' Analysis of Asset Protection Plans
for Physician Practice Groups

by Thomas O. Wells and Nick Jovanovich

s many physicians under-
stand, medical malprac-
tice awards have risen
dramatically, insurance

premiums have increased exponen-
tially, and a substantial number of
medical malpractice insurers have
ceased providing insurance in
Florida. Between 1995 and 2001,
median jury awards in medical
malpractice cases doubled from
$500,000 to $1,000,000 for the typi-
- cal case with the maximum annual
claim award reported nationwide
increasing from $5.3 to $20.7 mil-
lion over the same period.* In 2002,
the average medical liability insur-
ance premium for a doctor in
Florida was 55 percent higher than
the national average. Florida’s av-
erage insurance premiums have
jnereased 64 percent since 1596,
while nationally the average insur-
ance premiums have increased by
26 percent.? Fifty-four of the 66 in-
surance companies have dropped
out of the Florida medical malprac-
tice insurance market.? The in-
crease in medical malpractice expo-
sure and premiums, coupled with
the reduction in insurers in Florida,
have caused many Florida physi-
cians either to drop, or consider
dropping, their medial malpractice
insurance coverage.

Effective September 15, 2003,
Florida enacted 19gislation to limit
the noneconomic liability of physi-
cians and physician practice groups,
and to “freeze” medical malpractice
liability insurance premiums, sub-
ject to regulatory approval.* How-
ever, this legislation does not limit
liability attributable to economic

Asset protection planning

for physician practice
groups is complex
because it requires
extensive knowledge
of taxation, employment
benefits, corporate law,
and fraudulent
conveyance law.

damages, does not reduce medical
malpractice liability insurance pre-
miums, and does not create more
insurance carriers offering medical
liability insurance to Florida phy-
sicians. Therefore, the medical li-
ability insurance crisis continues
after the passage of the Florida
2003 Medical Reform Act.

The purpose of this article is to
review the goals of asset protection
for Florida physician practice
groups and to analyze the costs and
benefits of four popular asset pro-
tection plans currently available to
physician practice groups. These
plans generally all involve the phy-
sician practice group borrowing
funds against its accounts receiv-
ables. Simultaneously with such
borrowing, the group either: a) dis-
tributes the Joan proceeds 1o its
shareholders and allows its share-

holders to invest the proceeds in
asset-protected investments (e.g.,
annuities, life ingurance, home-
stead property, family limited part-
nerships, or domestic and/or off-
shore asset protection trusts) (the
“shareholder distribution plan®); b)
purchases life insurance policies on
each of its physician-shareholders,
which policies are then pledged as
collateral for a loan to the group,
and the group distributes those in-
surance policies to such sharehold-
ers (the “distributed life insurance
plan®); ¢) purchases split-dollar life
insurance policies on each of its
physician-shareholders (the “split-
dollar life insursnce plan™); or d)
transfers the loan proceeds to a
nonqualified deferred compensa-
tion plan (a “rabbi trust”) that be-
comes an employee benefit plan
subject to ERISA and not subject to
the claims of creditors of the group
upon some future financial trigger-
ing event (the “defensive rabbi
trust™). This article will also exam-
ine potential frandulent conveyance
liability and corporate “claw-back”
liability in connection with this type
of planning. Finally, this article will
draw some conclusions as to the
preferred method of asset protec-
tion planning for physician practice
groups.

Goals of Asset Protection
Many physician practice groups
maintain their books on a eash-ba-
sis method of accounting and annu-
ally distribute to their shareheld-
ers all excess cash either as a
dividend distribution or as compen-
sation with a year-end bonus. These
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groups have very little equity or net
worth on their balance sheet for fi-
nancial accounting purposes. How-
ever, with the delay in payment of'
accounts receivables by insurance
companies and health maintenance
organizations of up to 180 days, phy-
sician practice groups maintain sig-
nificant accounts receivable bal-
ances that may not be reflected on
their cash-basis balance sheet. If
these receivables are not pledged to
a third party via a security agree-
ment, and perfected as a collateral-
ized interest, they represent assets
that may be seized by a judgment
creditor (e.g., a plaintiff that obtains
a medical malpractice liability judg-
ment against the group). The cash
flow provided to the group from
these receivables is critical to pay
staff and physician salaries, lease
payments, and other operating ex-
penses. A judgment creditor can
materially disrupt cash flow by no-
tifying all account debtors {e.g., in-
surance companies and HMOs) to
make payments on accounts receiv-
able directly to the judgment credi-
tor and not to the group. This dis-
ruption to cash flow could prevent
the group from paying its operating-
expenses or cause the group to cease
doing business, or to file bankruptcy
to prevent this disruption to cash
flow. The cash flow produced by

