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l. The Compensation Challenge — Compensation Design without Equity

Compensation design and strategy at stock institutions, especially publicly-traded stock
institutions, is generally driven by linking compensation to shareholder return. The directors’ fiduciary
duty to increase shareholder value results in compensation programs which link executive
compensation to the financial performance of the institution.

Directors and managers of mutual institutions have difference fiduciary obligations and must
consider the mission of the mutual form of organization (i.e., serving the community and the
institution’s customers) in developing their compensation design and strategy. The design of
compensation programs at mutual institutions should be focused on two objectives — 1) allow the
mutual to effectively compete with stock competitors, and 2) encourage the financial performance of
the institution because this allows the institution to improve its services to customers and better
achieve its mission.

Directors and officers at all financial institutions continually face the challenge of providing
competitive compensation packages in order to hire and retain experienced personnel. The ability to
attract and retain skilled individuals is crucial to compete successfully in the marketplace and to ensure
orderly succession planning for their institutions. This challenge is all the more difficult for directors
and officers of mutual institutions because traditional forms of equity compensation available to stock
institutions (i.e., stock options and restricted stock) are not available as compensation and retention
tools.

Even the bank regulatory agencies that oversee mutual institutions have recognized that the
compensation practices of mutual institutions will necessarily be structured differently in order to
compete with the compensation packages offered by stock institutions (see, e.g., Office of Thrift
Supervision Regulatory Bulletin 27b, attached). OTS Regulatory Bulletin 27b explicitly states that it is
expected for mutual institutions to use a combination of higher salaries, bonuses and benefits to
overcome the disadvantages imposed by their inability to offer equity compensation.

Because of the perceived longevity of the mutual vs. stock form, some mutual institutions may
be favored by prospective officers and employees when compared to stock banks who are at risk of
takeover. Even with this intangible advantage, it is not uncommon for mutual institutions to utilize a
combination of competitive cash salaries and bonuses together with traditional forms of tax-qualified
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plans (i.e., 401(k) plans with matches or profit-sharing and defined benefit pension plans) to attempt to
compete with the compensation packages offered by stock institutions (which may offer lower cash
compensation and lower employer—provided compensation through tax-qualified plans but do offer
potentially lucrative equity compensation awards). The additional compensation costs, if any, incurred
by mutual institutions (whether due to higher cash compensation paid or the implementation of
additional types of benefit plans offered) are often minimal when compared to the costs faced by
institutions that do offer equity-based benefits. Indeed, some mutual institutions evaluate the
compensation costs of peer stock institution competitors and design their compensation strategy in
light of those costs (taking into account a discount on those costs because the mutual institution is not
subject to takeover risk.) Simply, a mutual can expend a percentage of comparable equity based dollars
in cash and other compensation in order to level the playing field with stock competitors.

Accordingly, the compensation practices of mutual institutions should not be left to the forces
of inertia but should periodically reviewed and deliberately structured in order to accomplish each
institution’s objectives for the retention of existing personnel, the hiring of new personnel (whether to
staff open positions or to enter into new lines of business), and encouraging the optimal performance
of the institution.

I1. Compensation Devices Often Utilized by Mutual Institutions.

The following is a brief discussion of the various compensation plans and practices frequently
utilized by mutual institutions. Each should be evaluated by mutual institutions in light of each
institution’s individual compensation objectives.

Higher Salaries and Bonuses. Many mutual institutions attempt to offset their inability to
offer equity compensation by paying higher cash salaries and higher cash bonuses than their publicly-
traded counterparts. This approach alone usually does not achieve the retention objective or pay-for-
performance objective sought by many mutual institutions. Accordingly, the cash bonus programs of
such institutions can be structured to tie the payment of bonuses to pre-set goals for the institution’s
performance (rather than discretionary payments determined by the board at year-end on an ad hoc
basis) and these are often paid out over a period of time in order to achieve a retention objective.

Employer Contributions to Tax-Qualified Plans. Most mutual institutions sponsor a 401(k)
plan and/or a defined benefit pension plan for their employees. The 401(k) plan design can be
structured to include a higher rate of employer match or a profit sharing component to attract and
retain personnel. The defined benefit pension plan can also be modified to provide a more generous
benefit formula.

There are two common pitfalls with these plans. First, certain aspects of the defined benefit
plan structure may not appeal to younger, high-turnover workers due to vesting schedule requirements
and the perception that retirement funding is less valuable than current income. Second, benefits under
tax-qualified plans often do not inure to the highly compensated members of an institution’s workforce
because payments to such individuals are restricted by applicable Internal Revenue Service (“IRS”)
limitations. The IRS limitations can be especially problematic because the highly compensated
employees are often the employees that are most critical to the success of a mutual institution and these
persons are also the most affected by the mutual institution’s lack of ability to provide equity
compensation.
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Excess Benefit Plans. To overcome the IRS limits imposed on the tax-qualified plans
(discussed above), some institutions have implemented non-qualified excess benefit plans which
make-up the benefits lost due to the IRS limitations. These plans are not governed by the same rules
applicable to tax-qualified plans but are subject to their own set of rules and may only be offered to a
select group of management. The cost of such plans are generally fairly modest when compared to the
overall costs of the tax-qualified plans. For example, under a 401(k) plan with a 3% of pay profit-
sharing feature, a highly compensated employee may only be provided the profit-sharing contribution
up to the IRS recognized salary limit ($210,000 for 2005) resulting in a profit sharing contribution of
$6,300 on the $210,000. If the employee actually makes $250,000 per year, the employee is losing
$1,200 due to the IRS limit (i.e., the 3% of the $40,000 above the $210,000 limit). A excess benefit
plan would then credit the $1,200 to the affected employee on a nonqualified basis to make the
employee whole for the cutback imposed by the IRS.

Deferred Compensation_and Fee Deferral Plans. These plans function in a way that is
similar to 401(k) plans by deferring taxation on regular salary and bonus payments that would
otherwise be paid to an officer or director and crediting investment performance to the amounts
deferred. The earnings amount to be credited is usually determined by the institution (i.e., a CD-based
rate) or by hypothetical investments selected by the participants (i.e., mutual fund-based plans).
Amounts are typically paid at pre-determined times but any employer-provided match or profit-sharing
component may be designed to achieve a retention objective. Like the excess benefit plans (discussed
above), these plans may only be offered to a select group of management and the directors of the
institution and are typically fairly low in cost because the extra employer-provided benefit is limited to
the hypothetical earnings credited and any matching or profit-sharing components.

