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Recent Developments Affecting the Accounting
for Split-Dollar Life Insurance Arrangements

number of banks have acquired life

insurance assets to finance the cost
of employee benefits, protect against
the loss of key persons, or provide retire-
ment and death benefits as part of
certain employees’ compensation. Data
reported in the Consolidated Reports of
Condition and Income (Call Report)
reveal that more than 47 percent of all
banks held life insurance assets as of
December 31, 2006. For these banks,
their total life insurance assets exceeded
$96 billion, which represented more
than 11 percent of their aggregate
equity capital.

In recent years, an increasing

Banks often use split-dollar life insur-
ance arrangements to provide retire-
ment and death benefits to employees.
These arrangements are commonly
structured as either “endorsement” split-
dollar arrangements or “collateral
assignment” split-dollar arrangements.
Although both types of split-dollar life
insurance arrangements have existed for
many years, within the past year the
Financial Accounting Standards Board
(FASB) has ratified separate consen-
suses reached by its Emerging Issues
Task Force (EITF) on the accounting for
these two types of arrangements. The
consensuses in EITF Issues No. 06-4 and
No. 06-10 cover endorsement and collat-
eral assignment split-dollar life insurance
arrangements, respectively.! The EITF
addressed the accounting issues associ-
ated with these arrangements because of
diversity in practice with respect to the
deferred compensation and postretire-
ment benefit aspects of typical split-
dollar arrangements. As a consequence,
institutions that have entered into split-

dollar arrangements with employees
now need to review how they account
for them. For many banks, the applica-
tion of the EITF consensuses will result
in a change in accounting principles that
will require them to recognize a liability
at the beginning of 2008 for any bene-
fits provided to these employees that
extend to postretirement periods.

1 ——
Split-Dollar Life Insurance
Arrangements

The December 2004 Interagency State-
ment on the Purchase and Risk Manage-
ment of Life Insurance,? which provides
guidance regarding supervisory expecta-
tions for the acquisition and holding of
life insurance by banks and savings asso-
ciations, also addresses split-dollar life
insurance arrangements. As noted in the
Interagency Statement, under split-dollar
arrangements, the employer and the
employee share the rights to the insur-
ance policy’s cash surrender value (CSV)
and death benefits. In general, the differ-
ence between endorsement and collat-
eral assignment split-dollar life insurance
arrangements is in the ownership and
control of the life insurance policy. In an
endorsement arrangement, the employer
(bank) owns the insurance policy and
controls all rights of ownership; in a
collateral assignment arrangement, the
employee owns the policy and controls
all rights of ownership.

According to the EITF’s description
of a typical endorsement split-dollar
arrangement,

An employer purchases a life insur-
ance policy to insure the life of an

' See EITF Issue No. 06-4, Accounting for Deferred Compensation and Postretirement Benefit Aspects of
Endorsement Split-Dollar Life Insurance Arrangements (EITF 06-4), and EITF Issue No. 06-10, Accounting for
Collateral Assignment Split-Dollar Life Insurance Arrangements (EITF 06-10). The FASB ratified the EITF's consen-
suses on these issues on September 20, 2006, and March 28, 2007, respectively.

2FIL 127-2004, Bank-Owned Life Insurance: Interagency Statement on the Purchase and Risk Management of Life
Insurance, December 7, 2004, www.fdic.gov/news/news/financial/2004/fil12704.html.
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employee and pays a single premium
at inception of the policy. Based on
the insurance carrier’s experience
(for example, mortality) it can either
charge or credit the policyholder for
the negative or positive experience,
respectively. The additional premium
or credit is typically effectuated
through an adjustment to the cash
surrender value of the policy. The
employer enters into a separate agree-
ment that splits the policy benefits
between the employer and the
employee....To effect the split-dollar
arrangement, the employer endorses
a portion of the death benefits to the
employee (the employee designates a
beneficiary for this portion of the
death benefits). Upon the death of the
employee, the employee’s beneficiary
typically receives the designated
portion of the death benefits directly
from the insurance company and the
employer receives the remainder of
the death benefits.?

