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ABSTRACT

It is estimated that by 1980 more than fifty percent of all 

doctors will be practicing within corporate guidelines as shareholders 

and employees . Many doctors are presently reaping some obvious tax 

benefits by incorporating, but problems exist for those who fail to 

realize that becoming a corporation is more than merely changing their 

letterheads and paying less taxes.

Five business managers of the largest professional medical 

corporations in Tucson were the focal point of this study. Questions in 

the early interviews consisted mainly of probing for significant 

problems faced by incorporating doctors. In later interviews, specific 

questions were designed to focus on the study.

The study shows that the professional will incorporate and 

practice successfully if he or she first gains some understanding of the 

kind of person he or she is (personal traits), what kind of things 

motivate that person, and how these traits can be matched with the 

traits of another physician or group of physicians to form a good 

working relationship. The complement to the study became what kind of 

"courtships should precede incorporation, realizing the existence of 

various interpersonal response traits.



CHAPTER 1

INTRODUCTION

In February, 1977, the author became interested in the business 

side of a doctor's practice. As more interviews with doctors, business 

managers, and patients were undertaken, the author became aware of the 

importance of the professional corporation which can save a physician a 

great deal in tax dollars every year. To a physician or a group of 

physicians, incorporation means continuity of the doctor's practice, 

free transferability of interest, centralized management, and limited 

liability. In addition, tax benefits include: tax-deductible

contributions to a retirement plan, life insurance plans, five thousand 

dollars in death benefits, fiscal year accounting, and income splitting. 

To doctors whose incomes exceed sixty thousand dollars, these 

tax-deductible items often provide shelter for dollars which would 

otherwise be lost in taxation.

Along with these benefits, incorporating commonly involves 

changes in habit and lifestyle for the physician. If the individual 

cannot adjust to a loss of complete independence and cannot accept the 

fact that he or she is an employee of the corporation, no longer free to 

act as an individual, great anxiety can arise. If this anxiety becomes 

great enough to lead to corporate dissolution, heavy taxation and loss 

of patients may be the consequences. „Preventive measures taken before

incorporation can achieve a smooth transaction which will not end in

- 1 ■ '



emotional and financial, setbacks. To many incorporated physicians, a 

relationship with colleagues in the same corporation begins somewhat 

similarly to a marriage and, if not approached correctly, develops the 

same frustrations and leads to the same kind of way-parting as may occur 

iii a doctor's personal life.

Problem Statement

The purpose of this study was to determine the importance of 

human relationships in the formation of the professional corporation ♦ 

When establishing the foundations for professional relationships, 

foresight must be taken in selecting compatible personnel who will work, 

together in a tensionless personal environment to effect a synergistic 

relationship benefiting all concerned.

Methodology

The field of health is becoming so large and so important an 

aspect of American life that health care must be administered as 

efficiently as possible. Patients need to be able to afford adequate 

health care service, yet those in the health care professions need a 

high enough return to motivate them to practice and administer their 

profession with high competence. The life blood of the science of 

health care, the business side of health care, is an important aspect in 

carrying out the above mentioned goal. Management is a particularly 

important concern to any type of organization involved, in health care. 

The author believes that an increasing amount of money will be spent on 

health care in the next twenty five years. Beaufort Longest Jr. (1976, 

p. 59) says that there will be dramatic changes in the field of health
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in times to come, and hopefully these changes will benefit the patient 

and the health care administrator, the doctor, the nurse, and others 
connected with that field.

After becoming interested in the business side of health care, 

the author broadened his relations with various doctors in the city of 

Tucson. In trying to get a feel for the most, important topics that 

doctors face, it seemed that most conversations ended with discussions 

of the larger forms of organization such as the health clinic or the 

professional organization, incorporated. As far as associations or 

partnerships were concerned, the author found that they really were no 

different from any other type of partnership in business. The 

interesting thing to the author was the professional corporation. So, 

the author began exploring relationships with different managers of 

existing professional corporations. Approaches were numerous but 

basically consisted of interviewing everyone involved in the business or 

practical side of the five largest professional corporations in Tucson. 

Besides interviews, the author investigated the existing literature on 

professional corporations. As a result of several months of 

interviewing, the author became interested in the human side of the 

professional corporation. Finding articles on the behavioral aspects of 

the professional corporation proved nearly impossible. Very little has 

been written to date concerning medical marriages of professional 

corporate status. So, the author had to rely on the past experiences of 

managers , lawyers, doctors, and others who had become involved with the 

organizational form of professional corporation. In the following.
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study, the results of interviews, experiences, and research will give an 
idea of the importance of the human side of doctors incorporating.

The methods employed are reflected in the various sections of 

this study. First, a background of how the professional corporation

came to popularity is recounted. The next section deals with the
f

advantages and disadvantages of incorporating. The advantages and 

disadvantages have been laid out by financial planners in minute detail, 

but there is no mention of the doctors' human relationship with one 

another. The next section deals with three case studies that are real 

instances of doctors who have incorporated. The cases give an idea of 

three problems that can arise if prevention is not taken in the early 

stages of incorporating. If prevention is not undertaken correctly,, 

just the mere cost of recruitment can be a financial blow to the 

organization as can be seen in the next section. The final section, the 

author feels, is the most important section of the study. It is taken 

from research done on married couples and seems appropriate when 

compared with medical marriages: in a professional corporation. The 

theories are not very modern, but then neither is the marriage 

institution. They seem to throw light on the subject, and if nothing 

else, make the incorporating doctor aware of what he is about to get 

himself into.

Historical Background of the 
Professional Corporation

Ironically, the original advocate of the professional 

corporation was the federal government. A corporate income tax was in 

effect, and the Internal Revenue Service sought the additional revenues.



it offered. In several cases, the Internal Revenue Service contended 

that if an organisation closely resembled a corporation, then it should 

be taxed as a corporation, even if state laws prohibited such 

individuals from obtaining corporate status . Professionals, if 

organized like a corporation, should not escape the government's 

corporation tax. The courts agreed with the Internal Revenue Service.

As the tax laws changed and professionals saw the economic 

advantages they could obtain through incorporation, notwithstanding the 

corporate income tax, the respective attitudes of the professionals and 

the government were reversed. The professionals now sought corporate 

status, and the government opposed it. Only the courts remained 

consistent . Corporate status again won out —  but this time the 

taxpayers were the victors.

As a result of these cases , the Treasury Department published 

regulations in 1960 which required, for the successful attainment of 

corporate status, a majority of certain factors taken from the Supreme 

Court's opinion in Morrissey vs. Commissioners (296 U.S. 344, 1935). In 

addition to requiring that there be associates in the venture and a 

profit-seeking objective, these factors included:

1. anticipated continuity of life of the organization;

2. free transferability of interest

3. centralized management; and

4. limited liability.

As the number of states specifically permitting incorporation by 

professionals increased, however, the government revised, and tightened,



its .regulations♦ The new regulations, denying as a practical matter the 

availability of each of the above corporate characteristics of 

professional organizations, made corporate status virtually unobtainable 

for professionals . Fortunately for professionals, further litigation 

upheld their position. In a series of cases, the courts denounced the 

regulation as legislative in nature and discriminatory. On August 8, 

1969 the Internal Revenue Service conceded defeat.

Different Forms of Professional Organizations

There are many different forms of professional organizations 

which can be grouped under the three basic forms. The entrepreneur, or 

the solo practitioner, is the first of these forms; the others are the 

partnership and the professional corporation. The solo practitioner and 

the partnership operate essentially as any entrepreneur or partnership 

in the normal business world, with the solo practitioner making the 

decisions which' guide the business, or with the partners contributing 

equally to the business1 decision, making. At the end of the month or at 

the end of the year, the business expenses are deducted from the gross 

income to arrive at the net taxable income for the solo practitioner and 

the partners. However, professional corporations, unlike the solo 

practitioner or the partnership, can deduct as business expenses items 

that were not previously deductible by the partnership or solo 

practitioner.

When discussing the differences between solo practitioner, the 

partnership and the corporation, an important distinction is the type of 

retirement plan allowed by the Internal Revenue Service. On the one



hand are the Keogh plans, and on the other the various types of 

corporate plans. The HR-10 (the Keogh plan) limits were increased by 

the Pension Reform Act from $2500 or 10% of earned income to $7500 or 

15% of earned income as the amount that could be contributed to a 

retirement plan tax-free. Other differentiating characteristics include 

eligibility, vesting, contributions as in deductible limits, increases 

in contributions based on cost of living adjustments, excess 

contributions, carryover of excess contributions into subsequent years, 

integration, distribution, death benefits , disability benefits , 

voluntary contributions, trustees, profit sharing plans, and prohibited 

transactions. The breakdown of these characteristics and the 

differences between the Keogh and the corporate plans are shown in 

Appendix A.

