








THE BIGGEST LEGAL MISTAKES PHYSICIANS MAKE

Action Step Physicians should carefully consider their goals when establishing a trust and
attempt to coordinate those goals with the vagaries of different state laws. This coordination
is best done with the assistance of a competent trust lawyer. Trusts that have already been
established but that do not meet all ofa physician's goals may contain a "change of situs"
clause enabling the trust to relocate to a more appropriate jurisdiction. If a trust does not
contain a change of situs clause, and the state law currently governing the trust is
inappropriate, a court proceeding might enable the trust to move to another state.

Mistake 6 Tying the Hands of the Trustee
A trust agreement can be drafted to give the trustee broad discretion, limited discretion, or no
~ts/~retion. Trusts ar~ ofte~ drafte~, .generally without much fore~hought,.in a manner that
lImIts the trustee's dIscretIOn. This IS often later found to be a mIstake, sInce no one knows
what the future might hold and the very concept of a trustee is someone the settlor deems
trustworthy to make the decisions that the settlor would make under similar circumstances.

For example, a trustee's discretion to make distributions to a surviving spouse might be
limited to trust income rather than trust income and/or principal. While, in general, income
might be sufficient for a surviving spouse's maintenance, returns on investment might fall or
the surviving spouse may come to have increased health care costs or other special needs for
which the trust income might ultimately prove insufficient.

Action Step A physician setting up a trust should pick an appropriate (read "trustworthy")
trustee and then have the trust drafted to provide that trustee with the broadest possible
discretion.

Mistake 7 Failing to Fund Revocable Living Trusts
In many states, probate (i.e., the process by which a last will and testament is validated by the
court) is relatively quick and fairly inexpensive. Moreover, unless the decedent happened to
be a celebrity, the fact that probate creates a public record is oflittle consequence. In other
states, where probate is more time-consuming, complicated, and expensive, individuals who
are well advised will create a revocable living trust as a will substitute in order to avoid the
process entirely. Significantly, however, the creation of a revocable living trust does not
avoid probate unless the trust is also funded, during life, with all of the settlor's assets (other
than jointly owned assets or assets, like life insurance, that pass by operation oflaw). In fact,
if even a small bank account, brokerage account, or other asset has been left outside of the
revocable living trust, a probate proceeding will be required.

Action Step Physicians who have revocable living trusts as a will substitute should ensure
that all of their assets are properly titled in trust as soon as possible.
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Mistake 8 Leaving Property Outright to One's Spouse
In a properly drafted last will and testament, because of an unlimited marital deduction
against the value of property left to a surviving spouse, there generally will be no estate tax
upon the death of the first spouse to die. This unlimited marital deduction applies whether the
property is left to the surviving spouse outright or in a special type of trust called a "qualified
terminable interest property" (QTIP) trust. Inasmuch as the tax result will not differ, people
commonly leave a large portion of their estate to their spouse outright even though a marital
trust would be preferable for several reasons:

• Property left in a marital trust will be protected from the surviving spouse's creditors.
• Property left in a marital trust will be protected if the surviving spouse remarries and

later divorces.
• Property left in a marital trust will be protected from a "right of election." More

specifically, if the surviving spouse remarries and then predeceases his or her new
husband or wife, that person will have the right to elect to take a third or more of the
deceased spouse's estate, irrespective of what the surviving spouse's last will and
testament might say. Since a marital trust is not considered a part of the surviving
spouse's estate for this purpose, however, it is protected from any right of election.

• The use of a marital trust ensures that to the extent that the trust is not exhausted in
providing for the surviving spouse, any remaining property will pass to the children
of the marriage (or the deceased spouse's other intended beneficiaries, as the case
may be), upon the surviving spouse's death.

Action Step Physicians should review their last will and testament (or revocable living
trust) to determine whether property passing to the surviving spouse passes outright or in
trust. If outright, the physician should speak with his or her spouse to see if the spouse can
agree that the use ofmarital trusts better serves their respective interests.

Mistake 9 Not Transferring Insurance Policies Into an "Insurance" Trust
Most physicians with even a modicum of financial sophistication know that a life insurance
policy death benefit is received free from income tax. A much smaller number of physicians
know that life insurance is not also received free from estate tax. Under current law, the death
benefit can be reduced by almost one half due to estate taxation ifno planning is done. The
recommended planning, in most cases, is an irrevocable "insurance" trust.

Unlike other types of trusts, insurance trusts generally require that gifts be made to the trust
every year so that premiums can be paid. Unfortunately, the $11,000 per beneficiary "annual
exclusion" from gift tax does not apply to gifts to a trust unless the beneficiaries have the
right to withdraw the gifted amount (called "Crummey" withdrawal rights). It is not enough,
however, that this right be drafted into the trust agreement; for the Internal Revenue Service
to actually respect the existence of these powers, certain procedures must be followed. First,
the trustee needs to provide notice to the beneficiaries each time a contribution is made.
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Second, in order to give the beneficiaries the practical ability to exercise their withdrawal
rights, if they should so choose, the contribution should be held by the trustee for some period
oftime before being used to pay premiums. Finally, the beneficiary should be made to sign a
statement acknowledging receipt of the notice, and the notice and the receipt should be
retained with the trust records to protect against the possibility of a later estate tax audit.

ActionJStep Physicians should ensure that these procedures are followed so that the
existence of Crummey powers will be respected by the IRS and, therefore, that their gifts to
the insurance trust will be excluded from gift tax.

Mistake 10 Keeping the Good News to Themselves
The law of every state provides that the assets of a "spendthrift" trust are unavailable to a
beneficiary's creditors. This holds true irrespective of how broadly the trustee might choose
to exercise its discretion to benefit the beneficiary from the trust fund. The major limitation in
the use of spendthrift trusts in this regard is the fact that only six states permit an individual to
transfer property to a trust for his or her own benefit and yet have it protected from potential
future creditors.

Some individuals, however, will receive an inheritance when their parents, aunts, uncles, or
other family members die. If the inheritance is left outright, it will be exposed to existing
creditors and will likely remain e'xposed to potential future creditors. Moreover, to the extent
that the inheritance is not ultimately consumed, it will likely be hit with an estate tax when
the recipient of the inheritance eventually dies. An inheritance received in trust will be
unavailable to creditors and free from future estate tax and is therefore infinitely preferable so
long as a friendly trustee is given broad discretion to make distributions to the beneficiary.

Action Step Physicians should speak with anyone who might leave them an inheritance
to suggest that it be left in trust rather than outright. Physicians should also suggest whom
they would like to see named as the trustee.

Conclusion
Physicians should freely employ trusts in their estate planning for the many benefits that
trusts can provide. They should exercise care, however, to ensure that their trusts are first
drafted and then administered in a manner that ensures that those benefits are actually
obtained.
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