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Captive insurance companies offer contractors a number of benefits, including the opportunity to
reduce price fluctuations in their insurance program and access to coverages that may not be
available in the commercial insurance market. When the market begins to harden, the interest in
captives always grows accordingly. However, captives are not the best solution for every contrac-
tor, and the decision to form a captive requires a thorough examination of the contractor’s objec-
tives, appetite for risk, funding capabilities, and more. Further, captives come in different forms
and are not a “one-sizefits-all” commodity. This workshop walks through the decision-making
process contractors should go through in evaluating whether and how to form a captive. Attend-
ees will leave with practical resources and insights into this complicated process.
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What is the proposed Program Design?

$2M

SUBGUARD

- Insured by captive via deductible indemnificati on

concerning tax or accoun

The Subguard program is a three year
program with annual renewals that was
initiated on 12/31/2004

Captive will assume the deductible
exposure from the ince ption of the
program:

Maximum exposure to the Captive will be
capped via Zurich’s 3 year program
deductibleaggregate.

Subguard captive premiums will be based
on annual program aggregate rates.

Loss reserves based on industry data

matters should be understood o be general observations based solely on our experience and should

relied upon as tax or account advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.
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Residenial Residental
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Liberty butal Liberty Hutal
$2M per Ocoumence: $4M Gomp. Ops._ Aggregate
M hggregre Applie 10 Al Projects
500,000 Deductie $300,000 D eductible
Beneral Liability Beneral Liability Completed 0ps.

- Inzured by captive via deductible indemnification

Moss did not fund or accrue for the GL
trailing SIR

Funding in excess of CCIP aggregate
may be used to fund the GL trailing SIR
Potential to earn premiumover 10 year
exposure period / 80% of unearned
premium reserve tax deductible

The captive’s premiumand reserves
dependant on actuarial ass essment of

exposure

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should

ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own

qualified tax accounting, and legd advisors.
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What is the proposed Program Design?

MOSS CAPTVE
giCE Iz Cop tibtedlbyOuney = Indemnification Structure B enefits
+ HreCaptie Mangenment Fi m— .
Obtdn Adninstratie, Auditng, Works b est for Large Dedu ctib le Insured Programs

A duarid, Undaw ritirg,
A couwting,Invesmant,

Simplicity

Rénsu ancg ard Bankng
S avices
C himPay Guranted Cost Lower administrationcosts
T IndermityPolicy

Fewer frarsactiors
PREMUM PAYMENT
+ IncumedLossesandLoss |nd q)endent s'ructure
Adustment Expenses
o QAEHHEEED EREEs Curentcarier, broker, self-insurance rlati nships
wundisturbed

Companydecideswhether a not to disd csecaptiveto
Moss/ Sibsidaries & Affiligded
Sﬂn&rdlmuer

No Third Party Administrator necessary
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PREMIUMPAYMENT Repenish et No reinsurance n ecessary (available, bu tn ot needed)
Irsurance " Escrow fund
Paicy + Ovelead,Profit, Risk Cha s ErdRTAbT e of ) .
S — Pad Clams Credt Potentiallyless collateralcompared to Fronted Captive

arrangement

TRADITIONAL INSURER ‘ Trade off reinsurance purchased “refail” th o ugh

Retd i itutabk to: . "
nepremum aftitutab® to standard insurer for retentions

- Bamicexpnse

¢ BRI Pyment Ab le to capits risk equal to the standard deductible

+ Initid escrow fund Clggns

l:l TransactonswiththeC aptive program

[} Trasadionswih Comnercal Insirer

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should

ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

Where should we domicile our Captive?

-~ {z2)

= ONSHORE VS. OFFSHORE?

= WHAT ARE THE CAPITALIZATION REQUIREMENTS?

= ARE THERE ANY TAX CONSEQUENCES
ASSOCIATED WITH ONE DOMICILE VS. THE NEXT?
Capitalization Requireme nts

Nexus Generating Issues

Statements concerning tax or accounting matters should be understood o be general observations based solely on our experience and should

ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and lega advisors.
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Where should we domicile our Captive?