Supplemental Executive Retirement Plans (SERPs). These plans typically provide benefits
consisting of (i) a fixed percentage of salary payable annually for a period or years after retirement
and/or (ii) a fixed dollar amount payable annually for a period of years after retirement. There may be
offsets to the amounts to be paid for amounts payable under other plans sponsored by an institution or
by Social Security. The payment design on these plans often allow for a great deal of flexibility in the
structuring of payments and can therefore achieve both hiring and retention objectives.

For example, these plans may provide fixed annual payments for a period of ten years
following retirement to an executive based on the executive’s final base salary (i.e., a payment of 70%
of base salary each year for ten years) with the right to these payments vesting at age 65. This then
provides an executive with additional income in retirement by means of the annual payments and
provides the institution with a retention incentive for the executive by means of a vesting contingency.

These plans may also only be offered to a select group of management and the directors of the
institution. The costs of these plans must also be modeled carefully in advance based upon the
individual plan design because this type of plan can trigger large compensation obligations depending
on the benefit formula utilized.

Performance Unit Plans. Mutual institutions have implemented these plans in response to the
need to link executive compensation to the performance of the institution in the same way as stock
institutions link compensation to performance through equity-based incentives. These plans are
sometimes referred to as phantom stock plans and are designed to mimic stock plans in the following
ways:
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(@) The value of the institution is typically determined by means of a
formula based on book value, corporate performance or other measure of corporate
value and then is divided by a finite number of units with these units functioning as
“shares.”

(b) Value to be awarded to the executive can be linked to the full value of
these units (to mimic restricted stock) or to the appreciation of these units over time
following grant (to mimic options or SARS).

(©) Units awarded vest in accordance with a schedule specified by the
institution.
(d) Payment arrangements range from pre-determined events or times

specified by the institution or may be designed with a great deal of flexibility for the
participants to determine payment schedules (to mimic the discretion available to
persons with option grants at stock institutions).

The following is an example of only one possible design of a performance unit plan which
mimics a restricted stock plan. Many alternate plan designs may be made depending upon the needs of

the institution.

Valuation of
Performance
Units:

Performance
Units
Reserved for
Issuance:

Sample Plan
Terms:

Sample
Grant:

Mexico

The institution has a fiscal year that is the calendar year and has reported
retained earnings for the previous calendar year of $40,000,000. The institution
creates a hypothetical performance unit value of $10.00 per unit which means
the institution has 4,000,000 performance units.

The institution then decides that in order to be competitive with stock
institutions, 10% of its performance units should be available for grant to
directors and executives. This reserves 400,000 performance units for issuance
under the plan.

The institution decides to have the units granted vest ratably over a five year
schedule with acceleration of vesting for death, disability, retirement (i.e.,
termination of employment after age 65) and change of control. In addition,
payouts of vested amounts are to be made in lump sum five years from the date
of grant or upon the earlier termination of employment of the executive.

The institution grants 10,000 performance units to an executive (value
$100,000). Three years from the date of grant the executive is vested in 6,000
units (60% x 10,000). The retained income for the previous calendar year
(assuming annual growth at 6%) was $44,944,000. The vested value of the
executive’s account under the plan is $67,416 (($44,944,000/4,000,000 units) x
6,000 vested units) or $11.236 per unit. Alternatively, if this plan was designed
to pay appreciation only, the amount would be $7,416 or $1.236 per unit.
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Payout at If the executive worked for an additional two years the executive would be fully

Full Term: vested in 10,000 units and the value of these units would be paid to the
executive. The amount paid would be deductible by the institution and would
be taxable to the executive as ordinary income. Assuming the retained income
for the previous calendar year (five years from the fiscal year initially used for
valuation purposes) was $50,499,078. The executive would be paid $126,247.69
(($50,499,078/4,000,000 units) x 10,000 vested units) on the fifth anniversary of
the performance unit grant. Alternatively, if this plan was designed to pay
appreciation only, the amount would be $26,247.69 or approximately $2.623 per
unit.

While these plans cannot provide all of the benefits offered by true equity arrangements, they
often are valuable tools for mutual institutions to tie pay to performance and attract and retain key
personnel. Because payments under these arrangements can be structured to be based upon the
performance of the institution, the funds to make payment are available when due because of the
improved performance of the institution which triggers the payment.

Employment Agreements. While the use of employment agreements is not as prevalent at
mutual institutions as it is at publicly-traded institutions due to the absence of the possibility of a
change of control, employment agreements (providing for a pre-determined severance package upon
certain terminations of employment and certain minimum compensation levels) are often utilized by
mutual institutions in order to provide additional security and assurances to executives with respect to
their future with the institution in exchange for non-competition covenants restricting the executives’
competitive activities following their termination of employment with the institution. Employment
agreements can therefore provide an added feature to a mutual institution’s overall compensation
design in order to ensure a stable management base.

These agreements often provide a mechanism for the payment of severance to the executive
team in the event of a termination of an executive’s employment that is not for cause. This severance
is typically a multiple of annual cash compensation (usually three years or less). In exchange, the
institution typically gains the advantage of binding the executive to non-competition, non-solicitation
and confidentiality provisions. The non-competition and non-solicitation provisions are usually of one
to two years in duration (depending on applicable state law) and the severance amounts payable may
be linked to the duration of these protective covenants (i.e., severance amounts payable over the time
period covered by the protective covenants rather than payable in a lump sum).

1. Compensation Costs and Plan Funding.

The costs of any compensation program must also be analyzed in terms of the overall cost to
the institution. Any decision concerning the implementation of new compensation plans should
consider the impact of its cost on the institution. However, the costs of many of these plans
(depending upon their design) can be less than the costs of the plans and program in place at
comparable publicly-traded institutions with which mutual institutions must compete.

Mutual institutions should also consider utilizing bank-owned life insurance (“BOLI”) to offset
the cost of compensation and benefits with tax efficient investments. Qualified compensation
consultants and lawyers should be engaged to advise on these matters because prior to purchasing
BOLI. Consultants are needed to determine the appropriateness and adequacy of the funding through
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BOLI given the particular benefit arrangements selected and lawyers are needed to ensure that all of
the applicable legal requirements associated with BOLI purchases are observed. The various banking
regulatory agencies have each issued guidance applicable to BOLI purchases. Any institution
considering a BOLI purchase should consult the guidance issued by their primary federal regulator
(see, e.g., Appendix A to Ofiice of Thrift Supervision Regulatory Bulletin 32-26, attached).

