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There is a fundamental shift going on in the way retirement benefits are
being delivered to highly-compensated individuals.

In the early days, pension plans were almost always defined benefit (DB) plans that promised
an income stream for life. DB plans provided a comfortable retirement for people who worked
for a single employer over an entire career. But today, the idea of “lifetime employment” has
become a relic of the past, and retirement plans built on the foundation of lifetime employment
have lost their effectiveness. In a world where a career means having a series of employers,
DB plans are mismatched to employees’ needs and their ways of thinking about their careers.
Thus defined contribution (DC) pension plans have gained favor as more and more employers
have discovered their advantages.

Nonqualified pension plans, those provided only to upper management, have been slower to
change, and as a result, CEOs and other senior executives are still often provided with
supplemental retirement plans in the defined benefit format. Yet, the factors that make DC
plans preferred for all-employee plans are present in today’s executive workplace, and changes
in the laws governing nonqualified deferred compensation are accelerating the transition of DB
plans to DC formulas.

This article will discuss factors that have made defined contribution designs popular with both
employers and employees. It will then address the reasons SERPs and other types of
nonqualified deferred compensation plans are being converted to DC formulas, and examine
how plan sponsors can use defined contribution plans effectively to achieve their objectives of
rewarding and retaining their best executive talent.

Why Quialified Pension Plans Have Evolved

The original retirement programs were “defined benefit” pension plans that promised a certain
level of retirement income in exchange for services over a career. The promise usually went
something like this: “If you work for us for 40 years, we will pay you 60% of your final average
pay, beginning at age 65, for as long as you live.”
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The last 35 years have seen a sea of change in pension plan design as employers of all sizes
and across all industries have replaced their old defined benefit pension plans with second-
generation “defined contribution” plans. Under a DC pension plan, employees have their own
accounts that receive deposits and are invested in stocks, bonds, or mutual funds.

The transition to DC plans began when employers became aware that DB plans were not very
effective in retaining younger employees. The typical DB formula was hard for employees to
understand, so they didn’t give their employers credit for providing a benefit of substantial value.

As employers began adopting defined contribution formulas for their qualified pension plans,
they began discovering other advantages. Two of the most important: the ability to shift
investment risk to employees and the ability to ask employees to share in the funding of pension
plans. These advantages, along with the addition of Section 401(k) to the tax code, led to the
development of third-generation qualified pension plans.

Advantages of DC Pension Plans Over DB Plans

For Employers: For Employees:

Their value is easy to communicate - Vested benefits are fully portable when

Costs do not change as the workforce ages changing jobs

Participation reduces current taxable

Costs are predictable and limited by the income

plan formula
Employee contributions are always fully
vested; employer contributions vest
quickly/fewer forfeitures

Employers may shift investment risk to
employees

Employers may ask employees to share Their value is easy to understand
responsibility for funding
Always fully funded/little or no risk of

Contributions may vary year-to-year based employer default

on profits
Accounts segregated by employee cannot

No PBGC premiums be diverted to pay benefits for anyone else

Employees prefer them; physicians

demand them Account may be inherited, not only by

spouse, but also by children or anyone else
named as a beneficiary

Third-Generation Qualified Pension Plans

Section 401(k), authorizing “cash or deferred arrangements” (CODAs), was added to the tax
code following passage of the Revenue Act of 1978. 401(k) plans allow employees to
voluntarily defer receipt and taxation of part of their pay until after retirement. They also allow
employer contributions to vary from year to year based on profits. 401(k) plans are similar in
many ways to the Section 403(b) tax-deferred annuity plans offered by 501(c)(3) employers.



The presence of Sections 401(k) and 403(b) in the tax code have expanded the options for
employers to establish pension plans that are partially or wholly funded by employee
contributions.

Initially, 401(k) and 403(b) plans were offered alongside traditional pension plans, and provided
a means for employees to add to their total retirement income through their own participation.
But over the years, many employers have discontinued their first- and second-generation
pension plans, and many newer employers never established traditional pension plans at all.
Thus 401(k) or 403(b) pension plans have become the sole source of retirement funding for
many American workers.

401(k) and 403(b) plans can provide retirement income streams at the same high levels as older
DB pension plans, but only if employees maximize their own contributions and make wise
investment choices. Today'’s third-generation pension plans can best be characterized as
individually-sponsored plans that move from job to job with the employee throughout a career,
and allow for varying levels of employer participation in funding.

The Importance of Nonqualified Deferred Compensatio  n

Supplemental Executive Retirement Plans (SERPs) and other types of nonqualified deferred
compensation are a substantial part of the total retirement package for most CEOs and senior
executives. Hospitals and health systems typically find it necessary to offer nonqualified plans
in order to attract, retain, and reward executives who are proven leaders of these complex
organizations.

Nonqualified SERPs often have traditional DB formulas, but second-generation DC formulas are
becoming more common. A typical defined contribution SERP targets a specific replacement
ratio (e.g., 60% of final average pay), but translates the target into annual contributions that are
expressed as a percentage of salary.

Traditionally, employers and executives have preferred SERPs that work like qualified pension
plans, allowing executives to avoid paying taxes on benefits until they actually receive income
following retirement. By deferring taxes on employer contributions, executives can invest 100

cents of every dollar, and earn tax-deferred investment returns as well. The advantage of tax

deferral over a career creates much of the retirement benefit value.