In contrast, as described in the EITF’s
materials, a typical collateral assignment
split-dollar arrangement has the following
characteristics:

An employee purchases a life insur-
ance policy through an arrangement
with the employer to insure the
employee’s life...[or] the employer
purchases a life insurance policy and
transfers ownership of the insurance
policy to the employee...The employer
usually pays all or a substantial part of
the premium. The employee irrevoca-
bly assigns a portion or all of the
death benefits to the employer as
collateral for the employer’s interest
in the insurance policy [i.e., the
employer’s loan to the employee] (the
collateral assignment arrangement).
Amounts due to the employer vary

but, typically, the employer is entitled
to receive a portion of the death bene-
fits equal to the premiums paid by the
employer or premiums paid plus an
additional fixed or variable return on
those premiums.*

The appendix to the 2004 Interagency
Statement contains similar descriptions
of these two split-dollar arrangements.
The Interagency Statement further
provides that an institution’s economic
interest in the insurance policy underly-
ing the split-dollar arrangement should at
least be equal to the premium or premi-
ums paid plus a rate of return compara-
ble to returns on investments of similar
maturity and credit risk.

Liability Recognition for Split-
Dollar Arrangements under
the EITF Consensuses

The EITF reached similar conclusions
as to whether an employer should recog-
nize a liability and related compensation
costs for postretirement benefits associ-
ated with both endorsement and collat-
eral assignment split-dollar life insurance
arrangements. For both types of split-
dollar arrangements, determining
whether the employer should recognize
a liability for postretirement benefits
should be based on the substantive
agreement with the employee. Thus,

“if the employer has agreed to maintain
a life insurance policy during the
employee’s retirement or provide the
employee with a death benefit,”> the
employer should recognize a liability
for its postretirement benefit obligation
to the employee. The liability must be
recognized in accordance with FASB
Statement No. 106, Employers’ Account-
ing for Postretirement Benefits Other
Than Pensions (FAS 106), “if, in

3 EITF Abstracts, Issue No. 06-4, paragraph 2.
*EITF 06-10, Issue Summary No. 1, paragraph 2.

% Unless otherwise noted, this quotation and subsequent quotations are taken from the E/TF Abstracts for Issue

No. 06-4 or Issue No. 06-10.
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substance, a postretirement benefit plan
exists,” or Accounting Principles Board
Opinion No. 12, Omnibus Opinion—
1967 (APB 12), “if the arrangement

is, in substance, an individual deferred
compensation contract.” To determine
the substance of an arrangement, all
available evidence should be consid-
ered, including the “explicit written
terms of the arrangement, communi-
cations made by the employer to the
employee, the employer’s past prac-
tices in administering the same or simi-
lar arrangements, and whether the
employer is the primary obligor for the
postretirement benefit.”

Furthermore, when evaluating a collat-
eral assignment split-dollar arrangement,
an employer would be deemed to have
agreed to maintain a life insurance policy
“if the employer has a stated or implied
commitment to provide loans to an
employee to fund premium payments on
the underlying insurance policy during
the postretirement period.” In the
absence of evidence to the contrary,
there is a presumption that an employer
will “provide loans to an employee to
fund premium payments on the under-
lying insurance policy in the postretire-
ment period if the employer has provided
loans in the past or if the employer is
currently promising to provide loans in
the future.” For example, if, under the
terms of the collateral assignment
arrangement, the employer has either a
stated or implied obligation “to provide
loans to an employee to cover the experi-
ence gains and losses of the insurance
company, that may indicate that the
employer has a postretirement benefit
obligation” to be recognized.

Therefore, after considering all avail-
able evidence surrounding a split-dollar
arrangement, if the substance of the

arrangement is the employer’s agree-
ment to maintain a life insurance policy
on the employee during his or her retire-
ment, “the estimated cost of maintaining
the insurance policy during the post-
retirement period should be accrued.”
Similarly, if the substance of the arrange-
ment is the employer’s agreement “to
provide the employee with a death bene-
fit, the employer should accrue, over the
service period, a liability for the actuarial
present value of the future death benefit
as of the employee’s expected retirement
date.” These accruals should be made in
accordance with FAS 106 or APB 12, as
appropriate.

