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Summary: This bulletin provides an update to Thrift Activities Regulatory Handbook Section 250,
Other Assets/Liabilities. Please replace the existing handbook section with the enclosed revised sec-
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Regulatory Bulletin 32-26
SUMMARY OF CHANGES

OTSisissuing an update to Thrift Activities Handbook Section 250. We significantly revised Appendix
A, Bank Owned Life Insurance (BOLI). Change bars in the margins of the Appendix indicate revisions.
We provide asummary of all substantive changes below.

Revised the appendix to more closely track the Office of the Comptroller of the Currency’s (OCC)
bulletin on BOLI, BC 2000-23.
Stated explicitly that purchasing BOLI that is not incidental to banking is not permitted.

Revised the concentration guidance to make it clear that thrifts' investment in BOLI should not ex-
ceed 25 percent of capital.

Added guidance on separate account BOLI.

Made a statement that the lending limit rule can apply to the underlying assets in separate account
BOLI provided that certain controls are in place with the insurer.

Added adiscussion on insurable interest and stated that holding insurance in excess of the institu-

tion'srisk of lossis considered unsafe and unsound.

—Scott M. Albinson
Managing Director, Supervision
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CHAPTER: Asset Quality

SECTION: Other Assets and Liabilities

Section 250

OTHER ASSETS

The term, other assets, represents a balance sheet
category for miscellaneous assets not appropri-
ately included in other major asset categories.
Such assets are typically nonearning and often
represent a small percentage of a savings associa-
tion’s total assets.

Other assets might include the following items:

Federal Home Loan Bank (FHLB) stock.

Stock in the Student Loan Marketing Associa-
tion, or Farm Credit District Bank.

Accrued FHLB dividends.
Federal, state, or other taxes receivable.
Net deferred tax assets per SFAS 1009.

Insured portion of real estate owned on VA or
FHA-HUD loans while titleis held pending
conveyance.

Prepaid deposit insurance premiums.
Prepaid expenses.

Value of margin accounts held for financial
futures and options contracts.

Deferred net gains and losses on asset hedges.
Goodwill and other intangible assets.
Capitalized organization costs.

Purchased loan servicing rights.

Excessloan servicing.

Personal property owned by the savings asso-
ciation and leased to others.

Accounts receivable.
Prepaid expenses.

Accrued income receivable.

Suspense items.
Miscellaneousitems.
Cash surrender value of life insurance policies.

Claims and judgments where collection is
likely.

Premiums (gifts) for business promotions.

The Thrift Financial Report Instructions, Con-
solidated Statement of Condition, outlines the
reporting of other assets. It isimportant to review
a savings association’ s other assets and liabilities
because you may find a significant level of poor
quality assets in associations lacking adequate
internal controls and accounting procedures.

Materiality and inherent risk assessments are the
major factors in deciding which accountsto re-
view in the examination of a savings association.
Y ou should not spend valuable time trying to ana-
lyze the nature and quality of each item. Thisis
true especially for small items or assets with little
inherent risk of loss and an insignificant effect on
the safety and soundness or quality of earnings of
the savings association. A savings association
with good controls and review systems will peri-
odically purge al uncollectible, unreconcilable
suspense items. Depending on the level of risk,
you may have to go beyond the general ledger
control accounts and scan the underlying subsidi-
ary ledgers. This allows you to determine that
posting errors and the common practice of netting
certain accounts against each other does not hide
significant balances.

Savings associations should maintain sufficient
supporting documentation for each item in the
other assets category. Y ou should thoroughly re-
view stale or suspense items that remain in an
account for extended periods of time. Y ou should
ensure that the savings association is following a
consistent approach in managing its assets. Re-
view the savings association’s policies and
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SECTION: Other Assets and Liabilities

Section 250

practices for the following unsafe and unsound
actions:

Failing to consistently administer adequate
procedural controls over items categorized as
other assets.

Continuing to amortize assets after they have
lost their value (savings associations should
charge off such assets).

Using suspense accounts to hide or postpone
the proper booking of accounts.

Establishing deferrals for assets that have no
future value.

Using recordkeeping procedures that result in
unsupported original entries for asset acquisi-
tions and unsupported amortizations or charge-
offs.

