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Insurance is not only an important component of a personal financial plan it also plays a
key role in the financial stability of a medical practice, clinic or healthcare business
entity. Life insurance can keep a medical practice or clinic going should the physician-
executive owner die, as well as prevent financial hardship for the doctor’s family.
Without life insurance, the family of a doctor may need to liquidate the practice assets
quickly to come up with cash upon the owner's death. A liquidation sale often results in
the family receiving far less than market value for the assets. Life insurance can provide
the money that eliminates the urgency in liquidating the practice assets.

BUSINESS USES OF LIFE INSURANCE

[A] Key Person Insurance

Hospitals, a local family practice office, a pharmaceutical company, all likely have one
thing in common. Somewhere within these companies or partnerships, there are key
employees or profit makers. Due to their expertise, management skills, knowledge, or
“history of why,” they have become indispensable to their employers.

If this key employee were to die prematurely, what would potentially happen to the
company?  In many cases, especially in smaller companies, it would have a devastating
effect on the bottom line, or even precipitate a bankruptcy. In these circumstances, a form
of business insurance, called key person coverage, is recommended in order to alleviate
the potential financial problems resulting from the death of that employee.

The business would purchase and own a life insurance policy on the key person. Upon the
death of the employee, the life insurance proceeds could be used to:

 Pay off bank loans.
 Replace the lost profits of the company.
 Establish a reserve for the search, hiring and training of a replacement.

[B] Business Continuation Funding

See the chapters on buy-sell agreements and asset protection planning.
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[C] Executive Bonus Plan

An executive bonus plan (or § 162 plan) is an effective way for a company to provide
valued, select employees an additional employment benefit.  One of the main advantages
to an executive bonus plan, when compared to other benefits, is its simplicity. In a typical
executive bonus plan, an agreement is made between the employer and employee,
whereby the employer agrees to pay for the cost of a life insurance policy, in the form of a
bonus, on the life of the employee.

The major benefits of such a plan to the employee are that he or she is the immediate
owner of the cash values and the death benefit provided.  The only cost to the employee is
the payment of income tax on any bonus received.  The employer receives a tax deduction
for providing the benefit, improves the morale of its selected employees, and can use the
plan as a tool to attract additional talent.

[D] Non-Qualified Salary Continuation

Commonly referred to as deferred compensation, this is a legally binding promise by an
employer to pay a salary continuation benefit at a specific point in the future, in exchange
for the current and continued performance of its employee.  These plans are normally
used to supplement existing retirement plans.

Although there are different variations of deferred compensation, in a typical deferred
compensation agreement, the employer will purchase and own a life insurance policy on
the life of the employee. The cash value of the policy grows tax deferred during the
employee’s working years. After retirement, these cash values can be withdrawn from the
policy to reimburse the company for its after-tax retirement payments to the employee.

Upon the death of the employee, any remaining death benefit would likely be received
income tax free by the employer (Alternative Minimum Taxes could apply to any benefit
received by certain larger C corporations).  The death benefit could then be used to pay
any required survivor benefits to the employee’s spouse, or provide partial or total cost
recovery to the employer.

In a typical plan, the terms of the agreement are negotiated as to the amount of benefit
received by the employee, when retirement benefits can begin, how long retirement
benefits will be paid, and if benefits will be provided for death or disability.  The business
has established what is commonly referred to as “golden handcuffs” for the employee.  As
a result, the benefit will only be received if the employee continues to work for the
company until retirement. If the employee is terminated or quits prior to retirement, the
plan would end and no benefits would be payed.
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[E] Split Dollar Plans

Split dollar arrangements can be a complicated and confusing concept for even the most
experienced insurance professional or financial advisor. This concept is, in its simplest
terms, a way for a business to share the cost and benefit of a life insurance policy with a
valued employee. In a normal split dollar arrangement, the employee will receive valuable
life insurance coverage at little cost to them. The business pays the majority of the
premium, but is usually able to recover the entire cost of providing this benefit at
termination of employment, death or surrender of the policy.

Following the publication of IRS Notices 2002-8 and 2002-59, there are currently two
general approaches to the ownership of business split-dollar life insurance: Employer-
owned or Employee-owned.