If a professional desires to contribute more to a retirement 

plan than permitted under the Keogh plan, the decision to incorporate is 

easy. The decision becomes more difficult, however, when the 

professional desires to contribute only the Keogh limitation to a 

retirement plan. In such a case, the professional may feel that the 

expense of incorporating is not warranted. As one can readily observe, 

there are more important considerations in determining whether to 

incorporate than the mere amount of the desired contribution. A 

corporate plan provides substantially greater flexibility than a Keogh 

plan, and the importance of this flexibility should not be 

underestimated. . Although flexibility may not seem very important when 

the plan is adopted, it may prove to be indispens ib le at some time in 

the future. Although a Keogh plan will cost nothing to establish and



substantially less to maintain, than a corporate plan, the restrictions 

and limitations of a ’Keogh plan may prove to be more costly to the 

professional than the initial cost of incorporating and the annual cost 

of maintaining the corporation. Furthermore, the professional will be 

able to save substantial tax dollars by shifting to the corporation the 

cost of his medical and disability income protection insurance premiums 

as well as his medical and dental expenses not reimbursed by insurance. 

These items are not personally deductible to the professional.

Therefore, it is most important that professionals fully 

understand the differences between a Keogh plan and a corporate plan, 

their advantages and disadvantages, and the other fringe benefits which 

are available to them under a corporation but not available to them as 

sole practitioners or as partners. Incorporation has just recently 

evolved in the past twenty years. Incorporating is not for everyone, 

yet for those whose needs match the benefits of the corporate form, it 

can be a decided advantage.

It is important to note the existence of the Sub-chapter S 

corporation. In 1958, Congress enacted Sub-chapter S of the Internal 

Revenue Code, which permits certain businesses the right to utilize the 

corporate form without having to be taxed as a corporation. Generally, 

it is thought that a Sub-chapter S corporation is taxed as a 

partnership. This is not entirely accurate. A Sub-chapter S 

corporation is taxed as a corporation except for those rules which are 

specifically modified by Sub-chapter S of the Internal Revenue Code. 

Thus, in effect, a Sub-chapter S corporation is a hybrid, having both 

corporate and partnership tax attributes.



The tax effects of electing Sub-chapter S corporations are:

1. The corporation pays no corporate tax on its income.

2. The corporate income is taxed to the shareholders, whether

distributed or not.

3. Except for the pass-through of a net long-term capital

gain, income which is received by the shareholders is generally treated

as ordinary income, regardless of its character at the corporate level.

Corporate income consisting of long-term capital gains will be taxed as 

such to the shareholders.

4. The corporation may pass through any net operating losses 

to its shareholders which may be used to offset their income from other 

sources.

5. Undistributed taxable income previously taxed to the 

shareholders may be distributed to them without any additional tax.

As can be readily observed, the principal tax advantage derived 

from electing Sub-chapter S is the ability to pass through all corporate 

earnings to the shareholders, thus avoiding the "double-taxation" 

problem often faced by non-electing corporations. The Tax Reform Act of 

1969 and other problems connected with Sub-chapter S have effectively 

reduced its usefulness to professional corporations. The most serious 

disadvantage of the Sub-chapter S election was created by the Tax Reform 

Act of 19 69. This legislation restricted deductible contributions to 

the HR-10 (Keogh) limits. Since most professionals who incorporate do 

so for the primary purpose of increasing their retirement plan
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contributions, the new limitations on Sub-chapter S corporations reduce 

the attractiveness of this election.



CHAPTER 2

WHY PROFESSIONALS SHOULD INCORPORATE,.

"Why should I incorporate?” This question is constantly being 

raised by almost all professionals throughout the country. If the 

answer can be stated in one sentence, in the author's opinion, it would 

be as follows: . "A professional who incorporates is able to do with his 

pre-tax dollars what he is now doing with his after-tax dollars without, 

in many cases, affecting his disposable incomeThat is, corporations 

are able to provide the professional certain fringe benefits which are 

available only to corporate employees. The cost of these programs, 

which was once paid by the professional personally with after-tax 

dollars, will now be considered "business expenses" by the corporation, 

and thus deductible. As a result of this shifting from after-tax dollar 

to pre-tax dollar, the successful professional is able, to save thousands 

of dollars of taxes each year. Although the advantages of incorporating 

are financially substantial, they will not necessarily fit the 

non-economic needs of many professionals. As a result, there are many 

other considerations that must be examined and evaluated before a 

professional makes the decision to incorporate.

11



The Advantages of Incorporating

Tax Advantages

The fringe benefit programs which the professional is able to 

adopt through incorporation are as follows:

1. Pension and profit-sharing plans. Contributions to a 

qualified corporate retirement plan are deductible by the corporation. 

The contributions are not included in the professional’s taxable income. 

In the event of the professional's death prior to retirement, his 

retirement account will be distributed to his main beneficiaries without 

being included in his gross estate for federal and state tax purposes. 

In many states, the death benefit will not be subject to inheritance 

taxes . The contributions made to this plan may be used to purchase a 

variety of investments, including life insurance.

2. Medical reimbursement plans. The corporation may purchase 

health insurance for the professional and his dependents . The 

corporation may reimburse the professional for all medical expenses 

incurred by him and his dependents which are not covered by his health 

insurance plan. All employees do not have to be covered by the medical 

reimbursement plan, and those covered do not have to receive the same 

benefits .

3. Wage continuation plans. The corporation may provide 

disability income protection insurance for the professional. The 

payments made for such insurance will be deductible by the corporation. 

The payments made for disability income protection insurance by the
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corporation will not be taxable to the professional . The corporation 
need not purchase this insurance protection for all employees.

4. Group term insurance. The corporation may purchase up to 

fifty thousand of group term insurance for any employee, the premiums 

for which will not be taxable to the employee„

5* Tax-free death benefits. The corporation may pay a five 

thousand dollar tax-free death benefit to the professional's 

beneficiaries .

Non-tax Advantages

In addition to the tax advantages of incorporation, there are 

certain non-tax advantages of incorporating, which are:

1. Centralized management. The corporation permits a greater 

centralization of management than a partnership by having the business 

aspects of the office conducted only by those associates (presumably the 

ones with better "business heads") who serve as its corporate officers.

2. Limited liability. A professional corporation will not 

limit a professional's liability for his own acts, but it will protect 

him from the personal liability for acts committed by other 

professionals in the corporation. In a partnership, any partner is 

personally liable for acts committed by other partners.

3. Continuity of life. A corporation, unlike a partnership, 

will not terminate upon the withdrawal, for whatever reason, of a 

participant. This will result in greater stability than available in a 

partnership.
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4. Transfer of shares. It is generally much easier for a 

professional to transfer to another professional his shares in a 

professional corporation than for.a partner to transfer his partnership 

interest.

5. No estimated taxes to pay. The salary a professional 

receives as a corporate employee is subject to withholding taxes, and 

thus, the check he receives represents his net salary after taxes. 

Therefore, for many professionals, the need to file estimated tax 

returns is eliminated, although the corporation, if sufficiently 

profitable, may have to file such estimated returns.

6. Professionals become more aware of business aspects of their 

practice. Organization of business policy will give the professional 

more time and confidence in his primary function.



CHAPTER 3

THE DISADVANTAGES OF INCORPORATING

The following are some of the disadvantages of operating as a 

corporation:

1. The professional becomes subject to unemployment taxes and 

workmen1 s compensation insurance coverage after incorporating. The 

amount required to be paid for these items is, however, very small and, 

therefore, not really significant.

2. Additional annual filing fees may be imposed upon the 

corporation by the state in which it was incorporated. For instance, 

certain states require that the corporation file: an annual certificate

which certifies that each shareholder of the corporation is licensed to 

practice medicine ($75.00); an annual financial statement of the 

corporation ($35.00); and a minimum corporate income tax irrespective of 

the fact that the corporation may have no profits for that particular 

year ($114.00).

3. An additional premium is usually charged by the malpractice 

insurance company for issuing a policy covering the corporation. This 

premium may amount to 20 percent or more of the professional's present 

insurance premium.

4. The professional's social security tax is higher as a

corporate employee than the tax as required of a self-employed 

■
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individual. In 1975 , the self-employment tax on the wage base of 

$14,100 was $1,013.90. On the other hand, the social security tax under 

a corporation would be $1,649.17 , half of which is paid by the 

corporation and the other half by the professional. However, the tax 

which is paid by the corporation is deductible by the corporation, 

whereas no portion of the self-employment tax is deductible. Although 

all of incorporated professionals pay an additional $535.80 in social 

security taxes, each one can deduct $824.85 ($1,649.70/2). Thus there 

is no additional out-of-pocket cost to the professional.

5. The corporation is subject to federal income taxes. The 

amount paid will, in almost all cases, not be significant since the 

corporation tax on its income is typically very small after the 

professionals' salaries, fringe benefits and retirement plan 

contributions.

6. The professional incurs additional annual legal and 

accounting fees for filing state and federal forms for the corporation 

and for administering retirement programs.

