that you will receive every dollar paid in premium back via the Return of 

Premium Rider. This will allow you to avoid the feeling we all get when we cut a check 
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for term life insurance. That feeling being that we could make better use of the money by 

making a bond fire with it and roasting marshmallows (assuming we ended up being in 

the 97% category of people who did not die during the term period). 

 

 If you would like help determining if using a ROPT policy can save you money 

over your current term life policy, please feel free to e-mail me at roccy@thewpi.org or 

give me a call at 269-216-9978 and I will refer you to your local CWPP™ advisor for 

help. 

 

 Miscellaneous comments on term life 
  

 You can purchase all sorts of different term riders like increasing and decreasing 

term. You would buy increasing term because you think that, as you get older, your estate 

will grow; and you want a policy you know will increase its death benefit.  Others like 

decreasing term because they believe, as their estate grows, their need for insurance 

decreases due to the fact that, if they die, their heirs have ample assets in the estate to live 

a comfortable life. Finally, there are those that would rather buy ROPT due to the fact 

that every dollar they pay in premium will come back to them via the Return of Premium 

Rider. 

 

 My recommendations 
  

 I recommend 10-30 year level term for those clients who need life insurance to 

take care of a family in a manner they have become accustomed to when the breadwinner 

is still working and less than 50-60 years old. I suggest term insurance of 2 million 

dollars (or more) so that, if a younger client dies, the spouse does not have to go back to 

work in order to support him/herself and so there is enough money to send the children to 

college. Term is good for younger clients because it is inexpensive.   

 

 If you are going to be paying term life premiums for 10-30 years I strongly 

recommend you consider purchasing ROPT if the numbers make sense. With ROPT you 

can receive free term life insurance in the event you do not die and therefore it will not 

seem nearly as painful to you when paying your term life premiums. 

   

________________________________________________________________________ 

Whole Life Insurance Policies 
 

 Whole life provides a death benefit and an accumulating cash value. By 

definition, it has a fixed premium and a level death benefit to age 100. The premiums 

do not increase with age, which averages the client’s cost of the policy over the life of 

the policy (although there is a high internal upfront load with whole life). The cash value 

increases with time until it equals the death benefit at age 100. 

 

 Most clients when they look at a whole life illustration wonder why there is very 

little cash surrender value the first several years of the policy. The main reason is that, as 

mailto:roccy@thewpi.org
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compared to the other types of cash building policies, the costs for the first few years in a 

whole life policy are astronomically high. The premium costs for the client are the same 

over the life of the policy, but the internal costs decrease as compared to universal life 

and variable life which have high internal expense in the later years of the life policy 

(especially after age 70). 

 

 Where do whole life premiums go? 
 

 The insurance company essentially makes all of the decisions regarding how and 

where money in a whole life policy is invested. Regular premiums both pay insurance 

costs and cause equity to accrue in a savings account. That cash value is invested in fairly 

conservative investments (depending on the company) and usually is heavily invested in 

the bond market. The cash surrender value is an amount of money that you are 

guaranteed to receive in the event of policy cancellation. You also have the right to 

borrow against the cash value on a loan basis (tax free income).   

 

 Also, be aware that premiums are due in your whole life policy every single year.  

If you cannot come up with the premium one year or several, the policy will pay the 

insurance expenses internally from built up cash value (if any). However, eventually the 

policy will surrender itself if you do not request a lowering of the death benefit (which 

not every company is willing to do) or if the policy runs out of cash to pay premiums 

internally.     

 

 If you think you will need flexibility in your life policy both with premium and 

death benefit, a whole life policy is not for you. 

 

 Why would you want to use whole life? 
 

 Whole life (otherwise known as permanent life insurance) works well for estate 

planning purposes. As soon as you purchase the policy, you know what your premiums 

are going to be for life; and, unless the company goes bankrupt, as long as you pay your 

premiums, you will have that death benefit no matter what happens in the equity markets. 

 

 If you are not looking for a long-term estate planning life insurance policy, then I 

do not typically suggest using a whole life policy mainly because the investment returns 

on the cash in whole life policies are typically very low in comparison to the stock market 

averages over a period of time. My point being that, if you ever got to a point where you 

were strapped for cash because of the early expenses in the policy and the low investment 

returns, your whole life policy is not much of a resource to use if you get in a financial 

pinch. You will have a guaranteed death benefit as long as you pay the premium, but do 

not look to the policy as a major liquid asset of your estate unless you are pumping in 

significant premiums (well above what is required) for a number of years. 
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 Miscellaneous 
 

 As with term policies, there are a number of variations with a whole life policy.  

For those who cannot afford a normal whole life policy today but think they will have the 

money later, they can purchase a policy that starts with lower premiums that go up 

dramatically (supposedly when you have more money) after the third-fifth year. 

 

 Limited pay policies (guaranteed life) are a nice option to use in an estate plan for 

someone who does not want to pay premiums until death. The life insurance company 

figures a one or multiple pay policy (typically 1-10 pay) where the insured will pay the 

calculated premium and then will never have to pay another premium to guarantee the 

death benefit in the policy. This is the type of policy I typically recommend for high-end 

clients who have a need for a guaranteed death benefit (usually for estate taxes and to 

pass wealth to the heirs) but do not want to pay premiums for more than five years.   

 

 I almost always recommend guaranteed policies (although the advice is not 

always taken) for clients 50-60 and older looking to use life insurance for an estate plan. 

 

________________________________________________________________________ 

Variable Life Insurance 
 
 Physicians should be eminently aware of variable life because it has been pitched 

to nearly every physician in the country by salesmen trying to talk a physician into 

purchasing the policy as a post-tax investment (most likely that salesman was from 

Northwestern Mutual). Needless to say, I think post-tax investing into a life policy makes 

little sense (unless the policy returns more than 8% each year in investment returns). 

 

 Where does your premium go? 
 

 Variable life is simple to understand. When you pay your premium, X amount of 

the money goes to pay term insurance for someone your age; and the rest of the money 

goes into the stock market via mutual funds. Physicians seem to love this policy because 

they seem to like the fact that they are buying life insurance but their money is really 

going into the stock market.    

 

 If you had a variable policy from 2000-2002 or 2007-2009, then you know why I 

do not like variable (market crashes of -46% and -59% respectively).  Most people do 

not seem to grasp (and the agents do not bring to light) the fact that, when you get over 

70 years old, the costs of insurance in a variable policy are tremendously high. Further, 

the illustration given to the client only assumes a level rate of return (usually 10-12%) 

every year of the policy. That is not realistic; and if you throw in negative returns early 

on in the policy (or if the average return in the policy is a more reasonable 6-8% return), 

the entire illustration that you received when you were sold the policy is not worth the 

paper it is written on.   
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 NO GUARANTEES  
 

 There are no guarantees on investment returns in a variable policy. That means 

that, if you have a negative year (or several like 2000-2002 and 2007-2009), the cash 

value in your policy (the money invested in mutual funds) takes a nosedive with the stock 

market. You might think that is not a big deal due to the fact that over the long haul the 

policy will still average your assumed rate of return of 10-12%. What you have not 

probably thought of is that the expenses in your policy increase every year, and the 

insurance company does not care if you do not have cash in your policy to pay premiums 

because the market is in a funk. The insurance company on schedule still takes out its 

chunk of your money for life insurance premiums. I call that a double whammy to use a 

not so sophisticated term to describe premiums coming out and cash value decreasing. 

 

 Big problem    
 

 Many physicians were sold variable policies with 12% illustrations where the 

physicians were told that they would only have to pay premiums for 10 or so years. Many 

of those physicians were told that the cash build up would be tremendous and that not 

only would the physician not have to pay premiums but they would also be able to take 

tremendous income tax free loans from their life policies when in retirement.  

 

 You know what those agents are telling their clients after three terrible years in 

the stock market? They are telling their clients that they will have to pay premiums for an 

additional five years or more and that their life company will not even let them run life 

insurance illustrations that exceed 10%. Strange how the worm has turned.   

 

 I always thought 12% illustrations were a bit rosy, and now the insurance 

companies are starting to agree with that assertion. 

 

 My recommendation  
 

 With the new universal life and indexed universal life policy (see an upcoming 

section), I see no need for anyone to go out and purchase a new variable policy. 

 

 What if you currently have a variable policy?  What can you do and what should 

you do?  

 

 My suggestion is simple. Unless you have massive surrender charges (a penalty 

for canceling your policy and moving the cash value to another company), I suggest 1035 

exchanging your variable policy for an equity indexed universal life or traditional 

universal life policy. With the new non-variable policies, you can give yourself minimum 

guarantees on investment returns, have lower long-term costs and, if the market does 

well, you will be able to get the investment return up to 11-15% annually. 
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________________________________________________________________________ 

Universal Life Insurance 
 

 Universal Life (UL) is sort of a hybrid between whole life insurance and variable 

life. UL is the most flexible type of life insurance because of the fact it does not 

technically require that a premium be paid into the policy every year (out of your pocket) 

and because the investment returns are much more stable than a variable policy.  

Premiums can be paid in a lump sum, annually, or anywhere in between. 

 

 Interest on the cash value is usually guaranteed but will vary according to the 

investment performance. Each month deductions are made from the cash value in the 

policy to pay for the costs of the insurance protection. As long as the cash value is 

substantial enough to maintain the monthly costs, the policy will remain in force. The key 

to any form of Universal Life is that it is interest sensitive and allows for an adjustable 

death benefit. 

 

Why do I like Universal Life (UL)?   
 

 In two words: flexibility and guarantees. I like to build in options for clients that  

are based on a stable footing. With a UL policy, the cash in your policy usually has some 

minimum guaranteed rate of return (2-4% typically). Because of the flexible way you can 

pay your premiums and the fact that it is easy to lower the death benefit if necessary, a 

UL policy very simply provides a client with the most options (which helps protect a 

client from market swings and poor earning years).  

 

 Finally, with the new UL policies, companies are offering a guaranteed death 

benefit, which previously could only be purchased with a more expensive whole life 

policy.   

 

 My recommendation 

 

 Unless you just have to have the action of the cash in your life policy in the stock 

market (with no guarantee), I recommend a UL policy for your life insurance. The long-

term costs are less than a variable, and you insulate yourself from down markets. 

 

 If you need permanent life insurance, a UL with a guaranteed death benefit will 

usually be significantly less expensive than the traditional whole life policies everyone is 

used to purchasing. 

 

 I would like to leave you with the following thought on UL policies they are 

not all created equal. You can go to ten different companies and get ten different kinds of 

UL policies with different costs, different guaranteed returns, and different upper-end 

crediting amounts on your cash value.  
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 Shop your insurance 
 

 When all else fails, work with an agent who is able to work with many different 

life insurance companies so you will get access to several different policies in an effort to 

choose the best one. Many agents are only able to work with one insurance company 

because of an exclusive contract. These agents are what I call career agents. Most agents 

that are not career agents can sell with more than one company but typically place their 

business with one company anyway because the more business they place with that one 

company the better their commission overrides are and, therefore, the more money they 

make. 

 

 As much as we would like to think insurance agents are doing what is in our best 

interest, I would say the vast majority of the time they are doing what is in their best 

interest. That’s the reason I wrote my new book Bad Advisors: How to Identify Them & 

How to Avoid Them (www.badadvisors.com).  

 

 In my opinion and after reviewing many in-force life insurance policies, I can 

confidently say that a significant portion of the life insurance in force out there has been 

incorrectly placed. By that, I mean the client was sold the wrong type of policy, too much 

or too little death benefit, and, worst of all, a majority of the time, I have been able to 

show a client why the policy they currently have is just far more expensive than it needs 

to be. This may sound strange, but life insurance is about the only industry I can think of 

that has had its costs lowered over the years. People are living longer and, taking into 

account inflation, insurance costs are less today than they have ever been.    

 

 So if you have not had your life insurance policy re-examined, you should do so 

with an insurance agent you trust. And, lastly, if you have a policy from a company that 

traditionally sells auto insurance or homeowners’ insurance, the chances are significantly 

higher that the premiums you are being charged by that company are not competitive 

with life only companies. 

 

 If you would like a free analysis of your life insurance policy to determine if you 

have the right type of policy at the lowest possible rate, please feel free to contact me; 

and I would be happy to give you my opinion. 

 

 Life insurance policy loans (also known as “Tax-Free” 

income) 
 

 When an insured is sold a non-MEC cash building life policy (a policy sold with 

the minimum allowable death benefit so as to minimize expenses and maximize cash 

value and growth), the sale, in large part, usually revolves around “loans” that can be 

taken from the policy “income-tax free.”  

 

 In order to understand why life insurance can be such a powerful and tax 

favorable wealth building tool, you must understand how policy loans work. 

http://www.badadvisors.com/
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 You will pay NO income tax if you borrow cash value from a life insurance 

policy, assuming the policy stays in place until death and was not purchased with 

deductible dollars. This is sometimes confusing for the insured. Often you will hear 

advisors talk about receiving “tax-free” income from a life insurance policy.  That's not 

technically accurate as you now know. You do not receive “income” from your life 

insurance policy; instead you access the cash via loans. 

 

 Generally, loans are treated as debts, not taxable distributions. This can give you 

virtually unlimited access to your cash value on a tax-advantaged basis. Also, these loans 

need not be repaid (the loan is repaid at death through a reduction in death benefit).  

 

 After a sizable amount of cash value has built up in a policy, it can be borrowed 

systematically to help supplement your retirement income. In most cases, you will never 

pay one cent of income tax on the gain.  

 

 The main circumstance you will need to guard against is taking too much cash out 

of your policy through loans. If you do that, you will run the risk of the policy not having 

enough cash left in it to pay the premiums for you until death.   

 

 Typically, cash value policies are funded over a specific period of time, 5-7-10-20 

years. If the policy is “over funded” at the “minimum” death benefit, significant cash 

should grow in your policy. After your premium payment period, there is still an annual 

cost of insurance that is owed in the life policy. This cost is paid for out of the cash value 

of the policy.   

 

 When an insured borrows cash from a life insurance policy, the policy must stay 

in place until death (otherwise the insured runs the risk of the loan becoming taxable). 

Greedy clients or owners who do not budget well can get into a situation where there is 

not enough cash in the policy in the later years (and after loans) to continue to pay the 

internal costs of the policy. If the policy does not stay in force until death, the insured 

will have to pay taxes on the loans received from the policy that exceed the premiums 

paid. 

 

 To guard against the policy lapsing and having a client risk their loans being 

taxable, newer life insurance policies (like Retirement Life™) in the marketplace have 

added a policy rider that kicks in when you borrow money over the age of 65-70. The 

rider once activated guarantees that your policy will never lapse; and, therefore, you will 

avoid any potential that the policy will lapse due to a lack of cash to pay annual expenses.   

 

 More on life insurance policy loans 
 

 There are two types of loans available in most cash building policies: 1) wash 

loans and 2) variable loans 
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 Most companies have created what are called “wash loans” to make borrowing 

from a life insurance policy more saleable.  An example is really the best way to explain 

wash loans.  The following is a non-wash loan example: 

 

 If an insured has $200,000 worth of cash surrender value (CSV) in a life 

insurance policy, the insured could call the insurance company and request a “tax-free” 

loan from the policy. Let’s say that loan is $10,000.   

 

 The insurance company has to charge interest in the policy on the borrowed 

money. If loan rate is 8% on the borrowed funds, then the insured’s policy is charged 8% 

interest on the loan and that must be paid every year.   

 

 The insured’s cash in the policy is still growing but at what rate? If the crediting 

rate on the cash in the life policy is only 6%, then there will be a shortfall on the interest 

owed and the cash value in the policy will start to go backwards as it pertains to that 

$10,000 amount.   

 

 If too much cash is borrowed and the policy goes backwards for too long, the 

policy could eventually lapse (which could trigger a taxable event on the money 

previously borrowed from the policy). Also, to avoid a policy from lapsing, a policy 

holder can make new premium payments (which is something most insureds do not want 

to be forced to do in retirement when they planned on removing money from the policy 

tax free via loans). 

 

 What if the insured had a “wash-loan” option in the policy? If the insured had a 

wash loan, the interest charged on the loan would equal the growth rate on the cash in the 

policy. With a wash loan, the cash in the policy will not have to be used to pay the 

interest on the loan. Instead, the returns on the cash value will pay the interest.  

 

 If the interest on the loan is 8%, the insurance company will credit 8% on the 

same amount of cash in the life policy so it is a neutral transaction from the insured’s 

point of view. The life policy was charged 8% on the $10,000 loan, but the life policy 

also earned 8% on $10,000 in the policy to create the neutral position.  

 

 “Variable” Loan Option in Life Insurance Policies 
 

 While everyone in the industry thought “wash” loans were revolutionary as a way 

to allow clients to more conservatively pull larger amounts of cash out of their policies, 

when the new “variable” loans feature came out, that really excited those in the insurance 

industry.  

 

 If you borrow money from the insurance company from your policy, the 

insurance company will charge you interest on the loan which is due every year.  As just 

discussed, if the policy has a “wash” loan feature, the crediting rate on the cash in your 

policy will mirror the interest rate on the money borrowed from the life insurance 

company; and it’s a wash/neutral transaction for the insured. 
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 A variable loan option allows the insured to play the market a little by allowing 

the cash in their policy to grow with the equity markets and borrow money from the 

insurance company at whatever the fixed interest rates happen to be at the time of 

borrowing.  If the cash in your policy grows at a higher rate than the lending rate, you 

actually make money on the money you borrowed from your policy.   

 

 Let’s say the lending rate today in your policy is 6%. Unlike a wash loan where 

the cash in the policy would be credited with a return of 6%, with a variable loan, in any 

given year, the insured has no idea what the investment return will be in the policy.   

 

 If you purchased an Indexed Universal Life Insurance (EIUL) policy, the growth 

in the policy is pegged to the S&P 500 (see page 130 for information on EIUL policies).  

If S&P 500 returns 10% in a year when there is a loan on the policy with an interest rate 

of 6%, the insured has a positive arbitrage (meaning the cash in the policy had a 4% 

positive return on the borrowed funds). 

 

            Conversely ─ if the S&P 500 goes negative (which in most EIUL policies will 

earn a return of zero-two percent in that particular year), your policy is still charged with 

a loan where the rate is 6%. What that means is that in the year when the S&P 500 

underperforms the interest rate on the loan, the principal cash in the policy will have to be 

invaded to pay that interest. 

 

 What’s very exciting is that since the 6
th

 edition of this book was published, an 

insurance company has come out with an EIUL policy with a maximum loan rate on 

their variable loan of 5%. This is a huge advancement in design that will both protect 

the insured and increase the chances of being able to remove more money in retirement.  

 

            Better Potential for Growth 
 

            The reason you should consider using a life insurance policy with the option of 

using a variable loan is because IF borrowing rates and the S&P 500 perform as they 

have over the last many years, you should actually make money on the money borrowed 

from your life insurance policy. 

 

            Historically, the S&P 500 has returned in excess of 2% more per year than the 

borrowing rates used for loans. Will that trend continue? Most likely it will over the long 

term although as you know: “past performance is no guarantee of future performance.” 

 

 It’s tough to really get a feel for how a positive arbitrage on a loan can benefit you 

when you start borrowing from your policy. To help crystallize the benefit, I created a 

life insurance illustration with wash loans and variable loans to show you the difference.  
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 Example: 

 

 Assume in this example that the client is male, 45 years old, and in good health.  

Assume he will fund $10,000 a year into an EIUL policy each year until he turns 65 and 

then will borrow “tax free” from his policy from ages 66-85.  Assume the average S&P 

500 returns over the life of the policy are slightly less than 8%. How much could he 

remove from his policy with wash loans and how much from a variable loan where the 

interest rate spread is a positive 2%? 

 

 If the policy used wash loans where the interest rate is 4.25% and the crediting 

rate on the cash at the time of the loan is also 4.25%, the client could borrow $38,724 

“tax free” from the policy every year from ages 66-85. 

 

 If the policy had a variable loan and credited, on average, slightly less than 8% a 

year as a credited amount on the cash value AND the interest rate is 6%, the client could 

borrow $57,421 from the same policy from ages 66-85.  

 

 I am not so sure that it is wise to assume there will be a 2% spread on average 

between what the S&P 500 returns and lending rates at the time loans are accessed from a 

life policy.  I also do not believe that the S&P 500 over time will return less than what 

lending rates are when an insured borrows from his/her policy.  

 

 Typically when I run illustrations like the majority you’ll see in this book, I 

manually changed the interest rate on the loan to equal whatever the assumed crediting 

rate is.  In this example, the assumed crediting rate is slightly less than 8% annually. 

Therefore, if I used a 7.9% loan interest rate, how much could this same client borrow 

from his life insurance policy?  $46,561 every year from ages 66-85. 

 

 Recently one insurance company has taken the risk out of using variable loans in 

EIUL policies. One company came out with a product that has as a 5% maximum lending 

rate in the policy. That means that no matter how high interest rates loans in other 

policies rise to, it will not affect the 5% maximum loan rate in this new policy.  

 

 Most insurance agents do not know the 5% maximum loan policy exists and 

therefore, to make life insurance illustrations look better, they will manipulate the 

illustration software by using an unrealistically low lending rate in a policy without a 

maximum lending rate. I want to make sure readers understand this potential problem so 

they can critically review any life insurance illustrations given to them by insurance 

agents.   

 

            Further Protection 

 

            To further protect yourself in the borrowing phase of using a life insurance policy 

as a supplemental retirement vehicle, you may want to consider using an EIUL policy 

(Retirement Life™) that credits 140% of what the S&P 500 returns every year. 
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            Assume the interest rate on a loan from a life insurance policy is 6%. In most 

policies, if the S&P 500 returns say 4.5%, the insured is going to go backwards by 1.5% 

in the policy due to the fact that the return is less than the interest rate (the client would 

have been better with a wash loan). If the insured had a policy that credited 140% of what 

the S&P 500 returns, the insured would have been credited with 6.3% in the policy and 

would have done slightly better than a wash loan.        

 

            Carrying that forward, what if the S&P 500 returned only 3%?  The client would 

be upside down 3% if the interest rate on the loan were 6% in a normal policy but would 

only be upside down by 1.8% in a policy that credits 140% of what the S&P 500 returns. 

 

 My point is simply that the 140% crediting policy allows for more security for the 

client and better growth for clients who think the S&P 500 is going to be flat for a period 

of time.   

 

           Summary on variable loans 
 

 Variable loans are a good option to have in a policy. When buying a policy with a 

variable loan option, you can choose each year that you borrow from the policy whether 

to use the variable option or the fixed wash-loan option. The more options the better.  

Also, if you want to protect yourself when purchasing cash value policies, it is 

recommended that you consider using an EIUL policy that allows you to move your 

money when in the borrowing phase to the 140% crediting method or the new EIUL 

policy that has a contractually guaranteed 5% maximum lending rate.  

________________________________________________________________________ 

Equity Indexed Universal Life Insurance (EIUL) 

Policy  
 

 As many owners of variable life policies have found out, cash values in a variable 

policy not only go up with the stock market but they fall with the market as well (see 

2000-2002 and 2007-2009 returns).  This prompted proliferation of a “new” universal life 

policy, the Indexed Universal Life Insurance (EIUL) Policy. An EIUL is a UL policy that 

has an annual minimum return guarantee every year but still allows the cash value in the 

policy to grow at market rates every year if the stock market performs well.  

 

 The policies also LOCK IN THE GAINS which is very helpful in a volatile 

equity market.  

 

 How are investment returns calculated in an EIUL 

policy? 
 

 The vast majority of EIUL products peg the cash value growth in the policies to 

the Standard & Poor’s 500 stock Index (the best performing stock index).  When I first 

looked at indexed life products, I actually thought the insurance companies took an 
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insured’s money, applied X amount to the costs of the policy, and invested the remainder 

into the S&P 500.  I thought that was a bit risky, but I figured insurance companies own 

half the world so they could afford it if they had a few bad years. 

 

 In fact, the insurance companies DO NOT invest premium dollars inside an 

insured’s policy into the S&P 500. After X amount of the premium dollars are allocated 

to pay the costs in the policy, the remaining amount of money is used to purchase income 

producing Bonds. The insurance company then takes the income from the Bonds and 

buys the most favorable “options” it can on the S&P 500 index. 

 

 In the real world, when you buy “options,” there are costs to the options; and I do 

not want to get into the exact structure in my discussion in this book. What I will tell you 

is that, because of the costs and the structure of the options purchased by life insurance 

companies, the option returns in an EIUL policy are capped. By capped, I mean that, if 

the S&P 500 returns 25% in one year, you will not be earning 25% in your EIUL policy. 

 

 Caps on EIUL policies vary per company.  Some companies have annual caps of 

16% and some as low at 10%. Usually with the 10% cap products, the company will 

credit more than what the S&P 500 returns up to the cap.  

 

 My favorite EIUL product (Retirement Life™) has the option of receiving a 14% 

annual cap or one with a cap of 9% except that the policy will credit 140% of what the 

S&P 500 returns in any given year. Therefore, if the S&P 500 returns 5%, the life policy 

would credit 7% growth on the cash value. That’s pretty neat and is a policy for readers 

who think like many that the equity markets are going to be flat over the next 10 years. 

 

 It should also be noted that the returns in EIUL policies do not include the 

dividends that would normally be paid to an indexed mutual fund. 

 

 Don’t Forget the Guarantees 
 

 Talking about upside growth that is pegged to the best measuring stock index is 

great.  However, what is equally as great is the fact that the policies have guarantees in 

them so your money does NOT GO BACKWARDS when the S&P 500 declines.  Every 

year there is a positive investment return inside the EIUL, the policy locks in the gains.  

 

 When you couple the locking/guarantee feature of EIUL policies with the 

potential to earn returns that closely mirror the S&P 500 stock index, you really have in 

my opinion the “best” type of life insurance policy to grow cash for retirement planning.  

 

 I know the whole life policy advocates take issue with my stance and that’s okay.  

Everyone is entitled to their opinion.  I won’t know which policy works the best for 10-

20-30 years after one is purchased. At this point, all I can do is look at the numbers of 

past performance and make an informed opinion as to which life insurance policy will 

work best to grow wealth.  
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 An example is the best way to illustrate how switching to the “new” EIUL policy 

can save you significant money. 

 

 January of 1999, Doctor Smith had a variable life insurance policy with a 

$2,000,000 death benefit and a cash value of $250,000. Because Dr. Smith had his cash 

value invested in an XYZ aggressive growth fund, which I will assume averaged negative 

18 percent (–18%) over the last two years, today Dr. Smith’s cash value in his variable 

life policy is $168,100.  Needless to say, Dr. Smith is not happy. 

 

 If Dr. Smith had the “new” EIULP, today he would have had plus-2% credited 

towards growth in his policy; and, therefore, his cash value would be approximately 

$260,100. 

 

 For those clients using a traditional whole life policy, an example works as well to 

illustrate how much money could be lost by not using the “new” indexed life insurance 

policy. 
 

 If Dr. Smith bought a whole life policy today, typically the investment return 

inside the whole life policy will be less than 5% a year. If Dr. Smith has $250,000 in cash 

value inside a whole life policy today making 5% in growth every year, Dr. Smith will 

have $319,070 in five years. If Dr. Smith used the “new” Indexed Universal Life 

Insurance policy and the S&P 500 Index had returns of 8%, Dr. Smith would have 

$367,332 or about $48,262 more in cash value just over that five-year period. 

 

Pros and Cons of the “new” EIUL policy: 
 

Cons – 1) If the market averages over 14% for the time you have your life 

insurance policy, which is not very likely, you would be better off in a 

variable policy.  
 

 2) If the market averages less than 5% over the time you have your 

life insurance policy, which also is not very likely, you would be better off 

in a conservative whole life policy.  
 

Pros – 1) There is a minimum guaranteed return every year (0-3% for the 

Indexed Universal Life Policy) 
 

 2) The policy does let the owner partake in the upswings in the 

market up to 14% (which varies per company). 
 

 3) Mortality costs (costs of insurance) are much lower in the later 

years than a variable life insurance policy. 
 

 4) Flexibility. Unlike typical whole life policies, the “new” EIULP 

is very flexible with its premium so the owner can choose when and how 

much premium is to be paid each year. 
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 One good thing about using an EIUL policy is that it protects you from yourself.  

How? In Chapter 4 on page 250 you can read some startling statistics illustrating how 

poorly the American public does when investing money in mutual funds. From 1994-

2014 the S&P 500 averaged 8.2%. The average mutual fund investor earned only 

5.19%.   

 

 The American public is professional at buying high and selling low. When you 

use any life insurance policy with guarantees, you have put yourself in a position not to 

go backwards. Those who use EIUL (Retirement Life™ specifically) receive the 

following benefits: 

 

 1) Your growth is locked in (you do not partake in the downside of the market). 

 

 2) Your growth is pegged to the best measuring stock index (S&P 500). 

 

 3) Your cash is allowed to grow inside the life insurance policy without capital 

gains or dividend taxes. 
 

 4) Your cash is allowed to grow without mutual fund expenses. 

 

 5) Your cash is allowed to grow without money management fees.  

 

 6) You receive a FREE long term care benefit (as well as a FREE critical and 

terminal illness benefit)  

 

 7) And, finally, when you have your money growing in an EIUL, you take out of 

your hands the ability to buy high and sell low and; therefore, you are positioning 

yourself in the best possible tax-favorable tool to build wealth for the future in a 

conservative and protective vehicle.  

 

 Variable Loan Option in Life Insurance Policies 

 

 As I discussed previously in this chapter, after you build wealth/cash in a life 

insurance policy, the preferred way to remove the cash for use in retirement is through a 

policy loan (also referred to as tax-free retirement income). 

 

 Only certain products can have a variable loan option.  My policy preference is an 

EIUL policy due to the fact that most have the variable loan option.   

 

 Conclusion EIUL policies 

 

 If you would like the possibility of earning upwards of a 10-14% return on the 

cash value in your life insurance policy every year and would like to avoid the stock 

market’s negative years with a 0-3% minimum guarantee, then you should look into the 

“new” EIUL policy. Also, if you are nearing the age of 50 and have a variable life 

insurance policy, you should seriously consider 1035  exchanging the policy to an EIUL 
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policy to protect the principal cash value and to lower the costs of insurance inside the 

policy. 

 

 For more information on EIUL policies, please turn to pages 130 where you can 

learn how to build wealth in a tax favorable manner using EUIL on page 256 where you 

can learn how to use EIUL to build wealth through the concept of Equity Harvesting.  

________________________________________________________________________ 

Section 5 

Irrevocable Life Insurance Trusts (ILIT) 
 

 ILITs are a much-underutilized tool in the estate planning arena.  Only about two 

physicians out of ten will have an ILIT, which means a good portion of the other eight 

will mostly be underinsured due to the fact that 50% of the life insurance proceeds will 

go to the government via estate taxes at death (the current rate is 40% but 50% is one that 

has historically been the rate and one we are likely to see again). 

 

 Life Insurance 
 

 Do you have enough? For the younger physicians, overall I would say that the 

majority have too little life insurance in their estate plans. There is the need for life 

insurance when you are young to protect the family in case of an early death of the 

breadwinner. Many younger physicians I receive calls from have between $500,000-

$1,000,000 in term life insurance. (I typically advise younger physicians to purchase 

“permanent” life insurance as early as possible (assuming they can afford it) due to the 

fact that they will almost universally need it for their entire lives (I typically recommend 

Equity Indexed Life Insurance which can also work out as a nice wealth building tool as 

well).   

 

 The question I pose to each younger physician is: Do you have enough life 

insurance so that, if you die in the near future, your spouse does not have to go back to 

work (if the spouse is a homemaker) and will your children (if any) have enough money 

to pay for their living and educational expenses until they get through college? The 

answer 90% of the time is that the physician does not have enough life insurance to pay 

for that noble goal.   

 

 While the physician will be dead and will not have to worry about what is left 

behind, most physicians intend to take care of their families as if the physician had not 

died. That is not possible with $500,000-$1,000,000 worth of insurance.   

 

 How much is right for you? Without talking with you, I have no idea; but any 

decent insurance agent (one whom you can trust) should be able to tell you how much 

insurance you need taking into account all the debts of the family and the ongoing needs 

after a premature death of the breadwinner. At a minimum, most younger physicians will 

need at least 2 million dollars of life insurance. 
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 For those older physicians, they, too, are usually underinsured due to the fact that 

almost all physicians over the age of 50 will have estate tax problems. You can either 1) 

gift assets away; 2) have your heirs pay 50% estate taxes on the assets above the 

exempted amount in your estate, or 3) you can purchase life insurance to pay for those 

estate taxes. For clients with estates over $5,000,000, it is easy to justify the purchase of 

2-3 million dollars of death benefit for estate planning. 

 

 Income tax free death benefit   
 

 As you are probably aware, life insurance death benefits pass to beneficiaries 

Income Tax Free. That is one of the wonderful things about life insurance. (Let’s also not 

forget that any death benefit can pass to your spouse income and estate tax free).  

Unfortunately, unless you are giving the entire death benefit to your spouse, there will be 

estate taxes due on your life insurance death benefits unless the life insurance policy is 

owned by an ILIT. 

 

 Estate tax free death benefit  
  

 As I indicated above, death benefits will pass to your spouse income and estate 

tax free. That is why many people think that there is little need for an ILIT. However, ask 

yourself what happens if your spouse who lived on after your death happened to die the 

next day, or the next year, or within five years. That is where good planning really pays 

off. 

 

 I spell out for clients the problem of passing the entire death benefit to the living 

spouse and, typically, they agree that they are, in fact, underinsured. That living spouse 

many times will not be able to spend down the estate before he/she dies, and the life 

insurance benefit that passed to the living spouse will get zapped with estate taxes 

anyway.  Careful budgeting is needed to determine how much, if any, of the death benefit 

should be given to the surviving spouse.   

 

 Many times the surviving spouse will only need a fraction of the death benefit 

because the rest of the estate is already several million dollars, of which hundreds of 

thousands are liquid IRA/401(k) money or stocks, which the spouse can live on until 

death. 

 

 I would prefer to set up an ILIT and have the death benefit poured into the ILIT at 

the death of the breadwinning physician. The ILIT will, typically, have the children as the 

beneficiaries and have special language in it not to give the children the money until the 

second spouse dies (where the death benefit can be used to pay estate taxes, if needed).  

The special language of the trust will allow the trustee to provide for the well being of the 

surviving spouse, if needed, so that, even though the ultimate beneficiary may be the 

children, if the spouse needs money to keep up her lifestyle, the trustee can take money 

out of the ILIT to fund such needs.   
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 With the special language, you have accomplished all your goals of having the 

entire death benefit of your life policy pass to your children or a living benefit to your 

spouse while living. 

 

 ILIT has to own the policy  
 

 In order for the death benefit to pass income and estate tax free, the ILIT needs to 

be the owner of the policy and should also pay the premiums for the policy.   Many times 

I will see that an ILIT is set up and is either not the owner of a policy or not paying the 

premiums of the policy. 

 

 The proper way to fund a policy in an ILIT is as follows:    

 

1) Set up the ILIT;  
 

2) Gift money to the ILIT for the first year’s premium (and every year thereafter);  
 

3) Send crummy powers to the heirs to complete the gift to the ILIT. 
 

4) Have the ILIT set up a bank account;  
 

5) Have the ILIT pay the premium on the policy it owns from the ILIT’s own 

bank account.   Funding a policy in an ILIT any other way is simply wrong. 

 

Conclusion 
 

 ILITs are not necessarily needed for the younger physician with a small estate 

(although keep in mind that, if you have a 2-million-dollar life policy and if you have any 

other assets, your estate is already over the cap where estate taxes will come into play if 

the higher per person estate tax exemption is not extended in 2013). 

 

 If you have an estate of more than $2,000,000 (usually closer to $3,000,000 and 

up (which includes any life insurance), then you should consider having an ILIT. 

 

 If you are 45 years and older with a large estate and you think you have enough 

life insurance, make sure you get your calculator out and see if you really have 50% too 

little life insurance due to the fact that 50% of the life insurance could go to the 

government via estate taxes. 

 

 No one likes insurance, but it is vitally important to your heirs that you have not 

only the right amount of life insurance but have the insurance owned by the right entity 

(which for many physicians is an ILIT). 
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Section 6 

Leveraged Life 
 

 Leveraged life is very in vogue right now and being pushed by many financial 

planners. Leveraged life (so they say) is a way to get a “free” death benefit for your heirs.  

Basically, what you are doing is going out and borrowing money to pay for life insurance 

premiums.  The hope is that there will be enough cash in the policy throughout its life to 

pay for the interest internally in the life policy until the client dies (so you do not have to 

dip into your personal assets to pay for interest). 

 

 An example is the best way to describe the concept.   

 

 Dr. Smith, age 70 and single, has a $12.5-million-dollar estate 

made up of $11.5 million of real estate and $1 million in stocks. Dr. Smith 

knows he has a huge estate tax problem; but since Dr. Smith retired last 

year, he has only an income of $300,000 a year pre-tax, which comes from 

real estate rentals and dividend income on the stock. The estate taxes are 

50% on $9 million or $4.5 million if we assume a $3.5 million per person 

estate tax exemption at death.  

 

 Dr. Smith would like to pass all his properties to his children; but 

in order to do that, he needs to buy $4.5 million in life insurance and put 

that into an irrevocable life insurance trust (ILIT). The premium on $4.5 

million for a 70-year old is in excess of $350,000 a year (which would 

have to be paid post-tax). Since Dr. Smith only makes $300,000, he cannot 

afford to buy the $4.5 million in death benefit to cover the estate taxes 

anticipated at his death. 

 

The Solution  
 

 Since Dr. Smith does not have the liquid cash to pay for the $4.5 million dollar 

death benefit, he can purchase “Leveraged Life,” which on paper will cost Dr. Smith 

NOTHING. The marketers of leveraged life sell it as follows: 

 

 Insurance company XZY will loan Dr. Smith money for the life 

insurance premium at $500,000 a year for ten years for a $9.5 million 

death benefit policy. Interest on the loan will be very low (lower than you 

can get from a traditional bank) and let’s assume a rate of 5%. The interest 

on the loan the first year is $25,000, and it escalates every year until the 

10
th

 year where it levels off. Interest is actually paid on the loan, but it is 

paid internally in the life policy from the cash value.  Then, eventually the 

client dies. The death benefit goes to the heirs, and the loan inside the 

policy is paid back.    
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 What a wonderful thingthe client was able to purchase $4.5 

million (the remaining death benefit after the loan is paid back inside the 

policy) in insurance and it cost him nothing. 

 

How can Leveraged Life Work? 
 

 Leveraged life works great if the life insurance policy has a better internal 

investment rate of return on the cash in the policy than the loan rate on money borrowed 

in the insurance policy. If that is the case, then the client and his/her heirs win. If the rate 

of return in the policy is lower than the interest charged eventually, the policy will 

implode; and the client will have to pay the interest out of pocket or a “call” will be made 

selling assets of the client to satisfy the loan. 

 

 Collateral  
 

 What assets will be sold? It depends on the company. Insurance companies selling 

leveraged life all have different lending scenarios; but there is one constant—the need for 

collateral.    

 

 One company requires that clients be 90% liquid (stocks, bonds, CDs) with the 

makeup of their estate, AND the insurance company requires that the clients allow the 

lending institution to manage all of those liquid assets while the leveraged life plan is in 

place. Also, by contract, if the policy is doing poorly and a “call” is made for money from 

the clients to pay premiums or interest, the client’s new money manager (the lending 

institution on the new leveraged life policy) has the authority to sell the client’s stocks 

without notice to pay premium payments or interest on the loan.  That is not an aspect of 

the plan I like. 

 

 Obviously, the financing arrangement in the previous paragraph will not work for 

someone without some amount of liquidity. There are other companies out there that will 

loan you money for the leveraged life concept and take a secured interest in your real 

estate. 

 

 What are you collateralizing? 
 

 Watch out for how much you actually have to collateralize on the loan. Some 

companies make you put up enough collateral to cover the difference in the cash 

surrender value (CSV) in the life policy and the loaned amount (which could be millions 

over the first seven years of the contract). Some companies, however, will only make you 

collateralize the difference in the cash account value (CAV) and the loaned amount.  The 

difference in the two methods is usually upwards of 80% the first few years of the 

contract due to the fact that there is little cash surrender value in the policy in the early 

years. 
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 Interest rate sensitive 
 

 The biggest risk with the leveraged life solution is that we have no idea what 

interest rates will do in the upcoming years.  Some of the lending provisions with 

leveraged life will lock the interest rate on the loan for ten years, some for five, and some 

with one-year variable rates. If rates go up dramatically after your fixed term and the 

investment returns in the policy do not go up accordingly, the likelihood of your policy 

surrendering itself (losing all of its cash value) is significant.  If the policy implodes, you 

will lose all of your collateralized assets. 

 

Who is a Candidate for Leveraged Life? 
 

 Anyone with a large estate planning problem who is either too cheap to purchase 

life insurance to cover the estate taxes or is not liquid enough to pay premiums is a 

candidate. A potential borrower really needs to die within 20 years of setting up the plan 

(although 10-15 would be better). The longer the insured lives, the more interest that 

accumulates (since you never pay it back out of pocket), the more likely the investment 

returns are not going to be significant enough to pay for the interest internally in the 

policy. 

 

 Charities 
 

 Many advisors are going around the country trying to sell this concept to charities 

or universities looking for donations. The theory is that a wealthy person or alumni would 

like to make a sizable donation but just cannot pull the trigger to give out of their own 

pocket.  If a wealthy client does not mind collateralizing the loan with the leverage life 

concept, then the pitch is that the client should do just that—pay NOTHING out of 

pocket and then give via a large death benefit a donation to the charity.  Sounds great, 

doesn’t it?  

 

Conclusion  
 

 Leveraged life can work fine if the client uses the right company and understands 

that, at some point down the road, there might be a “call” to have the client 

insured/borrower interest or premiums in the policy because the cash value did not grow 

sufficiently to pay the interest internally.  If people over 65 with large estates want to 

look at this concept as an estate planning tool, I am fine with it as long as they are willing 

to take the risks associated with the financing. It really can be a free death benefit to the 

children or charity if done right and the insured dies within a reasonable time frame. 
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Section 7 

Life Settlements 
 

Why You Should Consider Selling Your Life Insurance Policy 
 

The concept behind Life Settlements (hereinafter LS) is fairly simple. LSs are for 

someone who purchased a life insurance policy, no longer needs that particular policy 

(for a variety of reasons discussed below), and would like to sell the policy today for 

cash and use the proceeds for any number of different purposes.  

 

The concept of buying or selling a life insurance policy has been around for some 

time mainly in the form of a “viatical settlement.” A viatical settlement is the purchase of 

a life insurance policy of a terminally ill person who is going to die within two years.  

The buyer buys the policy at a discount (less than what the death benefit is), and the 

person selling the policy gets cash now to improve their life before passing away.  To a 

physician, viatical settlements might be an interesting investment option; but the concept 

as a seller will not be applicable unless the physician is terminally ill. 

 

An LS, as the name infers, is the sale of an existing life insurance policy of a 

physician who is intending on living but has no current use for the particular life 

insurance policy he/she is thinking of selling. 

 

Why sell a life insurance policy? 
 

 I think a better question is why keep a life insurance policy you have no need for.  

That question brings us to the age old question of why and when should someone buy a 

life insurance policy. I discuss at length starting on page 116 why someone would 

purchase a life insurance policy and, specifically, which type of policy to purchase.  

There are 2 main reasons people buy life insurance:  

 

 1)  To protect the family in case the “breadwinner” (parent who makes the most 

money) dies. This protection covers the non-working (or working at a lower income 

level) spouse who will want to have his/her debts paid off and money to live on. There is 

typically a need to protect the children so the living parent can buy food, clothing, and 

put the children through college.   

 

 2) To pay for estate taxes so wealth can be passed to the heirs at the second 

spouse’s death. Most physician clients will not implement proper estate planning; and, 

therefore, the cure-all is to purchase life insurance to pay for estate taxes. 

 
 Let’s look at a real world example and see if it makes sense for Dr. Smith to 

consider selling his life insurance policy. 
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 Facts:   Dr. Smith is a 65-year-old retired orthopedic surgeon who is married to a 

65-year-old retired nurse. Dr. and Mrs. Smith have three children and six grandchildren.  

Their assets consist of a home worth $1,000,000 that is paid off, a $2,000,000 brokerage 

account, a $1,500,000 IRA, a vacation condo in Naples worth $350,000, and a universal 

life insurance (UL) policy on Dr. Smith with a $2,000,000 death benefit and a cash 

surrender value of $75,000. Dr. Smith’s total taxable estate for estate tax purposes is:  

$6.85 million dollars.    

 

 Assume that the life insurance policy is not in an Irrevocable Life Insurance Trust 

(ILIT, which you can read about on page 134); therefore, if Dr. and Mrs. Smith die in a 

car crash tomorrow, their heirs would be left with approximately $4,375,000 of that $6.85 

million dollars after income and estate taxes. This assumes Dr. and Mrs. Smith had, as a 

minimum, A&B Living Revocable Trusts to maximize their estate tax exemptions.  If the 

Smiths did not use their estate tax exemptions properly at death, they would pass to their 

heirs after all taxes, $3,625,000. 

 

 Facts about Dr. Smith’s current UL policy: 

 

 Dr. Smith purchased the UL policy at age 55 for estate planning/investment 

purposes where the annual premium was and still is $20,000 a year. The UL policy has 

$75,000 in cash surrender value and a $2,000,000 death benefit. 

 

 If the Smiths could rewind the clock prior to their death (I’m assuming they died 

together in a car crash), they would have certainly figured out a way to get that 

$2,000,000 death benefit policy into an ILIT so the entire death benefit could pass 

income and estate tax free to the heirs. This blunder in their estate plan cost their heirs 

$1,000,000 (half of the death benefit at the 50% estate tax rate). 

 

 Again, why would someone sell their life insurance policy for cash?   

 

 In our example, what might the Smiths be able to sell their $2,000,000 policy for?  

An educated guess based on the current life settlement market would be $345,000.   

 

 Side Note:  Tax consequences of selling a life policy. 

 

The amount of premiums paid into the policy is its “basis,” and 

no tax is due on that value. The cash surrender value in the policy is 

taxable as ordinary income, and the life settlement payment which 

accounts for the remainder of the sale price (if any) receives capital 

gains tax treatment. 

 

In our example, Dr. Smith paid $20,000 a year for 10 years, 

which would give him a basis of $200,000.  The cash surrender value is 

$75,000.  If you add the two, you get $275,000; and the remaining 

$70,000 would be taxed at the capital gains rate. 
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Outcome:   

 

No tax on the $200,000 basis. 

  

$75,000 taxed at 40% (worst case scenario) leaves $45,000 after tax. 

 

$70,000 taxed at 20% capital gains leaves $56,000. 

 

Total in pocket for the Smiths after tax = $301,000. 

 

 Getting back to the example─if Dr. Smith and his wife were healthy, Dr. Smith 

could sell his UL policy and have in pocket $301,000 (net). The Smiths could then 

purchase a $2,000,000 second-to-die life insurance policy owned by an ILIT where the 

death benefit will pass income and estate tax free to their heirs.   

 

The premium for the Smiths’ new second-to-die $2,000,000 policy would be 

$25,000 a year until death.  Remember that Dr. Smith is currently paying $20,000 a year 

for his current UL policy; and, therefore, he would only have to pay an additional $5,000 

a year to purchase the second-to-die policy that would be owned by the ILIT. 

 

Let’s finally assume that Dr. Smith and Mrs. Smith die together in a car crash in 

Naples, Florida, where they were retired at their ages of 85.  How did the Smith family 

heirs benefit from the above example? 

 

1)  The $2,000,000 second-to-die life policy would pass to the heirs income and 

estate tax free therefore saving the heirs $500,000 in estate taxes. 

 

2)  The additional cost of the life insurance policy per year was $5,000 and that 

was paid for 20 years until the Smiths’ turn age 85.   If we subtract that $100,000 extra 

premium from the $301,000 net payment from the life settlement, the heirs received an 

additional $201,000 (assuming no growth on that money for 20 years). 

 

Total additional money for the heirs = $701,000. 

 

 Again, why should a physician consider selling his/her current in-force life 

insurance policy? Because in some circumstances that sale will have a significant positive 

financial impact on the physician and his/her heirs. 

 

 Another example of the benefits of a Life Settlement 
 

 What if a life insurance policy is purchased and the reason the life insurance 

policy was purchased no longer exists.  When might this situation arise?   

 

1) If Dr. Smith bought a life policy to take care of his spouse should Dr. Smith die 

first, but instead of Dr. Smith dying first, Mrs. Smith died first.  Since the policy was for 

the benefit of Mrs. Smith, there might no longer be a need for the policy. The same would 
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be true if the life policy was purchased for Mrs. Smith and, instead of dying, she divorced 

Dr. Smith. 

 

2) If Dr. and Mrs. Smith wanted to pass wealth to their heirs (children) and then 

the children turn out to be heroin addicts or otherwise become estranged from the family.  

In this situation, the Smiths might decide to cut the children out of the will altogether or, 

at the very least, simply do not want a large death benefit to pass to the undeserving 

children.  

 

In situation one above, there is NO reason for Dr. Smith to continue to pay on a 

universal, variable, or whole life insurance policy. Mrs. Smith is dead or divorced (the 

first situation is sad, and the second is expensive), but the bottom line is the need for the 

death benefit is gone. Therefore, a Life Settlement for Dr. Smith would make a lot of 

sense so he could stop paying premiums and get in his pocket cash to do with what he 

wanted. I suggest in the divorce situation that Dr. Smith wait until the divorce is finalized 

before cashing in the policy. 

 

In situation two above, while the children are not dead, they are not deserving of 

the death benefit; and, again, there is no incentive to continue to pay the premiums. 

Therefore, finding a situation where the Smiths can stop paying premiums and recoup all 

of their premiums and more is an attractive option. 

 

Summary of Life Settlements 
 

While the topic of Life Settlements is not in the main stream, I thought it merited 

space in this book so I could make the readers aware that the concept exists.   

 

I know that many physicians have had changes in their lives that could give rise to 

a situation where a Life Settlement would make sense.  Now that you know what they are 

and how they work, hopefully, if you ever have a need to look at the Life Settlement 

concept, you’ll remember reading about it in this book. 
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Section 8 

Disability Insurance (DI) 
 

What You Need To Know Before You Buy 
 

Overview 
  

 As a physician, you have probably heard that the disability insurance (hereinafter 

“DI”) policies available today are drastically different from those available a few years 

ago. Although this is true, especially if you perform invasive procedures, you can still 

find quality disability coverage if you know what to look for and understand how 

individual disability income insurance policies are offered.  

 

How policies are offered 
  

 DI can be purchased on an individual or group basis. Group insurance is usually 

provided by an employer or purchased individually from a sponsoring medical 

association. Although initially low in cost, group policies have several limitations. 

They can be cancelled (by the association or insurance company), rates increase as you 

get older, and premiums are subject to adjustments based on the claims’ experience of the 

group. In addition, group and association contracts often contain restrictive definitions of 

disability as well as less generous contract provisions. 

 

 As a general statement, group policies, many times, are not worth the premiums 

paid.  Most of the clients using group policies are those who cannot purchase affordable 

individual policies.  Therefore, the premiums, with the limiting language of the contract, 

are typically not worth paying. 
 

 Most insurance companies used to issue DI coverage equal to approximately 60% 

of earned income. Unfortunately, due to adverse claims’ experience, insurance companies 

have decreased the amount of individual coverage available to physicians regardless of 

their earnings. The most common maximum monthly benefit is now $10,000 (although 

many non-surgical specialties can purchase $15,000 if they can financially qualify).  

Some companies might allow you to purchase up to a total of $15,000 combined with 

group disability coverage you already own. 

 

The cost of Disability Insurance 
 

 The premium rates are based on several factors including age, sex, monthly 

benefit, riders added to the policy, and the occupational classification the insurance 

company assigns to your medical specialty. 
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  The younger you are when the purchase is made, the lower the cost of the 

insurance.  Therefore, you should purchase a policy as early in your career as possible to 

lock in lower premium rates. 

 

 The occupational classification assigned to your medical specialty by the 

insurance company will have a significant impact on your premium rates as well as the 

policy provisions made available to you.  Generally, if you perform invasive procedures, 

you will be placed in the “surgical” category; and the definition of disability made 

available will not only be more restrictive, the premiums charged will be higher as 

compared to a non-invasive, non-surgical physician.   

 

What to look for in a Disability Policy 
 

 Renewability provision 

 

 The renewability provision is one of the key features of an individual disability 

income insurance policy. This provision defines your rights when it comes to keeping 

your disability policy in force. In general, a disability policy can be Guaranteed 

Renewable only or both Non-Cancelable and Guaranteed Renewable.   

 
 Guaranteed Renewable 

 

 If a policy is Guaranteed Renewable only, the insurance company cannot cancel 

or change any provisions of the policy as long as you continue to pay your premiums (up 

to age 65).  However, the insurance company does reserve the right to increase premiums 

with state approval for an entire class of policies in the event of poor claims’ experience.   

 
 Non-Cancelable and Guaranteed Renewable 

 

 If a policy is both Non-Cancelable and Guaranteed Renewable, the insurance 

company cannot cancel, change any provisions, or increase the premiums for the life of 

the policy (up to age 65); therefore, a policy that is both Non-Cancelable and Guaranteed 

Renewable is preferable as it provides you with an added level of security. 

 

 Definition of Total Disability 
 

 Arguably, the definition of disability is the most important aspect of a disability 

policy.  As a surgeon, you must pay careful attention to the definition of disability found 

in your policy, as it will ultimately determine how any claim you make for benefits will 

be judged. There are three definitions of “disability” commonly found in the insurance 

industry with significant differences between them.  
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 “Own Occupation”  
 

 “Own Occupation” (also known as “true” or “pure” Own Occupation) is clearly 

the definition of choice for surgeons as it is the most liberal definition of total disability 

available.  This type of disability policy pays benefits if you “are not able to perform 

the material and substantial duties of your occupation.”  Therefore, you would collect 

full disability benefits if you could no longer perform surgery, even if you decided to 

work in another occupation or medical specialty earning the same or more income than 

you did as a surgeon.  Ideally, you want to purchase a policy with the longest “Own 

Occupation” period available.  

  

 As a side note, Own Occupation policies refer to an occupation at the time of 

disability NOT at the time of purchase. 

 

 Modified “Own Occupation”  

 

 This type of disability policy has become the most prevalent in the industry today 

and, typically, pays benefits if you are “unable to perform the substantial and 

material duties of your occupation and you are not working.”  Although benefits are 

still contingent upon your ability to perform surgery, this definition will not allow you to 

continue receiving full disability benefits if you are working in another occupation or 

medical specialty.   

 

 “Any Occupation”  

 

 This definition is the most restrictive of the three described and is commonly 

found in group or association policies. Under this definition, you are eligible to receive 

benefits only if you are found to be “unable to work in any occupation which you are 

reasonably suited to by your education, training, or experience.” Unfortunately, it is 

the insurance company that makes this determination and surgeons, being as educated 

and well trained as they are, will find it extremely difficult to collect benefits from this 

type of policy.   

 

 Hybrid definitions 

 

 Many policies offered to physicians today might incorporate an “Own 

Occupation” with a Modified “Own Occupation” definition.  Here, the policy would 

contain a true “Own Occupation” definition for a limited time period (typically one, two, 

or five years) and then convert to the more restrictive Modified “Own Occupation” 

definition described above.   

 

 Although the hybrid definition is not as liberal as a policy with a true “Own 

Occupation” definition for the entire benefit period, after 5 years of receiving benefits (in 

the same claim), it is the insured’s decision to continue collecting disability benefits or to 

return to work in another occupation or specialty.   
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 Merely being able to work in another occupation or specialty would not affect 

your disability benefits. You would actually have to engage in another occupation to have 

your benefits reduced or eliminated.   

 

Optional Riders 
 

 Residual Disability Rider 

 

 Unless your policy contains a Residual Disability Rider, you may have to be 

totally disabled to collect any benefits. While an “Own Occupation” policy protects your 

ability to perform surgery, it may not sufficiently protect your income level.   

 

 There are many disabilities that might allow you to continue working in your 

occupation on a limited basis while suffering a loss of income. Adding a Residual 

Disability Rider to your policy would allow you to continue receiving benefits 

proportionate to your loss of income if you returned to your practice on a part-time basis.   

 

 Furthermore, with policies such as Modified “Own Occupation” or “Any 

Occupation,” this Rider might allow you to continue receiving benefits if you decided to 

work in another occupation or if the insurance company determined that you could work 

in another “reasonable” occupation with reduced earnings.   

 

 Generally, to qualify for Residual Disability benefits, you must experience an 

income loss of 20% or more compared to your pre-disability earnings. Additionally, if 

your loss of earnings were equal to or greater than 75% or 80%, depending upon rider 

provisions, then 100% of your monthly disability benefit would be paid.     

 

 Cost Of Living Adjustment (COLA) Rider  

 

 A COLA Rider is designed to help your benefits keep pace with inflation after 

your disability has lasted for 12 months.  This adjustment can be a flat percentage or tied 

to the Consumer Price Index.  Ideally, you want a COLA that is adjusted annually on a 

compound interest basis with no “cap” on the monthly benefit.  Although important, if 

cutting the cost of coverage is an issue, this might be the first optional rider to consider 

excluding from your policy.   

 

 Future Increase Option Rider 

 

 This rider is a must for young physicians.  It offers the ability to increase your 

disability coverage, regardless of your future health, as your income rises.  It is important 

to know when you can increase your coverage as well as by what increments on any 

given option date.   

 

 If you are in the later years of practice, you need to make sure you are not paying 

for this rider after the maximum age.  The insurance companies offer this rider but then 
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have an age where it is no longer available (but the companies still let you pay for the 

premium rider which is a complete waste of money). 
 

Tax deductible  
 

 Personal DI benefits are generally received on an income-tax free basis. However, 

if your practice provides you with coverage and takes a tax deduction for the premiums 

paid on your behalf, the benefits are taxable when received. This means you could lose 

as much as 50% of your benefits at the time you need them most. Therefore, I do not 

recommend that you write off your traditional disability premiums. 

 

 I have talked with many physicians over the last several years who have been told 

by their disability agents to write off the premiums until you run into a potential situation 

where you will get disabled and then pay your next premium post-tax.  The theory being 

that your last premium was not deducted; therefore, the benefit will be tax free.  Do not 

believe it, and do not take that advice. 

 

Sidestep the $10,000 (or even $15,000) Maximum 

Monthly Benefit Level 
 

 The most common way to increase your benefit is through a Future Increase 

Option Rider.  The only problem with this option is that you might be subject to the rules 

that applied at the time you bought the policy. Another possibility might be to 

supplement your existing individual policy with a group disability policy.  

 

Disability Insurance Protection for Retirement Plan 

Contributions 
 

 If I gave a seminar on DI and said with a straight face I knew an insurance 

company that sells to physicians an additional $40,000 a year over and above any other 

DI a physician owns, would that interest you?  It should.  How can this be true when 

every physician (especially surgeons) complains because they have been told for years 

they cannot buy any more DI? 

 

 The answer is very simple; DI carriers will sell to physicians protection against 

the cost of funding their retirement plans (401(k), Profit Sharing, Keogh, SEP, 403(b), 

and even some non-qualified deferred compensation plans).  Therefore, if a physician 

normally pays $40,000 a year to fund their retirement plan, the disability carrier will pick 

up that cost with retirement plan DI.  

