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	The story of bank owned life insurance or (BOLI) is one that more and more financial institutions are being told. A strategy once used predominantly by larger money center banks, BOLI purchases are now being considered by smaller community banks across the country. While most potential buyers are aware of the investment attributes of BOLI, they may not be nearly as familiar with the role it plays in the funding and design of supplemental executive and director benefit plans.
OCC 2000-23 – A Quick Review
The Office of the Comptroller of the Currency’s Technical Bulletin 2000-23 is an important source of information about bank ownership of life insurance. The bulletin replaces OCC Bulletin 96-51 and offers regulatory guidelines for bank ownership of life insurance within the context of sound banking practices. A central theme of 2000-23 is that banks are advised to perform a pre-purchase analysis that covers the following areas: 1) quantification of the amount of insurance needed; 2) carrier and vendor selection; 3) risks and benefits of a purchase; 4) evaluation of alternatives; and, 5) documentation of the decision process.
 

In addition to the pre-purchase analysis, 2000-23 comments on the magnitude of purchase amounts, accounting and liquidity considerations for the insurance and determination of incidental purpose.  In contrast to previous OCC bulletins, 2000-23 specifically addresses the use of life insurance contracts with separate underlying accounts (variable life insurance).  2000-23 states "Banks may purchase separate account insurance products that hold securities for the purpose of hedging their obligations under employee compensation and benefit plans...If the insurance cannot be characterized as an effective hedging transaction, the presence of equity securities in a separate account is impermissible."  The new OCC bulletin says that at a minimum banks should analyze (i) the correlation between the liability and the equity securities, (ii) the "target hedge effectiveness ratio," and (iii) "the effect of the hedge on the bank's income statement and capital ratios."  2000-23 makes clear that equity securities based variable contracts have limited use in bank-owned life insurance and may not be used to avoid the application of basic OCC prohibitions against the direct investment of equity securities by national banks.  These types of direct investments are generally characterized as involving excessive risk and as such constitute an unsafe and unsound undertaking for a banking institution.
Limitations on the amount of insurance to be purchased are partially determined by the nature of a bank’s charter. Whether a bank is national or state chartered (the FDIC Division of Supervision refers to OCC 2000-23), it is suggested that an institution look to concentration of credit guidelines (OCC bulletin 95-7) and legal lending limits (12 CFR Part 32) for guidance. Based on this reference to legal lending limits, national banks are generally thought to be restricted to no more than 25% of Tier 1 capital in life insurance assets. Additionally, they can only hold up to 15% with any one carrier. Under recently adopted rules located at 12 CFR Part 362, state chartered banks may give notice to the FDIC that they will own assets that are "impermissible" for national banks to own. The effect of this rule may mean that a state bank’s total investment in annuity and life insurance contracts cannot exceed 50% of Tier 1 capital.
Accounting for BOLI follows principles laid out in FASB Technical Bulletin 85-4. Under TB 85-4, a bank should record its interest in an insurance policy’s cash surrender value (CSV) as an "other asset". The increase in CSV over time should be recorded as "other non-interest income". Since insurance policy cash values are not taxable unless they are accessed via loan or withdrawal, if the bank holds the BOLI contract until the death of the insured, the increases in CSV are not taxed, but are required to be "marked to market" and move through the Profit and Loss Statement with no tax being incurred. In accordance with call report requirements, the bank should update its interest in the CSV at least quarterly.
Asset liquidity may be a consideration for an institution considering a BOLI purchase. Conventional wisdom has been that a bank should use a modified endowment contract (MEC) policy design when implementing a BOLI strategy. A MEC is a policy that is penalized by being subject to regular income taxation on withdrawals, loans or surrenders to the extent of income in the policy (LIFO treatment). A MEC is always subject to a 10% penalty tax. For individuals this penalty tax goes away at age 59 ½. For corporations that own MEC’s the penalty tax is permanent. However, at the death of the insured, all proceeds from a MEC are received tax-free, just as in a regular insurance policy.