In addition, you should review whether the sav-
ings association appropriately classifies other
assets. Savings associations should charge off or
establish a specific reserve for any asset or por-
tion of an asset considered uncollectible. Savings
associations should classify assets that exhibit
weaknesses but not deemed uncollectible based
on the criteriain Section 260, Classification of
Assets.

Y ou should also verify that the savings associa-
tion accounts for net deferred tax assets and
include them in regulatory capital, according to
the limitations of SAS No. 109 and Thrift Bulletin
56.

Cash Value Lifelnsurance

Some savings associations purchase cash value
lifeinsuranceto fill various business needs, in-
cluding the funding of employee compensation
plans, insuring loans against the death of a princi-
ple borrower, providing key-man coverage, etc.
Savings associations should carefully evaluate
large investments in cash value life insurance es-
pecialy if policy expenses are material. See
Appendix A for adiscussion of and OTS guid-
ance relating to thrift investmentsin cash value
life insurance.

OTHER LIABILITIES

Other liabilitiesis a balance sheet category for
those accounts that the savings association does
not identify individually because of their relative
insignificance. The anonymity of the caption may
invite misuse, both inadvertent and deliberate.
Other liabilities include the following items:

Declared but unpaid cash dividends on stock.

Deferred net gains and losses on liability
hedges.

Nonrefundable loan commitment fees.

Balance in certain U.S. Treasury tax and loan
accounts.

Deferred gains on sale of real estate recorded
under percent completion method pursuant to
SFAS No. 66.

Amounts payable under interest rate swap
agreements.

Amounts due brokers between trade and set-
tlement dates on purchased securities.

Unapplied loan payment that the savings asso-
ciation will credit to the customer’ s account as
of the date of receipt.

Other similar suspense item liabilities.

Liability created when a servicer does not ex-
pect the benefits of aloan servicing contract to
provide adequate compensation.

Refer to the Thrift Financial Report Instructions,
Consolidated Statement of Condition, for amore
complete list of other liabilities and their proper
reporting.

Aswith other assets, the association should main-
tain sufficient supporting documentation for each
item in the other liabilities category. Y our major
emphasis in the other liabilities area should be the
adequacy of the controls and procedures used by
the association to promptly record the proper
amount of liability. If not properly supervised, the
savings association or individuals may use other
assets and liabilitiesto conceal shortages. When
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examining this part of the balance sheet, you may
detect the following unsafe and unsound practices
or conditions:

Savings association overdrafts.
Defalcations.
Inaccuraciesin Thrift Financial Reports.

Unresolved differences between the general
ledger and supporting subsidiary records.

Contingent liabilities for items such as taxes,
legal services, employee compensation and
pensions, equipment, and claims for damages.

Manipulation of net income by recording in-
come or improperly reporting or under-
accruing other liabilities.

Failure to record all material liabilities ade-
guately and accurately.

Failure to discharge liabilities according to
their terms and requirements.

The following abligations or circumstances that
the savings association may have incurred and not
recorded on the association’ s books could result
in direct or contingent liabilities:

Planned payments of bonuses or special
compensation to officers or directors.

Unpaid federal and other taxes that the savings
association disputes.

Anticipated settlements of pending tax litiga-
tion in excess of recorded amounts of liability.

Employment contracts.

I nadequate insurance coverage for potential
lawsuits or claims for damages.

Equipment contracts.

REFERENCES

Code of Federal Regulations (12 CFR)

§560.160 Classification of Certain Assets

§563.41 Loans and Other Transactions
With Affiliates and Subsidiaries

§563.42 Additional Standards Applicable
to Transactions With Affiliates
and Subsidiaries

§563.43 Loans by Savings Associations
to Their Executive Officers, Di-
rectors, and Principal
Shareholders

§ 563.200 Conflicts of Interest

Office of Thrift Supervision Bulletins

TB 56 Deferred Tax Assets: OTS
Guidelines on Regulatory Re-
porting; Transition Rule

Financial Accounting Standards Board,
Statement of Financial Accounting Standard

SFASNo.106 Employers Accounting for
Post-Retirement Benefits Other
Than Pensions

SFASNo. 109  Accounting for Income Taxes

SFASNo. 115 Accounting for Certain Debt
and Equity Securities

Accounting Principles Board (APB) Opinions

APB No. 12 Deferred Compensation Con-
tracts

APB No. 21 Interest on Receiveables and
Payables

Other Accounting References

Technical Bulletin No. 85-4, Accounting for Pur-
chases of Life Insurance

America’' s Community Bankers, Accounting Prin-
ciples for Savings Associations

OCC Bulletin 2000-23 Bank Purchases of Life
Insurance
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Other Assets and Liabilities
Program

Examination Objectives

To determine and evaluate the institution’ s policies and procedures applicable to the recordkeeping and
management of other assets and other liabilities.