 

 The most effective approach uses an individual DI policy that pays benefits into a 

trust set up specifically for the benefit of the insured physician.  If a disability occurs, 

monthly benefits from the policy are paid directly into the trust.  The trustee, with input 

from the disabled physician, then invests the monies received into mutual funds, 
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annuities, or individual securities until the insured (the trust beneficiary) reaches age 65.  

At that point, the trust’s assets are distributed to the individual to provide supplemental 

income for retirement. 

 

 Policy benefits and trust earnings are subject to the normal rules that govern the 

taxation of trusts and individual disability income insurance.  Trust earnings are generally 

taxable to the insured as the beneficiary of the trust.  As mentioned previously, DI policy 

benefits are either taxable or tax free depending on who paid the premiums. 

 

 Example: 

  

 Dr. Smith, age 40, has an annual income of $250,000 a year. Assume Dr. Smith 

traditionally funds his 401(k)/Profit Sharing Plan in the amount of $40,000 a year.  Now 

assume that Dr. Smith purchased retirement plan protection insurance with the maximum 

benefit of $40,000 a year. 

 

 If Dr. Smith became totally disabled at age 40, the insurance company would fund 

approximately $40,000 a year into a trust account where the money would grow and 

could be used in retirement.  If Dr. Smith stayed disabled, his total cumulative benefit at 

age 65 would be $993,720. 

 

 If Dr. Smith purchased a cost of living adjustment (COLA) with a 6% inflation 

rider, his total cumulative benefit at age 65 would be $2,205,396. 

 

 What did the insurance cost to have the coverage and benefits outlined above?  

With the COLA rider, the premium each year for Dr. Smith would be $2,385; and 

without the COLA rider, the premium would be $1,883. This premium can be deducted 

from the practice (although the benefits, like other retirement benefits, would be taxable 

when received). 

 

 My personal opinion is that physicians looking for more benefits should strongly 

consider purchasing retirement plan protection DI.  While I typically do not recommend 

writing off a traditional individual DI policy, I would recommend the client write off this 

type of insurance due to the fact that, if he/she has a long stretch of permanent disability, 

the likelihood the client will be in a very low tax bracket in retirement is great (and, 

therefore, the benefit while taxable will not be too taxable due to the low tax bracket). 

 

Business Overhead Expense DI (BOE)) 
 

Protecting Your Practice As Well As Yourself 
 

 Most physicians do not carry Business Overhead Expense insurance (BOE).  The 

main reason is that physicians cannot see the value and are too frugal to buy a product 

they do not understand and do not think they will need in the future. 
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 If you are a surgeon in private practice and are responsible for some or all of the 

monthly expenses to keep your office open, you should consider purchasing a BOE 

policy in addition to a personal disability policy. A BOE policy provides reimbursement 

for the expenses of operating your practice if you or one of your partners are sick or hurt 

and cannot work. These expenses may include staff salaries, office rent or mortgage 

payments, utilities, malpractice insurance premiums, and other fixed costs normal to the 

operation of your business.   

 

 The bottom line is, if you get disabled, your partners are going to expect you to 

pay for your fair share of the office overhead. This expense could be quite large and will 

come out of your pocket one way or another. 

 

 Summary 
 

 Purchasing a high-quality DI policy has never been easy. Unfortunately, the 

individual DI marketplace has become even more complicated. The policies available 

today vary greatly in terms of definitions, maximum benefit limits, and premium rates.   

 

 It is more important than ever that you take the time to compare the contract 

provisions of the policies you are considering and understand how and why they differ.  It 

is vitally important to work with an advisor who knows the different policies and the few 

ways to provide to you the maximum benefits (like adding retirement plan protection) at 

the lowest possible price.  

  

 If you have not had your DI reviewed in the last two years, you owe it to yourself 

to do so; and the chances are significant (if you use a competent advisor) you’ll be able to 

either add more DI coverage or save costs on the premiums paid. 

________________________________________________________________________ 

Section 9 

Divorce Protection 
 

 Have you ever had a friend or relative come into an inheritance and then hear the 

horror story about how that friend or relative lost half of it to an ex-spouse in a divorce?  

It happens more than you would think. 

 

 Imagine the scenario where you are married and your last living parent passes 

away leaving you with $2,000,000 (real estate and stocks).  You put the money in your 

marital bank account or put the real estate in yours and your wife’s name and then go on 

with life as normal.  Then one year later your spouse decides to divorce you. (A similar 

scenario can play out if you die in the middle of obtaining a divorce). 

 

 What is the departing spouse entitled to?  

 

 The answer is it depends on the state; but if you have been married for more than 

10 years, the chances are significant that your spouse is going to get half of everything 
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you inherited from your last remaining parent.   If that does not make you sick to your 

stomach, nothing will. 

 

How do you Protect Inherited Assets in a Divorce? 
 

 Unfortunately, there is very little you can do. The planning needs to come from 

your parents.  Usually, parents will leave a fairly liquid estate (usually in the form of a 

death benefit from a life policy).  Real estate and personal belongings are also given, but 

many times the estate is made up of a nice size life insurance policy.  Either way, the 

main way to protect yourself from losing inherited assets in a divorce is through the use 

of an irrevocable trust. 

 

 Your parents can set up an irrevocable trust so that, when they die, the assets are 

all poured into it.  You may be the ultimate beneficiary of that trust; but during most of 

your life, the language of the trust will allow the trustee (usually a bank or trusted family 

advisor or friend) to dip into the irrevocable trust for many different purposes (almost for 

whatever they feel like as long as it is on your behalf).   

 

 The trust document could be written so that, if you ever get divorced, none of the 

assets of the trust will go to your ex-spouse in the divorce or after. Many times a portion 

of the assets will be given outright to you at a scheduled age no matter if you are divorced 

or not.  For example, there might be language to give you 25% of the assets at age 60, 

then 65, then 70, and, finally, at 75. The thinking behind this is that, if you are still 

married at those ages, the chances of getting divorced (assuming you have been married 

for a while) are much less likely.   

 

 The trustee would still, typically, have the ability at early ages to dip into the trust 

for purchases of items or outright cash distributions; but those would be at the discretion 

of the trustee as per the language of the trust. 

 

Prenuptial Agreement 

 

 Many clients with significant wealth will use a prenuptial agreement to dictate 

exactly what each spouse is entitled to in the event of a divorce. Most of the time 

prenuptial agreements are used in second marriage situations where one of the spouses 

has already amassed a significant estate and where one spouse has almost no estate. The 

spouse with significant wealth going into the second marriage typically desires to 

preserve the majority of the estate for his/her children from a prior marriage, and a 

prenuptial agreement is a nice way to accomplish that goal.   

 

 Prenuptial agreements are not an easy topic to discuss with a potential spouse; and 

because of the touchy nature of the subject, many times wealthy clients who really should 

have prenuptials do not. Hindsight is always 20-20; and if you are concerned that a 

spouse will be awarded more than what you think is fair in a divorce matter, then you 
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should seriously think about a prenuptial agreement prior to marriage (especially in the 

case of a second marriage).  
 

 If you are currently married and wish you had a prenuptial agreement, you can see 

if your spouse will sign a postnuptial agreement, which will work the same as a 

prenuptial agreement.  
 

 If you plan on using this technique because you are worried about this issue, I do 

not suggest leaving this book lying around the house for everyone to read. 
 

________________________________________________________________________ 

Section 10 

Generation Skipping Tax 
  

 The generation skipping tax (GST) is not a huge issue for most estate plans 

because most of the time the majority of the assets in an estate will pass not directly to 

the grandchildren but instead to the children who, in turn, down the road might pass 

wealth to the grandchildren.  However, if your estate is large enough, using a generation 

skip to pass wealth could save your grandchildren millions of dollars in estate taxes. 
 

 The IRS wants assets to flow through as many estates as possible (to collect 

revenue in the form of estate taxes), and so the system is set up to have assets pass to 

children (where it will be estate taxed) and then to grandchildren where assets will again 

be estate taxed.  If assets were allowed to go directly to the grandchildren, then a whole 

level of estate taxes would be skipped where the government could lose literally millions 

of dollars in estate tax just from one client’s estate. 
 

 If you tried to pass wealth directly to your grandchildren at death without the 

use of your GST exemption, the transfer would be double taxed both at the estate tax 

rate (assuming 50% for this book) and then at the flat GST rate of (50%).  If you take 

advantage of your GST exemption, you can give upwards of $1.1 million (per spouse) to 

your grandchildren at death and have that money pass without the GST.   

 

GST Exemptions 
 

 The exemption rates for the GST are as follows:   
 

In 2016 you have a $5.45 million per spouse GST exemption. We have no 

idea what the GST tax rate will be in future (it is constantly changing). It 

could revert back to $3.5 million or even $1.1 million. For ease of 

illustration, I will assume for example purposes that the rate reverts back 

to $1.1 million. With the $1.1 million rate, you can extrapolate the 

numbers upwards to get a feel for how it would work with a larger 

exemption. If you are a candidate to use a GST exemption, your estate 

planning attorney will have software to illustrate how it can work for you 

using different hypothetical tax rates.  
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 Your estate will still have to pay estate taxes on money given to the grandchildren 

(although, if you gift less than the amounts per spouse listed above, you will avoid the 

double tax hit on the GST).   

 

Why use a Generation Skip? 
 

 The main reason you would use a generation skip and, therefore, the GST 

exemption, is that you know when your children die, they will have an estate tax 

problem.  If that is the case, by using the GST exemption, you will avoid having your 

wealth double estate taxed- first at your death, and then again at your children’s death. 

 

 I will use one quick example and then move on to other topics. For this 

example I’m going to use the old $1.1 million dollar exemption amount (we really 

have no idea what it will be in the future and it’s easy to extrapolate the numbers 

from a 1.1 million dollar example and apply them to a higher exemption amount). 

 

 Dr. Smith has an $8 million estate, one child, who is also a 

physician, and three grandchildren. When Dr. Smith dies, assuming he 

has no living spouse, $8 million will pass to his child; and the estate taxes 

due are $3.5 million (of the $8 million estate, $1 million is estate tax 

exempt) leaving the child with $4.5 million after estate taxes. 

 

 Dr. Smith’s child, Dr. Smith Jr., practiced medicine for 30 years 

and invested the $4.5 million wisely, which is now $7 million; and he also 

created his own $5-million estate. When Dr. Smith Jr. dies, his estate, 

valued at $12 million, will be taxed as it is passed to his children.  The 

$4.5 million that was passed to Dr. Smith, Jr. gets estate taxed again 

when Dr. Smith Jr. passes that now $7 million to his children, (Dr. Smith’s 

grandchildren.). 

 

 If Dr. Smith had used the $1.1 million dollar GST exemption, at least $1.1 million 

would have avoided being estate taxed again when Dr. Smith’s child eventually passed 

that $4.5 million (now $7 million) to Dr. Smith’s grandchildren. By using the GST 

exemption, Dr. Smith’s grandchildren saved $550,000 in estate taxes at the death of their 

parents. 

 

 I know this topic will only apply to a small percentage of the readers, but I did 

want to briefly cover the topic.   If you wonder if using a GST exemption makes sense in 

your estate, please see your local attorney or CPA or give me a call. 

 

 Again, keep in mind that the estate tax exemptions (standard and GST) have 

changed often in the last ten years. This book was written to help readers understand how 

the exemptions work not so readers could specifically apply the math to their own 

situations. If you need estate planning work done, contact a locally trusted attorney. If 

you can’t fine one, e-mail me at roccy@thewpi.org and I’ll help you find one. 

 

mailto:roccy@thewpi.org
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Section 11 

Charitable Planning 
 

 Physicians by nature seem to be more giving people than the general public, and 

that is one quality that makes them better at being physicians.   

 

 At the back of this book, you will find a client questionnaire you can fill out and 

fax back to my office to receive a free review of your asset protection, income tax 

reduction, and estate plans. On the very last page of the questionnaire, I ask the 

physicians how they would like their estates divided up when they pass away. Most of the 

physicians allocate 80-90% of the money to their family and 10-20% to charity. There are 

even some who amazingly state that they would like to leave 10% to the IRS. (I am 

assuming this happens because of the mentality that we have to leave something to the 

IRS at death and that 10% is much better than 50%). 

 

 There are many different ways for a client to gift money to charity, i.e., Charitable 

Remainder Trust (CRT), Charitable Remainder Annuity Trust (CRAT), Charitable 

Remainder Unitrusts (CRUT), Charitable Lead Trust (CLT), Family Foundations, 

Charitable Gift Annuities and the list goes on and on. 

 

 Since this book is not a physician’s guide to charities, I decided to discuss the 

solution I believe is hands down the simplest, least expensive and most beneficial way to 

fund a client’s charitable goals, i.e., the Charitable Gift Annuity (CGA). 

 

Charitable Gift Annuity (CGA) 
 

CGA Quick Facts (A physician is the donor) 

 

-A charitable gift annuity is a contract between a donor and a qualified 501(c)(3) 

public charity. 

-The donor makes an irrevocable gift to the charity in exchange for a promise of 

lifetime income. 

-Typically, the lifetime income is paid to the donor or to donor and spouse (joint 

and survivor).  

-The charity pays the donor(s) for life (monthly, quarterly, or annually) at an 

agreed upon rate. 

-Once reserve or reinsurance requirements to make donor payments have been 

satisfied, the charity uses whatever remains from the original gift for its charitable 

purposes. 

-Some charities allow a portion of this “charitable remainder” from the CGA to 

pass into a client/donor’s Donor Advised Fund (DAF). 
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-A CGA can provide lifetime income at a high rate that is guaranteed by the 

charity and an immediate tax deduction for the donor. 

 

The following is a schematic for how the CGA works. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

 

 

 

 

Guaranteed Benefit Income Protection 
  

When entering into a CGA contract, most donors want to make sure the charity 

has a safe method of protecting funds that will be used to make their lifetime income 

payments to the donor. Charities are required to maintain certain reserve requirements 

and may also be mandated to invest funds according to strict parameters depending on 

state requirements.  

 

CCGGAA  PPrrooggrraamm  OOvveerrvviieeww  

1. Client transfers an asset (typically a highly 
appreciated asset) to the Charity and  
receives an immediate income tax deduction.  

Client 
Charity 

Insurance 

Company 

Donor Advised Fund 
at Charity 

6. At death of donor, insurance 
policy will distribute funds to 
client’s DAF at Charity.  

Chosen Heirs 

2. Charity uses a portion of the funds to purchase 
a commercial annuity and (assuming insurability) a 
life insurance policy on the donor. 
 
 

3. Commercial annuity pays Charity. 
 
 
 

4. Charity pays income to Donor(s) 

Irrevocable Life 
Insurance Trust 

(ILIT) 

5. Donor gifts a portion of the 
income to an ILIT which purchases 
life insurance to replace value of 

the gifted asset. 

Heirs can be advisors 
to the DAF. 

 

6. At Donor’s Death, 
Benefit passes income 
and estate tax free to 

the heirs. 
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Just because there are reserve requirements, it is still vitally important to work 

with a reputable charity that knows how to implement a CGA—one that can be trusted 

not to mismanage the money that is partially to be used to pay a “guaranteed income” to 

the donor or his/her heirs. Most of the time, a charity will use a single premium 

immediate annuity (SPIA) for the life of the donor(s) from a highly-rated commercial 

insurance carrier. In essence, this allows the charity to pass interest rate, investment, and 

mortality risks to an insurance company.  

 

Charitable Benefit  
  

Once a charity has met its payment obligation to a donor, it can use the remainder 

of the gift from the donor for its charitable purposes. Some charities allow all or a portion 

of this remainder to be designated for a Donor Advised Fund (DAF) which is typically 

funded at the death of the donor(s). This permits the donor (or the heirs if funded at the 

death of the donor) to have some say in an advisory capacity as to how the charitable 

funds are used and provides an excellent method of establishing a legacy.  

 

In other words, the charity will purchase a life insurance policy on the donor 

(sometimes second–to-die policy for a greater death benefit) with the remaining funds 

that are ultimately supposed to stay with the charity.  Life insurance is used so a large 

guaranteed death benefit will ultimately pass to the charity. 

 

Many physicians want their children and grandchildren to learn what charitable 

giving is all about.  A good way to do that is through a CGA where the charity will allow 

a portion of the death benefits from a life policy purchased with the proceeds from the 

gift to the charity to be used in a DAF.  The DAF is one the physician (donor) sets up in 

advance of death where the physician’s heirs would help direct how the death benefits 

will be used (in a charitable manner).  

 

By using a DAF, the children and grandchildren do not receive the money but 

instead are there to see the money used to help those in need.  The theory is that such a 

charitable setup is good to help build the moral foundation of the children and 

grandchildren by getting them involved in the DAF at the charity. 

 

Substantial Tax Benefits 
 

There are three primary ways in which a CGA can assist in tax management. 

First, when transitioning the ownership of a highly appreciated capital asset (marketable 

securities, real estate, business interests, etc.) to a charity in exchange for a CGA, the 

donor does not realize a lump sum capital gain. The capital gain is reduced 

significantly and then amortized over the donor’s life expectancy. This means that a 

portion of the donor’s CGA income will be taxed at the lower capital gains rate.  
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Second, a substantial immediate income tax deduction is given, which can be 

used to offset current income taxes up to a certain amount based on adjusted gross 

income. Any surplus deduction can be carried over up to five additional years. The 

amount of the tax deduction is based upon the projected value of the ultimate gift to 

charity. 

 

Third, transitioning an asset to a CGA removes the asset from the donor’s 

taxable estate, which can greatly reduce potential estate taxes. In some cases, depending 

on the type of asset, transitioning an asset can also avoid income with respect to a 

decedent (IRD) taxation at estate settlement.  

 

Wealth Replacement 
 

 Many physicians who do not have a charitable intent will not look at the CGA.  

However, for those who are on the fence, one way to rationalize using a CGA is to 

implement a “wealth replacement” strategy.   

 

 Wealth replacement is a fancy term for buying life insurance with some or all of 

the income stream that flows to the donor physician from the CGA. The theory is that a 

physician can give away a $500,000+ asset to a charity, get a current income tax 

deduction, and use the stream of income from the Charity to purchase a $500,000+ life 

insurance policy inside an irrevocable life insurance trust (ILIT). This policy would 

typically be purchased inside an ILIT so the death benefit will pass income and estate tax 

free to the heirs. 

 

Example:  

 

Assume that Dr. Smith age 60 has an estate of $5 million at the age of 60.  The $5 

million estate is made up of a home worth $1 million, a brokerage account worth $1.65 

million, an IRA of $1.5 million, a vacation condo worth $350,000, and a rental property 

worth $500,000. The rental property has a basis of $100,000. Assume Dr. Smith still 

works as a surgeon where he makes $400,000 a year. 

 

 Dr. Smith has three children and five grandchildren, and he and his wife would 

like to leave something to charity so they can teach their children about those who are 

less fortunate by having them involved in charitable giving through the DAF. 

 

 Dr. Smith decides to implement a CGA, and it would work as follows: 

 

 1) Dr. Smith gifts the $500,000 rental property to a charity which sells the 

property for $500,000 (and the charity pays no capital gains). 

 

 2) Dr. Smith receives an income tax deduction for his tax return of $60,925 

(saving Dr. Smith $24,370 in income taxes on his current year’s tax return). This 

deduction could be increased substantially if Dr. Smith waited to receive income 

payments from the CGA.  Also, if Dr. Smith was older when making the gift, the income 
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tax deduction would be larger (in our example the deduction if Dr. Smith was age 65 

would be $89,890). 

 

 3) The charity buys a single premium lifetime annuity on Dr. Smith and starts 

paying Dr. Smith $28,000 in income each year until his death.  The first year, $14,515 of 

the payment is taxable to Dr. Smith at the long term capital gains rate, $13,216 is treated 

as ordinary income and $269 is tax free.  The taxable consequences of CGA payments to 

Dr. Smith change during his lifetime and are not discussed for the sake of brevity.  The 

tax consequences to each client will vary widely; and if you are a candidate for a CGA to 

fund your charitable goals, please feel free to give me a call to create a specific example 

for your individual situation. 

 

 3a) The charity also buys a $500,000 second-to-die life insurance policy on Dr. 

Smith and his wife that will fund the DAF at the last spouse’s  death. 

 

 4)  Dr. Smith takes $4,500 from the income he receives from the CGA each year 

and gifts that to an ILIT where a $500,000 second-to-die life insurance policy is 

purchased and where the death benefit will pass to the heirs income and estate tax free. 

 

 5) When Dr. Smith and his spouse die, $500,000 will pass to their heirs income 

and estate tax free (thereby replacing the $500,000 piece of real estate that would have 

passed to the heirs if it were not for the gift). 

  

 5a)  The DAF is funded at the second spouse’s death and that money will then be 

used in the DAF for charitable purposes with the help and direction of Dr. Smith’s heirs. 

 

 Benefits of the above example: 

 

 Dr. Smith helped a charity by gifting it a $500,000 asset; Dr. Smith received an 

immediate deduction for his current income taxes; Dr. Smith’s heirs did not lose the asset 

due to the fact that a $500,000 life insurance policy in an ILIT was purchased with the 

income from the CGA; Dr. Smith removed a $500,000 asset from his estate for estate tax 

purposes; and at Dr. and Mrs. Smith’s death, the heirs became involved in the DAF that 

was funded with a life insurance policy that was purchased and owned by the charity. 

 

Distinguishing CGAs from the most commonly recommended 

charitable solution (the Family Foundation) 
 

Family Foundations (herein after FF) for many “charitable experts” is the tool of 

choice for their high income/high net worth clients when it comes to charitable planning.   

 

Why? The more you read my book the more you will be able to answer the 

questions I ask in the book.  The reason is simple—the attorney setting up a family 

foundation will typically charge $10,000-$15,000.  In contrast, a physician would not 

have to even hire an independent attorney to use a CGA. 

 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 159  

Why do physicians or high wealth clients like family foundations? 

 

1) Control of the money gifted to the charity. While a client’s heirs can have 

significant input on how in a CGA is distributed (which is done through a DAF), a FF 

gives the family total (the ultimate) control over assets in the FF.   

 

2)  Ego.  FFs seem to appeal to people who want their name on “foundations” to 

create not necessarily a charitable legacy but a family name legacy.  Ninety five percent 

of the clients looking for charitable planning can accomplish their charitable goals with a 

CGA and can do so in a more tax favorable manner (but then their family legacy would 

not live on in their name). 

 

 3)  Passing wealth to the children. Charities are not supposed to be set up to 

benefit the children financially, but instead they are supposed to be set up to benefit 

charities and people in need.  One main sales pitch to clients when selling a FF is to tell 

the client that they can set up a FF, have the client’s children run the FF, and draw a nice 

salary.  Also, and somewhat comical, is the sale’s point of having the FF board meeting 

(which is fully paid for by the FF) every year in a nice vacation spot like Hawaii.   

 

 I believe benefit 3) above is an abuse of FFs and the tax laws that make FFs.   

 

 The real difference between FF and a CGA? 

 

 The main difference in my mind between a FF and a CGA is cost.  The setup 

costs of a CGA are ZERO and the setup costs of a FF are between $10,000-$15,000.  

More importantly, when a client contributes to a FF, there are additional limits on the 

deductions a client can take against his/her personal income.  The limit differences on the 

income tax deduction a client can take between FF and a CGA are as follows: 

 

Income Tax Deduction       CGA                 Family Foundation 

for Donor 

 
Cash Gift  50% of Adjusted Gross Income       30% of adjusted gross income 
 

Property/Securities 30% of Adjusted Gross Income       20% of adjusted gross income 
 

Conclusion 
 

 Charitable giving sounds simple—just give your property or money away, receive 

a deduction, and provide wealth replacement for the heirs via a death benefit and 

everyone is happy. The reality is that setting up a charitable giving program is similar to 

buying life insurance. If you use the wrong advisor, the chances are significant you will 

be setting up a plan that is in your advisor’s best interest instead doing what is best for 

you and the charity your are trying to benefit. 
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 It is my opinion that, if you are looking for a simple way to fund your desire for 

charitable giving, you should consider a CGA.  You can remove a low basis asset from 

your estate and pass an equal amount of wealth to your heirs, while at the same time 

funding a charity your heirs will be able to work with to help others who are less 

fortunate. For help with setting up a CGA or setting up your charitable giving plan, 

please feel free to give me a call. 

________________________________________________________________________ 

Section 12 

Long-Term Care Insurance 

 

Why Every Physician Should Have It 
 

 Long-term care insurance (LTCI) is the number one frustrating estate planning 

topic I deal with and lecture on to physicians around the country.  In my opinion, LTCI is 

an absolute must in every estate plan for a client with an estate size of over $500,000; but 

yet NO clients (especially physicians) want to purchase it. 

 

 I am not going to lobby or lecture the reader in this section of the book.  Instead, I 

am going to state matter of factly some statistics and my opinion and then move on to 

another estate planning topic. 

 

Who is a Candidate for LTCI? 
 

 The United Seniors Health Cooperative says you should buy the insurance only if 

you meet these guidelines:  

 

- You have more than $75,000 in assets per person in the household.  

  

- Your annual income is $30,000 or more per person in the household.  

 

- You can afford the premiums without making a lifestyle change.  

 

- You could still afford the premiums even if they increase by 20% to 30% in the 

future.  

 

 I agree completely with the comments above.   

 

 

 

 

 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 161  

Why do those who are Candidates for LTCI Need 

It? 
 

 In one wordprotection. I suggest that clients purchase LTCI to protect their 

wealth from the devastating and potentially long lasting costs of LTC. In some areas of 

the country, the cost of nursing home care, or quality around-the-clock, in-home care, 

may be $250 per day ($91,250 per year). Additionally, the U.S. Health Care 

Administration reports that costs are increasing 5.8% per year and are expected to more 

than triple in the next 20 years. 

 

 The reason this topic is so close to my heart is because my father, Roccy, Sr., had 

a client and family friend who did not have LTCI; and after having a stroke and being 

basically in a vegetative state for numerous years, the client’s estate that used to be near 

$10 million was closer to $4 million when she died. 

 

 Clients purchase LTCI to protect their wealth not only for their spouse but also for 

their children.  If you do not care about protecting your wealth from devastating LTCI 

costs, then you do not need LTCI.  

 

Will you need LTC? 
 

 While only a fraction of all long-term care is provided in nursing homes, recent 

studies indicate that 50% of Americans over age 65 will need nursing home care at some 

point during their lives and 10% will stay in a nursing home for five years or more. 

Looking at it another way, about 60% of women and 45% of men will spend some time 

in a nursing home. 

 

 Since the majority of physicians who call me for asset protection or income tax 

reduction help are males, 50% of those who call me and do not take my advice on the 

purchase of LTCI will actually need LTC sometime in their lifetimes. 

 

Why don’t Physicians Purchase LTCI? 
 

 This may come as a shock to those reading the book; but, as a general rule, 

physicians are a bit on the frugal side (physicians are cheap).  I will bet a good percentage 

of the physicians purchasing this book had to pause before spending whatever they paid 

for it because they did not want to waste money on a book they were not sure would be 

beneficial. 

 

 I do not care how frugal or cheap a physician is, with the ability to pay for your 

LTCI in a 100% tax-deductible manner through the medical office with the caveat that 

every dollar paid in premiums will go to the physician’s heirs income tax free, every 

physician should purchase LTCI.   
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Conclusion  
 

 I recommend LTCI in every estate plan and so far have been ignored 100% of the 

time by physicians who do not think they will ever need LTC and, therefore, do not want 

to allocate money to protect their estate from the costs of LTCI. 

 

 If you are interested in purchasing LTCI, I suggest turning to page 224 of this 

book where you can read in more detail how you can get FREE LTCI by writing it off 

through your medical office and attaching a return of premium option. 

________________________________________________________________________ 

Section 13 

Family Limited Liability Companies (FLLCs); 

Family Limited Partnerships (FLPs) and Limited 

Liability Companies (LLCs) 
 

Lower Estate Taxes by Using FLLCs, FLPs and 

LLCs 
 

 I have given seminars to over 1,000 physicians over the years; and out of those 

physicians, I can count on one hand the number of physicians who had FLLCs, FLPs or 

LLCs for estate planning purposes. You can read starting on page 64 of this book why 

every physician should have an LLC, FLP or FLLC for asset protection purposes, but 

these entities can provide substantial savings when it comes to estate taxes. 

 

 For purposes of this section of the material, I will use FLLC (Family Limited 

Liability Companies) as an interchangeable acronym for Family Limited Partnerships 

(FLP) and Limited Liability Companies (LLCs). 

 

 FLLCs are not a primary estate planning tool (those are your wills and marital or 

A&B trusts), but FLLCs can nicely supplement an estate plan and save your heirs 

sometimes millions of dollars in estate taxes if done correctly. 

 

Lifetime Gifting 
 

 As you are probably aware, parents can gift to their children $13,000 per spouse 

per child each year without incurring gift taxes. Many clients do not like the concept of 

gifting during their life to children because, once money or property is gifted, it is gone 

forever (even though the parent can dictate to some extent how the gift is used when 

gifted to an irrevocable trust). 
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 Who is a candidate for gifting to reduce estate taxes? That’s a tough question with 

the estate tax exemption constantly changing. Is it going to be $1 million per person when 

you die? Will it be $5 million or more? If you have an estate that’s worth over $5 million, 

you should strongly consider a gifting program if your goal is to avoid estate taxes and 

pass the maximum amount of wealth to your heirs.   

 

 The FLLC allows for accelerated gifting through the use of substantial discounts 

on assets in the FLLC. 

 

How Does an FLLC Work? 
 

 An FLLC is simply a corporation made up of family members.  An FLLC is really 

not too much different than the corporation you work under in a medical practice except 

the FLLC usually owns family assets like a house or vacation home or even a brokerage 

account. 

 

 A physician with assets and an estate tax problem would set up an FLLC and then 

capitalize the FLLC with an asset or multiple assets. Again, usually we are talking about 

a piece of property (although a brokerage account can get discounts up to 20% of their 

value). Then, through gifting of the interest in the FLLC and through discounting of the 

stock, discussed next, the children, eventually, end up owning the majority (upwards of 

99%) of an asset they would receive anyway when the parent(s) die. The value of the 

asset for gift tax purposes and estate tax purposes is less than market value, thereby 

making the entire transaction worthwhile. 

 

General vs. Limited Partner Interest 
 

 Typically, the FLP is formed by the older generation family members (i.e., the 

parents) who contribute assets to the FLP in return for General Partnership units and 

Limited Partnership units. Normally, the general partners have a 1% interest in the FLP 

(commonly held by a C-Corp to avoid personal liability) and limited partners have a 99% 

interest. The parents can then embark on a plan of giving Limited Partnership units to 

their children and grandchildren, while retaining the General Partnership units that 

control the FLP.  

 

 General partners retain control over the assets in the FLLC, whereas limited 

partners are granted very limited rights. Limited partners also have restrictions on their 

ability to transfer their partnership units to others so that the general partners can prevent 

the units from being transferred outside of the family. 
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 Side note:   
 

 For asset protection purposes, I advise using a limited partnership or an FLLC. If 

you, for some reason, choose to use a general partnership instead of a Family Limited 

Partnership (FLP) or FLLC, I strongly advise that the 1% general partnership interest be 

owned by a corporate entity (such as an LLC). General partners in a general partnership 

are personally liable for the debts and liabilities of the partnership. Therefore, if a 

physician owned 1% of a general partnership, he/she would be liable for all debts and 

liabilities of the general partnership personally. 

 

Discounting of the Assets in an FLLC  
 

 The entire concept of using an FLP for estate planning revolves around 

discounting of the FLP interest. Depending on the law firm, CPA firm, and valuation firm 

involved, assets can be discounted upwards up to 40% of their normal market value; 

except when using a “Freeze” Partnership which can obtain upwards of a 90% discount. 

For information on “Freeze” Partnerships, please contact me at roccy@thewpi.org. 
  

 There are two basic discounts available to FLPs. The first discount comes from 

the fact that the interest in the partnership is no longer marketable in the open market due 

to the fact that the children’s interest in the partnership has restrictions on to whom the 

interest in the partnership can be sold, (i.e., the interest in the partnership can only be sold 

to another family member). The second discount comes from the fact that the interest 

held by the children is considered a “minority interest” in that the children have no voting 

rights- a non-controlling interest. Taking the two discounted issues into account, a total 

discounted value is given to the interest in the partnership. 
 

 Practical Example –    
 

 Assume Mom and Dad have two children over 18 years of age. 
 

 FLP Owners      Percentage Owner 

 

 Mom and Dad (General Partner)      1% each 

 

 Mom and Dad (Limited Partner)    98% 
 

 Mom and Dad capitalized (transferred into) the FLP their vacation 

condo in Naples, Florida, valued at $500,000, and their cottage on 

Traverse Bay in Michigan, valued at $500,000. Assume for purposes of 

this example that the couple has a $1,000,000 personal residence, 

$4,000,000 in stocks, and $2,500,000 in an IRA for a total estate worth 

$8.5 million. Also assume that they die at a time when the estate tax 

exemption is $3.5 million per person.    
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 Now assume that the interest in the new FLLC gets a 40% discount on its value. 

 

 Here is the math when looking at the value of the asset per its interest in the 

FLLC – 

 

    Original Value  Value after all Discounts 
 

Naples Condo        $500,000   $300,000 

Traverse City Cottage       $500,000   $300,000 
 

Total Value       $1,000,000   $600,000 

  

 * If Mom and Dad died before the gifting was complete, the value for estate tax 

calculations still creates a savings of 40% of whatever interest of the FLLC that is still in 

the parents’ names. If Mom and Dad are able to gift out 98% of the interest in the FLLC 

before they die, then only $12,000 or 2% of the value of the discounted asset will pass 

through the parent’s estate. (Assuming the value of the 2% general partnership interest at 

the parents’ death is $12,000). 

 

 If Mom and Dad gift $56,000 worth of their interest in the FLLC each year 

($28,000 per child in limited partnership interest) then, after 10.7 years, 98% of the FLLC 

will be completely out of the parent’s estate and not subject to estate taxes. Mom and Dad 

have retained the rights to do what they want with the assets in the FLLC (i.e., they can 

live in the house or cottage until death) because they are still the controlling general 

partners with their 2% interest.  

 

What was Accomplished with the FLLC? 
 

 If you did not really follow everything in the preceding paragraphs, I will leave 

you with the following thoughts. If Mom and Dad in the above example did nothing and 

then both died in a car crash, the estate would have to find $500,000 to pay the estate 

taxes (at a 50% rate) on the Naples condo and the Traverse City cottage.  Most likely the 

children would sell one to pay for the estate taxes of the other and hope they had enough 

after capital gains taxes (if any) to accomplish that goal. 

 

 If Mom and Dad died the day after they funded and set up the FLLC where they 

owned 2% as general partners and 98% as limited partners, they would have saved the 

estate $200,000 in estate taxes (combined before putting the assets into the FLLC, the 

properties were worth $1 million, and after the transfer the interest in the FLLC was 

worth approximately $600,000. The difference is $400,000, and the estate taxes on that 

$400,000 would be $200,000). 

 

 If Mom and Dad died 10.7 years after starting to gift their FLLC interest, they 

would have saved their estate approximately $500,000 in estate taxes (at a 50% rate).  

Basically, the entire asset (the real estate) was gifted to the children; and since the two 
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properties were worth $1,000,000, the estate would have had to pay $500,000 in estate 

taxes on the death of the parents. 

 

 FYI, if Mom and Dad simply tried to gift the property over a period of time to 

their children without using the FLLC, it would have taken 17.8 years; and the parents 

would have lost control of the asset. 

 

Property that Appreciates 
 

 It makes much more sense to use an FLLC with assets that will appreciate. In our 

Mom and Dad example, if Mom and Dad did not die for 30 years, the two vacation 

properties could be worth $1,000,000 or more each at the time of their deaths. If the 

properties were not gifted via the FLLC, the estate would have to come up with 

$1,000,000 in estate taxes upon death ($2,000,000 x 50%). Because of the FLLC, Mom 

and Dad were able to retain control of the assets (live in them for life); and when they 

died, 98% of the FLLC (and, in turn, the property) is already owned by the children; and, 

therefore, NO estate taxes are due on 98% of the value of the assets in the FLLC.  It’s a 

beautiful thing. 

 

Conclusion  
 

 Besides the fact that all of a physician’s major assets should be in an LLC, FLP, 

or FLLC for asset protection purposes (other than possibly the primary residence), if a 

physician intends on passing wealth to his/her children upon death, the FLLC is a terrific 

way to do so in a manner that can significantly lower the estate taxes the children will 

have to pay on the death of their parents. 

________________________________________________________________________ 

Section 14 

Other Estate Planning Tools 
 

 There are a number of other estate planning tools that I am not going to discuss in 

any major detail.  I will list several other tools below with a cursory explanation of what 

they are just so you can know the topics exist and know the lingo when talking to your 

CPA or attorney. 

 

Grantor Retained Annuity Trust (GRAT)  

 

 A GRAT is an irrevocable trust (you gift money to the GRAT) from which the 

grantor retains the right to receive an annuity payment for a specified period of time.   

The concept relies on discounts in the value of the asset in the GRAT and several other 

factors including when the client dies (which is not a factor in our control). 
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 The GRAT concept is very complicated.  It can be a viable planning tool to shift 

highly appreciating assets out of an estate at a discount; but due to the complexities of the 

structure, I chose not to discuss it in any detail in this book. 

 

Intentionally Defective Grantor Trust (IDGT) 

 

 IDGT is again very complicated; but like the GRAT, an IDGT is used to pass 

wealth to your heirs and avoid estate taxes.  The IDGT freezes the value of an 

appreciating asset for estate tax purposes, which can be important in a closely held 

business appreciating quickly.   

 

 For many affluent clients, an IDGT is a common estate planning tool to shift 

wealth outside of the estate. Many times an IDGT is used in conjunction with discounted 

FLP or LLC structures to supercharge its benefit. IDGTs are not the simplest tool in the 

world and, therefore, I’ve chosen not to deal with it in any detailed manner in this book. 

What I can tell you is that, if your estate is in excess of $5-$10 million (depending on 

what happens to the estate tax exemption, the chances are good that an IDGT might be a 

viable planning tool for your estate plan. Make sure the attorney you are working with to 

shape your estate plan is familiar with this tool. If not, e-mail me at info@thewpi.org; and 

I’ll refer you to an attorney who is.  

 

Qualified Personal Residence Trusts (QPRT) 
 

 A QPRT is another freeze technique to pass an appreciating asset to the children 

with a lower estate tax value at some time in the future. Typically, a parent transfers a 

personal residence (the home) into a QPRT for the benefit of the children (but retains the 

right to use the home for a specified term of years). For gift tax purposes, the value of the 

remainder interest of the children is determined after subtracting the value of the parents’ 

right to use the residence for the term of years.   

 

 This valuation procedure allows a parent to discount substantially the value of the 

gift made to the children and also removes from the parents’ estate all post-gift 

appreciation in the value of the residence.  

 

 Again, this tool is not one I use for clients due to other options available; but since 

it is a tool used by some estate planning attorneys, I did want to make you aware of its 

existence. 
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________________________________________________________________________ 

Section 15 

Mitigating the 70-80% Tax Trap 
 

 On page 45 of this book, we describe how to use the MAXI-IRA to asset protect 

money in an IRA when a client lives in a state where IRAs are not asset protected.  A 

similar tool called the Qualified Pension Insurance Partnership is a tool that can be used 

to mitigate the 70-80% tax trap of money in qualified plan or IRA. 

 

 While all clients will not have an asset protection problem with their IRAs, all 

clients with wealth and “qualified” money have the 70-80% tax dilemma. This dilemma 

revolves around the topic of Income in Respect to Decedent (IRD). IRD includes any 

income an individual is entitled to but does not receive over his/her lifetime. This 

includes IRA and pension plan account balances. The theory behind IRD is simple—the 

government does not want qualified (deferred) money to pass to a client’s heirs without 

someone paying income tax on that money. 

 

 While most advisors create estate plans in order to avoid probate and large estate 

taxes, most forget to address the IRD problem.  This material was created to give readers 

one very unique option for what to do with the money in his/her pension plan or IRA so 

as to mitigate taxes. 

  

 Example of the 75% tax trap 

 

 Client: Dr. Smith, age 65, not married, two children, five grandchildren. Dr. 

Smith has a $7,000,000 estate, of which $1,000,000 is in an IRA. What would happen 

with Dr. Smith’s IRA money if he died today? If he was married, nothing would happen. 

Dr. Smith’s IRA would pass to his spouse without income or estate taxes.    

 

Since Dr. Smith isn’t married, assuming he had a revocable living trust and 

assuming the estate tax exemption was $3,500,000, Mr. Smith’s heirs would have a big 

problem. The estate would be worth $7,000,000 at death of which $1,000,000 is an IRA. 

What would happen with the IRA if Mr. Smith died in the next few years? Mr. Smith’s 

remaining $3,500,000 estate at death (assuming his exemption was used properly) would 

include the $1,000,000 IRA. Therefore, the IRA is going to pass to her heirs at which 

time income and estate taxes are going to be levied against the IRA. Let’s look at the 

math assuming a 50% estate tax rate.   

 

IRA      $1,000,000 

Estate Tax:      ($500,000)  

Assets after Estate Taxes:     $500,000 

Income Taxes (State and Federal)*   $250,000 

Total Taxes     ($750,000) 

 

TOTAL IRA ASSET AFTER TAX                $250,000  
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So the heirs of Dr. Smith received only $250,000 of the $1,000,000 IRA. 

 

*The exact calculation of the income tax due in the above example is quite 

complicated and the $250,000 number used is an approximation. For the exact math, 

please contact the author. 

 

Why clients create the 75% tax dilemma 
 

For years the American public has been told to defer money into retirement plans. 

With the very real scare that the Social Security system will bankrupt itself sometime in 

the next 15-20 years, Americans have taken it upon themselves to fund their own 

retirement.   

 

Almost every high income client we receive calls from is “maxing out” their 

qualified plans (401(k), profit sharing, and defined benefit or 412(e)3 plans).  Maxing out 

is a good idea and creating funds for retirement is a good idea; however, what inevitably 

happens with poor estate planning is that the 75% tax trap is created. 

 

Solutions advisors offer to combat the 75% tax dilemma  
 

No Advice 

 

Most often there is no advice given to the client except to spend down the money 

in the qualified plan or IRA so the money does not get double taxed when a client dies. 

 

The Legal Solution (Gifting IRA asset) 

 

The simplest way to avoid income and estate taxes on IRA assets at the client’s 

death is to gift the IRA upon death (a testamentary transfer). It is rare to have a client 

with money in an employer sponsored plan when the topic of gifting deferred qualified 

plan assets to charity is discussed. Typically, the client is retired and therefore has rolled 

his/her money to an IRA.  Once the money is in an IRA, then the advisor tells the client 

that they should consider gifting the IRA asset to a charity upon death. 

 

Giving the IRA asset to a charity certainly will relieve the client of income and 

estate taxes; however, the client’s heirs received nothing from the IRA. 

 

The insurance solution 

 

Many advisors will suggest that a client start taking distributions from the IRA, 

pay tax on that distribution, and gift the amount remaining after tax to an irrevocable life 

insurance trust (ILIT). Then the ILIT would buy life insurance to pay for the estate and 

income taxes that will be due when the IRA is transferred to the heirs at the client’s 

death.  This can work; but clients would rather find a situation to mitigate the taxes paid, 

not simply pay full taxes on distributions, and then use that money to pay for the 

remaining estate taxes. 
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Let’s look at an example of a client that has $1,000,000 in an IRA who also has a 

$10,000,000 estate besides the IRA. Assume the client is different Dr. Smith who is 60 

year old with a healthy spouse who is also 60 years old. 

 

If the client does nothing the heirs will receive approximately $250,000 from the 

IRA after income and estate taxes are paid (assuming a $3.5 million dollar estate tax 

exemption). 

 

What would the heirs receive if Dr. Smith used the “insurance” solution?  Let us 

assume the clients need $2,500,000 in life insurance for their estate plan.  

 

The clients would set up an ILIT and somehow they would need to find $55,000 a 

year to gift money to the ILIT so the ILIT can buy a $2,500,000 second to die life 

insurance policy. 

 

Because the worst asset in the client’s estate is the IRA, it is prudent to spend 

down that asset through the following insurance solution. The client simply takes a 

distribution of $91,666 from the IRA. When the client takes such a distribution, income 

taxes will be due. If Dr. Smith is in the 40% tax bracket, he will have $55,000 left after 

income taxes to gift to the ILIT.   

 

The insurance solution is an OK solution and better than doing nothing, but the 

Qualified Pension Insurance Partnership (QPIP) as explained in the following pages is 

much better and much less painful for the client. 

 

The investment solution 

 

Recently, “stretch IRAs” have been discussed as a viable option. Stretch IRAs 

lengthen the time over which distributions must be taken from retirement plans or 

rollover IRAs.  The common belief underlying this strategy is that “tax-deferred growth” 

is always a great idea. However, when you crunch the numbers, you will realize that the 

Stretch IRA is generally a bad idea for anyone who will have an estate tax liability 

(although a good idea for those who do not have estate tax problems).    

 

The following is the sale’s pitch on the stretch IRA.  Dr. Smith, how would you 

like to turn your $1,000,000 IRA into $44,000,000 for your child for his/her retirement 

when the child turns age 70? Putting aside the question as to whether any child should 

have $44,000,000 at any point in their life, Dr. Smith, if he is a normal person, would be 

intrigued with the idea. 

 

Why doesn’t a stretch IRA work for someone with an estate tax problem?  

Simple, while a stretch IRA was created to stretch out the time when estate taxes are due; 

stretch IRAs do not avoid estate taxes at the death of the initial owner. 
 

If a client passed a $1,000,000 stretch IRA to his/her heirs, there would be 

$500,000 in estate taxes due. Where are the children going to get $500,000 to pay the 

estate taxes? They will take money from the IRA. When the children take money from 
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the IRA to pay the estate taxes, income taxes will be due on that money. This creates a 

vicious cycle and one that can be avoided with the strategy discussed below.   

 

A better solution—use the QPIP to mitigate the problems  
 

How does the QPIP work? 

 

The QPIP (which is a fancy name for self-directed IRA) uses an LLC and an 

irrevocable life insurance trust (ILIT) to mitigate the 70-80% tax dilemma. 

 

Very few consultants know that IRAs can purchase an interest in an LLC.  There 

are a number of technical rules to follow that are outside the scope of this material; but 

based on Swanson vs. the Commissioner, February 14, 1996; FSA 2001-28011 and DOL 

2000-10A, there is solid footing for what will be explained below. 

 

Very simply, the QPIP, irrevocable trust (usually an ILIT), and the individual 

client form an FLP.   See the following schematics. 
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The QPIP must own more than 50% of the partnership. The irrevocable trust is 

the general partner of the FLP. Each partner is required (like with any well set-up LLC) 

to make at least a nominal capitalization of the LLC in exchange for the interest in the 

LLC.  The ILIT would have the SOLE authority to manage the partnership assets as the 

managing general partner.   

 

What was accomplished with the above scenario?  If the LLC is set up correctly 

with the correct restrictions, the LLC interests could be discounted up to 20%. Why is 

this important?  Because now the value of the assets inside the QPIP just became deflated 

by 20%.  Let’s look at the math.  

  

 Example: 

 

IRA $1,000,000  The New value of the IRA 

assets after a 20% discount on the LLC 

interest is: $800,000  

 

Estate Tax:       ($400,000)  

     

Assets after Estate Taxes:     $400,000 

 

Income Taxes (State and Federal)  ($200,000) 

 

Total Taxes     ($600,000) 

 

TOTAL ASSETS AFTER TAX                    $200,000 

 

At first blush, the client still paid 75% in tax; and that is true. However, while the 

value for tax purposes of the LLC received a 20% discount, the real value to the owners 

of the LLC interest is still $1,000,000. Remember, the QPIP has stocks or mutual funds 

in it worth $1,000,000. The QPIP purchased an LLC interest that for valuation purposes 

received a 20% discount. When the client passes away, the discounted LLC interest 

transferred to the heirs; and because of the discount, the heirs paid $600,000 in income 

and estate taxes instead of $750,000 in income and estate taxes.  The above scenario 

saved the client $150,000 in overall taxes.   

  

What about life insurance?   

 

Many clients with the 75% tax dilemma still need to or want to buy life insurance 

for use in their estate plans. The problem with any life insurance purchase is that the 

purchase is almost always done with post-tax money by gifting money to an ILIT. With 

the QPIP, a situation can be created where the life insurance purchased by and owned by 

an LLC could be done in a tax-favorable manner.   
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The following explains how insurance is purchased using the QPIP: 

 

-The LLC (which is owned 90% by the IRA) purchases life insurance as 

an investment (using the client as the insured). The LLC will typically 

use the investment income from the initial contribution to purchase the 

insurance thereby not dipping into the principal amount contributed to 

the LLC. 

 

-The ILIT would contribute each year to the LLC the “cost of 

insurance.” This cost of insurance is gifted to the ILIT by the client each 

year.  See the following schematic. 
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What happens when the client dies? 
 

1) The IRA will be paid back its initial investment ($1,000,000) plus an 

investment rate of return (usually the long term Applicable Federal Rate (AFR)) using 

simple interest (vs. compound interest). Therefore, the IRA will be paid back $1,000,000 

plus a modest rate of return.  IF the LLC did not dip into principal to pay the insurance 



Estate Planning 

________________________________________________________________________ 

              174 

premiums, it would have $1,000,000 inside to pay back the IRA its investment and a 

small portion of the death benefit from the life policy purchased by the LLC will be used 

to pay the IRA its investment growth. 

 

2) The owner of the 5% interest that the client purchased individually will be paid 

back its initial investment ($50,000) plus an investment return using simple interest and 

the long term AFR.  Typically, this 5% interest will be gifted to the client’s children 

shortly after implementation of the QPIP. 

 

3) The ILIT will receive the remainder of what is in the LLC.  What will be 

remaining in the LLC for most clients will be the majority of the death benefit which will 

be paid to the LLC from the life insurance company. Because assets from an ILIT pass 

income and estate tax free to the beneficiaries, virtually the entire death benefit will pass 

income and estate tax free to the client’s heirs. 

 

See the following schematic. 
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Summary and Conclusion about the QPIP 
 

Many advisors are not aware of the double taxation dilemma or asset protection 

problems that confront clients that have estate tax problems and sizable balances in their 

IRAs.  In the past, clients could take advantage of traditional “pension rescue” by rolling 

IRA money back into a profit sharing plan and buying a very specific type of low cash 

value life insurance policy. That solution is dead due to the recent proposed 412(e)3 

regulations. 

 

The QPIP solution is one that when reviewed in its basic form is not too 

complicated and one that can be very beneficial to a client and his/her heirs.  With the 

QPIP, clients are able to use what is effectively tax deferred money to purchase life 

insurance for estate planning purposes where the majority of the death benefit will pass to 

the heirs income and estate tax free.   

 

 Few advisors in the country are familiar with this concept; and if you would like 

more information for how to mitigate the 70-80% tax trap with money in a qualified plan 

or IRA, please feel free to contact one of the authors.  The QPIP topics were created by 

Andrew Willms, JD, of Willms Anderson, P.C.  
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Chapter Three 

Income Tax Reduction 
 

Section 1 

Introduction and Traditional Solutions 
 

 If the following comment from your CPA sounds familiar to you, then you are 

like most of the high-end clients in the world:    

 

“Put money in your 401(k)/Profit Sharing Plan and pay taxes on the rest. 

If you want to take home more money, you need to make more money.” 

 

 I have found that very few CPAs are proactive when it comes to saving their 

clients money on taxes.  Most CPAs simply process tax returns and are so busy that they 

do not have time to meet with individual clients to work on a true income tax reduction 

plan. 

 

 The traditional income tax reduction solutions are simple, and you have heard of 

every one of them.  They are as follows: 

 

 A 401(k) Plan is a qualified retirement plan in which an employer permits an 

employee to defer receipt of part of his or her compensation by contributing that part to 

his or her account in the 401(k) Plan.  This is a paycheck deduction for the employee and 

is completely voluntary. Typically, a company will have a match of some sort as a benefit 

to the employees. The match is typically 50 cents on the dollar up to 6% of pay, thereby 

capping any potential match at 3% of payroll. The maximum payroll deduction for 2019 

was $19,000 with a $6,000 catch-up provision for those ages 50+, and in 2020 the 

deferral limit is $19,500 with the same catch-up amount. The following is a table of 

401(k) contribution limits: 

 

  

Employee 

Catch-up Total Age 50+ Deferral Limit  

2019 19,000 6,000 25,000 

2020 19,500 6,000 25,500 

  

A Profit Sharing Plan is a qualified retirement plan where the annual 

contribution limits are 25% of pay or $56,000 in 2019 and $56,000 in 2020. (See page 

179 for more information on the “next level” profit sharing plans.) 

 

A combined 401(k)/Profit Sharing Plan allows an employee/owner to “max out” 

the pension plan contributions; although, it is very painful to “max out” due to the 

amount of money required for the employees to be funded.   
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 A Money Purchase Plan is a defined contribution plan.  A Money 

Purchase Plan is one in which the employer is required to make an annual contribution to 

each employee's account regardless of how much money the company makes each year. 

Contributions are usually specified as a percentage of annual compensation and in 2019 

were capped at the lesser of $56,000 ($53,000 for 2020) or 25% of an individual's annual 

salary.  

  

A “New Comparability” Plan came about with the final 401(a) 

regulations, allowing defined contribution plans to be tested for discrimination based on 

benefits, just like a defined benefit plan. An allocation formula can be utilized that creates 

separate allocation levels. This formula is allowed by permitting "averaging" of projected 

benefits, similar to the old comparability rules, in a plan providing for two levels of 

allocations, one for the staff and one for the principals. The basis of the testing is 

comparing what the contributions of the staff will grow to at retirement age, with what 

the contributions for the principals will grow to at retirement. The results are divided by 

the cost of an annuity and expressed as a benefit for testing purposes. 

This is an appropriate plan design in a situation where a small business 

wants to discriminate in favor of the highly paid participants.   

 It is my opinion that, if you are looking for a 401(k)/Profit Sharing Plan that is the 

most discriminating, one where the owners of the company have to contribute the least 

amount of money for their employees, you need to implement a New Comparability Plan.  

(See page 179 for more information on the “next level” profit sharing plans.) 

 

 A Defined Benefit Plan is the old-school qualified retirement plan that 

funds for a retirement benefit in the future for its employees based typically on years of 

employment, wages, and/or age. Defined Benefit Plans are funded solely by the employer 

and were in vogue 20-plus years ago when the rules on funding benefit plans were not 

nearly as stringent as they are today.  Due to a change in the law back in 2000, Defined 

Benefit Plans have become more in vogue again. 

 

 Defined Benefit Plans calculate an amount owed at a future time. The Department 

of Labor (the DOL governs qualified retirement plans) does not care if your company 

doesn’t have the funds to pay the future benefit when the time comes.  Legally, a 

company is obligated to pay the future benefit; and if the company does not have the 

money, it better go out and borrow the money to pay the benefit in order to stay out of 

trouble with the DOL.  Because of this future funding requirement, Defined Benefit Plans 

are typically funded with guaranteed annuities. (For more on Defined Benefit Plans, see 

page 187 of this book.) 
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 IRAs (traditional) are not applicable for 99% of the high-income clients who 

have some kind of qualified plan, i.e. 401(k), Profit Sharing, Money Purchase, or Defined 

Benefit Plan. If you have no qualified plan at work, the following are the IRA 

contribution limits per spouse:  

 

Year IRA contribution limit 
Catch-up 
 age 50+ 

   

2019 $6,000 $1,000 

2020 $6,000 $1,000 

 

 A Simplified Employee Pension (SEP-IRA) is a traditional IRA 

set up by an employer for a firm's employees. An employer may contribute up to $56,000 

(2019) ($56,000 for 2020) or 25% of an employee's compensation annually to each 

employee's IRA.  SEP plans are usually set up in smaller companies where the owner is 

looking to provide something for the employees at the lowest cost, while still allowing 

the owner to contribute a decent amount of money.  Remember that, if a client establishes 

a SEP-IRA, he/she must also include all eligible employees. Eligible employees include 

anyone who earns more than $450 and has had any service in three of the past five years. 

For example, if an employee/owner contributes 10% of his/her salary to a SEP, he/she 

must also contribute 10% of each eligible worker’s salary to their own IRA. 

 

 A Savings Incentive Match Plan for Employees’ IRA 

(SIMPLE IRA) is a “simplified” version of the famed 401(k) plan for employers 

with 100 or fewer employees. The major virtue of this plan is that nondiscrimination 

testing usually found with 401(k) plans is eliminated. A SIMPLE also has certain 

administrative aspects that have made it the plan of choice for many small employers.  A 

SIMPLE plan allows employees to defer dollars from their own paycheck (up to a 

$16,000 if under 50 years old and $16,500 if over for 2019 and 2020) and generally 

requires a dollar for dollar match up to 3% of pay or a 2% non-elective contribution from 

the employer. 

 

 The Solo 401(k) 
 

 Another plan that should be considered in lieu of a SIMPLE or SEP-IRA is what I 

call the Solo 401(k).  

  

 A Solo 401(k) allows a business owner with NO employees (except a spouse) to 

contribute to both a 401(k) and a profit sharing so the total contribution in 2019 could be 

$56,000 ($56,000 for 2020 plus catch up amounts for clients over the age of 50). 
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 Unlike a SEP or SIMPLE, life insurance can be a permitted investment in the 

“Solo 401(k)” which is good for the client who can benefit from purchasing life insurance 

with tax deferred dollars (not typically a client with an estate tax problem). 
 

 A Solo 401(k) can also include a loan provision where the owner/employees may 

borrow up to half of the account balance from the Plan up to $50,000. This added 

liquidity can be very important to a small business owner who has a bad year and needs 

cash. As the client essentially borrows money from the Solo 401(k), all the interest goes 

back into his account. By contrast, a SEP or SIMPLE-IRA cannot offer this important 

feature.  
 

Next Level Profit Sharing Plans 
 

A retirement plan cannot discriminate in favor of “highly compensated 

employees” in either contributions or benefits. This, however, does not mean that 

everybody has to receive the same contribution. Far from it. When designing a “Next 

Level” profit sharing plan, many pension plan providers offer three tools that can be used 

to craft the plan that best meets the company’s goals and budget.  
 

These include the following:  

 

1. “Integration” with Social Security 

2. Age-Weighting the Contribution 

3. New Comparability Classification Plans 
 

 To best understand the impact of each of these tools, let’s consider the following 

example: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

    Current      Age- New- 

Employee Name Age Salary Traditional Integrated Weighted  Comparability 

         

Owner (key) 55 $265,000  $53,000  $53,000  $53,000  $53,000  

% of Pay   20% 20% 20% 20% 

         

Key Employee 45 $100,000  $20,000  $16,484  $15,701  $5,000  

% of Pay   20% 16.85% 15.70% 5% 

         

Employee 1 30 $40,000  $8,000  $6,740  $1,847  $2,000  

% of Pay   20% 16.85% 4.62% 5% 

         

Employee 2 35 $35,000  $7,000  $5,897  $2,431  $1,750  

% of Pay   20% 16.85% 6.95% 5% 

         

Employee 3 30 $25,000  $5,000 $4,212  $768  $1,250  

% of Pay   20% 16.85% 3.10% 5% 
        
         

Total     $93,000  $76,300  $73,747  $63,000  
% to Owner 57% 55% 72% 84% 
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 Integrated Profit Sharing Plans 
 

All employers already sponsor at least one retirement plan jointly funded by 

employers and employees. It’s called the Old Age & Survivor Benefit of Social Security. 