[1] Employer-Owned Method

In the employer-owned method the employer is the sole owner of the policy. A written
split-dollar agreement usually permits the employee to name the beneficiary for most of
the death proceeds. The employer owns all the cash value and has the unfettered right to
borrow or withdraw it as necessary. At the end of the formal agreement, the business can
generally (1) continue the policy as key person insurance, (2) transfer ownership to the
insured and report the cash values as additional income to the insured, (3) sell the policy
to the insured, or (4) use a combination of these methods. This is commonly referred to as
“rollout.”

Practitioners should be careful not to include rollout language in the split-dollar
agreement. The reason the rollout should not be included is that if the parties formally
agree that after a specified number of years—or following a specific event—related only
to the circumstances surrounding the policy, that the policy will be turned over to the
insured, the IRS could declare that the entire transaction was a sham and that its sole
purpose was to avoid taxation of the premiums to the employee, generating substantial
interest and penalties in addition to the additional taxes due.

The death proceeds available to the insured employee’s beneficiary is considered a
current and reportable economic benefit (REB), and it is an annually taxable event to the
employee. If an individual policy is involved, the REB is calculated by multiplying the
face amount times the government’s Table 2004 rates or the insurance company’s
alternative term rates, using the insured’s age. If a second-to-die policy is involved, the
government’s PS38 rates or the company’s alternative PS38 rates will be used. Any part
of the premium actually paid by the employee is used to offset any REB dollar-for-dollar.

[2] Employee-Owned Method

With the employee-owned method, the insured-employee is generally the applicant and
owner of the policy. Any premiums paid by the business are deemed to be loans to the
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employee and the employee reports as income an imputed interest rate on the cumulative
amount of loan based on Code § 7872. A collateral assignment is made for the benefit of
the business to cover the cumulative loan amount. In some cases, the assignment may
allow the assignee to have access to the cash values of the policy by way of a policy loan.
This method is unavailable for officers and executives of publicly- held corporations
because of the current restrictions on corporate loans (the Sarbanes-Oxley Act of 2002).

The employee-owned method is somewhat similar to the older collateral assignment form
of split-dollar. The benefits for the employee are both the ability to control large amounts
of death proceeds as well as developing equity in the policy. Whether or not this new
method catches on will depend greatly on the imputed interest rate published by the IRS
every July. If set low enough, this may be an excellent opportunity for the employee to
use inexpensive business dollars to pay for life insurance.

OTHER MEDICAL PRACTICE-BUSINESS-RELATED INSURANCE

There are other important medical practice, and business related, insurance products that
physicians should be aware including the following.

General Commercial Property Insurance

Commercial or business insurance protects against those perils and losses that a
healthcare practitioner routinely faces in their practice of medicine.  These exposures are
both wide and varied and include aspects that may never affect most practitioners, such as
the explosion of boilers, or aviation mishaps, or ship’s hulls failing.  However, many risk
exposures should be considered.

Covered Property:

 Buildings
 Business personal property which may be the practice/business
 Property and equipment used in the business.
 Personal property of others in the care and custody of the policy owner

Covered Perils:
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This topic defies clear summarization because it usually defines the exposures unique to
the healthcare practice.  The risks of loss for a radiology practice are different from those
of an obstetrician / gynecology office.  Within numerous policy forms, “named perils” are
identified in addition to the “all-risks” form that generally cover common perils such as
crime or fire.  In addition, just like with the individual Homeowners policies,
endorsements can be obtained to cover unique and specific risks, such as earthquakes in
California and hurricanes in Florida.

Loss Settlement

This special provision of commercial policies provides for the settle of losses on a cash
value basis.  Most policies are subject to a deductible amount, although “Full loss
replacement value” coverage is usually available.  Typically, the deductible is 20 percent
of the covered value, with the insurance company only covering the balance.  As with
personal lines of coverage, the amount of the deductible effects the premium charged.

Commercial General Liability Insurance

Commercial general liability (CGL) provides coverage for a wide variety of risks that a
medical/healthcare facility may face.  In brief, these exposures will include (there are
others in a general liability policy that may be “endorsed out” for the particular practice):

 Premises liability – injuries on the property owned or occupied by policy owner
 Business operations liability – losses caused by business activities of employees.
 Contractual liability – litigation arising from oral or written contracts

Unfortunately, for the medical practitioner, as with many property and liability contracts,
liabilities that occur “from the rendering or failure to render professional services” are
standard exclusions from this section of liability coverage.