To determine whether expenditures for other assets are appropriate to the needs of the association and
consistent with its business plan.

To determine the extent of compliance with the savings association’ s stated policies, procedures, and
controls, and with applicable state and federal regulations and restrictions.

To determine if the association has exposure to contingent liabilities and to evaluate its plans for addressing
them.

To summarize findings and to initiate corrective action when deficiencies exist that could affect safety and
soundness, or when you note violations of laws or regulations.

Examination Procedures

Level | WKkp. Ref.

1 Review scoping materials applicable to this program. If another examiner(s) reviewed
scoping materials, obtain awritten or oral summary of the review(s) of items concerning
this program. Scoping materials might include: the prior examination report, prior
exception sheets and work papers, review of internal and external audit reports, review of
OTSfinancia analysis reports, supervisory analysis, correspondence, etc.

2. Review the preceding report of examination and all other asset and other liabilities-
related exceptions and determine if management has taken appropriate corrective action.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Other Assets and Liabilities
Program

WKp. Ref.

Determine the association’ s policies and procedures on other assets. Review policy
statements, the internal asset review program, procedures manuals, the association’s
business plan, board and committee minutes, and external audit reports.

Ascertain through observation and interviews with management whether the savings
association periodically reviews policies and procedures and communi cates changes to
the appropriate association personnel. Determine whether they are generally comparable
in nature and scope with management’ s policies and practices on other balance sheet
items. Review all asset-related suspense accounts.

Review correspondence with legal counsel handling litigation to determine if the savings
association records contingent liabilities and that they appear reasonable.

Determine whether the savings association has policies and procedures for managing
other liabilities and whether they are compatible with the findings of prior independent
audits and examinations, and state and federal regulations. Determine if the savings
association’s policies and procedures prevent imprudent practices as discussed in this
Handbook Section.

Review Level 1l procedures and perform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.

Exam Date:

Prepared By:

Reviewed By:

Docket #:

250P.2

Regulatory Handbook July 2002 Office of Thrift Supervision



Other Assets and Liabilities
Program

WKp. Ref.

Level Il

8.

10.

11.

12.

13.

Obtain (or prepare) acomplete list of other assets. Obtain a reconciliation of the
balancing of the association’s subsidiary records to the general ledger. Ascertain whether
the savings association reports other asset balances correctly on the Thrift Financial
Reports. Correct as necessary.

Compare total investments between examinations and determine the reason for
significant variances or unusual changes. Determine and evaluate management’s
justification for material overinvestment in other assets.

Review a selected sample of subsidiary ledgers and documentation supporting other
assets. Determine whether the savings association appropriately writes down other assets
the savings association deems uncollectible. The savings association should charge off or
classify as Loss such assets in accordance with 12 CFR § 560.160.

Compare accounts receivable for the current reporting period with receivables 90 days
prior. Scrutinize material accounts with unchanged balances over this period for possible
write-off or classification.

Be alert to the existence of any unrecorded assets; for example, deficiency judgments
obtained as aresult of foreclosure, or assets charged off that still have substantial value.
The savings association should record these items as other assets at nominal book value.
Verify a selected sample of claims pending for FHA or VA guaranteed loans to
determine that the claims are legitimate and that the savings association promptly
submits them.

Determine if the other assets accounts include a significant investment in cash value life
insurance. If so, determine the following:

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Other Assets and Liabilities
Program

14.

15.

16.

17.

18.

WKp. Ref.

I's the insurance amount reasonabl e?
Does the savings association account for the cash value life insurance correctly?

I's such insurance a permissible investment, in accordance with OTS policy? (See
Appendix A.)

Review the adequacy of the Board' s documentation justifying the amount of cash value
life insurance.

Review whether the insurance arrangement complies with Federal Reserve Regulation O,
as applicable.

Determine whether the insurance policy adequately protects the savings association’s
interests.

Determine if the savings association recorded improper payments between the savings
association and affiliated companies under 12 CFR 88 563.41 and 563.42 or if the
payments present a conflict of interest under 12 CFR 8 563.200.