these receivables may also fund phy- .

sician retirement and physician-
shareholder stock repurchase plans.

In light of these factors, the goals
of asset protection for physician
practice groups are to: a) avoid any
disruptions to cash flow derived
from accounts receivable by the ac-
tions of a judgment creditor; b) en-
sure that the cash generated from
these receivables is available to pay
retirement income and make stock
repurchase payments to retiring
physician sharebolders; and ¢) if
necessary, fund start-up costs of a
new physician practice group if the
prior group becomes liable for a sig-
pificant medical malpractice judg-
ment and has to cease doing busi-
ness. These goals are typically
addressed with the group: 1) valu-
ing its collectible accounts receiv-
able to establish a barrowing base

After the group has
obtained a loan
collateralized by its
receivables, the next
issue is how to utilize
such loan proceeds
to effectuate the
asset protection
goals of the group.

against these assets; 2) valuing the
intangible net worth of the practice
either through a discounted net cash
flow basis or a discounted capitali-
zation of earnings approach (the
“net worth valuation”); and 3) ob-
taining a loan collateralized by its
receivables. Once the group has ob-
tained a loan collateralized by its
receivables, the next issue is to ad-
dress how to utilize such loan pro-
ceeds to effectuate the asset protec-
tion goals of the group.

Analysis of Asset
Protection Plans

This article analyzes four asset
protection plans commonly consid-
ered by physician practice groups.
» Shareholder Distribution Plan

TUnder the shareholder distribu-
tion plan, the physician practice
group distributes the proceeds from
the accounts receivable loan directly
to the physician shareholders either
as a dividend distribution (if the
group is a Subchapter 8 corporation,
Jimited liability company or partner-
ghip which will be referred to as a
“flow-through entity”) or as compen-
sation. Assuming that the group is
a cash basis taxpayer and has not
recognized any income with respect
to its accounts receivable, a dividend
distribution of cash in excess of the
physician shareholder’s income tex
basis in his equity interest in the
group from a flow-through entity
will result in a capital gain to the
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physician shareholder. Commencing
May 6, 2008, the maximum capital
gains rate is 15 percent.® Assuming
that the loan proceeds equal
$1,000,000, and are distributed to
the physician shareholders as a divi-
dend, and the shareholders have no-
basis in their stock in the group, the
ghareholders will have to pay
$150,000 in capital gains taxes re-
sulting in net after-tax proceeds of
$850,000 that may be invested by
the shareholders in asset protected
investments and structures.

A non-flow-through entity may
implement the shareholder distribu-
tion plan by paying its physician
sharsholders a bonus equal to the
loan proceeds. Based on a loan of
$1,000,000, which is paid to the phy-
sician shareholders as compensa-
tion, the shareholders will have ad-
ditional compensation of $1,000,000,
subject to ordinary income taz rates
(with the top rate now being 35 per-
cent) and additional employment
taxes (with an aggregate top mar-
ginal rate of 2.9 percent after °
$87,900 in compensation for the
employer and employee®). With a
compensatory distribution of
$1,000,000, the net after-tax pro-
ceeds would be approximately
$621,000.” This distribution would
create a net operating loss for the
non-flow-through entity that could
offset future income of the group that
is created when the group has in-
come and uses such income to make
principal repayments. A flow-
through entity could use the same
compensatory method. In this cir-
cumstance, the net operating loss
created by the compensation flows
to the physician shareholders and
may be used to offset future taxable
income created by income that is
used to repay the principal of the
loan. The repayment of the princi-
pal of the loan is not deductible and
typically creates “phantom” income
to the group because the group has
income equal to the principal repay-
ment with no corresponding deduc-
tions or excess cash to pay the in-
come taxes attributable to such
“phantom” income. With a flow-
through entity, the net tax cost is the
9.4 percent employment taxes, which



is materially less than the 15 per-
cent capital gains tax applicable to
a dividend distribution to the share-
holders. Therefore, the compensatory
shareholder distribution plan is
more tax-efficient than the dividend
ghareholder distribution plan.