Government rules let you take this into account by allowing you to “integrate” your 

qualified retirement plan with your Social Security contributions. Although the rules are 

flexible and somewhat complex, this concept helps employers skew additional benefits to 

the highly compensated employees while lowering them somewhat for the lower-paid 

workers.  

 

Under an Integrated Profit Sharing Plan, compensation is broken out into two 

parts─the amount above the integration level (excess compensation) and the amount 

below the integration level (base compensation).  Usually the integration level is the 

Social Security Taxable Wage Base in effect for the applicable year.  The employer is 

permitted to “offset” their contribution to Social Security by applying a lower 

contribution percentage to the base compensation (i.e., the base percentage) and a higher 

contribution percentage to the excess compensation (i.e., the excess percentage).   

 

A Profit Sharing Plan Integrated with Social Security works best in situations 

when the company wants to make greater contributions to highly compensated employees 

who are the same age or younger than the other employees. 

 

 Age Weighting 
 

The final regulations governing nondiscrimination (found in IRC 401(a)(4)) 

introduced an old pension plan concept to profit sharing plans. Recall that the 

contribution cannot discriminate in either contributions or benefits. Therefore, giving 

everybody 20% of pay is clearly nondiscriminatory. However, giving each the same 

theoretical retirement benefit is also nondiscriminatory, as with a defined benefit plan.  

 

Why is Age Weighting a profit sharing plan helpful?  The reasoning is simple: 

with fewer years until retirement, older participants require larger contributions than 

younger participants to get to the same benefit level.  

 

A review of the design chart shows that this plan is perhaps the most favorable to 

the owner. However, in operation, it is a little cumbersome. Older employees get higher 

contributions, period. Employees in the same job, getting similar wages, will get very 

different contributions unless they share the same age. Because of these reasons, this plan 

is less popular than the next option. 
 

New Comparability 
 

Perhaps the most exciting development in pension plans, this “Next Level” design 

offers a method to allocate significantly greater contributions to specific classes of 

employees. It combines both the integration and age-weighted rules, but uses weighted 

averages to determine the contribution.  This plan is ideal for principals who:  
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 -Are older and earn more than most of their employees;  

 -Want the biggest possible share of the plan contribution allocated to their own 

accounts; and,  
 
 -Desire the contribution flexibility of a profit sharing plan. 

 

This type of plan is known by many names: “super-integrated,” classification 

plan, group allocated plan, and, more commonly, “new comparability.” Because it was 

finalized in the Code in 1993, it is really no longer new; so I prefer to call it super- 

comparability since it is among the most flexible of plans and can target, with precision, 

extra benefits to select classes of employees. 

 

New Comparability is highly customizable and can be matched to a business quite 

easily. For example, groups can be created for different profit centers, subsidiaries, sister 

companies or, most commonly, by job class—in short, any clearly identifiable group. 

Some common examples include: 
 

1. Owners 1. Sr. Partners 1. Executives 

2. Non-Owners 2. Jr. Partners 2. Managers 

 3. All Other Employees 3. Employees of Subsidiary A 

  4. Employees of Subsidiary B 
 

Some sponsors get quite creative to create clearly identifiable classes that best 

match their business organization. Interestingly, creating different classes does not mean 

you have to give different contributions in any given year. In some years, you can give 

each class zero or perhaps 25% of pay to everyone. It’s your call, as long as the 

contribution satisfies testing each year.  

 

The basic rule of thumb is that the contribution you give to the bottom group(s) 

will determine how much you can give to the others. If the preferred groups are, on 

average, older than the bottom groups, you should be able to leverage modest 

contributions to the rank and file employees into substantial contributions to the other 

groups.  

 

“DASH 401(k)” 
 

Perhaps the most exciting development in retirement plan design today is the 

“New Comparability” Profit Sharing Plan. This innovative method allows the sponsor to 

make substantial contributions to selected groups of employees while limiting the cost for 

other groups by using an “age-weighted” mechanism to satisfy nondiscrimination testing. 

Essentially, if the preferred employees are older than the average age of the non-preferred 

employees, this design can dramatically skew benefits to the older groups. A Double 

Advantage Safe Harbor (DASH) 401(k) plan combines a “safe harbor” 401(k) plan with a 

new comparability profit sharing feature. The results are often dramatic and compelling. 
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    Current  Salary 3% Safe  New Total 

Employee Name Age Salary Deferral Harbor Comparability Contribution 

        

Owner (key) 55 $265,000  $18,000  7,950 27,050 $53,000 

% of Pay   6.8% 3.0% 10.21% 20% 

        

Key Employee 45 $100,000  14,000 3,000 5,000 22,000 

% of Pay   14% 3.0% 5.0% 22% 

        

Employee 1 30 $40,000  ? 1,200 564 1,764 

% of Pay    3.0% 1.41% 4.41% 

        

Employee 2 35 $35,000  ? 1,050 494 1,544 

% of Pay    3.0% 1.41% 4.41% 

        

Employee 3 30 $25,000  ? 750 353 1,103 

% of Pay    3.0% 1.41% 4.41% 

        

        

Total    13,950 33,461 79,411 

% to Key  78.5% 95.8% 94.5% 

 
In the case above, you will note that there are two “key” employees─the owner 

and an officer of the company. The owner wants to favor himself first and the key 

employee second. Another goal is to keep the employee benefit cost reasonable or 

minimal, if possible.  

 

A DASH 401(k) accomplishes these objectives by first awarding a flat 3% “safe 

harbor” to all eligible employees. This is the ONLY required employer contribution each 

year. By awarding this safe harbor, both the owner and the key employee may defer the 

maximum with Average Deferral Percentage (ADP) testing. By including a new 

comparability profit sharing feature, the owner can dramatically skew added benefits to 

himself and his key employee with discretion. Thus, the safe harbor and the new 

comparability provision combine to offer a Double Advantage. 

 

The New Roth 401(k) Plan 
 

A new retirement account was signed into law on August 17, 2006. It is a 

component of a “regular” 401(k) plan; however, the funding of a “Roth” 401(k) plan is 

with AFTER-TAX dollars. This is similar to the Roth IRA but with higher funding limits 

and no limit on earnings to contribute. Money contributed to a Roth 401(k) plan grows 

without tax and is distributed without tax. For 2019, of which you have until April of 

2020 to contribute, the funding limit is $19,000, or $25,000 if over the age of 50. 
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Ask yourself the following question:  Will you grow more wealth funding a Roth 

401(k) in a non-deductible manner where the money grows then comes out income tax 

free, or will you grow more wealth income-tax deferring money into a traditional 401(k) 

where the money withdrawn is fully income taxable at your current income tax bracket? 

 

The answer is… it depends.  Since I know people purchased this book for the 

“answers” and real math, the real world answer about Roth plans is that the vast majority 

of readers will in fact be better off using Roth plans over traditional income tax deferred 

plans. 

 

Who should use a Roth 401(k)? 
 

-Anyone who will be retiring in the same or higher tax bracket. 

 

-Anyone who will be retiring in a tax bracket within 10% of their current tax 

bracket. 

  

For example, if you are in the 40% tax bracket and will retire in the 30% tax 

bracket, using a Roth plan is still a better financial tool than using a traditional tax 

deferred retirement plan.  

 

Examples are really the best way to show the benefits of a Roth plan and when it 

is appropriate to use one.  The material that follows will illustrate the economics of a 

Roth 401(k) plan for a reader who is in the 40%, 30% and 15% tax brackets when both 

contributing to a Roth 401(k) and when removing money from it income tax free in 

retirement.   

 

A Roth 401(k) plan is being used in the example because I want to illustrate using 

a $15,000 contribution, which is well in excess of the contribution limit for a Roth and 

traditional IRA. 

 

For this example, assume the client, Mr. Smith, age 45, contributes $15,000 to a 

Roth 401(k) plan each year for 20 years and takes distributions from the plan from age 

66-85. 

 

Because the annual contribution is nondeductible, Mr. Smith would have to pay 

the following taxes on his contribution to the Roth 401(k), depending on his income tax 

bracket: 

 

$15,000 x 40% = $6,000 in taxes  

$15,000 x 30% = $4,500 in taxes 

$15,000 x 15% = $2,250 in taxes 

 

Assume 7% investment returns over the life of the plan. 
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The goal of these types of examples is to compare how much money a person 

would have after tax each year during retirement with a Roth 401(k) plan and with a 

traditional 401(k) plan.  

 

For an appropriate comparison between a Roth plan and a traditional tax-deferred 

plan, I need to address the tax deductibility of the contribution into a traditional tax-

deferred plan.  

 

IF Mr. Smith funded a traditional 401(k) plan with $15,000, he would have saved 

taxes, as shown earlier ($6,000 in the 40% tax bracket, $4,500 in the 30% tax bracket and 

$2,250 in the 15% tax bracket). 

 

Therefore, to run an apples-to-apples comparison, I will allow: 

 

1) $15,000 to grow tax free and be withdrawn tax free from the Roth 401(k) plan. 

 

2) $15,000 to grow tax-deferred in the traditional 401(k) plan (taxable when 

withdrawn). 

 

3) $6,000, $4,500 and $2,250 to be invested into a taxable side fund for the 

traditional 401(k) plan.  (The amounts are different because I am going to show three 

different examples for clients in different income tax brackets.) 

 

When readers actively invest money in the stock market in taxable side funds, 

capital gains and dividend taxes must be taken into account. The following are the 

assumed annual blended tax rates for the side fund.  

 

-25% for the client in the 40% tax bracket 

-20% for the client in the 30% tax bracket 

-15% for the client in the 15% tax bracket 

 

Finally, to make this more of a real world example, I will also add in an annual 

mutual fund expense of 0.6% annually on the money as it grows (the average annual 

mutual fund expense is approximately 1.2%). 

 

How much can Mr. Smith expect to receive in retirement from his Roth 401(k) 

plan? 

 

$56,541 from the plan income-tax free every year for 20 years (66-85). 

 

If Mr. Smith instead funded a regular taxable 401(k), the following is how much 

the client could receive from ages 66-85 after-tax: 

 

-$33,925 in the 40% tax bracket 

-$39,579 in the 30% tax bracket 

-$48,060 in the 15% tax bracket 
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The previous numbers must be added to the side account that Mr. Smith 

would have funded with the extra dollars he would have saved in income taxes when he 

funded a deductible 401(k) plan.   

 

From the side account, he could receive the following amounts after taxes from 

ages 66-85. 

 

-$16,533 in the 40% tax bracket 

-$13,206 in the 30% tax bracket 

-$7,031 in the 15% tax bracket 

 

Totaling the numbers: 

 

If I add the regular tax-deferred 401(k) plus the taxable side account, Mr. Smith 

would receive the following from ages 66-85: 

 

-$50,458 in the 40% tax bracket 

-$52,785 in the 30% tax bracket 

-$55,091 in the 15% tax bracket 

 

Since Mr. Smith would receive $56,541 from a Roth each year, he would be 

better off with a Roth regardless of his income tax bracket.   

 

Manipulating the numbers  
 

What if Mr. Smith starts in the 40% income tax bracket and then drops down to 

30% income tax bracket in retirement?   

 

He could then take out $57,642 over the same time period. This is a combination 

of his taxable 401(k) and his taxable side fund. 

 

What if Mr. Smith started in the 30% income tax bracket and then dropped down 

to the 15% income tax bracket in retirement? $62,569.  

 

What if Mr. Smith started in the 40% income tax bracket and then dropped down 

to the 15% income tax bracket in retirement?  $66,123. 

 

What if Mr. Smith started in the 30% income tax bracket and then went UP to the 

40% income tax bracket in retirement? $48,434. 

 

As you can see, the Roth 401(k) plan does slightly worse when a client moves 

from a 40% income tax bracket to a 30% income tax bracket, much worse with a drop 

from a 30% bracket to a 15% bracket, and even worse yet when dropping from a 40% 

bracket to a 15% bracket (because the client is lowering his tax bracket in retirement the 

Roth is not nearly as helpful).  



Income Tax reduction 

________________________________________________________________________ 

              186 

It is interesting to note what happens when a client moves up in tax brackets in 

retirement.  When a client goes from 30% to 40%, the client does significantly better with 

a Roth 401(k) plan than a regular 401(k) plan ($56,541 from the Roth and only $48,434 

from the traditional 401(k) plus the taxable side fund).  

 

Employer Matching Contributions  
 

I did want to add that if you are an employee who works for an employer that 

matches your contributions to the 401(k) plan, you should take advantage of that up to the 

maximum amount.  It’s tough to pass up putting a dollar into an investment and then 

having an employer match that with 50 cents or even dollar for dollar.  

 

Summary on Roth Plans vs. Traditional Income Tax 

Deferred Retirement Plans  
 

Roth plans work better for readers who do not drop in income-tax brackets by 

more than 10% from the time of funding until the time of retirement. Also, if you remain 

in the lower tax brackets, using a Roth is nearly a wash. 

 

 Other Solutions  Other solutions (boring deductions) really are not so much 

solutions but more line item deductions that CPAs often tell clients to take. Those 

include: automobile expenses, cell phones, health insurance, life insurance, and, typically, 

anything else that can legally be deducted through a corporation via a normal 162 

business deduction. 

 

 If you are an owner in a professional practice that does not allow for the above-

mentioned and self-titled boring deductions, then you should read about the Perfect 

Corporate Structure on page 280 to learn how you can set up your own P.C., P.A., or 

LLC and take whatever boring deduction you so choose. 

 

 While I don’t blame the typical CPA for not being proactive, I do have issues with 

the fact that most CPAs do not spend a certain portion of their time during the year 

looking for advanced tax solutions-like the ones you are reading about in this book.  Time 

is a factor for every professional (physician, attorney, and CPA); but in order to fully 

service clients, advisors need to do more to educate themselves on the issues that are 

most important to our clients.   

 

 The number one issue for most high-income clients is that they would like to put 

more money somewhere through their corporations in a tax deductible manner and would 

like to do so, if at all possible, without having to put significant amounts of money away 

for the staff. 

 

 The rest of this section of the book deals with many income tax reduction 

solutions that most advisors (CPAs, attorneys, and financial planners) have never heard 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 187  

of and are not likely to hear of due to the fact that many of the topics are held close to the 

vest by the creators of the plans. 

 

________________________________________________________________________ 

Section 2 

Accounts Receivable Leveraging 

On page 91 of this book I cover in great detail how an A/R Leveraging Plan can 

work to asset protect a medical office’s A/R. The reason I covered the A/R Leveraging 

Plan in the asset protection part of this book is due to the fact that I do not think the plan 

should be sold as an “income tax reduction plan” or “supplemental retirement plan.”    

Why?  Because the Plan is not structured with enough safeguards to guarantee 

that the Plan will do better than post-tax investing for a client. 

Can the A/R Leveraging Plan work out and create a nice supplemental retirement 

benefit for a physician?  Yes.  Can the Plan also not work out so well from a financial 

standpoint?  Absolutely. 

I will not insert into this section of the book all the information that is already 

covered on page 91-103, but I did want physicians to know that if they have been sold an 

A/R Leveraging Plan or are considering using one for “supplemental retirement benefits,” 

the chances are significant that the salesperson selling you the plan is not doing so with 

full disclosure.   

To learn how the A/R Leveraging Plan works, I suggest turning to the asset 

protection part of the book to read the pros and cons of the Plan. 

 

________________________________________________________________________ 

Section 3 

Defined Benefit Plans and 412(e)3 Defined Benefit 

Plans 
 

The Perfect Retirement Plan for Business Owners Over 50 

Who Have little or No Money in a Qualified Plan or IRA or are 

Looking for “Guaranteed” Investment Returns 
 

 Of course you do not like paying income taxes. However, navigating your way 

through ERISA, Department of Labor, and Internal Revenue Service rules and 

regulations for retirement plans can be tedious, if not dangerous.  The key for all clients is 

finding the plan that provides the maximum deductions with the minimum contributions 

for the employees.   
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 A basic 401(k) offers very little in the way of annual deductions.  Profit Sharing 

Plans can get you up to $49,000 in 2010 ($49,000 in 2011); but, generally speaking, you 

have to put in a significant amount of money for your employees in order to get up to 

$49,000. A Money Purchase Plan may offer you deductions of $49,000 as long as you 

contribute the same percentage of each employee’s compensation to his/her account; and 

unlike most Profit Sharing Plans, the Money Purchase Plan is mandatory. 

 

 Generally, a Defined Benefit Plan allows for much bigger deductions for 

employees who are getting a late start on their retirement planning (or who have lost their 

plan assets in a divorce or other lawsuit).  For example, a 50-year-old client who makes 

over $170,000 per year and is just starting to make contributions to a newly formed 

Defined Benefit Plan may make up to $69,000 of tax deductible contributions per year.  

How is this possible?   

 The basics of Defined Benefit Plans 
 

 Defined Contribution Plans, like 401(k)s and Profit Sharing Plans, restrict your 

contributions but do not put a cap on the potential growth of the plan assets. Of course, 

every client will have a different amount available in his/her plan at retirement, which 

depends on the investment results.  Further, there is no guarantee on how much will be 

available for retirement unless the investments inside the plan are all guaranteed with 

fixed investments.   

 

 In a Defined Benefit Plan, the amount you will retire with (at a predetermined 

age) is set based on your salary and year of retirement. Then, under IRS approved and 

actuarially reviewed assumptions, you are allowed to put money away on a tax deductible 

basis to achieve that goal. Of course, if the plan accounts for 8% growth in your 

investments and you get 6%, there will be much less available in retirement.  To make up 

for this risk, the government allows you to alter the amount each year based on the 

returns on the investments in the previous year. There is also a possibility your 

investments may exceed the assumed rate of return. If that happens, you will not be 

allowed to deduct as much in annual contributions in future years.   

 

 Because of the annual costs of the actuarial review, Defined Benefit Plans are 

more costly than the Defined Contribution Plan alternatives.  However, if you are over 

the age of 50 and do not have much in the way of retirement plan savings, the tax 

deductions will more than offset the additional $500-$1,500 cost per year in  

administration costs—not to mention you will be able to save more for your retirement.   

 A variation on the theme—how to deduct over $100,000 

per year; 412(e)3 Defined Benefit Plans 
 

  A 412(e)3 Plan is a special type of Defined Benefit Plan.  This plan works almost 

exactly the same way as the typical Defined Benefit Plan.  However, there is one major 

twistthe benefit in retirement is Guaranteed!  That is right.  If you construct a 412(e)3 
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Plan to give you a monthly benefit of $10,000 per month in retirement, it is guaranteed to 

be at least that high.  How is this done? 

 

 The 412(e)3 Plan purchases annuities from insurance companies that offer 

guarantees of 2%, 3%, 4%+ a year.  With a 2% or 3% return guaranteed, the IRS allows 

you to use the 2% or 3% return in your calculation of future value of the plan. Because 

the regular Defined Benefit Plans assume a non-guaranteed return of 6%-8% when 

determining the amount of tax deductible contributions the owner can make and the 

412(e)3 Plans use a much lower 2%-3% return, the 412(e)3 Plans allow for significantly 

more in tax deductible contributions annually.  For example, it is possible for the same 

50-year-old client mentioned before to make substantial tax deductible contributions 

($100,000 a year or more) into a 412(e)3 Plan annually. 

  

 Why would you want lower returns?   
 

 You are not getting lower returns.  You are just guaranteed a lower return─ with 

the upside potential of greater returns.  The annuities in the 412(e)3 Plan may still give 

you 6%-8% or more per year.  In fact, the 412(e)3 Plan’s investments will likely give you 

more than the 2%-3%.  However, we only have to use the guaranteed amount in our 

actuarial calculation. This is what allows some 60-65-year-old clients to make $300,000+ 

in tax deductible contributions per year into a 412(e)3 Plan. (Again, if in the early years 

of the plan the returns are greater than the 2%-3% assumed rates, future funding will have 

to be reduced). 

 

 You are saving significant income taxes in your prime earning years, you are 

getting a guaranteed return on your investment, you have the upside of the market, and 

you do NOT have to have any employees to start a 412(e)3 Plan. I find that many clients 

either work for themselves or are employees in larger companies.  In the latter case, I 

generally do not recommend 412(e)3 Plans or traditional Defined Benefit Plans as they 

are typically price prohibited. For such clients, they should look at funding a low expense 

cash value life insurance policy to build a tax favorable nest egg for retirement with after 

tax dollars (see page 130).  

 

 Life Insurance vs. Annuities  
 

 Because 412(e)3 Plans need guaranteed return investment vehicles, the only two 

allowable options are annuities and life insurance.  A 412(e)3 Plan can use a combination 

of life insurance and annuities as long as the amount of life insurance used does not 

exceed 49% of the planned contribution amounts. 
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 Pros and Cons of using life insurance in a 412(e)3 DB Plan 

 

 In order to “max out” a 412(e)3 Plan, the client would need to purchase the 

maximum amount of life insurance in the Plan.  On the flip side, if you were allowed to 

fund the same amount of money into an annuity, you would have significantly more 

money to use in retirement.  Let’s look at an example for Dr. Smith who is age 55, makes 

$400,000 a year, and has three employees in his practice, ages 25, 30, and 34.   

 

 Dr. Smith could contribute in a tax deductible manner $206,000 to 

a 412(e)3 DB Plan each year for seven years IF he uses annuities only. 

 

 Dr. Smith could contribute in a tax deductible manner $245,000 a 

year into a 412(e)3 DB Plan each year for seven years. Of the $245,000, 

$142,000 would go into an annuity product and $103,000 would go into a 

life insurance policy.   

 

 The simple question seems to be:  Why wouldn’t Dr. Smith opt for a 412(e)3 Plan 

that uses life insurance if he can put more money away?  Because the returns inside the 

life policy will be less than the returns of the annuity.  Why?  Because with annuities 

there are no life insurance costs.    

 

So the question becomes: Is there a point where the deduction just for the sake of 

a deduction doesn’t make sense?  I would very simply state, if you do not need additional 

life insurance for estate planning, you should not be using life insurance in a 412(e)3 DB 

Plan.  If you want additional monies put away in a tax deferred manner, you can use the a 

captive insurance company or you could simply take the money home and invest it in the 

stock market where the returns post-tax will most likely be better than the investment 

return of a life policy owned inside a DB Plan. (Remember that tax-free loans from a life 

policy are not possible in the 412(e)3 DB Plan situations.  ALL money that comes out of 

a 412(e)3 Plan will be taxable to the client as income). 

 

 Unfortunately, most insurance agents when illustrating a 412(e)3 Plan for clients 

will simply show an illustration using life insurance. Clients seem to like those 

illustrations because they show very large deductible amounts into the 412(e)3 Plan. 

 

Discrimination 
 

 Every employer/owner wants to discriminate when implementing a qualified plan 

so the costs for the employees are kept to a minimum.  Many clients and amazingly many 

advisors get the bright idea that a good way to solve this problem is to create a separate 

company for the owners to receive their income and implement a qualified plan only in 

the new company which has no rank and file employees. Creating this corporate structure 

to skew qualified plan contributions is not legal, and the following explains the rule that 

needs to be followed in order to avoid problems with the Department of Labor. 
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 Related Employers 
 

 Perhaps the largest issue in making sure that a qualified plan satisfies 

nondiscrimination testing and remains compliant is the inclusion of all “related 

employers” as joint sponsors of the plan. That’s because many small business owners 

may indeed own or control more than one enterprise. It is tempting to adopt a 412(e)3 

plan to benefit one group of employees, and not cover all the related employees, but this 

may not be possible under current pension law as a plan must meet specific coverage and 

participation rules. [IRC §410(b) and §401(a)(26)]  

 

 Generally, all the employees of businesses under common control are aggregated 

for nondiscrimination testing vesting and top-heavy rules. Also, the 415(a) contribution 

and 415(b) benefit limits will aggregate as if all the employees worked for one single 

employer. [IRC §414(b)]  

 

 Presented here are definitions of the “controlled” and “affiliated” service groups 

that the professional advisor must consider before recommending adoption of any 

qualified retirement plan. 

 

 Parent-Subsidiary Controlled Group 
 

 1. One business must own at least 80 percent of another business. 

 

 2. If the businesses in item 1 together own 80 percent of a third business, the third 

business is also a member of a parent-subsidiary group. 

 

 Brother-Sister Controlled Group 
 

 1. Five or fewer persons own in combination at least 80 percent of the stock of 

each business, AND 

 

 2. The same persons own more than 50 percent of each business counting only 

identical ownership in each business. 

 

 3. A person’s stock ownership is not taken into consideration for the 80 percent 

test in item 1 above unless the person owns some stock in each business. [IRC§1563(a)] 

 

 4. Attribution rules for stock ownership of spouses and certain family members 

may apply. [IRC §1563(d)] 

 

Example: 

Owner Business 1 Business 2 

A 50% 40% 

B 30% 60% 

C 20% 0% 
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 Result: Businesses 1 and 2 are members of a Brother-Sister Controlled Group 

because A and B own at least 80 percent of both businesses and more than 50 percent of 

both, counting only up to 40 percent ownership for A and 30 percent ownership for B. 

Because C owns no stock in Business 2, C is disregarded for the 80 percent ownership 

test. 

 

 Combined Group 
 

 1. Consists of three or more businesses, each of which is a member of a parent-

subsidiary or a brother-sister group; and 

 

 2. One company is both a parent of a parent-subsidiary group and a member of a 

brother-sister group.  

 

 Affiliated Service Group 
 

 1. Consists of a service organization (e.g., medical practice, law firm, or other 

service business) and an affiliated organization (e.g., employs nurses or paralegals) which 

is at least 10 percent owned by highly compensated employees of the organization, AND 

 

 2. The affiliated organization performs services for the service organization, 

which account for at least 5 percent of the gross receipts of the affiliated organization. 

[IRC §414(m)] 

 

 Example: Dr. Smith owns 100 percent of Medical Practice. She also owns 20 

percent of Nurses, Inc., a firm whose employees provide nursing services to Medical 

Practice. Fifty percent of Nurses, Inc.’s gross receipts are on account of services provided 

to Medical Practice.  

 

 Result: Medical Practice and Nurses, Inc. are members of an Affiliated Service 

Group.   

 

Legally Discriminate with “Carve Out” Planning 
 

 As stated repeatedly in this book, the goal of most business owners is to set up 

retirement plans that benefit the owners at the lowest possible cost to the employer for the 

employees.  While the previous material is helpful to allow business owners to create 

large deduction to fund their retirement plans, defined benefit and 412(e)3 defined benefit 

plans are still an expensive proposition if there are any amount of rank and file 

employees. 

 

 Most clients and their advisors are not familiar with carve out planning. It is really 

the new wave of legal discrimination when using qualified plans.  If you are thinking of 

implementing a defined benefit plan or 412(e)3 defined benefit plan or if you already 
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have one, you should strongly consider a carve out plan as a way to save the business 

money on its contributions to the plan for the employees. 

  

 Explaining the technical details behind why Carve-Outs work is outside the scope 

of this material, but the following example for a hypothetical Dr. McIntire will illustrate 

to the readers how powerful Carve-Out planning can be.  This book is all about giving 

readers more knowledge than others and knowledge that will benefit readers significantly 

from a financial point of view. 

 

A “Next Level” Retirement Plan for David C. McIntire, DMD 

Step 1: Determine Your Goals and Budget 

 

 Meet David McIntire, a successful dental surgeon with a small but thriving practice. 

He had been using a SEP-IRA plan to meet his retirement needs because he was told it was 

the cheapest and best option. As many “baby boomers” nearing retirement are now 

learning, a SEP-IRA may fall far short of actual retirement income needs. Dr. McIntire’s 

goals are to receive the maximum retirement benefit allowed by law and to retire by age 62. 

However, he wants to make sure his employee benefit costs do not get out of control. He 

can commit up to $200,000 a year to his tax-deductible plan and is pleased to know that 

assets within his retirement plan are protected from the claims of creditors and potential 

litigants. 

 

Step 2: Analyze Potential “Safe Harbor” Solutions 

 

  An initial study reveals that Dr. McIntire may certainly improve his 

retirement security by turning to a defined benefit plan. That’s because the tax-deductible 

contributions are not limited to $56,000 as with his current SEP-IRA. Interestingly, the cost 

of Dr. McIntire’s traditional defined benefit plan is more than triple his SEP-IRA 

contribution, while the attributable cost for his Generation X employees is actually lower. 

Although he and his wife, Rita, receive the majority of the benefits, he is troubled by the 

benefit cost attributed to his baby boomer employee: Linda Booker. 
 
 

    Current  Current Plan Traditional Defined 

Employee Name Age Salary SEP-IRA Benefit Plan 

       

McIntire, DMD(K) 50 $210,000  $42,000  $125,852  

McIntire, R (K) 50 $40,000  $8,000  $27,634  

Booker, L 55 $45,000  $9,000  $33,538  

Clerk, A 30 $35,000  $7,000  $6,582  

Clerk, B 25 $25,000  $5,000  $3,738  

Nurse, N (Part Time) 45 $10,000  $0  $0  

    $71,000  $197,344  

% to Key (K)     70% 78% 

Projected Benefit for McIntire DMD (K) @62 $4,728  $14,167  

Projected Accumulation for DMD (K) @62 688,195 $2,062,154  
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“Carve-Out” Planning 

 

 Although employees who do not have one year of service or who are younger than 

age 21 can be excluded, all other eligible employees need to be considered for non-

discrimination testing. There are two tests that must be satisfied annually. The first is fairly 

simple: at least 40 percent of the otherwise eligible employees need to be covered in 

the defined benefit plan. The second rule is more complex: the ratio of rank-and-file 

employees benefiting in each plan must be at least 70 percent of the ratio of the owners, 

their family members and other high-income employees. Note that we now included Nurse 

Nancy, his part-time surgical assistant, to satisfy this test in the profit-sharing plan. Thus, 

when there is more than one owner or family member in the business, a plan sponsor may 

choose to create non-discriminatory classes of employees to include or “carve-out” of the 

defined benefit plan.  

 

 What about the excluded employees? Because the “carve-out” group will often 

contain family members and other highly paid employees who are important to the 

business, it is recommended that they be included in a separate plan. It is important to 

make sure that absolutely no employee participates in both plans, since this may cause 

some employer contributions to be non-deductible. 
 

    Current  Profit- ““Carve-Out”” Total  

Employee Name Age Salary Sharing Defined Benefit Plan Plans 

          

McIntire, DMD(K) 50 $210,000  $0  $125,852  $125,852  

McIntire, R (K) 50 $40,000  $10,000  $0  $10,000  

Booker, L 55 $45,000  $11,250  $0  $11,250  

Clerk, A 30 $35,000    $6,582  $6,582  

Clerk, B 25 $25,000    $3,738  $3,738  

Nurse, N (Part Time) 45 $10,000  $2,500  $0  $2,500  

    $23,750  $136,172  $ 159,922 

% to Key (K)         85% 

Projected Benefit for McIntire DMD (K) @62     $14,167  

Projected Accumulation for DMD (K) @62     $2,062,154 

  
Step 3: Consider Advanced Design Services as Necessary 

 

 Dr. McIntire likes the defined benefit plan idea but is concerned with the added 

expense and potential confusion of operating two plans for two different groups of 

employees. He would like to pursue a “Next Level” alternative that can accomplish a 

similar objective using one plan, if possible. 

 

 After consulting with a CWPP™, who is supported by a quality pension plan 

administrator, to see if he is a good candidate, Dr. McIntire retains the plan administrator to 

prepare a “Next Level” defined benefit plan alternative. By using a “New Comparability” 

approach that places the employees and spouse in one class and the doctor in another, he 

can tailor the plan to meet his objectives. Like the “Carve-Out” plan option, this design 
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works best when there are other family members or highly compensated employees that 

can be included in the more modest benefit group. 
 
 

    Current  Current Plan Traditional  ““New Comparability”” 

Employee Name Age Salary SEP-IRA Defined Benefit Plan Defined Benefit Plan 

        

McIntire, 
DMD(K) 

50 $210,000  $42,000  $125,852  $125,852  

McIntire, R (K) 50 $40,000  $8,000  $27,634  $8,275  

Booker, L 55 $45,000  $9,000  $33,538  $10,042  

Clerk, A 30 $35,000  $7,000  $6,582  $3,942  

Clerk, B 25 $25,000  $5,000  $3,738  $2,238  

Nurse, N (Part 
Time) 

45 $10,000  $0  $0  $0  

    $71,000  $197,344 $ 150,349 

% to Key (K)     70% 78% 89% 

Projected Benefit for McIntire DMD (K) @62   $14,167 $14,167 

Projected Accumulation for DMD (K) @62   2,062,154 2,062,154 

 
A “New Comparability Plan” allows clients to craft a plan specifically to meet their 

retirement goals and business needs. By creating non-discriminatory classes of employees 

and placing them in various groups, clients can accomplish their objectives, while still 

providing meaningful benefits to everyone eligible. Dr. McIntire’s plan formula could look 

like this: 

 

1. Dentists Who are Owners: 6.71 percent of final average salary 

times years of future service (maximum 24). 

 

2. All Other Employees: 2.00 percent of final average salary times 

years of future service (maximum 24). The minimum monthly accrued benefit 

for any employee earning less than $37,500 in a year will be $111.00 for that 

year. 

 

 Complex testing must be made each year to ensure that your plan is 

nondiscriminatory. For this reason, the client must supply employee census and other plan 

data to the actuarial firm immediately after the end of each plan year. This will allow more 

time to calculate and discuss alternatives if your plan does not pass testing due to a change 

in employee census. The added administrative time and expense of this oversight and 

testing should be outweighed by the reduced employee benefit cost if this “Next Level” 

option is appropriate for you. 
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 Combine a Cash Balance and a Profit Sharing 401k Plan to form a Super 

401(k) Plan™  

 Many owners and partners are looking for larger tax deductions and accelerated 

retirement savings. Cash Balance plans may be the perfect solution for them. The PPA 

2006 legislation is encouraging more and more professionals and successful business 

owners to adopt this type of plan.  

 A Cash Balance Benefit Plan (CBP) is a type of defined benefit retirement plan that 

"qualifies" for tax deferral and creditor protection under ERISA. 

 In a Cash Balance plan each participant has an account that resembles those in a 

401(k) or profit sharing plan. To many a CBP participant account reminds them of a pass 

book savings account. 

 Participant accounts grow annually in two ways: 

 The company contribution – a percentage of pay or a flat dollar amount – is 

determined by a formula specified in the plan document, and; 

 An annual interest credit. The rate of return is guaranteed and is independent of the 

plan's investment performance. That rate changes each year but usually is equal to the yield 

on 30-year Treasury bonds, which has hovered around 5 percent in recent years.  

 The CBP often has considerably more design flexibility than a traditional or 

412(e)(3) DB plan. However, either a traditional or a 412(e)(3) DB plan can also be 

combined with a profit sharing 401(k) plan. The combined plan design contribution 

depending on age will increase overall deductible contributions to 2X to 5X the otherwise 

DC annual addition limit. The following case study and example illustrate the dynamic 

planning capabilities of a Super 401k Plan™.  

 

 CASE STUDY – A RADIOLOGIST GROUP PRACTICE--The Pension 

Protection Act of 2006 allowed this medical group to redesign their existing retirement 

plans to allow for materially larger contributions. The doctors are now enjoying 

contributions totaling $6,006,250 with a cost for all other participants of only $187,500. 

The percent to Doctors is a “whopping” 97.00%. 

 Comparatively a conventional stand-alone profit sharing 401k plan would limit the 

doctors to a contribution of $1,644,000 collectively and increased the cost of other 

participants from a minimum of $125,000 (5%) to $187,500. The maximum employee 

contribution is an increase of $62,500 (subject to vesting and tax deductible) to attain an 

increase of $4,426,750 for the doctors. 
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Illustration of Retirement Plan Options for 2015 

Age 
Compensation 

(IRS limit) 
401(k) 

Plan 

Profit 

Sharing Plan 

Cash Balance 

Plan 

Total Max 

Contribution 

9 Doctors 
(60)  

$265,000 $24,000 $35,000 $0 to $242,000 $301,000 

12 Doctors 
(40-49) 

$245,000 $18,000 $35,000 $0 to$150,000 $203,000 

5 Doctors 
(30-39) 

$230,000 $18,000 $35,000 $0 to $89,750 $142,750 

4 Doctors 
(30-60) 

$220,000 $18,000 $35,000 $0 $53,000 

Subtotal $7,355,000  $6,070,750 
 

 

53 Employees  7.5% of pay $0 each  

 $2,500,000 their discretion $187,500 $0 $187,500 

Total $9,765,000  $6,258,250 
 

                                                                                                       Percent to Doctors       97.00% 

 

 An example is the best way to illustrate the power of a Super 401(k) Plan™. 

 What you will notice about the following numbers is that when you use just a 

401(k)/profit sharing plan, the percentage of deferred money going into the plan for the 

owners is 88%.  This may not be enticing to most owners. 

 However, when you use a combination of all three plans (401(k), PSP, CBP), the 

percentage contribution to the business owners is 97.00%. That’s a stunning number and 

the business owners will like.  

 Let’s look at another very interesting Super 401(k) Plan™ example.  
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    Date Annual   Profit      Cash D/B 

Name   Age       of Hire     

415 

Comp 401k Sharing Match Total 

Balance 

add on Traditional 

3 

Shareholders                   

JLP 55 1/01.93 230,000 20,500 13,800 9,200 43,500 100,000 182,897 

RK 46 6/5/00 230,000 15,500 13,800 9,200 38,500 100,000 109,603 

MK* 46 6/5/00 115,000 15,500 6,900 4,600 27,000 50,000 66,500 

Subtotals     575,000 51,500 34,500 23,000 109,000 250,000 359,000 

8 Non-

Shareholders 

Profit Sharing Rate 

for Non-

Shareholders is 

7.5%.       Total      

GA 21 8/22/05 25,000 0 1,875 0 1,875 0 4,373 

RO 40 2/14/05 27,000 0 2,025 0 2,025 0 8,460 

GR 33 12/6/04 28,000 0 2,100 0 2,100 0 8,225 

KL 27 1/12/07 33,000 0 2,475 0 2,475 0 6,715 

ME 34 8/1/01 34,500 0 2,588 0 2,588 0 10,517 

TI 29 4/14/05 34,500 0 2,588 0 2,588 0 7,589 

WI 39 7/2/01 54,000 0 4,050 0 4,050 0 14,670 

KL (Key) 67 1/1/01 125,000 20,500 9,375 5,000 34,875 0 34,875 

Subtotals     361,000 20,500 27,076 5,000 52,576 0 95,424 

Grand Totals     936,000 72,000 61,576 28,000 161,576 250,000 454,424 

Percent to 

Shareholders   65.6% 71.5% 56.0% 82.1% 67.5% 100% 79.0% 

 

 What should jump out at you is the percentage of contributions for the owners in the 

add-on CBP. The plan allowed for $250,000 worth of contributions for the owners and 

didn’t even require a contribution for the eight staff members. 

 

 So the question for your clients who have a 401(k)/profit sharing plan is: would you 

entertain a plan where you could put away significantly more money for the owners if the 

contributions for the staff equated 0%? 

 

 The answer for most clients looking to max-defer into a qualified plan is absolutely 

and now you know the power of a CBP when used in a Super 401(k) Plan setting. 
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Contribution Chart 

 

Age 401(k) only 
401(k) with Profit 

Sharing 
Cash Balance Total 

30 $18,000  $53,000  $51,946  $104,946  

32 $18,000  $53,000  $57,342  $110,342  

34 $18,000  $53,000  $63,303  $116,303  

36 $18,000  $53,000  $69,889  $122,889  

38 $18,000  $53,000  $77,166  $130,166  

40 $18,000  $53,000  $85,206  $138,206  

42 $18,000  $53,000  $94,092  $147,092  

44 $18,000  $53,000  $103,912  $156,912  

46 $18,000  $53,000  $114,765  $167,765  

48 $18,000  $53,000  $126,761  $179,761  

50 $24,000  $59,000  $140,021  $199,021  

52 $24,000  $59,000  $154,679  $213,679  

54 $24,000  $59,000  $170,881  $229,881  

56 $24,000  $59,000  $188,792  $247,792  

58 $24,000  $59,000  $208,590  $267,590  

60 $24,000  $59,000  $230,475  $289,475  

62 $24,000  $59,000  $254,667  $313,667  

64 $24,000  $59,000  $243,556  $302,556 

66 $24,000  $59,000  $249,732  $308,732  

68 $24,000  $59,000  $273,830  $332,830  

70 $24,000  $59,000  $258,398  $317,398  

72 $24,000  $59,000  $242,256  $301,256  

74 $24,000  $59,000  $225,578  $284,578  

76 $24,000  $59,000  $208,509  $267,509  

78 $24,000  $59,000  $191,244  $250,244  

80 $24,000  $59,000  $174,099  $233,099  
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401(h) Post-retirement Medical Benefit Plans 
 

 Tax Deductible, Tax Sheltered and Tax Free Payouts 
 

            What is a 401(h) plan? It’s a medical expense account under Code Section 

401(h). The plan pays for costs associated with sickness, accident, hospitalization, and 

medical expenses of retired employees (EEs) (and their spouses and dependents). 

 

            One of the largest expenses of retirees is their health-care costs. How do retirees 

pay for such costs? Typically, with savings or out of their taxable income.  

 

            With a 401(h) plan, an employer can take a 100% deduction to fund a tax-free 

sinking fund where when retired EEs remove money from the plan to pay for medical 

expenses, there are NO income taxes due. 

 

 The 401(h) post retirement medical option is perhaps the most overlooked and 

underutilized plan benefit in the industry today. The 401(h) benefit can add up to 33.33% 

to the otherwise maximum tax deductible contribution of your pension plan. 

 

            Is a 401(h) plan practical and should you use one? Absolutely. Let me show 

you with an example. 

 

            Example: Assume Dr. Smith earns $400,000 a year (W-2) and has five 

employees of various ages and salaries. Dr. Smith has been funding in a tax-deferred 

manner $80,000 into a defined benefit plan every year. If he keeps doing this, he will 

ultimately have approximately $2,000,000 in the plan when he turns 65 years old. 

Assume that on average Dr. Smith will have $10,000 of medical expenses every year in 

retirement. Assume he is now and will be in the 35% income tax bracket.  

 

            How can a 401(h) plan help? 

 

            Dr. Smith could have his medical practice fund X amount of money in a tax-

deductible manner into a 401(h) plan every year as an employee benefit for himself and 

the other employees (discrimination testing for EE contributions is done using the classic 

age, years of service, and salary testing guidelines).  

 

            As stated, the money is allowed to grow tax free and can then come out tax free 

from the 401(h) plan if used for medical expenses (including elective surgery). Therefore, 

instead of funding $80,000 every year into a defined benefit plan, let’s assume he 

allocates $10,000 of the $80,000 to the 401(h) plan from ages 55-65.  

 

            At age 65, what is the net positive benefit of using the plan?  
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            If I assumed a 5% rate of return in the 401(h) plan and the pension plan, the 

accounts would both have the same balances when Dr. Smith hits age 65: $149,171 (I’m 

just comparing the $10,000 contribution made from ages 55-65).  

 

            Now let’s assume that Dr. Smith incurs $10,000 of medical expenses every year 

in retirement. When Dr. Smith uses $10,000 from his 401(h) plan, the money comes out 

100% tax free. When he removes it from the defined benefit plan to pay expenses, it is 

100% taxable. 

 

            How do the numbers compare?  
 

            From the 401(h) plan, he could remove $10,000 a year tax free until he turns age 

90. 

 

            However, because he would have to remove $15,384 from his taxable pension 

plan to net $10,000 after tax, he would run out of money in this example at age 78. 

 

            Therefore, the net positive benefit to Dr. Smith when allocating $10,000 to a 

401(h) plan vs. a tax-deferred plan is $127,007. This is how much more after-tax money 

could be removed over time using the 401(h) plan in my example. 

 

 As I stated earlier, virtually no one is aware of 401(h) plans and their tremendous 

benefits.  If you like idea of tax deducting money into a plan where it is allowed to grow 

tax free and be removed tax free in retirement, then you need to implement a 401(h) plan.   

 

 Sample List 401(h) Benefits  

  

 Below is a sample list of post-retirement medical benefits that may be provided 

under a Benefits but are not limited to those contained in this list.  

 

Acupuncture      Hospitalization Insurance  

ADD Counseling and Assistance   Hospital Bills  

Air Lift Transportation    Insulin  

Alcoholism      Laboratory Fees  

Alternative Healthcare    Laetrile by Prescription  

Alternative Medicines    Lasik Eye Surgery  

Ambulance      Hire Lead Base Paid Removal-Children   

Artificial Limbs     with Lead Poisoning  

Artificial Teeth     Retirement Home for Medical Care  

Assisted Living Facilities    Long Term Care, Nursing Homes  

Asthma and Allergy Treatment   Medical Information Plan  

Birth Control Pills     Medicines  

Braces       Membership Fees for Medical Services,  

Braille-Books and Magazines   Hospitalization, Clinical Care, Health  

Chiropractors      Maintenance, Health club memberships  

Christian Science Practioners’ Fees   Nurses Fees, Nurses Room and Board  
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Contact Lenses Including Exam Fee   S.S. Tax (Where Paid by Taxpayer)  

Co-Pays     Obstetrical Expenses  

Cosmetic Surgery (Even Though not   Operations (100% of All Costs)  

  by a Physician)     Orthopedic Shoes  

Cost for Care Outside the United States  Oxygen  

Cost of Operations & Related Treatments Personal Trainers  

Counseling      Physical Therapy  

Crutches      Physician Fees  

Deductibles      Premiums for LTC  

Dental Cosmetic Surgery    Preventive Care including but not limited to  

Dental Fees      Spa Facilities, Usage Fees for Facilities  

Dentures      Prosthetics  

Dependent Care     Psychiatric Care  

Dermatologist Care     Psychologist Fees  

Diagnostic Fees     "Seeing-eye" Dog and its Upkeep  

Drugs       Specialists and Specialized Treatments  

Electrolysis      Specially Equipped Cars  

Experimental Care     Special Care Costs for Disabled Dependents  

Eyeglasses, Including Examination Fee,  Special Diets  

Laser Surgery for Vision Correction   Sterilization Fees  

Fees of Practical Nurse    Support Groups  

Fees for Healing Services    Surgical Fees  

Fees of Chiropractors     Therapy Treatments  

Fees for Fitness Programs and Facilities  Transport Expenses for Medical Services  

Fees of Licensed Osteopaths      including Preventative Care   

Flu Shots      Tuition at Special School for Handicapped  

Hair Transplants     Viagra  

Health Insurance Premiums    Vitamins  

Hearing Devices and Batteries  Wheelchair  

Hospice     Weight Loss Programs      

In Home Care     X-rays  
 

 Summary 
 

 If the previous information is a little confusing, that’s because it is.  Very few 

advisors in this country understand the nuances of qualified plan designs.   Few pension 

administrators understand how to design the examples I’ve put forth in the previous 

pages. 

  

 What I’d like impress upon you is that the chances that your current qualified plan 

design is inadequate (meaning you are not maxing out and/or you are contributing too 

much money for your employees because of a bad design) is significant.   
 

 Additionally, I only know of a handful of qualified plan administrators who can 

design, set up, and administer the very powerful 401(h) plan.  If you’d like a referral to an 

approved qualified plan design firm who can review your practice’s situation, please feel 

free to e-mail me at roccy@thewpi.org.  

mailto:roccy@thewpi.org
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Section 4 

Funding Qualified Retirement Plans vs. Cash 

Value Life Insurance 
 

 Hopefully you’ll recall from Chapter 2 on page 130 where I discussed how 

beneficial cash value life insurance can be as a wealth building tool to create a tax 

favorable retirement nest egg. This Section of the book will show you with real world 

math whether it make senses for you to over-fund a tax deferred qualified plan, after-tax 

Roth 401(k), or if you should build wealth funding a low-expense high cash value life 

insurance policy. 

 

 This discussion does not address the double tax dilemma of over funding a 

qualified plan which you can read about on in Chapter 2 on page 167. 

 

 Layout of this Section of the book 
 

 This Section of the book is not going to be the easiest Section of a book you’ve 

ever read.  Actually, the subject matter of this chapter is not too bad; but because of the 

multiple comparisons and charts and graphs, it will probably be a bit confusing for some 

readers.  

 

 The good news is that the details that support the conclusions are in this Section, 

but I also have summaries with just the conclusions.  Therefore, you can read as much as 

you want and read it over a few times to get all the details; or you can take the 

conclusions as they are.  I recommend learning the details that support the numbers; but, 

the bottom line is that I want you to know the outcome of the math, which will be very 

interesting and eye opening for most readers.  

 

 If you would like to read several additional chapters on this subject matter, I 

recommend getting a copy of my book Retiring Without Risk 

(www.retiringwithoutrisk.com).  

 

 The chapter will be laid out as follows when dealing with a particular client (Mr. 

Smith) who is looking to build wealth for retirement.  

 

 The material: 

 

 1) Illustrates how much after-tax retirement income Mr. Smith will have available 

using a Roth 401(k) plan. 

 

 2) Illustrates how much after-tax retirement income Mr. Smith will have available 

using a traditional/deductible 401(k) plan. 

 

http://www.retiringwithoutrisk.com/
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 3) Compares what Mr. Smith has available from a Roth and traditional 401(k) 

plan to what he could receive if he funded a cash value life insurance policy with after 

tax money. 
 

 Roth plans   
 

 The maximum contribution amount to a Roth 401(k) plan as a salary deduction in 

2016 is $18,000. For easier math, I will use $15,000 as the annual contribution as the 

baseline for all the examples in this chapter. 

 

 The material to follow will illustrate the economics of a Roth 401(k) plan for a 

client who is in the 40%, 30%, and 15% income tax brackets, both when contributing to a 

Roth 401(k) plan, and when removing money from a Roth, income-tax free in retirement.  

 

 For the examples in this chapter, assume the client, Mr. Smith, who is age 45, 

contributes $15,000 to a Roth 401(k) plan each year for 20 years and takes distributions 

from the plan from ages 66-85. 

 

 Because the contribution is non-deductible to the Roth 401(k) plan, he will have 

to pay the following taxes on his contribution to a Roth.  The amount of tax depends on 

his income tax bracket.  As stated, I will show you numbers for each tax bracket so you 

can look at the one that most closely fits your situation: 

 

 - 40% tax bracket = $6,000 tax 

 - 30% tax bracket = $4,500 tax 

 - 15% tax bracket = $2,250 tax 

 

 The examples in this chapter all assume a fairly conservative 7% investment 

return over the life of plan. 

 

 For a comparison example using a traditional 401(k) plan, Mr. Smith will invest 

an amount of money equal to the taxes he would have saved had a "regular" non-Roth 

401(k) plan been implemented (a side account).   

 

 In other words, if Mr. Smith funded a traditional tax deductible 401(k) plan, he 

would NOT have had to pay the additional taxes listed above when funding a non-

deductible Roth 401(k) plan.  

 

 Therefore, when comparing numbers for Mr. Smith to fund a Roth 401(k) plan, he 

would have to fund into the side fund $6,000 in the 40% tax bracket, $4,500 in the 30% 

tax bracket, and $2,250 in the 15% tax bracket.  

 

 When most advisors discuss a side fund, they are talking about a typical 

investment account.  When clients actively invest money in the stock market (after-tax), 

in order to have a “real- world” example, the numbers must reflect capital gains/dividend 
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taxes on the post-tax brokerage account.  The following are the assumed annual taxes on 

the growth in the side account: 

 

 - 25% for a client in the 40% tax bracket 

 - 20% for a client in the 30% tax bracket 

 - 15% for a client in the 15% tax bracket 

 

 Alright, now that you have an understanding of some of the variables (and if you 

don’t, don’t’ worry, I’ll give you the charts which show you the answers), let’s see how 

Mr. Smith does with retirement planning using these various plans.   

 

 1) How much can Mr. Smith receive in retirement from his Roth 401(k) 

plan? 

 

 Clients who contribute to a Roth or any 401(k) plan typically use mutual funds as 

the investing tool.  The average annual mutual fund expense is approximately 1.2%.  To 

make this a conservative example, I am only going to assume a 0.6% annual mutual fund 

expense for Mr. Smith.   

 

 Remember, Mr. Smith is funding $15,000 a year into his Roth 401(k) plan from 

ages 45-65. 

 

 The answer is: Mr. Smith could remove $56,541 from the Roth 401(k) plan 

income-tax free every year for 20 years starting at age 66 and withdrawing the money 

until age 85. 

 

Age Year  Start of Year    Annual   Withdrawal   Growth   Year end   

   Balance   Contrib.  From Roth  6.40%  Balance  

45 1 $0  $15,000  $0  $960  $15,960  

50 6 $90,689  $15,000  $0  $6,764  $112,453  

60 16 $383,004  $15,000  $0  $25,472  $423,476  

65 21 $612,979  $15,000  $0  $40,191  $668,169  

66 22 $668,169  $0  $56,541  $39,144  $650,772  

70 26 $591,611  $0  $56,541  $34,244  $569,315  

75 31 $464,915  $0  $56,541  $26,136  $434,510  

80 36 $292,144  $0  $56,541  $15,079  $250,681  

85 41 $56,541  $0  $56,541  $0  $0  

 

 Again, remember the examples in this chapter all assume a gross rate of return on 

investments of 7%.  The previous chart shows a net investment return annually of 6.4% 

due to the assumed annual mutual fund expense of 0.6%. 
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 2) How much can Mr. Smith receive in retirement from his traditional tax-

deferred 401(k) plan?  

 

 If Mr. Smith instead funded a regular income-tax-deferred 401(k) plan, the 

following is how much he could receive from ages 66-85 after-tax.  Remember that 

money, when withdrawn from a traditional 401(k) plan, is fully income taxable in the 

year received.  

 

 Mr. Smith could remove annually from ages 66-85 the following, depending on 

his income tax bracket in retirement:  

 

 - $33,925 in the 40% tax bracket 

 - $39,579 in the 30% tax bracket 

 - $48,060 in the 15% tax bracket 

  

 As I like to do, I would like you to be able to see how money grows for yourself.  

However, for the sake of brevity, I’ll only include a chart with the actual math for how 

money grows and is withdrawn from a traditional 401(k) plan for Mr. Smith, assuming he 

is in the 30% income tax bracket (see below). 

 

Age Start of Year Annual Withdrawal Growth Year end  Available 

 Balance Contrib.  401(k) 6.40% Balance After-tax 

45 $0  $15,000  $0  $960  $15,960  $0  

50 $90,689  $15,000  $0  $6,764  $112,453  $0  

60 $383,004  $15,000  $0  $25,472  $423,476  $0  

65 $612,979  $15,000  $0  $40,191  $668,169  $0  

66 $668,169  $0  $56,541  $39,144  $650,772  $39,579  

70 $591,611  $0  $56,541  $34,244  $569,315  $39,579  

75 $464,915  $0  $56,541  $26,136  $434,510  $39,579  

80 $292,144  $0  $56,541  $15,079  $250,681  $39,579  

85 $56,541  $0  $56,541  $0  $0  $39,579  

 

 The $39,579 after-tax withdrawal from the traditional 401(k) plan must be added 

to the side account Mr. Smith would have funded with the extra dollars he would have 

had from funding an income-tax-deductible 401(k) plan (remember, I am comparing a 

contribution to a non-deductible Roth 401(k) plan). From the side account, Mr. Smith 

could receive the following amounts after-tax each year from ages 66-85: 

 

 - $16,533 in the 40% tax bracket 

 - $13,206 in the 30% tax bracket 

 - $7,031 in the 15% tax bracket 
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 Totaling the numbers: 

 

 To compare numbers for the various wealth building options for Mr. Smith, you 

really just need the total amount he can withdraw after-tax from the traditional 401(k) 

plan and the after- tax side fund. From a regular 401(k) plan plus side account, Mr. Smith 

would receive, after-tax, the following from ages 66-85: 

 

 - $50,458 in the 40% tax bracket 

 - $52,785 in the 30% tax bracket 

 - $55,091 in the 15% tax bracket 

 

 Which one wins?   
 

 A Roth beats out a traditional tax-deferred 401(k) plan. 

 

 Since Mr. Smith would receive $56,541 from a Roth each year, he would be much 

better off with a Roth if he were in the 40% bracket, better off if he were in the 30% 

bracket, and slightly better off if he were in the 15% income tax bracket.   

 

 Therefore, if you are currently participating in a traditional 401(k) plan at work, 

you might copy this section of the book and give it to your employer to help the employer 

understand the benefits of a Roth 401(k) plan over a traditional plan. 

 

 3) 401(k) plan funding vs. cash value life insurance and Roth 401(k) plan 

funding vs. life insurance. 

 

 Now that I have some baseline numbers to work with, I can now compare them to 

repositioning money into a low expense cash value life insurance policy instead of a 

traditional or Roth 401(k) plan.    

 

 When Mr. Smith positions wealth in a cash value life insurance policy, he will do 

so after-tax just like a Roth 401(k) plan.  

 

 Therefore, in this life insurance example, Mr. Smith needs to pay a life insurance 

premium of $15,000 a year from ages 45-65, and then borrow money “tax-free” from his 

policy from ages 66-85.  For illustration purposes, I will actually assume a little less than 

a 7% rate of return on the cash in the life insurance policy. 

 

 The policy I will be using for these examples is an Indexed Universal Life 

Insurance (EIUL) policy that pegs its growth the S&P 500 index. Again, to read about the 

power of EIUL policies as a tax favorable wealth building tool, please turn to page 130. 

 

 If Mr. Smith did in fact over-fund a low-expense, non-MEC equity indexed life 

insurance policy in the amount of $15,000 each year from ages 45-65, how much could 

Mr. Smith borrow from his life insurance policy income tax-free from ages 66-85?   

  



Income Tax reduction 

________________________________________________________________________ 

              208 

$56,568 a year (every year from age 66-85). 

 

 Skeptical?  How can that be?  How can a cash value life insurance policy funded 

with after-tax dollars possibly outperform a traditional 401(k) plan or the new and better 

Roth 401(k) plan?   

 

 No one is more of a skeptic than I am .  Having said that, skepticism can easily be 

overcome when you look at the numbers for yourself.  That’s why I went out of my way 

to give you real-world math and the actual charts that go with the math. 

 

 The following spreadsheet comes right from an insurance company’s software.  It 

“is what it is” based on the assumptions (the main one being a 7% rate of return based on 

the S&P 500 index).   I’ve condensed the chart for space reasons.  

 

 Annual Cash Account Death "Tax-Free" 

Age Premium Value Benefit Loans 

45 $15,000  $0  $759,503  $0  

50 $15,000  $65,289  $759,503  $0  

55 $15,000  $169,098  $759,503  $0  

60 $15,000  $321,249  $759,503  $0  

65 $15,000  $546,163  $759,503  $0  

70 $0  $446,393  $565,564  $56,568  

75 $0  $328,067  $386,284  $56,568  

80 $0  $191,117  $276,723  $56,568  

85 $0  $30,145  $155,720  $56,568  

90 $0  $183,162  $366,332  $0  

95 $0  $506,151  $560,025  $0  

100 $0  $1,118,146  $1,197,789  $0  

 

 Let us summarize the past few pages so I can bring this all together for those who 

are not quite following me. 