- {i 23 ?
DOMICILE S CAROLINA NEVADA VERMONT MONT ANA BERMUDA
Statutory minimum Statutory minmum Stat uory minimum Statutory minimum M nimums:
PuelSingleParent | PUr 250,000 Pure: 250,000 Pure: $250,000 Pure: $250,000 Class: $120,000
Caritalizati Class|l:$250000
A joh Cash o LOC Cashor LOC Cash orLOC Cash a LOC Class|l :$1 nillion
ClassIV: $100 million
$200for examining, $600 gopi cationfee $200 gpplicationfee $200applicationfee Incorporationex perse:
Registration & inves tigating, and B0 regstrationfes $300 anrud licensefee $00amuallicersefee $,200 -$9 000
Ineo%rpoli on processing its gpplicaion | Cutsideapplicationest. $3 D0actuaialreview (dependngon amountdf
forli censg; | capital)
Expenses
$300Anmud Fee Amual Fes $100
PremiumTax Premium Tax: PremiumTax PremiumTax: No Premi um Tax
T $1-820M 40% $1-$20M 40% $1-$20M.38% $1-820M 40% Income: exemption wntil
$5000 Minmum $5,000 Mnimum $7,50Minimum $5000 Minmum 2016;
$100000 Maximum $175,000 Maximum $200,000Maximum $175000 Maximum
Reserve& Anrud acuaid review Amual ctuari d review Anrud actuarial review Anrud actuaid review Amual actuarid review
Underwriting ofresenvesrequred of reserves required ofresaves required ofresenvesrequred o reserves required for
Requirements Classll|
Reporting Anrud Audted GAAP Amual Audited GAAP Anrud Aud ted GAAP Anrud Audted GAAP Amual Adited GAAP
Requirements financial statement finandialstatement financid stalement finandal statement finandalstatement
Maintainits principal Amual boardof Officein Vermont, one All books, recards, and Books, recards should
place o business in thi's drectors’ meetingin directars’ meeting in otherinformation be locaed inBemuda.
State andappainta Nevadg princi pal ofice Vemortamudly; useof | necessary for a stautory | Anmnual Gereral Meeting
Loca Office residentregisteredagent | inNevada;use o locd residentagent required; examinai onshoud be via conference call
Requirements managementcompany financid recordsmustbe | located inMontana pemitted.
andlawyer, bocksand keptin Vermont.
records must be kept in
Nevada
Estimated No. of 122 58 52 12 987
Captives

= START-UP COSTS:
Feasibility Study: $25k to $35k
Business Plan/Im plem entation: $10k to $15k

= ANNUAL CAPTIVE MANAGEMENT FEE: $40K TO $60K

= ANNUAL ASSURANCE:
Audit: $10k to $15k

Actuarial: $10k to $15k
= LEGAL & REGULATORY: $10K TO $15K
= PREMIUM TAXES
= CONSULTING FEES: ???
= OTHER EXPENSES: $10K TO $20K

Statements concerning tax or accounting matters should be understood © be general observations based solely on our expetience and should

mot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own

qualified tax accounting, and legd advisors.
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Will we be able to achieve the

desired tax benefits?

= UNDER CERTAIN FACTS AND CIRCUMSTANCES, ‘QUALIFY’ THE CAPTIVE AS AN
INSURANCE COMPANY FOR U.S. (& STATE) INCOME TAX PURPOSES.

= ALLOWS FOR THE ACCELERATED TAX BENEFITS AFFORDED TO INSURERS
UNDER WHICH LOSSES (INCLUDING RESERVES) BECOME TAX DEDUCTIBLE ‘AS

INCURRED’ VERSUS ‘AS PAID’

= INSURANCE TRANSACTION MUST INCLUDE: "INSURANCE RISK”, INSURANCE
FORM, RISK TRANSFER/RISK DISTRIBUTION.
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» RISK TRANSFER GENERALLY REQUIRES EITHER THE SIGNIFICANT
UNDERWRITING OF UNRELATED RISKS IN THE CAPTIVE OR A CORPORATE
HOLDING COMPANY STRUCTURE WHERE CAPTIVE AND INSURED SUBSIDIARIES

ARE ARMS-LENGTH AFFILIATES.

= APPLICABILITY TO MOSS
Qualification of CCIP premium as 3rd party risk?
Qualification of Subguard premiumas 3™ party risk?

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

Will we be able to achieve the
desired tax benefits?

