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About This Report SRR
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Financial Accounting Standard Board (FASB) Statement 123 (Revised 2004), Shared-
Based Payment (Statement 123R) repeals the longstanding “intrinsic value” method of
accounting for equity compensation prescribed by APB Opinion No. 25 (Opinion 25),
and replaced original Statement 123 with a mandate that generally all equity awards
granted to employees be accounted for at “fair value”.

The new rules states that calendar year public companies must comply with Statement
123R in the first quarter of 2006.

Now that stock options will have to be charged to earnings along with other forms of
employee compensation, companies are re-evaluating an “all option” approach that
makes business sense.

Companies need to look beyond equity programs and consider using forms of
executive benefits.

Note: Retirement Capital Group, Inc. (RCG) neither acts as legal counsel, tax advisor nor provides accounting
services. Recommendations should be reviewed with appropriate tax advisor or counsel. This report contains
proprietary and confidential information belonging to RCG (www.retirementcapital.com). Acceptance of this
report constitutes acknowledgement of the confidential nature of the information contained within.
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Balanced Approach

:
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O While stock options are aligned with shareholder’s interest (i.e. stock
price appreciation) they have their limitation since stock options only
reward absolute increases in stock price.

O Thus, in adown or booming stock market stock options may under or over
compensate employees.

0 Compensation Committees and management interested in rewarding other
performance measures, including retention of top talent may be looking
outside equity compensation to executive benefits.



Balanced Approach
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O How well might executive benefits move companies toward their goal of
recruiting and retaining the best employees and motivating them to do
their best work?

O Performance — vested options or restricted stock/units would be the most
direct route as long as the potential payout is viewed as sufficiently big
and achievable to attract, retain, and motivate key employees.

L Are there different measurements that can drive behavior and meet
company goals?

Example:

=  Cost cutting;

=  Working capital or market gain;
= Research breakthroughs;

=  Margins.



Balanced Approach

Employers Cutting Back

O In arecent survey 75% of respondents said they were reducing the

number of options granted.
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Figure 6. Companies Reducing Stock Option Grants
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Source: The 2005 Deloitte Stock Compensation Survey

* TMT - Technology, Media and Telecommunication industries as well as life sciences.
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Equity Based Compensation Alternatives HHH

RCG

Retirement Capital Group

O In the survey 42% of all public companies and 31% of all private companies
are reducing or eliminating employee participation in equity-based
compensation programs, with no other benefit being offered in return.

Figure 8. Employees Affected by Reduced Stock Options

(TMT* vs. Non-TMT) B Public TMT (n-83)
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Management Level

Source: The 2005 Deloitte Stock Compensation Survey

* TMT — Technology, Media, and Telecommunications.



Employers Cutting Back
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O The majority of companies, both private (55%) and public (89%), are
considering alternative forms of equity-based compensation.

Figure 15. Alternative Forms of Long-term Equity-based
Compensation (Public and Private Companies)
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Considering Alternatives
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B Time-vested restricted stock/units B Share-settled SARS
B Performance-vested restricted stock/units Performance-granted stock opportunity
Performance-granted restricted stock/units B Phantom stock paid in cash
B Time-vested stock options Indexed stock options
B Performance-vested stock options Other

Source: The 2005 Deloitte Stock Compensation Survey



Long-Term Incentive Alternatives

Long-Term Linkage to
Incentive Shareholder
Vehicles Return

Stock Options High

Service-Based

Restricted Stock Low to Medium

Performance-Based

Restricted Stock Medium to High

Performance-Based
Supplemental
Executive Retirement
Plan

Medium to High

Performance Cash Medium to High

Restricted Phantom

Stock Medium to High

*RCG/ECG 2005.
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Equity Based Compensation Alternatives

0 Restricted stock seems to be one of the alternatives to stock options as
they have many ADVANTAGES:

=  Unlike stock options they can’t fall “underwater”;
= They act as an incentive even when stock price falls;
= Less dilutive to shareholders.

U However, restricted stock also has a number of DISADVANTAGES:

= Tax inefficiency from employee’s point of view;

= |Increased impact to the P&L as compared to stock options (if the company is not
expensing its options).