 

 Mr. Smith could invest in a Roth 401(k) plan, traditional 401(k) plan, or he could 

reposition some of his money into a cash building life insurance policy to build his 

retirement nest egg. 

 

 I assumed he could position $15,000 into a Roth 401(k) plan or cash value life 

insurance after-tax.    

 

 To make a comparison to a traditional 401(k) plan, I had Mr. Smith tax-deduct 

$15,000 into such a plan AND, depending on his income tax bracket, fund money into a 

side fund so he has the same out-of-pocket costs when funding all the various options. 

 

 I then created three charts so you could review the outcome for yourself.  
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 I created one chart for Mr. Smith in the 15% income tax bracket, one chart for the 

30% income tax bracket, and one chart for the 40% income tax bracket.  Remember that 

Mr. Smith’s tax bracket doesn’t matter when taking money out of a Roth 401(k) plan or 

from a life insurance policy as there are no income taxes due on either, but it does matter 

when taking money out of a taxable/traditional 401(k) plan.  

 

 The following chart summarizes the outcome 

 

 "After-Tax" 

 Retirement income 

 Ages 66-85 

Regular 401(k) (15% tax bracket) $55,091  

Regular 401(k) (30% tax bracket) $52,785  

Regular 401(k) (40% tax bracket) $50,458  

Roth 401(k) $56,541  

Life Insurance Policy $56,568  

 

 I don’t know about you, but I find this above chart and supporting math to be 

fascinating.  Who knew that funding a cash-value life insurance policy as an after-tax 

investment could possibly work out better than investing at the same pre-tax rate as a 

401(k) plan or even a Roth 401(k) plan? 

 

 Also keep in mind that Mr. Smith, in my example, also had a sizable initial death 

benefit ($759,000), which would pay income-tax free upon death.  The death benefit far 

exceeds the cash values in the 401(k) plans.  

 

 Also, keep in mind that Mr. Smith will have to pay a 10% penalty to remove 

money from his 401(k) plans before the age of 59 ½ (with the exception of the 

annuitization option which most people will not want to use).  There is no such penalty 

with a life insurance policy loan at any age. 

 

 Also, keep in mind that Mr. Smith did not have to worry about the cash in his life 

insurance policy going backwards in a down market because of the annual locking 

feature in the life insurance policy (something that cannot be said of money in a 

traditional or Roth 401(k) plan). 

 

 Also keep in mind that there is no contribution requirement limiting the amount 

of money Mr. Smith can fund into his cash value life insurance policy. 

 

 More real world math 
 

 Let’s make the numbers a bit more real world.  My previous numbers were very 

conservative and really made a best-case scenario with the expenses in a 401(k) plan. 
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 Now let’s assume that Mr. Smith’s money in his traditional and regular 401(k) 

plan have the typical 1.2% mutual fund expense and a .6% money management or “wrap” 

fee on the plans.  How does that affect the numbers? 

 

 What’s interesting is that the amount Mr. Smith can remove from his life 

insurance policy does not change and the amount which can be withdrawn every year 

from either a Roth or traditional 401(k) plan are reduced quite a bit.   

 

 Why? Because I added on typical mutual fund annual expenses and the wrap fee 

typically associated with a company’s 401(k) plan.  Such expenses are not a variable in a 

cash value equity indexed life insurance policy.  

 

 I think this set of numbers is the most “real” world, but I want to give you a few 

different looks at the numbers based on conservative expenses and typical expenses.  

 

 Let us throw one more little real-world twist in the equation.  Do you remember 

the discussion on variable loan options with indexed equity life policies?  You can read 

about it in Chapter 2 on page 127. Variable loans in life insurance policies can 

significantly increase the amount of available tax-free cash in retirement.   

 

 Most “experts” in the industry think that over time there will be a 2% positive 

spread between what the policies return every year (pegged to the S&P 500) and what the 

lending rates will be for loans on money borrowed from life insurance policies.  If I use 

just a 1% positive spread on the lending rate vs. the crediting rate in the life policy 

example, how much more cash could Mr. Smith borrow?  

 

 Mr. Smith would be able to borrow $63,258 instead of $56,568 from his policy 

from ages 66-85.  Wow! 

 

 Just because I know your curiosity is getting the better of you, I figured I would 

give you the numbers for the 2% spread that “experts” think will happen.  If the 

borrowing rate inside the life policy is 2% less than the assumed crediting rate for Mr. 

Smith, he could borrow $70,373 out of his policy from ages 66-75 instead of $56,568. 

 

 Very interesting isn’t it? What’s interesting to me is that there are “what if” 

variables with an equity indexed cash value life insurance policy, which can really 

increase the amount borrowed. These variables are not available in a 401(k) plan.   

 

 Also, do NOT forget that the indexed life insurance policy has an annual locking 

feature for the gains; and the investment returns can never go negative due to down years 

in the stock market.  

 

 Also, do not forget that there are a few companies with a maximum lending rate 

on variable loans which takes a significant amount of risk out of using these types of 

policies to grow wealth for retirement. 
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 Questions to ponder  
 

 Question: 

  

 If you die before retirement, are you better off with a 401(k) plan, Roth 401(k) 

plan, or cash value life insurance?   

 

 Answer: Cash value life insurance - due to the fact that a large death benefit will 

be paid out income-tax free to the beneficiary and maybe estate-tax free. 

 

 Question:  When do you have access to the money in either kind of 401(k) plan or 

a cash value life insurance policy? 

 

 Answer: You have access to the cash in all three; but with the Roth and the 

regular 401(k) plans, there are negative tax consequences if the money is removed before 

age 59.5 (although, there is an exception for systematic payment paid prior to that age).  

 

 With a cash value life insurance policy, you have access to the cash immediately 

in two usable ways:   

 

 1) You can “surrender” the policy for the cash surrender value (“CSV”).  This can 

work okay for readers if you use a high early cash value indexed universal life insurance 

policy.  

 

 2) You can access the cash through tax-free loans.  Again, this can work okay if 

you use a high cash value policy.   

 

 For either 1) or 2), if you do not use a high cash value life insurance policy, the 

amount of cash you’ll have access to will be limited in the first 10 years.  

 

 Section Summary  
 

 I know that there are a lot of numbers and assumptions and tax brackets that are 

dealt with in this Section.  For many, you will have a bit of a headache after reading this 

chapter; and I certainly understand why. 

 

 What you need to take from this chapter is that putting your blinders on and 

funding a traditional 401(k) plan at work is not always in your best interest.  There are 

other options that you’ll want to look at when deciding which way is the best to grow 

your wealth. 

 

 If you are going to fund a 401(k) plan or IRA, you should fund a Roth.  The 

numbers are unmistakably clear. 

 

 For those who understand how a low-expense, overfunded, non-MEC life 

insurance policy works as a retirement vehicle, many will prefer to fund such a policy 



Income Tax reduction 

________________________________________________________________________ 

              212 

instead of funding a 401(k) plan.  It sounds counter-intuitive, I know; but again, the 

numbers are what they are. 

 

 The bottom line is that there is no “right” answer or one perfect tool when it 

comes to building wealth.  You’ve heard the saying, “different strokes for different 

folks.”  It’s that way with how you choose to build your wealth. 

 

 For those who don’t mind risk, they will not mind their money in the stock 

market, a 401(k) plan, or an after-tax brokerage account.  

 

 For those who are adverse to risk, they will prefer the safety of the appropriate 

cash value life insurance policies, which have minimum guarantees and a low death 

benefit.  

 

 For those readers who want to have their cake and eat it too, they will gravitate 

specifically to an equity indexed universal life insurance policy, which has tax-free 

accumulation, no money management fees, tax-free withdrawals, good growth pegged to 

the best measuring index, and principal protection from downturns in the market with a 

lock feature that never lets the money go backwards due to market declines. 

 

 Which option should you use to build your wealth?  I could not say for certain 

unless I looked at your individual situation; but hopefully after reading this book, you’ll 

be armed with more information and knowledge to be better prepared to make decisions 

about which way is the best way to grow your wealth. 

 

Section 5 

Section 79 Plans 
 

How Does a Section 79 Plan Work and Why Did the Proposed 

412(e)3 Regulation Reduce the Viability of the Plan 
 

 Advisors wonder how I find all the different plans I deal with (and ones I refuse to 

deal with) on income tax reduction.  The simple answer is that I get calls from several 

hundred physicians and advisors every year after they read my articles in various 

journals.  I receive a few calls each year from physicians or advisors asking me to review 

supplemental benefit plans (income tax reduction plans) I have never seen before.  Over 

time, I have reviewed dozens of plans, both good and bad; and now I am surprised when 

a new topic comes across my desk. 

  

 The Section 79 Plan was one of those plans I had not heard of before until a 

doctor in the Midwest asked me to review it. The plan as devised before the proposed 

412(e)3 regulations from a few years ago had some nice aspects to it; however, after the 

proposed regulations came out, the financial benefits of the Section 79 Plan have been 

severely reduced if not eliminated. 
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 Let me start out this Section by stating that this concept is one of the most 

overhyped concepts in the financial services field today.  It sounds great when you hear 

about it, but the bottom line is that the vast majority of clients would be better off not 

implementing this plan.   

 

 What you’ll read about in the upcoming pages is how you can tax deduct the 

purchase of an individually owned cash value life insurance policy. After reading the 

previous section of this book, you’d think that this plan must be a sure-fire winner (in the 

previous section I illustrated with specific math why funding a quality cash value life 

insurance policy can outperform growing wealth in a tax-deferred manner through a 

qualified plan). 

  

 However, in order to take full advantage of the tax benefits of the deduction 

provided with a Section 79 plan, the cash value life policy is one of the worst policies 

offered in the industry today. That’s right; I said the worst policies offered in the industry 

today. 

 

 In a Section 79 plan, the better cash accumulator the policy is, the less the 

deduction.  If you used my favorite cash value life insurance policy (Retirement Life™), 

the deduction, instead of being 30% as you’ll read in this section, would be around 5% 

(and then with the employee headaches and expenses to implement the plan I guarantee 

you it will not be worth implementing for a 5% deduction).  

 

 Finally, only C-Corporations can implement Section 79 plans to benefit the 

business owners. This alone will mean that it is not viable for most medical practices 

(which are usually treated as S-Corporations or sole proprietorships for tax purposes).  If 

someone tells you to create a C-Corporation as a management company and to siphon 

money into that entity so you can implement a Section 79 Plan without employee 

involvement, give me a call and let me know who is giving you that advice so I can 

report him/her to the IRS.  

  

In the tax code  
  

 If you look in the tax code under Section 79, you will find the basic outline for 

Section 79 Plan benefits. The title of the section is Group Term Life Insurance.  

Traditional Section 79 Plans are sold often to companies as a way to provide additional 

employee benefits (in the form of fairly inexpensive group term life insurance benefits). 

  

 Over the years, like with many topics, promoters have figured out how to use the 

tax code to make it more beneficial than what it appears to be to the normal person.  That 

is really what has happened to the Section 79 Plan. 

  

 What are the benefits of a Section 79 Plan? 
 

- Allows for a current tax deduction on contribution to the plan. 

- Allows for tax deferred growth. 
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- It provides for a flexible, unlimited-funding window for key participants. 

- Employee participation requires a minimal funding outlay. 

- There are no minimum age requirements to withdraw income (no early 

withdrawal penalties). 

- The plan provides a non-taxable, on-demand income stream. 

- Transfer of assets at the participant’s death is income tax free to heirs. 

 

 How does it work? 
 

 Basically, a Section 79 Plan allows an employer to purchase life insurance on the 

employees (which include owners of the business) in a tax deductible manner.   What 

typically ends up happening is that the employees will opt for $50,000 in term life 

insurance and the key employee(s) (the owners) will opt for a Universal Life Insurance 

Policy (UL).  Life insurance premiums are paid as a corporate deduction; and if the life 

policy is a universal life policy (UL), the employee with that type of policy will have to 

recapture as income some portion of the deductible premium made by the employer.  The 

$50,000 term costs for the employees should range from $75 to $500 a year per 

employee, which is deductible to the corporation. 

 

 One main sales pitch of the Section 79 plan is that the UL policies purchased have 

cash value in them so that at the end of the day, the key employee(s) will be able to take 

income tax free loans from their life policy as supplemental retirement income (or the 

policies can simply be used for estate planning purposes).  

  

 Example:   A one-physician office (Dr. Smith) with three employees. 

 

  Age  Salary  Death Benefit    Cost of $50,000  

        Purchased   Term Insurance 

 

Jan  50            $35,000      $50,000         $150.00 

Linda   40            $30,000      $50,000         $100.00 

Sally  35            $25,000      $50,000          $75.00    

Total                $325.00 

 

                Cost of  

            UL Premium  

 

Dr. Smith 40           $500,000    $1,000,000        $50,000 

 

Total Cost for Dr. Smith and Staff (annual):          $50,325  

 

 The employees have a nice $50,000 death benefit at very little after-tax cost to Dr. 

Smith, and Dr. Smith moved $50,000 into a cash building universal life policy.   

  

 Section 79 Plans are typically implemented for a five-year period; and after that 

period is up, the owner (Dr. Smith in the example) then has a significant amount of 
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money in a cash building life policy where at some point down the road he can take tax 

free income from that life policy via policy loans. 

 

 Tax consequences  
 

 The promoters of the Section 79 Plan used to state that the cash building UL 

policy purchased for the business owner was approximately 70% deductible over the 

five-year funding window. 

 

 In my Dr. Smith example above, Dr. Smith over a five-year period paid through 

the medical practice $250,000 in premiums into his UL policy.  If the cost of the policy 

was 70% deductible, the out-of-pocket after-tax cost to Dr. Smith over the five-year 

period would be $180,000 (which is less than the $250,000 it would have cost him to 

fund the policy if he purchased it entirely with post-tax income).   

 

The following is roughly how you calculate the post-tax cost (which is 

$180,000) of the $250,000 five-year premium that Dr. Smith paid for in the above 

example. 

 

Take the $250,000 five-year premium x .7 = $175,000 (which is 

the deductible amount).  Assuming Dr. Smith is in the 40% income tax 

bracket, he would have taken home as income 60% of that $175,000 

(which equals $105,000) if he did not implement the Section 79 Plan.  

Then add the $105,000 to the non-deductible portion of the premium 

($75,000), and you come up with the $180,000 post-tax out-of-pocket 

expense for Dr. Smith to fund a $250,000 five-year premium through the 

Section 79 Plan.  

 

 Dr. Smith in the above example would feel good about the fact that he was able to 

fund a cash building UL policy while saving $70,000 of post-tax income in the process 

(minus the minor term life costs for the employees for the five-year period and the 

recapturing of the Table 1 costs of insurance that all employees must recapture). 

 

 Tax consequences after the proposed 412(e)3 regulations 
 

 Proposed regulations on 412(e)3 Defined Benefit Plans were intended to curb the 

abuses happening with them.  As a side consequence to the proposed regulations, the IRS 

intentionally or inadvertently (I’m not sure which) changed the valuation method to 

Section 79 UL policies.   

 

 In short, the new 412(e)3 regulations increased the value of the UL policy for tax 

calculation purposes that an employee must recapture every year when a company pays a 

premium into a UL Policy as a corporate expense.  Without getting into any further 

specifics for how the regulations changed the valuations method, I will simply state what 

the valuation experts I’ve talked with indicate. Those experts state that the Section 79 
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Plan cash building UL policy is now approximately 30% deductible instead of 70% 

deductible. 

  

 In our Dr. Smith example where his corporation paid $250,000 in premium over a 

five-year period, the post-tax cost to Dr. Smith instead of being $180,000 rose to 

$220,000.  Therefore, the new proposed regulations will cause everyone using a Section 

79 Plan to recapture a higher amount of premium every year as income when the policy is 

funded through the corporation.  In Dr. Smith’s case, instead of writing off 70% of the 

premium, he can only write off 30% of the premium; and, therefore, the proposed 

412(e)3 regulations cost Dr. Smith $40,000 in post-tax money over the five-year funding 

period. 

 

 The Section 79 Plan, even under the proposed 412(e)3 regulations, still saves Dr. 

Smith $30,000 in post-tax income (over the five-year funding period) when purchasing 

his cash building UL.   

  

 Who is a candidate for a Section 79 Plan?  
 

It’s my opinion that no medical practice should implement this plan because, 

after the proposed regulations changed the valuation of the policies and, therefore, the 

deductibility of the plan, the finances of the plan do not work. Having said that, the 

following is a list of who might be a candidate to use this plan: 

 

- A medical office with less than five physicians and 40 employees.  (If you have 

more than 40 employees (unless every physician wants to take part in the plan), 

the term costs of insurance for the staff make the concept much less viable). 

 

- A physician looking for a way to purchase life insurance in a partially deductible 

manner for an estate plan.   

 

- A physician looking for a plan that does not have upper-end funding limits.   

There is no maximum amount of money the key physician can deduct from the 

company for the purchase of life insurance. 

 

Conclusion about Section 79 Plans post 412(e)3 proposed 

regulations 
  

 While the proposed 412(e)3 regulations have reduced the financial viability of 

Section 79 Plans to the point of where implementing one does not make financial sense,  

you will still see this concept pitched continuously to medical practices because the 

advisors pitching it are either ignorant of the math underlying the concept or are so 

greedy they care more about making the sale than doing what’s in the client’s best 

interest.  
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 You have now been forewarned about this sale’s platform; and if you should ever 

get pitched this plan, feel free to call me.  I’ll review it for free and point out the pitfalls 

that the advisor pitching it either doesn’t know what he/she is talking about or what 

he/she is concealing. 
 

 *In 2015-the two Section 79 Plans available in the industry ceased selling 

plans due to IRS concerns.  

________________________________________________________________________ 

Section 6 

Why Profitable Closely Held Businesses Should 

Consider a CIC 
 

This section of the book will be updated for the 9th Edition due out in the summer of 2020. 

 

 While Fortune 500 companies have long used CICs to manage risks and gain tax 

advantages, it is only in the last decade that medium to small businesses have begun to 

take advantage of them as well. Certainly, CICs can be ideal tools for businesses and 

their owners if established and maintained properly and if suited to their economic needs. 
 

 Besides simply having additional insurance coverage, there are two main reasons 

a medium to small business owner may consider a CIC: 
 

 1) Income tax reduction/wealth building 

 2) Estate tax planning 
 

 Each will be discussed in more detail in the pages to follow.  

  

 What is a CIC?  
  

 The CIC is a legitimate insurance company, licensed to write insurance in the 

U.S., registered with the IRS, but, typically, based in an offshore jurisdiction, such as the 

British Virgin Islands. Most CICs are established in these countries because of the 

capitalization requirements.  Many U.S. States have recently enacted CIC statutes in an 

effort to attract business and increase the state’s revenue.   
  

 How does a CIC work? 
 

 CICs are amazingly simple.  An individual, company, or trust sets up and finds 

the needed money to form and capitalize a real live insurance company.  Once setup, the 

CIC functions just as most insurance companies you are probably familiar with. The CIC 

sells insurance coverage to various businesses, takes the premium dollars and invests 

them to pay claims, and when needed goes to the reinsurance market to purchase 

reinsurance to cover catastrophic losses. 
 

 If the insurance claims of the CIC are low, the CIC over time will accumulate 

significant money. Depending on the CIC structure the income will be taxed in various 
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ways during the wealth accumulation phase as well as the payout phase to the CIC owner 

when money is needed (discussed in the upcoming pages).   

 Types of CICs 
 

 While there are three types of CICs, I will only discuss two in this book (due to 

the fact that “large” CICs will not be practical for 95% of those who read this book). 

 

 1) Small Insurance Companies –  

 

 Insurance companies with annual premium income of less than $1.2 million can 

elect to be taxed only on investment income and are generally thought of as “small” 

CICs. Income from premiums paid into the CIC is tax free.  However, investment income 

earned on the funds held inside the insurance company is taxable at ordinary C 

corporation rates.  (Internal Revenue Code section 831(b))  There are ways to mitigate 

or eliminate the taxes on investment income which increase the financial viability of 

831(b) CICs (the explanation of which is outside the scope of this book).   

 

 2) Very Small Insurance Companies –  

 

 Insurance companies with gross receipts of less than $600,000 and premium 

income representing more than 50% of the gross receipts - premium income and passive 

investment income are free of federal income tax.  (Internal Revenue Code section 

501(c)(15))  

 

 Due to significant abuses with 501(c) captives, Congress recently changed the 

laws to make 501(c)(15) captives not nearly as advantageous and most new captives are 

setup as 831(b)s (which is where there is a lot of opportunity for small business owners 

today). 

 

  CIC as a risk management tool 
 

 A CIC has a number of risk management benefits. The main benefit from a 

corporation’s stand point is to use a CIC to supplement its existing insurance covers.  For 

example, a medical practice may purchase Medicare fraud coverage, business overhead 

expense coverage, or sexual harassment insurance.   

 

 Other insurance coverage 
 

 Generally speaking, when a small business sets up a CIC for income and/or estate 

tax planning, the types of coverage purchased are ones in which the CIC owner hopes 

never have claims. Following are some other coverages: 

 

 -Loss of License Insurance  

 -Excess Mental Health Expense Reimbursement 

 -Health Insurance Difference in Conditions Expense Reimbursement 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 219  

 -Tax Audit Defense Legal Expense Reimbursement 

 -Criminal Defense Legal Expense Reimbursement  

 -Regulatory Investigation Defense Legal Expense Reimbursement 

 -Injunctive Relief Defense Legal Expense Reimbursement  

 -Bankruptcy Legal Expense Reimbursement  

 -Market/COGS Fluctuation Loss Expense Reimbursement 

 -Research and Development Expense Overrun Reimbursement 

 

 The above are coverages that a business could go to market and purchase 

(although the coverage might have to come from Lloyds of London), but typically does 

not because the premiums may be price prohibitive and/or the likelihood of a claim is low 

and therefore it is difficult to justify the premium.  

  

 No loss of control  
  

 The CIC structure allows for complete and discloseable control by the business 

owner. There is no need for the owner to trust any other person or entity with his/her 

assets. Further, while the CIC is typically established outside the U.S., the funds can 

remain in the U.S. 

 

 Avoiding land mines 

  

 To create a CIC structure properly, using professionals who have expertise in the 

area is criticalespecially the attorneys, accountants, and insurance managers involved.  

You do NOT want to go with a firm you found on the internet or heard about at a fly-by-

night seminar. This is one area where “doing it right” is the only way to enjoy the CIC’s 

benefits while staying out of trouble with the IRS. 

 

 Example 

 

 Let’s look at an example of how a captive can be beneficial to the typical 

physician:  

 

 Dr. Smith, age 45, is a successful surgeon. He earns $700,000 annually as his pre-

tax take home income and is looking for a way to reduce his income and estate taxes.   

Dr. Smith is worried about Medicare fraud due to the fact that one of his local hospitals 

was audited by a Federal task force and had to pay $5,000,000 in fines ($10,000 per 

occurrence found). He sets up a bona fide 831(b) CIC to help provide, among other 

things, Medicare fraud insurance. This is important as Medicare fraud claims are personal 

claims that would be paid for using after tax dollars.  Through a CIC, the medical practice 

can pay tax deductible premiums which can be used to pay claims.  

 

 In addition, Dr. Smith will obtain new types of insurance coverage from his CIC.  

These new coverages include business interruption, loss of license, sexual harassment, 

employment practices, etc.  These are legitimate business risks that he has whether he 

chooses to insure for them or not.  The premiums for this coverage are $300,000.  He 
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doesn’t mind paying the $300,000 because the cash will be held inside his own captive 

insurance company.  

 

 Under Internal Revenue Code section 831(b), the $300,000 of premium 

income received by Dr. Smith insurance company is free of federal income tax.  At a 

40% income tax rate (Dr. Smith’s personal rate), this saved him and his company 

$120,000 of income tax.   

 

 CIC for wealth building/retirement planning 
 

 If Dr. Smith’s practice paid $300,000 in premium to the CIC each year for just 

five years, the CIC would receive $1,500,000 in tax free premiums.  If I assumed that 

there are no claims for the life of the CIC, when Dr. Smith reaches age 65, the CIC 

should have in excess of $4,000,000 in it.   

 

 When in retirement Dr. Smith could close down the CIC at which time he could 

take the money and only pay long-term capital gains taxes on that money (15% today 

which will probably go up if our current Democratic Congress and President have 

anything to say about it). If somehow Dr. Smith could fund a tax deferred qualified plan 

in the amount of $300,000 a year (which can’t be done under today’s rules), and 

accumulated a value of $4,000,000+, the money would come out of the qualified plan and 

would be taxed at Dr. Smith’s then income tax bracket (40% under today’s tax code). 

 

 Therefore, as a wealth building tool, a CIC can be much better than a traditional 

tax deferred qualified plan. 

 

 CICs and Estate Planning 
 

Captive insurance companies can be one of, if not, the most powerful wealth 

transfer tool available to affluent business owners.  How?  
 

If the CIC upon setup is owned by a client’s children or a trust for the benefit of 

the children, when a premium payment is paid from a business to a CIC, the client is 

affectively moving a tax deductible dollar out of his/her estate literally overnight.  The 

affect is to avoid gift taxes and estate taxes. 
 

In the earlier example, Dr. Smith’s adult daughter (or a trust for her benefit) could 

own the captive insurance company.  Dr. Smith’s businesses could pay premiums into the 

captive for legitimate insurance coverage.  This would help reduce the size of his estate 

because the cash would be transferred to the captive insurance company owned by the 

daughter.   
 

In this example, the total potential tax savings for paying $300,000 into a captive 

insurance company could be as much as $219,000 in year one.  The breakdown is as 

follows: 
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Income tax savings $120,000  

Estate tax savings $99,000  

Total $219,000  

 

 The reason the estate tax savings is not 55% of $300,000 is because if the client 

did not have the CIC, he would have taken home only $180,000 after income taxes as his 

income (which would then be in his estate and subject to estate taxes).    
 

The savings actually approaches the cost of the premiums on the new insurance 

coverage. And if no claim is filed on the loss of license, sexual harassment, business 

interruption, etc., coverages, the $300,000 premium remains in the daughter’s insurance 

company. 
 

The following would be the tax savings over the first five years of the CIC (the 

chart does NOT take into account the estate tax savings on money as it grows in the CIC). 

 

Year 

Allowable 

Related Party 

Insurance 

Premiums 

Federal Tax 

Deduction 

@ 35% 

State Tax 

Deduction @ 5% 

Potential 

Estate Tax 
Savings @ 

55% 

Annual Potential 

Tax Savings 

2007 $300,000  $105,000  $15,000  $99,000  $219,000  

2008 $300,000  105,000 15,000 99,000 219,000 

2009 $300,000  105,000 15,000 99,000 219,000 

2010 $300,000  105,000 15,000 99,000 219,000 

2011 $300,000  105,000 15,000 99,000 219,000 

Five Year 

Total $1,500,000  525,000 75,000 495,000 1,095,000 
 

 To say that a CIC is a powerful and tax favorable wealth building tool would be 

an understatement. They are terrific for the “right” client. 

 

Life insurance 

  

Because investment income in an 831(b) CIC is taxed at the C-Corporation rate, 

many times clients will use a high cash value low expense life insurance policy as an 

investment. Cash inside a life insurance policy grows tax free and can be used as a tax 

favorable and primary wealth building vehicle inside a CIC. 

 

Additionally, a CIC can be a terrific place for clients to purchase life insurance for 

“estate planning” purposes with tax deductible dollars. In my example, if the CIC formed 

and used by Dr. Smith’s business was owned by an irrevocable trust for the benefit of his 

heirs, the CIC could purchase a large life insurance policy using the tax deductible 

premium payments made by the business.  Because the CIC is owned by an irrevocable 

trust for the benefit of Dr. Smith’s heirs, when he dies, the death benefit will pass to the 

CIC which can then be terminated.  When terminated, the death benefit can pass to the 

heir through the trust in a tax favorable manner.  
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While the above comments are accurate when it comes to the benefits of using life 

insurance in a CIC, promoters of CIC have gone overboard with the use of life insurance 

to the point where the IRS is paying attention. So, while there is a proper use of life 

insurance in a CIC, caution is the word of the day.  

 Costs  

 

CICs can be structured a number of different ways. To setup a pure 

individually owned CIC will cost $45,000+ and the annual maintenance costs are 

typically $15,000-20,000 a year.  For this reason, CICs are not for everyone.   
  

However, if you think about Dr. Smith’s situation from the example, in five 

years he paid over $1,500,000 in premiums. If asset balance with growth in the CIC is 

that same $1,500,000 in year five, a $20,000 annual fee would equate a cost of less 

than 1.33% (less than your average mutual fund expense).  If Dr. Smith allows the 

money to grow and simply terminates the CIC in retirement, he will pay capital gains 

taxes not ordinary income taxes on the benefit (which makes the 1.33% annual fees a 

non-issue).  
 

For those who would like a CIC but can only budget premiums of between 

$100,000-$300,000 a year for a 5-7+ year period, there is an “affordable CIC” 

structure available. The setup costs are $5,750 per $100,000 of premium and the 

annual administration fee is 12% of new premiums.  
 

With the advent of the “affordable CIC” structure, many more physicians can 

now use CIC as a risk management and tax-favorable wealth building tool. For more 

information on CICs in general or the “affordable CIC” structure, please e-mail me at 

roccy@thewpi.org or got to www.affordablecaptives.com.  
 

Conclusion 
 

 CICs can be one of if not the most powerful income and estate tax planning tools 

a business owner has at his/her disposal. They are not for everyone due to the costs and 

the fact that some very small companies may not be able to purchase enough legitimate 

insurance to make the CIC financially viable.  

 

 However, if you have an extra $100,000-$1.2 million you would like to deduct 

from your practice into what can be a tax favorable wealth building tool, then you should 

strongly consider a CIC.   

_____________________________________________________________________ 

Section 7 

Long Term Care Insurance 

Reduce Your Taxes Today AND Provide for Potential Long 

Term Care Costs Tomorrow 
 

mailto:roccy@thewpi.org
http://www.affordablecaptives.com/
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 None of us likes paying any more in taxes than necessary.  As a tax specialist for 

physicians, I am always exploring new ways for you to reduce your income and estate 

taxes.  The key to successful tax planning is finding the section of the Internal Revenue 

Code that offers you the largest deductions and provides you and your family the greatest 

benefits. The purpose of this section of the material is to introduce you to a way to reduce 

your income taxes today and enhance your retirement and estate plans along the way.  

The solution I will be discussing is the “Free Long Term Care Plan.”   

 

 What is Long Term Care Insurance and why do I need 

it? 
 

 Long Term Care Insurance (LTCI) covers health insurance costs for those people 

who cannot take care of themselves.  These costs may include nursing-home care, in-

home care, and other expenses.  In some areas of the country, the cost of nursing-home 

care, or quality around-the-clock, in-home care may be $250 per day ($91,250 per year).  

Additionally, the U.S. Health Care Administration reports that costs are increasing 5.8% 

per year and are expected to more than triple in the next 20 years.   

  

 As a physician, you realize that advancements in medicine have helped to 

increase the average life expectancy. With this increased life expectancy, there is a 

greater chance that each person may suffer a debilitating illness that may require 

significant Long Term Care. With the trends of increasing life expectancies and 

increasing costs to medical expenses, the cost of Long Term Care can easily wipe out 

retirement savings and eliminate any inheritance you would have otherwise left your 

children or grandchildren.   

 

 Won’t the Government cover these Long Term Care 

costs? 
 

 No. Not the way you would like them to. Did you know that in California an 

individual does not qualify for LTC coverage until his/her available resources are worth 

LESS THAN $2,500?  In addition, once that individual begins receiving LTC benefits, 

the state takes all but $30/week of income from the patient.  In a nutshell, you will have 

to spend every last dollar of your savings before you get any help. Though you may have 

more than enough saved to pay for these types of expenses, your potential health problem 

could wipe out your entire inheritance, which you hoped would go to your children or 

grandchildren.   

 

 Incidentally, I see many physicians buying LTCI on their parents because they 

know they will have to take care of them if the need arises. It can be a major financial and 

emotional problem to be getting ready to retire and have one of your parents or in-laws 

get sick and need $50,000-$100,000 per year of medical expenses. Even though this is 

usually done with after-tax dollars, it is a very wise wealth preservation strategy. 
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 I do not think I will need it  
 

 Like most individuals, physicians often do not want to bear the risk of self-

insuring their Long Term Care costs.  So why haven’t more physicians purchased LTCI?  

In a wordeducation.  I see physicians insure their lives, homes, cars, and income but 

not an event (disability) that has the second highest probability of occurring in one’s 

lifetime (second only to death).  Why?  Part of it is the “it is not going to happen to me” 

mentality and part of it is the thought of having to pay LTCI premiums for the next 20-40 

years with only a chance that you will ever use the insurance. 

 

 Would you consider paying for your LTCI if you could do so in a tax deductible 

manner and do so in a finite period like five or ten years?  Would you consider paying 

for LTCI if you knew that your heirs would receive every dollar of that premium at a later 

date income tax free?    

 

 The IRS Gave You a Break 
 

 What the federal government did with regard to a business being able to deduct 

the premiums for LTCI was significant. Under HIPAA (Health Insurance Portability and 

Accountability Act of 1996), LTCI premiums are treated like health insurance premiums 

for the self-employed.  That means an owner of a C-Corporation, S-Corporation, P.C., or 

LLC can now take a tax deduction for 100% of the LTCI (the deduction is limited for 

non-C-Corps).  Prior to 2003, the scheduled deductibility of health insurance and, in turn, 

LTCI for an S-Corporation or P.C. or LLC treated as an S-Corp was as follows:  60% 

deduction for tax years 1999-2001, 70% for 2002, and 100% for tax years 2003 and 

beyond.  (I put the past deduction information in the book because 90% of the physicians 

who were owners in non-C-Corporations were not aware that their health insurance was 

not fully deductible prior to 2003).   
 

 There is no good reason for any physician to pay for his/her LTCI on an after-tax 

basis with the changes in the LTCI laws.  If you are paying for LTCI with after-tax 

dollars, you are paying twice as much as you have to for your LTCI.  

 

 Would you purchase Long Term Care Insurance if it 

were FREE? 

  

 If set up correctly, LTCI can literally be free to the physician.  How?  With a 

return of premium rider.  An example is the best way to illustrate the point. 

 

 Problem: Doctor Smith, age 55, has an estate of $2,000,000 and an income of 

$400,000 a year. Dr. Smith is worried about possibly paying over $100,000 over his 

lifetime for LTC coverage for him and his wife. Dr. Smith also does not like buying 

insurance and does not want to pay LTCI for the next 30 years while he waits to become 

sick.  Dr. Smith’s solution to his problem is through a (1) limited pay LTCI policy paid 

for through his medical office on a (2) tax deductible manner with a (3) return of 

premium rider.   
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 Solution:  

1) Dr. Smith’s corporation pays a deductible premium of $8,985 a year for ten 

years (out-of-pocket cost for him is $5,391 a year in the 40% income tax bracket); 

 

2) Dr. Smith gets disabled at age 75 and needs home health care ($200 a day) 

until death at age 85. (Total LTC benefit for ten years = $730,000). 

 

3) Dr. Smith dies at age 85 and his heirs receive the entire premium paid because 

of the return of premium rider.  This amount = $89,850 which will pass income tax free 

to the heirs.* *Some companies have a setoff on the return of premium rider for benefits paid. 

 

 Bottom line 

  

 The LTCI cost Dr. Smith $53,910 out of pocket over the ten-year pay period.  

His heirs receive $89,850 in cash (income tax free) from the LTCI company because of 

the return of premium rider, and his estate did not have to pay for the $730,000 in LTC 

costs incurred from age 75-85.  Total Cost = $89,850; total Benefit $819,850. 

  

 By purchasing LTCI through the corporation with pre-tax dollars, Dr. Smith was 

able to protect his estate from LTC costs and was also able to return the entire premium 

to his heirs income tax free at death.   

 

 In this example (assuming that Dr. Smith’s estate was worth $4,000,000 prior to 

needing LTC), Dr. Smith’s estate would have been depleted by 25% without LTCI in 

place to protect the estate. Those physicians, who are serious about asset protection and 

would rather leave assets to their children than to the IRS, should look closely at this 

option as a way to shield family assets from the devastating effects of LTC costs. 

 

 Features of a good Long Term Care Policy     
 

 The most important feature of a good LTCI policy is a financially sound 

insurance carrier. Do not consider purchasing the cheapest LTCI policy that you can find.  

LTCI carriers must have the financial strength to sustain their claims’ paying ability well 

into the future when the millions of baby boomers will begin needing LTCI benefits.   In 

a nutshell, do not be pennywise and pound-foolish! 

 

 Getting around the gifting rules  
 

 Many physicians over the age of 60 with sizable estates are told by their estate 

planning attorneys to start gifting money to an irrevocable trust in order to lessen the size 

of their estate (which is done to lessen the estate taxes due at death).  

 

 The problem with an aggressive gift program is that there is only a $14,000 per 

spouse per child gifting limit.  So, if you have one child, between you and your spouse, 
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you could only gift $28,000 a year to an irrevocable trust.  That is peanuts for a large 

estate (especially a liquid estate when the stock market is on the rise). 

 

 If you are still working and if gifting makes sense to lower your estate taxes, then 

you can accomplish the same goal and better by purchasing LTCI through the corporation 

as a 100% tax deductible expense with the return of premium rider.  Why?  Because if 

you bought a very expensive LTCI policy (say a ten pay) you might have a premium of 

$50,000 a year. That premium (that was paid as a deductible expense) would be returned 

to your children income tax free at death.  

 

 Summary:   

 

 Asset protection and wealth transfer both done in a tax deductible manner  

 

 A tremendous opportunity exists to fund a LTCI policy through a business to 

protect a physician’s wealth and to transfer money out of the business in a tax deductible 

manner. The provisions that allow owners of small companies to tax deduct the premiums 

for LTCI provide a vehicle for funding a huge future potential liability with present tax 

deductible dollars. If you are a physician serious about having a complete estate plan that 

protects your heirs, LTCI should be one of your planning tools.   
 

________________________________________________________________________ 

Section 8 

Voluntary Employee Benefit Plans (VEBAs); 

Welfare Benefit Plans (419A(f)6 and A(f)5 Plans)  
 

The IRS Dramatically Alters the Use of 419 and VEBA 

Plans 
 

Generally speaking, the IRS does not like ANY plan designed to mitigate income 

taxes.  If you go through the history of qualified plans, when they first rolled out, the IRS 

deemed many of them abusive tax avoidance plans.   

 

In the good old days of 419A(f)(6) plans (and multiple employer VEBAs) where 

reputable advisors used vendors/TPAs to administer plans to help small business clients 

implement “death benefit only” plans where the company would take sizable tax 

deductions to fund “cash value” life insurance policies owned by the 419A(f)(6) trust 

where the death benefit, if setup correctly, would pass to the heirs income and estate tax 

free at an employee’s death.  

 

And then......GREED came into the picture. Because large ($100,000-$1 million 

dollar) annual premiums were commonplace with these plans, new “better” TPAs came 

into the business and “bent” the Internal Revenue Code (IRC) to make even more 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 227  

marketable/salable plans. This helped millions more in premium dollars flow into plans I 

and many others considered “abusive.”  

 

And then…..the marketers of the plans flaunted it in the IRS’s face which in turn 

drove the IRS to ask congress to pass (which it did in 2003) very negative regulations 

essentially killing the use of 419A(f)6 and (5) plans as well as multiple-employer 

VEBAs. 

 

The phoenix rises….as many in the life insurance industry were licking their 

wounds over the loss of this neat sales tool which was very beneficial to clients, some 

TPAs found that they could use Single Employer VEBAs and 419(e) plans because 

Congress forgot to include them when they passed the negative laws essentially shutting 

down multiple-employer plans. 

 

The same old story—Not that it should surprise you, and it didn’t me, but just 

like multiple-employer plans, single-employer VEBAs/419(e) plans also became much 

abused and were flaunted in face of the IRS, so……. In October of 2007, Revenue 

Ruling 2007-65, and Notices 2007-83 and 2007-84 were issued by the IRS and they too 

are very troublesome.  

 

Essentially, the Revenue Ruling and Notices did away with the deduction to fund 

such plans with cash value life insurance (the tool of choice as it provides for a death 

benefit that can pass income and estate tax free and can be used as an accumulation 

vehicle to fund for post-retirement medical benefits (which come out tax free to the 

employee). 

 

The best way to explain the affects of the new IRS commentary is to do so 

through a little question and answer session. 

 

Questions and Answers about the New IRS Actions to 

Curb 419 and VEBA abuses 
 

Question: Are the IRS Notices and Rev. Rulings “binding” or as good as statutory 

law or case law? 

 

Answer: Notices and Rev. Rulings are not “binding” when, and if, a client 

ultimately gets into a court of law. A tax court can make up its own mind as to the “law” 

and the ultimate positive or negative outcome for a client who has been audited and lost.  

 

Question: Can a business make a tax deductible contribution to a 419 or VEBA 

plan if the trust uses the money to buy “cash value” life insurance? 

 

Answer: This is really the million dollar question. The IRS guidance is clear that 

no deduction in the IRS’s opinion is available for contributions used to pay premium for 

death benefits provided under the plan.  
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Question: Can an employer “carve-out” and only offer benefits to key employees? 

 

Answer: Under the new IRS guidance the answer is absolutely not. You must 

include all eligible employees. 

 

Question: If commentators believe the IRS guidance is faulty, then must the 

guidance be followed? 

 

Answer: Technically speaking the answer is no. As stated, Notices and Rev. 

Rulings are not binding on a court of law. Having said that, everyone is on notice as to 

the opinion of the IRS and anyone who knowingly does not follow the guidance and 

happens to get in front of a court of law that agrees with the IRS will not only lose the 

lawsuit, but will have to deal with the listed tax transaction penalties among others. 

 

Question: Are all 419/VEBAplans now listed tax transactions (requiring the client 

to file form 8886 telling the IRS about the fact that the client is participating in such a 

transaction)? 

 

Answer: No. It seems that only plans that use cash value life insurance have been 

added to the listed tax transaction list (therefore, an annuity only VEBA or plan funded 

with stocks or mutual funds to be used for medical expenses would not be a listed 

transaction). 

 

Question: If I were to sell a 419e or single employer VEBA today, how would I 

sell it? This is also a popular question. 

 

Answer: I would only be selling 419 Plans for pre- and post-retirement medical 

benefits.  

 

Question: Would I sell cash value life insurance to fund the plans? 

 

Answer: I believe you can use cash value life to fund the plans, the question is 

should you? I believe the answer is no and that I’d rather see clients use annuity only 

VEBAs.   

 

Summary on 419 and VEBA Plans 
 

These plans used to be terrific tools used by small business clients to take sizable 

business deductions to fund for death benefits that would pass income and estate tax free 

to employee beneficiaries and to fund for post-retirement medical expenses where the 

benefit would inure to the employees in a tax free manner.    In a word, these plans when 

done right were “terrific.” 

 

Unfortunately, the abuses with these plans became too great and it forced the IRS 

to act. I believe the IRS went too far with their notices, but until case law comes down 

and a judge rules on the new notices (or if the IRS withdraws them), using 419(e) or 
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single employer VEBAs fund for anything other than post-retirement medical benefits is 

not advised.  

 

Summary and Thoughts on Income Tax 

Reduction 
  

 For whatever reason, physicians are thought of as easy clients to sell “product” to 

even if the concept through which the product is sold seems too good to be true.  Highly 

compensated physicians so despise the IRS that they will put money almost anywhere in 

order to defer or avoid paying income taxes.  I do not blame physicians, but you need to 

be careful in this ever-greedy society. 
 

 I did not have space in this book to put in some of the more outlandish topics that, 

in my opinion, are straight out-illegal tax avoidance plans.  However, chances are good 

that in the next several years you will run into a plan that is not above board. 
 

 I would like to end this section of the book with a few comments I hope readers 

will take to heart when reviewing “income tax reduction” plans. 
 

 1) Always have an independent advisor look a plan over before moving forward.  

Your local advisor many times will not be qualified or have time to review a complicated 

tax transaction; and, if that is the case, find another uninterested advisor (even if you do 

not know them) to help review any income tax reduction plan. 
 

 2) Make sure someone or an entity pays tax on the money you are deducting into 

an income tax reduction plan. If you are saying to yourself, isn’t the point of an income 

tax reduction plan to avoid paying tax, the answer is NO. Tax avoidance is illegal. With 

all of the tax topics discussed in a favorable light in this book, someone or some entity 

pays personal or corporate tax on the money at some point. Sometimes there is a deferral 

or sometimes a corporation instead of the physician pays the tax, but, ultimately, 

someone or some entity will pay the tax. 
 

 3) If you do not feel comfortable even after your advisors say a plan is technically 

sound, do not do it. It is better to sleep soundly at night than worry about whether the IRS 

is going to come get you (whether the fear is rightly founded or not). 
 

 4) If you get pitched an income tax reduction plan and cannot find anyone you 

know to review the plan, please give me a call or send me an e-mail.  I would be happy to 

give you my opinion.  Also, if you would like more information on any of the topics 

covered in this section of the book, please feel free to contact me as well.  

 

 5) Finally, when trying to reach Total Financial Independence, a properly and 

conservatively planned “income tax reduction” plan can help you attain TFI years earlier 

than conventional post-tax investing. 



Personal Finance 

________________________________________________________________________ 

              230 

Chapter Four 

Personal Finances 

 

Introduction  
 

 Personal finances are just that—personal. Some physicians like to have their 

money actively traded (day traded) in hopes of getting 20+ percent returns in the market.  

Others like to invest fairly conservatively in order to protect their principal, 

understanding that with conservative investments 10+ percent returns annually probably 

are not going to materialize. Others do not have money to invest because they spend 

every penny they make. 
 

 This section of the material is not going to give you stock tips for where to invest 

your money (you can get that from a stockbroker).  Instead, I am going to detail places 

you can invest your money outside of stocks and the pros and cons to those options.  Life 

insurance is often used as wealth building tool for many physicians. This can work out 

very well if done right for the “right” client (which you can read about starting on page 

130 and again on page 203).   

________________________________________________________________________ 

Section 1 

Section 529 Plans 
 

 A Sensible Way to Save for College Education 

 

 Because physicians are a group of high-income parents, they have created a two-

fold problem when it comes to paying for their children’s education.  First, because 

physicians are perceived to be “high income,” their children believe by right that their 

parents must pay for college.  Second, because most physicians are in the highest income 

tax bracket, it costs an extra 40% or more to pay for college due to that bracket. 
 

 Are you looking for a way to save for your child’s or grandchild’s college 

education (tuition, books, and room and board)? Do you like the idea of money growing 

INCOME TAX FREE? Are you looking for a college savings plan that allows 

investments far beyond the $500 educational IRA? 
 

 Would you be interested in reducing your taxable estate without paying a gift tax 

and without giving up control of the money? I created this section of the material to 

introduce you to the Section 529 Plan. These plans have been around for sometime. You 

probably have heard of the original plan that allows you to put money into an account 

with the state for use at a later time IF your child goes to a school in the state where the 

money was contributed.  Further, that school must be a state-run school, not a private 

school.    
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 The new Section 529 Plans have been tweaked by Congress to allow you to 

contribute to a 529 Plan, have the money grow, and taken out income tax free as long as, 

when the money is taken out, it is used for college tuition, room and board, books, etc.  

Unlike the old plans, the money in a 529 Plan can be used to pay for ANY two-four year 

school that qualifies anywhere in the country (private or public). 
  

 With the average cost of a four-year education costing $47,000 for a public school 

and over $100,000 for a private college, it is no wonder parents are having trouble 

sleeping at night.  Factor in inflation, and the numbers jump to $115,000 and $250,000 

respectively in 20 years.  That means the cost to a physician in the 40% tax bracket in 20 

years will be $190,000 pre-tax to pay for a $115,000 four-year education and over 

$400,000 pre-tax to pay for a $250,000 four-year education.  We all hope the cost of 

education does not go that high, but I use the 20-year projections to illustrate why you 

need to deal with the topic today. (By the way, it will be impossible for physicians to pay 

for education if reimbursement hovers around Medicare reimbursement rates). 
  

 What can be done?  As I have stated above, the new Section 529 Plans are really 

the main viable option I know of where a parent or grandparent can immediately put a 

significant amount of money away tax deferred every year to protect against the problem.  

If you have physician friends who are trying to put two children through college, ask 

them if they would have contributed 10-15 years earlier if there was an opportunity to do 

so into an income tax free vehicle where the money could come out and the gains would 

NOT be taxed. 
 

 Parents and/or grandparents can fund up to $14,000 a year into a 529 plan per 

child/grandchild without incurring gift taxes. Also, the laws allow people to supercharge 

the funding of a 529 plan by contributing $70,000 in year one to the plan per 

child/grandchild (however, no further gift tax free contributions can be made again until 

year six).  
  

 We all can do compound math, but I think an example will be helpful. 
 

 If you would have invested $10,000 into a Section 529 Plan starting in 2010 for 

five years and that money grew at an assumed 8% until 2024, you would have 

approximately $113,472 of which $63,472 would be growth. Normally, the growth would 

be taxed. With the new 529 Plans, the growth is not taxed, thereby freeing up an extra 

$25,388.80 if you were to take the money out in one lump sum at a parent/physician’s tax 

bracket of 40%. The five-year example would allow your child to take out $30,000 a year 

income tax free for four years and $8,379 income tax free in the fifth year to pay for 

tuition, books, and room and board. (Remember the money left in the 529 Plan continues 

to grow at 8% while in the plan). 
   

 Contrast this with the fact that you will have to find $50,000 a year pre-tax for 

four years and $30,000 in the fifth year pre-tax to provide the same value.   
 

 The main problem with 529 plans is that there is no stock market protection. 

Most people invest in mutual funds and do not rebalance into more conservative 
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investments as the child gets closer to attending college. This cost those with money in 

529 plans billions of dollars during the 2000-2002 and 2007-2009 stock market crashes.  
 

 In a nutshell 
  

 Using my example, you can contribute $10,000 post-tax a year for five years 

($50,000) now while the health insurance companies are still paying more than Medicare 

rates in some states; or you can find approximately $50,000 pre-tax a year for four years 

starting in year 2024 when we have no idea what the insurance companies will be paying 

if the government has not socialized medicine by then. 
  

 My advice is simpleyou should consider taking advantage of Section 529 Plans 

if you are going to fund your child’s education.   
  

 Side note for grandparents   
  

 If you are a grandparent and you are trying to figure out a way to shrink your 

estate via aggressive gifting, charitable giving, or trusts in general, you should consider 

funding a Section 529 Plan for your grandchildren. It is a terrific way to immediately 

transfer wealth out of your estate while at the same time still having access to the money 

(with a 10% penalty if the money is not used for education). A Section 529 Plan can 

provide a life-long benefit to your grandchildren. 
 

 Asset protection 
  

 I have talked with several different companies that offer 529 Plans, and I cannot 

find one that will go on the record and state that money in a 529 Plan is asset protected.  

There are some states that have language in their 529 statutes that try to make their 529 

Plans protected from creditors, but no one knows for sure if that will work. My official 

position is that a 529 Plan is not asset protected; and I suggest that, if you are worried 

about asset protecting a 529 Plan, you use a state that has language attempting to asset 

protect their 529 Plan even though we are not certain if the language will hold up in a 

court of law.  

________________________________________________________________________ 

Section 2 

Life Insurance 

  

 Life insurance can many times work out as a nice POST-TAX wealth building 

tool. (See page 203 of this book where I compare growing wealth using cash value life 

insurance to that of growing wealth using a tax deferred 401(k) plan).  

 

 Also, if there is a way to fund a life insurance policy in a tax favorable manner 

like through a Captive Insurance Company, I would recommend looking into that as well.  

To read more about the different types of life insurance, please turn to page 116.  
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________________________________________________________________________ 

Section 3 

Annuities 
  

 As most people are aware, annuities are investments funded post-tax that are 

allowed to grow tax deferred.  Below, I will explain the three most common types of 

annuities and give you my opinion of who is a candidate for each type of annuity. 

 

 There are two main reasons annuity companies continue to sell billions in 

annuities every year. 

 

 1) Stock market slumps.   

 

 When the stock market is down, annuity sales go up; and when the stock market is 

up, annuity sales go down.  The reason is fairly simplewhen the market is doing well, 

investors do not think they need the security of the annuity to guarantee their principal 

investment or the need to find a guaranteed return product.  When the market is doing 

poorly, everyone jumps to some sort of guaranteed annuity to protect their principal 

investment while hoping to get a modest return.   

 

 2) Older investors.   

 

 With investors who are getting near retirement, many choose to put money in 

annuities with some guarantee to protect against not having enough money in retirement 

to live on.  It is one thing for a young investor to choose an annuity to protect a long-term 

investment; but it is quite another for an older investor who, if he/she has a significant 

drop in wealth and/or dramatic lifestyle changes (not in a good manner), might not be 

able to retire as he/she planned due to a lack of funds.  

  

 If an older investor plans on retiring in two years (assuming a normal period of 

stock market growth of 8% over a period of years preceding retirement), he/she will be 

counting on some rate of return on his/her assets to live on when in retirement.  If the 

stock market goes down significantly (like it has from years 1998-2000 and again from 

2007-March of 2009) and the wealth of a client (who is in the stock market) is not 

principal protected, the client might not be able to retire in the year planned or, if in 

retirement, the client might have to cut back significantly on his/her lifestyle due to 

financial constraints or, even worse, might have to go back to work. 

  

 There are millions of Americans wishing they had put their money into 

guaranteed annuities prior to the crash of the stock market (specifically the NASDAQ) in 

2000 and again before the crash starting in 2007. If protecting your income stream in 

retirement is important to you, then you should consider one of the annuities discussed in 

the upcoming material. 
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________________________________________________________________________ 

Fixed Annuity 
 

 Fixed annuities are something that usually get incorporated into a wealthy client’s 

estate plan later on in life.  The scenario plays out over and over with high-end clients in 

or nearing retirement. Client, Dr. Smith, is 65 years old and has $1,000,000 in a 

brokerage account. Dr. Smith is afraid that the market might tank like it did in 2000 or 

2007; and if his brokerage account is not protected, he will not have enough money in 

retirement to live on.  What does Dr. Smith do?  He buys a guaranteed fixed annuity to 

protect his principal investment and orders the annuity to pay out for some specified 

period of time a guaranteed income. 

 

 How does a fixed annuity work?  

 

 Very simplyan investor pays to an annuity company (typically an insurance 

company) a sum of money.  In return, the client will receive a guaranteed investment 

return for the life of the annuity (which also is accompanied by a guaranteed payout on a 

monthly or quarterly basis to the client).  Money in the annuity is allowed to accumulate 

tax free.  Tax free accumulation is not a huge issue for retirees with modest annuity 

balances who are looking to drain their annuities to zero in retirement with a fixed payout 

period. 

 

 Investment returns  

 

 The annuity company typically invests the money in a fixed annuity fairly 

conservatively.  Many times, the investment returns mirror interest rates or are invested 

in conservative bonds.  Overall, you will typically get the lowest rate of return (after all 

fees) with a fixed annuity due to the trade off of a guaranteed annuity payment. 

 

 What types of payouts are available?  

 

 Period certain – Clients can purchase a fixed annuity that pays them over a 

period certain such as 10, 15, or 20 years. Depending on your goals, a fixed payout period 

might be just what you are looking for.  The annuity company when entering into the 

contract with you will promise to pay X amount for 10, 15, or 20 years (or whatever the 

negotiated term is).  The client can budget for that money no matter what happens to the 

stock market.    

 

 When the payment period is over, there is no more money due to the client.   

 

 What if the client dies?  It depends.  Some period certain annuities will continue 

to pay the monthly or quarterly benefit to the beneficiary of the contract.  Some period 

certain annuities will immediately pay the balance to the beneficiary while others will 

continue to pay a monthly benefit for that initially designated period.  With the lump-sum 
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payout to the beneficiaries at the annuitant’s death, the monthly or quarterly annuity 

payment while living will be less. 

 

 Drawbacks 
 

 Surrender charges – If you ever need the money from your fixed annuity in a 

lump sum for whatever reason, you can bank on the fact that there will be surrender 

charges in the first three-ten years of the annuity.  If you have a fixed annuity and wonder 

what your surrender charges are and when and if they expire, simply call your annuity 

provider and they can get you that information. 

 

 Fees – As with any annuity, fees will eat up a portion of the money going into the 

annuity.  The annuity company has to make money, and the agent who sold you the 

annuity is also getting paid a nice commission.  

 

 Low rates – One major drawback of a fixed annuity is the fact that you might get 

stuck with low rates of return.  In 2010, interest rates were at historic lows.  Low interest 

rates are great for home and business loans; but the return rates on fixed annuities seem to 

follow those interest rates, and yields from fixed annuities in 2010 were pathetically low.  

Once you get into a fixed annuity, you are stuck there for at least as long as you want to 

avoid the surrender charge for giving up the annuity or 1035 exchanging the annuity.  If 

yield rates go up 5% for new fixed annuities in the year following your purchase of a 

fixed annuity, you will basically be forced to wait until your surrender charges evaporate 

to move your money to a different fixed annuity. 

________________________________________________________________________ 

Variable Annuity 
 

 Although I am not a huge fan of variable annuities, billions of dollars each year 

are invested into them each year. 

 

 Characteristics  
 

 A variable annuity is simply a wrapper around an investment that allows it to 

grow tax deferred (although the initial investment is post-tax).  The thrill for the client 

seems to be tax free growth; but when you look at a variable annuity closely, are you 

really getting what you are after? 

 

 No guarantees 
 

 For 95% of the variable annuities sold (unless you annuitize the variable annuity) 

you have no investment guarantees.  If the stock market goes in the tank, so does your 

variable annuity.  (This is changing as clients demand principal protection). 

  

 Annuitizing your variable annuity simply means that you no longer have the 

option of surrendering the annuity and getting your money back from the annuity 
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company in a lump sum or 1035 exchanging the annuity to another company.  Basically, 

when you annuitize a variable annuity, the insurance company then assumes all risks of 

investing your money and then promises to pay you an annuity benefit for a period 

certain or for your lifetime. 

 

 Different insurance companies do have guaranteed living benefits as well as death 

benefits. Depending on your objective, the need for either of these benefits may not be 

applicable. Getting the correct advice on variable annuities is very important (and hard to 

find) when analyzing a contract and its benefits.   

 

 Living and death benefit of variable annuities  
 

 Guaranteed living benefits can range from 5%-6% of the original investment 

compounded annually. However, with some of the riders, to take advantage of this 

particular benefit, you must annuitize the contract. That could be good or bad, depending 

on your situation. (In order to receive this guarantee with a variable annuity, you have to 

attach a “rider” to the contract, which will cost you additional fees each year).   

 

 Your goal should be to annuitize a contract as your last resort. Because, in most 

situations, once you annuitize a contract, you lose control over your money and the 

insurance company takes over the management of your money and promises to pay you a 

certain amount, usually monthly, for the rest of your life or for a period certain.  

 

 There are strategies on how to maximize the annuity payment; but unfortunately, 

those strategies are too lengthy to be discussed in this book.  