= KEY TAX POINTS TO REMEMBER
"Insurance" is not specifically defined in the tax law and therefore its meaning
is derived (and will continue to evolve) mainly from case law and IRS
pronouncements.
The critical elements of "insurance” are risk shifting and risk distribution.
Risk shifting connotes the transfer of risk to a separate party. Risk
distribution mandates that enough independentrisks of unrelated parties be
pooledto invoke the actuarial law of large numbers.

= IS THERE RISK SHIFTING AND RISK DISTRIBUTION?

Statements concerning tax or accounting matters should be understood o be general observations based solely on our experience and should

ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and lega advisors.
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Will we be able to achieve the

desired tax benefits?
-——{27)

KEY TAX POINTS TO REMEMBER

Along-standing tax maximis that, absent extraordinary circumstances,each legal
person (individual or entity) has an independent and se parate identity, irrespective
of who owns it or whom it owns.

Notwithstanding the above maxim,the courts (although consistently denyingit)
generally have applied an "economic family" approach to determining existence of
"insurance."

But, writing as little as 30 percent (measured by net retained premiums) unrelated
business may qualify the entire captive as a true "insurance company."

< IS THERE UNRELATED BUSINESS GREATER THAN 30 PERCENT OF NET
RETAINED PREMIUMS ?

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should

ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

Will we be able to achieve the
desired tax benefits?

= MISCELLANEOUS TAX CONSIDERATIONS: OTHER FACTORS
CAN UNDERMINE A CAPTIVE'S STATUS AS A TRUE

INSURANCE COMPANY:

Undercapital ization or promise of additional capitalization of the captive
Parental guarantees/comfort letters in favor of the captive
Excessive use of "loan backs" of captive assets to its parent

Captive policies that do not transfer risk, for example, because policy limits
are certain to be exceeded (i.e., policies that are more like banking or deposit

transactions than insurance contracts)

Statements concerning tax or accounting matters should be understood © be general observations based solely on our expetience and should

mot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.
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What is the optimal ownership structure?

= UTILIZE SAME SHAREHOLDER STRUCTURE AS THE
CONSTRUCTION COMPANY?

= EXPAND OWNERSHIP TO A HANDFUL OF KEY EXECUTIVES?

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

How will prior year reserves be handled?

= THE TRANSFER OF EXISTING LIABILITIES FROM A CORPORATE
PARENT OR AFFILIATED OPERATING COMPANIES TO A CAPTIVE IS
A STRAIGHTFORWARD AND COMMONPLACE TRANSACTION.

= FOR TAX, PURPOSES, THE CAPTIVE WILL NEED TO BE A
“QUALIFIED’ INSURER AND THE TRANSACTION, ITSELF, MUST
CONTAIN TRUE ELEMENTS OF INSURANCE RISK AND FORM.

= ALOSS PORTFOLIO TRANSFER ON AN INDEMNIFICATION
CONTRACT IS A REASONABLE, STRAIGHTFORWARD TRANSACTION
WITH RESULTING TAX EFFICIENCIES DEPENDING ON THE
DURATION OF PAYOUT AND INVESTMENT INCOME PROVID ED
THROUGH THE CAPTIVE.

Statements concerning tax or accounting matters should be understood © be general observations based solely on our expetience and should
mot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own

qualified tax accounting, and legd advisors.
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Where should Profits be Recognized?
=)

= DO YOU WANT A PROFITABLE CAPTIVE OR A “BREAK-EVEN”
CAPTIVE?

= HOW DOES RECOGNITION OF PROFIT FIT WITH THE
INCENTIVE COMPENSATION PROGRAM?

= ARE THERE ADDITIONAL TAX LIABILITIES (DOUBLE
TAXATION) ASSOCIATED WITH RECOGNITION OF PROFITS IN
THE CAPTIVE VS. THE CONSTRUCTION COMPANY?

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should

ot be relied upon as tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.
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“Ewe puakl this aff, we'H cat like kings.”
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How should we do it?