Equity Based Compensation Alternatives

0 Instead of a Restricted Stock program, some companies have
implemented “Restricted Phantom Stock” programs.

L Designed properly “Restricted Phantom Stock” plans:

= Can offer same wealth accumulation to senior management as Restricted
Stock;

= Ability to defer gains and diversify the investment away from company stock
risk without additional cost to company;

= Vesting is not a taxable event to the executive as it is with Restricted Stock;
= No dilution to shareholders;
= Can be integrated with stock ownership guidelines;

=  Provides higher tax deductions to company and flexible tax planning
opportunities to the executive;

=  Fixed accounting is allowed for Phantom Stock if the company settles the
obligations in stock*.

* FASB Emerging Issues Tax Force (EITF) 97-14.
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O Fixed Accounting is a major Advantage with the Phantom Stock R(:G

Alternative:

= EITF 97-14 states that if the company settles the obligation with shares instead of
cash, the company can use Fixed Accounting;

= This means no additional expense hit to earnings as the shares appreciate post-grant.
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Phantom Stock

0 Phantom Stock eliminates any “overhang” issue for the company;

O Phantom Stock, with a deferred compensation feature, eliminates the
need for the executive to take an 83b election;

O Phantom Stock plans do not require shareholder approval.
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Performance-Based SERP
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O Performance-Based SERPs are another alternative.

O The Performance-Based SERP is designed as a defined contribution
method similar to a 401(k) plan. Basically, the employer tracks each
executive’'s SERP benefits as an account balance payable after the
executive terminates employment.

O Until that time, the executive’'s deferred compensation grows in two
ways:

=  Employer Contributions;
» Earnings on Past Credits.

12



Performance-Based SERP
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Employer Contributions

O The central component to a defined contribution SERP is a formula by
which the employer commits to make regular credits to the executive’s
account:

» Credits made as a percentage of the executive’s pay, with the percentage
fluctuating based on previously defined measures of corporate performance.
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Performance-Based SERP

Employer Contributions (continued)

Example:

O 2% of pay is targeted as annual credit for satisfactory performance,
based on ROE, which is targeted to be 16%.

0 The SERP formula could provide for annual credits equal to one-
eighth (1/8) of ROE times the executive’s base pay.

O A minimum percentage could be established, such as 1% of pay if the
employer wants to ensure some minimal accrual toward
supplemental retirement benefits.

Note: Vesting — The employers’ contributions would be subject to vesting.
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Performance-Based SERP

Employer Contributions (continued)

$350,000

$300,000 pd

$250,000 /

$200,000 //
$150,000

Accumulation

$100,000 /

/ = Cumulative Employer Contributions
$50,000

$' T T T T T T T T T T T T T T

O Executive age 50. Years

O Formula 2% of base pay earning 7% annual.
4 Salary $150,000.

This hypothetical illustration shows how the performance of underlying
accounts could potentially affect an account balances. It may not be
used to predict or project investment results. . . .
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Performance-Based SERP

Earnings on Past Credits

O The employer may secure significant accounting benefits by tracking
each executive’s benefits in the form of deferred shares of employer
stock. If this is done, no expense arises from appreciation in their value.

0 An employer may instead opt to pay SERP benefits in cash, or to
measure the earnings on SERP accounts by a measure other than stock
price.
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Performance-Based SERP
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Earnings on Past Credits (continued)

There are many choices for crediting interest or earnings to the executive’s
account. Some of the most common are:

O A fixed or market interest rate, such as prime;
O A corporate performance measure such as a percentage of ROE; or

O Mutual fund investment selected by the employer (often to mirror 401(k)
plan choices).*

* Could allow executives to self-direct.
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Performance-Based SERP

Restricted Stock vs. Funded SERP

Many organizations are using Performance-Based SERPs as an alternative
to issuing restricted stock. The following chart compares the P&L Impact.

After-Tax P&L Impact
Restricted Stock vs. Funded SERP

$400,000
$300.000 + —— Funded SERP /
——Restricted Stock /
$200,000
$100,000 -
$0 [ [ T T T T T T T [ T I T 1 T

1 113 15 17 19 21
($100,000) -

25 27 29 31

($200,000) 1

($300,000)

This hypothetical illustration shows how the performance of underlying
accounts could potentially affect an account balances. It may not be
used to predict or project investment results. . . .
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Performance-Based SERP
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Plan could provide base for retention, i.e. 30% of final pay at retirement
with “performance kicker”, i.e. 2% per year.
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Case Study
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O To illustrate the financial impact of the alternatives, we have prepared a
“case study”.