 

 With the VA riders that do not force you to annuitize to start a guaranteed income 

for life, the terms of such annuities are so inferior to those that can be purchased using 

Fixed Indexed Annuities that they are not worth purchasing.  

 

 Other variable annuity riders  

 

 Besides the guaranteed investment rider, another available rider in some contracts 

allows you to look back over the life of the contract and take the highest anniversary 

account balance and annuitize that figure. Let’s say you invested $100,000 in 2000; and 

during the course of your contact, your account balance on an anniversary date was as 

high as $300,000 in 2006 and, subsequently, later dropped down to $90,000 in 2007.  

With this particular rider, you are allowed to look back and annuitize your account 

balance at the highest watermark, which was, in this situation, $300,000. Fees are high, 

but guarantees have costs associated with protecting an income stream for retirement.   

 

 Typically, people put their money into annuity contracts when the market is 

down, which, in my view, is a good idea. Why? Because you know you placed your 

money in the market at the best possible timewhen it is down.  This gives you the best 

chance of taking advantage of future upside swings in the market when it turns around.   
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However, nobody has a crystal ball and knows when the market will change. Market 

timing is a loser's game, but that is another story.  

 

 Tax Advantages  

 

 Everyone thinks a variable annuity is some wonderful tax haven for money. In 

fact, you can pay more taxes on money coming out of an annuity than with traditional 

post-tax investing in a brokerage account.  Assuming you had your brokerage account in 

an investment that did not create income (dividends) each year, the tax you would pay on 

stock when sold is the long-term capital gains rate of 20%.  

 

 In a variable annuity, you get a blended tax rate where all of the gains that come 

out of the annuity (above basis) are treated as ordinary income (and, therefore, taxed at 

your income tax rate at the time of distribution from the variable annuity).  Many 

salesmen sell products and investments based on the fact that physicians will be in a 

lower tax bracket when they retire.  I believe most of my physician clients (especially the 

surgeons) will never be in a lower tax bracket; and, therefore, when money comes out of 

the variable annuity, the physician will pay income tax on the gains (a good thumbnail to 

use is 40%). 

 

 While investors can set up a brokerage account that has minimal taxes on the 

investment, most people instead have an active brokerage account that involves dividends 

and creates short-term capital gains (which are taxed as ordinary income). So, if we 

considered a blended rate of 31.25%, then the breakeven point would be at 14 years at 

8% and 10 years at 12%. The longer the time horizon the better off you are putting your 

money into annuities. By breakeven, I mean that, until you reach the breakeven point, 

you would be better off not using an annuity from a tax standpoint; and after the 

breakeven point, an annuity will progressively work better than post-tax investing. 

 

 Fees  
 

 Fees are another reason I am not a huge fan of variable annuities (annual fees can 

be in excess of 3.5% a year).  The fees in a variable annuity if you are not getting a real 

tax advantage are wasteful.  This would depend on your age and the number of years you 

wait before taking money out of your annuity.   

 

 With a fixed annuity, I mentally feel more comfortable with it since you have a 

guaranteed rate of return; and with an indexed annuity, the fees are lower due to the fact 

that the money is not invested in mutual funds (with separate loads) but instead peg an 

index which with some companies does not add any extra expense load to the annuity. 

 

 Beating the indexes  

 

 One final thought on the investment returns of variable annuities. Most variable 

products over the long run do not outperform the index funds (like the S&P 500 index).  
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While everything took a beating in the market in 2000-2002, when comparing index 

funds to variable annuities, you will find that the majority of the time the indexes did 

better; and if you invested in an indexed annuity, your expenses in the annuity would 

have been less.  Since it is not sexy to use index funds, many physicians like their money 

in variable annuities; but for my money, I prefer to peg my growth to the indexes and, 

when possible, use an annuity with a principal guarantee which you can get with an 

indexed annuity (see the next section of the book on the “New” annuity). 

 

 Conclusion  

 

 Variable annuities can work IF the stock market does not tank before you need to 

access your money and IF you are in a lower tax bracket after you retire. Variable 

annuities with the guarantee rider can also work for you if you know for a fact when you 

put your money into the annuity that you will at some point annuitize the contract.  I am 

not writing this section of the book to bash annuities, which have a big role in estate 

planning.  The key is using an advisor who knows all the different types of annuities and 

can put a plan together for you that is the most flexible and one that can maximize your 

investment returns. 

 

________________________________________________________________________ 

Guaranteed Fixed Indexed Annuities (FIAs) 
  

One of the Most Powerful and Secure Wealth Building Tools 

Available Today 
This part of the book will be updated in the 9

th
 edition due out the summer of 2020. 

Explaining the Simple but Confusing FIA 
  

After the stock market “crash” of 2000-2002, where many segments of the market 

went down over 50% (and the S&P 500 went down 46%), clients started realizing that the 

stock market really doesn’t return 10%+ every year. Millions of people lost billions of 

dollars in the market over that three-year stretch, and now those same clients are looking 

for alternative investments with principal protection.  

 

 FIAs are a nice but confusing option for clients to protect their investment dollars 

while still trying to participate in market growth. Additionally, with the advent of 

guaranteed returns (accumulation value) coupled with a guaranteed income for life, FIAs 

are becoming a staple in nearly everyone’s retirement portfolio. 

 

What is the Number One principal protected investment used by clients?  

Certificates of Deposit (CDs). Why?  CDs are simple—there is a guaranteed return on the 

investment, and the investment can be changed at the end of a term of months or years. 

 

As most clients have figured out, CD rates are very low (as are rates on any 

“fixed” return investment vehicle). Clients balk at the low return rates (especially when 
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they know they have to pay income tax on the return) and would like to have 

something better. 

 

What is better than fixed return vehicles? The quick and easy answer is anything 

that starts with the word “variable.”  The only problem is that most variable investments 

(mutual funds being the most prevalent) have no principal guarantees.      

 

What about FIAs?  
 

FIAs are a bit of a hybrid between a variable investment tool with no guarantee 

and a fixed investment vehicle with a principal guarantee (and no upside growth 

potential). FIAs do not subject a client’s money to the risks of the market but still give a 

client the potential to benefit from upswings in the market.  

 

In an FIA, the upswing in the market is typically capped at a certain number (9% 

a year as an example); and FIAs typically peg their growth to an index (such as the S&P 

500). As will be explained below, the real question is how to determine which FIA to use.  

 

The following is an example of what would have happened to money in a 9%* 

annual cap (point to point) FIA with principal protection and growth pegged to the S&P 

500 from 1992-2002 and a comparison to what the client would have had in a typical 

brokerage account with the same returns. I am assuming the money in the brokerage 

account had the typical capital gains and dividend taxes levied on the account every year 

as well as a 1% management fee. *In 2015, caps on FIA are more like 5-6%. 

 

   Investment       Balance at the  Balance After Tax  

   Period         end of 2002       in lump sum 

   1992-2002                 (40% tax bracket) 

 

Brokerage Account 

$100,000   10 years           $123,750          $123,750 

 

FIA with 9% Cap 

$100,000  10 years          $172,000          $143,200 

 

In the above example, the client not only received principal protection but 

actually ended up doing better than what he/she would have earned in a brokerage 

account even though the FIA had a 9% annual cap on earnings during this time frame.  

   

If you are saying to yourself the above example is misleading because every ten 

years the stock market is not going to have a “crash” like what happened in 2000-2002, I 

would agree with you. But as every advisor knows, no one can tell the future (look what 

happened again in 2007-2009). 
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If we use the same ten-year time frame and instead use 1989-1999, the numbers 

would be as follows: 

 

   Investment       Balance at the  Balance After Tax  

   Period         end of 1999       in lump sum 

   1989-1999                 (40% tax bracket) 

 

Brokerage Account 

$100,000   10 years           $240,000          $240,000 

 

FIA with 9% Cap 

$100,000  10 years          $204,500          $162,700 

  

Investing in an “up” market in stocks/mutual funds is always going to be better 

for clients than investing in an FIA with a cap.  However, for many physicians, trying to 

get the best of both worlds (principal protection and upside growth) will be appealing for 

some, if not a great percentage, of their portfolios.  

 

The Different Types of Indexed Annuities 
 

Wading through the different types of FIAs is very difficult.  Almost every major 

insurance company has an FIA, and each one of their products seems to be different. 

FIAs and their caps vary depending on what type of valuation method is used.  Most caps 

are offered with the option of “point-to-point” or “month-to-month” valuation.    

 

Definitions 

 

Point-to-point valuation simply means the annual crediting value will be locked in 

12 months after the annuity is funded. For example, if an annuity was funded with 

$10,000, and on the 365th day the S&P was up 7%, the client would be credited with 7% 

growth. If the day before or the day after the anniversary date, the S&P was down to 5% 

growth, that number is immaterial when determining the amount credited for that 

particular year. 

 

Month-to-month valuation simply takes the monthly return of the market and then 

averages that return for the year to come up with the final crediting number.  Monthly 

valuation almost always returns to the client less than point-to-point valuation and, 

therefore, most insurance companies have higher annual caps with the month-to-month 

valued FIA (because their exposure is less).   

 

The following is a summary of various ways indexed annuities can be offered (I’ll 

be discussing point-to-point annuities only with growth pegged to the S&P 500). 
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Traditional -   

 

To me, traditional means the FIA has a hard annual cap (ranging from 5-12+% 

depending on the year purchased) and a guaranteed investment return of zero (0).  If the 

S&P 500 goes up 10% with a 10% cap, the client receives that return in that particular 

year. If the market goes up 20%, the client receives 10%; and if the S&P 500 returns 

negative 10%, the client is credited zero. The FIA also has a 100% participation rate 

(explained below). 

 

Non-100% participating FIA – 

 

Participation Rate is how much of the annual growth of a measuring index (S&P 

500 most of the time) will be credited towards the amount of money in the FIA. In a 

traditional FIA, the participation rate is 100%, which means that 100% of the return will 

be credited to the money in the FIA. Some FIAs have less than 100% participation.  Most 

of those policies, however, have higher caps or no caps at all on the measuring index.  

  

For example, if a client had $100,000 in an FIA with a 75% participation rate and 

the S&P returned 25% for the year, the client would be credited with 75% of that growth, 

which is 18.75%.  In 2015, most participation rate products with no caps are around 40% 

(meaning in this example, the credited return would be 10%).  

 

At first blush, this type of FIA sounds much better for the client if the client 

believes the S&P 500 will have returns similar to past years where it spiked 15-35% in 

any given year (i.e., the old adage that the S&P 500 might average 8% a year, but it never 

returns 8% a year). If, however, the S&P 500 does not have those high spikes, the lower 

participation rate annuities will not perform better than FIAs with hard caps and a 100% 

participation. 

 

FIAs with Fees 

 

 The above two FIAs are typically sold as “no load” FIAs where there is no annual 

administration fee, service charge, certificate charge, or management fee. Many FIAs, 

however, do have such charges (hereinafter CC for certificate charge). CCs are almost 

always charged ONLY when the measuring index has a positive year. 

 

 For example, an FIA might offer a 100% participation rate with NO cap on 

returns and principal protection, which sounds wonderful. Unfortunately, that same 

annuity would typically have a CC of, let’s say, 2% annually. When you run the numbers, 

annuities with hard caps and no fees will outperform FIAs with better cap terms if the 

market does not have years with 20% plus returns.    

 

FIAs with Bonuses 

 

 Many of the FIAs in the marketplace will give the annuity owner a “bonus” for 

buying the FIA.  A sampling of the current marketplace shows that one company has a 
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10% first year bonus, which would mean that, if a client put $100,000 into the annuity, 

the account balance would be $110,000 to start off with.  Another has a 1% bonus each 

year for the first 12 years (based on the first year’s premium), which would mean in the 

$100,000 example that the annuity company contributes into the FIA $1,000 a year for 

the client no matter what is happening with the measuring index. 

 

 Since insurance companies never lose money, there is always a catch when they 

give something for “free.” Typically, when a company offers bonuses, the surrender 

charges in the annuity are greater and for a longer period of time.   

 

FIA Contract Changes 

 

One of the reasons an FIA is difficult to evaluate is because the annuity company 

by contract can change many of the variables that make up an FIA. What can be 

changed? 

 

1)  The Caps.  Most of the companies offering hard annual caps reserve the right 

to change those caps on an annual basis. The companies always have a bottom cap 

threshold they cannot go below. Physicians need to understand this so they do not get 

upset when the 9% cap moves down to 6% in a low interest rate environment. 

 

Some companies will have multi-year caps. Companies, instead of having an 

annual cap, will have caps that stretch out for two or more years. For example, if the 

company has a two-year 15% cap, the client will not be credited more than 7.5% a year 

for the two-year window.   

 

2)  Participation Rate. Many companies reserve the right to change the 

participation rate annually.  An FIA might start with a 100% participation rate in an up 

market; but when the market turns, that rate can be adjusted down to whatever minimum 

threshold the FIA contract language states. 

 

One of the limited participation rate “no cap” FIAs in the current market has a 

ten-year window for that product where the 75% participation is calculated with a 

principal guarantee at the end of the tenth year. This is important because, without the 

annual guarantee of zero, the ten-year window will include down years that will be 

factored into the amount credited. 

 

3) Certificate Charges (fees). Many companies have changeable CCs. If you look 

at some of the marketing material for an FIA, the chances are good that the CC indicated 

on the brochure is not the same as the CC the company is currently charging clients. I’ve 

seen one company where their cap was 8%, and the highest possible CC the company 

could use was 15%. With that scenario, if the measuring index returned 8% and the CC 

was 15%, the client would receive a zero return when the market was up 8%. 
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Surrender Charges 

 

 All FIAs have surrender charges the client would pay if the client wanted to give 

up the annuity and take all the money. Those charges vary depending on the company but 

typically will start out very high the first few years (10-15%) and then scale down to zero 

after 5-15 years. Products with shorter surrender periods typically have less features 

and/or lower caps/participation rates but more liquidity.  

 

Practical Application for FIAs 
 

There are really two types of investors who FIAs work best for—those who have 

money in fixed investment products (typically CDs) and those who are getting to an age 

where maintaining principal in an investment portfolio is important. 

 

 CDs vs. FIAs 

 

 The typical scenario. Say you have $25,000 in a CD or savings account, and your 

take home pay is in excess of $250,000 a year. You mentally like to keep money in a CD 

or savings account so you can have ready access to it in case of an emergency. You do 

not end up needing the money for ten years; and at the end of tenth year, you have 

$27,167 (In 2015 CD rates are terrible. I used a 2% gross rate of return netting 1.2%).   

 

 If you had your money in an indexed annuity with a minimum guaranteed return 

rate of 0% but possible higher returns of 6%, you would have approximately $38,824 (I 

assumed a 4.5% average rate of return). You have not paid taxes on the gain yet, but you 

were able to use all your money and have it grow tax deferred for that ten-year period.  

Further, if your circumstances change and you do not need the money available for short-

term cash, you can allow the money to continue to grow tax deferred until retirement; and 

then you could turn the account balance into an annual guaranteed income for life that 

could never be outlived (something that could never be done with money in a savings 

account or CD). 

 

 The main downside with annuities as discussed earlier is that they typically have 

surrender charges for five-ten years should you withdraw your money or 1035 exchange 

the annuity to another company. To me, that is a non-issue. If you have $10,000-

$100,000 in savings and you need short-term capital, use your line of credit through work 

or take out a home equity loan. The interest will be deductible; and for a short-term 

problem, that is a much better answer than leaving your money in a CD or savings 

account for ten+ years waiting for a cash flow problem to arise. 

 

 Rollover IRAs  

 

 Retiring physicians (or those who are close to retirement) should consider FIAs as 

a way to protect their wealth while still participating in upward growth in the stock 

market. Rollover IRAs seem to be very in vogue, but most advisors who roll clients into 

IRAs at retirement do so and then put those clients into mutual funds with no principal 
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guarantee. While the client does not need a tax deferred vehicle inside a tax deferred 

vehicle, FIAs still make sense to preserve principal in retirement so the client does not 

have their portfolio go backwards. 

 

“Guaranteed Income Benefit” (GIB) Riders on 

FIAs? 
 

Let me ask you a few simple questions that will set up this section of the book:  

 

1) What’s more important to you today when deciding how to grow your wealth? 

   

-Reaching for 8-10-12%+ growth where your money is 100% at risk to stock 

market downturns and crashes? 

 

OR 

 

-Earning a 7% guaranteed return (on accumulating assets)? 

 

2) In retirement, would you be happy if your accumulated assets could guarantee 

an income stream you could never outlive with the following schedule: 

 

4.5% if activated at age 60 

5.5% if activated at age 70 

6.5% if activated at age 80 

 

If you would be happy with a guaranteed return on your wealth coupled with a 

guaranteed income stream that you could never outlive, then you should proceed to read 

the rest of this section. 

 

If you like the concept of placing 100% of your liquid wealth at risk in the stock 

market in an effort to generate returns that could be 8-10-12%+ or produce returns of 

negative 59% (like what happened in 2007- March of 2009), then you do not need to 

read this chapter.  

 

Recently, insurance companies offering FIAs have rolled out a new twist that 

significantly improves the product.  It is called a GIB Rider; and it does just what it 

sounds like, e.g., provides a guaranteed income for life an insured can never outlive.   

 

The GIB rider “guarantees” a regular monthly, quarterly, or annual payment for a 

client’s lifetime, even if the account balance of the FIA does not support the income 

stream.  
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Example: Suppose you were 65-years-old and positioned $500,000 in an FIA 

with a 5.5% lifetime income benefit rider. If you activated the rider immediately, the 

insurance company guarantees a withdrawal of $27,500 per year for the rest of your life  

no matter how long you live (even if the account balance does not have enough money in 

it to support the stream of income). 

 

Accumulation Account vs. Actual Account Value 

 

With any FIA, the annuity owner will have a cash account value (CAV) (the 

amount of money actually growing at market rates in the annuity every year) and a cash 

surrender value (CSV) (the amount of money an owner would walk away with if he/she 

surrendered the annuity and asked for all the available cash).  

 

When a GIB rider is added to a FIA, there is an additional accounting measure 

that must take place.  The insurance company must start an accounting for what I like to 

call the “accumulation account value” (AAV).    

 

The AAV is the amount that will increase at whatever the guarantee being offered 

by the insurance company happens to be at the time you buy the annuity with a GIB rider.  

If you bought a FIA with a 7% “guaranteed” return, the guarantee is applied only towards 

the AAV NOT the CAV or CSV (see the following example for a better understanding of 

the distinction). 

 

The AAV is NOT a walk-away account value. It is ONLY used for calculation 

purposes when determining the guaranteed income for life payment. 

 

 

  Accumulation 

Account Value 

Cash Account 

Value  
(surrender fees not included) 

Issue Age 55 $100,000  $100,000  

Year 1 Age 56 $107,000  $103,600  

Year 2 Age 57 $114,490  $107,329  

Year 3 Age 58 $122,504  $111,193  

Year 4 Age 59 $131,080  $115,196  

Year 5 Age 60 $140,255  $119,343  

Year 6 Age 61 $150,073  $123,639  

Year 7 Age 62 $160,578  $128,090  

Year 8 Age 63 $171,819  $132,702  

Year 9 Age 64 $183,846  $137,479  

Year 10 Age 65 $196,715  $142,428  
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Let me use an example, and I think you’ll understand how the two different 

account values grow. In the above chart, you will see an AAV in the center column and 

the actual account value in the right-hand column (for this example, assume the actual 

account value is the CAV).  

 

This example product has a 7% guaranteed rate of return every year on the 

AAV.  For the CAV, I assumed a random rate of return (which is what will happen in the 

real world).  

 

As you can see, the center column grows at 7% and is much higher than the actual 

account value in the right-hand column. While one of my favorite FIAs did grow on 

average more than 5.5% over the last ten years, I wanted to assume something less for 

this example.  

 

Accumulation periods and guaranteed returns on the AAV vary per company and 

per product. Some companies only allow the AAV to compound for 10 years. As you’ll 

see, one company allows it to grow for 20 years. Some products have a guaranteed return 

on the AAV at 6%, 7%, and depending on the interest rate environment, you might find 

one at 7.5%.  Some also have bonuses that range from 3% all the way up to 25%.  

 

What are the fees for GIB riders?  They vary per company but range from .4% 

a year to 1% a year.  The fees do not affect the GIB for life payment but will affect how 

much will be passed to the heirs at death (if there is an actual account value at that time). 

 

What is the GIB for life payment based on? Again, it will vary per company.  

A classic payment schedule is a 4% income payment from ages 60-69 and 5% from ages 

70-80. However, some companies have five-year payment bands (4.5% from ages 60-64, 

5% from 65-69, 5.5% from ages 70-74, etc.). And other companies simply take your age 

and subtract 15 (for example, at age 69 the payment would be based off of a 5.4% income 

stream). 

 

Do you have to "annuitize" the FIA in order to get the guaranteed income 

benefit? The answer is no. If clients want to take distributions from the FIA in a lump 

sum, they still can do so; although this will lower their guaranteed income benefit going 

forward. 

 

With any of these products, it’s key to work with an advisor who understands and 

has the ability to run the numbers on all of them.  I had programmers build my own 

proprietary software so I could illustrate the income benefit as well as the account values 

with and without the fee for the rider. If you would like to see how the numbers would 

look for your personal situation, feel free to e-mail me at roccy@thewpi.org.  

 

The key to these products with a GIB rider is that you will never run out of money 

no matter how long you live.  If and when the actual walk-away account/surrender value 

goes to zero, the insurance company will continue to pay the GIB for as long as you live 

(you’ll see an example of the numbers shortly).  

mailto:roccy@thewpi.org
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Let’s look at few examples of how FIA with guaranteed income riders work: 

 

Example 1 

 

Let’s look at an example for a 79-year old with $500,000 in his FIA “accumulation 

account” with a GIB for life rider. With some products in the marketplace, the client is 

going to receive a GIB of 6% a year for life. 

 

The income for this annuitant using a normal FIA with a GIB rider would be 

$30,000 a year ($500,000 x 6%). 

 

What about with the “fairer” GIB payout? The example client would receive a GIB 

of 6.4% (79 (age) – 15 = 64 x .001 = 6.4%). 

 

The income for this annuitant using what I consider the FIA with the fairest GIB for 

life rider (6.4%) payment schedule would be $32,000 a year. With the better payment 

percentage, the annuitant receives $2,000 more income every year for life.  If the annuitant 

lived another 10 years, that’s an additional $20,000 of income.  

 

DIFFERENT GUARANTEED RETURN PERCENTAGES 

 

Example 2 

 

This example will use the information from a previous example and will illustrate 

how important both the guaranteed rate of return on the accumulation account is, and the 

guaranteed rate of return on the income benefit.  

 

There is a significant difference between a guaranteed accumulation value of 5% 

and 7%. For example, if a client, age 50, positioned $500,000 into the new FIA with a 7% 

guaranteed accumulation value, that value at age 70 would be $1,934,842.  

 

If the client used a FIA with a guaranteed accumulation value of 5%, that value 

would be 1,326,649. 

 

There is also a significant difference when an annuitant can receive an income 

benefit of 5.9% vs. 5%.  

 

If an example client is 74 when starting the GIB, using the more client friendly FIA, 

the GIB for life would be 5.9% x $1,934,842 (the accumulation value) = $114,155 every 

year until death.   

 

Using the typical or more standard income payment schedule which is a 5% income 

benefit ($1,943,842 x 5%), the annual payment for life would be $96,742.  

 

When I compare that to the typical payment schedule using a 5% guarantee on the 

accumulation account and a 5.9% GIB, look at the difference:  
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5.9% x $1,326,649 = $78,272 every year until death. Using a 5% income benefit on 

the 5% guaranteed roll-up accumulation account, the payment each year would be $66,332. 

 

The difference is staggering.  The following chart brings all the previous numbers 

together. You’ll notice the biggest difference in annual payments is between a 7% 

guaranteed return with 5.9% payout and the 5% guaranteed return with 5% payout.  

 

 5.9% Income 5% income 

7% Guaranteed Return 

(accumulation account) $114,155  $96,742  

5% Guaranteed Return 

(accumulation account) $78,272  $66,332  

Difference in income for a 15 

year payout  $538,245  $456,150  

 

The point with these example is not to confuse you (which some of you may be). 

The point is how vitally important it is to find the product with the highest guaranteed 

rate of return on the accumulation value as well as the highest guaranteed income rate 

of return.  

 

Finally, most FIAs also have a reset feature in them. If over a time frame (typically 

five years) the actual account value returns in a FIA are greater than the guaranteed rate of 

return on the accumulation account value, the accumulation account value will be reset to 

the higher value. 

 

WHEN IS A 7% GUARANTEED RATE OF RETURN BETTER THAN AN 

8%?  

 

To further illustrate the problems consumers may have when picking a product, I 

want to explain a classic marketing technique that some companies employ in the sales 

process. 

 

If I asked you if you would rather have an 8% or 7% guaranteed rate of return on an 

accumulation value for a FIA, what would you say? Of course, you’d say 8%. 

 

When is a 7% guaranteed return better than an 8% guarantee? 

 

The simple answer is when the GIB from the 7% guaranteed return product is better 

than the 8% guaranteed return product. How can that be?  You may have guessed the two 

ways by what you’ve already read. 

 

1) The GIB rate of return for the 7% guaranteed return product (accumulation 

value) may be higher. For example, the income benefit may be 1% higher with the 7% 

product which, in turn, over a lifetime of the payments could overcome the fact that the 

accumulation account upon which the GIB is based is lower than the 8% product.   
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2) The accumulation period for the 7% guaranteed return product may be 5-10 years 

longer than that of the 8% guaranteed return product.  
 

Let’s look at an example where the roll-up period for one annuity is 10 years and 

one is 20 years. I’m also going to throw into the mix that the 7% product uses the fairer 

guaranteed income payment schedule. Assume the annuitant was 55 years old when he/she 

was funding both annuities.   

 

Income Fairer Payment GIB w/7% Roll-up Typical Payment Income w/8% Roll-up 

at Age Schedule up to 20years Schedule up to 10years 

65 5% $9,835  5% $10,794  

69 5.40% $13,924  5% $10,794  

70 5.50% $15,174  5.50% $11,874  

74 5.90% $21,337  5.50% $11,874  

 

What do you notice about the previous chart? 
 

Look at the percentage used to generate the guaranteed income at the various ages. 

At age 65, both companies have a 5% income benefit. 
 

At age 69, the fairer FIA has a 5.4% income benefit and the other product still has a 

5% income benefit.  
 

Therefore, unless the annuity owner activates his/her income stream right at age 65, 

the income from the FIA with the fairer payment schedule will be higher. 
 

Now let’s look at age 70 and 74.  There is a huge income difference in the two 

products.  Why?  
 

Because the 7% FIA in this example has a guaranteed 20-year accumulation roll-

up. The 8% FIA has a 10-year accumulation roll-up. In year 11, there is no guarantee of 

8% (I’ve assumed the worst case scenario that could happen, which is no growth due to a 

low account value over the first 10 years). 
 

Is the previous example a manipulated one? Absolutely. I intentionally manipulated 

it to drive home the vitally important point that annuity owners understand how these 

products work so they are not taken in by flashy sales techniques. With a good 

understanding of how these products work, potential annuity buyers can pick the one that 

best fits their situation.  
 

Conclusion 
 

FIAs can be very beneficial to physicians who are looking to maintain principal 

on investments while still participating in the upside growth of the stock market (with a 

cap).  FIAs try to get the client the best of both worlds and, in my opinion, do a good job 
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as long as the client understands that, in a steady up or big bull market, the FIA account 

balance will lag behind traditional stock or mutual fund investments.    

 

 When you use a FIA with a GIB rider that provides a guaranteed return (on the 

AAV) and a guarantee income that can never be outlived, you truly have a 

unique/protective wealth building/retirement tool that cannot be found elsewhere.  

 

 For help figuring out if an FIA is a good fit for your situation and, if so, which 

FIA to use, please drop me an e-mail at roccy@thewpi.org or give me a call at 269-216-

9978.  If you want to learn more about these powerful products, you can buy my book 

Retiring Without Risk (www.retiringwithoutrisk). 

________________________________________________________________________ 

Section 4 

Avoiding Investment Risk with Tactical 

Management  
This part of the book will be updated in the 9

th
 edition due out the summer of 2020. 

 In my book Peace of Mind Planning: Losing Money is no Longer an Option 

(www.nolongeranoption.com), I cover in great detail how to understand investment risk 

and how to avoid it using tactically managed strategies. Since I wrote a book explaining 

investment risk I won’t have space in this book to give a full explanation, but a few pages 

should help readers understand the problems with what most financial planners are selling, 

and alternatives which I believe are better.  

 

 Let’s start out with a simple statement. 

 

Investors should take the least amount of risk 

to reach their investment goals 
 

 If you do not agree with the above statement, then you really don’t need to read the 

rest of this section of the book.  

 

 In my POM Planning book, I explain the various risk measuring tools the 

investment industry uses to determine how risky an investment is. I’ll just list them here for 

your edification:  

 

 Standard Deviation; Pain Index; Downside Deviation; Sortino Ratio; Sharpe Ratio 

  

 I am personally not a fan of most of the above list because they do not address 

appropriately what is most important to me and that’s avoiding market downturns.  

 

 

 

 

  

mailto:roccy@thewpi.org
http://www.retiringwithoutrisk/
http://www.nolongeranoption.com/
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 Return-Per-Unit-of Drawdown Risk (RUDR) 
 

 I liked the above listed risk metrics so little that I decided to come up with my own 

(RUDR). RUDR is just what the name implies. It helps investors focus in on the risk of an 

investment per the expected return. RUDR simply uses drawdown risk (explained shortly) 

with Rate of Return (ROR).   

 

 Most information investors see in the marketplace focuses on the easy-to-

understand statistic of ROR. But ROR is only part of the puzzle. Risk is the other and what 

I believe is the more important piece to the puzzle when determining if an investment is a 

good fit. 

 

 Everyone knows the stock market is risky (it tanked in 2000-2002 (-46%) and in an 

even bigger way from the highs of 2007 to the lows of 2009 (-59%)).  

 Is ROR the best way to discuss and pick investments?  I don’t think so, and let me 

show you why:  

 

 Which one of the following is the best investment? 

 

 -Investment 1 with a net return of 9% 

 -Investment 2 with a net return of 9% 

 -Investment 3 with a net return of 9% 

 

 They all had the same return, so how do you choose? 

 

 What of the following were the drawdown risks the investor would have to take on 

to achieve the net 9% rate of return? 

 

 -Investment 1 risks -4%  

 -Investment 2 risks -10% 

 -Investment 3 risks -20% 

 

 Now, which one would you prefer? Investment 1 with a 9% rate of return that only 

risks -4% of the investor’s money? 

 

 But I didn’t tell you the type of investment 1, 2, or 3 is. Should that matter? What 

does it matter if the investment was bonds, stocks, or widgets so long as the RUDR was 

strong? 

 

 This is really the crux of RUDR, i.e., to compare investments based on drawdown 

risk.  

 

 Question: Why should investors take more risk to achieve similar investment 

results? The answer is─they shouldn’t. One reason they do is because they don’t use 

RUDR when comparing investments. Why? Because the advisors pitching the investments 

don’t understand or talk about RUDR. 
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 Defining Maximum “Drawdown”─maximum drawdown of a period of time is 

defined as the maximum percentage loss from a peak to a trough after the peak. The 

following chart of SPY (SPDR S&P 500 ETF) between 2005 to the end of 2012 shows the 

maximum drawdown of this period (-55.2%) as well as the secondary large drawdown (-

18.6%) in 2011.   

 
 In English please…ok, so, from 2005 to 2012, the S&P 500 generated an average 

rate of return of 4.9%. To generate that ROR, the investor had to risk a 55% loss over that 

time frame. 

 

 If your financial planner said to you that you could achieve an average rate of return 

of 4.9% and that you “only” had to risk 55% of your money to do so, would you take that 

investment? NO WAY! 

 

 Also, the problem with losses is that it’s not good enough to earn the same rate of 

return in a positive direction the year following a loss. That will not get an investor back to 

even. Look at the returns an investor would need to earn after a loss to get back to the same 

value before the loss (and this does not include fees).  

 

Amount of Loss 
% Gain Needed to Recover 

the Following Year 

20% 25% 

30% 42.9% 

40% 66.7% 

50% 100% 

 Here is an interesting chart of a few of the more popular mutual funds. The chart 

shows their maximum drawdown numbers and the required rate of return to break even.  

Fund Name Maximum  Return Required 

  Drawdown to Break Even 

Fidelity Contrafund ‐46.34% 86% 

American Funds Growth Fund of America ‐48.80% 95% 

Franklin Income Fund ‐39.07% 64% 
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 This is what really upsets me about the mutual fund industry. They do not provide 

these easy-to-calculate statistics that investors and their advisors should have before 

determining if a mutual fund’s risk is worth its potential/expected rate of return.  

 

 In 2011, the S&P 500 was up only 2.11%. However, the maximum drawdown was 

18.6%. So, again, I ask you, if you understood the maximum drawdown risk in 2011, 

would you have risked 18.6% of your money to generate a 2.11% rate of return? NO 

WAY! 

 

 Most people didn’t think much about the volatility of 2011. As you can see in the 

next chart, it was one of the most volatile years in decades.  

 

 If you had $100,000 at the peak in 2011 right before the drop, you’d have $81,319 

after the drop─a drop that took place in approximately 30 days. If you were a buy and hold 

investor in 2011 and watched the market, you surely wouldn’t have slept well due to the 

volatility.  

 

 Modern Portfolio Theory (MPT) 
 

 If you’ve ever talked with a financial planner, you surely have heard of the MPT 

(also known as the asset allocation)? What is the MPT?  

 

According to the MPT, a portfolio of non-correlated assets 

 — distributed across the risk spectrum — can lower the overall risk of a portfolio. 

 

 Essentially the MPT stands for the concept that if you spread your investments 

across multiple asset classes (domestic and international small cap, large cap, growth, etc., 

bond, money market accounts, etc.) you’d be “diversified.”  
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 What would diversification get you?  You are supposed to capture good growth in 

up years and be somewhat protected in down years. 

 

 Does it work? Not in my opinion. I believe the MPT is a complete failure. It 

captures far too much risk in down cycles and doesn’t capture enough growth in up cycles. 

To me it’s the worst of all worlds. 

 

 Don’t believe me? Look at the following and see if it changes your mind: 

  

 -Maximum drawdown risk of an asset-allocated portfolio going back to the last 

stock market crash: 

 

 Negative 35%! 

 

 Average rate of return going back to the last stock market crash: 

 

 Positive 5.27%. 

 

 Would you risk a negative 35% drawdown exposure for a 5.27% potential rate of 

return? 

 

 If you answered yes, you will change your mind to no after you read about tactically 

managed strategies.  

  

Tactical Money Management (TMM) 
 

Have ever heard the term TMM? If you have money invested in the market (stocks, 

bonds, mutual funds, etc.) and you are getting advice from a “good” financial planner, you 

should be familiar with TMM.  

 

Unfortunately, the vast majority of readers who have a “financial planner” will be 

unfamiliar with TMM. If you are one of them, you most certainly are dealing with a “bad 

advisor.” 

 

What is TMM?  

 

Tactical Money Management Investing is an active and daily management 

style. One of the benefits is that it is daily in nature. In other words a tactical money 

manager will move between cash, assets classes, styles, segments, or markets on a daily 

basis. The idea is that you want to take advantage of strengths in certain sectors while 

avoiding weaknesses in others. The approach will sometimes be “all in” or sometimes “all 

out of” the market and it is based on the analytical research and forecasts of the model.  It 

is a very effective way of managing risk. 
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Good TMM mitigates investment risk. 

 

Because TMM seeks to avoid risk first, good TMM will significantly lessen your 

drawdown risk. 

 

I found a Registered Investment Advisory (RIA) firm that specializes in finding top 

quality TMM strategies. The following are the numbers from the top three conservative 

TMMs going back to 2007 (numbers are year ending 2014): 

 

Maximum drawdown risk: -7.82% 

 

-7.82% vs. -50% for the S&P and -35% for asset allocation. 

 

I certainly like the much much lower drawdown risk of good TMM strategies better 

than indexing or asset allocation.  

 

The question is, do you have to sacrifice rate of return when using TMM? It will 

depend on the managers of course, but the top three “conservative risk” managers of the 

RIA I recommend generated a +9.19% “net” rate of return going back to 2007.  

 

How did the S&P do going back to 2007? +7.27% 

 

How did an asset-allocated strategy do? +5.5% 

 

What should the average investor like better? TMM with lower risk and better 

returns (keep in mind that past performance is no guarantee of future performance) or 

higher risk and lower returns? 

 

The answer is obvious and if it is, why wouldn’t a CFP
®

 be offering several TMM 

strategies to clients? The simple and sad answer is most just don’t know anything about 

TMM, and those that do don’t know the ones I am citing in this book.  

 

The end result is that clients of CFPs
®

 and financial planners in general are taking 

far too much risk when trying to reach their investment goals.  

 

Because readers who just read the previous few paragraphs should be outraged and 

upset at their current financial planners, I figured I’d add a little gas to the fire and give you 

the “moderate risk” managers for the top three TMM strategies at the RIA I recommend. 

 

 Maximum drawdown risk: -18.88 

 

Average “net” rate of return going back to 2007: +15.29% 

 

You’ll notice that the “moderate risk” TMM strategies still have far less drawdown 

risk than the S&P or the typical asset- allocated portfolio, but have a much higher rate of 

return. 
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Again, I’ll ask the simple questions, what do you like better? Lower risk and higher 

returns, or higher risk and lower returns?   

 

Most CFPs
®

 and most general financial planners do NOT use TMM to help their 

clients mitigate risk.  

 

Finally, I wanted to explain why I took numbers going back to 2007. That was 

when the last market crash happened. Every mutual fund and stock index looks great in 

an up market. From 2009-2014 the market has had a big upswing so nearly every 

investment did well.  

 

It’s not when the market is doing well that matters nearly as much as when it 

crashes. When it crashes, every investor will wish they had some, or a significant amount 

of, money in TMMs.  

 

Summary on Tactically Money Management (TMM) 
 

The vast majority of investors do not use and are not familiar with TMMs. The 

reason investors do not use TMM is because most advisors do not know much about them. 

If you are using an advisor that does not have 10+ different tactically managed strategies to 

help you protect and grow your wealth, you need to find another advisor.  If you would 

like a referral to an advisor who specializes in TMM, e-mail me at roccy@thewpi.org.  

________________________________________________________________________ 

Section 5 

Equity Harvesting 
 

 Equity harvesting is a concept that has been around for many years. 

 

 The concept behind equity harvesting is simple─borrow money and reposition it 

into a wealth-building vehicle that will grow tax free and can be removed tax free in 

retirement.  So the questions for readers are as follows: 

 

 1) If you could borrow money with an interest rate of less than 7% to reposition 

elsewhere, would you? 

 2) Would it help if you could write off the interest on some or all of the loan? 

 3) Would it help if the place where you invested the borrowed money was a tax 

favorable environment where the money could grow tax-free and can come out tax-free 

in retirement? 

 

 If reading the above questions has not created an interest in this topic, I suggest 

you take the time to re-read the questions again. 

 

 From a financial standpoint and when done right, the concept of borrowing 

money (the equity in your home) to reposition in a tax-favorable manner, and being able 

mailto:roccy@thewpi.org
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to write off the interest on the borrowed funds, is a great strategy. And, as you continue to 

read, you will see that even if you cannot write off the interest, Equity Harvesting can be 

a terrific wealth building tool. 

 

DEFINING EQUITY HARVESTING (EH) 

 

 Equity Harvesting is removing equity from a personal residence or commercial 

property through refinancing (or a home equity loan) where the money borrowed is 

placed in cash value life insurance.  

 

 Equity Harvesting is done for two main reasons: 

 

 1) To build wealth in a tax-favorable manner. 

 

 2) To asset protect the equity of the home or commercial property. 

 

 Building wealth in a tax-favorable manner is the main reason most people use 

Equity Harvesting; and as a nice bi-product, when set up correctly, you can also asset-

protect your home’s equity and the removed equity because no creditor is going to want a 

home riddled with debt. 

 

 Equity Harvesting can also be defined in the context of selling a home (which is 

actually more tax beneficial because home acquisition debt can be written off on most 

clients’ tax returns whereas home equity typically cannot be when the borrowed money is 

repositioned directly into a cash value life insurance policy with the contemplation of 

borrowing from it). 

 

 After money is removed from the home, it needs to be repositioned or invested 

somewhere to help you grow your wealth, preferably in a tax-favorable manner.  

 

 The Tool of Choice 

 

 The tool of choice to help you build your tax favorable retirement nest egg is cash 

value life insurance. As you already read on pages 130 and 203, using cash value life 

insurance to build wealth works well due to the tax-free ability to accumulate money and 

remove it tax-free in retirement.  

 

 Fundamentally, Equity Harvesting is Simple 
 

 To implement an Equity Harvesting plan to build your wealth you need to: 1) 

borrow equity from your home; and 2) reposition that money into a low-expense, over-

funded, cash-building, non-MEC life insurance policy. 

 

 The cash in the life insurance policy grows without tax and can be removed tax 

free in retirement.  That’s it.  Wasn’t that simple? 
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 WHO IS A GOOD CANDIDATE FOR EQUITY HARVESTING? 

 

 First, in order to be a candidate for Equity Harvesting you need to have equity in 

your home.  

 

 Second, it helps if you have decent credit. Why? Because most readers will 

implement an equity harvesting plan by removing equity from their current house which 

will require a new loan.  

 

 Third, you or your spouse need to be healthy. Why? Because when you 

implement Equity Harvesting correctly you will reposition the borrowed funds into a cash 

value life insurance policy.   

 

 Equity Harvesting  
 

 Simply put, Equity Harvesting for many readers will be the single best way for 

you to build your wealth for retirement. 

 

 Wow, that’s a bold statement and one which needs to be quantified. 

 

 What do I mean by the “best” way to build wealth for retirement?  When I say 

best, I mean that the concept has the following characteristics: 

 

 -Implementing a plan will have little or no effect on how you currently live 

your lifestyle (meaning after you implement an Equity Harvesting plan, you do not have 

to forego eating out for dinner, buying gifts for loved ones, or taking vacations). 

 

 -The plan’s “risk” factor is very low.  If you reposition money into the “right” 

cash value life insurance policy, the risk of you being hurt financially with an Equity 

Harvesting plan is very low. With the “right” policy, you will have a minimum 

guaranteed rate of return on the cash in your policy as it grows tax free, and the returns 

will be pegged to the best stock index, the S&P 500.  

 

 -The wealth that can be created using the equity in your home is significant. 

Those who implement an Equity Harvesting plan will significantly increase their overall 

wealth versus simply paying down the debt on a home that appreciates (remember, a 

home appreciates whether it has debt on it or not).  I will illustrate how much wealth in 

the next several pages. 

 

 Illustrations 

 

 I can pontificate for pages about how wonderful Equity Harvesting is from a 

financial standpoint and that would be interesting reading to some, but I’d rather just get 

right to the numbers so you can see for yourself how powerful the concept of Equity 

Harvesting can be to grow your wealth in a safe environment.    
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 The best way to understand the benefits of Equity Harvesting is to use examples. 

 

 Example 1 

 

 This will be the everyday middle-American example, Mr. Smith.  My “Joe 

lunchbox” example will be for a married couple who have a home with a fair market 

value (FMV) today of $235,000.   

 

 Mr. Smith is 45 years old, has two children, a spouse who works and, generally 

speaking, has no idea how to save money for retirement. The “breadwinner” earns 

$50,000 a year, and the other spouse earns $28,000 a year. The couple has all the normal 

expenses as anyone else and has a few extra dollars every year that they try but never end 

up putting away for retirement. 

 

 Mr. Smith’s home was purchased for $185,000 seven years ago and the current 

debt on the home is $135,000. Mr. Smith put 20% down on the house when purchasing it, 

and over time he has also paid down some of the debt on the house. I’ll assume the house 

has appreciated at a conservative rate of less than 4% annually.  

 

 Assume the loan on the home is currently at 6.5% with a 30-year mortgage 

payment of $935 a month.   

 

 Implementing Equity Harvesting 
 

 While Mr. Smith could remove 100% of his equity, I will assume he will harvest 

the equity through a home equity line of credit (not a refinance) and will remove an 

amount that will bring his overall loan balance to 90% debt on the property. Therefore, 

Mr. Smith could remove $76,500 of equity ($235,000 x 90% = $211,500; $211,500-

$135,000 = $76,500). 

 

 Mr. Smith will then reposition the removed equity into an equity indexed life 

insurance policy designed to maximize tax-free accumulation and minimize expenses.  I 

will assume Mr. Smith will borrow $15,300 every year from his home equity line of 

credit for five years and reposition that money into a cash value life insurance policy. 

 

 How much could Mr. Smith remove “Tax-Free” from the policy in 

retirement?  

 

 For simplicity, I will assume with my retirement examples that Mr. Smith will 

withdraw money from ages 66-90 (25-years). I will also assume that the life insurance 

policy has a return of 7.5% annually as growth on the cash value in the policy (a 

conservative number for the equity markets). 

 

 The amount Mr. Smith could borrow tax free from his life insurance policy is 

$23,000 each year for 25 years for a total amount of $575,000.  
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 Remember, for this example, Mr. Smith only harvested $76,500 of equity; and in 

retirement he received tax-free $575,000. That’s not bad at all. 

 

 The real kicker is, what would Mr. Smith have done if he did not implement an 

Equity Harvesting plan?  You know the answer to this question.  Mr. Smith would have 

done nothing.  Therefore, $23,000 a year is a significant improvement to Mr. Smith’s 

retirement income. 

 

 What is the cost to Mr. Smith for having an interest-only loan on $76,500 of 

equity?   

 

 If the home equity line of credit is at 7.5%, the costs to Mr. Smith would be $478 

a month or $5,736 a year.  

 

 Therefore, when trying to create an apples-to-apples comparison between Mr. 

Smith using an Equity Harvesting plan and doing nothing, Mr. Smith needs to invest 

$5,737 every year into the stock market and let it grow. Then I will compare how much 

money he could remove from that account from ages 66-90 to how much could be 

removed from this cash value life insurance policy.   

 

 To make the comparison “real world”, I will need to assume a blended tax rate 

annually on money growing in the stock market (as we all know, money invested in the 

stock market has expenses). For these examples, I’ll assume a 20% blended tax rate 

(capital gains/dividend tax which is very conservative). I’ll assume 50% of the average 

annual mutual fund expense (50% of 1.2% is 0.6%) and 50% of the average money 

management fee (50% of 1.0% = 0.5%).  These numbers are all very conservative and 

below the industry standard for such expenses.  

 

 For these examples, I assumed the money would grow at a gross rate of 7.5% 

annually, the same rate as the funds will grow in the life policy.  

 

 If Mr. Smith invested $5,737 every year in the stock market, he could remove 

$19,038 a year, every year, after tax from ages 66-90.  

 

 Remember how much Mr. Smith could remove from his cash value life insurance 

after tax?  $23,000 every year from ages 66-90.   

 

 How much better did Mr. Smith do by using Equity Harvesting to build 

wealth vs. doing nothing and simply investing money after-tax in the stock market?   
 

 $3,962 a year or $99,050 over the entire withdrawal period.  

 

 Wait, you say, this is not a fair comparison because there is still $76,500 of debt 

on the home? That is true and can be factored into the equation a few different ways. Two 

of them are as follows: 
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 1) Mr. Smith has a $114,399 death benefit that will pay income-tax free from the 

life insurance policy if he were to die at age 90.  That will more than pay off the $76,500 

debt on the home. 

 

 If Mr. Smith pays off the debt on the home from the death benefit, his after-tax 

retirement income increased by more than 20% using Equity Harvesting vs. the do-

nothing scenario. 

 

 2) Mr. Smith could choose to pay down the debt on the house using just over the 

last three year’s of loans from the policy and he still comes out on top.  Option one is 

more preferable and more likely to happen. 

 

 CHANGING THE VARIABLES 

 

 The previous numbers for the equity indexed life insurance policy were very 

conservative. What if I made them more real world? By real world, I mean that I will 

assume a small spread between the lending rate on the life insurance policy loans and the 

crediting rate on the cash inside the policy. (If you do not know what I am referring to, 

please turn to page 129 where you can read about the variable loan features in indexed 

life insurance policies.)  

 

 With a small spread, Mr. Smith would be able to remove tax-free from his life 

insurance policy $26,800 every year from ages 66-90. This would be $5,691 a year better 

or $149,025 better over the withdrawal period as compared to post-tax investing. 

 

 What if the interest rate on the life insurance policy loan is consistent with where 

interest rates have been and crediting rates have been over the last 20+ years?   

 

 Mr. Smith would be able to remove tax-free from his life insurance policy 

$30,000 every year from ages 66-90. This would be $9,161 a year better or $229,025 

better over the withdrawal period as compared to post-tax investing. 

 

 See the following numbers from the actual life insurance illustration. I’ve taken 

several years out to make the chart size manageable. 

 

 

 

 

 

 

 

 

 

 

 



Personal Finance 

________________________________________________________________________ 

              262 

 

  Premium Cash Surrender Death Tax-Free 

Age Payment Value Benefit Loans 

45 15,300 8,075 331,589 0 

46 15,300 20,102 331,589 0 

47 15,300 36,700 331,589 0 

48 15,300 54,445 331,589 0 

49 15,300 73,422 331,589 0 

55 0 108,726 331,589 0 

60 0 156,418 331,589 0 

65 0 227,838 331,589 0 

66 0 214,535 299,939 30,000 

70 0 161,677 212,425 30,000 

75 0 99,632 124,989 30,000 

80 0 53,754 91,903 30,000 

85 0 41,739 99,005 30,000 

90 0 90,689 176,172 30,000 

95 0 457,241 482,973 0 

100 0 1,127,901 1,166,834 0 

 

 DO NOTHING 

 

 Let’s re-examine how much better Mr. Smith did by using Equity Harvesting 

versus doing nothing. In the real world, doing nothing means spending every penny you 

have and not saving. In this book and my examples, doing nothing means allocating the 

money Mr. Smith would have used to pay interest on a loan to a brokerage account to 

build wealth and comparing that to how much wealth he can build by Equity Harvesting 

and funding a cash value life insurance policy.   

 

 The following is a summary chart listing the previous numbers. The numbers for 

Loan 1 come from the life insurance illustration where I assumed NO spread between the 

interest rate on the loan and what the S&P 500 credits in the policy;  Loan 2 is with a 1% 

spread on the borrowing rate (meaning the lending rate on the loan is 1% less than what 

the S&P 500 will credit in the policy); and Loan 3 is with a 2% spread on the borrowing 

rate.  
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  After-Tax From Tax-Free Tax-Free Tax-Free 

  Brokerage Account Loan 1 Loan 2 Loan 3 

From ages 66-90 $19,038  $23,000  $26,800  $30,000  

Total for 25 years $475,950  $575,000  $670,000  $750,000  

          

Improvement 

  $95,000  $194,050  $274,050  with EH 

% Improvement with EH   20% 41% 58% 

 

 Summary of the first example 
 

 This chart should really crystallize the benefits of Equity Harvesting for you.  

With very conservative assumptions, Equity Harvesting improved Mr. Smith’s cash flow 

by 20% in retirement.  With a 1% spread on the borrowing rate, cash flow improved by 

41%; and with Loan 3, which is what most “experts” think will happen, Mr. Smith’s cash 

flow improved by 58%.   

 

 That’s the power of Equity Harvesting.  

 

  Also remember that the equity indexed life insurance policy Mr. Smith used is a 

conservative wealth building tool due to the fact that the policy has an annual growth 

guarantee and locks in upside gains annually (something you would never be able to do 

with money invested in the stock market).  

 

 Mr. Smith also had a nice death benefit to protect the family; and if the past 20+ 

years is any indicator of the future, he should end up with over $100,000 more in tax-free 

dollars from his Equity Harvesting plan than simply funding a brokerage account. 

 

 What about the home mortgage deduction?   

 

 The interesting thing about the previous example is that it worked even though 

Mr. Smith did not write off the interest on his home equity debt. 

 

 Having said that, as a general rule, Title 26 Section 163 of the IRC limits the 

deduction on home equity debt to $100,000 of new debt. That leads many to believe that 

they can borrow $100,000 from their home and reposition that into cash value life 

insurance to build a retirement nest egg and write off the interest.  Unfortunately, Section 

264(a)3 does away with the deduction if the borrowed funds are positioned directly into a 

cash value life insurance policy (if it was funded to be used as a tax favorable wealth 

building vehicle). 

 

 What I want you to take away from this section of the book is that there ARE 

ways to write off interest on $100,000 of borrowed funds even if that money is 

repositioned into a cash value life insurance policy.  The ways to write off that interest, 
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however, are outside the scope of this book. If you have an interest in this topic, the 

authors will be happy to talk with you about it.  

   

 How will writing off the interest on the loan affect the financial viability of Equity 

Harvesting?  From what you have already read, you can see that it works well even if you 

don’t write off the interest on the loan. 

 

 Now, let’s assume that Mr. Smith can use one of the ways to posture his $76,500 

of home equity debt as tax-deductible. 

 

 Because readers will be in several different tax brackets, I am going to show you 

the number for the 15%, 30% and 40% tax brackets. I am also assuming that Mr. Smith 

itemizes his deductions on his tax return.  

 

 If Mr. Smith is in the 15% income tax bracket, he would get a $5,737 deduction 

on his taxes when he pays the interest expense on the $76,500 loan. The “real” cost to 

Mr. Smith is not $5,757 but instead is $4,876.  Therefore, when I create the financial 

comparison between Equity Harvesting using life insurance and doing nothing and 

investing money in the stock market, I will allow $4,876 to grow instead of $5,737. 

 

 If Mr. Smith is in the 30% income tax bracket, his real cost to borrow the money 

annually would be $4,015.  

 

 If Mr. Smith is in the 40% income tax bracket, his real cost to borrow the money 

annually would be $3,442.  

 

 Let’s see how much money Mr. Smith could take out of a brokerage account after 

tax from age 66-90 in the three different tax brackets. 

 

 In the 15% income tax bracket he could remove $16,181 from ages 66-90 for a 

total of $404,525. 

 

 In the 30% income tax bracket he could remove $13,324 from ages 66-90 for a 

total of $333,100. 

 

 In the 40% income tax bracket he could remove $11,442 from ages 66-90 for a 

total of $286,050. 

 

 Let’s see how Equity Harvesting using life insurance with the numbers from 

earlier examples compares to post-tax investing in the market with the money Mr. Smith 

would have had to allocate to the interest expense.   

 

 For the following chart I used only the most conservative numbers when Mr. 

Smith accesses tax-free loans from his life insurance policy. You will see that the 

numbers are quite significant. 
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  Brokerage Brokerage Brokerage 

  Acct. (15%) Acct. (30%) Acct. (40%) 

From ages 66-90 $16,181  $13,324  $11,442  

Total for 25 years $404,525  $333,100  $286,050  

        

Total Tax-Free from EH       

Life policy from 66-90 $575,000  $575,000  $575,000  

        

Improvement with EH $170,475  $241,900  $288,950  

% Improvement with EH 42% 73% 101% 

 

 Because I know you are curious, I thought I would show you the difference with 

the other two higher amounts that Mr. Smith could borrow from his life insurance policy 

if there is an interest rate spread in a positive fashion when he borrows it in retirement. 

 

 With a 1% spread (remember the historical data suggests there will be a 2% 

spread), Mr. Smith could borrow $26,800 each year from ages 66-90 for a total of 

$670,000.    

 

  Brokerage Brokerage Brokerage 

  Acct. (15%) Acct. (30%) Acct. (40%) 

From ages 66-90 $16,181  $13,324  $11,442  

Total for 25 years $404,525  $333,100  $286,050  

        

Total Tax-Free from EH       

Life policy from 66-90 $670,000  $670,000  $670,000  

        

Improvement with EH $265,475  $336,900  $383,950  

% Improvement with EH 66% 101% 134% 

 

 To say that Equity Harvesting works better if you can write off the interest would 

be an understatement. 

 

 While I believe there are ways you can posture yourself to write off the interest on 

home equity debt, if you simply borrow money from the home and reposition it into a 

cash building life insurance policy with the contemplation of borrowing from it, the 

interest is not deductible. 

 

 As you’ve seen, that’s not the end of the world; but I’m sure you like the last set 

of numbers much better where I show Mr. Smith being able to write off the interest.  
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 When I tell clients and advisors that Equity Harvesting is nearly a “no brainer” 

from a financial standpoint if you can write off the interest, now you know why.  The 

numbers also make a great argument for why Equity Harvesting is close to a no brainer 

even if you can’t write off the interest. 

 

 Example 2 

 

 The next example is for a more “affluent” client.   

 

 Let’s assume Mr. Smith is 45 years old and has been living in his current home 

for 10 years. Mr. Smith and his wife bought the home when their combined income was 

$80,000 a year, and now their income is in excess of $125,000 a year.  Additionally, 

since they bought the house, they’ve added another child to the family and generally 

speaking need/want a bigger house to live in. 

 

 Therefore, Mr. and Mrs. Smith are now ready to sell the current house and 

“upgrade” to a new house with four bedrooms instead of three and three-and-a-half baths 

instead of two. 

 

 The Smiths bought their current home for $200,000, and it is now worth $400,000 

(I used 7% annual appreciation on the home which is 2% higher than the national 

average). The current debt on their home is $75,000 (I assumed the Smiths put $50,000 

down when they purchased the house and have been aggressively paying down the debt 

for the last ten years with the goal of having no debt as soon as possible).  

 

 Their current equity in the home is $325,000.   

 

 For easy math, let’s assume that after the sale of their home and realtor fees the 

Smiths will have $300,000 of equity.   

 

 Also assume the Smiths found a new home which they can purchase for 

$500,000.   

 

 The Smiths read this book on Home Equity Management and Equity Harvesting, 

and the light bulb went on. They have decided that having debt on their home is a good 

thing especially when they can write off the interest.  

 

 Therefore, assume the Smiths put 20% down on the purchase of the new home 

($100,000) which leaves them with $200,000 of equity left over from the sale of their 

current home to reposition into a low-expense, non-MEC cash building life insurance 

policy.  

 

 Equity Harvesting 

 

 Let’s see how the Smiths can grow their wealth with Equity Harvesting using the 

$200,000. 
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 INTEREST DEDUCTION: When you sell your home, remove equity, and 

purchase a new home with more or significantly more debt, you can write off the 

interest on the new home’s debt up to $1,000,000 of debt (with certain phase-out 

exclusions).   

 

 How much could Mr. Smith remove “Tax-Free” from this Equity Harvesting 

life insurance policy in retirement?  

  

 Remember that in these examples, I am assuming a 7.5% rate of return inside Mr. 

Smith’s over-funded, non-MEC equity indexed life insurance policy which pegs its 

growth to the S&P 500 index.  I am also assuming that Mr. Smith will start taking tax-

free retirement money from his insurance policy from ages 66-90. 

 

 I am also going to assume that the home loan on the new home is a 7% interest-

only loan. 

 

 The amount Mr. Smith could borrow tax-free from his life insurance policy 

starting at age 66 is $61,000 each year for 25 years for a total amount of $1,520,000.  

 

 Unlike Example 1 where the Smiths could not really live on the retirement 

proceeds from their life insurance policy ($23,000 a year), with this example, the Smiths 

can live very nicely on $61,000 a year TAX FREE in retirement. 