In analyzing the sharsholder dis-
tribution plan, the group needs to
address the corporate “claw-back”
provision under F.S. §607.0834% and
the fraudulent conveyance statute
under FS. §726.108. With the cor-
porate “claw-back” provision, if a
dividend is paid to its shareholders
that creates a negative net worth for
the entity, those shareholders who
receive such dividend are individu-
ally liable to return such dividend
to the corporation, and those direc-
tors who approve such dividend,
have joint and several liability for
such distribution. There is a two-
year statute of limitation for this
corporate “claw-back” provision. In
the example of a $1,000,000 loan
made to an entity that maintains ite
books on a cash basis accounting
method, the loan increases assets (i.e.,
cash) by $1,000,000, increases liabili-
ties hy $1,000,000, and has no effect
on the net worth of the entity. When
the loan proceeds are distributed to
the shareholders as a dividend dis-
tribution, it decreases the assets and
net equity of the entity by $1,000,000
thereby creating potential claw-back
liability of $1,000,000 for the share-
holders and directors.

Similarly, with the fraudulent

conveyance statute, the $1,000,000

dividend distribution can create -
negative equity of $1,000,000 caus-’

ing the entity to be insolvent under
F.S. §726.108. There is generally a
four-year statute of limitations ap-
plicable to this potential liahility for
the recipient shareholders.

To reduce or eliminate potential
liahility under the corporate “claw-
back” provision and the frandulent
conveyance statute, the entity
shotld obtain a valuation of the in-
tangible net worth of the practice
using either a discounted net cash
flow basis approach or a discounted
capitalization of earnings approach.
This net worth valuation generally
creates net worth for the entity in

excess of the dividend distribution

to its shareholders. With the net
worth valuation, the distribution
does not create a negative net worth,
thereby eliminating liability under
the corporate “claw-back” provision
and the frandulent conveyance stat-
ute.? Accordingly, a net worth valu-
ation is a critical component of any
asset protection planning for physi-
cian practice groups.

The major benefit of the share-
holder distribution plan is its sim-
plicity. The major drawback is that

" if the group needs the physician

shareholders to return the distrib-
uted funds, the shareholders may
not have the funds available at the
time of a capital call {e.g., bad in-
vestments, divorce, or lifestyle ex-
penses), or may retire without re-
turning the funds to the group. Some
groups combine the shareholder dis-
tribution plan with a cross-indem-
nification agreement among the
shareholders, but, if each of the
shareholders has done proper per-

‘sonal asset protection planning,

there may be no assets for the group
to execute against if a shareholder
elects not to comply with the indem-
nification agreement. N
e Distributed Life Insurance Plan
Under the distributed life insur-
ance plan, the physician practice
group purchases life insurance on
each of its shareholders and distrib-
utes the insurance policy to its
shareholders pursuant to a “de-
ferred compensation” agreement.
The insurance policy is then pledged
to 2 lender, which, in turn, makes a
loam to the physician practice group
that is collateralized by the group’s
accounts receivable. The purpose of
the group purchaging and distribut-
ing life insurance policies to its
shareholders is to take advantage
of Florida law, which allows the pro-
ceeds and cash surrender value of
the life insurance policies owned by
Florida residents to be exempt from
the clairas of creditors, ™ Many pro-
moters of this plan take the position
that the shareholders do not real-
ize any income tax consequences
with respect to the distribution of
the insurance policy because it is
subject to a substantial risk of for-

feiture and not transferable under
Code §83(a).