Irrespective of the cost of the benefits provided, institutions should also consider the use of
“rabbi” trusts to hold the assets used to fund benefits under excess benefit plans, deferred
compensation and fee deferral plans and SERPs. These trusts provide plan beneficiaries the security of
knowing that segregated assets have been set aside to fund the benefits promised under these plans and
provide the sponsoring institutions with a means to efficiently fund the promised benefits while
complying with restrictions on permissible bank investments by holding the assets in a segregated
trust.

V. The Developing Section 409A Problem.

On October 22, 2004, the American Jobs Creation Act of 2004 was signed into law. One
provision of this Act adds a new Section 409A to the Internal Revenue Code of 1986 (“Section 409A”)
which was implemented to prevent certain perceived abuses concerning, and codify rules related to, all
non-qualified deferred compensation arrangements. Section 409A currently applies to most forms of
deferred compensation (other than tax-qualified plans). Plans subject to Section 409A include all
excess benefit plans, deferred compensation plans, fee deferral plans, SERPs, and performance unit
plans as well as some bonus and employment agreement designs. While it is clear than Section 409A
provides for much less plan design flexibility then was permitted under prior law, it is unclear absent
additional IRS guidance (due out later this year) how such plans must be modified in order to conform
to the IRS requirements. Section 409A is especially problematic absent additional IRS guidance for
equity-based plans (i.e., performance unit plans and performance SAR arrangements) for entities that
are not publicly-traded since these plans are not exempt under current Section 409A guidance and,
absent an exemption, are very difficult to fit within the framework of Section 409A. These new IRS
rules interpreting Section 409A will necessitate a comprehensive review of all plans after the release of
the IRS guidance to ensure that IRS penalties are not triggered. Currently, non-conforming plans
must be amended or terminated prior to December 31, 2005.

While there is speculation that the IRS will extend the December 31, 2005 compliance
deadline, it is critical that all institutions (both public and mutual) begin to catalog their plans that may
violate Section 409A as soon as possible so that they may be quickly amended following the issuance
of additional IRS guidance. Institutions may also wish to conduct a preliminary review of all plans to
determine if there are any major Section 409A compliance issues based on the existing IRS guidance.

V. Compensation Committee Challenges.

Like compensation committees of public institutions, the compensation committees of mutual
institutions face an increasingly difficult task of properly crafting the compensation policies and
programs that work best for their institutions. There is no one-size-fits-all solution for mutual
institutions which makes compensation strategy and design an increasingly complicated task of
balancing the institution’s objectives and business priorities.

As with publicly-traded institutions, compensation issues have become much more important to
the operation of a successful institution and, increasingly, institutions are relying on experienced
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advisors, consultants, lawyers and accountants for compensation matters to assist the compensation
committee in making its determinations because these decisions can have a major impact on each
institution’s core business operations. In depth deliberations on these matters and assistance by
experienced professionals also are useful for defending an institution’s plans and programs on exam.

Should you have any questions on the issues raised by this memorandum, please do not hesitate
to contact Richard A. Schaberg or Christian H. Chandler at (202) 347-8400.

TPW
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Office of Thrift Supervision June 13, 2001
Department of the Treasury

Regulatory Bulletin

RB 27b

Handbook: Thrift Activities
Subject: Oversight by the Board of Directors Section: 310

Compensation

Summary. This Bulletin provides guidance to examiners for review of compensation provisions.
This Bulletin clarifies that this guidance applies to both mutual and stock institutions and re-
emphasizes OTS policy to defer to healthy thrifts' boards of directors in compensation matters.
OTS updated and incorporated into Section 310, Oversight by the Board of Directors, of the
Thrift Activities Handbook, the required contract provisions, unsafe and unsound practices, and
guidelines on reviewing contracts of troubled associations that were in RB 27a. Because these
provisions are now in Section 310, OTS rescinded RB 27a. See RB 1-1c dated April 18, 2001

For Further Information Contact. Your Regional Office or the Supervision Policy Division of the
Office of Thrift Supervision.

Regulatory Bulletin 27b

Thrift institutions need to offer competitive compensation packages to hire and retain experienced
staff or individuals with specialized skills to successfully compete and when entering into new ac-

tivities.

OIS recognizes that both mutnal and stock associations have the same need to hire and retain
competent employees, OTS also recognizes that many mutual institutions feel they are at a disad-
vantage in competing for talent with stock institutions who have more flexibility with
compensation arrangements (e g, granting stock options). OTS recognizes that mutual associa-
tions may use a combination of higher salaries, bonuses, and benefits to overcome this

disadvantage.

OTS will ordinarily give healthy mutnal and stock associations deference concerning compensa-
tion levels and compensation arrangements for their directors and senior executive officers,
provided the arrangements are reasonable and do not present significant safety or soundness con-
cerns that could lead to material financial loss or damage to the association. Examiners will
consider all CAMELS factors, not just capital, in their review of employment contracts and other

compensation arrangements.

Office of Thrift Supervision Page 1




Regulatory Bulletin 27b

Board of Directors Responsibilities

OTS requires the board of directors of each association to adopt compensation plans that com-
pensate their staffs adequately and allows the association to hire and retain qualified staff.

The board of directors must annually review all employment contracts and compensation ar-
rangements for regulatory and competitiveness concerns. The board must document theit

justification and approval in the board minutes

Directors of institutions who have a personal interest in the compensation arrangements should
not participate in the deliberations or vote on the arrangements,

Definitions

Compensation includes any payment of money or provision of any other thing of value in consid-
cration of employment, including, without limitation, base salary, commissions, bonuses, pension
and profit-sharing plans, severance payments, retirement, director or committee fees, fringe bene-
fits, payment of expense items without accountability or business purpose or that do not meet the
IRS requirements for deductibility by the association. As a rule, QTS will not consider the grant
or exercise of stock options compensation unless they are so material in amount or conditioned
upon factors that result in incentives that cause supervisory concerns.

A senior executive officer, defined in 12 CFR § 563.555, is any individual who performs the func-
tions of one or more of the following positions (without regard to title, salary, or compensation):
president, chief executive officer, chief operating officer, chief financial officer, chief lending offi-
cer, chief investment officer. Senior executive officer also includes any other person identified by
OTS in writing as an individual who exercises significant influence over, or participates in, major
policymaking decisions, whether or not hired as an employee.

A director is any individual who is a member of the board of directors of the association or of any
subsidiary of the association.

An employment contract is any agreement, intended to be legally enforceable, that materiaily af-
fects the terms and conditions of a person's employment.

Requirements for Compensation Plans

12 CFR Part 570 prohibits excessive compensation and compensation that could lead to a material
financial loss to an institution and both are unsafe and unsound practices.