 

 Question:  What is the cost to the Smiths to create this retirement nest egg?   

 

 In this example, I assumed the Smiths used an interest-only loan instead of a 30-

year amortized loan. Why? Because the Smiths “get it” and understand that the best place 

for their money is not in their home. They understand that it is better to control their own 

money vs. giving it to a bank. 

 

 Therefore, the Smiths opted for an interest-only loan where the debt on the home 

will remain constant (even though the home is still appreciating). 

 

 The new home loan amount will be $400,000.  At a 7% interest rate, that creates 

an annual mortgage payment of $28,000. However, remember that the debt caused by 

Equity Harvesting is only $200,000, and, therefore, when I talk about the cost of Equity 

Harvesting for this example, the costs I will be talking about relate to $200,000 worth of 

debt not $400,000. 

 

 What is the cost to borrow $200,000 for the Smiths?  $14,000 a year.  

 

 Question: If you could have an expense where the costs were $14,000 a year and 

where the “tax-free” retirement income is $61,000 a year for 25 years, would you incur 

the expense?  
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 Your answer should be yes all day long. Remember, if the debt was non-

deductible for the Smiths and the numbers were similar to the Example 1, the plan should 

work out 20%-58% better than “doing nothing.” 

 

 With this Example, I will be showing you how well Equity Harvesting worked for 

the Smiths when the interest is deductible.  

 

 If you are curious, if the Smiths funded $14,000 a year into a typical brokerage 

account (which is what the comparison would be if the interest is not deductible) with the 

same conservative assumptions from Example 1 (which used a 7.5% gross rate of return 

on the brokerage account), the Smiths would be able to remove approximately $46,500 

from the brokerage account from ages 66-90 vs. the $61,000 after-tax that could be 

removed from the life insurance policy (for a total of $1,525,000 over the 25-year 

period). 

 

 With the most conservative life insurance illustration, the Smiths ended up doing 

approximately 31% better with Equity Harvesting vs. doing nothing (if I assumed they 

could NOT write off the interest). 

 

 However, in this example, I know that the Smiths CAN write off the interest 

because the debt is home acquisition debt. Let’s see how that affects the financial 

viability of this example. 

 

 The Smiths are in the 25% federal income tax bracket and I am going to assume 

they live in a state with a 5% state income tax.   

 

 If the Smiths are in the 30% income tax bracket, they would receive a $14,000 

deduction on their taxes when they pay the interest expense on the $200,000 worth of 

debt allocated to the Equity Harvesting concept.  

 

 The “real” cost to the Smiths is not $14,000 but instead is $9,800. Therefore, 

when I create the financial comparison between Equity Harvesting using life insurance 

and doing nothing and investing money in the stock market, I will allow $9,800 to grow 

instead of $14,000. 

 

 Let’s see how much money Mr. Smith could take out of a brokerage account 

after tax from ages 66-90. 
 

 In the 30% income tax bracket he could remove $32,521 from ages 66-90 for a 

total of $813,025 

 

 Let’s see how Equity Harvesting using life insurance compares to post-tax 

investing in the market with the money the Smiths would have had to allocate to the 

interest expense.  The following chart is eye popping. For the chart below, I used the 

most conservative numbers when Mr. Smith accesses tax-free loans from his life 

insurance policy.  
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  Brokerage 

  Acct. (30%) 

From ages 66-90 $32,521  

Total for 25 years $813,025  

    

Total Tax-Free from EH 

From 66-90 = 

$61,000  

Life policy from 66-90 $1,525,000  

    

Improvement with EH $711,975  

% Improvement with EH 88% 

 

 If you are curious, the numbers would be 118% better if Mr. Smith were in the 

40% tax bracket.  

 

 As I indicated previously, the prior numbers are with the conservative life 

insurance illustration where there is no spread in the interest rate when Mr. Smith 

borrows money from the policy (meaning no positive arbitrage on the borrowed funds).   

  

 As I indicated previously, most experts believe that the long-term lending rates on 

life insurance policy loans will be 2% less than the average return inside the policy with 

growth pegged to the S&P 500.   

 

 If there is a 1% spread between the S&P 500 crediting rate and the loan interest 

rate on the tax-free policy loans, Mr. Smith could remove from his life insurance policy 

$69,800 each year from ages 66-90 for a total of $1,745,000. 

 

  Brokerage 

  Acct. (30%) 

From ages 66-90 $32,521  

Total for 25 years $813,025  

    

Total Tax-Free from EH   

Life policy from ages 66-90 $1,745,000  

    

Improvement with EH $931,975  

% Improvement with EH 115% 

 

 If you are curious, the numbers would be 150% better if Mr. Smith were in the 

40% tax bracket.  
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 If there is a 2% spread between the S&P 500 crediting rate and the loan interest 

rate on the tax-free policy loans, Mr. Smith could remove from his life insurance policy 

$80,000 each year from ages 66-90 for a total of $2,000,000. 

 

  Brokerage 

  Acct. (30%) 

From ages 66-90 $32,521  

Total for 25 years $813,025  

    

Total Tax-Free from EH   

Life policy from ages 66-90 $2,000,000  

    

Improvement with EH $1,186,975  

% Improvement with EH 146% 

 

 If you are curious, the numbers would be 187% better if Mr. Smith were in the 

40% tax bracket.  

 

 Summary on Equity Harvesting  
  

 Simply put, Equity Harvesting can be one of the best way for many readers 

to build a tax-favorable retirement nest egg.  While Equity Harvesting is not a cure-all 

topic to fix the shortfall of retirement wealth that nearly every reader has, the concept has 

many more pros than cons. 

 

 Equity Harvesting can be postured as a low-risk concept if you choose to use a 

high cash value life insurance policy (which protects those who may need access to the 

cash in the policy in the early years after implementing an Equity Harvesting plan).  

 

 Additionally, because you can use a life insurance policy that has guarantees on 

your cash value and locks in the investment gains which can be pegged to the S&P 500 

each year, you can have money positioned in a much safer and less expensive 

environment than investing money in stocks and mutual funds. 

 

 There are strategies to posture Equity Harvesting so the interest on your home 

loan is deductible.  If you use one of those methods, using an Equity Harvesting plan to 

grow your wealth is probably one of the easiest wealth-building tools you’ll ever find.  

Having said that and as you’ve seen by reading over the numbers in this chapter, Equity 

Harvesting can still work out much better for you than the typical “do-nothing” position 

we all take in life more often than we should. 

 

 Finally, I’ve done my best to give you real world numbers and examples in this 

chapter.  In order to keep the chapter relatively short, I did not insert examples for every 
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age and economic status for every reader. To learn more about this powerful concept, you 

should pick up a copy of my book The Home Equity Management Guidebook: How to 

Achieve Maximum Wealth with Maximum Security. Email me at roccy@thewpi.org if 

you’d like a FREE eversion of this book.  
 

 The way to determine if Equity Harvesting is “right” for you to use as a 

conservative, tax-favorable, wealth-building tool is to find an advisor who can help you.  

If you’d like help to determine if Equity Harvesting is a good way to grow your wealth 

for retirement, email me at rocy@thewpi.org and I’d be happy to look over your situation 

or refer you to an advisor I’ve trained in your local area.   
 

________________________________________________________________________ 

Section 6 

Private Placement Life Insurance (PPLI) 
  

 PPLI is an intriguing concept to help those clients who have sizable brokerage 

accounts reduce the capital gains taxes and taxes on dividends that are paid annually with 

most brokerage accounts. PPLI can also pass wealth to the client’s heirs in a tax favorable 

manner.            

 

 What is PPLI? 
 

           PPLI is an individually negotiated life insurance policy that can be with a 

domestic insurance company or, more typically, with an offshore insurance company.  I 

like to think of PPLI as a shell product that houses an investment.                                  

 

 What are the potential benefits of PPLI?          
                   

- Tax free appreciation of investments 

- Investment flexibility, including the ability to appoint your own 

investment manager 

- Substantial liquidity in the investment account 

- Low-cost borrowing from the investment account  

- Low costs due to small or no sales loads and other administrative costs  

- Increased asset protection  

- Tax free death benefits to heirs 

  

 How does PPLI differ from traditional life insurance 

policies?                   

  

 The main difference with PPLI over traditional life policies is where the money 

can be invested.  With a traditional policy (even a variable life policy), the consumer is 

limited typically to name brand mutual funds.  With PPLI, the client can invest in almost 

anything that includes: 
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 - Individual publicly traded stocks 

 - Privately owned stock (which can include start up companies or private  venture 

capital funds). 

 - Tactically managed strategies like the ones previously discussed 

 

 Segregated account  

                                                                                         

 Almost all PPLI policies are held in separate “segregated” accounts at the life 

insurance company. That means the money in your policy is not subject to other creditors 

of the life insurance company.   It is sort of like putting the money in your PPLI policy 

into a safety deposit box at the insurance company where no one, not even the insurance 

company itself, can access your funds for the benefit of another insured or creditor of the 

company. 

                                                                                                            

 Investment options                                                                                         

 

 While previously I listed the types of investments money in a PPLI can be 

invested in, I need to more fully explain why this can be beneficial to clients with sizable 

brokerage accounts.   

 

            Domestic PPLI – Typically, with a domestic (in the United States) PPLI policy, 

the insurance company will have institutional mutual funds for the client to choose from.  

PPLI at first glance will sound like variable life (see page 122 for an explanation of 

variable life); but because PPLI is meant to house literally millions in investment dollars 

and because of the low insurance costs, PPLI is much different and more economically 

feasible than traditional variable life.                                                                                                 

 

 Some domestic PPLI policies will allow you to choose your own money manager 

as long as that manager is at a reputable institution.                                                          

 

 Foreign PPLI – With “offshore” PPLI policies, the insurance company typically 

will require you to choose your own fund manager where the qualification requirements 

for that fund manager are not nearly as stringent as a domestic PPLI policy would have.  

Additionally, with a foreign PPLI, you will have much more latitude in the investments 

you hold inside your PPLI policy. Foreign PPLI policies are more popular for an investor 

looking to get into hedge funds or private company stock as investments.    

 

 Expenses 
 

  Because PPLI is an individually negotiated policy, there are set fees.  However, 

typically with PPLI, there are no up-front loads that go to pay insurance agents.  The 

insurance company is typically charging the lowest possible insurance rates for the life 

insurance (sometimes break-even rates) to attract big money clients to the company.  
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 Annual Fee – Because PPLI is really more of an investment rather than a 

traditional life insurance policy, the company charges a fees of between .25% to 1.00% 

annually on the cash value in the policy. Considering the savings on short- and long-term 

capital gains taxes, a fee of less than 1.00% is easy to justify.  

  

Cost of Insurance – The cost of insurance is the cost the investor has to pay to 

cover the death benefit over and above the cash in the policy. So, if a client put 

$5,000,000 cash into a PPLI as an investment, the policy might have a $10,000,000 

benefit.  The cost of insurance would be to cover the difference between the $5,000,000 

cash value and the $10,000,000 death benefit.                                                            

  

 Many insurance companies do not try to make a profit off the life insurance, and 

so the costs for the additional $5,000,000 in the above example will be lower than could 

be found in a traditional life insurance policy. 

 

           More Fees – If there are separate money management fees to get into a particular 

type of investment (say a mutual fund or hedge fund with a front-end load), those 

expenses are taken out of the cash value in the policy.                                                 

 

 Asset protection                                                                                            

 

 In some states like Texas and Florida, life insurance is asset protected by state 

statute; and so, whether you had a normal universal life policy with a million-dollar death 

benefit or a twenty-million-dollar PPLI policy, the cash value in the policy is protected 

from creditors.                                                                                                               

 

 For clients in states where life insurance is not protected from creditors, PPLI 

policies, if structured correctly, can provide tremendous asset protection.  The main asset 

protection feature that is utilized is through an offshore LLC. Typically, an offshore PPLI 

is used because of the flexibility of where cash in the policy can be invested.    

 

 If you are going offshore, you might go to Nevis, which is a favorite island used 

for asset protection due to its anti-creditor laws.  In Nevis, you would create an LLC, and 

you would capitalize that LLC with the money you wanted to direct into a PPLI policy.  

The LLC itself would buy the policy, and then the policy would be asset protected just 

like any asset would be in a Nevis LLC (see page 74 for more information on offshore 

protection).   

 

 Tax savings of PPLI     

  

 Today, most people who invest do so on a post-tax basis and give their money to 

a local stockbroker or day trade it themselves on the Internet.  The main problem with 

traditional investing revolves around all the taxes (short-term and long-term capital gains 

and income taxes on dividends) that go along with post-tax investing.  
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 Money that is invested inside any life insurance policy does so without capital 

gains taxes or dividend taxes.  That is just one nice aspect of having cash grow inside a 

life insurance policy (which I do not typically advocate as a post-tax investment).   

 

 Because of the special nature of PPLI policies, low costs, and flexible 

investments, PPLI policies are mainly used because money can be actively managed 

without incurring any annual taxes on the investment. Most advisors use a 31% blended 

capital gains (short and long term taken into account) and dividend tax rate on post-tax 

investing.  That means every year you end up paying taxes on some portion of your 

investment account and, certainly, will pay capital gains taxes once your stocks or mutual 

funds are sold.           

 

 The real reason clients use PPLI  

                                                                     

 With a PPLI (like any life insurance policy), the owner of the policy can take “tax 

free” loans from the policy where, when the client dies, the loan is paid back.   In essence 

what PPLI allows a client to do is to put large amounts of money into a life insurance 

policy (with low expenses) where money can be actively managed and the client can get 

access to the cash without paying taxes of any kind on the money.                                   

 

 When you take into consideration all the tax savings on the investment side of 

things, the savings dwarf the minimal amount of life insurance costs inside the policy.  

 

 Estate taxes                                                                                       

 

 Typically, the death benefit from a PPLI policy will be included in your estate 

when you die.  The death benefit will pay income and capital gains tax free to the 

beneficiaries, but they will have to pay estate taxes.   

  

 Who is a candidate to use a PPLI policy?  
 

 A candidate to use a PPLI policy is anyone who has $250,000 million or more 

in a brokerage account who would like the account to grow without capital gains or 

dividend taxes and would like the ability to borrow money tax free from the life 

insurance policy. Also, the client would typically want to have the death benefit 

ultimately pass to the heirs’ income tax free.  Because your local broker can continue to 

manage your money, you are simply moving a brokerage account (which is not tax 

friendly) into a PPLI policy where no taxes will be due on investment returns or when the 

cash is accessed via policy loans.                   
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Chapter Five 

Medical Office Management  
 

Ways to Run a More Efficient and  

Financially Sound Medical Practice  
 

Introduction  
 

 Medical offices are typically run well from a clinical point of view.  However, 

when it comes to the business of medicine, most office managers or physicians are not 

qualified to deal with all the complexities that come with running a multi-million dollar 

medical practice. Medical schools teach physicians how to treat people but, 

unfortunately, do not teach physicians how to run a financially sound medical practice. 

 

 Smaller medical offices typically promote the nurse or insurance billing manager 

to the office manager when a new office manager is needed.  Again, clinically, a nurse or 

insurance and billing manager will do well, but that type of person does not have a 

business background to deal with the complex business issues that arise daily.  Even 

larger practices with CFOs and CEOs have people in charge who are not trained to deal 

specifically with some of the issues in this section of the book. 

 

 In this section of the book, I will try to point out areas where your medical office 

(large or small) might be able to improve upon when it comes to a variety of cost-saving 

topics.  I learned what you are about to read by trial and error while running a medical 

clinic and from talking with hundreds of office managers over the years.   

 

 While office management might not be the most exciting topic to read about, 

wasteful management practices in your medical office could be costing physician owners 

tens of thousands of dollars and, therefore, I thought the inclusion of this material in a 

wealth preservation book was warranted. 

________________________________________________________________________ 

Section 1 

Choice of Corporate Entity 
 

 Do you know why your practice is a C- or S-Corporation or a P.C. or LLC? 

  

 Out of the thousand plus physicians I have given educational seminars to or talked 

with after calls from articles, the one question I am always asked is: “What type of 

corporation should a medical practice be?” 
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 Out of all the physicians I have talked with over the last five years, I would say 

that less than 5% of those physicians have any idea why they have the type of corporation 

they currently have with their medical practice or individual physician company. 

  

 This section of the material is going to explain the types of corporate structures 

available and why a physician would want to choose one over another. 

________________________________________________________________________ 

Types of Corporations 

  

C-Corporation  
 

 The typical discussion I have with physicians about a C-Corp is that no one wants 

to use a C-Corp because everyone wants to avoid a corporate tax each year.  A C-Corp is 

not a “pass through” entity meaning that any income left in the company’s bank account 

at the end of the year is taxed at the corporate tax rate (35% a year for physicians).  If a 

corporate tax is paid and then the money is distributed to the owners, the owners also pay 

ordinary income tax on the money coming out of the C-Corp no matter if the income is 

dividend income or W-2 income; and that will give you the classic double tax that 

everyone wants to avoid. 

  

 The issue of a double tax in a physician’s practice in my mind is a non-issue 

(unless the CPA and client are asleep at the corporate wheel).   Every physician practice 

from the beginning of time takes every dollar out of the corporate bank account and pays 

it to the physician owners at the end of each year in the form of W-2 income (which 

avoids the corporate tax). 

  

 Pros to a C-Corp 

 

 Owners of a C-Corp can 100% tax deduct Long Term Care Insurance (LTCI) on a 

discriminatory basis for the physician(s).  Long term care is the number one worry clients 

should protect against in their estate plans. I recommend long term care insurance in 

every estate plan I put together for clients.    Typically, however, clients do not want to 

buy LTCI because they do not think they will need the insurance and because it is 

expensive.     

 

 I recommend that clients purchase LTCI through a C-Corp where the client can 

take a 100% tax deduction for the insurance where, through the use of a return-of- 

premium option, every penny paid as a deductible expense can go to the physician’s heirs 

income tax free at death.  I call the concept “free LCTI.” This concept can be 

implemented in a C-Corp on a totally discriminatory basis where the staff or other 

physicians need not be covered.  To read more about this topic, please turn to page 224 in 

the income tax reduction section of this book. 
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S-Corporation  
 

 An S-Corp is a “pass through” entity. Pass through means that income in the 

company will pass through to the owners each year no matter if it is left in the corporate 

bank account or not.  Unlike a C-Corp, if money is in the corporate bank account at the 

corporate year end (typically December 31
st
), the owners of an S-Corp will be seen as 

having taken the income out of the company and will be taxed on that money in the year 

it was earned.   

  

 An example I see quite often (and do not think makes much sense) is when 

physicians get year-end bonus checks but do not receive them until the second or third 

week of January.  I have talked to several physicians who thought, because a bonus check 

is issued in January, the income would be taxed in the year the check was issued.  That is 

not correct; the income is taxable in the year it was earned (the year the money hit the 

corporate bank account regardless of when the money was distributed out as income to 

the physician(s)). Because the company is an S-Corp, the money can stay in the 

corporation and not incur the corporate tax that would be incurred if the corporation were 

a C-Corp (although the money will be taxed in the year received at the personal income 

tax rate of the physician owner(s)). 

 

 Pros to an S-Corp  
 

 The main benefit to an S-Corp is the ability of its owners to take partner 

distributions.   If your company is an S-Corporation, you have the ability to take upwards 

of 40% of your income as a partner distribution (the number ranges from 10-40% 

depending on what your CPA advises).  Why would a physician want to take a partner 

distribution?  To minimize taxes.  How? 

 

 When a corporation gives partner distributions, the partners receiving that income 

will avoid paying 1.45% in Medicare taxes AND the corporation will avoid paying a 

matching 1.45% in Medicare taxes (a match) for a total savings of 2.9% in taxes on the 

money taken as a partner distribution.     

 

 For example, if a physician makes $500,000 and takes $200,000 of that money as 

a partner distribution, the physician would save $2,900 a year as would the corporation 

(an expense that gets line item expensed to each physician) for a total savings of $5,800 

in taxes a year per physician. 

  

 If a physician partner takes partner distributions, the partner then will typically 

have to pay quarterly estimated taxes on that money.  Many clients see the payment of 

estimated taxes as a bother; and if that is an issue you would like to avoid, please contact 

me for how to avoid paying estimated taxes (the taxes will still be due but not on a 

quarterly basis). 
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Limited Liability Company (LLC)  
 

 An LLC is an entity that is not used very often for medical offices.  However, an 

LLC (NOT an S- or C-Corp) is the main tool I use for asset protection (to help physicians 

protect their real estate and brokerage accounts from lawsuits).  Most physicians are 

unaware of the fact that an LLC can be treated as an S- or C-Corp for tax purposes, 

thereby having the same advantages listed previously for S- or C-Corps.    

 

 In some states, if an election is not made to treat the LLC as an S- or C-Corp for 

tax purposes, the LLC will be treated like a partnership (but with all the asset protection 

features that accompany an LLC). 

  

Professional Corporation (P.C.)  

 

 P.C.s function similar to LLCs except only professionals like physicians, 

attorneys, and CPAs can form P.C.s (in Texas P.A.s are used instead of P.C.s).  A P.C. 

can and will be treated as either an S- or C-Corp or a partnership for tax purposes, again 

taking advantage of the issues listed above.   

  

Partnership or Sole Proprietorship (SP)  
 

 I do not recommend either of these two entities for physician practices.  While it 

is true that a corporation does not protect physicians individually for malpractice suits, a 

corporation (which neither a partnership nor SP is) does protect the owner individually 

from slip and fall cases or any other kind of lawsuit that would typically be filed against a 

corporation by your local personal injury attorney.   

  

 I cannot give a client one reason to remain a partnership or an SP although the 

reason I am given by physicians who have either is that they do not want to bother with 

getting new provider numbers for the new corporation.  Getting new provider numbers is 

a hassle but not a reason for not incorporating.  If done correctly, there will be no 

interruption of cash flow when making the switch.   

  

 As far as taxes are concerned, the total amount of taxes paid in a sole 

proprietorship is equal to what in total is paid by an owner in a C-Corp (only in regards to 

payroll taxes). 

 

Recommendation  
 

 Most local advisors do not give recommendations that make sense to clients when 

it comes to picking a corporate entity.  My recommendation is very simple—if a client 

wants to take a 100% deduction to pay for long term care insurance, then the practice 

should be a C-Corp.  If not, then an S-Corporation or an LLC or P.C. treated like an S-

Corp will allow physicians to take partner distributions and lessen their Medicare taxes. 
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 What if one physician out of ten wants to be a C-Corp and the other nine do not?  

Then I would recommend the Perfect Corporate Structure (see page 280 in this section of 

the book to read about the Perfect Corporate Structure) which would allow each 

physician to create his/her own P.C., (treated as an S- or C-Corp) wherein each physician 

chooses to be paid as they see fit and take corporate deductions as they see fit. 

 

Caution  

  

 There is one problematic issue with a C-Corp that generates money for owners of 

the company from work NOT done personally by the owners.   

 

 What work and why is that a problem?  If a medical office has money coming in 

from ancillary sources such as MRI, physical therapy, selling pharmaceuticals, or if the 

owner physicians make money from non-owner employee physicians, that income could 

be double taxed as “unreasonable compensation.” 

 

 An example is the easiest way to explain the potential problem. 

  

 Assume Dr. Smith is an orthopedic surgeon with an MRI in his 

office and two non-partner physicians working for him.  Dr. Smith from 

his own billing (of his own patients) makes $600,000 in earned income 

(W-2 income). Dr. Smith, however, takes home as W-2 income $800,000 

because he makes an extra $100,000 from his MRI and $100,000 on his 

employee physicians. While the scenario sounds great for Dr. Smith (all 

physicians should make $200,000 extra in their practices from other 

sources), the IRS has been taking the stance in some situations that the 

extra $200,000 is unreasonable compensation on Dr. Smith’s part (for 

his normal professional services) and, therefore, that $200,000 should be 

taxed at the C-Corp level before being distributed to Dr. Smith. 

 

 Unreasonable compensation in the example of Dr. Smith basically means that he 

did not personally generate the money (from seeing patients); and the money was really 

earned by the C-Corp and, therefore, the IRS is now trying to tax the ancillary income at 

the C-Corp level (35% for professional companies in 2002) before it gets distributed to 

the physician as income. 

 

 The potential double taxation issue with ancillary income in a C-Corp could be 

devastating in some circumstances, and I wanted you to be aware of the potential 

problem.  My suggestion would be that, if you have a medical practice that has 

significant ancillary income, you better not be a C-Corp.  If you are, I would suggest 

converting to an S-Corporation or P.C., or P.A., where you would not have the same 

problem. 
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________________________________________________________________________ 

Section 2 

The Perfect Medical Office Corporate Structure 
 

 If the following scenario sounds too familiar, then you should consider the Perfect 

Corporate Structure. 

 

 The all too common scenario  (for offices with 2-150+ physicians) 

 

 Dr. John Smith, age 40, making $500,000 a year in income, after 

researching income tax reduction solutions/supplemental benefit plans, 

decided that he would like to implement such a plan.  Dr. Smith is terribly 

excited about a plan that will allow him to put away $75,000 a year in a 

tax favorable manner for use at a later time. 

 

 Dr. Smith works in a 20-physician practice and, after researching 

the tax reduction plan, goes to his partners and tells them that he wants to 

implement a plan and tells the partners that they will not have to pay for 

the plan and the plan does not require the inclusion of any other physician 

or the employees. However, the plan, like all non-qualified income tax 

reduction plans, requires a “corporate deduction;” and Dr. Smith, 

therefore, needs to have the partners approve the use of the corporation to 

implement the plan. 

 

 Dr. Smith even tells the partners he is willing to indemnify the 

corporation should there ever be any adverse consequences of 

implementing the plan. 

 

 Out of the 20 physicians in the group, five are younger non-

partners who are also interested in the plan. Unfortunately, five of the 

founding members (who also make up the Corporate Board for the group) 

are over the age of 55 and decide among themselves after little or no 

review of the plan that there is no upside to them and, therefore, tell Dr. 

Smith that they do not think it is a good idea and that they will not vote to 

allow him to implement the plan. 

 

 Dr. Smith is beside himself and joins the thousands of physicians 

around the country in a similar situation where they work in medical 

practices (or hospitals) either as owners or as employees where the main 

physicians or the CEO who runs the group VETO any plan that does not 

have an upside for those physicians or the organization as a whole. 

 

 The above scenario is a sad situation that I have seen all too often.  I would say 

that half the calls I receive on advanced topics are from physicians in groups in excess of 

five physicians (or employees of hospitals); and out of those who want to implement 
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advanced income tax reduction plans, over half of them run into problems with their 

partners when asking for permission to implement a plan through the corporation. 

 

 The Perfect Corporate Structure is fairly simple and several professional offices 

around the country already have the structure.  Most multi-owner professional practices 

have a main company (usually a C- or S-Corp) that employs both the principal owners 

and all the employees. Let’s call that the “mother” company. If an owner wants to 

implement any kind of income tax reduction plan, it must be done inside the “mother” 

company; and, therefore, there must be an agreement of the partners to allow one or more 

owners to implement such a plan.  As I have stated above, it is virtually impossible to get 

five-plus owners to agree to anything; and, therefore, one owner has little chance of 

getting an agreement to implement any kind of advanced plan. 

 

 With just the “mother” company in place, all the employees take their income 

from the “mother” company, usually via W-2 income. 

 

 The Perfect Corporate Structure exchanges a Professional Corporation (P.C.) for 

the owner as the entity to receive income that the owner would normally receive.  So, 

instead of the owner receiving a W-2 paycheck from the “mother” company, the 

“mother” company would instead cut that paycheck to the owner’s P.C., where the P.C. 

would, in turn, cut the paycheck.   

  

 Is it complicated to create a P.C. and have it paid instead 

of the physician?    
 

 Absolutely not.  If Dr. Smith in my example has a contract with his medical office 

that says “Dr. Smith” will get paid whatever he is to be paid, Dr. Smith would simply re-

do the contract to state that Dr. Smith’s P.C. will be paid his normal W-2 income (plus 

the normal matching corporate payroll taxes the “mother” company would pay on his 

behalf) as a consulting fee.   

 

 In Dr. Smith’s 20-physician group, Dr. Smith could be the only one being paid 

through a P.C. or any or all of the other physicians (either owners or employee 

physicians) can do so as well. 

 

 Once Dr. Smith has money in his own P.C., he can choose to do whatever he 

wants with that money without asking permission of the partners in the “mother” 

physician practice.   

 

 I have talked with practices lately where the clients are not allowed to write-off 

any portion of their automobile lease payment, their cell phones, or food.  In the Perfect 

Corporate Structure, each individual owner can make that determination for him/herself. 

 

 The biggest benefit to the “Perfect Corporate Structure” is the ability of each 

owner to implement their own income tax reduction plan without having to beg for 

approval from the partners in the “mother” corporation.  As you will read in this book, I 
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discuss several different income tax reduction plans, some of which can be implemented 

in an individual P.C.    

 

 Why wait?  If you are in a company where you have no ability to do individual 

tax planning, you are costing yourself thousands in income taxes that could be saved or 

deferred via a supplemental benefit plan.    

 

 

 

 
 

Conclusion   
 

 The Perfect Corporate Structure is simple to implement and works to save owners 

of professional practices headaches, which in the long run can save disgruntled owners 

from leaving and starting competing practices.  

________________________________________________________________________ 

Section 3 

Health Insurance  
 

 Besides rising malpractice insurance premiums and paying income taxes, the 

number one complaint of office managers and physicians is the rising cost of health 

insurance.    

  

 Physicians see their fee schedule decrease and see their health insurance costs for 

their employees increase.  One would think that, if premiums go up, some of the money 

has to be funneling down to the physicians. Wrong.   

 

 From a scale of 1-10, 1 being boring and 10 being exciting, talking about health 

insurance is below a 5.  Having said that, the seminars on health insurance seem to 

PPootteennttiiaall  PPeerrffeecctt  CCoorrppoorraattee  SSttrruuccttuurree  
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receive some of the best turnouts, and there are always more questions from the audience 

than with any other topic. 

 

 The material that follows will discuss why health care costs are rising and several 

practical ways your office can attempt to curb the seemingly annual increases in cost. 

________________________________________________________________________ 

Why Costs Are Rising 
 

Let me preface this section of the book by stating that when this Edition 8 was 

released, the nation has already been dealing with years under Obamacare. The affect has 

been skyrocketing costs. While both the House and Senate are run by Republican 

majorities, they have been unable to unravel Obamacare. If it is not ultimately repealed or 

replaced, I fear for the future of health care in this country. We could be looking at 

socialized medicine if we continue to go down the Obamacare road.  
 

In 1996, President Bill Clinton signed the Health Insurance Portability and 

Accountability Act, better known as HIPAA or the Kennedy-Kassabaum bill. Costs are 

high and have been rising for years in good part because of this law. 
 

HIPAA/Kennedy-Kassabaum Bill  
 

HIPAA was developed to help reduce the number of uninsured Americans and 

enable them to acquire health insurance. The act has actually resulted in the exact 

opposite.  For the individual or sole proprietor, the act accomplished nothing.  HIPAA 

only addresses the small employerthose employers who employ 2-50 employees.  

Therefore, for those who are employed by companies with more than 50 employees, 

nothing really has changed.   
 

The main emphasis behind HIPAA was to allow an employee to be able to leave 

employer A and go to employer B and automatically be eligible for employer B’s health 

insurance plan regardless of his/her medical conditions.  All preexisting conditions would 

be waived.  It also allows employer A to move their current health insurance plan to 

another health insurance company.  The new health insurance company must accept the 

employer’s request to allow the insurance company to insure his or her company.  

Regardless of the current medical conditions of the employer’s employees, the insurance 

company cannot decline the employer’s request to be insured.   

 

What HIPAA does not address is what the insurance company can charge the 

employer.  Some states have dollar amount caps on how much above manual book rates 

(the insurance company’s base rates) an insurance company can charge in premiums.   

 

For example, when I submit a group who just received a 30% increase with 15 

employees and 4 of those employees have ongoing medical conditions, once the new 

insurance company reviews the employees’ applications, the insurance company reserves 

the right to increase their base rate premium.  Usually with an ongoing medical condition, 

the insurance company charges considerably higher rates so that changing companies 
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becomes cost prohibitive for the employer to accept the new premium; and, therefore, the 

employer must stay with its current insurance company.  This is by no means a better 

solution for the employer.   

 

In the previous scenario, what has HIPAA accomplished?  Yes, the employer can 

hire new employees and allow them to come onto their health insurance plan; but HIPAA 

has also caused insurance companies to increase their standard rates to make up for the 

fact that, by law, insurance companies cannot turn down new employees with expensive 

health problems.  If you are an employer and your employees do not have any ongoing 

medical conditions and you are shopping your health insurance because you received a 

30% increase from your current insurance company, the new business standard rates 

(base rate) from the new insurance company are not competitive because of their rate 

adjustment on new business.   

 

When HIPAA was enacted, the health insurance industry felt they were going to 

be inundated with a lot of unhealthy people.  Therefore, all insurance companies raised 

their base rates significantly for all new business.  So, if an employer has a healthy group 

of employees and wants to shop his or her rates, there is a good chance they will not get 

competitive rates because of the increase in base rates due to the HIPAA scare.  Even 

though HIPAA has helped with the accessibility problem for the small employer, the 

problem of an already high premium has been magnified.  

 

COBRA 
 

COBRA stands for the “Consolidated Omnibus Budget Reconciliation Act.”  

COBRA amended the Internal Revenue Code of 1986 and the Employee Retirement 

Income Security Act of 1974 to require that certain health plans provide “qualified 

beneficiaries” with the option of continuing health care coverage upon the occurrence of 

a “qualifying event.”  The length of time that such continuation coverage is provided 

depends upon the type of qualifying event that occurred, and the initial continuation 

period may be lengthened or shortened depending on the occurrence of certain events 

during that period.  COBRA provisions also address: 

 

(1) The type of continuation coverage that must be offered to a qualified 

beneficiary;  

 

(2) The process by which a qualified beneficiary must be informed of his or her 

right to elect COBRA coverage;  

 

(3) The qualified beneficiary’s responsibilities regarding electing; and   

 

(4) Paying for such coverage and the manner in which a qualified beneficiary 

pays for continuation coverage.   

 

Finally, COBRA provides for various penalties and noncompliance with its 

provisions.   
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COBRA, too, has seen some changes due to HIPAA and other changes in 1999.  

COBRA can cause an employer’s premium to increase significantly.  Most employers 

think that when an unhealthy employee who has had a number of significant claims 

terminates employment, it will help when the employer begins shopping their health 

insurance plan.  If the employee elects COBRA, he or she is still part of the employer’s 

health insurance plan and can be for up to 18 months (36 months if disabled).   

 

Having someone on your health plan who is not actually working for you but is 

affecting your health insurance rates is hard for an employer to understand.  I had a client 

where the employer hired a new employee.  Three days after becoming eligible for health 

insurance, the employee terminated her employment. The employee had a great number 

of health problems.  The employee, of course, elected COBRA.   

 

The terminated employee then submitted over $85,000 in claims in a short period 

of time and eventually became totally disabled.  She then extended her COBRA benefit 

for an additional 18 months. The employer had an 18-month “long-term” problem that 

affected the employer’s health insurance premiums in a very negative manner.  This 

scenario happens frequently. Even though an employee you thought was costing you 

money in regards to your health insurance premium terminates employment, it does not 

necessarily mean they stop costing you money.  Again, COBRA is a good thing for the 

employee but not necessarily good for the employer. 

 

Plans Covered by COBRA 
 

COBRA applies to employers who have employed 20 or more employees on a 

typical business day in the preceding year.  Both full-time and part-time employees are 

counted in determining the number of employees an employer has.  Each part-time 

employee is counted as a fraction of an employee. 

 

Those Eligible for Coverage 
 

An employee and dependent(s) who lose coverage due to the following reasons 

may continue coverage for up to 18 months: 

 

1. Employee quits employer for any reason; 

2. Employee is fired for any reason other than gross misconduct; 

3. Employee loses coverage due to strike; 

4. Employee loses coverage due to reduction of hours; 

5. Employee loses coverage for reasons other than gross misconduct. 

 

 A dependent who loses coverage due to the following reasons can continue 

coverage for up to 36 months: 

 

1. Death of employee; 

2. Divorce from employee; 



Office Management 

________________________________________________________________________ 

              286 

3. Legal separation (if decree does not require employee to continue 

coverage on spouse and/or children); 

4. Dependent child reaches maximum age under plan; 

5. Any other reason the dependent is no longer  considered an eligible 

 dependent. 

 

An employee or his/her dependent is required to advise you of a dependent status 

change within 36 days of occurrence in order for the dependent to continue coverage 

under the COBRA provision of the plan.  

 

The employer may charge individuals electing coverage under the COBRA 

provision of the plan 102% of the premium. 

 

If an employee elects continuation of coverage and during the eighteen months of 

coverage a covered dependent loses coverage for any of the reasons above, the dependent 

can continue coverage for up to, but no more than, a total of 36 months from the original 

qualifying event.   

 

Time Frames 
  

 The employer or plan administrator must advise eligible employees and 

dependents of their eligibility for continuation within fourteen days of the employee’s 

termination. 

  

 The employee/dependents must notify the employer of dependents who are no 

longer considered eligible by the plan within sixty days of the date they are no longer 

eligible if the dependent wants to continue coverage. 

 

 Eligible employees/dependents must elect continuation and sign an election form 

within sixty days of notification by employer or within sixty days of loss of coverage, 

whichever is later. 

  

 Eligible employees/dependents must submit required premiums within 45 days of 

the date the election form is submitted. 

  

 Eligible employees/dependents must submit future premiums within 31 days of 

premium due date. 

 

Understanding COBRA and its rules is very important.  It is the employer’s 

responsibility to know the rules.  If the employer does not follow the time-frame rules, 

they are opening themselves up to a lawsuit and could potentially be responsible for ALL 

the health costs of the terminated employee for a period of 18 months (and this would 

come directly out of the cash flow of the employer).   
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________________________________________________________________________ 

Health Insurance Strategies 
 

 Practical Tips for Reducing the Cost of Your Office’s Health Insurance 

 

              If your office is anything like the medical office I used to run in Bloomington, 

Indiana, you have been receiving significant rate increases with your health insurance 

over the last four years.  This section of the book’s material has been created to give the 

reader a few tips and options for decreasing the costs of your office’s health insurance. 

 

Fully Insured  
 

 This type of insurance plan has been around since health insurance plans have 

been written.  This type of plan requires the employer to pay a set premium per month, 

and the insurance company is at risk to pay all claims submitted on behalf of the insured.  

The insureds cost share with the insurance company by way of deductibles, co-pays, and 

co-insurance. If an employer gets a significant increase in their health insurance 

premium, they can either cost shift to the employees by way of increasing deductibles, 

co-pays, and coinsurance or pay the increased premium themselves.  Depending on what 

part of the country you are located, the cost increases in fully insured health plans have 

been averaging 20-50% a year and will continue for the foreseeable future. 

 

Change the Deductibles and Co-pays 
 

To keep the costs down in the medical office I used to run, I decided that we 

would change our deductible from $500 a year to $1,000 (that move saved us over $1,000 

a month in premium).  I told the staff that the office would pick up the second part of that 

$1,000 deductible so, in essence, the cost to the employee would be the same.  We ran the 

numbers and 85% of our employees would have had to reach the $1,000 deductible for 

the cost to be higher than paying the higher premiums for a plan with a $500 deductible.   

 

In the two years that I was at the medical practice after I changed the deductible 

and co-pays, I only had one employee give me a bill to pay for any part of the second 

$500 part of the deductible. I do not know if the employees forgot or if everyone was 

healthy, but I know the office saved a significant amount of money. 

 

Partially Self-Funded Plans 
 

Partially Self-Funded Plans allow the employer to become and act as an insurance 

company to a degree.  In a Partially Self-Funded Plan, the employer funds minor claims 

out of their own cash flow. The employer buys insurance from a reinsurance company to 

fund for any large catastrophic claims. The employer also pays an administrator to 

process and pay claims, disburse Explanation of Benefits (EOBs) to the employees, and 

does all other administration work on behalf of the employer.   
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If funded properly and actuarially sound, a Partially Self-Funded Plan may save 

the employer a tremendous amount of money.  To put it into perspective, a fully insured 

carrier wants to make a 25% margin on all of their accounts.  In a Partially Self-Funded 

Plan that 25% margin stays with the employer and not the insurance company.   

 

Viability for your practice 
 

Just a few years ago, a Partially Self-Funded Plan would not be financially viable 

unless you had at least 100 employees.  Because of the nature of the fully insured market 

and the increases we have seen, Partially Self-Funded Plans have been competitive for 

those employers under 100. I know a health insurance agency that has three clients who 

each have less than 15 employees who have plans that are partially self-funded.  Each of 

these plans averaged a 30% cost savings in their first year.   

 

With a Partially Self-Funded Plan, the employer also has the liberty of designing 

his or her own plan because the state does not mandate in a Partially Self-Funded Plan 

what the employer can and cannot cover.  Employers love the freedom and flexibility to 

have an opportunity to improve their benefits and at the same time the potential to save 

on premiums. 

 

Why are Partially Self-Funded Plans not being used? 
 

There are two reasons why I think Partially Self-Funded Plans are not being used 

more.  First, your average insurance agent does not do enough research to know that 

there are only a handful of companies in the country that will self-insure fewer than 100 

employees. Second, those agents who switch their current clients to Partially Self-Funded 

Plans will take approximately a 50% commission decrease when moving clients from a 

Fully Insured Plan to a Partially Self-Funded Plan.  

 

While we hope our agents are looking out for our own good, it certainly is 

plausible that agents will not switch clients to Partially Self-Funded Plans because of 

their self-need to keep their income higher. 

 

If your office has more than fifteen employees, I strongly suggest obtaining a 

Partially Self-Funded quote for your health insurance.   

  

Section 125 Plans 
 

Another way to reduce cost associated with a health insurance plan is to 

implement a Flexible Benefit Plan or Cafeteria Plan. Internal Revenue Code (IRC) 

Section 125 permits employees to pay their share of the cost of qualified benefits with 

pre-tax income.  This means the employee does not have to pay Federal Income Tax or 

Social Security Tax on their contributions. The employer saves on matching Social 

Security contributions and on other taxes based on payroll.  This is accomplished by 

installing a Cafeteria Plan, also called a Flexible Benefit Plan, as defined by the IRS.   
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 The types of Cafeteria Plans allowed by Section 125 vary greatly, but the simplest 

and most cost effective is the Premium Only Plan (POP). Implementation of a POP 

primarily involves changing some of the administrative procedures within the existing 

employee benefit plan structure. Any size company’s total taxable payroll will be reduced 

by the amount of the employee premium contributions.  As the total payroll is reduced, so 

are associated employer required payroll tax liabilities.   

 

 The savings depend on the total company payroll and the dollars employees 

contribute toward their benefits.  Employees who contribute to the POP reduce their 

taxable income by the amount of their premium contributions, so they actually pay less 

income and social security taxes.   

  

 A flexible benefit plan saves payroll taxes for the employer simply by converting 

employee-paid insurance premiums to a pre-tax status.  POP is an easy way to enhance 

your employee benefit package while at the same time saving you and your employee’s 

money. Health insurance (medical, dental, vision), Disability Insurance, and Group Term 

Life Insurance are all examples of premiums that can be paid for on a pre-tax basis.  This 

results in a lower payroll tax scenario for the employer and an increase in employee take-

home pay.  

 

Employer Savings Example:   W/O POP  With POP 

 

Annual Payroll     $500,000   $500,000  

Pre-tax Employee Premiums         $0    $(25,000) 

Net Taxable Payroll     $500,000   $475,000 FICA 

Tax @ 7.65%       $38,250    $36,337 Payroll 

Tax Savings With POP         $1,913  

 

Employee Savings Example:                         W/O POP  With POP  

 

Annual Income      $30,000    $30,000 

POP Premium Contributions         $0     $(2,400) 

Taxable Income      $30,000    $27,600  

Estimated Taxes @ 30%     $(9,000)                      $(8,280) After-tax 

Premium Contribution       $(2,400)         $0  

Net Take-home Pay      $18,600    $19,320  

 

INCREASED Take-home Pay With POP:                        $720  

 

 While a Section 125 plan does not actually lower the cost of insurance, it can save 

both the employee and the employer on taxes paid. As is the case with all of the topics in 

this book, I am interested in getting information to the reader that can help educate and 

motivate the reader to save money.  Health insurance costs are going to continue to rise, 

and an annual review of your office’s health insurance premium and policy is a must.    
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________________________________________________________________________ 

Health Savings Account (HSA) (formerly Medical Savings 

Accounts) 

 

Save Money on Health Insurance Costs While Providing 

Dental, Eye Care, and More with an HSA 

 

Health Savings Accounts (HSAs) are a significantly underutilized tool by health 

insurance agents when trying to trim health insurance cost for the small employer. 

 

What is an HSA?   
 

An HSA is a separate account set up in conjunction with your office’s health 

insurance account that enables the employer or employee to contribute money tax 

deferred into a savings account to be used at a later time for a variety of health care costs.     

 

What can the HSA Money be used for? 
 

The money in an HSA can be used to pay an employee’s deductible and co-pays 

as well as a number of other health insurance costs not normally covered under traditional 

small employer heath insurance plans. Those expenses not normally covered include:  

contact lenses, prescriptive glasses, dental treatments, orthodontics, drugs, psychiatrists, 

and the list goes on and on.   

 

Why use an HSA?    
 

There are three main reasons.  

 

1) There is a great possibility you can lower your health insurance 

premiums for the office (sometimes in excess of 50%). 

 

2) Your office can offer added benefits for your employees without 

any extra out-of-pocket costs.   

 

3) If the money contributed to the HSA is not used during a calendar 

year, that money not only rolls for use during a later year but, at age 

65, the money can be used as a supplemental retirement income.   

 

As it stands today, most medical offices do not cover dental or eye care for their 

employees.  If your office could offer some form of dental and eye care coverage, your 

office would be held in highest regard employees in the local medical community. 
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How Does an HSA Work to Save Your Office Money?   
 

 Today, most offices have health insurance deductibles between $250-$500 per 

person. That means the maximum annual exposure to the employee is $250-$500 (plus 

any co-pays).  Based on the health of your office’s employees and the deductible, a health 

insurance company quotes your office both a family and an individual premium. Those 

premiums are getting higher and higher in a very difficult health insurance market. 

 

 HSAs are based on the concept of high deductibles.  That’s righthigh 

deductibles.  In 2016 Employee-only deductibles must be between $1,300 and $6,550 a 

year and family deductibles must be $2,600-$13,100.  The key is that with the higher 

deductibles, the employee and family insurance premiums will be significantly lower.   

 

 The first impression of a change to a high deductible plan is negative by the 

employee and employer.  No one wants to be responsible for that extra high deductible. 

The key to success with a high deductible plan is through the incorporation of the HSA.   

An employer or employee can fund the HSA to cover the extra cost of the deductible.  

 

Why Would Anyone Entertain Such Madness?   
 

Long-term savings and extra benefits.  Right now, once health insurance 

premiums are paid, the money will never come back to the employer or employee.  With 

an HSA, if the money is not used inside the HSA, the employee gets to keep the money 

as his/her own for future medical expenses. Once enough money is deferred into the HSA 

to cover the deductible, an employer can choose to stop contributing to the HSA, thereby 

significantly decreasing the annual health insurance/HSA expenses.   An example is the 

best way to show the long-term benefits of an HSA. 

 

Example: 
 

Assume with a small business health plan the family premium is $700 a month 

with a $500 deductible.  Also assume that a family premium with a $5,150 deductible is 

$250 a month.  Assume the family premium is for a doctor/owner of a medical practice. 
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Total premium for Doctor Smith for 1 year      $8,400 with a $500 deductible plan  
           $3,000 with a $5,150 deductible plan 
Total annual savings in premium for Dr. Smith      $5,400  
 
Dr. Smith’s total contribution to an HSA for one year     $5,150 (deductible)  
 
Total out-of-pocket cost for Dr. Smith  
which include the HSA contribution (pre-tax)       $8,150 ($3,000 +  $5,150) 
 
Annual out-of-pocket savings using an HSA plus 
a high deductible plan over the $500 deductible plan        $8,400 - $8,150  = $250 
 
Assuming Dr. Smith spent $600 for his deductible and     $600 out of pocket for deductible and 
co-pays on $1,500 worth of real medical expenses in the    co-pays (non-deductible) 
traditional plan  
 
Amount pulled out of the HSA to cover the $1,500 costs    $1,500 (deductible through the HSA) 
 
Total overall costs (pre-tax) of the $500 deductible plan      $8,400 in premium (deductible expense) 
            $1,000 (to cover the non-deductible $600 costs) 
            $9,400  
 
Total overall costs (pre-tax) of the HSA plan       $3,000 in premium (deductible expense) 
            $5,150 in HSA costs (deductible expense) 
            $8,150  
 
Total cost savings (pre-tax) with the HSA       $1,250 
 
Total assets at the end of the year        $0     with the $500 deductible plan 
            $3,650  In the HSA account ($5,150-$1,500)                                                                       
 

 In the above example, three good things happen.   

  

 1) The total out-of-pocket expenses for the health insurance and the HSA costs 

are $250 a year lower than the traditional $500 deductible non-HSA plan.  

 

 2) Dr. Smith’s family only used $1,500 of the $5,150 in the HSA account, and 

$3,650 stays in the HSA account that is owned by Dr. Smith.  

 

 3)  Just as important is the fact that, IF the physician’s family is relatively healthy 

in years to come, the money accumulated in the HSA can roll to the next year, thereby 

cutting the next year’s out-of-pocket costs of the doctor.  The doctor could also continue 

to fund the HSA at $5,150 a year to stockpile money in the HSA for other medical 

expenses (orthodontics) or for supplemental retirement benefits and, ultimately, that 

money can be used in retirement (like an IRA). 

  

 If the above example is a real world example, then why don’t all offices have 

HSA accounts in conjunction with their group health plans?  There are three main 

reasons.   

 1) Most insurance agents despise the concept of HSAs.  When an agent lowers the 

premium for a client, the agent takes a significant pay cut.   The agent makes nothing on 

money contributed to the HSA.   
 

2) FEAR.  Most employers don’t have the guts to implement a plan that raises the 

employee’s deductibles to the maximum limits. If fully explained to the employees, the 

employees should jump at the chance to have an HSA implemented in their office. Why? 
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The business is going to cover the difference between the old deductible and new 

deductible; and if at the end of the year the employee did not need to use the money in 

the HSA for deductibles, then that money becomes the employee’s. 

 

3) Offices with several sick employees (employees who always hit their 

deductible and then some every year) will have a hard time making the HSA concept cost 

effective due to prohibitively high insurance premiums and the fact that the HSA account 

will be drained every year for those sick employees. 

 

This material does not give all the details behind implementing an HSA, but the 

material should make you aware of other options out there that your office should look at 

when trying to save money on a very difficult topic.   

________________________________________________________________________ 

Section 4 

Professional Employer Organization (PEO) 
 

 Professional Employer Organizations (PEOs) can save medical offices money on 

Group Health Insurance, Worker’s Compensation Insurance, and Income Taxes and 

outsource your office’s Human Resources (OSHA) compliance issues/liability. 

 

 In 2002, I completed researching Professional Employer Organizations and have 

found them a nice way for many medical practices to save money on: 

 

 1) Health Insurance  

 

 2) Worker’s Compensation Insurance  

 

 3) Income Taxes 

 

 PEOs are also a terrific way to outsource the issue/liability of OSHA compliance 

and employee liability, which includes sexual harassment and wrongful termination. 

 

What is a PEO?  
 

 A PEO is a company created to house/employ employees and to provide benefits 

to those employees. Small employers (less than 150 employees) have very little, if any, 

negotiating power with either health insurance carriers or worker’s compensation 

carriers.  This has been evidenced painfully in the last several years with small employers 

receiving sometimes 75% increases on both health insurance and worker’s compensation 

insurance premiums. 
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 The PEO was created to house/employ your employees.  In effect, your current 

employees would become employees of a large PEO; and they would be leased back to 

your office where they would work under the medical office as they do normally.  

 

Cost Savings 
 

 When your employees become employees of a 20,000+ employee PEO, your 

employees then fall under the health insurance plan of a 20,000 employee PEO that has 

tremendous leverage with which to negotiate health insurance premiums. That holds true 

also with the worker’s compensation insurance.   

 

 Additionally, the PEO would also do the payroll for your office; and your office 

would simply cut one service fee check on a bi-weekly or monthly basis to the PEO who 

would, in turn, pay the employees including the physicians as your current practice does 

today.  By having a payroll service, you can be confident that your office is never going 

to incur another penalty for paying payroll taxes late (which happens to most offices 

doing payroll in house at least once every two years) 

 

Human Resources Compliance (HR) or OSHA Compliance 
 

 Most small-to–medium-size employers do not have the resources (or choose not 

to allocate resources) to hire a full-time HR/OSHA compliance officer.  While having a 

nurse or the office manager take care of the HR/OSHA compliance burden is nice, what 

would be better is if that burden and liability was completely outsourced to a third party. 

 

 By having your employees become employees of the PEO, the PEO then has the 

burden and liability of the HR/OSHA compliance issues.   

 

Cost of the PEO 
 

 I reviewed PEOs back in 1999 when I was still running the orthopedic practice in 

Bloomington, Indiana; and I could not figure out how the PEO made their money.  CNA 

Insurance Co. came in to “pitch” me on the PEO idea. I told CNA that, if our office could 

break even on the health insurance and the worker’s compensation insurance, I would 

sign our office up for the PEO just to outsource the OSHA compliance and to outsource 

the burden and liability of having to do payroll.  CNA’s pitch to me was that their service 

fee was $300 a year and that CNA made their money from the commissions on the health 

and worker’s compensation insurance.  Being a skeptic at heart, I did not believe that; 

and so it took me nearly two months to figure out where CNA was really making their 

money. 

 

 Most PEOs make their money from a spread on the payroll.  By that I mean, if a 

nurse made $30,000 a year and the fee for the year for that employee was 1%, the cost 

would be $300.  The problem with that scenario is that, if there is no cap, the rank-in-file 

employees with varying incomes will have varying amounts taken out of their paycheck 
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to pay for the PEO fee. Additionally, there are typically no “caps” for high income 

earners; so if a physician made a million dollars a year in W-2 income, the fee would be 

$10,000 that came out of that physician’s pocket if the fee was 1%. 

 

 Needless to say, when I figured out how CNA really made their money, it was 

evident that the PEO was not going to save us enough money on health insurance and 

worker’s compensation insurance to justify the fee. 

 

A Better PEO 
 

 I recently found a PEO that has a cap on their fees for high-income earners. The 

cap is a bit variable depending on the size of the practice, but typically the fees will 

decrease many times that of the normal PEO that does not have a cap on their fees.   

 

 Typically, when you run the numbers with the fees being capped, the PEO can 

save your office enough on health insurance and worker’s compensation insurance to 

justify its use. 

 

Conclusion 
 

 If your office has been hammered by run-away health insurance costs and 

worker’s compensation costs, your office should seriously consider looking at a PEO. 

 

 If your office likes the concept of outsourcing the HR/OSHA compliance issues 

and liabilities, then you should look into a PEO. 

 

 If your office would like to outsource the payroll responsibilities and liabilities, 

then you should look into a PEO. 

________________________________________________________________________ 
Section 5 

Malpractice Insurance 

 

Malpractice Insurance: A Necessary Evil to Protect Your 

Assets 

 

What Can You Do to Mitigate Costs and Stay Asset Protected? 
 

 Many physicians are outraged and scared with what is going on in the medical 

malpractice insurance market these days.  They are outraged due to the fact that 

malpractice insurance premiums are going through the roof and scared because many 

physicians are being dropped by their malpractice carriers altogether.  
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 I have given a number of seminars on asset protection and income and estate tax 

reduction, and the topic of what to do about malpractice insurance comes up every time.  

Notwithstanding the fact that premiums are on the increase, many physicians have upped 

their malpractice coverages from $1 million/3 million (which is standard) to $2/4 or 3/5 

million.  

 

 Why?  Fear of losing personal assets with the multi-million dollar verdict which is 

in excess of the physician and medical office’s malpractice policy limits. 

 

Avoid the Bull’s Eye on your Back  
 

 Many readers may not be aware of the fact that, prior to running an orthopedic 

office for three years, I used to practice as a personal injury (PI) attorney with a firm that 

specialized in suing physicians for medical malpractice.   

 

 Most personal injury attorneys are NOT interested in taking a medical 

malpractice case when the following circumstances are at hand: 

 

 1) When a physician has no (or low limits) medical malpractice coverage.    

 

 While there is a school of thought out there that PI attorneys are trying to run the 

insurance companies broke or out of the market, in actuality, it is just the opposite.  If 

there were no insurance companies to cut checks to PI attorneys, PI attorneys would find 

another line of work due to the fact that it is too much work (and, therefore, too costly) to 

collect from a physician by going after their personal assets. PI attorneys will chase down 

personal assets of a physician; but for the most part, PI attorneys settle even their most 

egregious malpractice case for policy limits.   

 

 2) When liability of the physician is tough to prove. 

 

 A PI attorney will shy away from a medical malpractice case even if the plaintiff 

(patient) has a potential claim where the damages demanded could be well in excess of 

$10,000,000. Why? No matter how damaged a patient is, if the attorney believes he/she 

cannot prove a nexus between the injury and a screw up by a physician (proximate 

cause), the case will have no merit; and there will not be a settlement or a positive verdict 

should the case go to trial.  A PI attorney is more apt to take a case with $100,000 in 

damages if the liability of the physician can be proved very easily.  With the latter, the PI 

attorney is assured that he/she will make some money; and the question will then not be 

“if” and instead will become “how much.” 

  

 3) When the plaintiff (patient) has very large medical bills. 

 

 In a medical malpractice case, if the plaintiff has large medical bills, the insurance 

companies and Medicare will have a right of setoff on any settlement or jury verdict in 

the plaintiff’s favor.  That means, if a patient has $500,000 in medical bills, $500,000 will 

be paid back to the health insurance providers first before any money makes it to the 
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attorney’s pocket.  And the attorney does not take his/her normal 1/3
rd

 attorney fee on 

that $500,000. 

 

 An example illustrates the problem:    

 

 Plaintiff with $500,000 in medical bills sues physician for 

malpractice (and the malpractice is the cause of the medical bills).  

Physician has $750,000/1.5 million in medical malpractice insurance.   If 

we assume that the physician screwed up and that can be proved with the 

typical $50,000 expenses to litigate a case, that would leave only $200,000 

to be divided up between the client and the attorney.  Therefore, the fee for 

the attorney is only $66,000. That may seem like a lot of money; but for a 

personal injury attorney, that is not enough to go through the headaches of 

a medical malpractice case from start to finish.   

 

Exception to Rules 1, 2 and 3 Above 
 

 Abnormally High Malpractice Limits – 

 

 If a PI attorney has a case with significant damages where the case is difficult to 

prove liability (proximate cause), the PI attorney is more apt to roll the dice on the 

liability issue if the insurance coverages of the physician are abnormally high?  Why?  

The lottery syndrome.  If the PI attorney can get through a summary motion to have the 

case dismissed for lack of proving a question of liability, chances are the insurance 

company will settle the case for fear of a policy limits verdict.   