Although the ownership of a MEC policy is a viable option, it is our opinion that a bank should at least consider the use of a non-MEC policy for its BOLI purchases. The non-MEC policy offers a bank several potential advantages.
1. Unlike a MEC, the non-MEC is not funded with a large single premium. The phasing in of premiums over several years allows the bank to calibrate BOLI acquisition to growing levels of Tier 1 capital.
2. A properly structured non-MEC will not have a 10% penalty tax if the bank chooses to use some of the CSV within the contract.
3. Non-MEC policies are subject to FIFO treatment on withdrawals, loans or surrenders to the extent of income in the policy.
4. The flexible non-MEC is better suited for situations where restructuring of benefits needs to be done (adding new participants or changing benefit designs).
5. The risk classification of a non-MEC BOLI (other assets – available for sale) is considered to be more favorable in many cases than the classification of a MEC (other assets - not available for sale or cash as last resort). 

OCC 96 –51 clearly states that BOLI cannot be purchased solely to be held as an investment asset. Regulatory authorities consider life insurance on borrowers, key-person life insurance, life insurance used to secure loans and life insurance purchased to finance new or existing employee compensation or benefit plans to be legitimate. The most common use of BOLI today is the financing of new or existing employee compensation or benefit plans. These plans can include qualified retirement plans and postretirement medical benefits as well as nonqualified supplemental executive or director benefit plans.
The benefits of using BOLI to improve the after-tax yields of a bank’s balance sheet can be spelled out in a brief example. Assume a bank has an average Tier 1 capital earnings rate of 5.0%. If the bank has a 40% marginal corporate tax rate this translates to a rate of 3.0% on a net after-tax basis. The bank sells $1,000,000 worth of Treasuries or Agencies and uses the proceeds to purchase BOLI. The BOLI contract has a cash value of $1,000,000 upon issue, and at the end of the first plan year, the policy has a cash value of $1,050,000. The bank has earned a 5.0% annual rate of return on its investment and books a net gain of $50,000 (the BOLI gain is non-taxable).
This compares to a $30,000 gain that the bank would have recognized had the assets remained in traditional taxable investments. It is this $20,000 of tax- leveraged gain generated by BOLI that then finances or offsets the cost of benefits.
	The Case for Executive Benefit Plans
The message that a tax-favored increase in earnings using a conservative investment vehicle that has been addressed by regulators comes through to banks loud and clear. Unfortunately, this message has tended to overshadow the significance of a well-thought-out executive benefit plan and concomitant funding.
Existing programs like profit sharing or 401(k) plans are inadequate retirement accumulation tools for executives. They are limited by government rules (such as the $10,500 limit on 401(k) deferrals) and high costs of benefit delivery. Moreover, the government sees fit not to include part of many executives’ income when calculating their eligibility for participation in such plans. This reverse discrimination requires a rebalancing of executive benefits so that they are roughly equitable to those of the less-highly-paid employees. It is entirely possible that a bank executive relying solely on social security and qualified plan benefits could receive less than one third of the retirement benefit percentage delivered to a less highly-paid bank employee.
The non-qualified plan, which allows inclusion of all income benefit formulae and does not limit participant deferrals, strikes a unique balance between the objectives of career management and the interests of bank shareholders. The executive can get an meaningful retirement plan and the shareholders can get a competitive deployment of bank capital.
The Importance of Plan Design
Adhering to some basic guidelines can make a bank’s executive benefit plan successful. From the executive’s standpoint, plans must offer competitive benefits; they must be understandable and they must be able to deliver timely benefits respectful of shareholder interests’ when they are due. From the bank’s standpoint, the benefit plan design must be sound in terms of cash flow, accounting practice, tax efficiency and impact on earnings. Most importantly, the plan funding must compare favorably with other alternative uses of bank capital having the same risk measure.