Often, insurance companies offer “packaged” programs or, Business-Owners Policy
(BOP) especially for small to medium practices.  These policies include “all–risks”
coverages for the property and limited liability.  Most BOP programs include such
coverages as:

 Debris removal
 Fire Department service charges
 Pollutant cleanup and removal
 Water damage

Most importantly, BOP contracts will cover:

 Loss of Business Income (it is difficult to run the practice if half of it was
destroyed by water damage from the fire in the office upstairs);
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 Extra Expense Coverage (the cost of renting substitute property while the covered
property is being repaired); and

 Payroll Expense (the need to retain specialists or key employees while the
property is being rehabilitated.)

Although the latter is limited in amounts and period of coverage, it is valuable coverage,
especially for professional practices. Finally, the Business Owners Policy will cover
losses due to crime (such as, forgery and alteration). As with Commercial Liability
coverage, professional liability is excluded from Business Owner policies.

Professional Liability [Medical Malpractice] Coverage

For liability protection not covered under the General Liability Provisions, the healthcare
professional can obtain Professional Liability Coverage. This coverage is generally
defined as insurance to protect against failures to use the degree or skill expected of a
person in a particular profession.  This coverage is also known as malpractice insurance.

A discussion of the current issues regarding this particular coverage is unnecessary.  The
debate continues, even among healthcare professionals, as to the causes of the dramatic
increases in premiums – and claims, in recent years.  Insurance company underwriting
losses (generally speaking – claims) increased to 160 to 170 percent of the premiums
collected in 2012-13.  Combine this with poor investment returns in 2007 and 2008, and
the result is substantially increased insurance premiums – which will probably continue to
do into the future. Fortunately, professional liability coverage is universally offered
through professional organizations and associations. It would be prudent to investigate
coverage through these groups because the policies are often structured and created for
the specific requirements of the specialty and are frequently more financially attractive.

Professional Liability coverage is specified in an Endorsement to the General Liability
policy.  The doctor policy-owner should take care in specifically reviewing this provision
of the contract with their insurance professional, especially one with thorough knowledge
and experience in this significant area.  The terminology used in the policy language may
have long-reaching effects on the practitioner and their practice.

Since most insurance companies develop unique policies with specialized language for
the medical profession, policies are, therefore, quite varied.  The general provisions
typically include:

Covered Acts:  Although the language will vary widely among insurers, this
agreement generally covers acts, errors, or omissions that occur while performing
professional services.

Coverage - Occurrence versus “claims made”:  This area needs particular
scrutiny and discussion with your insurance professional.  The confusion here
concerns what coverage (most particularly, what insurance company) was in-force
when the event causing the liability occurred versus what coverage was in-force
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when the claim is made.  Review this language to ensure that the contract contains
the proper endorsements.  If the coverage is on a “claims made” form, an extended
reporting period – also known as “tail coverage” option should be included.  Some
states restrict the premium that can be charged for this feature and it is often not
included.  Secondly, new limits on the coverage are often offered, and the period
of any “tail coverage” varies.  The new limits and period of coverage are
important issues since extended coverage is considered "long tail" and should be
reviewed carefully to ensure that the healthcare professionals policy meets your
risk management tolerance.

The policyholder should attempt to get unlimited tail coverage and consider 36
months to be the minimum acceptable period.

Definition of "medical services" or "professional liability:" This definition is the
foundation of the policy and must fit the practitioner’s level of comfort.

Definition of Incident: Each policy provides a broad definition of “incident”
thereby providing coverage for claims that arise while the healthcare professional
is doing their job.

Defense Coverage:  This provision identifies that the cost of defending against a
civil action suit, proceeding or demand by any person arising out of any actual or
alleged act, error or omissions will be covered by the policy. Defense coverage
may be provided even if the allegations of the claim are groundless, false, or
fraudulent. The contract may also include the costs of depositions, and peripheral
legal expenses. This would include the loss of income, extraordinary expenses
incurred for the practice. The medical practitioner should review these provisions
carefully, since some policies include these costs under the “total limits” of the
policy (rather than an additional benefit) while other companies may cover this
provision only by an additional endorsement.

Personal Injury Protection: This provision may also be included in any
individual malpractice policy. This coverage protects the healthcare professional
for any lawsuit resulting from allegations of personal injuries like breach of a
patient's privacy or confidentiality, slander and libel during the performance of
your professional services. This coverage part is usually consistent with the
professional liability coverage limits.

