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THE MANAGEMENT SECURITY PLAN — AN IRC SECTION 162(A) BONUS PLAN

A Management Security Plan is an IRC Section 162(a)
Bonus Plan arrangement that can provide significant death
benefits and cash value accumulation for key employees.
Because it is a simple and straightforward way to reward a
key employee over and above traditional salary and other
benefits, this plan is a popular strategy for delivering
supplemental benefits. Using this method, the corporation
pays the premium for a life insurance policy owned by the
employee. The premium payment is considered a bonus and
results in ordinary income for the employee and is taxable at
normal income tax and other payroll tax rates. The
premium payments made by the employer are tax deductible
to the company (as it is paid to the insurance carrier).
Participation in the Management Security Plan is voluntary
for the key employees.

Contributions elected by the participant will be deducted
from their annual salary on an after-tax basis and paid as
premium to the policy. For employees who elect to
participate, the company will pay the initial minimum policy
premium as long as the participant is an employee of the
company. In addition, the company may make discretionary
contributions directly into the policy.

In order to participate, employee’s will need to meet certain
minimum health requirements to qualify for the life
insurance, and agree to make at least the annually required
minimum contribution each year (as determined by the plan
sponsor) and restrictions may apply to the maximum
amount of contribution that may be made in any given yeat.

KEY FEATURES

contribution equal to a pre-tax, 401(k)-like deferral
amount.

o The policy can be owned either by the key employee or
a third party such as an irrevocable trust. The employee
has most of the normal rights of a policy owner,
including naming a beneficiary, but also enters into a
Modification of Ownership Rights agreement that limits
their rights to access policy cash values while employed,
providing the employer with some “golden handcuffs”
on their executives.

o As the owner of the policy, the participant may select a
premium allocation into the various sub-accounts within
the variable life insurance policy. The allocation may be
changed at any time subject to the restrictions of the
Insurer. The initial minimum premium amount
contributed by the company each year must be allocated
to the Guaranteed Investment Account from which all
policy insurance and administrative charges will be
deducted and may not be re-allocated by the Participant.

o The death benefit proceeds payable under the policy will
be paid to the participants’ designated beneficiary(ies)
under the policy. It is agreed that the company shall not
be entitled to receive any death benefit proceeds.

162 BONUS PLAN COMPARED TO OTHER SAVINGS
OPTIONS

TAXABLE INVESTMENTS

o The employer and the employee enter into an agreement
under which the employee agrees to contribute a
portion of their compensation, and the employer agrees
to pay a discretionary bonus which is used to pay the
premium on a life insurance policy. The employet’s
contribution equals the minimum amount needed to
maintain the policy, and may also include an additional
amount needed to make the key employee’s

Taxable investments have the potential to accumulate cash
and can be accessed at any time. Investors may make
unlimited distributions and withdrawals. Taxable
investments may be subject to income and capital gains tax
each year or at the time of withdrawal.

QUALIFIED PLANS / TRADITIONAL IRAS / ROTH IRAS

Qualified Plans, such as employer retirement plans and
traditional IRAs, usually comprise the majority of assets in a
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retitement portfolio. Both qualified plans and traditional
IRAs have age requirements and restrict the amount of
money that can be contributed annually. Distributions
cannot be taken until age 59 %2 and must be taken by age 70
1/2. Early distributions are subject to a 10% penalty as well
as income taxes. Roth IRAs are another good savings
vehicle. Money is contributed to a Roth IRA account on an
after-tax basis and grows income tax free. Like traditional
IRAs, Roth IRAs have income restrictions for eligibility but
do not have a set distribution age of 70 ¥2. Distributions
can be taken income tax free, anytime after age 59 .

MUNICIPAL BONDS

MANAGEMENT SECURITY PLAN — DETAILS

ADVANTAGES AND TAXATION ISSUES FOR THE EMPLOYEE

Municipal bonds are generally free from federal income tax.
They are debt securities of a municipality and are not subject
to state income taxes if owned within the state of issue.
Municipal bonds are not subject to contribution restrictions
and accumulate on a tax-deferred basis. Municipal bonds
are a great investment choice for individuals in the highest
income bracket. However, municipal bonds yield a low rate
of return compared to other investments.

o DPolicy cash values grow tax deferred and if propetly
structured, may be received tax free. This provides a tax
advantaged way for the employee to save for retirement
or other financial goals.

o Contributions made by the employer are considered
ordinary income for the participant and must be
reported in the year received (IRC Section 61(a)(1).
Amounts are reported as an adjustment on Form W-2.