7. After incorporating, the professional subjects the 

corporation to internal revenue service scrutiny on additional grounds 

that he did not have to be concerned about as a sole practitioner, i.e., 

the reasonable compensation problem, the problems associated with 

personal holding companies, potential disregard of the corporation as a 

taxable entity, overtaxes on unreasonable accumulations, and 

reallocations of income. With proper planning and draftsmanship,.these 

problems are more academic than real.
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8. The professional, after incorporating, must comply with 

corporate formality• For instance, corporate records must be kept, 

regular meetings must be held and recorded, and indiscriminate 

withdrawals of corporate funds by the professional for personal use are 

not permitted. In other words, the professional must treat his 

corporation as a separate entity.

9. The corporation may be required to make larger contributions 

to the corporate retirement plan than would be contributed by the same 

employee in a Keogh plan. However, this may result in an advantage of 

incorporating, since full vesting may be postponed over a stated number 

of years, whereas contributions made in a Keogh plan are one hundred 

percent vested.

The Wall Street Journal (Moffit, 1977, p. 24) offered a detailed 

financial analysis of self-employment versus incorporation. It dealt 

with a hypothetical Dr, Smith, 50 years old, married, with two children. 

Dr. Smith's practice netted him $70,150 a year, as reported on IRS 

Schedule C, and he had $6,500 of other income. He employed a full-time 

nurse earning $7,500 a year. He spent $1,000 a year for health 

insurance, $750 for disability income protection, and $400 for medical 

and dental expenses not covered by insurance. His itemized deductions 

were $8,500. He had no retirement plan and he wanted to start one to 

which he would contribute twenty five percent of his income.

Table 1 presents an outline of the exercise that a hypothetical 

Dr. Smith must pursue to determine the financial advantage of 

incorporating. Dr. Smith's tax saving is the difference between his
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Step 1: Pre-Incorporation Tax Reckoning

Net Income, Schedule C $ 70,150
Other Income 6,500
Gross Income 76,650

Less:
Itemized Deductions 8,500
Exemptions (4 @ $750) 3,000
Deductions and Exemptions 11,500

Taxable Income 65,150
Tax 24,965

Step 2: Tax Reckoning After Incorporation

Corporate Net Income $ 70,150
Less:
Doctor's Salary 52,000
Doctor's Pension Plan Contribution 12,995
Health Insurance Premium 1,000
Disability Insurance Premium 750
Doctor's Reimbursed Medical Expense 400
Operating Expense, Total 67,145

Corporate Surplus 3,005
Less:
Corporate Maintenance" (Legal, Accounting) 1,000
Nurse's Pension Plan Contribution 1,425
Subtotal 2,425

Taxable Corporate Surplus 580
Tax at 22% 128.

Step 3: Personal Tax Reckoning

Corporate Salary $ 52,000
Other Income 6,500
Gross Income 58,500

Less:
Itemized Deductions and Exemptions 11,500
Taxable Income 47,000
Tax 15,560
Tax Savings (Difference in Before and After
Incorporation Personal Income Tax) 9,435
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TABLE 1— Continued

Step 4: Net Saving Reckoning

Gross Tax Savings $
Less:
Corporate Maintenance 
Nurse’s Pension Plan Contribution 
Subtotal 

Net Saving

Step 5: Corporate/Keogh Pension Comparison

Corporate Retirement Fund ($12,995 Yearly) $ 314,246
Keogh Retirement Fund ($7,500 Yearly) 181,366

9,435

1,000
1.425
2.425 
7,010

3Adapted from Moffit (1977).
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personal income tax before incorporating and his personal income tax 

after incorporating. To determine his net savings, however, he must 

subtract the additional cost that incorporation has created.

During the fifteen years until his retirement, the hypothetical 

Dr. Smith will save, as a result of incorporating, $105,150. Instead of 

incorporating. Dr. Smith can elect to remain self-employed and create 

his own Keogh plan. His final step, in comparing incorporation with 

non-incorporation, is to compare the retirement advantages of Keogh 

contributions with corporate pension plan contributions, In making this 

comparison, he can assume that both types of contributions would be 

invested to yield 6.5% compounded for fifteen years, a rate that would 

build a retirement fund equal to 24.1821 times each yearly contribution.

The legal maximum that Dr. Smith can contribute annually to a 

Keogh plan is $7,500. The maximum that a corporation can contribute is 

$12,995. In fifteen years, corporate contributions may, therefore, be 

$132,880 greater than the permitted contributions to a Keogh fund.

When a corporation makes a yearly contribution of $12,995 to Dr. 

Smith1 s retirement fund, it costs the doctor only $6,565 in disposable 

cash. His $7,010 tax saving, reduced by his $580 contribution to 

corporate surplus, finances the remaining $6,430 of his pension plan 

contribution. If the doctor already was saving or investing $6,500 a 

year for retirement, however, his new corporate pension plan could 

eliminate the need for that saving. Then Dr. Smith’s reduction in 

after-tax spendable'income each year would amount to just $65.

In the past, some accountants suggested a general rule that 

incorporation was worth considering only when a professional’s taxable
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income .exceeded $50,000 a year. Below that figure, the reasoning went, 

his maximum Keogh self-employment contribution of. $7,500 might be as 

generous as any contribution he could legally make or afford to make to 

a qualified corporate retirement plan.

Don R. Smith, vice-president of Oakland Financial Group, based 

in Charlottesville, Virginia, says that any rule of thumb i s 

meaningless. "You just have to look at each case in detail," he says. 

"There are some doctors making a hell of a lot of money who shouldn't 

incorporate, and others who are just getting started on a career that 

will take off, who should be incorporated. A doctor only three years 

from retirement probably shouldn't incorporate even if he is earning 

$150,000 a year. He would have a lot of non-financial bother, and he 

has to consider how he will sell his practice" (Moffit 1977 , p. 24). 

Appendix A gives two more financial comparisons: between the

professional corporation and the proprietorship, and between the 

partnership and professional corporation.

In the past most doctors, in weighing the advantages and 

disadvantages of incorporating, commonly took into consideration only 

the financial comparisons that have just been indicated. The author 

believes that there is a step further to be taken to prevent any kind of 

mishap after incorporation takes place. This further step involves 

personal conflict issues which occur in professional relationships.

Case No. 1

There are many situations that are seldom included in 

discussions by financial planners of the advantages and disadvantages of
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incorporating. The first case was observed by the author and involves a 

lack of understanding by those outside a professional corporation (and 

sometimes by the insiders as well) concerning the subject of expenses.

The scene is a hospital corridor. Two figures are standing to 

one side, conversing amiably. In their mid-forties, they are 

clear-eyed, energetic, a bit brisk and positive, but pleasant 

individuals. Well-groomed but not ostentatiously so. Clothing and 

manner could be described as "business-casual.11 They are doctors, 

indulging in a bit of shop talk. They are, in a friendly way, 

competitors and are discussing each others* practices. One doctor, who 

is a solo practitioner, asks the other doctor, who is a member of a 

professional corporation, how everything is going over at the clinic. 

The doctor belonging to the P.O. feels everything is under control, yet 

complains about the damned expenses. The solo practitioner mentions 

that he has heard that expenses are running high at this particular 

professional corporation. After comparing actual expenses and finding a 

difference, in a certain category, of 50 percent in the clinic opposed 

to 38 percent in the private practice, the private practitioner feels 

elated enough to tell the doctor belonging to the professional 

corporation about his new blue Mercedes.

Can one assume from this exchange that the solo practitioner is 

really in better shape financially? No. Confusion about professional 

corporations is prevalent. Professional corporations, partnerships, and 

solo practice are very different going concerns and are not to be, 

compared without the most meticulous dissection of their respective 

anatomies. In desperation, to escape the burden of heavy taxation, some
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professionals have incorporated without first fully understanding all 

the consequences of their actions. Conversely, fear of the unknown has 

caused some professionals to pass over possible tax savings by foregoing 

incorporation.



CHAPTER 4

HOW TO DETERMINE WHETHER A PROFESSIONAL SHOULD INCORPORATE

Although there are certain negative factors which arise when a 

professional incorporates, these disadvantages, in almost all cases, 

become insignificant in comparison to the advantages the professional 

gains after incorporating. For instance, the cost of maintaining the 

corporation will often appear negligible when compared to the tax 

savings resulting from the adoption of the fringe benefit programs. In 

addition, when the chances of a successful Internal Revenue Service 

attack upon the corporation are weighed against the benefits to be 

gained, incorporation would be advisable in almost all cases, since, 

with proper planning, these attacks are more potential than real.

The author does not wish to infer that the disadvantages of a 

corporation are unimportant. The professional must know exactly what 

obligations and responsibilities he will assume if he incorporates . 

What is being stressed is that many professionals for the first time 

will be able to take advantage of certain benefits which were never 

previously available to him, and that these benefits in many cases will 

far exceed the disadvantages listed above. The question is basically an 

economic one; that is, are the benefits of incorporating worth incurring 

the disadvantages of doing so, or stated in other words, do the tax 

savings generated by incorporating make incorporating advisable? If the 

tax savings are significant, then the disadvantages should, in almost
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all cases , be insufficient to result in a decision against 

incorporating.