Broad Range of Limits of Liability: All insurance programs offer a wide range
of limits the healthcare professional can select to fit their professional liability
exposure.  Limits typically range anywhere from a minimum of
$250,000/$500,000 (Limit per Claim/Annual Aggregate Limit) to a more typical
$2,500,000/$5,000,000.   Some locations, where Malpractice coverage has been
difficult to maintain, have limits nearing $10,000,000.
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The following are buying tips for doctors and healthcare professionals who are
shopping for medical professional liability [malpractice] insurance coverage:

 Shop well in advance of your renewal or expiration date. Your agent should have
all of the necessary information to the insurer at least six to eight weeks before
your coverage expires. See the attached checklist for the types of information your
agent will need.

 If you do not know an agent who can place your coverage, the Bureau of
Insurance has a list of agencies that are licensed and appointed with at least one of
the insurers on the Bureau’s list of “Insurers Writing New Business for Physicians
and Surgeons.”

 Contact one or two agents and be sure to ask each agent which insurer will be
contacted for a quote. Ask the agent if an application will also be submitted to a
surplus lines broker.  If so, ask for the name of the surplus lines broker and ask
which surplus lines insurers will be contacted.  Provide this information to the
other agent to avoid multiple applications being submitted to one insurer from
different agents.  If the application is being submitted to a surplus lines broker, be
sure to ask the agent for information on the coverage provided and specifically
request information on exclusions.

 If the agent recommends coverage through an unlicensed company (such as a
surplus lines insurer or a risk retention group), be aware that, in the case of
insolvency, the insured will not have coverage through the [State] Property and
Casualty Insurance Guaranty Association.  However, if the healthcare professional
has had several claims or an open claim, they may only be able to obtain coverage
through a company not licensed in their state.

 Ask the agent for information on the financial rating of the company and if the
surplus lines insurer has its own guaranty fund.  Also, if shopping, the medical
professional should feel free to check with the Insurance Bureau of their
respective state to see if the company and agent are licensed or authorized to do
business.

 The agent should fully understand the healthcare professional’s business.  If
incorporated, ask the agent what coverage is needed to protect the corporation as
well as any individual doctors.

 Ask the agent about the availability of "tail coverage" or if the new insurer will
provide coverage for "prior acts.”  If coverage is offered with two insurers, ask the
agent what each insurer charges for "tail coverage.”  This information may help in
deciding which insurer has the most competitive price.

 Complete the application for coverage in its entirety.  Don’t omit any information
and be sure to provide as much detail as possible, especially about prior claims.
Many insurance companies want 10 years of information.  They may also request
information about any risk management practices and procedures.

 Discuss deductible options with your agent.  These may help lower your premium.
 Find out if the insurance company offers any risk management or loss prevention

programs. Such programs may lower the premium and help reduce exposure to
losses.
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Worker’s Compensation

While medical practitioners and facilities can operate without Professional Liability
coverage, one business related insurance that cannot be avoided is Worker’s
Compensation.  Employers in all but seven states – so-called “monopolistic” states
because they have their own state funds, are under statutory obligation to provide
coverage for their employees.  Historically, Worker’s Compensation pre-dates Social
Security entitlements and well before the emergence of employer sponsored group
benefits.

The coverage under worker’s compensation provides for lost income due to on-the-job
accidents or work-related disability or death and the amount of benefits vary by state.  In
some instances, the coverage will reimburse the employee for medical expenses incurred
with the accident.  The four general benefits covered under Worker’s Compensation are:

Medical Care – for expenses incurred usually without limitations on amount or
period of care.

Disability Income – payable for both total and partial disability and is usually
based on 66 2/3 percent of their wage base.

Death Benefits – generally fall into two categories; one a flat amount for “burial”
insurance; and two, survivor benefits.  Though varying by state, these benefits are
similar to the disability payment (a percentage of weekly base wages) but may be
capped as to total benefit, such as $50,000 or a period, such as 10 years

Rehabilitation Benefits – includes not only medical rehabilitation, but vocational
rehabilitation, vocational counseling, retraining or educational benefits, and job
placement

Traditionally, the secondary purpose of Worker’s Compensation was to reduce potential
litigation because employees accepting the benefits from a Worker’s Compensation claim
generally waived their right to sue their employer.  However, in our litigious society, this
“protective shelter” has been severely tested and is crumbling.