» Bonuses are subject to current federal income tax.
Employer may bonus an additional amount, a “double
bonus” to cover the taxes on the bonus, including the
additional bonus.

»  Employees must pay Social Security and Federal
Unemployment taxes on bonus amounts.

The Management Security Plan - Plan Mechanics

Plan Contributions

Employee
Contribution

Employer
Discretionary
Match
1

v !

Income Taxes Paid on Contributions

\

Net Premium Contribution =
Employee Pre-Tax Contribution + Minimum

Variable Universal Life Policy
(with Restrictive Endorsement on Employer Contributions)

17 Plan Benefits —l

Employee

Ownership of Insurance Policy
Pre-Tax Equivalent Contributions

Tax Deferred Investment Growth
Potential

No Minimum Distribution Rules

Flexible Benefit Management

Employer Paid
Tax "Gross-up"
Bonus

Employer Paid
Minimum
Premium

Employer

Low Marginal Benefit Cost
Tax Deductible Contributions
Ability to Discriminate

Simple to Administer
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o Contributions made by the participant are made on
an after-tax basis.

o If propetly designed, life insurance policy
distributions are not subject to a 10% penalty for
withdrawals prior to age 59 Va.

o Death benefit proceeds would be includable in the
gross estate unless a third party trust was properly

established (IRC Section 2042).

ADVANTAGES AND TAXATION ISSUES FOR THE EMPLOYER

o Provides a way for the company to attract, reward,
and retain key talent.

o Freedom to select from among highly compensated
key employees and to provide different benefits levels
to different groups.

e Simple to set up and administer; IRS approval is not
required and these plans avoid many of the costs and
complexities of complying with ERISA.

o Premium payments made by the employer are
generally considered current compensation to the
employee.

e The payment of the bonus is normally deductible to
the employer if the bonus is an ordinary and
necessaty business expense and made in good faith as
additional compensation for services rendered (IRC
Section 162(a)).

o The bonus must fall within the reasonable
compensation rules (Treas. Reg. Section 1.162-9).

MODIFICATION OF OWNERSHIP RIGHTS

c) assigning the Policy as collateral for security,

d) changing the ownership of the Policy by
endorsement, assignment or modification, or

e) to exercise any other right, privilege, option or
benefit granted by the Policy to the owner during
the lifetime of the Insured, except as permitted
by the Company.

The Release of the Modification of Rights will terminate
upon the earlier of the attainment of age sixty (60),
termination of employment with the company,
performance of all of its terms following your death,
written notice from one party to the plan agreement to
the other with thirty (30) days notice, company's
bankruptcy, receivership, dissolution or total cessation of
business for any reason whatsoever, any action by one
party to the plan agreement that would defeat or impair
the interest of such other party other than death or
termination of employment with the company.

ERISA ISSUES

The program is structured around the purchase of a
specially designed variable life insurance policy that will be
owned by the participant. A Modification of Ownership
Rights will be executed by the Participant detailing the
ownership rights and duties under the policy while the
plan is maintained. The modification creates “handcuffs”
on the key employees by limiting their access to policy
cash values until certain milestones or time frames are
met. The Modification of Rights prohibits the participant
from:

a) surrendering the Policy for its cash value,

b) obtaining a loan or withdrawal from the Policy,

A Management Security Plan bonus design may require
compliance with ERISA by the employer. Whether
ERISA applies, and what degree of compliance is required
hinges on the bonus design. If the bonus is structured as a
cash bonus, i.e., the employee has the choice between
taking the bonus in cash or having it paid into the
insurance policy, compliance may not be required since
cash bonuses are generally not covered under ERISA.
However, if the employer is making premium payments
directly to the insurer, the bonus is more likely to be
considered part of a welfare benefit plan.

Welfare benefit plans are required to comply with Parts 1,
4, & 5 of Title I of ERISA. This usually entails reporting
and disclosure (Part 1), fiduciary responsibility (Part 4),
and claims procedures (Part 5). The extent of compliance
under Title I depends on the employees covered under
the plan. If the bonus is noncontributory and is limited to
a select group of management or highly compensated
employees (called the top hat group), the only ERISA
requirement is to make plan documents available to the
Department of Labor at their request. When a plan is
extended beyond the top hat group, additional reporting
and disclosure is required. For plans of less than 100
employees, a summary plan description is needed. Plans
covering 100 or more employees require full Part 1
compliance which includes, but is not limited to, Form
5500 reporting, summary annual reports, and a summary
plan description. All forms of welfare plans must comply
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with the fiduciary and claims procedure requirements of
Parts 4 & 5 of Title L.