APB 12 requires that

an employer’s obligation under a
deferred compensation agreement be
accrued according to the terms of the
individual contract over the required
service period to the date the
employee is fully eligible to receive
the benefits, i.e., the “full eligibility
date.”...[It] does not prescribe a
specific accrual method for the bene-
fits under deferred compensation
contracts, stating only that the “cost
of those benefits shall be accrued over
that period of the employee’s service
in a systematic and rational manner.”
The amounts to be accrued each
period should result in a deferred
compensation liability at the full eligi-
bility date that equals the then pres-
ent value of the estimated benefit
payments to be made under the indi-
vidual contract.®

FAS 106 also directs an employer to
“recognize and measure the obligation
for postretirement benefits based on the
actuarial present value of all future bene-
fits attributed to an employee’s service
rendered to that date [i.e., to the full

8 Instructions for the Preparation of Consolidated Reports of Condition and Income, Glossary, “Deferred Compen-
sation Agreements,” page A-15 (3-04). Further guidance on accounting for deferred compensation agreements,
including examples, is provided in the Interagency Advisory on Accounting for Deferred Compensation Agree-
ments and Bank-owned Life Insurance. See FIL-16-2004, Accounting and Reporting, February 11, 2004,

www.fdic.gov/news/news/financial/2004/fil1604.html.
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eligibility date]. FAS 106 requires an
employer to attribute the costs of those
postretirement benefits over the
required service period.””

The EITF noted that the facts and
circumstances relating to a collateral
assignment split-dollar arrangement
may change in periods after the incep-
tion of the arrangement, for example,
as a result of an amendment to the
arrangement or a change from the
employer’s past practice in administer-
ing these arrangements. Therefore, an
employer should periodically evaluate
the substance of its collateral assign-
ment arrangements to determine
whether any change in an arrangement
has altered its substance and, hence,
whether a liability for a postretirement
benefit obligation should be recognized
or a previously recognized liability
should be adjusted.

1
Asset Recognition for Split-

Dollar Arrangements under
the EITF Consensuses

An employer must also ensure that it
properly recognizes the asset resulting
from its split-dollar arrangements with
employees. Because the owner of the
insurance policy differs under the two
types of split-dollar arrangements, the
resulting asset held by the employer
must reflect the nature of the employer’s
interest in the life insurance.

In an endorsement split-dollar arrange-
ment, the employer owns the insurance
policy. Thus, the accounting guidance
in the FASB’s Technical Bulletin 85-4,
Accounting for Purchases of Life
Insurance (TB 85-4), as interpreted by
the EITF in Issue No. 06-5, Accounting
for Purchases of Life Insurance—

Determining the Amount That Could
Be Realized in Accordance with FASB
Technical Bulletin 85-4 (EITF 06-5),
should be applied to the insurance
policy. Under TB 85-4, “the amount that
could be realized under the insurance
contract as of the date of the statement
of financial position should be reported
as an asset.” Normally, this amount is
the CSV of a policy, less any applicable
surrender charges not reflected by the
insurance carrier in the reported CSV.
However, EITF 06-5 explains that

the employer, as policyholder, should
also consider any additional amounts
included in the contractual terms of the
policy in determining the amount that
could be realized under the insurance
contract.

In this regard, EITF 06-5 notes that
an insurance policy’s contractual
terms may include a “claims stabiliza-
tion reserve” account and a provision
that allows the policyholder to recover
the upfront “deferred acquisition costs”
(DAC) tax over a specified period of
time.® When either of these amounts
is present in an insurance policy used
in an endorsement split-dollar arrange-
ment and the amount is realizable
based on the policy’s contractual
terms, this realizable amount should
be included as part of the amount
reported as a life insurance asset on
the balance sheet. Thus, as long as the
split-dollar arrangement entitles the
employer to the entire CSV reported
by the insurance carrier (less any appli-
cable surrender charges not reflected
therein) plus any additional realizable
amounts, the employer should report
this total amount as an asset.

In contrast, because the employee
owns the life insurance policy in a
collateral assignment split-dollar

TEITF 06-4, Issue Summary No. 1, Supplement No. 2, Revised, page 20.