Employers may provide their Worker’s Compensation three ways:

 Private commercial insurance
 State government funds
 Self-insurance

Very few factors drive the premium structure – the occupation of the workers is the single
most important determinant of premiums.  An office worker may have premiums as low
as $.10 per hundred of wages and a coal miner may exceed $50.00 per hundred of wages.
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Generally speaking, however, Worker’s Compensation premiums for the medical
profession or healthcare worker are among the lowest available.

Therefore, for the medical practice, some physicians may consider self-insurance because
the weekly benefits are typically below $500, thus making this decision attractive.
Alternatively, because officers and owners can elect not to be covered by Worker’s
Compensation, the decision to purchase coverage from a private insurance company may
afford inexpensive assurance that the benefits will be conveniently provided, and
administered, by a private insurance company for their employees.

Other forms of Property and Liability Coverage

Obviously, not all forms of coverage can be described in detail; however the medical
practitioner should consider other forms of commercial property and liability coverage.

Directors and Officers Liability Insurance [DOLI]

The officers and directors of large practices, or healthcare facilities can be held
personally accountable, and liable, for breaches of duty by a number of parties.

***

OVER HEARD IN THE ADVISOR’S LOUNGE
[Directors and Officers Insurance Policy]

One of my clients owns and is the President of a multi-state health
business entity that produces over $10 million a year in annual revenue.
The business faces numerous regulatory requirements and, because it is
being closely held and managed by my client, he would certainly face
direct personal liability for decisions, acts, and omissions he made in his
executive capacity, in including data breach and labor related claims as
two specific examples.

When he contacted his insurance agent for quotes on DOLI adequate for
his liability level, I was shocked to learn his agent had informed him that
he couldn’t get DOLI coverage unless he was on the board of a Home
Owner’s Association [HOA] or a big corporation. Not only was the agent
just plain wrong, he likely committed some professional malpractice by
not doing a little research and making a sale to a client that actually needed
help. To confirm, I checked with commercial liability insurance agent
Dallas Cowan at Minard-Ames Insurance in Phoenix. The agent was
shocked, and confirmed that the insurance was in fact available and that it
was especially important for medical practice owner/operators who have
direct liability for a variety of issues than those in deeper management
structures of larger public or private corporations with multiple layers of
management and a system of checks and balances under a BOD.
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Honestly, fewer people to blame means more blame for each medical
executive or business owner for more issues, including in some cases
criminal liability, even for acts committed without the healthcare
executive’s direct knowledge or permission.

Ike Devji JD
[Phoenix, AZ]

***

Commercial Automobile / Vehicle Insurance

As the name suggests, this coverage provides protection for any commercial [not
personal] vehicles owned and operated by the healthcare corporation.  If the
practice or facility owns automobiles or other vehicles that are used in the “usual
and customary” business activities, this coverage is required.  The policy owner
should be aware of the nine classifications of automobiles insured to ensure that
coverage is appropriate.

Commercial Umbrella Liability Insurance

This coverage is very similar to the personal umbrella coverage discussed under
the personal coverage area.  Again, risks above the limits established by the
underlying commercial liability coverage trigger the umbrella policy.  The word of
caution for this coverage is “Read the Provisions Carefully” as there is little
standardization among insurance companies.  Make sure the umbrella policy
covers what you want it to cover, with the right limits of benefits and “trigger”
points, with proper exclusions, and proper endorsements (if being used
specifically for a medical practice.)

Assumptions:

 A claimant won a $1,500,000 judgment against the insured
 The insured’s CGL policy and excess liability (umbrella) policy both covered the

claim
 Each policy had an “each occurrence” limit of $1,000,000

$2,000,000 Total Limit

                $500,000 from
        Umbrella Policy

      $1,000,000 Malpractice
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OVER HEARD IN THE ADVISOR’S LOUNGE
[Welfare Benefit Trust Plans for Physicians]

Physicians unfortunately often become unwitting targets of some very
egregious investment advice. Usually it involves an investment product
with an imbedded fat commission just waiting to be deposited in a
“financial advisor’s” bank account.

In the “Hall of Fame” of egregious investment advice is the Welfare
Benefit Trust. About 10 years ago, while I was working for a top five
national brokerage firm (this was before my fee-only days when I was still
on the “dark side”) our internal Insurance Products Department at the
brokerage firm’s head office presented an amazing investment product.
This “Welfare Benefit Trust” we were told should be shown to our
profitable small business owners, and doctors, as a cure for their every ill
caused by paying too much taxes. A Welfare Benefit Trust essentially
works like this:

 The business or medical practice provides a fringe benefit for their
employees, such as health insurance and life insurance.