O Case study alternatives:
= Restricted Stock;

= Phantom Restricted Stock;
= Performance-Based SERP.
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Case Study

FAS 123R: A Level Playing Field - Example

Stock Options FAS 123R Restricted Stock

Grant: 300 shares @ $10/share

Value: $1,000
(Black-Scholes Value 33%)

Company Expense: $1,000
(Spread over vest period)

Dilution: 300 shares

. Expense o

is Equal

Grant: 100 shares @ $10/share
Value: $1,000

Company Expense: $1,000
(Spread over vest period)

Dilution: 100 shares

RCG
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Stock Options

Grant: 300 shares @ $10/share

Value: $1,000
(Black-Scholes Value 33%)

Company Expense: $0
(Spread over vest period)

Dilution: 300 shares

Before
FAS 123R

Options —
+~ No
Expense/Re
stricted _*¥
Stock-Same
as Above

HEN
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Restricted Stock

Grant: 100 shares @ $10/share

Value: $1,000

Company Expense: $1,000
(Spread over vest period)

Dilution: 100 shares
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O Dollar results for stock options vs. restricted stock grants under 123R:

Stock Options (300 shares) v. Restricted Stock (100 shares)

S00my Stock Options
B Restricted Stock
400 -
300 —
200 200 200 200 200 200 200 200 200 200
200 — - . . §
100 —
O | - | 2 | = I 2 I
1 2 3 4 5
YEARS

HEN
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Case Study

Economics to Executive
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Exercise Price
$15 =

Share Price
$10

Gain of $5

X 300 shares .
Share Price

$1,500 Gain i $10

Exercise Price
$15 X 100 shares

$15,000 Gain

Options
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Case Study

Economics to Executive
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Exercise Price

Exercise Price
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$50 = Gain of $40 $50 X 100 shares
X 300 shares = i
Share Price :  Share Price $5,000 Gain
$10 $12,000 Gain
Options Restricted
HEN



Case Study

Restricted Stock (100,000 shares) v. Phantom Restricted In
Performance-Based SERP (100,000 shares)

Restricted Stock Phantom Restricted

100,000 Shares 100,000
Grant

$10.00 Price $10.00
Vesting

$15.00 Price $15.00

$1,500,000 Taxation G *
X 40% A+
$600,000 Vesting

* There is no tax at vesting, only at distribution.
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Case Study
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Advantages of Phantom Shares/Performance-Based SERP
In Deferred Compensation Plan
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(Assumes 7% Pre-Tax Return)

After Tax

$1.5 Pre-Tax

$2.04 Million*

v

After Tax
$900,000

$5.8 Million** $5.3 Million
Pre-tax ($357,089 [P
After Tax for
$3.48 Million ~ 12 Years)
After Tax
Lump Sum
7
$1.5 Million OR
Pre-tax

.

20 Years
Restricted Stock

This hypothetical illustration shows how the performance of

20 Years
Phantom Shares Deferred

underlying accounts could potentially affect an account balances. It

may not be used to predict or project investment results.
*Assumes $1.5 Earns 7% pre on 4.2% after tax.

**Assumes $1.5 Earns 7% pretax in deferred compensation plan for

20 years.
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Case Study
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O Performance-Based SERP

= As an alternative, the company could make an annual
contribution to SERP based on predetermined goals.

= The company could informally fund plan and recovery company
cost.

= Assuming the same annual contribution (expense level) of
restricted stock, executive could diversify investment.
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Conclusions
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O Look “out of the box” for alternatives to expensing stock options.

O Consider different measurements for driving behavior that will impact
shareholder performance.

d Look at executive benefits as an alternative.
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The opinions, estimates, charts and / or projections contained hereafter are as of the date of this
presentation / material(s) and may be subject to change without notice. RCG endeavors to ensure that the
contents have been compiled or derived from sources that we believe are reliable and contain information
and opinions that we believe are accurate and complete. However, RCG makes no representation or
warranty, expressed or implied, in respect thereof, takes no responsibility for any errors and omissions
contained therein and accepts no liability whatsoever for any loss arising from any use of, or reliance on,
this presentation / material(s) or its contents. Information may be available to RCG or its affiliates that are
not reflected in our presentation / material(s). Nothing contained in this presentation constitutes a
solicitation, recommendation, endorsement, or offer to by or sell any investment product. Investing entails
the risk of loss of principal and you alone assume the sole responsibility of evaluating the merits and risks
associated with investing or making any investment decisions.

The hypothetical illustrations show how the performance of underlying accounts could potentially affect a
policy’s cash values and death benefits. It may not be used to predict or project investment results.