Review subsidiary records and invoices supporting a selected sample of other liability
account transactions. Determine if the savings association recorded all liabilities
promptly. Determine and evaluate justifications for not doing so.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Other Assets and Liabilities
Program

19.

20.

21.

22

23.

24,

WKp. Ref.

For each obligation or circumstance identified that could result in direct or contingent
liabilities, determine if management is aware of the problem and has developed plans for
disposing of potential liabilities.

Obtain alisting of all accountsincluded in the other liabilities category. For major
accounts included in thislisting, determine if and why there were significant changesin
these accounts since the previous examination and eval uate management's justification
for these changes.

On a selected sample basis, determine the composition of large other liability accounts.
Review the documentation supporting other liabilities. Determine and evaluate the
justification for items that appear unusual.

Determine if the savings association has not paid any liabilities for an unreasonable
length of time. If so, why? Evaluate management’ s justification for nonpayment and
determine when the association expects to make payment. Determine if the savings
association has adequate controls to ensure the proper disposition of liabilities remaining
unpaid for extended periods of time.

If applicable, determine that the tax payments to a parent holding company arein
accordance with OTS policy. (Refer to the OTS Holding Company Regulatory
Handbook.)

Ensure that your review meets the Objectives of this Handbook Section. State your
findings and conclusions, as well as appropriate recommendations for any necessary
corrective measures, on the appropriate work papers and report pages.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Other Assets and Liabilities

Program

Level Il

WKp. Ref.

25. Review al evidence supporting significant income tax refund claims the savings
association records as areceivable. Such evidence includes the actual claim document, a
request for technical advice, protest, or any other material that provides additional
support to the claim. Y ou should take particular care when you look at tax refund claims
where the amounts are significant relative to either net income or capital.

Examiner’'s Summary, Recommendations, and Comments

Exam Date:

Prepared By:
Reviewed By:

Docket #:
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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
devel oped this guidance in coordination with the
Federal Deposit Insurance Corporation, the Fed-
eral Reserve Board, and the Office of Thrift
Supervision. Each agency agreed, in principle, to
adopt similar guidance to that contained in Bulle-
tin 2000-23. OTS s previous guidanceis
superceded by the following guidance.

BACKGROUND

Bank-owned lifeinsurance (BOLI) includes dl life
insurance that a corporation, such as a savings as-
sociation, purchases and owns or has a beneficial
interest in. Aswith most financial instruments,
BOLI can be complicated and is not without risk.
Furthermore, BOL I 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-
ciesconsider it legally permissibleif itis
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:

K ey-person insurance.
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 OTS
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 alegitimate 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 unlessit is part of areasonable 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 lifeinsuranceisa
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 board oversight. Regard-
less of theingtitution’ s financial capacity and risk
profile, the board must understand the role institu-
tion-owned life insurance playsin the overall
business strategies of the institution. The board’s
rolein analyzing and overseeing cash value life
insurance should be commensurate with the size,
complexity, and risk inherent in the transaction.
Although the board may delegate decision-making
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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 practices.

Institution management and the board of directors
cannot rely solely on athird-party analysis of the
benefits of BOLI, 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 avested 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 areview 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 analysisisto
help ensure that the savings association under-
stands the risks, rewards, and unique
characteristics of BOLI. 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 identifying the specific risk of loss or
obligation against which it isinsuring. The exis-
tence of arisk 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, or 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 contracted (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 responsihilities re-
lated to managing that risk. For example, a savings
association may purchase life insurance to indem-

nify itself from the loss of a“key person.”
However, savings associations should not use
“key-person” lifeinsurance 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 akey person lapses if the individual
isno longer akey person for the association. Spe-
cifically, the key person’ sretirement, resignation,
discharge, or a change in the person’s responsibili-
tieswill cause the association to lose its insurable
interest in akey person.

State law generally recognizes that alender has an
insurable interest in the life of aborrower 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’ srisk 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 lifeinsurance 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 theis-
sue of insurable interest, savings associations
should obtain competent legal adviserelating to
the amount, coverage, and duration of insurance.
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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 situations where
a 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 therisk of loss for the group on an aggregate
basis. The savings association can then compare
the aggregate obligation or risk of lossto the ag-
gregate amount of insurance purchased.