SU MMARY

MOSS SHOULD INCORPORATE A WHOLLY OWNED, SINGLE-PARENT CAPTIVE
INSURANCE SUBSIDIARY, INSTEAD OF PARTICIPATINGIN A NON-OWNED ‘RENT-A-
CAPTIVE’ OR SPONSORED CAPTIVE PROGRAM;

THECAPTIVE CONSOLIDATES WITH THE PARENT FOR FINANCIAL REPORTING (GAAP),
BUT OPERATES USING INSURANCE ACCOUNTING STANDARDS AND METRICS;
THECAPTIVE SHOULD ISSUEDEDUCTIBLE “BUY DOWN” POLICIESTO MOSS. THE
POLICIES SHOULD BE AGGREGATED ACCORDING TO OVERLYING INSURANCE  TERMS
AND CONDITIONS;

THECAPTIVE SHOULD CHOOSEA DOMESTIC DOMICILE THAT HAS FULLY DEVELOPED
INSURANCE REGULATORY STRUCTURES, CAPTIVE SUPPORT INFRASTRUCTURES
(ACCOUNTING, BANKING, LEGAL,ETC.), AND STABLE POLITICAL AND FINANCIAL
SYSTEMS;

CAPTIVE OWNERSHIP WILL BE CONSISTENT WITH MOSS & ASSOCIATES OWNERSHIP
STRUCTURE;

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

How should we do it?

SUMMARY

- THE CAPTIVE SHOULD BE CAPITALIZED AT A RATIO OF 5:1 (20 CENTS ON EVERY
PREMIUM DOLLAR) PREMIUM TO CAPITAL;

- THERE SHOULD BE NO FINANCIAL GUARANTEES OR HOLD HARMLESS AGREEMENTS
BETWEEN THE CAPTIVE AND MOSS, NOR SHOULD THE CAPTIVE HAVE ANY LETTER OF
CREDIT (LOC) HELD ON ITS BEHALF ISSUED IN THE NAME OF ANY OTHER MOSS
CONCERN;

. THERE SHOULD BE NO DIRECT LOANS FROM THE CAPTIVE TO ITS DIRECT OR
ULTIMATE PARENT; ANY LOANS OR OPERATING CASH FLOW ‘ACC OMMODATIONS’
FROM THE CAPTIVE TO OPERATING AFFILIATES SHOULD BE SHORT TERM (UNDER 270
DAYS), PERFECTED UNDER ARMS-LENGTH TERMS AND CONDITIONS, AT A RATE OF
RETURN TO REFLECT THE CAPTIVE’S OPPORTUNITY COST OF RISK CAPITAL;

- THE PREMIUM SHOULD BE ACTUARIALLY DETERMINE D; AND ALL RESERVE LEVELS
SUPPORTED BY GENERALLY ACCEPTED ACTUARIAL METHOD OLOGIES, RECOGNIZED
AT EXPECTED ULTIMATE LEVELS FOR THE PER-OC CURRE NCE LAYERS INSURED IN
THE CAPTIVE, NET OF REINSURANCE, IF ANY.

Statements concerning tax or accounting matters should be understood o be general observations based solely on our experience and should

ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and lega advisors.
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Is the Captive strategy optimal for

Moss?

= INCONSISTENCY IN COVERAGE

TERMS AND CONDITIONS IN THE \

CONSTRUCTION INSURANCE
MARKETPLACE v Certainty of Coverage Terms

& Conditions
v' Tax Deductible Premiums
v Reserve Integrity
v Protection of Future Earnings

+ LIMITED LIABILITY COMPANY
(GAAP VS. TAX)

»+ FISCALLY CONSERVATIVE

» LONG TAIL LIABILITIES (10

YEAR STATUTE OF REPOSE) v Evidence of Cost
. COST PLUS CONTRACTS v Objective Quantification

« ALLOCATION OF RISK/SAFETY v Builders Risk, Professional,
INCENTIVES Pollution & Others

= FUTURE OPPORTUNITIES FOR
EXPANDED LINES OF

COVERAGE _/

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.
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Statements concerning tax or accounting matters should be understood  be general observatons based solely on our experience and should
mot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own

qualified tax accounting, and legd advisors.

22




It makes sense, now what?

ABC CONSTRUCTDN, INC

[T T T ap tve Insu ranc € Compan'y =
Im plemen tation Work Plan

Projeded Go Live Date: [N

R equired
Tsk Conpletion
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bste sgred exgayanert ldter fa cavs uting
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Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

It makes sense, now what?