Providing nonqualified, tax-deferred compensation to executives in the for-profit world is fairly
easy, but tax-exempt employers must structure their plans within the rules set by Section 457 of
the Internal Revenue Code. Section 457(b) limits “eligible” deferrals to $15,500 per year®, an
amount too low to meet the needs of most executives. Section 457(f) permits additional
“ineligible” deferrals, but these become taxable when they are no longer subject to a “substantial
risk of forfeiture,” even if payment is delayed to a future tax year.




Why Nonqualified Deferred Compensation Plans Are Ab  out to Evolve

Current conditions for tax deferral are changing rapidly, and this is causing many employers to
re-think the design of their executive retirement programs.

For example, increasing federal budget deficits related to the financial bailout and the cost of
two wars are creating pressure to allow the Bush tax cuts to expire after 2010. For executives
with high incomes, deferring taxes until a future year makes sense if tax rates are stable, but if
tax rates increase, the economic value of deferral is diminished or lost.

Recently, Congress has imposed new legal requirements on deferred compensation. Section
409A, enacted as part of the American Jobs Creation Act of 2004, has added administrative
complexities and required nearly all nonqualified deferred compensation plans to be modified.

Tax-exempt employers are concerned about a threat made by the IRS to update longstanding
practices concerning substantial risks of forfeiture. Most experts believe that the IRS will soon
eliminate non-competes and rolling vesting dates as risks that will defer taxation, leaving cliff
vesting as the only option. This means that an executive working for a tax-exempt organization
would forfeit all SERP benefits when deciding to retire earlier than planned. Furthermore, the
IRS is threatening to ban most voluntary deferrals in excess of the $15,500 eligible plan limit.
These changes would leave executives with few good options to accumulate adequate
retirement benefits, either through employer-funded plans or through their own deferrals.

Executives need access to third-generation nonqualified retirement plans that share the
advantages of 401(k) and 403(b) plans. They need plans that can be individually sponsored,
moving with them from job to job over a career, yet allowing employers to participate in funding
to varying degrees. They need plans that avoid the restrictions of Sections 457 and 409A and
are not encumbered by substantial risks of forfeiture. They need after-tax retirement strategies
that can produce financial results comparable to 401(k) plans, while mitigating the impact of
future changes in tax rates.

Hospitals and health systems need better options for recruiting, retaining, and rewarding
executives. Simply providing cash in lieu of retirement benefits presents a problem -- cash has
little or no value in retaining executives, one of the primary reasons why employers provide
SERPs in the first place. Furthermore, employers have no assurance that cash payments will
actually be saved for retirement. Executives may reach retirement age and complain that their
retirement benefits are inadequate or non-competitive. Finally, simply increasing executives’
pay can raise concerns about excess benefit transactions and reasonableness of
compensation.

An Alternative to Cash Payments

What is the alternative to cash payments? Leading-edge benefit designers have some
intriguing ideas, such as Integrated Healthcare Strategies’ Retirement Security Solution, a
branded program that uses a specially-designed universal life insurance contract to hold annual
retirement plan contributions.

Cash within a life insurance contract earns investment returns that are not taxed until withdrawn,
and policy owners may take loans instead of withdrawals, resulting in a tax-free income stream?.




Financial results for life insurance contracts are generally comparable to those for a Roth IRA.
But some life insurance products include unique features that enhance financial performance
even more. For example, the Retirement Security Solution matches plan deposits with a “tax
replenishment loan” that converts after-tax deposits into pre-tax-equivalent dollars. The
resulting investment returns rival those of a pre-tax 401(k) plan. But unlike 401(k) plans, the
program has no limits on income or deposits, plus it avoids substantial risks of forfeiture and the
administrative complications of 409A.

Employers sponsoring the Retirement Security Solution program for executives gain all of the
advantages of a DC pension plan, within a benefit structure that can only be found in an
employment setting. This approach to providing nonqualified retirement benefits is more
effective in retaining key executives than straight cash payments, because its financial
performance simply cannot be duplicated anywhere else.

Summary

The workforce has become more mobile over time, and employer-sponsored retirement benefits
have evolved to meet changing realities. Third-generation pension plans today are essentially
individually-sponsored benefits that move with an employee from job to job, and allow
employers to participate in funding at varying levels. Even supplemental executive retirement
programs are adopting third-generation designs, and increasingly, they utilize after-tax
investment strategies to avoid the complications of 409A, 457(f), and uncertainty about future
tax rates.

Employers that adopt innovative, unique funding vehicles like the Retirement Security Solution
to deliver executive retirement benefits will achieve their goals of attracting, rewarding, and
retaining their top executive talent.
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About Integrated Healthcare Strategies

Integrated Healthcare Strategies offers comprehensive human resource consulting services to
the healthcare industry. These services include executive total compensation design; executive
search; governance and leadership consulting; physician services; and human capital
management consulting services. Integrated Healthcare Strategies also offers proprietary
deferred compensation solutions for both executives and physicians. If you would like more
information about retirement benefits or our Retirement Security Solution, please visit
www.ihstrategies.com. To speak with the authors of this article, Jim Nelson or Drew Erra, call
1-800-327-9335 or email them at jim.nelson@ihstrategies.com and
drew.erra@ihstrategies.com.