There are a number of problems
with the distributed life insurance
plan. First, it is likely that this de-
ferred compensation plan does not
fall within the “top hat” exception
to the ERISA rules and regulations
and, therefore, is subject to all of the
ERISA rules and regulations. The
“top hat” exception *?is for deferred
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compensation plans that are de-
signed for a select group of manage-
ment or highly compensated em-
ployees, and that are “unfunded.”
The Eighth Cirenit Court of Appeals
has determined that a plan, in
which an employer purchaged whole
life insurance policies for employees,
was “funded” for ERISA purposes
because the insurance policies were
not made available to the general
creditors of the employer and the
insurance policies created a res
separate and apart from the general
assets of the employer.’

As aresult of Dependahle, the De-
partment of Labor issued Advisory
Opinion 81-11A addressing whether
the issuance of life insurance poli-
cies in a death benefit plan causes
the plan to be funded. According to
the advisory opinion, the criteria
pecessary to avoid funding are:

o The insurance proceeds must be
payable to the employer.

¢ The employer must have all
rights of ownership under the policies.

o Neither the participants nor the
beneficiaries may have any preferred
claim against the policies or any ben-
eficial ownership of the policies.

» The employer must not provide
any representation to the partici-

pants or to the beneficiaries that the -

employer will use the insurance
policies. to provide benefits or secu-
rity for benefits.

e The life insurance policies may
not limit or govern plan benefits in
any way.

¢ The plan must not permit em-
ployee contributions.

The distributed life insurance
plan typically fails several of these
criteria. For example, the employee
(not the employer) is treated as the
owner of the insurance policy under
the distributed life insurance plan
so that it qualifies under F.8.

§229.14 and is exempt from the .

claims of creditors. In addition, the
insurance proceeds are payable to
the employee under the distributed
life insurance plan, and not to the
employer as required by the advi-
sory opinion.

If the distributed life insurance
plan is considered “funded,” it is
subject to the prohibited transaction

rules under Code §4975(c)(1)(B)
with a tax equal to 15 percent of the
amount involved in the prohibited
transaction (i.e., the value of the life
insurance pledged as collateral for
the loan to the group practice if as-
sessed in year one) for each year
during which the prohibited trans-
action occurs, and 100 percent of the
amount involved in the prohibited
transaction if the transaction is not
corrected within the taxable period.
The tax is assessed against the
group. Also, it is likely that the IRS
treats the shareholders that receive
these life insurance policies as hav-
ing current income equal to the value
of the distributed life insurance
policy less the fair value of the liahil-
ity secured by the policy.’® A third
problem with the distributed life in-
surance plan is the internal costs. It
typically requires the payment of
insurance commissions and the costs
of insurance can vary substantially,
depending on the age and health of
the physician shareholders.
e Split-Dollar Life Insurance Plan
Under the split-dollar life insur-
ance plan, the physician practice

group purchases life insurance on

each of its shareholders. The share-
holder owns the policy insuring his
life and agrees to repay to the group
the amount of insurance premiums
paid by the group less the amount
of annual term insurance (known as
the PS-58 costs), which is treated as
compensation to the shareholder.
Under the new split dollar regula-
tions, the shareholder has addi-
tional compensation equal to the
increase in the amount of cash sur-
render value of the policy to which
the shareholder has aceess.®

The split-dellar life insurance
plan is not subject to ERISA rules
and regulations because it is not a
deferred compensation program.
However, the shareholder will have
to recognize compensation, as noted
above. Also, as with the distributed
life insurance plan, the split-dollar
Jife insurance plan has internal
costs attributable to insurance com-
missions. Finally, if there is substan-
tial deviation in the ages of the
shareholder physicians, there will
be substantial variations in the cost
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of insurance for each shareholder,
and it will be difficult to make equal
distributions to each shareholder.
 Defensive Rabbi Trust Plan

Under the defensive rabbi trust
plan, the group deposits the lean
proceeds into a rabbi trust. A rabbi
trust is a trust that is created to hold
funds and to determine the rights
of trust participants. The assets of
the rabbi trust are accessible to the
group’s general creditors upon the
group’s insolvency or bankruptcy.
Because the assets of the rabbi trust
are accessible by the general credi-
tors of the group, the trust is con-
sidered “unfunded” and is not sub-
ject to the ERISA rules and
regulations or to taxation under
Code §83. The IRS has promulgated
model forms for rabbi trusts.'