Compensation arrangements are reasonable if they are comparable to compensation practices at
institutions of comparable asset size, geographic location and the complexity of the loan portfolio
or other assets.

Peer groups may be composed of all stock, all mutual, or a mixed group of similar sized institu-
tions.

Page 2 Office of Thrift Supervision




Regulatory Bulletin 27b

Incentive-based Compensation

An increasing number of businesses today rely on incentive pay to motivate managers and em-
ployees to excel. OTS encourages incentive-based compensation but prohibits arrangements that
provide incentives contrary to the safe and sound operation of the association. For example, com-
pensation based primarily on short-term operating results may encourage unreasonable risk-taking
to achieve short-term profits, The board of directors should closely monitor compensation tied to

current operating results

In many cases, stock-based compensation provides incentives. Because stock-based compensation
plans are unavailable to mutuals, they use bonuses and profit-sharing plans to provide incentive
compensation. Both mutual and stock charters sometimes use phantom stock options to provide

incentive compensation.

St M A-s—

—Scott M Albinson
Managing Director, Supervision

Cffice of Thrift Supervision Page 3



Appendix A: Other Assets and Liabilities

Section 250

INTERAGENCY POLICY STATEMENT:
BANK OWNED LIFE INSURANCE

The following policy statement parallels the Office
of the Comptroller of the Currency (OCC) Bulletin
2000-23, Bank Purchases of Life Insurance. OCC
developed this guidance in coordination with the
Federal Deposit Insurance Corporation, the Fed-
eral Reserve Board, and the Office of Thrift
Supervision. Each agency agieed, in principle, to
adopt similar guidance to that contained in Bulle-
tin 2000-23, OTS’s previous guidance is
superceded by the following guidance.

BACKGROUND

Bank-owned life insurance (BOLI) includes all life
insurance that a corporation, such as a savings as-
sociation, purchases and owns or has a beneficial
interest in. As with most financial instruments,
BOLI can be complicated and is not without risk.
Furthermore, BOLI transactions are unique and
represent activities that differ greatly from the
main business activity of most financial institu-
tions. Some institutions have purchased BOLI
without fully understanding the transaction and the
associated risks. The second part of this appendix
includes discussions of the most common uses of
BOLI and the associated risks.

LEGAL AUTHORITY

While there is no specific statutory authority for
the purchase of life insurance, the banking agen-
cies consider it legally permissible if it is
incidental to banking, that is, useful in connection
with the conduct of the savings association’s busi-
ness. Life insurance might be useful for the
following purposes:

» Key-person insurance
e Life insurance on borrowers.

¢ Life insurance purchased in connection with
employee compensation and benefit plans.

¢ (Cash value life insurance taken as security for
loans.

The authority to purchase life insurance is subject
to supervisory considerations outlined in this ap-

pendix. State-chartered associations must also
comply with any applicable state laws.

The purchase of cash value life insurance not inci-
dental to banking is not permitted without Q18
approval. OTS may approve other uses for bank-
owned life insurance on a case-by-case basis.
However, a purchase of life insurance must ad-
dress a legitimate need of the institution for
insurance. Life insurance may not be purchased to
generate funds for the thrift’s normal operating
expenses, for speculation, or for the primary pur-
pose of providing estate-planning benefits for thrift
insiders unless it is part of a reasonable compensa-
tion package. In addition, the purchase of life
insurance is subject to supervisory considerations,
and life insurance holdings must be consistent with
safe and sound banking practices.

Savings associations should complete a thorough
analysis before purchasing material amounts of
BOLI. The supervisory policy, set forth below,
includes minimum standards for pre-purchase
analyses applicable to such purchases by savings
associations.

SUPERVISORY POLICY

The purchase of cash value life insurance is a
long-term, illiquid, nonamortizing asset, and is an
unsecured obligation of the insurance carrier. As
such, it subjects the policyholder to credit, liquid-
ity, and interest rate risks Savings associations
holding life insurance in a manner inconsistent
with safe and sound banking practices may be sub-
ject to supervisory action. These supervisory
actions may include but are not limited to partial
surrender or divestiture of affected policies.

Pre-Purchase Analysis

The safe and sound use of cash value life insur-
ance by savings associations depends on effective
senior management and beard oversight. Regard-
less of the institution’s financial capacity and risk
profile, the board must understand the role institu-
tion-owned life insurance plays in the overall
business strategies of the institution. The board’s
role in analyzing and overseeing cash value life

ingurance chanld he commencirate \_X_J’if]‘l tha cive,

complexity, and risk inherent in the transaction.
Although the board may delegate decision-making

Office of Thiift Supervision
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Appendix A: Other Assets and Liabilities

Section 250

authority related to purchases of life insurance to
management, the board remains responsible for
ensuring that such purchases are consistent with
safe and sound banking piactices.

Institution management and the board of directors
cannot rely solely on a third-party analysis of the
benefits of BOLL such as one that a vendor or car-
rier of the product may prepare. OTS considers
this an inappropriate transfer of the fiduciary re-
sponsibilities of the board and management to an
outsider with a vested interest in selling the insur-
ance product, Institution management must
thoroughly review any such third-party analysis
and make its own determination as to whether the
purchase of BOLI is appropriate for the savings
association. Such a review should include a com-
parison of various products and investment
alternatives, be well documented, and, prior to any
purchase, approved by the board of directors.

The objective of the pre-purchase analysis is to
help ensure that the savings association under-
stands the risks, rewards, and unique
characteristics of BOLL. At a minimum, the pre-
purchase analysis should consider the following
standards,

I.  Determination of the Need for Insurance

The institution should determine the need for in-
surance by identitying the specific risk of loss or
obligation against which it is insuring. The exis-
tence of a risk of loss or an obligation does not
necessarily mean that a savings association can
purchase or hold an interest in life insurance. For
example, a savings association may not purchase
life insurance on a borrower as a mechanism for
recovering obligations that the savings association
has charged off, o1 expects to charge off, for rea-
sons other than the borrower’s death. Also, a
savings association should surrender or otherwise
liquidate permanent life insurance acquired
through debts previously confracted (DPC) within
a short time, generally 90 days, of obtaining con-
trol of the policy.

Additionally, the purchase of insurance to indem-
nify a savings association against a specific risk
does not relieve it from other responsibilities re-
lated to managing that risk. For example, a savings
association may purchase life insurance to indem-

nity itself from the loss of a “key person.”
However, savings associations should not nse
“key-person™ life insurance in place of, nor does it
diminish the need for, adequate management or
“key-person” succession planning.