When a professional asks: "Should I incorporate?", he should not 

be concerned with whether the Internal Revenue Service recognizes 

professional corporations as corporations for tax purposes, but instead 

should determine whether incorporating makes sense based upon his own 

particular economic circumstances. Thus, the decision to incorporate or 

not to incorporate will, in almost all cases, be made by determining the 

professional's tax savings if he incorporates and whether those savings 

warrant the additonal annual expense of maintaining the corporation.

If Marcus Welby, M.D., had to do it all over again, he probably 

would do it as Marcus Welby, M.D., P.C. Since the early 1970's, many of 

the country's, doctors have been turning their practices into 

corporations. So have some of the country's lawyers, accountants, 

engineers, psychologists, surveyors, architects, veterinarians , 

undertakers (in Florida) and marriage counselors (in California). Their 

motive is simple: more after-tax income. Red tape and other drawbacks, 

financial counselors say, are usually minor in comparison with the big 

tax savings that incorporation makes possible.

Analysing the Advantages

Contrary to some expectations, legislation in 1974 did little to 

discourage professionals from incorporating. The Employee Retirement 

Income Securities Act (SRISA) imposed strict fiduciary and other 

requirements on corporate pension plans and greatly increased the tax 

savings available to non-incorporated self-employed professionals and
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business men. However, financial planners say that, generally, 

incorporation still remains preferable to non-incorporated practices 
utilizing Keogh retirement plans„

Case No. 2

Today Norm Goodman is a successful cardiologist who calls famous 

heart-transplant surgeons. He lives in a $125,000 home in the wealthy 

San Francisco surburb of Belvedere. He maintains his mother in a 

$45,000 Miami Beach condominium and every month he sends her a check 

signed "Norm Goodman, Inc."

In many ways, Goodman is a typical American doctor. In 1975, 

his gross earnings were approximately $100,000.00. Surveys indicate 

that the 1975 gross income for all self-employed physicians in the 

United States was close to $66,000.00; but surgeons, obstetricians, 

gynecologists, and specialists such as Goodman generally rank above the 

average, whereas general practitioners, internists and pediatricians 

tend to rank at or below the average. Gross income is a misleading 

figure for doctors, however, since their business expenses usually eat 

up at least one third of that. In Goodman1s case, his business expenses 

of approximately $30,000.00 a year include rent for an office suite in 

San Francisco, the cost and depreciation of two electrocardiograph 

machines and other equipment, payment of $1,500.00 for malpractice 

insurance, the salaries of two secretaries and receptionists, the cost 

of telephone answering and billing services, and the cost and upkeep of 

a car, which runs between his home, his office, the university clinic
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where he teaches medical students at no extra salary, and the two 

hospitals where his patients generally are treated.

So Norm Goodman's annual net income before his taxes is actually 

about $65,000.00, which, after personal deductions for his family, 

interest on a mortgage and property and state taxes, still leaves him in 

the 50 percent federal income-tax bracket. His after-tax net income, 

then, is about $45,000.00 —  not exceptionally high when one has three 

children soon going to college, an aged mother with no income of her 

own, and a strong desire not to be destitute oneself upon retirement in 

twenty years. All this explains why, in 1974, Norm Goodman, M.D,, 

became Norm Goodman, M.D., P.C.

Goodman insists that incorporating does not change a doctor's 

actual practice or the way he behaves toward his patients. He says that 

incorporating is basically just a bookkeeping device to enable doctors 

to save more towards retirement. It reduces their taxes very little. 

Above all it does not protect doctors from the great risk to which so 

many of them are susceptible, the investment of their surplus income in 

risky financial ventures, since a corporation's pension or 

profit-sharing plan still has to be invested.

Corporations that involve a group of doctors, whose pension 

funds may amount to several hundred thousand dollars, usually retain an 

investment firm to manage the funds for them. However, many doctors in 

one-man corporations either do not want to pay the cost of professional 

financial advice (which is relatively more expensive for an individual 

than . for a group), or they think such advice is too cautious.
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One reason why doctors often need (and want) financial advice is 

because, like professional athletes and movie stars, they are, in spite 

of their high income, incongruously naive about money, When a 

businessman becomes well-to-do, he usually does so by being good at 

business affairs -- which means that he automatically becomes 

knowledgeable about interest rates, investments and management 

techniques « But a doctor becomes well-to-do because he is a noted 

surgeon, or because he has become a leader in his field of medicine, or 

because he is a specialist in a very rare field. His office may be 

chaotic; his billing system may be haphazard; his knowledge of how to 

protect his money or put it to work for him may be abysmal. Such 

naivete often makes doctors easy marks for unscrupulous lawyers and 

businessmen trying to promote a sharp deal.

Goodman invests his own pension funds, but so far he is not 

concerned about the temptations this may put in his path. "Being a 

child of the Depression, I'm not a risk-taker," he says. "I put most of 

my money into no-load mutual funds or close-to-home real estate." Real 

estate, particularly in the form of medical buildings, is such a common 

investment for doctors that it is sometimes referred to as their 

"edifice complex."

Like one third of all doctors who have incorporated themselves , 

Goodman is a solo practitioner. He is, however, looking for a partner. 

Affiliations among incorporated doctors are sometimes called "medical 

marriages," partly because a man spends as much time with his partner as 

he does with his wife and partly because they resemble marriages in 

their intricate blend of rewards and frustrations, "There's no question
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but that two doctors practicing together produce more work than the sum 

of their individual practices," Goodman acknowledges. "There1s a 

financial saving in more efficient use of office space, office help and 

equipment. I have two EKG (electrocardiograph) machines, for example, 

which could easily handle the work of a second man. But we would also

save time in our own work load, allowing us to see more patients or

spend more time with those we already have. If I have a very sick 

patient in the hospital, I must go see him several times a day, each

trip costing me approximately an hour. With a co-worker, we might have

two or three such patients between us, and we would take turns visiting 

them. On top of that, the extra patients would add no more than another 

twenty minutes to the trip."

Given the advantages of corporate affiliations, one might well 

wonder why any doctor is still practicing alone, but this would be like 

asking why some people are unmarried. There are individuals who simply 

do not get along well with others and prefer running their own affairs, 

regardless of the drawbacks. Others are looking for the right co-worker 

to come along. Still others, including Goodman, have been so badly 

burned by an unsuccessful partnership that they will think long and hard 

before trying again. Goodman took a younger man into his practice five 

years ago (before he had incorporated) and paid him a handsome starting 

salary, well above the going rate. This is the way most partnerships 

and corporate affiliations begin — ■ with the older doctor, who has built 

up a practice (which includes not just patients but consult ant ships at 

hospitals and relationships with other doctors who make referrals) , 

paying the young doctor a fixed salary. As the younger doctor begins to
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acquire patients and a reputation of his own, his salary increases and 

may eventually surpass the older doctor's income if the latter lessens 

his workload prior to retirement. But, meanwhile, there is plenty of 

room in such arrangements for envy and feelings of being slighted.

"Most young doctors come out of medical school and their 

residencies with guts, a growing family and a real sense of * I want it 

now.' That's one reason I paid my co-worker a better than average 

salary," Goodman says. "1 knew he would want to buy a house, furniture, 

a new car —  all the things he hadn't been able to afford during the 

years of his training." Unfortunately, generosity did not assuage this 

particular young doctor's hunger, according to Goodman. Because the 

young doctor was knowledgeable regarding the latest diagnostic 

techniques and was using them with abandon, he was soon berating Goodman 

for his alleged incompetence and claiming to be the mainstay of the 

practice. The upshot of the argument, says Goodman, was that he arrived 

at his office one day to find that his younger affiliate had left to set 

up a practice of his own —  taking with him Goodman1 s secretary and the 

records of half of the patients, whom the younger co-worker judged to be 

more his than Goodman's. In the four years since this embittering 

event, Goodman has regained most of his old patients; the young doctor 

has built a successful practice of his own; and Goodman has just 

finished paying the last of some $18,000.00 in legal fees resulting from 

the rupture.

The lesson often drawn from such disputes is that doctors are 

too trusting when it comes to choosing their co-workers. There is a 

strong sense of collegiality and professional ethics among physicians
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which leads them to. accept the credentials and motives of their 

colleagues on f aith, without sufficient legal protection. Before the 

advent of corporations, many physician partnerships operated on nothing 

more than a handshake and a verbal agreement on how to divide the 

workload and the profits. This was also Goodman's arrangement. Yet, 

while it brought him much grief, he is not at all sure he would have 

fared much better with a formal partnership agreement . "Medical 

divorces come very high," he muses, "no matter what the legal 

arrangements."

It is sometimes argued that incorporation has done much to 

lessen such hazards for physicians. Rather than dissolving a 

partnership, a doctor who disagrees with his colleague, or colleagues, 

need merely sell his shares in the corporation to another doctor. But 

the question of where a departing doctor's patients go, under such 

circumstances, remains an extremely touchy one. If a doctor retires, 

the patients remain with the other physicians in the partnership or the 

corporation. Yet, if a doctor leaves in the wake of a dispute, he is 

likely to want to take his patients with him, particularly if he is the 

senior physician responsible for starting the practice in the first 

place. Goodman was just about to incorporate before his young partner 

left him. His partner was pressuring him to take in another young man, 

who was a medical school friend, Goodman now fears that had he formed a 

corporation with these two, they would soon have outvoted him and 

engineered a legal takeover of his practice.