When offering a nonqualified retirement plan for their executives, many banks use a SERP design. Supplemental Executive Retirement Plans (SERPs) are usually modeled after traditional qualified defined benefit plans, which supply participants with a company-provided benefit at retirement. Formulae used to calculate SERP benefits often include offsets for qualified plans and social security. For example, a benefit calculation could be based on 60% of an executive’s final average compensation reduced by the amount of qualified and social security benefits to be received. Alternatively, the design of the plan could be based on a unit credit method such as 3% times years of service times final average compensation. The plan document can spell out definitions of compensation, vesting schedules and payout options.
One of the most common objections to SERPs illustrates why it is critical for the decision maker to devote as much time to the design of the benefit plan as he or she does to the selection of the BOLI contract that funds it. While providing a SERP benefit a company’s profit & loss statement must sustain a "hit" to the bottom line each year. The "hit" is dictated by FASB 87, which states that a company must book a liability each year to account for the benefit that is to be paid out to the executive in the future. The P & L hit from benefits is usually only partially offset by informal funding assets in the plan’s early years. For obvious reasons, most shareholders, especially those who own stock in new banks, will probably have an aversion to bottom line hits from executive benefit plans. Is there anything a bank can do to lessen the impact on the balance sheet without sacrificing the beneficial aspects of the plan?
Consider the PASERP
A Performance Associated SERP (PASERP) is a creative way to structure an executive retirement benefit with lessened early year impacts to the bottom line. The PASERP uses a schedule that phases in accruals based on participants’ achievement of performance measures chosen by the company. Such measures are often, but not always, related to profitability. As an example, consider the following situation:
Assumptions:
· A De Novo bank – opened 6-1-98; profitability expected by 1-1-00.
· CEO age 52; current comp $150,000 - expected increase 5% per yr.
· Projected to retire at age 62; with a $150,000 annual benefit
· Benefit to be paid out over 15 years.
The bank has decided to put a PASERP in place to retain and reward its chief executive officer. Note that in this design the annual benefit payout at retirement is equal to current salary. Given annual increases of five percent and the CEO’s expected working lifetime the final benefit should represent approximately 60% of final salary.
In a conventional SERP design, the bank would have to accrue the present value of the total benefits earned immediately each year to comply with FASB accounting rules. This accrual might impact the bank’s bottom line immediately at a time when it is disadvantageous to have negative impacts to earnings and before meaningful performance emerges from the funding assets. This may not be tolerable to shareholders. A PASERP design ties the earning of a benefit by the executive to the achievement of a performance goal. Continuing the example of our 52-year-old CEO, let’s assume that the bank has chosen to use average profitability as the performance measurement.
YEAR
PROJECTED ANNUAL BANK PROFIT
PROJECTED AVERAGE PROFITABILITY
PHASED IN BENEFIT PERCENTAGE
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$500,000
666,666
875,000
1,100,000
1,250,000
0
20
40
60
80
100
As the profitability goals are achieved by the bank, the benefit is earned and accrued for the executive. This phasing in of the benefit dramatically lessens the immediacy of the accruals the bank must recognize under FASB 87. Assuming profitability goals are met, the executive will earn the same benefit from the seventh plan year forward and accruals for the PASERP will catch up to those of a traditional SERP design.
A PASERP allows the bank to have "hits" to earnings when it is most prepared to absorb them – that is, when profitability goals are met. In addition, the phasing in of benefit liabilities allows the informal funding asset (BOLI) the time to grow sufficiently on a tax-advantaged basis to help offset the overall impact of the plan.
Conclusions
The use of BOLI by community banks will no doubt continue to increase. It is crucial for an institution to understand that BOLI can be a tool for use in offsetting the costs of executive and director benefit plans. Focus on the ultimate goal when designing an executive benefit plan can reap tremendous rewards in the attraction and retention of high-level decision makers for the bank


You are an executive in a family-owned business and you have been planning for retirement. Many years ago the company was smart enough to realize that contributions to the company’s qualified plans wouldn’t create sufficient retirement assets for you, so it established a non-qualified 