The savings association’s authority to hold life
insurance on a key person lapses if the individual
is no longer a key person for the association. Spe-
cifically, the key person’s retirement, resignation,
discharge, or a change in the person’s responsibili-
ties will cause the association to lose its insurable
interest in a key person.

State law generally recognizes that a lender has an
insurable interest in the life of a borrower to the
extent of the borrower’s obligation to the lender.
Savings associations may protect themselves
against the risk of loss from the death of a bor-
rower. That protection may be provided through
self-insurance in the form of debt cancellation con-
tracts, or by the purchase of life insurance policies
on borrowers. In some states, the lenders insurable
interest may equal the borrower’s obligation plus
the cost of insurance and the time value money.

Holding cash value life insurance in amount in
excess of the thrift’s risk of loss may invalidate an
insurance policy and may be an unsafe and un-
sound practice. Once a credit is repaid, otherwise
satisfied in full, or charged off, the risk of loss has
been eliminated. Therefore, savings associations
may be required to surrender or otherwise dispose
of life insurance on individual borrowers under
these circumstances. For this reason, the economic
consequence of terminating the insurance should
be considered in selecting the type of insurance
and the structure the policy.

There has been much debate over the legality of an
institution holding life insurance on employees
that are no longer employed, either because of
termination or because of retirement. Certainly, it
may be argued that an insurable interest no longer
exists. Because state laws differ widely on the is-
sue of insurable interest, savings associations
should obtain competent legal advise relating to
the amount, coverage, and duration of insurance
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Section 250

II. Quantifying the Amount of Insurance Needed

The savings association should estimate the size of
the obligation or the risk of loss and ensure that
they do not purchase an excessive amount of in-
surance in relation to the estimate. For such
estimates, savings associations may include the
cost of insurance and the time value of money in
determining the amount of insurance needed. The
savings association should base the estimate of the
amount of insurance needed on reasonable finan-
cial and actuarial assumptions. In sitvations where
4 savings association purchases life insurance on a
group of employees or a homogenous group of
borrowers, it can estimate the size of the obligation
or the risk of loss for the group on an aggregate
basis. The savings association can then compare
the aggregate obligation or risk of loss to the ag-
gregate amount of insurance purchased

Purchasing or holding excessive permanent insur-
ance may be an unsafe and unsound practice if it
subjects the institution to unwarranted risks.
Bank-owned life insurance subjects a savings as-
sociation to several risks, which may be
significant. The risks are explained in the “Risks
Associated with BOLI” section of this bulletin.

M. Vendor Selection

The thrift does not have to use a vendor. In decid-
ing whether or not to use a vendor or what type of
vendor to use, the institution should consider the
following items:

e The savings association’s knowledge of BOLIL. .

¢ The resources the savings association can, and
is willing to spend, servicing and administering
the BOLL

s The benefits a vendor may provide.

Depending on the vendor’s role, the vendor’s ser-
vices can be extensive and ctitical to successful
implementation and operation of a BOLI plan. If
the institution uses a vendor, it should make ap-
propriate inquiries to satisfy itself about the
vendor’s ability to honor its commitments, and its
general reputation, experience, and financial ca-
pacity. The institution should base their review on

the size and complexity of the potential BOLI pur-
chase.

IV  Carrier Selection

BOLI plans are typically of long duration and may
represent significant risks for the institution.
Therefore, carrier selection is one of the most criti-
cal steps in a BOLI purchase. The institution
should review the product design, pricing, and ad-
ministrative services of the carrier(s) and compare
them with the institution’s needs. In addition, the
institution should also review the carrier’s ratings,
general reputation, experience in the market place,
and past performance. A broker or consultant, if
used, may assist the institution in this regard.

Furthermore, before purchasing life insurance, the
institution should perform a credit analysis on the
selected carrier(s) in 4 manner consistent with safe
and sound banking practices for commercial lend-
ing.

V. Review the Characteristics of the Available
Insurance Products

There are a few basic types of life insurance prod-
ucts in the marketplace, However, providers can
combine and modify these products in many dif-
ferent ways. The resulting final product can be
quite complex. The institution should review the
characteristics of the various insurance products
available. It should select the product or products
with characteristics that match the institution’s
objectives and needs. To do this, the institution
should thoroughly analyze and understand the
products under consideration.

‘When purchasing insurance on “key persons” and
individual botrowets, the institution should con-
sider that the institution’s need for the insnrance
will likely disappear before the insured individual
dies. In such cases, term or declining term inswuz-
ance is often the most appropriate form of life
insurance.

VI. Analvze the Benefits of BOLI

The institution should analyze the benefits of
BOLI purchases under consideration. The analysis
should include an assessment of how the puichase
will accomplish the objective specified in (1), De-
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termination of the Need for Insurance It should
also include an analysis of the anticipated per-
formance of the insurance, including the interest
crediting rate and the policy’s net accumulation
rate ! While the projected yield on some single-
premium life insurance policies may seem attrac-
tive, the actual yield may be much lower Also,
insurance and administrative costs the issuer
builds into the policy further reduce such yields
and life insurance becomes more expensive as the
insured person ages. Often insurance costs will
greatly reduce a high stated yield on a cash value
product.

VII. Determine the Reasonableness of
Compensation Provided to the Insured

Employee if the Insurance Results in Addi-

tional Compensation

Split-dollar insurance arrangements typically pro-
vide additional compensation and/or other benefits
to the employee. Before a savings association en-
ters into a split-dollar arrangement, it should
identify and quantify the compensation objective,
and ensure that the arrangement is consistent with
the stated objective. Also, the institution should
combine the compensation provided by the split-
dollar arrangement with all other compensation to
ensure that total compensation is not excessive.
OTS prohibits excessive compensation as an un-

safe and unsound practice. There are guidelines for

determining excessive compensation in Appendix
A to 12 CFR Part 570, Interagency Guidelines Es-
tablishing Standards for Safety and Soundness.