MANAGEMENT SECURITY PLAN MECHANICS

There are many variations on how a company can set up a
162 bonus plan. They range from merely facilitating the
acquisition of institutionally priced life insurance and the
forwarding of employees’ contributions all the way up to
paying “double bonuses” to the participants so that their
contributions are equivalent to a pre-tax contribution into
a 401k plan.

SUMMARY

The Management Security Plan is a simple benefit tool to
reward, retain and recruit key talent to an organization.
The plan benefits are similar to those of a qualified plan
and offers greater flexiblity to plan participants in
managing their long term savings.

Peter Viliesis is founder and principal of The Executive Benefits Guy, an independent
consulting firm specializing in the development of new ideas, sales strategies and solutions for
creating, managing, and protecting wealth for business owners, key executives and
professionals. With more than 18 years in the insurance industry, Peter has been responsible
Jor oversight of the executive benefits practice, firm business development and new member
recruiting for National Financial Partners (NFP:NYSE) and a Senior Consultant with two
prominent national executive benefit firms

How It Works, A One-Person Example

Management Security Plan - Contribution Mechnaics Hypothetical Policy Values
Pre-Tax
Executive | Employer Pre-Tax |Employer Tax Net Cash
Age Elective Minimum | Employer Gross-up Executive | Total Plan Surrender Death
Year | EOY | Contribution| Premium Match Bonus Taxes Paid| Contribution Premium Value Benefit
1| 46 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 15,785 300,160
2| 47 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 31,114 314,929
3| 48 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 45,933 330,365
4| 49 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 60,661 346,661
5| 50 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 77,758 363,758
6] 51 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 95,817 381,817
7| 52 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 114,782 400,782
8| 53 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 134,710 420,710
9| 54 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 155,639 441,639
10| 55 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 177,597 463,597
11| 56 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 203,262 489,262
12| 57 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 230,328 516,328
13| 58 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 258,865 544,865
14| 59 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 289,011 575,011
15| 60 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 320,883 606,883
16| 61 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 354,577 640,577
17| 62 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 390,198 676,198
18| 63 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 427,856 713,856
19| 64 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 467,674 753,674
20f 65 15,000 1,144 4,500 2,418 (6,918) 16,144 16,144 509,780 795,780
300,000 22,880 90,000 48,369  (138,369) 322,880 322,880

Hypothetical Insurance Policy Crediting Rate: 7.00% Gross / 6.11% Net
Insurance Values assume Preferred Male Non-smoker Rates

information about the insurance policy.

Values shown are hypothetical and for informational purposes only and not intended to replace the use of an insurance
illustration. The figures shown here are non-fixed assumptions, are not guaranteed, and are not likely to occur. Actual results
will be higher or lower than those shown here. Please refer to an actual policy illustration and prospectus for important

«  Key Executive Salary = $150,000
«  Executive tax rate: 30%

cover all taxes.

$1,144 employer minimum premium).

0 Annuitization,

benefit of the policy.)

HYPOTHETICAL VARIABLE LIFE INSURANCE ILLUSTRATION ASSUMPTIONS:

«  Exccutive clects to contribute 10% of salary, pre-tax ($15,000)

«  Company makes premium payment of $1,144 as the minimum premium to support a
$286,000 face policy (Option B increasing death benefit).

«  Company makes $4,500 matching payment to executive plus additional $2,428 bonus to

o After-taxes, $16,144 is contributed toward premium ($15,000 executive contribution plus

«  Employer minimum contribution is allocated to the fixed account.

«  Executive can allocate all other cash value among the policy’s investment options.

«  Cash value of life insurance grows tax deferred.

«  Executive owns all policy values, but is restricted from moving minimum premium
amount from fixed account. After the Restrictive Endorsement period ends, the
restriction is released and the executive has complete ownership rights in the policy.

« Flexible options for using policy values include (but are not limited to):

0 Provide tax-efficient income via withdrawals to tax basis and loans,

0 Policy can be wholly or partially surrendered. (Policy values withdrawn or
surrendered in excess of cumulative premiums paid would be considered

taxable income to the employee and would reduce the cash value and death

0 Policy can be converted to reduced paid-up status for death benefit.
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