¢ Under EITF 06-5, when measuring the amount that could be realized under an insurance contract, “amounts
that are recoverable by the policyholder in periods beyond one year from the surrender of the policy [such as the
DAC tax] should be discounted in accordance with” Accounting Principles Board Opinion No. 21, Interest on

Receivables and Payables (APB 21).
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arrangement, an employer’s process for
recognizing and measuring the asset in
such an arrangement is not as straight-
forward. According to EITF 06-10, this
process should be “based on the nature
and substance” of the arrangement,
which requires the employer to “evalu-
ate all available information.” To deter-
mine the nature and substance, “the
employer should assess what future
cash flows the employer is entitled to,
if any, as well as the employee’s obliga-
tion and ability to repay the employer.”
As an example, the EITF cited a collat-
eral assignment split-dollar arrangement
in which the employer is entitled to
recover only the CSV of the employee’s
insurance policy even if the employer’s
loan to the employee is a larger amount.
Under such an arrangement, the
employer’s asset as of any balance sheet
date would be limited to the CSV. As

a second example, if the employee is
required “to repay the [loan from the]
employer irrespective of the collateral
assigned and the employer (a) has
determined that the employee loan is
collectible and (b) intends to seek
recovery beyond the cash surrender
value of the life insurance policy, the
employer should recognize the value

of the loan (including accrued interest,
if applicable) considering the guidance
in” APB 21.

Under APB 21, if the employer’s loan
to the employee requires repayment
only of the premiums paid by the
employer on the insurance policy, i.e.,
without the payment of interest or a
rate of return on those premiums, the
employer should “record a receivable
from the employee at a discounted
amount for the premiums paid.”” Thus,
the employer would need to determine
the expected repayment date of the
loan to the employee based on the
terms of the split-dollar life insurance
arrangement as well as the appropriate
interest rate at which to discount the

loan. APB 21 states that “the rate used
for valuation purposes will normally be
at least equal to the rate at which the
debtor [i.e., the employee] can obtain
financing of a similar nature from other
sources at the date of the transaction.
The objective is to approximate the rate
which would have resulted if an inde-
pendent borrower and an independent
lender had negotiated a similar transac-
tion under comparable terms and condi-
tions.” The employer would apply

the interest method to amortize the
resulting discount on the loan to the
employee over the life of the loan at
the rate used for valuation purposes.

Effective Date for the EITF
Consensuses

The consensuses reached on EITF
06-4 and EITF 06-10 are expected to
represent a significant change in
accounting practice for many banks
with split-dollar life insurance arrange-
ments. As a result, the EITF delayed the
effective date of these consensuses to
allow adequate time for implementa-
tion. Thus, both consensuses take effect
for fiscal years beginning after Decem-
ber 15, 2007, i.e., as of January 1,
2008, for banks with calendar year
fiscal years. Calendar year banks with
split-dollar life insurance arrangements
must first report in accordance with
these consensuses in their March 31,
2008, Call Reports and in any first quar-
ter 2008 financial statements they
issue. Earlier application of the consen-
suses is also permitted.

When the EITF initially reached a
tentative consensus in EITF 06-4 in
June 2006, it proposed that the consen-
sus should take effect for fiscal years
beginning after December 15, 2006.
For calendar year banks, this meant
that they would have had to apply this
consensus at the beginning of 2007. In
considering comments received on its

° EITF 06-10, Issue Summary No. 1, paragraph A2.
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tentative consensus on EITF 06-4 that
requested a delay in the effective date,
the EITF recognized that, absent any
changes to banks’ existing endorsement
split-dollar arrangements, many banks
with such arrangements would see a
reduction in their Tier 1 capital upon
their initial application of the consen-
sus. This regulatory capital reduction
would be the consequence of having to
recognize a liability for postretirement
benefits that these banks had not previ-
ously accrued on their balance sheets.
Accordingly, the EITF reconsidered

the effective date and moved it one year
into the future. When the EITF subse-
quently reached its consensus on EITF
06-10 for collateral assignment split-
dollar arrangements, it decided in the
interest of consistency to set the same
delayed effective date as for EITF 06-4.