! The interest-crediting rate refers to the gross yield on
the investment in the insurance policy. That is the rate at
which the cash value increases before considering any
deductions for mortality cost, load charges, or other
costs the issuer periodically charges against the policy’s
cash value Insurance companies frequently disclose a
current interest-crediting rate and a guaranteed minimum
interest-crediting rate The guaranteed rate may be less
than the current rate As a result, the potential exists for
future declines in the interest-crediting rate The net
accumulation rate is the rate at which the policy in-
creases after all costs are deducted, which may be
materially less than the interest-crediting rate

VIII Analyze the Associated Risks and the
Institution’s Ability to Monitor and Respond

to those Risks

Ownership of or beneficial interests in BOLI may
subject a savings association to several risks.
These 1isks include: transaction, credit, interest
rate, liquidity, compliance, and price. A savings
association’s pre-purchase analysis should include
a thorough evaluation of these risks. Furthermore,
the pre-purchase analysis should allow a savings
association to determine whether the transaction is
consistent with safe and sound banking practices.
In making this determination, a savings association
should consider, among other things:

» The complexity of the transaction.

¢ The size of the transaction relative to the insti-
tution’s capital.

¢ The diversification of the credit risk,
¢ The financial capacity of the institution.

* The financial capacity of the insurance car-
riet(s).

e The institution’s ability to identify, measure,
monitor, and control the associated risks.

In assessing the size of the transaction, a savings
association should consider the cash surrender
value (CSV ) relative to its capital levels at the
time of purchase. The institution should also con-
sider projected increases in the CSV and projected
changes in capital levels for the duration of the
contract.

Consistent with prudent risk management prac-
tices, a savings association should establish
internal quantitative guidelines. These guidelines
should generally limit the aggregate CSV of poli-
cies from any one insurance company and the
aggregate CSV of policies from all insurance com-
panies. A savings association must limit

% The liquidation value of the insurance policy if the
policyholder terminates it. In the first few policy years
there may be a significant difference between the stated
policy value and the cash surrender value due to early
cancellation penalties
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investment in life insurance from any one issuer to
the lending limits prescribed in 12 CER § 560.93

A savings association should also carefully evalu-
ate its overall investment in life insurance fo
determine its own appropriate aggregate level.
OTS generally considers a concentration to exist
when a savings association invests more than 25
percent of its core capital in one industry or re-
lated group of companies or investments. Savings
associations may not invest more than 25 percent
of their total capital in bank-owned life insurance
without first notifying and obtaining anthorization
from their OTS Regional Office. However, institn-
tions should not automatically assume that a
concentration level as high as 25 percent is ac-
ceptable, as any investment level must be justified
and supported with proper underwriting, pre-
purchase analysis, and board approval as discussed
in this policy statement.

This limitation also applies to all BOLI, including
separate account BOLI, even when the insurance
catrier identifies such investments as separate ac-
counts made up solely of high quality investments.
This is because the control over the investment,
and lack of liquidity associated with BOLI apply
to both separate account and general account prod-
ucts,

LTOB Limits

For certain separate account BOLL, a savings asso-
ciation may look through to the underlying asset
for determining applicability of OTS’s loans-to-
one borrower limitations of 12 CFR § 560.93.

To qualify for separate treatment of the investment
under 12 CFR § 560.93, a thrift must evaluate the
issuer’s controls over its separate account assets
(such as internal and external andits of the assets
and activities of the separate accounts, segregation
of duties for staff managing the accounts, and a
review of fund reporting requirements) and deter-
ming that such controls are sufficient to prevent
any accidental or illicit misuse of assets in the
separate accounts. During their examinations, OTS
examiners will review the thrift’s documentation
evidencing the legality and appropriateness of the
underlying investments, and the institution’s
evaluation of the sufficiency of the insurance com-
pany’s internal and external controls over the

separate accounts. In the absence of a thorough
review by the thrift demonstrating a reliable and
bankruptcy remote separation of such accounts by
a financially sound and well-managed issuer, the
limitations of 12 CFR § 560.93 will apply.

The savings association should also obtain a legal
opinion stating that such separate account assets
are insulated by statute or otherwise from other
umrelated liabilities of the insurance company,

IX. Evaluate Alternatives

Some BOLI purchases involve indemnifying the
institution against a specific risk. For example,
savings associations sometimes purchase BOLI to
indemnify the institution against the potential for
loss arising from the untimely death of a “key per-
son.” As an alternative to purchasing BOLIL, an
institution may choose to self-insure against this
risk. Other uses for BOLI purchases are to recover
costs or provide for employee benefits. In these
cases, instead of purchasing BOLI, an institution
may choose to invest the money in other assets
Regardless of the purpose of BOLI, a complete
pre-purchase analysis will include an analysis of
the alternatives.

X. Document Decision

A savings association should maintain documenta-
tion adequate to show that the institution made an
informed decision. The institution should contirnue
to monitor that decision based on the standards set
forth in this Handbook Section

FINANCIAL CONSIDERATIONS

Institution management should also understand
and analyze how BOLI will affect the institution’s
financial condition. Given the anticipated per-
formance of the insurance, management should
analyze the effect on the institution’s earnings,
capital, cash flows, and liquidity. Management
should also consider the impact on the institution’s
earnings and capital should the institution, for any
reason, need to surrender the insurance (before
maturity at the death of the insured). This might
occur if the instifution had a credit quality concern
relating to the issuer, if the tax treatment changed,
or if the institution had other needs or uses for the
invested funds.
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RISKS ASSOCIATED WITH BOLI

Examiners should assess risk relative to its effect
on capital and earnings. The applicable risks asso-
ciated with BOLI are: Transaction, Credit, Interest
Rute, Liguidity, Compliance, and Price. An analy-
sis of how each of these risks affects the decision
to purchase and hold BOLI is set forth in the fol-
lowing paragraphs.

Transaction Risk

The degree of transaction risk associated with
BOLI is a function of a thrift not fuily understand-
ing or properly implementing a transaction. In
addition to following the other guidelines included
in this bulletin, savings associations should take
two additional steps 1o help reduce transaction
risk. Thrift management should have a thorough
understanding of how the insurance product works
and the variables that dictate the product’s per-
formance. The variables most likely to affect
product performance are the policy’s interest-
crediting rate, mortality cost,” and other expense
charges. Typically, the most significant variable is
the interest-crediting rate, followed by the mortal-
ity cost. Therefore, before purchasing BOLL a
thrift should analyze projected policy values {CSV
and death benefits) from multiple illustrations pro-
vided by the carrier. Savings associations should
consider using different interest-crediting rates and
mortality costs assumptions for each illustration.

Thrift management should also understand and
analyze how BOLI will affect the thrift’s financial
condition. Given the anticipated performance of
the insurance, management shouid analyze the ef-
fect on the thrift’s earnings, capital, and liquidity.
Management should also consider the impact on
the thrift’s earnings and capital should the thrift,
for any reason, surrender the insurance before ma-
turity at the death of the insured.