The rabbi trust can be terminated
at any time by the group. Upon ter-
mination, the trust can either dis-
tribute all of the proceeds to its par-
ticipants (which would be taxable)
or convert the trust into a secular
trust subject to ERISA rules and
regulations. If the rabbi trust con-
verts to a secular trust, the partiei-
pants may defer taxation, depend-
ing upon the termis of the secular
trust (e.g., vesting requirements,
substantial risks of forfeiture and
transferability of the participant’s
account in the secular trust). In Pri-
vate Letter Ruling 9508014, the IRS
ruled that a rabbi trust that termi-
nates when the employer’s net
worth drops below $10 million is
considered “unfunded” upon cre-
ation and during the period that it
remains a rabbi trust. This type of
rabbi trust with a financial trigger-
ing event is known as a “springing
rabbi trust.”

The terms of the defensive rabbi
trust provide that the rabbi trust
converts into a secular trust upon
some future financial trigger (e.g.,
the net worth of the group drops
below $1 million after taking into
account the net worth valuation).
This event predates any insolvency
of the group and minimizes any
fraudulent conveyance exposure. In
addition, the event is established
well in advance of any litigation
filed against the group so that the



group is not causing the rabbi trust
to convert to the secular trust in an
attempt to circumvent, evade, or de-
feat the claims of ereditors (an ad-
ditional ground for a fraudulent con-
veyance). This conversion would
presumably occur at least 12
months prior to any bankruptey fil-
ing of the group in order to avoid any
preference actions that could void
the conversion of the rabbi trust to
a secular trust. Also, under the rabbi

trust, the group is allowed to man- -

age the investment of the proceeds
to the trust. This could further mini-
mize the personal exposure of phy-
sician shareholders who guaranteed
“the loan to the group secured by the
group’s receivables. Finally, upon the
maturity of the loan, the group could
elect to terminate the rabbi trust and
distribute the proceeds to an entity
controlled by the physician sharehold-
ers. This distribution would be tax-
able to the physician shareholders
and create a corresponding deduction
to the group. However, the entity that
receives such proceeds could purchase
the loan from the bank that criginally
financed the group’s loan and,
thereby, acquire a security interest
in the accounts receivable of the
group.
The benefits of the defensive rabbi
trust planning are: a) no ERISA or
tax issues upon the creation and
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initial funding of the rabbi trust; b)
the group can manage the invest-
ments of the rabbi trust to reduce
potential gudarantee expogure; ¢)
unlike the distributed life insurance
plan or the split dollar life insurance
plan, there are no internal costs
such as commissions or varying in-
surance preminms for shareholders
with differing ages or health; and d)
the proceeds of the rabbi trust may
be distributed to an entity controlled
by its participants to allow the en-
tity to acquire the security interest
in the group’s accounts receivable
upon maturity of the loan.

Conclusion :

Asget protection planning for phy-
gician practice groups is complex
because it requires extensive knowl-
edge of taxation, employment ben-
efits, corporate law, and fraudulent
conveyance law. However, there are
some basic tenets in analyzing these
plans. First, the group should obtain
a nef worth valuation to minimize
exposure arising from the corporate
claw-back and fraundulent convey-
ance statutes. Second, if the physi-

" cian practice group is small and the

shareholders have a significant
level of trust that they will each
comply with the cross-indemnifica-
tion agreement if required, the com-

" pensatory shareholder distribution

plan is the preferred approach be-
cause of its simplicity. Third, with
larger groups, the defensive rabbi
trust is the preferred approach be-
cause of its benefits and, addition-
ally, because of the major disadvan-
tages of the distributed life
insurance plan (it is subject to
ERISA rules and regulations and
results in a prohibited transaction)
and the split-dollar life insurance
plan (it results in current taxation
and internal insurance costs). O
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