 The benefit is established in the name of a trust and funded with a
cash value life insurance policy

 Here is the gravy: the entire amount deposited into the trust
(insurance policy) is tax deductible to the company, and

 The owners of the company can withdraw the cash value from the
policy in later years tax-free.

Yes, the holy grail of tax avoidance has been achieved: tax deductible up
front and tax-free when you withdraw. By the way, if you are not familiar
with such investments there is a reason. They are not legal by the tax code.
Physician practices, as well as other small and mid-sized businesses,
became buyers into these welfare benefit trusts as they were sold as a way
for the practice to “protect” a large profit in a certain year from being
taxed. We were told it was not uncommon for a single transaction into a
welfare benefit trust to be $200,000 to $300,000 dollars or more in a single
premium payment, yielding typically a six-figure commission check.

A few years later the gig was up as it became obvious these could not be
tax legal. My understanding is that most medical practices that bought
these “unrolled” them when the major brokerage firms realized that
avarice got the best of them and stopped selling them. In 2007, the IRS
and the Treasury Department issued a formal warning cautioning “about
certain Trust Arrangements Sold as Welfare Benefit Funds”. The IRS
called these “abusive schemes” and made such a transaction what the IRS
lovingly calls a “listed transaction”. Essentially, a listed transaction is a
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transaction that the IRS has determined to be a tax avoidance transaction.
The IRS even keeps these Listed Transactions on their website, listed in
chronological order from 1 to 34. Welfare Benefit Trusts is #33.

Good Welfare Benefit Trusts

First of all, it is important to mention that “there are many legitimate
welfare benefit funds that provide benefits” according to the IRS. Internal
Revenue Code Sections 419 and 419A spell out the rules allowing
employers to make tax-deductible contributions to Welfare Benefit Plans.
There is nothing wrong with these plans and no mystery to them. After all,
a medical practice or any business for that matter is allowed to deduct the
costs of doing business as an expense. This includes employee salary and
benefits.

VEBAs (Voluntary Employee Benefits Association) have been around
since 1928 and are used by employers to provide health, life, disability,
education and other benefits for their employees and are the original
Welfare Benefit Trusts. When properly established and executed, a VEBA
can be a legitimate employee benefit structure. In 2007 the United Auto
Workers, in order to relieve the Big 3 Automakers from carrying the
liability for their health plans on their accounting books, formed the
world’s largest VEBA with over $45 billion in assets.

Bad Welfare Benefit Trusts

However, the IRS does have a problem with Welfare Benefit Plans that are
promoted to doctors and small business owners as a scheme to avoid taxes
and provide medical and life insurance benefits to key employees that in
substance primarily serve the owner(s) of the business. These 419 Welfare
Benefit Plan schemes claim that the employer’s contributions are
deductible under IRC section 419 as ordinary and necessary business
expenses, allowing the business owner to provide a life insurance policy
for his favorite employee, himself, and accumulate cash value in a life
insurance policy. Lest there be any confusion or debate, IRC 264(a)(1)
states:

(a) General rule No deduction shall be allowed for –
(1) Premiums on any life insurance policy, or endowment or annuity
contract, if the taxpayer is directly or indirectly a beneficiary under the
policy or contract.
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While VEBAs have been used properly, as in the UAW example above,
unfortunately they are often a front for an abusive tax shelter. In the 1970’s
VEBAs were being used by the wealthy as a popular tool for tax reduction
and asset protection. In 1984 Congress passed the Deficit Reduction Act,
which limited the use of VEBAs. In the 1990’s however VEBAs were
structured to give business owners tax benefits not allowed and got back
on the IRS radar. Two state medical societies along with a neonatology
group practice became test cases by the IRS that helped close those
VEBAs with abusive tax structures and purporting to be employee welfare
benefit plans: Southern California Medical Professionals Association
VEBA, New Jersey Medical Profession Association VEBA and
Neonatology Associates, PA. Although the VEBAs claimed to have
favorable determination letters, the actual execution of the plan did not
comply with the law, mainly by allowing the employees to hold term
policies in the plan that could be converted into universal life policies at
the same insurer and use the conversion credit account to spring cash value
in the policy. This then allowed policyholders to borrow against the UL
policy as a supposedly nontaxable source of retirement income, with the
repayment of the loan paid out of the policy’s death benefits. (“Making
Welfare Plans Work”, Advisor Today, September 2000 P 110). This of
course is not allowed under the tax code.