* Mortality cost represents the cost imposed on the poli-
cyholder by the insurance company to cover the amount
of pure insurance protection for which the insurance
company is at risk

Credit Risk

All life inswrance policyholders are exposed to
credit risk The credit quality of the insurance
company and duration of the contract are key vari-
ables. With term insurance, credit risk arises from
the insurance carrier’s confractual obligation to
pay death benefits upon the death of the insured.
Credit risk is primarily a function of the insurance
carrier’s ability (financial condition) and willing-
ness to pay death benefits as promised. Credit risk
may be reduced by the support provided by state
insurance guaranty associations or funds. A thrift’s
credit exposure through the ownership of term life
insurance is not reflected on the thrift’s balance
sheet.

With permanent insurance, credit risk arises from
the insurance carrier’s obligation to pay death
benefits upon death of the insured and from its
obligation to return the CSV to the policyholdet
upon request. The risk is similar to that with term
insurance, but there are a few differences. With
most permanent insurance BOLI plans, the ex-
pected time for collection of death proceeds is
extremely long. Additionally, the CSV is an unse-
cured, long-term, and nonamortizing obligation of
the insurance carrier. The risk inherent in the in-
surance company’s failure to return the CSV value
is reflected on the thrift’s balance sheet.

Before purchasing life insurance, thrift manage-
ment should evaluate the financial condition of the
insurance company and continue to monitor its
condition on an ongoing basis. [n addition to re-
viewing the insurance carrier’s ratings, the thrift
should conduct an independent financial analysis
consistent with safe and sound banking practices
for commercial lending. As with lending, the depth
and frequency of the analysis should be a function
of the relative size and complexity of the transac-
tion.

Interest Rate Risk

General account® products expose the policyholder
to interest rate risk. The interest rate risk of these

* General account life insurance products include whole
life insurance or annuities where the policyholder’s cash
value and any income is supported by the general assets
and credit of the issuing insurance company
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products is primarily a function of the policy’s
interest-crediting rate. The insurance carrier estab-
lishes interest-crediting rates. Over the long term,
interest-crediting rates are primarily a function of
the carrier’s investment portfolio performance.
The policy’s CSV grows at a slower 1ate witha
declining interest-crediting rate. Since a thrift’s
investment in permanent insurance is recorded at
the policy’s CSV, the thrift’s earnings decline as
the policy’s interest-crediting rate declines.

Due to the interest rate risk inherent in this prod-
uct, it is particularly important that management
fully understand the risk before purchasing the
policy. Before purchasing permanent insurance,
thrift management should:

¢ Review the policy’s past performance over
various business cycles.

¢ Analyze projected policy values (CSV and
death benefits}).

¢ Consider having the carrier use a different in-
terest-crediting rate for each set of policy
projections.

Variable or separate account’ products may also
expose the thrift {o interest rate risk depending on
the types of assets held in the separate account.
For example, it the separate account assets consist
solely of Treaswry securities, the thrift is exposed
to interest rate risk in the same way as holding
Treasury securities directly in its investment port-
folio. However, because the thrift does not control
the separate account assets, it is more difficult for
the thrift to control this risk. Therefore, before
purchasing a separate account product, thrift man-
agement should thoroughly review and understand
the instruments governing the investment policy

% Variable or separate account life insurance products
may take the form of universal life insurance or annui-
ties where the policyholder’s cash value and income is
supported by assets held by the insurance company in
assets that are segregated from the general assets of the
carrier. The policyholder assumes all investment and
price risk, and the insurer serves to manage the assets
for the policyhelder and administer the policy Gener-
ally, assets in separate accounts can only be used for
payment of insurance and administration costs related to
the policy and policyholder benefits

and management of the separate account. Man-
agement should understand the risk inherent within
the separate account and ensure that the risk is ap-
propriate for the thiift. Also, the thrift should
establish monitoring and reporting systems that
will enable the thrift to monitor and respond to
price fluctuations.

Liquidity Risk

Usually, life insurance policies are not marketable
and are illiquid. A secondary market for life insur-
ance does not exist. Although the CSV of policies
can be accessed quickly, it typically involves sub-
stantial loss. To access the CSV, the thrift must
withdraw from or borrow against the policy. This
may subject the thrift to surrender charges, taxes
on the gain, and a tax penalty. In addition, the poli-
cyholder generally does not receive any cash flow
until the death benefit is paid. The lack of liquidity
in the product is more significant given that sav-
ings associations normally purchase life insurance
policies through a conversion of a liquid asset
{cash or marketable securities),

Before purchasing permanent insurance, manage-
ment should recognize the illiquid nature of the
product and ensure the thrift has the long-term fi-
nancial flexibility to hold this asset in accordance
with its expected use. The inability of a thrift to
hold the life insurance until maturity (coltection of
death benefits) may compromise the success of the
BOLI plan.

Compliance Risk

Failure to comply with applicable laws, rules,
regulations, and prescribed practices (including
this bulletin} could compromise the success of a
BOLI program and resuit in significant losses for
the thrift as a result of fines, penalties, or loss of
tax benefits. Because tax benefits are critical to the
success of most BOLI plans, management of a
thrift should exercise caution to ensure that its
plans comply with all applicable tax laws. In addi-
tion, thrift management should ensure compliance
with other applicable legal and regulatory stan-
dards. Other commeon legal and regulatory
considerations include compliance with state in-
surable interest laws, the Employee Retirement
Income Security Act of 1974 (ERISA), sections
23A and 23B of the Federal Reserve Act, 12 CFR
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Part 215 (Regulation O), and Appendix A to 12
CFR Part 30 - Interagency Guidelines Establishing
Standards for Safety and Soundness Due to the
significance of the compliance risk, a thrift may
want to seek the advice of qualified counsel.

Price Risk

Typically, price risk is associated with separate
account BOLIL. The policyholder selects an asset or
group of assets to invest in and assumes all price
risk associated with the investments within the
separate account. In general, neither the CSV nor
the interest-crediting rate on separate account
products is guaranteed by the carrier. The amount
of price risk is dependent upon the type of assets
held within the separate account. With separate
account BOLI, a savings association may elect to
invest in very high quality assets or low guality
assets. A savings association may only invest in
separate account BOLI investments that the thrift
may invest in directly.

Because the thrift does not have direct control the
separate account assets, it is more difficult for the
thrift to control the price or other risks. Therefore,
before purchasing a separate account life insumrance
product, thrift management should thoroughly re-
view and understand the instruments governing the
investment policy and management of the separate
account. Management should understand the 1isk
inherent in the separate account and ensure that the
risk is appropriate for the thrift. Also, thrift man-
agement should establish monitoring and reporting
systems that will enable them to monitor and re-
spond to price fluctuations.