Purchasing or holding excessive permanent insur-
ance may be an unsafe and unsound practiceif 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.

I11. Vendor Selection

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

The savings association’ s knowledge of BOLI.

The resources the savings association can, and
iswilling to spend, servicing and administering
the BOLI.

The benefits a vendor may provide.

Depending on the vendor’ srole, the vendor’ s ser-
vices can be extensive and critical to successful
implementation and operation of aBOLI 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
genera 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 stepsin aBOLI 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’ sratings,
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 amanner consistent with safe
and sound banking practices for commercial lend-

ing.

V. Review the Characteristics of the Available
Insurance Products

There are afew 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
guite 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
individua borrowers, the institution should con-
sider that the institution’ s need for the insurance
will likely disappear before the insured individual
dies. In such cases, term or declining term insur-
ance is often the most appropriate form of life
insurance.

V1. Anayzethe Benefits of BOLI

The institution should analyze the benefits of
BOLI purchases under consideration. The analysis
should include an assessment of how the purchase
will accomplish the objective specifiedin (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 Reasonabl eness 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-
tersinto a split-dollar arrangement, it should
identify and quantify the compensation objective,
and ensure that the arrangement is consistent with
the stated objective. Also, theinstitution 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 aresult, the potential exists for
future declinesin the interest-crediting rate. The net
accumulation rate is the rate at which the policy in-
creases after al costs are deducted, which may be
materially less than the interest-crediting rate.

VIIl. Analyze the Associated Risks and the
Institution’ s Ability to Monitor and Respond
to those Risks

Ownership of or beneficial interestsin BOLI may
subject a savings association to several risks.
Theserisks include: transaction, credit, interest
rate, liquidity, compliance, and price. A savings
association’ s pre-purchase analysis should include
athorough 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-
rier(s).

Theingtitution’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. Theinstitution should also con-
sider projected increases in the CSV and projected
changesin capital levelsfor 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 al insurance com-
panies. A savings association must limit

2 The liquidation value of the insurance policy if the
policyholder terminatesit. 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 CFR § 560.93.

A savings association should aso carefully evalu-
ateitsoveral investment in life insurance to
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 authorization
from their OTS Regional Office. However, institu-
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.

Thislimitation also appliesto all BOLI, including
separate account BOL I, even when the insurance
carrier identifies such investments as separate ac-
counts made up solely of high quality investments.
Thisis 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 BOL I, 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 8 560.93.

To qualify for separate treatment of the investment
under 12 CFR 8 560.93, a thrift must evaluate the
issuer’ s controls over its separate account assets
(such asinternal and external audits of the assets
and activities of the separate accounts, segregation
of dutiesfor staff managing the accounts, and a
review of fund reporting requirements) and deter-
mine that such controls are sufficient to prevent
any accidental or illicit misuse of assetsin 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’sinternal and external controls over the

separate accounts. I1n the absence of athorough
review by the thrift demonstrating areliable and
bankruptcy remote separation of such accounts by
afinancially sound and well-managed issuer, the
limitations of 12 CFR 8 560.93 will apply.

The savings association should also obtain alegal
opinion stating that such separate account assets
are insulated by statute or otherwise from other
unrelated liabilities of the insurance company.

IX. Evauate Alternatives

Some BOL | 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 aternative to purchasing BOLI, 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, acomplete
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 continue
to monitor that decision based on the standards set
forth in this Handbook Section.

FINANCIAL CONSIDERATIONS

I nstitution management should also understand
and analyze how BOL I 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 theinstitution’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 institution 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 assessrisk relative to its effect
on capital and earnings. The applicable risks asso-
ciated with BOLI are: Transaction, Credit, Interest
Rate, Liquidity, 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 isafunction of athrift not fully understand-
ing or properly implementing atransaction. In
addition to following the other guidelines included
in this bulletin, savings associations should take
two additional steps to 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’ sinterest-
crediting rate, mortality cost,® and other expense
charges. Typically, the most significant variableis
the interest-crediting rate, followed by the mortal-
ity cost. Therefore, before purchasing BOLI, 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 should 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 insurance 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 contractual obligation to
pay death benefits upon the death of the insured.
Credit risk is primarily afunction 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 policyholder
upon request. Therisk issimilar to that with term
insurance, but there are afew differences. With
most permanent insurance BOLI plans, the ex-
pected time for collection of death proceedsis
extremely long. Additionally, the CSV isan 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
isreflected 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. In addition to re-
viewing the insurance carrier’ sratings, the thrift
should conduct an independent financial analysis
consistent with safe and sound banking practices
for commercial lending. Aswith lending, the depth
and frequency of the analysis should be afunction
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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productsis primarily afunction of the policy’s
interest-crediting rate. The insurance carrier estab-
lishes interest-crediting rates. Over the long term,
interest-crediting rates are primarily afunction of
the carrier’ s investment portfolio performance.
The policy’s CSV grows at aslower rate with a
declining interest-crediting rate. Since athrift’s
investment in permanent insurance is recorded at
the policy’s CSV, the thrift’ s earnings decline as
the policy’ sinterest-crediting rate declines.

