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The After-Tax Solution to Pre-Tax Challenges
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The Challenge

Designing deferral, retirement and retention plans under new
federal and IRS code regulations

g Non-qualified Deferred Compensation Plans (NQDC)
have worked well for years
q Worked so well, IRS was prompted to make changes

q New & proposed regulations make traditional plans
¢, More complex
¢ Less efficient
¢ More burdensome
¢ Less attractive

q The business need for these types of plans continues
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The Solution

A program with advantages of Pre-tax plans i without the
regulatory compliance challenges

q An after-tax funding vehicle
q Not subject to IRS rules or reporting under 457(f) or 409A
q Delivers valuable benefits to both the organization and the participants

q Gives the organization full control of costs
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POLL

TWO QUESTIONS
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Deferred Compensation Has Been The Tool Of Choice
In Addressing Numerous Business Challenges

q Executive and Physician benefit
planning (Sections 457(b),
457(f), 83)

g Retirement accumulation plans
g SERP funding
q Retention plans

g Physician and Executive
Recruitment incentives
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IRS Intent on Dismantling Traditional Deferred
Compensation in Tax Exempt organizations

Non Qualified Plan Flexibility /
Ease of Administration

Less Effective

IRS Regulations
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IRS Effort Has Intensified

19861 Tax Reform Act of 1986 extending 457(f) to tax-exempt employers,
requiring substantial risks of forfeiture for tax deferral.

199171 Form 990 first requires double reporting of deferred compensation
1996 1 Intermediate Sanctions added to tax code

19991 IRS and DOL rule against severance accrual plans

200171 IRS begins revising split dollar rules

20027 Intermediate Sanctions regulations published

20021 Sarbanes-Oxley T Requires board oversight of compensation in
public companies

200317 New 457(f) regulations disallow stock option plans

20031 Split Dollar Final Regulations imposing substantial risk of forfeiture
requirements on some split dollar arrangements

2004711 RS i1 nitiates fisoft audito program f oc

20047 American Jobs Creation Act i Enacting 409A

20057 Notice 2005-1 with preliminary guidance on 409A

2007 7 Final Regulations under 409A with 400 pages of rules and procedures to
avoid 409A penalties

2007 7 Notice 2007-62 7 IRS announcement of intention to disallow noncompete
restrictions, rolling risks of forfeiture and voluntary deferrals as

substantial risks of forfeiture
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IRS Effort Has Intensified
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If We Continue To Use Traditional NQDC, How Can We
Manage the Administrative Complications and Costs?

HR
Department

“Mr. Corley can't see anyone until he's finished his paperwork."
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Our Advice? T Surrender Is Not An Option!
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What Are The Options?

1. Do Nothing - Wait for final IRS guidance and respond within
allowable time frame

2. Change plan to comply with 409(a) and 457(f) Transition
Rules
y  Use cliff vesting
o Little long term value / utilization

y  Continued administrative burden and costs

3. Terminate plan and accelerate vesting
y  Election must be made prior to 12/31/08 to avoid penalties

y  Money paid out as taxable income beginning in January of 2009
y Elect new vesting dates or pay out cash on a going forward basis

4. Find an alternative
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Mission: Develop a New Approach for Delivering

Deferred Compensation

For the Organization -
g Reduce Administrative Burden
qg Remove/ Reduce Balance Sheet Liability

q Reduce Cost
q Maintain Retention features

For the Individual -
g Mimic Pre-tax advantages
Maximize Tax Efficiency
Minimize Volatility & Investment Risk
Diversify Investment Portfolio
Valuable Retirement and Death Benefit

o0 O o o
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Pre Tax Plan vs. After Tax Protocol

$100,000 of Pre-Tax Income
Goal: Tax-advantaged long term retirement savings

Pre Tax Plan After Tax Solution

1$100,000 $100,000 _

at work at work

& at ris

EMPLOYER SPONSORED PLAN

PORTABLE AFTER-TAX SAVINGS PLAN

*I' RS floanso tax doll ars *Private Lender loans tax dollars
Cost of loan is risk _ Cost of Loan is Interest
Yy Risk of loss in event of employer insolvency y/ Cost of the loan is a commitment to your after-
y Substlan.tlal “Sk_Of forfeiture tax savings program and the interest on the
Yy Restriction on distribution options loan of LIBOR + 90 bps each year for the term
of the loan prior to loan payoff. Interest may be
& paid annually or accumulated
K
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After-Tax Protocol Design Summary