Those that think that they may be in the clear with their abusive tax shelter
because:

1. A large passage of time has occurred since they have owned it
2. They have a favorable determination letter
3. Other honorable businesses/medical societies have similar tax
shelters

My insurance agent manager who said it was legal may want to read the
98-page ruling by the United States Tax Court filed on July 31, 2000 in the
case of the above-mentioned Neonatology and related cases. The long arm
of the IRS reached back 9 years to 1991, 1992, 1993 disallowing hundreds
of thousands of dollars and assessing deficiencies and huge “accuracy-
related” tax penalties. Even the doctors that had died since then were not
given a break either; their estates and surviving widows were assessed the
deficiencies and penalties.

In 2002 the IRS talked Congress into passing new laws basically killing
the use of multiple employer 419 plans. Some TPAs (third party
administrators) that had set up the multiple employer plans discovered that
they could use single employer 419 welfare benefit trusts and VEBAs
because Congress forgot to include them when they passed the negative
laws shutting done the multiple employer plans. This forced the IRS to
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issue notices 2007-83 and 2007-84, Rev. Ruling 2007-65 and make
welfare benefit trusts listed tax transactions now on the listed tax
transactions list. (“Negative IRS Notices On 419 and VEBA Plans” Roccy
M. Defrancesco Nov 1, 2007)

Ugly Welfare Benefit Trusts

I call these “Ugly” because these Welfare Benefit Trusts were sold to
physicians and small business owners after the 2007 IRS listed transaction
warning, and after the multiple IRS notices and revenue rulings. The major
brokerage firms by 2004 had stopped selling Welfare Benefit Trusts to
protect their own financial interests, realizing these were compliance and
lawsuit time bombs. The 2007 IRS listed transaction notice along with
multiple other notices however did not seem to stop some smaller broker
dealer firms and life insurance agents from promoting these. I have
become aware of the fact that Welfare Benefit Trusts that are in violation
of the basics of the tax code (unlimited full deduction of premium,  100%
tax free distribution to owner of cash value) are still being sold even today
and even affecting existing clients. These Welfare Benefit Trusts go by
many different names and the insurance agents selling them are using a
number of different insurance companies to fund the plan. These plans
involve the sale of an insurance policy usually with a six-digit premium
that often pays the insurance agent a six-digit commission, so perhaps I
should not be surprised that individuals (physicians?) are still being
victimized

Conversation with IRS Attorney on Welfare Benefit Trusts

In 2015, I discussed with Betty Clary, an IRS attorney that helped draft the
listed transaction #33 on the IRS website, on what exactly the IRS
considers an abusive Welfare Benefit Plan. She stated that, once you take
out the fact that the trust cannot be offering a collective bargaining
element which is covered by another IRS Code there were three elements
they look for:

1. There has to be a Trust that claims to be providing welfare benefits
2. There is either a cash value policy involved that offers
accumulation or a policy in which money is set aside for a future policy in
which accumulation occurs, such as a term policy that can then offer a
higher accumulated value.
3. The plan cannot deduct in any year more than the benefit provided.
For example if the plan just provides a death benefit, the most that can be
deducted in a year is only the term cost of that benefit, not the entire
premium. If the plan offers medical benefits, then only the cost (what was
paid out to the employee) for that benefit can be deducted in that year.
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I found it interesting that the IRS is pursuing this broader definition as an
abusive plan. Betty explained that in the case of a discovered abusive
Welfare Benefit Plan, the IRS would disallow the deductions, assert
income back to the owner as a distribution of profits, and assess penalties.
The courts are clear that you cannot get out of penalties by claiming you
are relying on the person that sold you the Welfare Benefit Plan.

What if you currently have a Welfare Benefit Trust for your Practice?