Savings associations may purchase separate ac-
count insurance products that hold equity
securities only for the purpose of hedging their
obligations under employee compensation and
benefit plans ° This lessens the effect of price risk
on the thrift’s financial statements because
changes in the amount of the thtift’s liability will
be hedged by changes in the value of the separate
account assets. An example of such a relationship
would be where the amount of the thrift’s deferred

¢ An economic hedge exists when an institution offsets
changes in the value of the liability or other risk expo-
sure being hedged by counterbalancing changes in the
value of the hedging instrument.

compensation obligation is measured by the value
of a stock market index, and the separate account

contains a stock mutual fund that mitrors the per-
formance of that index. [f the insurance cannot be
characterized as an effective hedging transaction,

the presence of equity securities in a separate ac-

count is impermissible.

In addition to the general considerations discussed
above, which are applicable to any separate ac-
count product, further analysis shouid be
performed when purchasing a separate account
product involving equity securities. At a minimum,
thrifts should:

¢ Analyze the thrift lability being hedged (e.g.,
deferred compensation) and the equity securi-
ties to be held as a hedge in the separate
account. Such an analysis usually documents
the correlation between the liability and the eg-
nity securities, expected returns for the
securities (including standard deviation of re-
turns), and current and projected asset and
Hability balances.

e Determine a target hedge effectiveness ratio
and establish a method for measwing hedge ef-
fectiveness. Establish a process for altering the
program if hedge effectiveness drops below ac-
ceptable levels. Consideration should be given
to the potential costs of program changes.

» Establish a process for analyzing and reporting
the effect of the hedge on the thrift’s income
statement and capital ratios. Such an analysis
usuaily shows results both with and without the
hedging transaction.

ACCOUNTING CONSIDERATIONS

Savings associations should follow generally ac-
cepted accounting principles (GAAP) for financial
reporting and Thrift Financial Report purposes.
Financial Accounting Standards Board (FASB)
Technical Bulletin 85-4, Accounting for Financial
Purchases of Life Insurance, discusses how to ac-
count for investments in life insurance. The
guidance set forth in Technical Bulletin 854 is
generally appropriate for all forms of BOLI

The savings association should follow FASB
Technical Bulletin No. 854 when accounting for
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insurance policies where the association receives
all the cash value benefits. Sometimes the associa-
tion receives all the benefits, but sepatately agrees
to provide those benefits to the employee as de-
ferred compensation. In this case, the savings
association should account for the cash swrrender
value in accordance with FASB Technical Bulletin
No. 85-4. Also, they should record a deferred li-
ability for the deferred compensation arrangements
tn accordance with Accounting Principles Board
Opinion No 12, as amended by SFAS No. 106.

Under employee benefit split-dollar policies, the
association and the employee agree to share in the
policy’s cash surzender value and death benefits.
In some circumstances, the savings association
may not be accruing a separate liability for the
employee benefit. In such instances, the associa-
tion should record an asset for its investment in the
policy equal to the lower of one of the following
values:

* The policy’s cash surrender value, determined
in accordance with FASB Technical Bulletin
No. 854,

» The present value of the future cash flow(s) the
savings association expects to receive dis-
counted at an appropriate interest rate in
accordance with Accounting Principles Board
Opinion No. 21.

The savings association should immediately record
the amount exceeding the investment as an em-
ployee benefit expense. The savings association
may also, where approptiate, record it in other as-
sets as a deferred charge. The savings association
must amortize the asset as an employee benefit
expense in a systematic and rational manner over
the time remaining until the employee’s full eligi-
bility date. The association should update its
interest in the CSV at least quarterly.

OTHER CONSIDERATIONS

A savings association should evaluate the financial
condition of the insurance company before pur-
chasing a life insurance policy. The association
should continue to monitor its condition while the
policy is in force.

The association should consider the tax and eco-
nomic consequences of surrendering a cash value
mnsurance policy before its maturity should that
become necessary. The savings association should
also consider the effect of any significant holdings
of cash value life insurance (considered a long-
term investment) on its capital and liguidity.

In addition, savings associations should determine
the applicability of, and ensure compliance with,
12 CFR §§ 563.41, 563.42, and 563 .43. For exam-
ple, split-dollar arrangements may be subject to 12
CFR § 563 41 when a savings association pur-
chases an insurance policy and the beneficiary is
its holding company or a management official of
the holding company. You must consider this an
unsecured extension of credit. This is because the
association pays the holding company’s portion of
the premium and the holding company will not
fully reimburse the savings association for its
payment until some time in the future. Federal sav-
ings associations may not make unsecured loans to
affiliates.

In other cases, the parent holding company may
actually own the insurance policy and pay the en-
tire premium. A subsidiary association may make
annual loans to the holding company in an amount
equal to the premiums paid or, equal to the annual
increase in the cash surrender value of the policy,
with the insurance policy serving as collateral for
the loan. The holding company repays the loans
upon either the termination of employment or
death of the insured employee. These loans are
subject to the quantitative restrictions of 12 CFR
§ 563.41, including the collateral requirements,
130 percent of the amount of the loan in this case.
Therefore, the transactions must also comply with
the provisions of 12 CFR § 563 42.

Because the holding company is the beneficiary of
the insurance policy, it is a participant in a transac-
tion between a savings association and a third

party.

Moreover, certain insurance arrangements may be
subject to Regulation O. In cases where the sav-
ings association purchases the insurance to provide
a fringe benefit to an executive officer of the sav-
ings association and the association pays the cost
of the policy, the officer should either:
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+ Reimburse the association for the amount of the
premiums, or

* Report the economic value of the insurance
benefit to IRS as additional taxable or deferred

income.

1t the officer is responsible to reimbuse all or a
portien of the value of the insurance benefit, the
obligation represents a [oan by the association to
the executive officer and may be subject to Regu-
fation O.

The savings association should ensure execution

of the appropriate policy endorsements, assign-
ments, and related agreements. The savings
association should also ensure that the policy pro-
vides adequate safeguards and controls to protect
its interest in the policy. Determine whether the
association’s share of any cash surrender value and
death benefits was appropriately endorsed or as-
signed to the association.

Evaluate all significant holdings and future pur-
chases of life insurance by savings associations in
light of the above guidelines. Consider any formal
or informal contracts with the executives for de-
ferred compensation or other benefit payments
linked to the insurance arrangements. Review re-
lated contracts with the insurance policies.
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