Lawyers maintain there are safeguards that can be written into a 

■corporation's papers to prevent such happenings, but they do not deny
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the possibility of physicians1 corporations being involved in takeover 

battlesor going into receivership.

Case No. 3

Here is an example of how three doctors, who got along as 

partners, found that incorporation set off a series of conflicts that 

ended with dissolution.

Before they entered corporate practice, the three-man 

neurological partnership was as successful and smooth-running as anyone 

could want. A lot of their success was due to Neil Hall's drive. He 

was the city's leading expert in neuroradiologieal procedures. He never 

tired of work.

Several years ago, Neil and Ken had taken in a third partner, 

Brian Fisher. They had heard Brian deliver a paper on new electronic 

techniques used in neurological diagnosis. Brian impressed them as the 

sort committed to staying up-to-date*

Staying up-to-date was the keynote of their practice philosophy, 

both with patients and with office procedures. When standardized 

insurance forms came along, they were among the first to use them. 

When computerized billing followed, they were again early to adopt it. 

They kept up-to-date in other areas of practice management, too. With 

the help of their attorney, they worked out equitable arrangements for 

partnership benefits, vacations, work scheduling, and so on. The three 

of them looked on the partnership as permanent. In fact, their contract 

even included plans for gradual retirement from practice as each of them 

neared 65.
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Then came the state law that permitted professional 

corporations. The three of them reacted just as they had to every other 

interesting new idea. They asked their attorney to look into the pros 

and cons. Until then, except for agreeing on how to divide the 

partnership income, they had kept their personal financial affairs 

strictly private —  partly because their financial personalities 

differed, and they saw no sense in discussing differences peripheral to 

their professional relationship.

Neil was a financial extrovert. He didn*t mind taking a flyer 

in speculative new issues, or investing money in every tax-sheltering 

gimmick from orange groves to cattle herds, or borrowing heavily when he 

wanted to buy something he really could not afford. Ken was a financial 

introvert. He stayed well within his means, putting away as much as he 

could in safe investments and rarely borrowing. Brian had not really 

developed his financial habits yet, but he came from a well-to-do family 

and expected to establish a life-style for himself at least equal to 

that he had known as a boy.

Their attorney emphasized that the major benefit of 

incorporating was the retirement plan they would set up. He calculated 

that the corporation could put aside $10,000 a year in a profit-sharing 

plan for each person. The corporation could build up the reserves to 

fund the plan by reducing their drawings. In the first year of the 

plan, each partner would find his tax liability reduced by $5,000, so 

Uncle Sam would be financing half the plan. At a conservative annual 

growth rate of 6%, tax-free, Brian and Ken, then in their late thirties,
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would build up a retirement fund of about $600,000 by age 65; Neil, who 
was somewhat older, would build up a $400,000 fund.

The figures were persuasive, but could financial togetherness

work for them? Look at the questions they would have to agree on: what

percentage of their income should be set aside? How would they invest 

it? Who would make the investment decisions? How much health, 

disability, and life insurance should they buy? Could they all manage 

with less take-home pay, or would one of them grow resentful? Did any 

of them actually plan to retire, or would incorporation just give them 

lower standards of living and bigger estates? Finally, did they really 

need corporate benefits to reach their individual financial objectives?

After a while they all voted for incorporation. Nothing much 

changed at first. They signed a series of incomprehensible forms. They 

took possession of a few impressive-looking stock certificates. They 

bought some new stationery. Otherwise, things went on much as before.

Everything ran smoothly for a while, with all three taking home 

a lower income, as agreed. Then, when asked about the profit-sharing 

plan, Neil replied that he was not sure that he understood why it was 

working out the way it was. There seemed to be very little - available to 

put into the plan, because he and Brian had decided to buy some new

equipment. They had taken the money from the profit-sharing plan for

that year and had made the investment without consulting Ken. There was 

plenty to think about. Running a corporation, it turned out, was a lot 

more complicated than running a partnership. Neil felt that he could do 

it, but only by cutting back on the time and energy he put into 

medicine.
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Ken volunteered that he would like to run the corporation. He 

suggested accumulating the needed reserves in the last few months of the 

year by cutting back drastically on their salaries. They could cover 

their living expenses with personal short-term notes from the bank. 

Agreeing on this proposal, each arranged individual lines of credit for 

up to $10,000. As predicted, they were able to accumulate $30,000 in 

reserves for investment.

The next question was how to invest their reserves. Neil 

favored an investment in a limited issue of a new company with great 

prospects —  a chance to double or triple their money in a year, but Ken 

replied that it sounded a little too speculative for retirement money. 

Ken suggested that Neil take the flyer on his own, but Neil said that 

all his extra money belonged to the corporation and that all he had was 

a pitiful salary and a $10,000 debt to pay off.

They finally convinced each other that investing retirement 

money was not the same thing as speculating with one's personal savings. 

They picked a plan coordinated with Social Security and then invested 

the funds in high-grade bonds yielding 8 percent.

With Ken spending time on corporate affairs, billings decreased 

slightly in the next few months. Ken was seeing fewer patients than 

before; costs had increased; collections (because of the impact of 

inflation) had slowed; net income fell 10 percent. The corporation 

began to pull apart. Neil was billing 30 percent more than Ken and 10 

percent more than Brian; yet his salary was the same as Ken's. Neil 

said that perhaps Ken could live on his. draw, but he could not. He 

advocated adjusting salaries to reflect the differences in billing.
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As partners they had split everything evenly. Now, with Ken’s 

workload up and his billings down, Neil wanted to make an issue of it. 

Furthermore, Neil still resented having to accept an investment program 

that did not suit his nature. Nor was the problem just Neil's. Back in 

the partnership days, the partners had done their work first and then 

divided the proceeds. Now, as corporate officers, they were setting 

corporate goals, and then working like slaves to meet the goals.

It was not that they were locked into a bad corporate plan; in

fact their plan was pretty good -- and they could always recalculate

salaries, retirement contributions, investment aims, and benefits. 

However, to do so would require the three of them to bring their 

financial differences into the open. The corporation might survive the 

fracas, but the employees might not stay on, and it might be difficult 

to find out.

Ken felt caught between his two co-workers. His wife suggested 

that a management consultant be brought in. By this time Ken felt that 

it would be better if she were to write to his fellow stockholders 

rather than to have him suggest the idea himself.

On the last day of their first corporate year, Ken returned to

solo practice. Before he had taken that final step, he had come to

wonder what all those corporate documents he had signed really meant. 

He wondered what kind of settlement he would get. He wondered about his 

rights as a corporate employee rather than as a partner. Luckily, all 

agreed that an equitable and amicable settlement was desirable, and told 

their attorneys to work out something that would satisfy the spirit of 

the partnership contract they had originally entered into.
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The broad financial details, surprisingly, were not hard to work 
out. But the months of conflict had left their mark. The three of them 

clashed over surprisingly petty details. An example: what valuation

should they put on the corporation's furniture? Should Ken be allowed 

his office drapes to hang in his new office?

It is easy to understand how a physician can become disenchanted 

with incorporation if all partners are not compatible. The hard fact is 

that the group should make all major management decisions before they 

incorporate, not afterward. They must take into account the factor of 

their personalities interacting with other personalities. They should 

evaluate their individual financial habits honestly and then decide how 

far to compromise with the differing financial needs of the corporation. 

The group cannot expect an attorney or accountant to help with personal 

decisions that involve elements of life-style. A management consultant 

who has helped other physicians through the change from partnership to 

corporate life can be useful. He probably knows how much more there is 

to incorporation than the mere gaining of tax benefits.

An article appeared in Medical Economics (Vogel 1977 , p. 108) 

that discussed the issue of corporate pre-planning. "If I’d only known 

then what I know now." That rueful comment could well serve as the 

epitaph for professional corporations according to the article. The 

flaw in some corporations need not have been fatal if the group had 

planned more carefully to accommodate differing financial personalities. 

One basic suggestion from corporation and pension authorities, reads the 

article, is that the corporation's retirement plan can and obviously
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should be designed with great flexibility, Thus, it can allowed each 

employee of the corporation to pursue his individual investment style. 

The May 16 article discusses the widespread doctors' practice of 

attending to corporate details. It states that doctors should stick to 

medicine, CPAs to accounting, and attorneys to law* It is always 

cheaper and more efficient to hire the advisers you need. If the ones 

you have are not doing the job, get rid of them, but do not take over 

the details your self. An article called "When You Disagree on 

Retirement-Fund Investments" in Medical Economics (Gorlick 1977 , pp. 

57-63) gives further details on how to achieve such flexibility.

The Cost of Recruitment

Previously the author gave two examples of problems arising from 

a lack of compatibility and resulting in simple personality clashes . 

There is one more area of emphasis.that, upon examination, will show the 

importance of. this compatibility concept.