Realizing that someone you trusted has financially devastated you,
carelessly misguided you and sold you a bogus tax program in order to pay
cash for his new 7 series BMW can be a difficult and rude awakening.
After accepting the fact that your Welfare Benefit Plan you have for your
practice meets the basic criteria as mentioned in this article as an abusive
transaction, I would recommend that you consult an attorney that
specializes in pursuing promoters of abusive Welfare Benefit Plans and
discuss your options. I have had discussions with Lance Wallach, an
accountant and expert witness used in a number of Welfare Benefit Trust
cases, which has confirmed to me that you must be proactive. You may be
advised to file an IRS form 8886, which is a disclosure form related to
prohibited tax shelter transactions. The penalties for failure to file a form
8886 can be stiff. Of course, filing this form will open the Pandora’s Box
on your Welfare Benefit Trust to the IRS. Lance has told me that many of
these 8886 filings are done incorrectly. An incorrectly filed IRS form is an
unfiled IRS form, so please consult a CPA who is experienced in this area.
Your attorney that has expertise with Welfare Benefit Trusts will be able
to guide you with this. Regarding recourse, according to Lance, most all
cases are settled out of court, as the insurance company, the agent, and the
agency prefer to avoid the publicity.

David K. Luke; MS-PFP MIM CMP™

[New Worth Advice]
Sandy UT

***

MISCELLANEOUS INSURANCE POLICIES

The following insurance policies should be carefully considered before purchase, since
they may be unnecessary, too expensive, provide only minimal benefits, or be duplicated
in your other policies.



18

These include credit life or home mortgage insurance  (decreasing term), life insurance
for children, accident policies for students, hospital indemnity policies, dread disease
insurance, credit card insurance, pet health insurance, life insurance for the elderly,
funeral insurance, flight insurance, pre-paid legal insurance and most extended warranties
on automobiles, televisions, stereos, home computers and the like.

On the other hand, the following types of coverage may be important, in selected cases:
trip cancellation insurance, termite insurance and flood and earthquake insurance.***

OVER HEARD IN THE ADVISOR’S LOUNGE
[Critical Illness Insurance Coverage]

From 2015 to 2020, medical expenses are expected to outpace inflation at
an annual rate of 5.3 percent versus 2.1 percent for general inflation,
according to the Department of Labor [DOC]. As a result, most Americans
will be unprepared financially to cope with an illness without significant
savings; despite the PP-ACA. So now, Prudential Group Insurance is
offering critical illness insurance through employers. For about $200 to
$250 per year or $8 to $10 a month, employees who fall ill with cancer,
kidney failure, stroke, heart attack, coronary artery disease and other
serious illnesses, can receive a lump-sum payment upon documented
diagnoses.

Although Prudential does not offer the product to individuals, insurers,
such as Mutual of Omaha, do [www.CriticalInsurance.com]

Lon Jefferies MBA CFP®
[New Worth Advice] Sandy UT

ASSESSMENT

Traditionally, the physician protected his family with whole-life, disability and long term
care insurance, and his practice with malpractice liability and business interruption
insurance. For modern physicians however, a comprehensive risk management and
insurance plan must acknowledge more risks than ever before and in an economically
sound manner not counterproductive to individual components of the plan.

For example, with the acceleration of private, state and federal managed care initiatives, and
the PP-ACA, physicians may be facing the ultimate personal contingent liability by
selecting the wrong profession, as suggested by Yale University economist Robert J Shiller,
PhD. In his book, The New Financial Order: Risk in the 21st Century, Shiller states that a
new risk-sharing paradigm to protect us from “gratuitous random and painful inequality” is
required.
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The solution! Livelihood insurance, framed as a risk management insurance contract?

CONCLUSION

Doctors, like most people, tend to experience losses more intensely than gains, and
evaluate risks in isolation. So it’s no surprise that goaded physicians might prefer vehicles
like the guaranteed minimum death benefit of variable annuities, or the assurance that
comes with disability or long term care insurance, or traditional cash value life insurance
policies, despite their decidedly higher costs and commissions. Now, after reading the
insurance chapters in this book, you will know better.

For insurance professionals on the other hand, this is an exciting time to work with the
medical sector because there is much research and creative enlightenment occurring in
academic and practitioner communities. But, one must be willing to abandon ancient
thoughts and remain open to new ideas that identify and provide solutions to the
contemporaneous problems of physicians.

As an example of this epiphany, the economist Christian Gollier revisits the raison detra’
of insurance, by asking: should one even buy insurance since the industry itself is so
skilled at exploiting human foibles? Although this emerging work is descriptive, it is not
yet time tested since some of it aspires to be normative, as developing modern models of
savings and consumption hint that insurance may deserve a smaller role in personal risk
management than previously believed.

So, physicians should always consult a trusted fee-only Certified Financial Planner®,
Certified Medical Planner™, trusted insurance agent, insurance broker or Certified
Insurance Counselor (CIC) to get a second opinion before the purchase of any insurance
policy product.
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THE END