For a bank whose split-dollar life insur-
ance accounting practices differ from
the consensuses reached by the EITF,
the effects of applying the relevant
consensus for the type of split-dollar
arrangement into which the bank has
entered with its employees should be
recognized “through either (a) a change
in accounting principle through a cumu-
lative-effect adjustment to retained earn-
ings...as of the beginning of the year of
adoption or (b) a change in accounting
principle through retrospective applica-
tion to all prior periods.” Because each
Report of Income in a bank’s Call Report
covers a single discrete calendar year-to-
date period rather than presenting
comparative statements, a bank is not
permitted to implement a change in
accounting principle through retrospec-
tive application to prior years’ Call
Reports. Therefore, unless a calendar
year bank elects earlier application of
the relevant split-dollar EITF consensus,
it will report the cumulative effect of
applying the consensus as of January 1,
2008, as a direct adjustment to its equity
capital in item 2 of Call Report Schedule
RI-A—Changes in Equity Capital, and
disclose this amount in item 4 of Sched-

ule RI-E—Explanations.

.|
Examination Considerations

Under the 2004 Interagency State-
ment on the Purchase and Risk Manage-
ment of Life Insurance, institutions
should have a comprehensive risk
management process for purchasing
and holding life insurance. A prudent
risk management process includes effec-
tive senior management and board over-
sight as well as an effective ongoing
system of risk assessment, management,
monitoring, and internal control. As a
key aspect of the ongoing monitoring
process, management should provide a
risk management review of the institu-
tion’s insurance assets to the board of
directors at least annually. The Intera-
gency Statement provides examples of
situations when more frequent reviews
are appropriate. Although changes in
accounting requirements are not specifi-
cally included among the examples, the
EITF’s two recent consensuses are of
sufficient significance as to warrant a
review outside of the annual cycle.

Among other elements, an institution’s
risk management review should include
a comprehensive assessment of the risks
of its life insurance holdings. In particu-
lar, the Interagency Statement notes that
transaction/operational risk arises due to
the tax and accounting treatments of life
insurance products and instructs an insti-
tution to thoroughly review and under-
stand how the accounting rules will apply
to the insurance products it is consider-
ing purchasing. Therefore, when
accounting rules change, a thorough
review and understanding of the effect of
the changes should be an integral part of
the institution’s risk management review.
The Interagency Statement also notes
that “[s]plit-dollar life insurance has
complex tax and legal consequences”
and that material modifications of these
arrangements may unfavorably alter
their tax treatment. As a consequence,
the Interagency Statement cautions insti-
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tutions to “consult qualified tax, insur-
ance, and legal advisors” before entering
into or modifying split-dollar life insur-
ance arrangements.

Because the application of the consen-
suses in EITF 064 and EITF 06-10 may
require banks with split-dollar life insur-
ance arrangements to initially recognize
a liability for postretirement benefits,
which will reduce both equity capital
and regulatory capital, and to subse-
quently recognize compensation costs
over the remainder of the employees’
required service periods until their full
eligibility dates, banks should use the
transition period during 2007 for risk
management reviews that assess the
substance of their split-dollar arrange-
ments. In these reviews, banks should
also consider the nature of their interest
in the life insurance policies associated
with their split-dollar arrangements to
ensure that they are properly reporting
their insurance assets. The results of
these reviews, including consultations
with their external accountants and
other qualified advisors, should enable
management to understand and evalu-
ate the accounting consequences of the
EITF consensuses; ascertain the impact
of the consensuses on equity capital on
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their effective date and on earnings
thereafter; and determine the actions
needed, if any, to remedy the effects of
applying the consensuses beginning in
2008. These actions may include
considering whether to eliminate or
reduce the postretirement benefits
provided under these arrangements
after addressing any relevant tax conse-
quences from such modifications.

Thus, when examining banks that have
entered into split-dollar life insurance
arrangements with employees, examin-
ers should ensure that management is
aware of the recent accounting guidance
issued by the EITF and is assessing, or
has completed an assessment of, the
impact that the consensuses will have on
their organization as part of a timely risk
management review of these insurance
arrangements. In cases where manage-
ment has not yet taken appropriate
action, examiners should seek manage-
ment’s commitment to promptly address
the EITF guidance relevant to its split-
dollar arrangements.

Robert F. Storch
FDIC’s Chief Accountant,
Washington, DC
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