To bring a new professional into an existing corporation, many 

expenses are incurred. For instance, a general clinic may wish to 

recruit someone with a complementary specialty. A specialist clinic may 

wish to add another specialist, someone who would presumably bring with 

him his own patients. The expenses incurred by a large medical clinic 

in Tucson, Arizona to bring in an invasive gastroenterologist are quite 

high. The manager of the clinic told the author that the usual cost, or 

average cost, was approximately $10,000. In this particular instance , 

it cost $8,000 for equipment, $4,000 to set up the doctor's office with 

furniture , equipment , and supplies , and approximately $3,000 in
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miscellaneous expenses to recruit the man (in spite of the fact that his 

first visit was not paid for by the clinic). For a thousand dollar cut 

in salary, the new recruit was given a $3,000 allowance to move his 

household effects from the eastern United States. A new doctor in a 

clinic often causes a slight decrease in the other doctors' patient 

loads. The new doctor's aids will require salaries. Hopefully, over 

time the volume of new patients will cover these added expenses. The 

office space in this particular clinic costs $9 a square foot annually, 

including rent and utilities. The doctors in the corporation average 

1500 square feet of office space per doctor, or a total expense of 

$13,500.

This clinic recently had a OB-GYN specialist leave because of 

personality conflicts. Replacing him was estimated to cost 

approximately $10,000, because the corporation experienced a 50 percent 

decrease in patients coming to the clinic. Some of the patients went 

with the doctor, and others went to different doctors not in the same 

corporation. The corporation had to let go the personnel who worked 

with the departed doctor. In addition, the corporation was faced with 

collecting the departed doctor's bills, a usual arrangement in such 

situations.

When a newcomer is brought in and, within a period of six 

months, decides to leave, it can be very costly to the corporation. The 

investment to bring the doctor in has obviously not paid for itself. In 

one clinic, there was a penalty if a new doctor left within six months; 

much of his salary was withheld. If a new doctor stayed for . a 

probationary period of one year, this same clinic followed the procedure
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of having all the shareholders vote on letting the new doctor in. It is 

a very personal proceeding and, to be effective, the vote had to be 

unaminous. If one shareholder felt that he would not be able to get 

along with the newcomer, he had no choice but to vote no. In another 

clinic in Tucson, the newcomer was introduced gradually. Not until the 

end of four years did he reach the status of parity with the other 

doctors; in other words, not until that time was he allowed to buy equal 

shares in the corporation. Once the newcomer was voted in, he bought 

shares in the corporation.

An ongoing expense of the corporation is the cost of 

shareholders1 continuing education. Doctors must keep up with 

professional advances not only for their own benefit and the patient! s 

benefit, but for the long-term benefit of the corporation.

When doctors in a corporation begin to think of an associate as 

being unwanted in the corporation, there are usually legal means of 

expulsion. When a person becomes incompatible with the rest of his 

colleagues, it is often better to have that person expelled . Usually 

expulsion takes place only after extensive counseling. If counseling 

fails, a three-quarters vote of all shareholders is typically required 

to expel the doctor.



CHAPTER 5

PREVENTING UNINTENDED HUMAN BEHAVIOR

Premarital Acquaintance 

Since a professional relationship is somewhat similar to a 

marriage3 the author searched the literature for books and articles on 

the subjects of courtship, engagement, and marriage. Presumably 

something can be learned about close corporations by studying the 

interpersonal relationships that lead up to marriage, especially the 

courtship and engagement phases.

Several research studies indicated that married couples with 

engagement periods of two or more years have a high degree of success in 

marital adjustment (Terman 1938, p, 199; Burgess and Cottrell 1939, p. 

168; Landis and Landis 1948, p. 199; Locke 1951, p. 90).

People who are capable of maintaining a long acquaintance tend 

also to have a long engagement period (Popenoe 1943, p. 176). A long 

pre-marital relationship tends to lead to an emotionally balanced 

relationship in marriage. Oliver Butterfield (1941, p. 126) noted that 

individuals who experience a short engagement or no engagement prior to 

their marriage would not have married had their engagement been longer.

Hirning and Hirning (1956, p. 221) expressed the opinion that 

time is required to achieve a qualitative relationship between the 

engaged persons. During the engagement the couple should achieve 

additional insight into the similarities and differences in their

41
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personalities, the amount and kinds of conflicts encountered, how well

they are qualified to judge each other's personalities and to what

extent their philosophies of life coincide. Through this period, the 

couple should have acquired an understanding concerning the combination 

of their social and cultural backgrounds and their common interests 

(Fishbein and Burgess 1955, p. 17)..

Terman's study (1938) revealed that engagements of less than six

months for husbands and less than three months for wives were

unfavorable for marital adjustment. Long engagements of five years and

over had the highest average happiness score (Terman 1938, pp. 198-201).

Even though Terman found the length of acquaintance and engagement

associated with marital happiness, he stated two reasons why the data

could not be taken at face value:

, . . the finding is largely contradicted by the very low
relationship found to exist between happiness and total 
length of pre-marital acquaintance. Secondly, there is a 
strong ground for suspicion that a subject's answer to this 
question is influenced by the degree of happiness of the 
marriage. (Terman 1938, p. 201)

Whereas Terman's study was inconclusive, Bossard and Boll (1958, 

p. 45), Locke (1951, p. 91), and Popenoe (1943, p. 124) took a stronger 

stand, concluding that a long acquaintanceship enabled couples to 

identify their individual needs. Through this recognition, they were 

able to adjust to marriage faster, and lead a happier married life.

In Locke's study (1951, p. 91, 93, 94), long engagement was 

positively associated with the probability of a good marital adjustment. 

The study involved the length of engagement among happily married and 

divorced couples. The short engagement was more prevalent in divorced
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cases than in happily marrieds. The long engagement was much more 

prevalent among the happily married. The happily married men reported a 

40 percent longer engagement than the divorced men. The married women 

reported a 69 percent longer engagement than the divorced women.

Burgess and Cottrell (1939, pp. 167-168) found that, as the 

duration of engagement increased, the proportion of couples with poor 

adjustments declined from 50 percent (for under 3 months) to 11 percent 

(for 24 months and over). The percent with good adjustment increased 

from 25.7 (for.under three months) to 62.6 (for 24 months and over). 

Burgess and Wallin (1953, p. 330) and Bayer (1968, pp. 628-632) 

concluded that an extended dating experience would yield increased 

sophistication in choosing a compatible mate and would, at least 

partially, influence the outcome of a marital relationship.

Corsini (1956, p. 242) and Tharp (1963, p. 101) indicated in 

their studies that the congruency between the spouses1 perception of 

each other was related to marital satisfaction. Corsini suggested that 

shared expectations of marital roles influence marital adjustment more 

than the couple's history of learning and encounters in marriage.

The author found a study on premarital acquaintance written by a 

student at The University of Arizona. The purpose of the study (Bach 

1975, p. 28) was to determine whether the length of engagement or 

pre-marital acquaintance affected adjustment in marriage. Earlier 

researchers had indicated that married couples with engagement periods 

of two or more years had a relatively high degree of success in marital 

adjustment. However, there had been no research undertaken in this area 

for a quarter of a century, during which time appreciable cultural
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changes had occurred. The study intended to determine if the length of 

engagement and acquaintance was still related in a significant way to 

marital adjustment. The hypothesis was stated as follows: married

couples who were engaged or acquainted for two or more years prior to 

marriage will be better adjusted in marriage than couples who were 

engaged or acquainted for less than two years prior to marriage. This 

hypothesis was tested on a random sample consisting of 25 married 

couples. The respondents were divided into two groups. One group 

contained couples that were engaged or acquainted for less than two 

years prior to marriage, and the other group consisted of those engaged 

or acquainted for two or more years prior to marriage. The respondents 

were given the questionnaire ^Reasons for Marital Success" to measure 

their marital adjustment. Data from both of the groups were applied to 

the analysis of variance test at the .05 percent level and at the .10 

percent level of significance. The statistical analysis revealed that 

the difference between the means of the two groups was not sufficiently 

large to indicate two different populations. The research hypothesis, 

therefore, was tentatively rejected. Sample questions asked of the 

married couples in the study appear in Appendix B.

This research would seem to indicate that the findings of past 

studies no .longer hold true. However, the recent study was small and 

perhaps not representative. If more studies were conducted, it is 

possible that, with questionnaires designed to uncover new social and 

cultural norms, the conclusions could be altogether different. It is 

amazing that so few studies have been conducted in this area when one
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considers that engagement periods are still a fact of life for many 
people.

Interpersonal Response Traits 

When seeking the right type of person with whom to start a 

professional corporation, or the right group to join, it seems 

reasonable that a person should identify his or her own personality 

traits before trying to seek those same traits in others. Psychologists 

have devised various tests, putting personality traits into categories. 

Upon completion of the tests, the testee checks his or her score with 

the mean. A high score in a particular category means that the testee1s 

personality should be consistent with that trait.

Medical Economics Company, a publisher of books relating to the 

business aspects of various professions, has issued a book by John 

Wilson (1974) that divides all doctors into three categories. These 

categories enable doctors, by self test, to decide what type of doctor 

they are. On deciding which category they belong in, doctors can 

determine how they view the business aspects of a medical practice. The 

three categories are: money-maker, humanitarian, and scientist.