 

 Example: 
 

 Dr. Smith operates on patient X who ends up becoming a 

quadriplegic.  Dr. Smith says he did nothing wrong and does not want to 

settle the case.  Dr. Smith for fear of losing his personal assets in a lawsuit 

just upped his malpractice coverage to $3 million/5 million. The PI 

attorney who reviewed the case was not going to take it at all until he 

heard from a colleague that Dr. Smith just upped his malpractice 

coverages.  The PI attorney takes the case and rolls the dice that he can 

prove liability. The local judge assigned to the case was a former PI 

attorney when she practiced and decided not to dismiss the case after 

hearing a motion to dismiss the case due to lack of liability.   The case is 

now set for trial where the demand from the patient is $5,000,000. 

   

 The insurance company was St. Paully who just happened to be 

getting out of the business and decided to settle all outstanding suits to 

clear their books and without Dr. Smith’s approval settled the case for 

$2,000,000. 
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 How could this scenario been avoided?  
 

 1) Total asset protection; and  

 2) Lower policy limits. 

 

 I like to convey to my readers what happens in the real world as well as what 

technically could happen.  If a physician totally asset protects his/her personal assets and 

has relatively low limits, the likelihood of a PI attorney being interested in suing such a 

physician drops dramatically. In fact, the word will get around the PI community to stay 

away from a physician who has no insurance or low insurance coverages who is also 

asset protected.  Why?  Because a PI attorney is not going to invest the 10’s of thousands 

of dollars it takes to litigate a medical malpractice claim if the PI attorney knows the 

defendant is not collectible or has malpractice coverages so low it is not worth taking the 

gamble to file suit in the first place. 

 

Asset Protection 
 

 I am not going to go into the nuts and bolts of asset protection in this part of the 

material besides to say that there is very little, if anything, a PI attorney can do for his/her 

clients to collect against a physician who has his/her assets housed in a limited liability 

company (LLC) or offshore.  (See the entire first part of this book for an explanation of 

asset protection). 

 

Low Malpractice Policy Limits  

 

 As discussed above, if a PI attorney learns that a physician has no coverage or low 

limits ($500,000 per claim or less), the chances of that PI attorney taking a case against 

such a physician is very low.  There is little upside for the PI attorney and a significant 

downside with the high cost of litigation and health insurance lien that must be paid back 

before the attorney makes any money.  

  

 Keep in mind that there are real world answers to questions about how a PI 

attorney goes about making decisions to file a medical malpractice case, and then there 

are the technical options a PI attorney has at his/her disposal.  I point this out because it is 

technically accurate to say that a PI attorney could sue any physician for just about 

anything no matter how the physician has his/her assets protected and no matter what 

kind of malpractice insurance the physician carries.  

 

When are a Client’s Personal Assets “At Risk”? 
  

 Keeping with the real-world theme, the answer is only when a medical 

malpractice claim is filed and a trial ensues where a judgment in excess of the policy 

limits is issued. Since approximately 70% of all PI cases end with settlements, that means 

on average a physician only has a 30% chance a case will go to trial.  At trial, the 
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physician wins approximately 80% of the time. That means the physician has a chance of 

only 6% that a judgment could come back with a number in excess of the policy limits.   

  

 Extrapolating out all the numbers, the likelihood of a judgment coming back in 

excess of the policy limits, in my opinion, is less than 2%; and, therefore, a physician has 

less than a 2% chance that his/her personal assets will be at risk. 

 

 So why is every physician worried about protecting their personal assets? I 

believe it comes from the few horror stories that happen in and around a local community 

every year. All a physician needs to do is hear one horror story about how another 

physician lost all his/her personal assets or how a medical office lost some of the A/R, 

and that physician cannot sleep at night because of the worries. 

 

How to Avoid the Worries (Conclusion)  

 

 If you totally asset protect your personal assets (prior to knowing about an 

impending medical malpractice suit) and carry low-to-medium malpractice liability 

coverages, in the real world, you will have protected yourself and your assets from 

medical malpractice suits.   

 

 A good non-offshore asset protection plan can be implemented for $3,500-

$10,000 and an offshore plan usually will cost less than $20,000.  This is  a small price to 

pay to be totally asset protected and to allow physicians to sleep at night and not worry 

about losing their personal assets.  Many times by lowering your medical malpractice 

coverages, you can pay for the fees for your asset protection plan with the savings on the 

malpractice insurance costs the first year.   

 

 For a discussion about accounts receivables and why and how you can protect 

them, see page 187 of this book in the income tax reduction section on accounts 

receivables factoring.  For an analysis of your asset protection plan (or lack thereof), 

please call or e-mail me. 

 

________________________________________________________________________ 

Do you have the Right Type of Medical 

Malpractice Insurance? 
 

Why you should consider switching from Occurrence 

Coverage to Claims Made Coverage for your malpractice 

insurance.  
 

I was the Director of Operations for an orthopedic clinic in Bloomington, Indiana, 

and I always wondered why Indiana was/is an Occurrence Coverage state surrounded by 

Claims Made states on all sides.  I found that the simple answer was that the patient 
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compensation fund run by the state basically dictated that all the physicians in Indiana 

carry Occurrence Coverage.   

 

Ironically, when the laws changed with the amendment to the malpractice act in 

2001 to allow for the use of Claims Made Coverage, almost no physicians made the 

switch.  Why that is the case I’ll never know (ignorance on the part of the physician and 

the agent is my guess). 

 

 The following section of the material will explain what Occurrence and Claims 

Made Coverage are and the differences between the two.   More importantly, I will try to 

explain why I believe physicians should consider switching from Occurrence Coverage to 

Claims Made Coverage. 

 

Occurrence Coverage 
 

Simply put, an insurance company promises to cover you for the time you are 

insured with that company. An example is the best way to illustrate Occurrence 

Coverage.   

 

Example:  
 

If you are insured by Company A with Occurrence Coverage from 

January 1, 2010 - December 31, 2014, Company A will defend and pay for 

any claims that arise during the time you were insured. If you switch 

companies January 1, 2015, to Company B and have a claim filed against 

you after January 1, 2015, for malpractice that occurred prior to January 

1, 2015, Company A will defend and pay for any settlement or verdict. 

The malpractice occurred during the time you were insured with 

Company A; and, therefore, Company A will defend and pay any 

settlement or verdict. 

 

Claims Made Coverage 
 

 An insurance company will promise to cover you for a stated period of time as 

long as you are insured with that company.  You need to be familiar with a few terms to 

fully understand Claims Made Coverage.   

 

 Retro date  

 

 A retro date is a previous date your carrier promises to go back and cover you for 

malpractice that may have occurred.  If you are a new physician who has never practiced 

before, your retro date will be the first date you practice.  If you are not a new physician, 

typically your retro date will go back to the first date you practiced medicine. 
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 Tail Coverage 
 

 Tail Coverage defends and pays for any claim filed after a physician retires. (Tail 

Coverage is typically needed when a physician retires or moves to a new state). When a 

physician retires, he/she no longer wants to pay annual premiums for malpractice 

coverage due to the fact that no patients are being treated. With Claims Made Coverage, 

if you stop paying premiums, you stop being covered for any claims that are filed after 

the last date of coverage (your last day of work). Therefore, if you dropped your Claims 

Made policy the day you retired and a claim is filed three weeks after you retire, you 

would have no coverage due to the fact that the Claims Made Policy only covers you for 

claims that are filed while you are covered. Physicians purchase Tail Coverage to pay for 

any claims that are filed after retirement (Tail Coverage is not an issue with Occurrence 

Coverage due to the fact that the Occurrence carrier will defend and pay for any claims 

that arose/occurred while you were insured with that company.) 

 

Mature Claims Made Premium Rate 
 

 If your retro date goes back more than five years (sometimes three years 

depending on the company), you are given what is called a Mature Claims Made Rate.  In 

essence, it does not matter for the sake of premium if your retro date goes back five (5) 

years or twenty (20) years. The Mature Claims Made Rate is usually an issue when 

switching between two Claims Made Carriers. If you have been with one company a 

certain number of years and find a more competitive company, your new carrier will give 

you a retro date usually going back to the same retro date as the previous carrier. If you 

have been in practice for more than five years, you will be given the Mature Claims 

Made Premium rate from the new carrier. 

 

Basic Difference between Claims Made Coverage 

and Occurrence Coverage 
 

 1) When you have Occurrence Coverage and switch carriers, your old carrier is 

responsible for any claims that arose/occurred while your old carrier covered you.   

With Claims Made Coverage, your new carrier, not your old, covers you for any claim 

filed against you while you are insured with the new carrier no matter when the 

malpractice occurred. 

 

 2) When you have Occurrence Coverage and retire, you do not need to purchase 

Tail Coverage due to the fact that your last carrier promises to pay for any claims that 

arose/occurred while that carrier covered you.  When you retire with Claims Made 

Coverage, you must obtain Tail Coverage due to the fact that your last carrier will only 

cover you for claims that were filed when the old carrier covered you. 
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Advantages of Occurrence and Claims Made 

Coverage 
 

Occurrence 
 

1) You never have to worry about buying a Tail (Tails usually cost 124%-

230% of your normal annual policy premium).   

 

2) You do not have to worry about retro dates when you switch insurance 

carriers. 

 

Claims Made  
 

1) Claims Made is almost always less expensive than Occurrence 

Coverage.  The Mature Claims Made Rate varies with each company but 

can be between 5-30% less per year than the Occurrence Coverage Rate.  

(I believe 10% less per year is a good thumbnail).   

 

2) Physicians who are new to the practice of medicine get better discounts 

for a longer period of time.  Typically, a new physician gets a significant 

discount the first year with Occurrence Coverage, then a smaller discount 

the second year of practice, then a smaller discount the third year of 

practice, and, finally, no discount the fourth year of practice.  With Claims 

Made, you usually get a larger discount the first, second, and third years of 

practice; and with some companies, the new physician discount will cover 

your fourth year of practice. 

 

Why should you Consider Switching from 

Occurrence to Claims Made? 
 

Significant Cost Savings 
 

 If you switch this year from an Occurrence Policy to a Claims Made Policy, you 

can potentially save yourself up to 80% of your annual Occurrence premium your first 

year, 50% your second year, 25% your third year, 20% your fourth year and, typically, 

10% of your annual Occurrence premium for every year thereafter.  (These numbers vary 

depending on the company used) 

 An example better illustrates my point:   

 

Assume you normally pay $60,000 for your annual Occurrence premium.  

Your potential costs per year for the first five years after switching to a 

Claims Made Policy are: (1) 20% x $60,000 = $12,000; (2) 50% x 
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$60,000 = $30,000; (3) 75% x $60,000 = $45,000; (4) 80% x 60,000 = 

$48,000; (5) 90% x $60,000 = $54,000; total cost for the five-year period 

= $189,000.  Your costs for the same five-year total if you stayed with 

Occurrence Coverage, $60,000 x 5 = $300,000.  Your potential savings is 

$111,000 per physician over the five-year period. 

 

 Also, do not forget that the Mature Claims Made Rate is typically 10% less per 

year than the same Occurrence Coverage.  In other words, every year after your fifth year 

you could save 10% (or more depending on the company) a year off what you normally 

would pay for Occurrence Coverage. 

 

Why don’t more physicians switch from Occurrence to Claims Made Coverage?  I 

believe there are three reasons.   

 

1) Physicians do not like the thought of having to buying a Tail when they 

retire. 

 

2) The insurance agents who currently have client with Occurrence 

Coverage would be forced to take a significant pay cut if they switched 

their clients to Claims Made Coverage.   

 

3) Both physicians and some agents have very little knowledge on this 

subject matter and have not had the pros and cons of each type of coverage 

explained to them so an informed decision can be made on the topic. 

  

 I would like to conclude with a little discussion about buying Tail Coverage when 

you retire.  Most companies have a section in their contract stating that, if you are insured 

with their company for X number of years (usually between two and five) before retiring, 

the company will give you a free Tail.  Some companies will discount the Tail up to the 

fifth year; and, if you are with them for five years, the Tail will be free. 

  

 If physicians are fearful that they might at some future date be forced to purchase 

a Tail, the savings by making the switch to Claims Made Coverage over the first five 

years will pay for either the entire Tail or a significant portion of the Tail.  If the money 

saved from switching to Claims Made Coverage is invested, over time the amount 

available will be more than sufficient to pay for any Tail that might be needed. 

  

 With reimbursement going down every year and the internal costs of running an 

office going up every year, physicians can no longer afford to stay with a malpractice 

carrier that is not offering a competitive price. Based on the above information, it is easy 

to understand why physicians with Occurrence Coverage should seriously look into 

switching from Occurrence to Claims Made Coverage.   

  

 If you or your office would like help in determining if you are paying too much 

for your malpractice insurance (Occurrence Coverage) and/or how much you could be 
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saving by switching to Claims Made Coverage, please give me a call at 269-216-9978 or 

e-mail me at roccy@thewpi.org.. 

________________________________________________________________________ 

Secondary Malpractice Insurance Market 
  

 Until recently I was not going to cover the secondary malpractice insurance 

market in this book. However, with the medical malpractice insurance market being 

turned upside down and many physicians having to look to the secondary market for 

insurance, I thought I would include a few paragraphs on the topic. 

 

What is the Secondary Market? 
  

 The secondary market is where physicians go when they are dropped from their 

primary carrier (like Medical Protective or a state-run carrier where most of the 

physicians get coverage) and cannot find another primary carrier to insure them. Call it 

the last chance insurance before going uninsured. 

  

 Physicians who only two years ago thought they had good malpractice claims’ 

history and low insurance coverages now find themselves getting totally dropped by their 

primary carrier and find that no other primary carrier has any interest in them.  Primary 

carriers are looking for excuses not to take new business until the market settles down 

and gets back to normal. When that will be is anyone’s guess, but I have read that it 

might not happen until 2005.  When 2005 rolls around, who can imagine what “average” 

malpractice premiums in the primary market will be. 

  

Things to Know about the Secondary Market  

 

 In order to get into the secondary market, the insurance carriers require that you 

purchase a Tail from your primary carrier that is dropping you.  For example, if your last 

year’s premium with your primary carrier (which was increased by 25% each of the last 

two years) is $75,000, your Tail policy (to cover you for any claims that occurred while 

insured with the primary carrier) will cost between 124%-250% of that last year’s 

premium.  If you have Occurrence Coverage you do not have to buy a Tail to get into the 

secondary market. 

 

 So just for the privilege of getting into the secondary market (which is far more 

expensive than the primary market), it costs you $93,000-$187,500 to “Tail Out.”  The 

only good news is that the first year Claims Made Rate with the new secondary carrier is 

only about 30% of what your Mature Claims Made Rate will end up being.  Assuming 

that the mature rate with the new secondary carrier is 25% more than your last year’s 

premium with the primary carrier, you would have paid in one year total premiums of 

between $121,000-$215,500 to practice medicine.  If that does not make you sick to your 

stomach, nothing will. 
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Claims Made Only   
  

 The secondary market only gives out Claims Made Coverage; and so if the 

secondary market ever drops you, you have to buy another Tail policy and the price on 

that will absolutely blow your mind (if you can find a company to sell you a Tail). 
  

 If you get dropped by the primary and then dropped by the secondary, your 

options are to either quit the practice of medicine (because no hospital or PPO will give 

you privileges) or create your own Captive (which is the next topic covered below). 

________________________________________________________________________ 

Captive Insurance Company (CIC) 

 

Tired of Your Malpractice Insurance Increasing for No 

Apparent Reason?  Consider Creating/Joining A CIC. 
  

 Has your office seen its premiums rise even though your office has a clear or 

relatively clean claims history?  If so, this part of the material should open your eyes to 

an option for lowering your premium and building equity in a separate corporation.  
 

 The average medical malpractice jury award more than tripled between 1994 and 

2005. The year with the highest jury awards came in 2002 where the average topped out 

at $4.78 million per claim (keep in mind these are jury awards amounts not agreed to 

settlement amounts).  
 

 Over the period from 1990 through 2006, medical malpractice tort costs rose 

229% (more than double the 90% increase in tort costs for non-medical malpractice 

claims). Over the period from 1975 through 2006, medical malpractice tort costs have 

increased at an annual rate of 11.1 percent, versus 8.2 percent for all other tort costs. 
 

 The point of these statistics is to illustrate that medical malpractice insurance has 

been getting more expensive every year for decades due to the increase in costs and 

payments to claimants.  
 

 What’s interesting is that over the last few years malpractice insurance costs have 

leveled of quite a bit. Many commentators think that trend is about ready to end and 

therefore, many physicians could again see their rates on the rise.  
  

 This is especially irritating for medical offices made up of physicians who have a 

long history of low or even no malpractice claims.  
 

Financial Savings 

  

 If your group is in a specialty that has been hard hit with increased premiums or in 

a state where across-the-board increases have been implemented (and your group has 

good claims’ experience), you may want to consider a group Captive Insurance Company 

(CIC).  The main benefits of the Captive approach are retaining underwriting profits and 
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investment gains, while through the selection criteria developed by the Captive’s own 

members, the Captive can “create its own market.”  Over a period of time, if Captive 

losses are controlled and fixed-cost expenses are well managed, a Captive member can 

reduce malpractice costs by a significant percentage. 
 

Captive Insurance Example: 
 
    Captive     Paid  Net Account  

Year Rollover Premium Inv. Income Claims      Balance 

 

  1   $150,000 +    $10,000 $0     $160,000 

  2 $160,000 $150,000 +     $20,000 $35,000    $295,000 

  3 $295,000 $160,000 +     $28,000 $50,000    $433,000 

  4 $433,000 $100,000 +     $35,000 $68,000    $500,000 

  5 $500,000 $0     +    $28,000 $197,000    $331,000 

  6 $331,000 $240,000 +    $36,000 $150,000    $457,000 

  7 $457,000 $100,000 +     $33,000 $165,000    $425,000 

  8 $425,000 $225,000 +     $45,000 $0     $695,000 

  9 $695,000 $0     +    $40,000 $125,000    $610,000 

 10 $610,000 $320,000 +     $60,000 $160,000    $830,000 
 
 Totals  $1,445,000    $335,000 $950,000 
     
    Reserves  $250,000 

    Total incurred $1,200,000 

 

Notes:  If the Captive participation terminated after year 10, the $250,000 in reserves 

could be used to pay any outstanding claims, and the group could realize a $500,000-

$600,000 surplus ($830,000 – ($250,000 + administrative expenses)). 

 

Investment Earnings assumption is 7%. 

Reserves = the amount of claims that will be paid after the 10
th

 year. 

 

 Number of         Traditional Annual  Total Claims 

Year   Surgeons Premiums to Current Carrier         Paid 
 

  1        5                $160,000       $55,000 

  2        5                $200,000       $108,000 

  3        5                $200,000       $137,000 

  4        5                $200,000       $0 

  5        5                $200,000       $240,000 

  6        5                $240,000       $360,000 

  7        5                  $240,000       $0 

  8        5                $240,000       $38,000 

  9        5                $288,000       $139,000 

 10        5                $288,000       $123,000 
  
   Totals    $2,016,000                 $1,200,000 
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- Assumes 25% increase after year one; 20% after year five; 20% after year eight. 

- Assumes 60% loss ratio. 

 

This examples illustrate three glaring points:   

 

 1) The traditional fully insured carrier made significant money on this relatively 

average group (40% of the premium). Average meaning the number of claims and payout 

over the ten-year period.   

 

 2) If this group had joined a CIC as an equitable owner, the group would have had 

in excess of $500,000 in equity in the Captive after ten years.  This realization should 

give all readers pause to consider whether a Captive is an option worth looking into.   

 

 3) Even if the Captive was a break-even Captive, the premium paid to the Captive 

was $571,000 less than paying the normal fully insured carrier like Medical Assurance, 

Medical Protective, ProAssurance, CNA, etc…. 

 

Group Member Selection 
 

 Normally, in order to attract reinsurance support and to leverage group purchasing 

power, a group Captive needs to generate $1,000,000 to $5,000,000 in first-dollar 

premium.  A few very large physician organizations can do this on their own and could 

even create a single parent Captive on their own. 

  

 Groups can come together under a variety of scenarios.  Some specialty practices 

have formed networks for managed care contracting and group purchasing, and a Captive 

Insurance vehicle emerges as a natural “next step.”  Other groups may be tied together 

through specialty association, geographic location, or even collegiality of their 

medical/administrative leadership. 

  

 Whatever the connection, the group’s “comfort level” and identification with each 

other is a critical ingredient in getting started. 

 

Risk Sharing and Risk Shifting 
 

 Many lay people think of a group Captive as another risk pool with a defined 

layer or retention shared by all members.  However, in some Captive structures, each 

member funds their actuarially determined risk (covering their own group’s losses) with 

minimal risk shifting or sharing.  One concern with a true risk pool is that a few members 

can drive the experience of the whole group – in a positive or negative direction.  With 

individual “accounts” within your Captive, each group member is responsible primarily 

for its own losses. 
 

 What this leads to is individual premium levels within the context of the overall 

Captive Insurance Structure.  For example, say each group is funding 20% of its primary 

limit through the Captive.  Premiums for a high frequency/severity group will be higher 
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than those having few claims.  In addition, a group in a state with a patient compensation 

fund may put a much smaller proportion of its premium in the Captive because its 

retained amount is so low (for example, in Indiana, physicians purchase the first 

$250,000 from the commercial market, then the patient compensation fund provides the 

excess). 

 

 Whatever the member mix or individual state characteristics, a large malpractice 

underwriter or major re-insurer can handle those differences within the context of your 

group Captive.  The key, like most of the topics I discuss, is working with a consultant 

who is knowledgeable and trustworthy. 

 

 If you are interested in finding out more about Captive Insurance options, please 

feel free to send me an e-mail at roccy@thewpi.org or give me a call at 269-216-9978. 
 

______________________________________________________________________________ 

Section 6 

Qualified Retirement Plans 
 

Does Your Office Have the Right Pension Plan? 

(401(k)/Profit Sharing/Defined Benefit Plan) 
 

 If you are a physician in a medical office of any size, the chances are good that 

you have a pension plan of some kind already in place in your office.  The first part of the 

materials in this section are for those who do not have a plan in place or those who want 

to review the plan setup of their current pension plan.  

 

Setting up a typical 401(k)/Profit Sharing Plan (PSP) 
 

 Goals - What Do You Want From Your Pension Plan? 

 

 Offices will differ in what they want from their pension plan.   In general, the goal 

of a pension plan is to put money away for retirement tax deferred (you do not pay taxes 

on the money until you withdraw the money at retirement).  In a physician’s office where 

there are highly compensated owners of the business and several non-highly compensated 

employees (usually including the office manager), the goal of the pension plan should be 

to maximize the amount of money the physicians can put away every year while 

minimizing the amount of money the physicians must put into the plan for their 

employees.   

 

That may sound like a harsh or cold statement; however, those are the cold 

realities of life with employees in a medical office. (I am going to work from the 

assumption that employees do not go to work at medium-to-small physician office 

because of the pension plan offered by the office. If you believe you need to offer 
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significant benefits to the employees through your pension plan in order to entice 

qualified employees to work at your office, then this section may not be for you.) 

 

Typical Setup for a 401(k) Plan 
 

 Usually an insurance company, banking institution, mutual fund family, benefit 

consultant, or a brokerage firm will be chosen as the company to set up and administer 

your 401(k) Plan.   The company should sit down with the physicians and go through, at 

a minimum, the following list of options for the plan: 

 

 1. What will be the minimum age allowed for participation?  

 

 Typically, 21 is used as a minimum age.  

 

 2.  How long must someone work for the company before they can participate in 

the 401(k) Plan?   

 

 Typically the waiting period is one year.   

 

 3.  When will a new employee start vesting in the plan?   

 

 Most companies use a sliding vesting schedule.  For example: After you work for 

the company one year, you can start contributing your own money into the plan.  The 

year you start contributing, the company also starts contributing on your behalf.   

Typically, you will not start to vest in money the company has contributed on your behalf 

for at least one year.  That means, if the company contributed $1,000 on your behalf your 

first eligible year and you quit the day after that money was put into the plan on your 

behalf, you may not get to keep any of that money.  It depends on whether or not you are 

vested.  Typical plans will allow 20% vesting after one year, 20% after the second year, 

and each succeeding year until you are 100% vested at the sixth year.  You are always 

100% vested in money you put into the plan. 

 

 4.  What is the maximum contribution the employees will be allowed to contribute 

to the plan?  

  

 Typically this will range from 10-15% of pay.   

 

 5.  Is the employer going to match what the employee contributes to the plan?   

 

 With some plans, in order to allow the physicians to maximize the amount they 

put into the 401(k) Plan for themselves, they must have participation from the employees.  

In order to help that process, the employer sometimes will match what the employee puts 

into the plan.  For example, if the employee puts $10 into the plan and the plan has a 50% 

match, the employer during that year will put in $5 for the employee.  Also, the employer 

may cap the amount of the match. A typical cap rate would be 6% of pay.  If an employee 

put 15% of his/her pay into the plan, the employer would only have to match the first 6% 
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of that employee’s pay. (If you allow your employees to immediately vest in the money 

put into the plan by the company, a match might not be necessary.  The pros and cons of 

a match should be discussed in great detail with your pension consultant.)   

 

 6.  What kind of investments are going to be used in the plan?   

 

 Typically, most offices will use mutual funds as the main option for investments.  

Depending on who is running your plan, mutual funds that give a variety of options will 

be offered.  (i.e...aggressive, conservative, international, bond, small cap, large cap, index 

fund, money market funds......).  The company chosen to set up and run your 401(k) Plan 

should have a consultant sit down with all your employees and physicians to help them 

determine which of the available funds their money should be put in.  As trustees of the 

plan, the physicians have a fiduciary duty to the employee to make sure that the 

investment options available to the employees are sound.  (Fiduciary duties of physicians 

are hot topics right now.  It is important legally to make sure your physicians have met all 

their fiduciary duties to the plan participants.) 

 

 7.  How often will the participants of the plan be able to switch investments 

option? (For example: you might want to switch your money from an international fund 

to a domestic bond fund).    

 

 I used to tell clients that trading quarterly is sufficient; however, with the volatile 

marketplace, it is becoming increasingly important to allow employees to change their 

investment in a more timely fashion. Having said that, the more options you give your 

employees, the more expensive your plan will be from the administrative side. 

 

 8.  How often will the participants receive financial statements?   

  

 I would submit that quarterly statements are sufficient. Again, the more 

statements, the more the plan will cost.   

 

 

 9.  Will the plan allow for withdrawals other than at retirement?   

 

 Some plans allow for loans to be taken out by participants. Typically, plans 

permit withdrawals of employee dollars in cases of financial hardship. 

 

 10.  Communication Services.   

 

 Plans typically have a range of information-sharing devices to improve 

employees’ understanding of the 401(k) Plan.  Most employers view these devices as 

worthwhile for their positive effects on plan participation, contribution levels, and 

investment allocation decisions. 

 

 The above options are given in a plan that is self-directed.  A self-directed 401(k) 

Plan allows each individual employee to choose among the investment options (usually 
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mutual funds) where their money is going.  The employee may have help in determining 

where they want to put their money, but ultimately the employee decides where his/her 

money is invested. (i.e., into conservative mutual funds (money market) or risky funds 

(potential for high growth, but also potential for low growth or losses)). More elaborate 

401(k) Plans can allow a broker to manage your money for you, but that service is more 

expensive, both for the employer and employee. 

 

Differences between a 401(k) Plan and a Traditional Profit 

Sharing Plan 
 

 1.   The asset management fees (internal expense of the mutual funds and 

payment for administration of the plan) of a Profit Sharing Plan are typically paid by the 

employer; whereas, in a 401(k) Plan, the majority of the costs are typically spread out 

among the participants. (Administrative expenses like annual tax preparation of the 

5500's are usually paid for by the employer)  

  

 2.  The employee will not be allowed to contribute any of his or her own money 

into a typical Profit Sharing Plan, whereas with the 401(k) Plan, the employee may 

contribute up to 15% of his/her own income into the plan for his/her own benefit. (Total 

contributions cannot exceed $53,000 (in 2016)). 

  

 3.  In a typical Profit Sharing Plan, the employee has little or no input as to where 

and how the money is being invested; whereas a 401(k) Plan is usually set up so that the 

employee directs what kind of investments his/her money goes into (i.e., conservative or 

aggressive). 

  

 4.  There is a shifting to some extent of the employer’s fiduciary duty to make 

sure that the money in the plan is being invested prudently.  In a self-directed 401(k) 

Plan, the employee picks where the money is deposited, usually with the help of an 

expert from the company administering the plan. 

  

 5.  Lastly, and possibly most important, a well-crafted, integrated 401(k) 

Plan/Profit Sharing Plan should allow the physicians to put the maximum amount of 

money away for themselves while minimizing what must be contributed for the 

employees.   

 

What to Ask When Shopping for a 401(k) or Pension Plan 
 

 One of the first projects I started when I began working for Bloomington Bone & 

Joint Clinic, P.C. (BBJ) several years ago was to review the BBJ pension plan and find a 

better alternative, if needed.   I did not realize how long it would take me to wade through 

all the different pension plan providers and how difficult it would be to determine just 

how much each one of these companies charges for their services.  I ended up spending 

over three months researching the subject, and I talked to or interviewed over ten 

different companies before finally deciding on which direction to take our office. This 
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part of the material was born out of my frustration with the pension plan provider’s 

inability to provide simple and clear information about how the fees in each plan were 

structured and how much our office would really be paying for their services. 

 

 Before addressing the different types of fees incurred in a 401(k) Plan, I need to 

explain the difference between a “bundled” product and an “un-bundled” product.  

Simply put, a bundled product uses a company (usually an insurance company, mutual 

fund company, or larger bank) that is able to do the work for all the administrative chores 

listed below as well as any other option a plan creator wants to offer in a 401(k) Plan. 

Basically, that one company does everything; and you do not have to find different 

companies to take care of the 5500s, the periodic account statements, the education of the 

employees, and the list goes on. The problem I had when reviewing bundled products 

was that I had a terrible time trying to figure out exactly how much the companies were 

going to charge our office.  I felt like the fees were “hidden.” 

 

The different types of fees charged in administering a 401(k) Plan are: 

 

(1)  Administrative/Recordkeeping Fees: 

 

 Set-up and/or conversion fees are almost always charged when either setting up a 

new plan or converting an existing plan to a different company.  (As a side note, be sure 

to review the surrender charges of any potential pension plan provider.  Some providers 

will not let you switch away from their plan in a timely manner without significant 

financial penalties).  A 401(k) Plan must have: 

 

(a) Plan document as part of the setup of that plan.   

 

(b) Annual reports (5500s) must be submitted annually to be in 

compliance with the federal laws regulating 401(k) Plans.  

 

(c) Periodic account statements to plan participants.  These statements 

typically show the participant where his/her money is invested and the 

growth of his/her investments.   

 

 Depending on whether you have purchased a bundled or unbundled 401k product, 

you may have to pay an itemized fee for the items listed above. 

 

 In a self-directed 401(k) Plan, it is the duty of the trustees to give the participants 

enough information so that an informed decision can be made when they are deciding 

where to put their retirement money. This education usually comes from a professional 

planner; and depending on whether or not you have a bundled or unbundled 401(k) 

product, you may have to pay an itemized fee for this service.  (There are many other fees 

that could be incurred depending on the options you have in your plan. I have listed the 

fees that you typically find in all or most 401(k) setups.  Usually, with bundled products, 

you are given many more options for an all-in-one price.) 
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(2) Investment Related fees:   

 

 Expense ratios: If you own a mutual fund, you should be familiar with the term 

expense ratios.   Expense ratios are charged in all mutual funds.  The expense ratio is the 

percent of your assets the company charges you to have your money invested in any 

particular fund. For example, if you had $100 in a mutual fund with an expense ratio of 

1.5% and for the year your mutual fund neither lost money nor gained money, you would 

end up paying $1.50 as an expense for having your money in that mutual fund for that 

particular year.  Expense ratios are extremely important and will greatly affect the annual 

expenses of your plan. 

 

 An insurance company typically charges other asset fees as additional charges 

for their plan management services and benefits they provide to the plan. Other asset fees 

are extremely important and will be talked about in greater detail below. 

 

The Good, the Bad, and the Ugly when it comes to “Bundled” 

Pension Plans: 
 

 The Good  
 

 Having a bundled product is easy. Typically, the plan provider does everything.  

The provider helps pick the investment options that will be offered in the plan. The 

provider will “enroll” your employees by bringing qualified people to your place of work 

to educate them and help them pick the right investments.  The provider will usually 

provide an 800 number for your employees to access so when they have questions they 

can get answers from professional advisors.  Many providers allow your employees to 

trade on-line.  The provider will do all the necessary paperwork, including monthly or 

quarterly statements for each individual, the required testing to make sure your plan is in 

compliance with all the necessary laws, and the 5500s. The provider will also create a 

plan document that meets your office’s particular needs. Some providers send newsletters 

to plan participants and provide software so that the employees can have continuing 

education on retirement issues. A bundled product is easy for the office administrator 

and user friendly to the employees and physicians participating in the plan. 

 

 The Bad 

 

 Investment options available from the provider are usually limited.  Many of the 

major companies selling a bundled product are insurance companies and large banks, 

which have their own “in-house” mutual funds.  Typically, you are allowed to have a 

limited amount of outside funds available in which to invest; however, the insurance 

companies would prefer you use their funds. I gathered information from several 

insurance companies and banks, and I was surprised how few actually listed the expense 

ratios of the mutual funds that were available through their plans.   

 

 In a bundled product, which may have a “wrap” fee (discussed below),  it is 

difficult to get full disclosure of how much it will actually cost your office to use a 
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particular company’s product. I have had pension experts from insurance companies look 

me straight in the face and tell me that their company only charges $300 a year for 

administering the plan. With an un-bundled product, plan administration (all the quarterly 

statements, the plan document, the annual testing and the 5500s) cost the medical office I 

used to run in excess of $5,500 a year.   I literally begged the salesperson to break out all 

the costs in the plan so I could properly evaluate whether it would be cost effective for 

our office to use their plan.  Instead of learning from the salesperson where the fees were 

really coming from, I had to have an outside pension expert tell me where to find all the 

“hidden” fees.   So the bad—extreme confusion as to where the fees are and how much a 

particular plan will cost your office.  If you can find an insurance company that will show 

their fees up front and fully explain how much you will be paying for their services, 

consider yourself lucky. 

 

 The Ugly 

 

 The ugly really is a consequence of having a plan in place where you do not know 

where the fees are and how much you are paying. Typically with a bundled product, you 

have what in the business is called a “wrap” fee.  The “wrap” fee is typically disclosed to 

the plan sponsor (the physicians); however, information about the portion of the “wrap” 

fee devoted to the elements of expense (mortality and expense risk fees, distribution, 

services, investment management) is generally not disclosed. Since the typical wrapped 

account is an annuity, it is qualified as an insurance investment and not required to be 

registered or to disclose fees in the detail required of mutual funds under the securities 

law.   One main problem with a bundled product that has a “wrap” fee is that most of the 

fees are netted out of the money invested. By netting out the expenses, you do not feel the 

pain of paying the expenses because you do not cut a check for the expenses; instead it is 

deducted from the total asset pool.  The distinction between investment management fees 

and other types of fees is blurred.  

 

 “Wrap” fees (excluding the investment management fee) usually depends on the 

number of people in your plan.  These fees are typically between 50 basis points and 200 

basis points or .05% -2% of your total assets invested. While the above may be somewhat 

confusing, the following is an example and should help drive home the importance of 

understanding all the fees in a particular pension setup. 

 

 Example: 
 

 Assume you have $2,000,000 in pension plans A and B.   

 

 Plan A uses a fully bundled product with a “wrap” fee and Plan B uses an un-

bundled product. 

 

 Plan A uses mutual funds offered by an insurance company which are “in-house” 

funds. 
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 Plan B uses a variety of name brand funds like Fidelity, T-Rowe Price, Vanguard, 

etc.  Assume that the “in-house” funds give the same return on investments as the name 

brand funds. 

 

 Plan A has average investment management fees/internal expense ratios of 1.8% 

for their funds. 

 

 Plan B has average investment management fees of 1.2%. 

 

 Plan A has a “wrap” fee of 1.2% to pay for the complete administration of the 

plan. 

 

 Plan B pays an outside TPA $6,000 a year to administer the plan. 

 

 The difference in costs will amaze you. Plan A has total costs for the year of 

approximately $60,000.  Plan B has total costs for the year of approximately $30,000.  It 

is difficult to quantify exactly how much more Plan A will cost over a 20-year period due 

to the fact that, as the assets grow, the amount saved on administering the plan will be 

greater every year for Plan B. 

 

 Now assume that Plan A has an average rate of return on investments of 7% and 

Plan B has an average rate of return of 9%.  The amount of extra money earned for Plan 

B the first year will be $40,000.   

 

 While it is important to have a plan where fees are low, it is always better to pay a 

little more in annual expenses if the additional return on your investments will be more 

than those extra expenses.  For example:  If Plan A returned 2% more a year in average 

investment returns then Plan B, the first year the extra investment income (collectively) 

for plan A would be that same $40,000, which actually makes Plan A $10,000 less 

expensive in the first year. 

 

Conclusion  

 

Know your expenses for administering your pension plan and the internal expense 

ratios for each mutual fund offered in the plan. If you have a bundled product or are 

looking at a bundled product, especially if a “wrap” fee is included, ask the provider or 

potential provider to break out each cost and show them to you on paper. If the 

salesperson tells you it will only cost you $300 a year to administer the plan, run away.  

Equally as important as knowing the expenses in the plan is having a detailed history on 

the mutual funds offered.  Going with “in-house” funds is okay if they can show you a 

ten-year history that indicates the funds have competed well with the name brand funds.  

Ideally, it would be better to use a company that did not use “in-house” funds within the 

pension product.  

 

 Finally, there is nothing per se wrong with bundled products or “wrap” fees as 

long as you know what you are getting and how much you are paying.   
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 With the worries about Social Security, employees will look towards their 401(k) 

Plans as a significant portion of their retirement income. As an office manager or a 

physician who runs an office, a working knowledge of your 401(k) Plans is a must.  If 

you have not reviewed your pension plan in the last few years, I suggest finding time on 

your schedule to do just that. 

________________________________________________________________________ 

Defined Benefit Plan 
 

 Starting back on January 1, 2000, physicians can use Defined Benefit Plans to 

enhance their retirement savings.  Defined Benefit Pension Plans are traditional plans that 

promise workers a specific monthly benefit at retirement. The amount of the benefit is 

known in advance and is usually based on factors such as age, earnings, and years of 

service. The plan may state this promised benefit as a percentage of salary and years of 

service with the company (for example, 1% of final pay times years of service) or as a 

specific dollar amount and years of service (for example, $30 per month at retirement for 

every year a person has worked for the company) or as an exact dollar amount (for 

example, $100 per month at retirement). In order to be able to pay the benefits workers 

are earning, employers are required to make contributions to the plans.  Revenues gained 

through the investment of the plan assets supplement these contributions. The employer 

bears the investment risk and normally professional money managers make the 

investments. 

 

  Defined Benefit Plans were widely used in the 1970's and early 1980's.  

Unfortunately, tax law changes and negative IRS reaction prompted many small, closely 

held corporations to choose a different kind of retirement plan.  Changes to the tax code 

have been made so Defined Benefit Plans should become popular again. Why?  

Beginning on January 1, 2000, physicians can fund for the maximum retirement benefit 

allowable under both defined contribution plans (401(k) plans) and Defined Benefit 

Plans.    The following example should help illustrate my point. 
 

Physician          Defined                     Defined        Combined           Potential Federal  

Age      Age      Benefit Funding        Contribution Funding    Plans Funding             Tax Savings 

                  @40 % Bracket 

 

45      45            $109,388         $53,000       $162,388                $64,955 

50      50            $140,021         $53,000       $193,021                $77,208 

55      55            $179,836         $59,000       $238,836                $95,534 

60      60            $230,475         $59,000       $289,475                $115,790 

65      65            $244,644         $59,000       $303,644                $121,457 
 

 The maximum contributions numbers to a Defined Benefit Plan will vary depending on a number 

of circumstances. 

 

 Defined Benefit Plans are not for every office. However, for physicians who are 

looking for a plan that offers the largest deduction, there is no doubt that a defined benefit 

plan is the one. See page 187 for much more information on these plans.     
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________________________________________________________________________ 

Pitfalls to Avoid When Funding Your 401(k) or 

Profit Sharing Plan  
 

 I recently heard of a very scary situation concerning a medical office’s pension 

plan, and I thought I would briefly discuss two pitfalls you want to avoid when funding 

your office’s pension plan. 

 

 First, never wait more than ten days after each paycheck to send money to your 

pension plan provider.  Believe it or not, the Department of Labor (DOL) has found that 

small businesses sometimes use their employee’s pension plan money to help fund their 

business throughout the year.     

 

 For example, if you have bi-weekly pay periods that typically have $2,000 worth 

of employee contributions as their payroll deductions, you should send that $2,000 check 

to your pension provider within a few days after the paychecks are distributed.  The 

employer then must fund the pension plan sometime during the following year, or the 

employer will run into significant problems with the DOL in addition to problems from 

delaying the funding of each paycheck. 

  

 Second, offices need to be aware of the fact that their particular pension plan may 

not allow for discretionary funding on an annual basis.  For example, the medical practice 

I used to run had a pension plan that allowed for discretionary funding, thereby allowing 

the physicians to decide at the end of every year if they wanted to contribute to the Profit 

Sharing portion of their pension plan.  If, in one year, the physicians chose not to 

contribute, there would be no adverse consequences from the DOL (although the 

employees would be upset).  

  

 What you want to avoid is a situation where you think your plan document allows 

for discretionary funding when it does not. If, for some reason, you choose not to 

contribute to a pension plan for your employees when your plan document makes funding 

mandatory, you run the risk that your office will be subject to massive fines and 

repayment for money that should have been contributed.     

  

 If you do not know whether your plan allows for discretionary funding, find out 

soon.  If your plan does not allow for discretionary funding, change your plan document 

immediately.  What you want are options from your plan document, not a hammer for the 

DOL to hit you over the head with in the case of an inadvertent situation where your plan 

did not get funded. 
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________________________________________________________________________ 

412(e)3 Defined Benefit Plans 
 

 For a discussion about 412(e)3 Defined Benefit Plans that can allow physicians to 

put away sometimes several hundred thousand dollars each year into a tax deductible 

qualified plan, please see the income tax reduction section of the book on page 187. 

________________________________________________________________________ 

Section 7 

Collections 
 

Introduction 
 

 Medical offices are different than virtually any other business when it comes to 

collecting a debt. In the new world of HMOs and PPOs, patients are not used to or do not 

like paying at the window for services rendered.  At most, patients pay a $5 or $10 dollar 

co-pay and then are told by the checkout person that the office visit will be billed to their 

insurance company.  Many patients walk away from the physician’s office thinking that 

their insurance company will pay the physician’s bill in full in a reasonable time, thereby 

alleviating the patient’s need to do anything further. 

 

 As we all know, payment in full rarely comes from the insurance company. With 

a variety of health plans in the marketplace today, there are usually a few constants—co-

pays and deductibles.    Further, it is becoming the norm not to have insurance companies 

pay claims in a timely fashion.  The problems that arise from slow paying insurance 

companies and unaware or unwilling patients are what this section of the materials is 

going to address. 

 

Initial Decisions that must be Made 
 

 There are two basic schools of thought when it comes to collections in a 

physician’s office.  The first school of thought is: “I do not want to be too aggressive with 

my collections due to the fact that I want the patient to come back to the office for future 

visits; and I do not want a disgruntled patient to talk badly about me in the community, 

thereby causing a loss of other patient referrals.” 

 

 The second school of thought is: “The patient owes me money, and I will take 

whatever means necessary to collect the debt.” 

 

 It is my experience that school of thought Number One usually comes from a few 

specific types of offices. Those offices are generally located in more rural areas and are 

physicians who are non-specialistsnon-specialists being primary care, pediatrics, 

internal medicine, and, more increasingly, OB-GYN. 
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 Why do these specialties seem to take a less aggressive role in collecting past-due 

bills?  As stated above, the non-specialist (usually non-surgeon) makes his/her money 

from a high volume of office visits. Losing one patient who might come to your office for 

1-5 visits a year for the next 20 years is significant.   Further, there are typically many 

more primary care physicians in a given community; and, therefore, it is easier for a 

disgruntled patient to find another office to take care of his/her needs. 

 

 School of thought Number Two is for specialists. Surgeons or specialists in 

general have a much higher turnover rate among patients.  An orthopedic surgeon might 

only see a patient or family member of a patient once in an entire lifetime. The threat that 

upsetting a patient might negatively affect a specialist’s annual income is much less than 

the physician who relies on annual visits from the same patients for their income.   

 

 The decisions that need to be made in your office are as follows;  do you care if a 

patient does not come back to your office due to aggressive collections tactics?  If the 

answer is yes, then you need to follow Option One outlined below. If the answer is no, 

then you need to follow Option Two below. 

 

How to Collect a Debt 
 

 First, you must have your office postured correctly whether you are a primary 

care physician, specialist, or surgeon.  I am amazed at the number of offices that do not 

use the following paragraphs in their patient intake forms that patients are required to 

read and sign. The following paragraph is a must to allow your office to have all 

collection options available:   

 

“By my signature below, I am entering into an agreement with XYZ Clinic, P.C., as 

follows: 

 

Please remember that insurance is considered a method of reimbursing the patient for 

fees paid to the physician and is not a substitute for payment.  Some companies pay fixed 

allowances for certain procedures; others pay a percentage of the charge.  It is your 

responsibility to pay any deductible amount, co-insurance, or other balance not paid for 

by your insurance company. 

 

IN ORDER TO CONTROL YOUR COSTS OF BILLING, WE REQUEST PAYMENT 

AT THE TIME OF SERVICE.  If this account is assigned to collection and/or suit, the 

prevailing party shall be entitled to reasonable attorney fees, cost of collections 

and/or collection agency fees, to which may be added pre-judgment and/or post-

judgment interest at the current legal rate.  Ninety (90) days after date of service, 

any unpaid amounts will be assessed late payment charges of 0.5% monthly. 
 

To the extent necessary to determine liability for payment and to obtain reimbursement, I 

authorize disclosure of the pertinent portion of the patient’s record.  I hereby assign all 

medical and/or surgical benefits under the terms of my insurance payable to: XYZ Clinic, 

P.C. 
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This assignment will remain in effect until revoked by me in writing.  A photocopy of 

this assignment is to be considered valid as an original.  I understand that I am financially 

responsible for all charges whether or not paid by said insurance.  I hereby authorize said 

assignee to release all information necessary to secure payment. 

 

I authorize the XYZ Clinic, P.C., to release information regarding my medical condition 

and treatment to my insurance company, attorney, employer, and/or any other health care 

professional involved in my medical care. 

 

I authorize XYZ Clinic, P.C., or their representative to take clinical photographs of me to 

be kept as part of my medical record.  

 

Signature _________________________________ Date: ___________________ 

 

 Without the paragraphs outlined above, your office will not have the necessary 

options needed to collect a debt in an efficient manner and in a manner that will cost your 

office the least amount of money.  The most important paragraph above is the paragraph 

stating that the patient agrees to pay reasonable attorney fees and costs of collections 

and/or collection agency fees.  Without the underlined paragraph, the physician’s office 

pays 30-40% for either the collection agency fee or the attorney fee and not the patient. 

 

 (Options Number One and Two outlined below assume that the patient has 

insurance of some kind that can be billed by the physician’s office.  Further, I will be 

discussing Option Two first due to the fact that Option Two is a more detailed collection 

process than Option One). 

 

 Option Number Two (aggressive approach) 
 

 Assume a physician sees a patient on January 1, 2011, and the physician’s office 

bills the insurance company on or about January 1, 2011.  After thirty (30) days, the 

patient should receive a bill from the physician’s office showing the amount due for 

services rendered.  After no payment is received within sixty (60) days, the patient should 

receive the first past-due notice and balance owed for services rendered.  After no 

payment is received within ninety (90) days, the patient should receive a “Final Notice” 

stating the balance owed for services rendered.  After the final notice is ignored, at 120 

days, I send the patient one of the two following letters on my attorney letterhead stating 

the following: 

 

Dear Mr. Smith: 

 

I am an attorney representing XYZ Clinic, P.C., in connection with your past-due account 

showing a balance of $150. 

 

Unless, within thirty (30) days of receipt of this notice, you dispute the validity of the 

debt or any portion thereof, I will assume the debt to be valid and will proceed in 

accordance with that assumption. 
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If, within thirty days of your receipt of this notice, you notify me in writing that the debt 

or any portion thereof is disputed, I will obtain and mail you verification of the debt. 

 

If the original creditor is different from the creditor named above, then, upon your written 

request within thirty (30) days of the receipt of this notice, I will provide you with the 

name and address of the original creditor. 

 

If you do not contact me regarding your outstanding debt within thirty-five (35) days of 

receipt of this letter, I have been authorized to forward your account to a collection 

agency for further action.  If your account is filed with a collection agency, I will be 

asking for collection costs and fees in addition to your current account balance. 

 

THIS LETTER IS FROM ROCCY DEFRANCESCO, ATTORNEY AT LAW, WHO IS 

A DEBT COLLECTOR AS DEFINED UNDER THE FAIR DEBT COLLECTION 

PRACTICES ACT.  YOU ARE PUT ON NOTICE THAT I AM ATTEMPTING TO 

COLLECT A DEBT AND ANY INFORMATION OBTAINED WILL BE USED FOR 

THAT PURPOSE. 

 

Your prompt attention and cooperation will be appreciated. 

 

Sincerely, 

 

Roccy DeFrancesco, Jr. 

Attorney at Law 

--------------------------------------------------------------------------------------------------- 

 

Dear Mr. Smith: 

 

I am an attorney representing XYZ Clinic, P.C., in connection with your past-due account 

showing a balance of $150. 

 

Unless, within thirty (30) days of receipt of this notice, you dispute the validity of the 

debt or any portion thereof, I will assume the debt to be valid and will proceed in 

accordance with that assumption. 

 

If, within thirty (30) days of your receipt of this notice, you notify me in writing that the 

debt or any portion thereof is disputed, I will obtain and mail you verification of the debt. 

 

If the original creditor is different from the creditor named above, then, upon your written 

request within thirty (30) days of the receipt of this notice, I will provide you with the 

name and address of the original creditor. 

 

If you do not contact me regarding your outstanding debt within thirty-five (35) days of 

receipt of this letter, I have been authorized to file a claim against you in a court of law.  

If I am forced to file suit, I will be asking for court costs and attorney fees in addition to 

your current outstanding balance with XYZ Clinic, P.C. 
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THIS LETTER IS FROM ROCCY DEFRANCESCO, ATTORNEY AT LAW, WHO IS 

A DEBT COLLECTOR AS DEFINED UNDER THE FAIR DEBT COLLECTION 

PRACTICES ACT.  YOU ARE PUT ON NOTICE THAT I AM ATTEMPTING TO 

COLLECT A DEBT AND ANY INFORMATION OBTAINED WILL BE USED FOR 

THAT PURPOSE. 

 

Your prompt attention and cooperation will be appreciated. 

 

Sincerely, 

 

Roccy DeFrancesco, Jr. 

Attorney at Law 

 

 If the patient ignores my letter, the patient is taken to small claims court or sent to 

a collection agency promptly after the thirty-five (35) day time frame outlined in the 

letter.  The medical office I used to run made the decision not to take patients to small 

claims for any amount less than $150.  Judges do not like to deal with small claims suits 

for small dollar amounts. 

  

 Once the patient is in collections, i.e., the patient has been sent a collection letter, 

that patient will no longer be able to make appointments for “new” problems.  If a patient 

in collections needs follow-up care on an injury that caused the patient to be in 

collections, the physician should see that patient.  Once the patient pays his/her bill, that 

patient should be allowed to be seen again in the office.   

 

 The only exception to the 30-, 60-, 90-, 120-day process outlined above is in the 

case of worker’s compensation or third-party liability issues.  You cannot, by law, send a 

patient to collections for a worker’s compensation injury.  Also, our office made the 

determination that we would be more cooperative with patients who have been injured in 

third-party liability situations (discussed below). 

 

 Option Number One 
 

 Option Number One is the same as Number Two discussed above except that the 

patient does not get a letter from an attorney.  Not receiving an attorney letter is a major 

difference, and the results are usually much different.  It has been my experience that 

potential deadbeat patients ignore bills sent from a physician’s office.  Deadbeat patients 

ignore attorney letters as well, but the attorney letters will make a nice percentage of the 

non-deadbeat patients call the office to try and straighten things out before being sent to 

collections or to small claims.   

 

 Option One should include a call from your office to the patient after the patient 

ignores the past-due notice.  An insurance and billing employee needs to make contact 

with the patient so the patient knows the office is intent on collecting the bill. The 

insurance and billing representative should fully explain to the patient exactly what is 

owed and why.  Many times that patient will not understand that the insurance company 
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is actually waiting for more information from the patient before paying the claim.   If 

Option One is to be successful, your office must get the patient to sign an agreement to 

pay medical expenses.  

 

Agreement to Pay Medical Expenses 
 

 This Agreement is made this ____ day of ___________, 20__ and is between 

XYZ Clinic, P.C., and _________________ (“Patient”) and documents the payment of 

medical expenses incurred as a result of treatment received by Patient. 

 

Preliminary Statement 

 

 A.  Patient received medical services from XYZ Clinic, P.C., from 

_____________ through ______________ .  As a result of those services, expenses were 

incurred in the amount of _____________. 

 

 B.  Patient acknowledges that he/she is liable and responsible for the full balance 

of the medical expenses incurred by Patient, any spouse, or dependent. 

  

 C.  Patient assigns to XYZ Clinic, P.C., payment of health insurance benefits and 

any and all rights and proceeds pursuant to any insurance contract, which provides 

coverage for the medical treatment received. I authorize XYZ Clinic, P.C., to file claims 

on my behalf and take other actions that may become necessary to obtain payment and 

protect and pursue my rights for recovery of benefits. 

 

 NOW, THEREFORE the parties agree as follows: 

 

 (1) Amount of Debt.  XYZ Clinic, P.C., is entitled to recover the full value of 

medical expense incurred as a result of medical services provided to Patient in the 

amount of ____________. 

 

 (2) Payments.  The debt shall be satisfied through monthly payments in the 

amount of ________ Dollars.  The payments shall be tendered to XYZ Clinic, P.C., 

beginning _____________ and on the _______ day of each consecutive month until the 

debt is fully satisfied. 

 (3) Interest and Cost of Collection.  Interest shall accrue on the outstanding 

balance in the amount of .5% per month.  XYZ Clinic, P.C., shall be entitled to recover 

interest and costs of collection including reasonable attorney fees, in the event payments 

are not tendered in a timely fashion. 

 

___________________________ ______________________________ 

Patient’s Name Guarantor Signature 

___________________________  

  If the patient is not willing, after understanding what is owed and why, to sign a 

payment agreement, then you should immediately proceed to the latter half of Option 

Two and send the patient to a collection agency or small claims. 
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 You want to have a commitment from the patient and a signed payment 

agreement showing that the patient is making a good faith effort.  The insurance and 

billing representative should ask the patient how much the patient can afford each month 

and why.  After that dollar amount is agreed upon, that information should be inserted 

into the payment agreement and signed by the patient.     
  

 After a payment agreement is signed, the patient’s account should be monitored 

monthly to see if the patient is keeping up with his/her part of the bargain.  If the patient 

continues to fail in his/her effort to make monthly payments for reasons other than 

extreme poverty, the patient should be sent to a collection agency or small claims and 

should not be allowed to schedule future appointments. 
  

 Option One will require more work for your office and insurance and billing staff.  

Option One is more user friendly to the patient and less confrontational which will allow 

you to continue to see the deadbeat patient and family of the patient.  However, Option 

One’s results will be much slower and will make it difficult on the physicians and staff. 
  

 Third-Party Liability 
  

 I would like to briefly touch on what to do when you have a patient with a third-

party liability payer.  Third-party liability payers usually become involved when a patient 

is seen as a result of an injury or accident. Sometimes the patient’s health insurance 

carrier will pay the medical bills, but more often than not, your office will have to follow 

up and seek payment from a third-party payer such as an automobile insurance company.    
 

  On many occasions, a patient from an auto accident has bills that are typically 

higher than your average patient.  Reimbursement from the third-party liability carrier is 

usually significantly higher than what is normally obtained from an insurance carrier 

using a PPO network (there are no write-offs or negotiated fees).  In most accident cases, 

injury victims hire legal counsel to negotiate with the insurance companies.  I can tell you 

from first-hand experience, attorneys often advise their clients to refrain from paying 

their physician bills until a settlement is reached with the defendant or their insurance 

company.  Clients are typically told that the injury was not the client’s fault and that the 

other party’s liability insurance will eventually pay the medical bills.   
 

 An attorney will almost always offer a physician’s office a letter of protection 

stating that, when a recovery is obtained on behalf of the client/patient, the physician’s 

office will be paid.  The problem with most letters of protection is that they are slanted in 

the patient/attorney’s favor. The letter of protection sent from an attorney’s office almost 

always allows the attorney to be paid before the physician. Therefore, if there is not 

enough money to pay the physician after the costs of litigation and attorney fees are paid, 

the physician will not receive payment.  Not only does the physician not get paid, but the 

physician also waited sometimes up to three years for the legal process to run its course. 
 

 My solution was simple. I did not accept letters of protection for bills under 

$1,000, except in cases of extreme poverty.  At a minimum, our office required a minimal 

monthly payment during the legal proceeding to keep a patient from being sent to small 
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claims.  If a letter of protection from our office was given to an attorney, the letter of 

protection specifically stated that the physician, not the attorney or patient, gets paid first.  

The following is my letter of protection (or Health Care Lien). 
 

HEALTH CARE LIEN 
 

________________________ authorizes XYZ Clinic, P.C., to furnish Patient’s attorney 

or insurance company with a full report or examination, diagnosis, course of treatment, 

prognosis, and any other relevant health care information. Patient authorizes his/her 

attorney or insurance company to provide XYZ Clinic, P.C., with information as to the 

merits and status of patient’s claim. 
 

 Patient authorizes and directs his/her attorney or insurance company to pay 

directly to XYZ Clinic, P.C., the full amount due for medical or administrative services 

rendered for the benefit of the patient.  Patient authorizes and directs his/her attorney or 

insurance company to withhold payment from any settlement, judgment, or worker’s 

compensation award as may be necessary to adequately protect and fully compensate 

XYZ Clinic, P.C.  Patient grants XYZ Clinic, P.C., a lien against any and all proceeds or 

recovery, including any settlements, judgment, or worker’s compensation award in an 

amount equal to the full value of all medical or administrative services. 
 

 This agreement in no way relieves Patient of his/her responsibility to compensate 

XYZ Clinic, P.C., for all medical and administrative costs.  Patient understands and 

acknowledges that he/she is directly and fully responsible to XYZ Clinic, P.C., for any 

account balance, which is not contingent on the results of any third-party claim.  XYZ 

Clinic, P.C., reserves the right to require regular payments on Patient’s account until 

Patient’s third-party claim is resolved. 
 

 Patient directs his/her attorney to promptly pay the full amount due to XYZ 

Clinic, P.C., upon resolution of Patient’s claim with any third party.  Payment shall be 

tendered without regard to setoff, unresolved claims against other third parties, or 

apportionment or pro-rata distributions to other health care providers. 
 