An alternative to Non Qualified Deferred Compensation
q Funded with after-tax dollars

q Indexed Universal Life Insurance Policy
q Tax deferred accumulation of earnings
q Tax free distributions
q Permanent death benefit protection

q Supplemental contribution from Lender to re-forest taxes
(premium financing)

g Life insurance policy serves as sole collateral
Participant loan approval subject only to basic personal qualifications
No individual financial underwriting is necessary

Interest on loan charged at LIBOR plus .9% (adjusts annually)

o0 O o O

Interest accrues within the contract and the interest and principal are
not due until participant takes first distribution

g Interest and principal can be paid directly from policy cash value
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After-Tax Protocol Design Summary (cont.)

g Unique interest crediting approach
q Policy has a guaranteed minimum 2.5% crediting rate
q Interestis based on performance of three indices (one domestic/two
international)

g Only the two best performing indices (of three indices measured) are
considered in calculating returns, over weighted to the better performing

index
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AIG Elite Global Index Interest Crediting Strategy

The policy participates in the global economy with three indices:
S&P 500° Dow Jones EURO STOXX 50° Hang Seng Index
Index interest is calculated at the end of each five-year period

The policybébs cash value will n%

Participation EESRGCITI{Igle
Rate Rate

The worst performing index for the five year period is discarded

i
U

Participation Rate - in equity-indexed life insurance, a participation rate determines how much of the gain in the

i ndex wi |l | be credited to the I ife i nsurance policy. F
55%, which means the policy is credited with 55% of the gain experienced by the index.

Q
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After Tax Protocol Crediting Advantages

Using a five-year look-back period and a calculation that utilizes
the two best-performing of three indices measured, has the
potential to:

q Produce higher interest crediting rates than single indexed
crediting methodologies

q Provide diversification to enhance the likelihood of positive
iIndexed returns

g Reduce the volatility associated with year to year performance
g Does not require active management
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Retirement Security Solution

Past Performance for 5-Year Periods (19921 2006)
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After Tax Protocol Program Advantages
(based on current federal income tax laws)

L5

Exempt from government regulations
currently applied to employer-sponsored
plans including ERISA, IRC Sections
457(f) and 409A, and split dollar rules

Simplified accounting and record-keeping

Predictable control of balance sheet
liability

No benefit performance liability

No actuarial fees

Optional employer contributions (no
limitations or caps)

Tool for improving relations with private
medical staff (works for both W-2 and 1099
contractors)

The benefit can be designed with features
to enhance retention

&

EALTHCARE

No substantial risk of forfeiture
Earnings accumulate tax-deferred

No contribution limitations associated with
traditional qualified retirement plans

In most states, investment funds are
protected from malpractice judgments

Way of diversifying planning and funding
for retirement

Portable
Complete flexibility in distribution timing

Tax free distributions protect against
changing tax rates

Life insurance death benefit protection
$1Million GI / $2 Million Sl
Zero insolvency risk
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How will we attract and retain the best available talent?
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After Tax Protocol I Retention Strategies

There are several designs that a sponsoring organization might use as a
retention device:

NO RETENTION FEATURE T Zero cost to organization

The annual interest is added to the outstanding balance of the loan each year. Under
this design, the participant bears the cost of the loan interest and principle.

BASIC RETENTION FEATURE i Moderate Cost to Organization

The organization agrees to participate in the financing cost by paying some or all of
the interest if the participant satisfies certain retention requirements (perhaps 5 years
of service or production targets).

MAXIMUM RETENTION FEATURE T Higher Cost to Organization

The organization participates in the interest on the loan as outlined above. In

addition, the organization can define ACar
meeting this definition by paying some or all of the principal due to the lender.
&
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After Tax Protocol i No Retention Feature

Assumptions:
- Tax rate assumed to be 40%

- Income and cash value based on assumed annual crediting rate of 9.03%
- Tax replacement loan rate = LIBOR+90bps (6.40%)

- Tax replacement loan and interest must be repaid prior to taking income loans

Please note: All values are estimates based time, rates of interest and return. Refer to the complete insurance illustration
§ and companion loan and distribution illustration for additional information.
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