The money-maker is one who believes that in addition to serving 

humanity, he is entitled to a good living and a reasonable return on his 

years of training. The humanitarian is one who became a doctor mainly 

because he or she felt the need to help people as a healer and a friend. 

The financial aspect of such a person1s practice is regarded as a 

necessary adjunct, allowing him or her to pursue the primary goal of 

humanitarianism. The scientist is one who, after all those years at
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medical school3 is impatient with the petty financial aspects of a 

medical practice. He or she will let nothing come between the doctor 

and the practice of medicine.

Given this simple breakdown, a doctor should be able to find 

other associates with the same values . It is one way of seeking 

compatibility.

A Theory of Interpersonal Response Traits 

The professional individual with group inclinations tends to 

develop articulate perceptions of his social environment, and hence 

manifests characteristic action tendencies towards others in his or her 

role set. Horney's (1945) analysis of the problem of insecurity 

neurosis, which resulted in a three-fold classification of interpersonal 

response strategies, has provided a model with wider applicability than 

was originally anticipated in the field of clinical psychiatry. The 

model has provided a rationale for grouping manifold traits into 

meaningful categories, capable of delineating a person's relatively 

consistent manner of relating to, and coping with, others.

According to Horney, people can be divided into three groups, 

which reflect their predominant mode of response to others. The three 

groups include those who move toward people, (compliant), those who move 

against people (aggressive), and those who move away from people 

(detached). Each mode of response involves a different strategic method 

of coping with other people.

A Likert-type instrument was designed by Cohen (1967) to measure 

compliant, aggressive, and detached interpersonal orientations, and was
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reported to have adequate tes t-retest reliability and validity. The 

validity of the scale was established by comparison with other 

psychological tests that have been shown to measure the same traits. 

Cohen used the FIRO-B (Fundamental Interpersonal Relations 

Orientation-Behavior5 2nd edition) instrument, developed by Schutz 

(1958) , as the criterion measure. This instrument, constructed to 

measure three interpersonal needs (inclusion, control and affection, 

each dichotomized into wanted and expressed behavior) has received 

widespread use with proven reliability and validity, particularly in 

studies of group interaction situations. Cohen (1967, p. 271) reported 

that "consistent predictive similarities were found between CAD and 

FIRO-B when the scores of 50 students on both measures were correlated."

Compliance-oriented people want to be part of the activities of 

others . They wish to be loved, wanted, appreciated, and needed. They 

see in other people a solution to many problems of life and wish to be 

protected, helped, and guided. Because of the importance attached to 

the companion ship and love of others, compliant people become 

oversensitive to others' need s over generous, overgrateful and 

over considerate. Such people tend to avoid conflict and subordinate 

themselves to the wishes of others. They are inhibited in criticism and 

apologetic and willing to blame themselves rather than others if things 

go wrong, Among the most important attributes associated with a 

compliant tendency are: goodness, sympathy, love, unselfishness, and 

humility. . The compliant person dislikes egotism, aggression, 

assertiveness, and power-seeking . The compliant type seeks to 

manipulate others by being weak and dependent and by relying on others



48

to help him achieve his goals. Since many of his goals are tied to 

finding an accepted place in society, he will go out of his way to 

conform.to what he believes are accepted forms of behavior.

Aggression-oriented people want to excel, to achieve success, 

prestige, and admiration. Other people are seen as competitors. 

Aggressive people strive to be superior strategists, to control their 

emotions, and to bring their fears under control. Strength, power, and 

unemotional realism are seen as necessary qualities. People are valued 

if useful to one's goals. Everyone else is viewed as being motivated by 

self-interest, with feelings simply a cover for hidden objectives. The 

aggressive person seeks to manipulate others by achieving power over 

them, but he needs people to confirm his self-image, to bolster what may 

well be uncertain confidence in his competitive talents. He will go out 

of his way to be noticed, if such notice brings admiration.

Detached-oriented people want to put emotional distance between 

themselves and others. Freedom from obligations, independence, and 

self-sufficiency are highly valued. Such people do not want to be 

influenced or to share experiences. Conformity is repellant; 

intelligence and reasoning are valued instead of feelings. Detached 

people consider themselves more or less elite, possessing certain gifts 

and abilities that should be recognized without having any need to go 

out of their way to show them to others. The detached type is 

distrustful of others, but does not wish to stay and fight . Homey 

suggests that people frustrated in their,compliant or aggressive 

tendencies, or both, may well adopt this response trait. If one is 

uncertain how to deal effectively with people, or receives negative
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reinforcement from early social interactions, this latter mode may be a 

solution. Goals and values that support this individualistic 

orientation will acquire positive reinforcement characteristics.

Cohen1 s study has 35 items listed in random order. Each item 

suggests a six-response choice (vs. the usual five-response choice on a 

typical Likert scale). Cohen (1967) reported that his subjects have 

shown themselves to be more comfortable with a wider range of responses, 

and that the wider scale has resulted in a corresponding increase in the 

reliability of scores. Sample questions of the format are found in 

Appendix C. The value of this study is twofold. First, the 

professional can determine his or her own response traits. Secondly, if 

it is possible to determine the response traits of another professional 

or the members of a group, it should be possible, to match those response 

traits in order to gain a more compatible relationship. The 

professional interested in becoming a member of a corporation may find 

it impossible to know response traits of existing members. The 

corporation can find by testing if the professional (who is aware of his 

own traits) is likely to fit into the organization.



CHAPTER 6

CONCLUSIONS 3 IMPLICATIONS 3 AND SUMMARY

Doctors in medical groups come to know very soon that group 

membership has many of the same elements found in a marriage. There is 

courtship) a honeymoon period 3 some subsequent disillusionment) some 

mutual accommodation (if durability is to be achieved)5 hard work) 

respect, affection, and, finally, comfort in old age. It is, hopefully, 

a life-long relationship, marked by occasional domestic spats, but never 

lonely. As in marriage, doctors should find themselves in a corporation 

only with the realization that the basic personality traits of their 

associates are unlikely to change.

One clinic manager described three different situations from his

experience where doctors, who had entered the clinic with recognized

personality traits of an annoying nature, had retained those traits for

years. One was a person who was considered quite dull at the outset,

but was admitted to the clinic on the basis of his impeccable background

of professional training. With age, the doctor remained dull, and did

not change. The only thing the others could do was to try to learn to

love him, keeping in mind that he had other virtues worthy of respect .

The second doctor was described as a nitpicker, one who was more

interested than you might ordinarily expect in the precise details of

night calls, compensation arrangements, travel expenses, and so forth.

This person, however, did not wear well with age. What had first come 

■
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across as a kind of nervous scratching for. information ripened with time 

into full-blown chronic bitching once he came to feel secure in the 

group. To please him the group increased his pay, made him a full 

partner, increased his share of the group1 s income, reduced his night 

calls, voted him a bonus, and even elected him president. Still he 

complains . Even granting him the power of the presidency, as it turned 

out, did not change his ways because he was never able to achieve 

n consent of the governed .11 The third doctor was referred to as 

"elusive." The clinic manager described him as being very talented, but 

very hard to locate at night or over the weekend, or even on work days. 

When he was called, he was "between hospitals," his "wife forgot to give 

him the message," " there must be a new girl at the answering service," 

he was "there all the time," and so on. He was given a friendly talking 

to, new rules were set, he was given an unfriendly talk by the executive 

committee, but he never changed.

The clinic manager made it clear that, in his mind, you cannot 

reform a man by marrying him, or by making him a member of your 

professional corporation. If he has a good track record when you 

interview him, and if those who know him best say, without hedging, that, 

he has great promise, chances are high he will be good twenty years from 

now. The clinic manager believes that , if he has a flaw, you should 

study it. It will not go away. You must decide whether you can live 

with him, day in and day out, in reasonable comfort for a working 

lifetime. Likewise, you must predict whether he can live with you. If 

you settle these questions in the here and now, you have avoided one of 

the greatest pitfalls that group practice subjects itself to.



Summary

The purpose of this study was to determine what preventive 

measures the professional should take before incorporating. Various 

doctors and clinic managers have indicated that it is most important 

that the professional be able to get along with colleagues in a 

professional corporation. Very little research has focused on the 

behavioral dilemma facing a doctor who is thinking of starting or 

joining a professional corporation. The author has tried to gather and 

pool all available pertinent information. The conclusions drawn are 

that: the professional will incorporate and practice successfully if he

or she first gains some understanding of the kind of person he or she is 

(personal traits), what kind of things motivate that person, then 

matches those traits with the traits of the professionals forming the 

corporation. The study was conducted through interviews with doctors, 

professional corporation managers, lawyers, and financial architects in 

Tucson. Results of these interviews seemed overwhelmingly consistent. 