 I have read and fully understand this Health Care Lien and agree to be bound by 

its terms this ____ day of ____, 20__.       

  

_____________________________ 

Patient 

 

 Attorney agrees to observe all the terms and conditions of this Health Care Lien 

and withhold from any third party without deduction for any attorney’s fees an amount 

necessary to pay the outstanding account balance to XYZ Clinic, P.C. Attorney agrees to 

promptly notify XYZ Clinic, P.C., in the event legal representation is terminated.  

Attorney agrees to promptly provide a copy of this Health Care Lien to any additional or 

subsequent attorneys. 

 

Date: ____________________ _____________________________ 

Name—Attorney for Patient 
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 It is imperative that the attorney and patient both sign this agreement.  If neither is 

willing to sign this agreement, I suggest proceeding directly to court so that a judgment 

can be obtained against the patient for his/her outstanding medical bills. When the patient 

asks you why your office sent them to court, you simply tell him/her that their personal 

injury attorney refused to sign the Health Care Lien.  When the patient finds out that the 

reason they got sued was because their attorney did not sign the Health Care Lien, the 

patient will either fire the attorney or get the attorney to sign the form.  I implemented 

this strategy many times when running the orthopedic practice, and I never once had a 

personal injury attorney refuse to sign my Health Care Lien. 

 

 You can get nasty with your deadbeat patients  
 

 Many times in the collection process physicians simply decide for one reason or 

another that they do not wish to follow through with the collection process. This results in 

the physician writing off the amount owed.  Unfortunately for professionals (attorneys 

included), we cannot write off bad debt on our tax returns. 

 

 An unused way to get back at a patient for stiffing your medical office on medical 

bills is to send the patient a 1099 for services rendered.  What does sending a 1099 to a 

patient who did not pay his/her bill do? It makes them recapture the amount of medical 

services on their tax returns as income they never really received.  It really does not 

benefit the medical office at all to send out 1099s to patients who did not pay their bills; 

but it does sometimes give a physician a sense of satisfaction in knowing that, if the 

patient ever gets audited, they will owe back taxes on the medical services they received. 

 

Conclusion 
 

 While not every office can have an attorney as the manager or Director of 

Operations, every office can have an efficient and profitable collection process.  If you 

have an attorney who currently takes care of your office’s small claims cases, ask that 

attorney if he/she would be willing to send out attorney letters similar to the ones listed 

above.  I took care of only one other office’s collections, and I charged 10% of returned 

payments as a result of my attorney letters.  Attorney letters will get your patients’ 

attention much more so than sending them a past-due notice by certified mail. 

 

 It is my personal opinion that physicians need to start running their offices a little 

more like the rest of the world, and that means not putting up with patients who do not 

pay their bills.   

 

 A physician, more so than an attorney or any other professional, provides a 

service that is unique and personal and deserves to be paid in a timely fashion.  If any 

reader would like a copy of the Agreement to Pay Medical Expenses, the Health Care 

Lien or the Patient Intake Sheet information sent to them via e-mail, please forward your 

request to my e-mail address at roccy@thewpi.org.  A copy of the forms on e-mail will 

save your staff from having to re-type any of the forms in this book. 

 

mailto:roccy@thewpi.org
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________________________________________________________________________ 

Section 8 

Office Supply Purchasing  
 

Save Thousands of Dollars and Hundreds of Staff Hours by 

Outsourcing 

 

 By personal experience, I can state with confidence that most medical offices can 

save significant money and staff hours by outsourcing the purchasing of all office 

supplies.   

 

 When I first started running Bloomington Bone & Joint Clinic, I reviewed very 

closely how our office purchased office supplies. I questioned all the individuals involved 

to determine how they purchased office supplies and what they were doing to keep costs 

down.  With little confidence in my office’s previous manager’s ability to keep costs 

down, I, too, tried everything in my power to find better and less expensive vendors for 

all office purchases.   

 

 After a thorough review of my own attempts and the staff’s attempts to purchase 

office supplies at the lowest possible costs, I was extremely pleased at the results.  I 

believed our office was doing everything in our power to purchase everything from toilet 

paper to copy paper to charts to drugs and so on and so on at the lowest possible price.   

 

Then one day I received a call from someone calling herself a purchasing agent 

specifically for purchasing supplies in medical offices. I had no idea what a purchasing 

agent was or why one would benefit my office.   

 

In essence, a purchasing agent does one thing and one thing onlyshop around 

the country to find vendors that will save their clients significant money on office 

supplies.  The sales pitch was very simple—I would give the purchasing agent two-three 

months accounts payable items (copies of the invoices I paid for three months), and the 

purchasing agent would compare what I was paying to the prices she had negotiated with 

vendors she used and had discount agreements with. 

 

The cost to have the purchasing agent review my accounts receivables was zero.  

It also cost me none of my valuable time to have my expenses reviewed because I let her 

take my invoices with her.  She copied my invoices and brought them back two weeks 

later at which time she showed me the results of her research. 

 

The results from an audit of our office’s expenses made me sick to my stomach. 

Even though my staff and I had done everything in our power to save money on office 

supplies, we did not even come close to the very low prices the purchasing agent could 

obtain for us.  Some of the more stunning results are listed below.   
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Item:        Percent Savings: 

Computer paper (2 part)     54% 

Standard computer paper     50% 

Marcaine .5% 50 ml      40% 

Depo-Medrol80 mg/ml     35% 

Cast Tape       40% 

Needles 20x11-1/2      25% 

Syringe 3cc LL      25%  

Table Paper 18”Crepe      34% 

and the list goes on and on 

 

Needless to say, after I saw the results, I immediately signed up to use the 

purchasing agent.  The very first quarter our office used the purchasing agent we saved 

approximately $2,500.  That number increased after the addition of a new physician and 

our office’s use of more injection drugs.   

 

Besides the benefit of decreased office expenses, the staff spent significantly less 

time when ordering office supplies.  Before using the purchasing agent, the staff and I 

would spend several hours a month shopping our supplies with different vendors. With 

the purchasing agent, we simply made one phone call to her (or sent a fax or e-mail), and 

we knew that our office would get the best price available in the marketplace.  Fewer 

headaches and lower prices—what a concept. 

 

There are other options in the marketplace other than using a personalized 

purchasing agent.  VHA has a purchasing program you can join through your local VHA 

affiliated hospital.  There are also several Internet purchasing sites available.  I have 

looked into those options and passed on them for one simple reasonno personal 

service.  If you want to order something not on “the” list offered by the website or VHA, 

you have to find it somewhere else.  With the purchasing agent our office used, I knew 

that when I called I would be talking to someone who knew my account, could order 

anything I requested, and treated me less like a number and more like an important client.   

If your office uses POS, PSS or Medical Arts Press, then the chances are you have 

significant room for improvement and could benefit by using a purchasing agent.   

 

Because many of the topics in my articles are new concepts, I sometimes can only 

find one or two companies in the entire country that services a particular issue.  In an 

effort to make my articles and this book non-commercial, I am asking the readers to 

simply e-mail me or call me to get the name of the office supply purchasing company I 

use.  I received in excess of 100 e-mails from my article on this topic, and I am always 

happy to provide information to the readers that will save their offices money.  I only 

know of a handful of office supply purchasing companies, and I do suggest that you have 

your office manager read this section of the book so he/she can decide to give me a call 

or drop me an e-mail. Using a purchasing agent could save your office, like the one I 

used to run, thousands of dollars a year.   
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________________________________________________________________________ 

Section 9 

Employee Handbooks 
 
 Why does a medical group with one physician and four employees need an 

Employee Handbook? For the same reason an office with 20 physicians and 60 

employees needs one: protection, certainty, and effectiveness.   

 

 A good handbook helps you manage fairly. When there are complaints about the 

guidelines in the handbook, you can blame the nameless attorney who put it together for 

your office.  Specifically, the main reasons for having a handbook are to establish an “at 

will” employment relationship, describe a clear code of conduct for all employees, and 

inform staff of rules and benefits. 

 

Employment at Will 
 

 “Employment at Will” is a legal term of importance to any employer.  From a 

legal perspective, it is perhaps the main reason for having a handbook in that it protects 

the practice against unwanted lawsuits. The at-will clause allows the employer to 

terminate an unsatisfactory employee for any reasonwith or without cause and without 

notice—and allows the employee to quit work for any reason without notice or cause.  

Without such a provision, employees who are let go may assert that they had a 

contractual relationship with the employer that required “just cause” for termination 

(defined by state statute and case law).  If you are currently in a situation in which you 

need to know what just cause is, then reading this book may be a little too late.  

 

 A terminated employee will still be able to file for unemployment benefits, which 

can be opposed by the employer if the employee was fired for just cause; but the 

employee should not be able to successfully sue the employer to get his/her job back or 

for the more significant damages that accompany a wrongful termination lawsuit.  

 

 The following is the “at-will” paragraph from the Employee Handbook I put 

together: 

 

This handbook does not create a contract of employment between 

Bloomington Bone & Joint Clinic, P.C., and its employees. Although 

we hope that your employment relationship with Bloomington Bone & 

Joint Clinic, P.C., will be long term, either you or the Company may 

terminate this relationship at any time, for any reason, with or 

without cause or notice. Our relationship remains at will 

notwithstanding any provision in this handbook to the contrary. No 

supervisor, manager, or representative of Bloomington Bone & Joint 

Clinic, P.C., other than the president has the authority to enter into 

any agreement with you regarding the terms of your employment that 
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changes our at-will relationship or deviates from the provisions in this 

handbook  
 

 The previous paragraph is on the very first page of that office’s handbook and is 

bolded and underlined just as you see above. 

 

Code of Conduct 
 

 Another main reason for having a handbook is to provide a Code of Conduct for 

all staff to follow in the office.  The handbook should be given to every employee, 

including physicians. Why do you give the handbook to physicians?  The Code of 

Conduct has a harassment policy, and a lot of the harassment lawsuits in medical offices 

come from physicians sexually harassing their staff. 

 

 Clear Codes of Conduct give employees confidence that, if they act appropriately, 

they will not be penalized.  While this may appear to contradict employment at will, a 

technically correct handbook provides both a code of conduct and the ability to let an 

employee go without fear of litigation.  The following was the harassment section from 

the handbook I put together: 

Harassment 

 

 It is the policy of XYZ Clinic, P.C., to provide an environment free 

from sexual and sex-based harassment. It is against the policy of the 

Company for any employee, whether a manager, supervisor, or co-worker 

to sexually harass another employee.  Sexual harassment or sex-based 

harassment occurs when the unwelcome physical conduct of a sexual 

nature becomes a condition of an employee’s continued employment, 

affects other employment decisions regarding the employees, or creates an 

intimidating, hostile, or offensive working environment. 

 

  Sexual and sex-based harassment may include: 

 

I. Requests for sexual favors;  

II. Unwanted physical contact, including touching, pinching, or brushing the body; 

 

III. Verbal harassment, such as sexual innuendoes, suggestive comments, jokes of a 

sexual nature, sexual propositions, and threats;    

 

IV. Non-verbal conduct, such as displays of sexually suggestive objects or pictures, 

leering, whistling, or obscene gestures, and 

 

V. Acts of physical aggression, intimidation, hostility, threats, or unequal treatment 

based on sex (even if not sexual in nature). 

 

 In providing a productive working environment, XYZ Clinic, P.C., 

believes that its employees should be able to enjoy a workplace free from 
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all forms of discrimination, including harassment on the basis of race, 

color, religion, gender, national origin, age, and disability. It is XYZ 

Clinic, P.C.’s, policy to provide an environment free from such 

harassment. 

 

 It is against the policy of the Company for any employee, whether 

a manager, supervisor, or coworker to harass another employee. Prohibited 

harassment occurs when verbal or physical conduct that defames or shows 

hostility toward an individual because of his or her race, color, religion, 

gender, national origin, age or disability, or that of' the individual's 

relatives, friends, or associates, creates or is intended to create an 

intimidating, hostile, or offensive working environment interferes or is 

intended to interfere with an individual's work performance or otherwise 

adversely affects an individual's employment opportunities. 

 

 Any employee who believes he or she has been sexually harassed 

or discriminated against or harassed because of one’s race, color, religion, 

gender, national origin, age, or disability should report the conduct 

immediately to the Director of Operations. 

 

 A thorough and impartial investigation of all complaints will be 

conducted in a timely and confidential manner. Any employee of the 

Company who has been found, after appropriate investigation, to have 

sexually harassed, discriminated against, or harassed another employee 

because of one’s race, color, religion, gender, national origin, age, or 

disability will be subject to disciplinary action up to and including 

termination. 

 

  An office will be much better positioned in a harassment lawsuit if harassment is 

explicitly prohibited in a handbook. 

 

Rules and Benefits 

 

  A handbook should provide employees with rules and benefits of the office.  

Having rules and benefits in writing allows an administrator to manage staff easily in a 

non-confrontational manner. While there may be resistance to a first-time handbook 

(depending on whether benefits are being cut, increased, or merely codified), you will 

soon find that the handbook eliminates debates and disagreements in the office.  As an 

administrator with a comprehensive, specific handbook, I did not worry about different 

treatment of different employees.  When a question arose, I referred to the handbook and 

implemented the course of action prescribed.   

 

  Before managing an office, I was unaware of how important the process is to 

allow employees to take time off.  As someone who was used to being on salary (as 

opposed to hourly where I would have to punch a clock), I was not used to asking 

permission to take time off. I worked as long as necessary to get the job done.  If I 
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wanted to come in late or leave early on a particular day, it was not a problem as long as I 

got my work done. The medical office setting is almost entirely an hourly work 

environment.   

 

  The following is the procedure I had employees use when asking for time off.  

First, any time an employee needed to take time off for any reason, they had to fill out the 

following form and have me sign it approving the time-off request. 

 

Paid/Non-Paid Time Off Request Form 

 

Name: ___________________________________________________ 

Date/Dates of Time ___________________ 

Requested:______________________________________ 

Number of Hours/or Time Range Requested: ____________________ 

Type of Request: ___________ Paid___________ Not Paid. 

Apply To: ________Vacation ________Personal ________Sick 

Employee Signature: ____________________ 

Date of Request: _______________________ Time: ______________ 

Approval Signature: ________________________________________ 

 

The above request form went hand in hand with the handbook’s section 

dealing with Time-Off Requests. 

 

Request For Time Off 

All time off shall be requested in writing on forms provided by the 

Director of Operations. Time off must be pre-approved, dated, and 

returned to the requesting employee. All requested time off must be used 

with accrued paid time. Once accrued paid time is exhausted, then time off 

without pay must also be requested in writing. Time-off requests for the 

present year will be accepted starting the first working day of the new year 

for that year's time. 

 

-Each employee will be allowed additional time off (such as the time 

before, time after, or both) for the holidays listed above. 

 

-If the personnel working in each department (insurance and billing, 

nurses, and employees working in check-in and check-out) cannot agree 

on who shall use each particular day before and after each holiday, the 

Director of Operations shall at his discretion allocate who is to receive 

each day. The Director of Operations may create and use a "DRAW" 

system, thereby having a random selection to decide which employees will 

receive the days preceding and following the above stated holidays. 

  

 I instructed the employees to make sure they got all time-off requests cleared 

within their own department before ever filling out a time-off request for my signature.  
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Making the employee clear the time-off request within their own department 

accomplishes three goals. First, I am not really approving the time-off request; their 

fellow employees are instead.  Second, making each department deal with the time-off 

issue forces the employees in each department to rely on each other and that helps avoid 

resentment for time-off requests. It is difficult for one employee to get upset with another 

for a time-off request when the upset employee must ask for help later on for his/her 

time-off requests.  Third, having the requests in writing allows both the employee and the 

administrator to avoid confusion and confrontation should there be a dispute over 

personal, sick, or vacation time used. 

 

 The office I used to run had different rules than most offices when it came to sick 

time and personal time. The office used to allow for two weeks sick/personal time.  Sick 

time was replenished at an employee’s anniversary date, and the employees could use 

personal time whenever they wanted to for as long as they wanted.  Employees in our 

office who did not completely use their personal time prior to their anniversary would put 

in for an entire paid week off.  In essence, some employees were using their sick/personal 

time as an extra week of vacation. 

 

 The following is my correction of this problem: 

 

Personal/Sick Days 

 XYZ Clinic, P.C., recognizes that an employee's inability to work 

because of illness, injury, or personal matters may cause economic 

hardship. For this reason, the Company provides paid personal/sick days 

to full-time employees. 

 

 Personal/sick days are granted to full-time employees after 

completion of their training period. Employees will receive a total of ten 

(10) days paid per year. 

 Personal/sick days are figured at the rate of .75 per month with one 

extra day computed the month of the employee's birthday. 

 

 Personal/sick days may be accumulated and carried over at the end 

of the year, but an employee may accrue and use no more than 30 days per 

year. There is no monetary reimbursement for unused days. 

 

 An employee shall only be allowed to use up to five (5) personal 

days a year.  If an employee does not use one of his/her personal days 

during their calendar, that personal time becomes sick time and then 

accrues with the rest of the unused sick time. 

 

 If an employee quits working for XYZ Clinic, P.C., and has used 

or has been paid for sick time or personal time not accrued, the amount of 

overpayment for the used but unaccrued sick or personal time shall be 

withheld from the employee’s last paycheck. 
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 Personal time may only be used in four-(4) hour intervals. Less 

than four (4) hours of personal time may be used but not more than four 

(4) unless otherwise approved by the Director of Operations.  If personal 

time is used during a pay period where an employee works more than 80 

hours, the employee’s overtime will be reduced to straight pay for the 

amount of personal time used during that pay period. 

 

 An employee needing a personal day is required to notify the 

Director of Operations as soon as possible so adequate coverage can be 

arranged. 

 

 Personal days cannot be used to take vacations.  If you have 

any questions concerning the use of personal days, please see the 

Director of Operations for clarification. 
 

  By only allowing employees to use four (4) hours of personal time at one time, I 

did not have to ask them why they needed the time off.  Further, employees, after I 

implemented the above language, routinely ended up with significant personal time 

unused at the end of their year, whereas before it was a rarity for employees to have any 

personal time left.   

 

Overtime and Vacation 

 

Vacation 

 

 After you have been with XYZ Clinic, P.C., for one year, you are 

entitled to two weeks’ (ten days) paid vacation time. After six months of 

service, you may take one week of vacation time (five days) with pay. 

After five years of service you are entitled to one day per year worked, 

accruing to a total of three weeks (fifteen days) at ten years of 

employment. 

 

 Vacation time may be taken at any time during the calendar year 

with the approval of The Director of Operations. The Director of 

Operations will make every effort to permit the employee to take vacation 

at the requested time. However, the Director of Operations must provide 

for adequate staffing levels; and employees should cooperate when 

scheduling vacation leave. Requests should be made as far in advance as 

possible in order to help guarantee time off. 

 

 If a conflict occurs when scheduling vacation leave within a 

department, the Director of Operations will have discretion to set the 

vacation schedule based on his/her best judgment. 

 

 Because vacation provides a period of needed rest and recreation, 

each employee is expected to take his/her full-allocated vacation during 
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the year it is earned.  Unused vacation time will be lost if not used.  

Further, if vacation time is used during a pay period where an employee 

works more than 80 hours, the employee’s overtime will be reduced to 

straight pay for the amount of vacation time used during that pay period. 

 

 The vacation time and personal time paragraphs may or may not be similar to the 

policies in your office.  However, deciding not to pay employees time-and-a-half for 80+ 

hours worth of work when the reason the employee has over 80 hours is due to his/her 

use of personal or vacation time is an important issue.  An example better illustrates my 

point.  Assume you have an employee who works 82 hours during a particular two-week 

pay period.  Also assume that the employee used four (4) hours of personal time during 

the normal 80-hour pay period. Under the office’s handbook I created, that employee 

would be paid for 82 “straight” hours of work as opposed to 80 hours plus two (2) hours 

at time and a half.     

 

Equal Opportunity Employer 

 

 In today’s sensitive working environment, your handbook should include a 

section stating that your office is an Equal Opportunity Employer.  The Equal 

Opportunity Employer section means that you will recruit, hire, train, and promote people 

in all job titles without regard to race, color religion, national origin, sex, age (except 

where sex or age is a bona-fide occupational qualification, as defined by law), or physical 

or mental disability.   

 

Signature Page   

 Every handbook should have a page at the end for the employee to acknowledge 

receipt of the handbook with a signature.   

 

ACKNOWLEDGEMENT AND RECEIPT OF HANDBOOK 

  

 I, Joanna Smith, acknowledge that I received a copy of 

Bloomington Bone & Joint Clinic, P.C.’s, EMPLOYEE HANDBOOK.  I 

understand that I have an obligation to familiarize myself with its contents 

and the provisions of this handbook, policy manual, work rules, practices, 

and/or procedure of the Bloomington Bone & Joint Clinic, P.C. 

 

    I understand that nothing in this handbook constitutes a contract of 

employment or guarantee of benefits, that my employment is for no 

definite duration, and is an employment-at-will relationship. As such, I 

enjoy the right to terminate my employment with or without cause or 

notice at any time; and my employer reserves the right to do the same. 

 

SIGNATURE:__________________________________ 

 

WITNESS:_____________________________________ 
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 The Office Manager should witness the signature of the employee. The signature 

page should be copied and placed in the employee’s personnel file.  I suggest handing the 

handbook out at the end of the day so that the employee does not use an hour of work to 

go through the handbook. 

 

Other Possible Provisions 

 

 EMPLOYMENT STATUS, TRAINING PERIOD, GENERAL RULES AND 

REGULATIONS, PARKING AND ACCESS TO PREMISES, ATTENDANCE 

POLICY, SAFETY POLICY, NON-FRATERNIZATION POLICY, HOURS OF WORK 

POLICY, TIME RECORD, HEALTH INSURANCE, WORKSHOPS AND SEMINARS, 

COMPUTATION OF TIME, PAY PERIODS, EMPLOYEE RECORDS, LOST 

PAYCHECK, CONFIDENTIAL INFORMATION, NON-SMOKING ENVIRONMENT, 

PERSONAL APPEARANCE, PERSONAL PHONE CALLS, FOOD AND DRINK, 

HOUSEKEEPING, CIVIC RESPONSIBILITY, MILITARY LEAVE, 

GARNISHMENT, LEAVE OF ABSENCE WITHOUT PAY, OTHER ABSENCES, 

MATERNITY LEAVE, BEREAVEMENT LEAVE,  SALARY INCREASES, JOB 

PERFORMANCE APPRAISAL, GRIEVANCE PROCEDURE, and TERMINATION.   

 

Does Your Office Need a New Handbook? 
 

 If your existing handbook contains the elements described in detail above, you 

can probably get away with an update to your existing handbook.  If not, you may be 

better off starting from scratch with help from an attorney. 

 

 Theoretically, you could purchase a form book and customize a handbook for 

your office: but unless you have a legal background, I do not recommend this.   There are 

many fine points involved in creating a handbook and many ways an attorney can help 

you save money on issues such as overtime, sick time, personal time, etc.  While it is 

expensive to consult an attorney, in this case it is worth it.   

 

 Finally, whether you are creating a handbook from scratch or replacing an 

outdated one, I advise making your handbook as inclusive and specific as possible.  A 

clear, comprehensive handbook can indeed be an administrator’s best friend. 
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______________________________________________________________________________ 

Section 10 

Does Your Office Need a Full-Time Medical 

Office Manager? 
 

 If you read my background information, you know that, although I am a 

consultant who deals with asset protection, income and estate tax reduction, my 

background is really business law, estate planning, medical malpractice law, and divorce 

law. 

 

 When I was first hired by Bloomington Bone & Joint Clinic, P.C. (BBJ) in 1998, 

the physicians who hired me were aware that I knew very little about running any kind of 

office, let alone a medical office.  The physicians believed I could figure it out and knew 

that they needed someone to straighten out the non-clinical problems with the office.  

 

 I spent the better half of six months learning how to run a medical practice and, 

more importantly, recognizing many of the areas of financial waste.  To make a long 

story short, after implementing many of the concepts discussed in the practice 

management section of this book, I was able to save my physicians in excess of $35,000 a 

year in costs my first year.  I also spent significant time over the first year getting the 

right policies and procedures in place as well as getting the employees out of their 

comfort zone so they would be more attentive to the practice.  I was not perfect in how I 

dealt with the staff (and they would confirm that); but looking back, having a 

professional manage the office had many positive affects on BBJ’s office. 

 

 The physicians who hired me knew for the last two years that I ran their practice 

that it only took me two-four hours a day to run it.  They did not mind my consulting for 

other physicians around the country because I always put their office first.  However, 

knowing that I only spent that little time running the office, did the medical office need a 

full time person at $60,000 plus $5,000-$10,000 in benefits a year running their office 

after I left?  The answer was absolutely not. 

 

 Instead of hiring a full-time office manager, I suggested and they approved the 

hiring of a medical office management company to run their office.  The management 

company does not take a financial interest in the office and will simply come in three-

four mornings a week to deal with the finances, staff issues, and any other issues that may 

need to be serviced by an “office manager.”   

 

 The upside to using a professional company is that they typically have a number 

of different people in their company who can help on issues your current manager has to 

call outside experts to deal with at $150 an hour.  The company my physicians hired has 

an attorney, CPA, banker, and physician to deal with whatever headaches need to be dealt 

with.   Besides the terrific support staff, the cost to hire such a company was half what the 

physicians were paying me (with benefits). 
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 In my mind, it was a win, win situation for the physicians.  The only down side is 

that they do not get to see my smiling face every day and the fact that I cannot do the 

collections for the office as an in-house attorney. 

 

 This section of the material is not as specific as many of the other sections of the 

book, but I did want to make everyone aware of my situation and hope that my 

realization that outsourcing the management of a medical office can be a viable option 

and give the reader a reason to review their office’s situation.  I am not advocating firing 

all the office managers out there; but if the opportunity arises where your office manager 

is thinking of leaving, you should consider replacing him/her with a professional 

management company. 
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Chapter Six 

Reaching Total Financial Independence (TFI) 
 

Examples of what a Comprehensive Asset Protection, Estate 

Plan, and Income Tax Reduction Plan Should Look Like 
 

 In the following pages, I will cover what physicians of different ages need to do in 

order to reach Total Financial Independence (TFI). The following different types of 

physicians will be covered: 1) a physician just leaving residency, 2) a physician who has 

been in practice for 5 years, 3) a physician who has been in practice for 15 years, and 4) a 

physician who is 60 years old. 

 

 I am going to assume that the examples below are physicians who are married.  

While that is not always the case, most physicians are married and, even if they are not, 

most of the advice will be the same whether the physician is married or not. 

 

 1)  Physician just leaving residency 

 

 The typical physician just getting out of residency has a decent amount of student 

loans, very little in built-up wealth or assets, and his/her first job making a decent amount 

of money. 

 

 Assets:  

 

 - Two used automobiles with no debt; 

 - New house with a significant mortgage (due to little money for a down 

payment); 

 - A lot of personal property (junk) accumulated over the last ten years; 

 - One child, age 4. 

 

 Assume this physician makes $250,000 a year with the new practice.  That is a 

round number for most surgeons and too high for a primary care physician. 

 

 Recommended Plan: 

  

 Asset Protection 

  

 There is very little need for asset protection due to the fact that there are no assets 

to protect. 

 

 The physician should make sure he/she has the maximum amount of disability 

insurance (DI) to protect the family in case of a disability. The younger you are when DI 

can be purchased the better so that the lowest possible premium can be obtained. 
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 Income Tax Reduction 

 

 It is unlikely in this example that the physician will have any disposable income 

to transfer to an income tax reduction plan. The physician would typically start out as an 

employee and will not be vested in the new employer’s pension plan for usually one year.  

Typically, the physician would be allowed to make a voluntary 401(k) Plan contribution 

that would come out of his/her paycheck (which is limited to $18,000 a year in 2015). 

 

 If this physician wanted to start building wealth outside what could be done 

through the medical practice, he should fund a low expense life insurance policy (see 

page 203). Using such a wealth building tool at a young age can be one of the most 

powerful ways to build a tax-favorable retirement nest egg.  

 

 Estate Plan 

 

 Chances are significant that this physician only has a will and nothing else.  This 

physician should immediately implement, in addition to a will, marital A&B trusts and 

durable powers of attorney as basic estate planning tools. 

  

 The physician probably only has $500,000 in term life insurance, which should 

immediately be increased to $2,000,000. If the physician does not have the money to 

fund a permanent low expense cash value life insurance policy for wealth building 

(which can also serve as the policy for his needed death benefit, he should consider 

Return of Premium Term instead of traditional term life insurance. 

 

 Financial Plan 

 

 It is unlikely the client has any significant brokerage accounts or balances in 

his/her bank accounts. Having said that, a terrific way to build wealth for retirement is the 

use of a low expense overfunded equity indexed universal life insurance policy. This 

client should fund X amount of dollars into an over funded indexed life insurance policy. 

There are no maximum contributions to building tax favorable wealth through such a 

vehicle and doing so will allow the client to accumulate significant additional money for 

retirement.   

 

 The client might also want to contribute to a Section 529 Plan to fund for the 

education of the only child. Money in a 529 Plan is funded post-tax and is available if 

needed in a catastrophic situation to pay normal living expenses of the family. Assuming 

the money is not needed for family living expenses, the goal of funding for the child’s 

education will be started. 

 

  The client should not go out of his/her way to pay off the mortgage on the 

personal residence. While there is no equity to build with through Equity Harvesting, it 

would be wise to obtain an interest-only loan and to use the money that would normally 

be allocated to pay down the mortgage and allocate that to a new low expense indexed 

universal life insurance policy  
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 2)  Physician who has been in practice for five years 
 

 The typical physician who has been in practice for five years is getting to the 

point where most of the debt is gone (except for a home mortgage and possibly an 

automobile), and the physician is now a partner in the medical practice.  As a partner, the 

income of the physician goes up as well.   

 

 Assets:  

 

 - Two new automobiles with minimal debt; 

 - New house with a moderate mortgage (when taking into consideration what the 

physician makes); 

 - $50,000 in a brokerage account; 

 - 2 wave runners 

 - Two children, ages 8 and 4. 

 

 For this example, let’s assume the physician now makes $500,000 a year in W-2 

income.  Half-a-million dollars is too little for many busy surgeons and too much for 

even the busiest primary care physician, but for the example it should be a happy medium 

for applicability purposes for the reader. 

 

 Recommended Plan: 

  

 Asset Protection 

  

 Like example Number 1, this client is in the accumulation phase of assets. There 

are no large assets to protect besides the marital home (which should be owned as tenants 

by the entirety if possible to asset protect the home’s equity) and it would be a good idea 

from an asset protection and financial planning point of view to remove at least $100,000 

of equity and change the mortgage to an interest-only mortgage. This will allow him to 

start building maximum wealth with maximum security through an “Equity Harvesting” 

plan.  

  

 If the physician is worried about protecting his/her brokerage account, that 

account could be transferred to an LLC; but at this point, that is a judgment call for the 

physician to determine if the cost of the LLC can be justified. 

 

 The physician should seriously consider moving the wave runners to an LLC.  

Moving the wave runners to an LLC would not be done to protect the assets from loss, 

but instead from the tremendous liability that goes along with being an owner of them.   

Once the wave runners are in the LLC, a potential creditor (someone injured from the use 

of the wave runners) would have as his/her sole remedy the assets inside the LLC and not 

the rest of the assets of this physician. 

 

 The physician should make sure he/she has the maximum amount of disability 

insurance (DI).  If this physician is interested in getting the “maximum” amount of DI 
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coverage, I would recommend pension plan DI and/or return of premium business 

overhead expense insurance. The younger you are when DI can be purchased the better, 

and the physician would want to protect his family in the event of a disability. 

 

 Income Tax Reduction 

 

 In this example, the physician is starting to get to the point where he/she can 

seriously look at an income tax reduction plan.  As an owner in the medical practice, the 

physician now is fully vested in the practice’s 401(k)/Profit Sharing Plan and the 

physician should be contributing between $30,000-$50,000 to that pension plan (which is 

dictated by how much the partners vote to contribute on behalf of the staff). 

 

 This client could be a great candidate for a captive insurance company (CIC) to 

grow wealth in a tax favorable manner. The client can afford to pay premiums of 

$100,000+ into the affordable CIC structure (www.affordablecaptives.com). This is a 

great way to supercharge a tax favorable wealth building plan.  

 

 If a CIC is not a good fit, the client could then look at a Defined Benefit Plan or 

412(e)3 Plan if there were few employees. 

 

By contributing to a supplemental benefit plan, the physician will reach Total 

Financial Independence many years earlier than by investing post-tax in the stock market. 

 

Notwithstanding this physician’s distain for paying income taxes (and thus the 

desire to fund a tax-deferred qualified plan), at his/her age, overfunding a quality low- 

expense cash value life insurance policy will be a much better way to save for retirement 

(see pages130 and 203 for the supporting math). 

 

 Estate Plan 

 

 Chances are significant that this client only has a will and nothing else. This client 

should immediately implement, in addition to a will, marital A&B trusts and durable 

powers of attorney as basic estate planning tools. 

  

 The client probably only has $500,000 in term life insurance which should 

immediately be increased to $2,000,000.  Because this client will need “permanent” life 

insurance, he should do so in conjunction with a wealth building plan and do so through 

an indexed universal life policy or a private placement life policy 

(www.ppliamerica.com).   

 

 The client should start to consider funding for long term care insurance (in a tax-

deductible manner if possible). 

 

 

 

 

http://www.affordablecaptives.com/
http://www.ppliamerica.com/
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 Financial Plan 

 

 This client has $50,000 in a brokerage account. I would suggest transferring some 

or all of that money to a Section 529 Plan to fund for the college tuition and expenses of 

the children. The money would be available to the family, if needed, but with the new 

income, that is not likely. 

 

 If funding for college education early is not a priority, then having a local 

stockbroker manage the money is okay. Some clients like to keep that money in a bank 

account in case of an emergency (which we are not a huge fan of because the amount of 

money is not significant).  Basically, the money could be invested just about anywhere 

except penny stocks; and it could be justified because of the very young age of the client. 

 

 If the client does not create a CIC to remove significant money from the business 

in a tax favorable manner, he/she should allocate X amount of the money available after 

paying income taxes on his/her take-home pay and fund a low-expense over-funded 

indexed universal life insurance policy or private placement life insurance policy. This 

will become one of the client’s most efficient and safest ways to build a tax favorable 

nest egg.  

 

 3)  Physician who has been in practice for fifteen years 

 

 The typical physician who has been in practice for fifteen years is getting to the 

point where most of the debt is gone (except for a home mortgage and possibly an 

automobile), and the physician is now starting to accumulate significant wealth and 

assets.   

 

 Assets:  

 

 - Two new automobiles with minimal debt; 

 - New house with a moderate mortgage (when taking into consideration what the 

physician makes); 

 - $500,000 in a brokerage account; 

 - 2 wave runners 

 - $350,000 motor yacht (with loan amount of $200,000) 

 - Two children, ages 18 and 14. 

 - Ownership in medical office building with little equity  

 - Vacation condo in Florida worth $200,000 (with $100,000 mortgage)  

 - Universal life insurance policy with a $2,000,000 death benefit and $40,000 in 

cash surrender value (owned individually) 

 - $700,000 in the medical office’s pension plan 

 

 For this example, let’s assume the physician now makes $500,000 a year in W-2 

income. Half-a-million dollars is too little for many busy surgeons and too much for even 

the busiest primary care physician; but, for the example, it should be a happy medium for 

applicability purposes for the reader. 
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 Recommended Plan: 

  

 Asset Protection 

  

 Unlike examples Numbers 1 and 2, this physician has accumulated several assets 

that will continue to grow in size. There are a few large assets to protect besides the 

marital home (if allowed in his/her state the marital home should be owned as tenants by 

the entirety to asset protect the home’s equity).   

 

      Title 

 

Personal residence    Tenants by the Entireties  

 

 (Most states do not have T by E as a way to own the home; and even if the client 

lives in one of those states, we would strongly recommend that he/she use an interest-

only mortgage coupled with “Equity Harvesting.” This will protect the house by placing 

a debt shield on it and equity harvesting is also a terrific investment due to the ability to 

write off the interest*). 

 

Brokerage Account    LLC #1  

 

 If the vacation condo is ever rented, the brokerage account would get its own 

LLC. 

 

Vacation Condo    LLC #1  

 

 (Unless rented and then a separate LLC should be considered) 

 

Medical Office Building   LLC #2 

 

2 Wave runners    LLC #3 

 

Motor Yacht      LLC #4 

 

401(k)/Profit Sharing    Qualified retirement money is 

      federally protected 

  

 The client’s brokerage account is the most liquid asset in the entire estate and 

must be protected.  A domestic LLC should suffice; but if the client wants to assure its 

protection,  an offshore LLC or trust could be warranted. 

 

 The vacation condo has $100,000 in equity, and it will be appreciating in value.  

Because of the liability of the condo, it needs its own LLC. Lastly, if the client believes 

the vacation condo will stay in the family for years to come, then a family limited 

partnership (FLP) should be considered with a gifting program to transfer to the children 



The Doctor’s Wealth Preservation Guide 

________________________________________________________________________ 

 345  

98% of the non-voting interest in the FLP. The FLP will asset protect the condo and 

lessen the size of the client’s estate without giving up control of the asset until death. 

 

 The physician should move the wave runners to an LLC. Moving the wave 

runners to an LLC would not be done to protect the assets from loss but instead from the 

tremendous liability that goes along with being an owner of them. Once the wave runners 

are in the LLC, a potential creditor (someone injured from the use of the wave runners) 

would have as their sole remedy the assets inside the LLC and not the rest of the assets of 

this physician. 

 

 The motor yacht should be owned by its own LLC due to the individual liability it 

poses to the owners as well as to asset protect the value of the asset. 

 

 The medical office building should be owned by an LLC.  If not, it should be 

transferred immediately. The interest in the LLC can be owned by the physician 

individually because of the asset protection features of the LLC. 

 

 The money in the client’s 401(k)/Profit Sharing Plan is asset protected by federal 

law (however, at his/her age, he/she may choose to reposition the money in the plan into 

a FIA that guarantees a rate of return (7%-8%) on an accumulation account value that 

will be used to calculate a guaranteed income for life that cannot be outlived). 

 

 The physician should make sure he/she has the maximum amount of disability 

insurance (DI).   

 

 Income Tax Reduction 

 

 In this example, the client should have already started a supplemental benefit plan 

that can reduce his/her income taxes (401(k)/Profit Sharing).  

 

 The client can afford to pay premiums of $100,000+ into the affordable CIC 

structure (www.affordablecaptives.com). This is a great way to supercharge a tax 

favorable wealth building plan. 

 

 If a CIC is not a good fit, the client could then look at a Defined Benefit Plan or a 

412(e)3 Plan if there were few employees (however, because tax-deferred plans can be 

more tax hostile than tax favorable, it is not recommended based on his/her overall 

financial makeup that he/she stretch to overfund (or fund at all) such a plan. 

 

By contributing to a supplemental benefit plan, the physician will reach Total 

Financial Independence many years early than by investing post-tax in the stock market. 

  

 

 

 

  

http://www.affordablecaptives.com/
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 Estate Plan 

 

 Chances are significant that this physician only has a will and A&B marital trusts.  

This physician should consider adding durable powers of attorney as a basic estate 

planning tool. 

  

 This physician has a Universal Life (UL) insurance policy with a $2,000,000 

death benefit and $40,000 in cash surrender value.  The UL policy should be inside an 

Irrevocable Life Insurance Trust (ILIT) so the benefit can pass income and estate tax free 

to the beneficiary(s). The spouse could be one of the direct beneficiaries of the death 

benefit or could be a beneficiary of the ILIT at the discretion of the trustee, if needed.  

Future premiums would be gifted to the ILIT, which would, in turn, pay the premiums. 

 

 The physician should seriously consider transferring the vacation condo and 

possibly the personal residence into a Family Limited Partnership (FLP) where the 

physician can start to give the value of the assets to the children when the client sees fit 

(if he does not plan on selling the residence). 

 

 The physician should start to consider funding for long term care insurance (in a 

tax deductible manner, if possible). 

 

 Financial Plan 

 

 This client has $500,000 in a brokerage account. Due to the age of the children, 

funding a 529 Plan at this point is not terribly beneficial. 

 

 How the $500,000 is invested will depend on what advice is given. I would 

recommend that this money be moved to tactically managed strategies to mitigate risk. It 

would also be prudent to migrate this money to a private placement life insurance policy 

where it could then grow tax free and come out tax free in retirement. Inside a PPLI 

policy, tactical strategies could be used (actually PPLI is the perfect place for tactically 

managed money).  

 

 Another option is to use guaranteed income rider FIAs with some of the money.    

 

 Bottom line is that the client should diversify his/her post-tax investments and not 

keep them all in one pot.  As the client gets older, moving money to a principal protected 

account will be very important. 

 

 This client has the perfect financial makeup to use Equity Harvesting to build 

additional wealth for retirement. The client should systematically remove $100,000-

$300,000 of equity from his/her home over the next five years and use the money to fund 

a low expense indexed universal life insurance policy. Such a wealth building tool will be 

one of the most secure and tax favorable ways for this client to grow wealth in an effort 

to reach TFI.  
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As stated earlier, he/she may choose to reposition the money in the qualified 

retirement plan into a FIA that guarantees a rate of return (7%-8%) on an accumulation 

account value that will be used to calculate a guaranteed income for life that cannot be 

outlived.  If this example doctor is 50 years old and lets the money in a FIA roll up at 8% 

for 15 years, at age 65 the annual guaranteed income for life per year would be $134,000.  

This is a tremendous benefit that can’t be obtained with a “properly balanced stock 

portfolio” and can give this example client or anyone great financial comfort.  

 

 4) A physician who is sixty-years old 
 

 A sixty-year-old physician is usually thinking about retirement and most of the 

time is close to Total Financial Independence.   Many physicians simply enjoy practicing 

medicine (although the potential for malpractice suits takes away from that enjoyment).  

The sixty-year-old physician has the greatest need for a proper asset protection plan, 

estate plan, and financial plan and is at a point in his life where charitable giving should 

be explored. 

 

 Assets:  

 

 - Two new automobiles with minimal debt 

 - House that is worth $500,000 with almost no mortgage 

 - $750,000 in a brokerage account 

 - $350,000 motor yacht (with no debt) 

 - Two children, ages 34 and 30 

 - Ownership in commercial property with $500,000 equity (and a $100,000 basis) 

 - Vacation condo in Florida worth $400,000 (with no mortgage)  

 - Universal life insurance policy with a $2,000,000 death benefit and $300,000 in 

cash surrender value (owned individually) 

 - $750,000 in the medical office’s pension plan 

 - $750,000 in an IRA. 

 

 For this example, let’s assume the physician makes $500,000 a year in W-2 

income.  Half-a-million dollars is too little for many busy surgeons and too much for 

even the busiest primary care physician; but, for the example, it should be a happy 

medium for applicability purposes for the reader. 

 

 Recommended Plan: 

  

 Asset Protection 

  

 Unlike examples Numbers 1, 2 and 3, this physician has accumulated significant 

assets that will continue to grow in size.   

 

      Title 

 

Personal residence             Family Limited Partnership  
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 (This physician is most likely in a house he will keep until death; and, in order to 

lower estate taxes, the marital home should be transferred to an FLP where the non-

voting shares can be gifted at a discount to the children over the upcoming years.) 

 

Brokerage Account    LLC #1  

 

Vacation Condo    Family Limited Partnership  

 

Commercial Property     LLC #2 

 

Motor Yacht      LLC #3 

 

 

401(k)/Profit Sharing    Qualified retirement money is 

      federally protected 

 

IRA      Roll into the pension plan at work 

 

 (IRAs are specifically protected from creditors in some states.  If this physician is 

not in one of those states, he/she should roll the IRA into the medical office’s pension 

plan.) 

  

Universal Life Policy     Irrevocable Life Insurance Trust 

 

 The client’s brokerage account is the most liquid asset in the entire estate and 

must be protected. A domestic LLC should suffice; but, if the client wants to spend the 

money, an offshore LLC or trust could be warranted. 

 

 The vacation condo  should be transferred to an FLP for asset protection and 

estate planning.  The FLP will asset protect the condo and lessen the size of the client’s 

estate without giving up control of the asset until death. 

 

 The motor yacht should be owned by its own LLC due to the individual liability it 

poses to the owners as well as to asset protect the value of the asset. 

 

 The commercial property should be owned by an LLC.  If not, it should be 

transferred immediately. The interest in the LLC can be owned by the physician 

individually because of the asset protection features of the LLC. 

 

 The money in the client’s 401(k)/Profit Sharing Plan is asset protected by federal 

law. 

 

 The physician should roll the IRA into the medical office’s pension plan or 

potentially into a new Profit Sharing Plan created inside the FLP.  By moving the money 

in the IRA into a Profit Sharing Plan, the physician then will completely asset protect the 

money. 
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 The Universal Life (UL) policy is asset protected in some states. If this physician 

lives in a state where life insurance is not asset protected, he/she should consider gifting 

the UL policy to an irrevocable life insurance trust (ILIT) so the cash value and death 

benefit will be asset protected and to assure that the death benefit will pass income and 

estate tax free to the heirs. 

  

 Disability insurance (DI) is not that important a topic for this physician.    

 

 Income Tax Reduction 

 

 In this example, the physician already has significant money in qualified 

retirement plans and in a brokerage account. Income tax reduction is still important due 

to the fact that the physician needs his/her income less now than at any time in the past.   

 

 Many of the income tax reduction solutions will not work for the older physician 

because those solutions use life insurance as an investment (which is difficult when 

starting after age 60). The client could look at using a CIC that is owned by his children 

or a trust for their benefit.  This would reduce both income and estate taxes and work out 

as a terrific wealth transfer tool. 

 

 This physician should also strongly consider charitable giving as a way to reduce 

the size of his/her estate (and therefore estate taxes) and as a way to receive a current 

income tax deduction. I would recommend the CGA that I discuss in the Charitable 

Planning part of this book on page 154. 

 

 Estate Plan 

 

 With a physician who is sixty years old, I would hope that by now he/she would 

have a will and A&B marital trusts. If not, the physician should implement both 

immediately.  The physician should consider adding durable powers of attorney as a basic 

estate planning tool. 

 

 This physician should strongly consider using a Life Settlement to get out of 

his/her Universal Life (UL) insurance policy (which has a $2,000,000 death benefit and 

$300,000 in cash surrender value). Using the money from a Life Settlement, the 

physician could purchase a 2
nd

 to die life insurance policy owned by an ILIT.  If a Life 

Settlement does not work, the client should consider gifting the policy to an Irrevocable 

Life Insurance Trust (ILIT) so the death benefit can pass income and estate tax free to the 

beneficiary.  The spouse could be one of the beneficiaries at the discretion of the trustee, 

if needed.  Future premiums (if needed) would be gifted to the ILIT which would, in turn, 

pay the premiums. 

 

 The physician should seriously consider transferring the vacation condo and 

possibly the personal residence into a Family Limited Partnership (FLP) where the 

physician can start to gift the value of the assets to the children when the client sees fit 

(which can be done at a discount with the FLP). When using an FLP, the physician can 
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gift upwards of 99% of the value of the FLP to the children without giving up control of 

the assets inside the FLP.  The key is to use the FLP to lower the size of the estate and to 

minimize the amount of estate taxes due at the physician’s death. 

 

 The client could also look at using a CIC that is owned by his children or a trust 

for their benefit.  This would reduce both income and estate taxes and work out as a 

terrific wealth transfer tool. 

 

 The physician should immediately start funding for long term care insurance 

(in a tax deductible manner, if possible). 

 

 Financial Plan 

 

 This physician has $750,000 in a brokerage account. If that brokerage account 

consisted of a handful of individual stocks or mutual funds, I would strongly recommend 

that the money be moved to a mix of low drawdown risk/tactically managed strategies 

and FIAs with guaranteed income riders.  

 

 Even though the doctor is 60-years old, using a PPLI policy 

(www.ppliamerica.com) to own tactically managed strategies will still make a lot of 

financial sense (money will grow tax-free and come out tax-free). 

 

 This physician could also consider gifting some of his appreciated stock to a 

Charitable Gift Annuity. By using a CGA the physician will receive an immediate 

income tax deduction and will fund his/her charitable planning goals.  Also, with wealth 

replacement life insurance the physician can pass to his children (via a death benefit) the 

same or greater amount of the gift.  

  

 If the physician does not have a charitable intent and has no need for some of the 

money in the brokerage account, that money could be moved to the FLP and gifted to the 

children at a discount. 

 

 The physician also has significant money in an IRA and pension plan. That 

money is most likely in mutual funds. The money should be transitioned into low 

drawdown risk/tactically managed strategies. These types of investments are high 

turnover investments that are perfect for an IRA (no capital gains or dividend taxes due 

inside an IRA). Tactical strategies will hedge risk and still provide a good rate of return.  

 

 Additionally, he/she may choose to reposition the money in the IRA or pension 

plan into a FIA that guarantees a rate of return (6-%7%) on an accumulation account 

value that will be used to calculate a guaranteed income for life that cannot be outlived. 

For this 60 year old physician, if he/she let the money in a FIA roll up at 7% for 10 years, 

at age 70 the annual guaranteed income for life per year would be $85,202. This is a 

tremendous benefit that can’t be obtained with a “properly balanced stock portfolio” and 

can give this example client or anyone great financial comfort.  

 

http://www.ppliamerica.com/
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 This physician has many options, and the bottom line is that the client should 

diversify his/her post-tax investments and not keep them all in one pot; and at 60 years 

old, the physician should seriously consider principal guaranteed investments.   

 

 Summation 
 

 The previous four examples are just that; every client has a different asset mix, 

different family situation, and different long-term goals.  The previous examples illustrate 

typical situations I see around the country and the advice I might give to physicians in 

similar circumstances. 

 

 Every physician’s ultimate goal should be to reach Total Financial Independence 

and this book outlines all the tools you have at your disposal to reach that goal. 

 

 When you review or revise your asset protection, estate, and financial plan, make 

sure you use consultants who give you individual advice instead of canned answers that 

they give to every client no matter what the circumstances.   

 

 Hopefully, by reading this book, you have learned many things that you can apply 

to your personal situation to make sure your assets are protected from creditors, the IRS, 

and from stock market risk. 
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Help From the Author 
 

 Many of the topics discussed in this book are ones that your local advisors are not 

familiar with. The typical topics your local advisor(s) will not be familiar with are: The , 

Guaranteed Income for Life FIAs, Equity Harvesting, Tactically Managed Money, A/R 

Leveraging, Closely Held Insurance Companies, Section 79 Plans, Fixed Indexed 

Annuity, Equity Indexed Universal Life policies, Return of Premium Term Life 

Insurance, Leveraged Life, Charitable Gift Annuities, Pension Plan DI protection, Long 

Term Care Insurance, Life Settlements, 412(e)3 plans, Cash Balance Plans, 419 

Plans/VEBAs, ESOPs, , Private Placement Life Insurance, Hedge Funds, PEOs, Charging 

Orders, etc.    

 

 If you would like information on any topic discussed in this book, please feel free 

to contact me at 269-216-9978 or at roccy@thewpi.org.   

 

 You can also go to www.wealthpresevationinstitute.com where you can read more 

information on the topics discussed in this book and watch/listen to several educational 

presentations that are posted on the site.  

 

 If you wonder if your local advisor has given you or is giving you the best advice 

on any topics covered in this book and you want to second guess that advisor’s advice, 

please feel free to contact me. I’ve done hundreds of reviews for physicians, and I can 

count on one hand the number who actually had what I would consider a good asset 

protection and wealth preservation plan in place.   

 

  You can also go to www.badadvisors.com where you can learn about my book 

Bad Advisors: How to Identify Them & How to Avoid Them.   

 

 If you do not believe your local advisors can put together a road map to help you 

reach Total Financial Independence, please give me a call and I would be happy to help 

you create that road map. 

 

 Seminars   
 

 I am also available to give seminars on the topics covered in this book. I put on 

several private seminars a year and also can do seminars for local hospitals, Independent 

Physician Associations (IPAs), county medical societies, or national or state medical 

associations. To setup educational seminar for physicians in your local area, please e-mail 

me at info@thewpi.org for more information.  

 

 

 

 

 

 

mailto:roccy@thewpi.org
http://www.wealthpresevationinstitute.com/
http://www.badadvisors.com/
mailto:info@thewpi.org
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Total Financial Independence 
A worksheet to determine how much in unnecessary  

income taxes you are paying 

1)  Estimate your annual living expenses (food, clothing, travel, entertainment, automobile, rent, 

college funding, mortgage (with your mortgage calculate the after-tax costs due to the income tax 

deduction on your personal taxes)), etc. 

 Living Expenses (after tax)     $___________________(a) 

2)  Divide your annual living costs by sixty percent  (.6) to calculate how much taxable income 

you need to take home each month to pay your living expenses. 

 Living Expenses (a) $______________________ ÷ .6 = $____________________(b)  

3)  Estimate your “net” practice or business income after all expenses without deducting your 

personal income (this number should be your take home income before income taxes or matching 

payroll taxes). 

$___________________(c) 

4)  Calculate your total pre-tax income. 

Pre-tax income from medical practice (c)  $_____________________ 

Any outside pre-tax income (rents, speaking fees) $_____________________ 

Spouse’s pre-tax income    $_____________________ 

Total pre-tax income (add the above three)  $___________________ (d) 

5)  Subtract living expenses from pre-tax income 

 Total annual pre-tax income (d)    $_____________________ 

 Minus annual living expenses (b)   $_____________________ 

 “Surplus” pre-tax earnings    $___________________(e) 

6)  Multiply “surplus” pre-tax income times 40% to calculate estimated annual losses to 

unnecessary income taxes. 

            $____________________ (e)  X 40% = $_____________________ 
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Personal & Confidential Information                Fax: 313-887-0532 

 

Name:  _______________________________    Birth date: __ __ / __ __ / __ __ __ __ 

Spouse Name: ________________________     Birth date: __ __ / __ __ / __ __ __ __ 

  

Occupation:  _____________________________   Income:  _________________________ 

 

Spouse Occupation:  _______________________   Income:  _________________________ 

 

Home Address: _____________________________________________________________ 

 

City/State/Zip: _____________________________________________________________ 

 

Work Phone: __________________  Cell Phone: _________________Fax: _____________ 

 

Home Phone: _____________________   Email:___________________________________  

 

# of Children: ___  Ages:      # of Grandchildren: _______  Ages:  __________ 

 

Yrs. until retirement:  ____   Monthly (after tax) income required in retirement:  _____ 

Anticipated long-term investment return:  ________________________________________ 

 

Business/Practice Information:  Gross Revenue:  _____________________  

 

Accounts Receivables ($):  _____________ # of employees:   ____________________ 

Balance Sheet 

Asset  

(or Liability) 

 

Fair Market Value 

(face for annuities, 

 death benefit for  

life insurance) 

Date 

Purchased 

Cost basis, 

equity, 

   or cash value 

How is Asset 

      held?  Own name,               

jointly, living trust,  

LP, other? 

Pensions & Profit 

Sharing Plans & IRAs 

    

Home 
  

 

  

Real Estate Holdings 

 

    

Brokerage Accounts,  

Bank Accounts, CDs 

    

Business Interests, Ltd. 

Partnerships, etc. 

   

 

 

Disability Coverage     

Life insurance: cash 

value/face amount 

    

Long-Term Care  
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Prior Planning       Fax: 313-887-0532 

 

Document Y/N Year Last Updated 

Last Will & Testament(s) 
  

 

Revocable Living Trust(s) 

  

 

Irrevocable Life Insurance Trust(s) 

  

Qualified Personal Residence 

Trust(s) 

  

 

Family Limited Partnership(s) 

  

 

Family Limited Liability 

Company(ies) 

  

 

Charitable Lead/Remainder Trust(s) 

  

 

Split Dollar or Buy-Sell 

Agreement(s) 

  

 

Other: 

  

Concerns 

Please rank each concern on a scale of 1 to 10.  (1=not concerned, 10 =very concerned): 
 
______ Planning For Parents/Elders 
 
______Reducing Capital Gains Taxes on Investments 
 
______Diversifying an Investment Portfolio 
 
______Planning for Retirement 
 
______Protecting Family Income against Disability/Death 
 
______Protecting Wealth from Potential Lawsuits 
 
______Protecting My Pension from the 83% Tax Trap 
 
______Life Insurance Needs 
 
______Reducing Estate Taxes 
 
______Business Succession Planning 
 
______ Minimizing Income Tax Liabilities  
 
______Charitable Planning 
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Other Information 

 
What type of business do you have?     ___ S, ___ C, ___ LLC, or PC, or PA, ___ Sole Proprietor   

 

If you have multiple businesses, please attach an addendum to this questionnaire.  
 

If your business is an LLC, PC, or PA how is it treated for tax purposes?   

 

___ Sole Proprietor, ___ Partnership (most default to this), ___ S-Corp., ___ C-Corp. 

 

Do you currently have a 401(k)/profit sharing plan or defined benefit plan?  __ Yes, __ 

No 

 
If yes, who is the administrator and how much are you allowed to income tax defer each year? 

 

________________________________________________________________________ 

 

What is the value of your home? ______________________ 

 

If you have a mortgage, what is the balance, interest rate, terms (interest only, 30-year  

 

fixed) and when did the mortgage originate? ___________________________________ 

 

What is your risk tolerance when investing in the stock market?   

 

High  ____ 

Medium  ____ 

Low  ____ 

 

Comments: 
 

Please make any comments below that you think would be important to someone who is creating 

a 5-8 page summary of your current (or lack of) asset protection, estate and financial plan.  

________________________________________________________________________ 
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Professional Advisors 

 If we work together, we may wish to coordinate the planning with your other 

trusted advisors.  This can often make the planning seamless and less expensive for you.  

We will not share your information on this form with them without your permission. 

 

Your Accountant 

Name:  __________________________  Firm:  ____________________________________ 

 

Address:  ___________________________________________________________________ 

 

City/State/Zip: ______________________________________________________________ 

 

Work Phone:  _____________________  For how long?:  _____________________________ 

 

Your Attorney 

Name: __________________________  Firm:  ____________________________________ 

 

Address:  ___________________________________________________________________ 

 

City/State/Zip: _____________________________________________________________ 

 

Work Phone:  ___________________   For how long?:  _____________________________ 

 

Your Investment Advisor/Broker 

Name:  __________________________  Firm:  ____________________________________ 

 

Address:  ___________________________________________________________________ 

 

City/State/Zip: ______________________________________________________________ 

 

Work Phone:  _____________________  For how long:  _____________________________ 

Your Insurance Agent/Broker/Financial Planner 

Name:  __________________________   Firm:  ___________________________________ 

 

Address:  ___________________________________________________________________ 

 

City/State/Zip:  ______________________________________________________________ 

 

Work Phone:  _____________________  For how long:  _____________________________ 
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Integrated Planning Solutions 
 

Estate Distribution Analysis 

 

DIRECTIONS: 

 

At the time of your death, how much would you like to leave to the following 

entities?  Please fill out how much in dollars ($$$) and as a percentage (%) you would 

like to leave to Charity, Children, and Taxes. 

 

 

       Charity $____________ 

  

      Charity % = _______% 

 

 

Children $___________ 

 

Children % = _____% 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

     Taxes $___________ 

 

     Taxes % = ______% 

 