= ENGAGE BUSINESS PARTNERS
Broker
Accountants
Actuary
Capfive Manager
Le gal Counsel
Bank
= FINALIZE OWNERSHIP STRUCTURE
= FINALIZE CAPTIVE PROGRAM DESIGN
= CONFIRM NAME AVAILABILITY
= SELECT BOARD OF DIRECTORS AND OFFICERS
= COMPLETE BIOGRAPHICAL AFFIDAVITS FOR D&OS
= COMPLETE BIOGRAPHICAL AFFIDAVITS FOR SERVICE PROVIDERS
= DRAFT, REVIEW & FINALIZE ARTICLES OF INCORPORATION

= DRAFT, REVIEW & FINALIZE BY-LAWS

Statements concerning tax or accounting matters should be understood o be general observations based solely on our experience and should

ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and lega advisors.
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It makes sense, now what?

= FILE FORM SS-4 (EIN)

= DRAFT POLICIES AND SAFETY MANUAL

= FINALIZE PREMIUMS AND RESERVES

= PREPARATION OF BUSINESS PLAN

= REVIEW LIST OF NEXUS CREATING ACTIVITIES

= PARTNER REVIEW AND APPROVAL OF BUSINESS PLAN

= SUBMISSION OF BUSINESS PLAN TO INSURANCE COMMISSIONER

» PRESENTATION OF BUSINESS PLAN TO INSURANCE COMMIS SIONER

= THIRD PARTY REVIEW OF BUSINESS PLAN/RESPONSE TO QUESTIONS

= CAPITALIZE CAPTIVE

= ISSUE CAPTIVE STOCK TO SHAREHOLDERS

- DEVELOP PREMIUM NOTICES

= PAYMENT OF PREMIUMS

= HOLD FIRST SHAREHOLDER AND BOARD OF DIRECTOR MEETING IN
DOMICILE

Statements concerning tax or accounting matters should be understood o be general observatons based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

- J: 40 3_ —
Certificate

of
Authority

5TATE OF NEVADA
DEPARTMENT OF BUSTNESS & INDUSTRY
DIVISION OF INSURANCE
e Ciy, Nevada

Nornasde i3 22 97280
PROVIDENCE INSURANCE, INC
of Novada

Caraan City, Nevada

PROVIDENCE

Statements concerning tax or accounting matters should be understood o be general observations based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and lega advisors.
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What have we done since 2006?

= WE HAVE COMMENCED COVERAGE FOR A SECOND ROLLING
CCIP IN PROVIDENCE.

= LOSS ACTIVITY ON A FULLY DEVELOPED BASIS IS RUNNING
AT 25% OF EXCEPTED LOSSES.

= PROVIDENCE SETTLED ITS FIRST SUBGUARD CLAIM.

= WITH THE EXCEPTION OF SURETY AND MANAGEMENT

LIABILITY, PROVIDENCE IS NOW APPROVED TO PROVIDE
DEDUCTIBLE “BUY DOWN” INSURANCE IN THE MOSS

PORTFOLIO.

= PROVIDENCE HAS SUCCESSFULLY PROVIDED BUILDERS
RISK “BUY DOWN” COVERAGE FOR TWO PROJECTS.

= PROVIDENCE IS APPROVED TO PROVIDE A WORKING LINE
OF CREDIT FOR THE CONSTRUCTION COMPANY.

s
)
=
=
0
=2
<]
L)
2
(<]

Statements concerning tax or accountng matters shauld be understood © be general observatons based solely on our experience and should
ot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own
qualified tax accounting, and legd advisors.

Reflections on the process?

= RELATIONSHIPS MATTER

= TRANSPARENCY OF THE PROCESS

= ACCURACY OF ASSUMPTIONS

= BUSINESS ORIENTATION OF ACTUARY
= |IRS TAX PROVISIONS

Statements concerning tax or accounting matters should be understood © be general observations based solely on our expetience and should
mot be relied uponas tax or accounting advice which we are not authorized to provide. All such matters should be reviewed with your own

qualified tax accounting, and legd advisors.
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Notes

This file is set up for duplexed printing. Therefore, there are pages that are intentionally left blank. If you
print this file, we suggest that you set your printer to duplex.
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