All persons concerned verified the theme of the study, and some pointed 

out to the author various methods that they had used to overcome 

problems created by poorly initiated private corporations. Some of 

these methods have been presented in this study. Although there are 

obvious advantages and disadvantages of incorporating, the greatest 

disadvantage is the least obvious, the disadvantage of introducing into 

a professional relationship the conflict-producing issues involved in 

the investment of personal retirement funds, saving thousands in tax 

dollars each year.
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Table A.I. Comparison of proprietorships and professional 
corporations.3

Professional 
Proprietorships Corporations

Gross Income $ 75,000 $ 75,000

Business Expenditures bOperating Expenses 25,000 26,000
Contributions to:
Qualified Pension Plan 7,500 10,000
Accident and Health Plan 800
Disability Income Plan — . 2,000

Total Expenditures $ 32,500 $ 38,800

Gross Income Less Expenditures $ 42,500 $ 36,200

Salary $ 42,500 $ 36,200
Less Personal Tax Exemptions
and Deductions 6,500 6,500

Net Taxable Income $ 36,000 $ 29,700

Individual Expenditures
Federal Income Taxes $ 20,340 $ 7,768
Medical Insurance3 800
Disability Insurance 2,000
Personal Investments 2,500 ——
Total Individual Expenditures $ 15,640 $ 7,768

Summary
Net Taxable Income $ 36,000 $ 29,700
Plus Personal Exemptions 3,000 3,000

. $ 39,000 $ 32,700
Less Individual Expenditures - 15,640 — 7,768

Net Spendable Income $ 23,360 $ 24,932

^Adapted from Hutchings (1976). 
bAdditional expense reflects estimated annual increase in 

Social Security costs, unemployment compensation premiums, accountant's 
fees, minimal, state corporate income fax.

eTJp to $150 .



Table A,2. Comparison of partnerships and professional corporations.a

Professional 
Partnerships . ' ' Corporations

Gross Income $ 175,000 $ 175,000

Business Expenditures
Operating Expenses 49,000 50,000
Contributions to:
Qualified Pension Plan 15,000 20,000
Accident and Health Plan ——  1,600
Disability Income Plan 4,000

Total Expenditures $ 64,000 $ 75,600

Gross Income Less Expenditures $ 111,000 $ 99,400

Salary (Share) for Each
Partner $ 55,500 $ 49,700

Less Personal Tax Exemptions
and Deductions 8,500 8,500

Net Taxable Income $ 47,000 $ 41,200

Individual Expenditures
Federal Income Taxes $ 15,560 $ 12,716
Medical Insurance0 800 -—
Disability Insurance 2,000 --
Personal Investments  2,500 -— -
Total Individual Expenditures $ 20,860 $ 12,716

Summary
Net Taxable Income $ 47,000 $ 41,200
Plus Personal Exemptions 3,000 O',000

$ 50,000 $ 44,200
Less Individual Expenditures - 20,860 - 12,716

Net Spendable Income $ 29,140 $ 31,484

^Adapted from Hutchings (1976).

^Additional expense reflects estimated annual increase in 
Social Security costs, unemployment compensation premiums, accountant’s 
fees, minimal state corporate income tax.

cUp to $150 is deductible but not shown due to minimal effect.
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Table A.3. Comparison of self employment and corporate employment.

Retirement Plan Benefits: 
Contributions 
Max. Deductible Contributions 
Pension Plan

Self
Employment

15% or $7,500

Profit Sharing Plan 
Combination Plan

Minimum Contribution 
Max. Voluntary Contribution

Eligibility Requirements 
Minimum Age

Maximum Age

Years of Service

Integration with Social 
Security

Retirement Age 
At Death:
Estate Tax 
Pure Insurance 
$5,000 Death Benefit 
Exclusion 
Cost Basis

15% or $7,500 
15% or $7,500

$750
10% or $2,500

None

None

3

Not really

Includable 
Income Tax Free

No

Corporate
Employment

Defined benefit:
Lesser of $75,000 or 
100% high 3 consecu
tive years average. 
Defined contribution: 
Annual additions- 
lesser of $25,000 or 
25% of compensation. 
Same
140% of maximum allow
ed under both plans 
N/A
10% x years in plan 
(but see above)

Yes, 25 and 1 year 
of service 
Yes, hired within 5 
years of retirement. 
25 and 1 year;
25 and 3 years (if 
immediate vesting)

Yes

Excludable 
Income Tax Free

Yes

Early Retirement 
Deferred Retirement 
Normal Retirement

Non-deductible con- Non-deductible contri- 
tribution excluding bution including in- 
insurance costs. surance costs.

59-1/2 As specified in trust
70-1/2

65 or 10 years max.
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TABLE A.3— Continued

Self
Employment

Vesting Requirement 100% immediate

Taxability of Lump Sum 
Distributions 
Taxable Portion

At Retirement 
Cost Basis

Taxable Portion

Election after 59-1/2

Possible long-term 
capital gains and 
10-year averaging

Non-deductible con
tribution excluding 
insurance costs 
Possible long-term 
capital gains and 
10-year averaging 

Yes

Corporate
Employment

Graded - as specified 
in trust - 100% after 
10 years - Rule of 45

Possible long-term 
capital gains and 
10-year averaging

Non-deductible con
tribution including 
insurance costs 
Possible long-term 
capital gains and 
10-year averaging 

Yes

Medical and Dental Reimbursement Plans:
Deductibility of Premiums

Taxability of Premiums 
Paid by Employer

No (except 50% of 
medical insurance 
premium up to $150 
and medical expense 
in excess of 3% of 
AGI) if itemize 
deductions 

Yes

Yes

No

General:
Limited Liability 
Contracts

Negligence of a 
Professional

Negligence of an 
Employee

All assets of all 
partners subject 
to suit

All assets of all 
partners subject 
to suit

All assets of all 
partners subject 
to suit

Corporate. assets.

Corporate assets and 
personal assets of 
erring professional

Corporate assets and 
personal assets of 
supervising pro
fessional
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TABLE A.3— Continued

Business Continuity 
Taxation of Accumulations

$5,000 Death Benefit 
Exclusion

Self
Employment

No
Personal Tax Bracket

No

Corporate
Employment

Yes
Corporate Tax 

Rates

Yes



APPENDIX B

SAMPLE QUESTIONS FROM "REASONS FOR MARITAL SUCCESS"3

This questionnaire was completed by circling the appropriate

letter in a graduated scale represented as follows: 

a == an outstanding characteristic of our marriage 

b = fairly successful in this area 

c = a contributing factor to a lesser degree 

d = not one of our strong characteristics 

e = not a characteristic of our marriage.

1. We both have always had a will to succeed.

2. We share goals which we want to achieve.

3. Each respects the privacy and independence of the other.

4. We give each other support and reinforcement.

5. Each tries to please the other.

6. We recognize and meet each other's needs.

7. We have characteristics which are different, but which complement 
each other.

8. We communicate effectively.

9. We are able to talk through a problem

10. We share decision making.

11. We have empathy for each other (the ability to understand).

12. We can meet crises successfully.

^Adapted from Bach (1975).
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13. We trust each other.

14. We share common interests and activities.

15. We can forgive and forget.

16. We practice good money management.

17. Our values are very much alike.

18. Our religious beliefs and practices are compatible,

19. We are excellent companions.

20. We respect each other.

Subjects were then asked to rate their marriage in terms of a 

scale from 0 to 100, with 100 being the most positive, The scale was 

interpreted or evaluated as follows:

90 - 100 = Excellent

80 - 90 — Above Average

70 - 79 == Average

60-69 == Passing but Below Average

50 - 59 = Wot Functioning Well but Hopeful for Improvement

40-49 = Not Functioning Well —  Slight Hope for Improvement

Below 40 = Poor to Completely Failing.



APPENDIX C

SAMPLE QUESTIONS FROM "MEASURE OF INTERPERSONAL 
RESPONSE TRAITS"3

Subjects were asked to complete the following statements 

by checking one of six blanks, the one which best represented their 

feelings about the statement. The blanks ranged from "Extremely 

Undesirable" to "Extremely Desirable."

1. Being free of emotional ties with others is  ________  .

2. Giving comfort to those in need of friends is  __________

3. The knowledge that most people would be fond of me at all times 
would be ________  ,

4. To refuse to give in to others in an argument seems ____________

5. Enjoying a good movie by myself is _____________

6. For me to. pay little attention to what others think of me seems

7. For me to be able to own an item before most of my friends are
able to buy it would be _______ >

8. Knowing that others are somewhat envious of me is  _________

9. To feel that I like everyone I know would be

10. To be able to work hard while others are elsewhere having fun is

11. Using pull to get ahead would be '__________,

12. For me to have enough money.or power to.impress self-styled "big
shots" would be ,

aTaken from Cohen (1967),
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13.

14.

15.

16.

17.

18.

19.

20.

Basing my life on duty to others is __________

To work under tension would be '_________

If I could live all alone in a cabin in the woods or mountains 
it would be , ________  ..

Punishing those who insult my honor is ______  .

To give aid to the poor and underprivileged is .  .

Standing in the way of people who are too sure of themselves is 
 •

Being free of social obligations is  _______  ,

To have something good to say about everybody seems.
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