Due to theinterest 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 adifferent in-
terest-crediting rate for each set of policy
projections.

Variable or separate account® products may also
expose the thrift to interest rate risk depending on
the types of assets held in the separate account.
For example, if the separate account assets consist
solely of Treasury securities, the thrift is exposed
to interest rate risk in the same way as holding
Treasury securities directly in itsinvestment port-
folio. However, because the thrift does not control
the separate account assets, it is more difficult for
the thrift to control thisrisk. 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 al investment and
pricerisk, and the insurer serves to manage the assets
for the policyholder and administer the policy. Gener-
ally, assetsin 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 therisk is ap-
propriate for the thrift. 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 areilliquid. 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 atax 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 aliquid asset
(cash or marketable securities).

Before purchasing permanent insurance, manage-
ment should recognize theilliquid 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. Theinability of athrift to
hold the life insurance until maturity (collection 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 result in significant losses for
the thrift as aresult 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 al applicable tax laws. In addi-
tion, thrift management should ensure compliance
with other applicable legal and regulatory stan-
dards. Other common 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 compliancerisk, athrift may
want to seek the advice of qualified counsel.

Price Risk

Typicaly, pricerisk is associated with separate
account BOLI. The policyholder selects an asset or
group of assetsto 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 BOL 1, a savings association may elect to
invest in very high quality assets or low quality
assets. A savings association may only invest in
separate account BOL | 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 insurance
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 risk
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’ sfinancial statements because
changes in the amount of the thrift’s liability will
be hedged by changesin the value of the separate
account assets. An example of such arelationship
would be where the amount of the thrift’s deferred

® An economic hedge exists when an institution offsets
changesin the value of the liability or other risk expo-
sure being hedged by counterbalancing changesin 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 mirrors the per-
formance of that index. If the insurance cannot be
characterized as an effective hedging transaction,
the presence of equity securitiesin a separate ac-
count isimpermissible.

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

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

Determine a target hedge effectivenessratio
and establish a method for measuring hedge ef-
fectiveness. Establish a process for atering 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’sincome
statement and capital ratios. Such an analysis
usually 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 investmentsin life insurance. The
guidance set forth in Technical Bulletin 85-4 is
generally appropriate for al forms of BOLI.

The savings association should follow FASB
Technical Bulletin No. 85-4 when accounting for
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insurance policies where the association receives
all the cash value benefits. Sometimes the associa-
tion receives al the benefits, but separately agrees
to provide those benefits to the employee as de-
ferred compensation. In this case, the savings
association should account for the cash surrender
value in accordance with FASB Technical Bulletin
No. 85-4. Also, they should record a deferred li-
ability for the deferred compensation arrangements
in 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 surrender 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. 85-4.

The present value of the future cash flow(s) the
savings association expectsto receive dis-
counted at an appropriate interest ratein
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 appropriate, 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’ sfull €ligi-
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 alife insurance policy. The association
should continue to monitor its condition while the
policy isin force.

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

In addition, savings associations should determine
the applicability of, and ensure compliance with,
12 CFR 88 563.41, 563.42, and 563.43. For exam-
ple, split-dollar arrangements may be subject to 12
CFR 8§ 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. Y ou must consider thisan
unsecured extension of credit. Thisis 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 loansto
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
afringe benefit to an executive officer of the sav-
ings association and the association pays the cost
of the palicy, 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.

If the officer is responsible to reimburse al or a
portion of the value of the insurance benefit, the
obligation represents aloan by the association to
the executive officer and may be subject to Regu-

lation 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
itsinterest 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 associationsin
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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