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Discussion Components B AEE A

Deferred Compensation & CASD Split Dollar Collateral

» Board responsibilities & evaluation documentation

* Benefit design

» Economic level of benefit created

* Affordability: net income & capital level — RBNW
* Legal documentation

e Liquidity risks

* Accounting and internal controls

* Due diligence: vendor and products

® DoerenMayhew
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Basic Safety & Soundness UL AGEE

Split Dollar Collateral

Considerations

» Deferred compensation plan(s) may not present a
safety and soundness risk to future earnings or net
worth adequacy

* Prior to implementation and ongoing, board must
thoroughly document due diligence (written file
documentation) P

e Consider all related risks
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d. hilton associates inc.

9450 Grogan’s Mill Road, Suite 200
The Woodlands, TX 77380
800.367.0433

SERPs by Credit Union Assets splt Dollar Collateral

$100M-5199.9M $200M-$399.9M $400M-$599.9M S600M-$999.9M $1B or more

| 2005 | 2007 m 2009 | 2011 m 2013
©D. Hilton Associates, Inc.
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CEOs without a SERP by Assets splt Dollar Colltera

$1B or more

S600M - $999.9M

‘$400M - $599.9M

$200M - $399.9M

$100M - $799.9M

® DoerenMayhew

CEO SERPs by Type of SERP plt Dol Coltera

15%
Combination

46% Defined Contribution

39% Defined Benefit

©D. Hilton Associates, Inc.
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Employer Contributions Included as oul Acae 201
S E R P Oﬁ:sets Split Dollar Collateral

2005 2007 2009 20m 2013

M 401} W 457b) M Social Security W None [ Other

» DoerenMayhew

Targeted Percentage of Income to o —
Replace at Retlrement Split Dollar Collateral

63%

62%

61%

59%

58%

57%

56%

55%

54%

Defined Contribution Defined Benefit

| 2005 W 2007 | 2009 | 201 | 2013

©D. Hilton Associates, Inc.
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MCUL AC&E 2014

Target Final Compensation Spit Dollar Collatera

25th 75th
Assets Percentile Median Percentile

$100m - $199.9m 60.0% 65.0% 70.0%
$200m - $399.9m 57.5% 60.0% 70.0%
$400m — $599.9m 50.0% 65.0% 70.0%
$600m - $999.9m 55.0% 65.0% 70.0%

$1b or more 60.0% 65.0% 70.0%

©D. Hilton Associates, Inc.

® DoerenMayhew

MCUL AC&E 2014

CEO Age (ln yearS) Split Dollar Collateral

55

2005 2007 2009 2011 2013

©D. Hilton Associates, Inc.
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MCUL AC&E 2014

Types Of RISk Split Dollar Collateral

* Interest rate
* Liquidity
 Transaction
» Compliance
* Credit

14
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Interest Rate Risk MCUL AC&E 2014

Split Dollar Collateral
* Funds devoted to deferred compensation programs

contribute less than a market rate of return to the
credit union’s gross income

» Opportunity costs and yield are lost to fund the benefit
» Board needs to evaluate and document the potential
impact to earnings and net worth adequacy

- At least annually, evaluate the total cost associated with the
deferred compensation program

< Evaluate present value of funded and future funding including
opportunity costs (investment yield not earned)

S DoerenMayhew 1

LAW
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quU|d|ty RlSk MCUL AC&E 2014

Split Dollar Collateral

« Effect of reduced liquidity in the short and long term.

 Consideration of plans resulting in a high level of
non-liquid, long-term assets.

* For deferred compensation programs with
incremental funding

* Unfunded commitments must be considered when
assessing the safety and soundness.

\ |
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Transaction Risk Bl e

* Purchase, implementation, and ongoing
accounting/monitoring
¢ Include sound internal controls
* Require documented board approval

* Administration & oversight performed by board-authorized
individuals

» Sound dual controls and/or independent oversight

» Related assets and liabilities must reconcile at least
quarterly

S DoerenMayhew 1

17

Compliance Risk splt Dollar Collateral

* Compliance with all pertinent state and federal
regulations
» Concentration
* MBL limitations
* Employee benefit prefunding limits
* Credit union tax and reporting implications

» Accounting and reporting are highly dependent upon the
structure of the arrangement and underlying investment(s);
get CPA input

* Independent legal and other professional advice should be
sought and documented

18

» DoerenMayhew
LAW

Sponsored by:

S DoerenMayhew

CPAs AND ADVISORS




MCUL AC&E 2014
2014 Annual Convention and Exposition
Split Dollar Collateral — Part 1

: . MCUL AC&E 2014
Cf@dlt RISk Split Dollar Collateral

* Underlying credit risk inherent in the investment is
evaluated to ensure exposure to loss (e.g., insurance
company default) does not result in unsafe and
unsound condition or exceed board’s preset risk
tolerance levels

* Periodic (annual at a minimum) evaluations are
required through duration of the program.

* Original risk assessed and changes in risk must be timely
identified, quantified, and mitigated

» DoerenMayhew
LAW
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Strategic Risk splt Dollar Collateral

* Long-term planning, ALM analyses, and budgeting
should include consideration of the long-term effects
of employee deferred compensation programs. Board
must document effect of the proposed commitment
on the credit union’s ability to offer similar benefits to
successor employees, pursuant to the overall
employee compensation program and the board’s
long term strategic plan.

20
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Due Diligence

MCUL AC&E 2014

Due DI|IgenCG Split Dollar Collateral

* Must document the board’s rationale for chosen
investment type/structure

» Comparisons with alternative investment types, structures,
and issuers, with documented rationale for the chosen
course of action

» Documenting a clear understanding of the investment
characteristics, including the investment’s rate of return,
effect of costs, investment assumptions and guarantees

22
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Purpose and Investment Relationship sy ooar coater

Split Dollar Collateral

 Benefit plan(s) must be a clear relationship between
investment funding and obligation related to the
deferred compensation arrangement

* Anticipated investment revenue should not exceed
deferred compensation expense. Relationship between
investment performance and related obligation should be
reevaluated periodically and any material disparity which
may emerge should be remedied as soon as
possible/practical.

S DoerenMayhew 1
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Purpose and Investment Relationship oo comes

 Benefit plan(s) must be a clear relationship between
investment funding and obligation related to the
deferred compensation arrangement
» Benefit provided to employee must reflect reasonable
compensation. Board must thoroughly review and approve

the arrangement as part of an overall employee
compensation program.

24
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MCUL AC&E 2014

Purpose and Investment Relationship  spiostar cotiaera

» Board must provide reasonable and sufficient
documentation of due diligence ensuring plan-related
assets will not present an unsafe/unsound
concentration of risk

* For a well-capitalized and well-managed institution,
related investments that, in aggregate, exceed 15%
of net worth are a material concentration of its assets

S DoerenMayhew 1

MCUL AC&E 2014

Purpose and Investment Relationship sy oot colatera

* Other factors, including the institution’s risk profile
and nature of the investments, must be considered
and could significantly reduce the level of investment
considered safe and sound

* Total cash outlay and unfunded commitments shall
be used to determine materiality

26
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Legal Requirements splt Dollar Colltera

* The board must obtain legal counsel related to the
deferred compensation policy and agreements,
outlining the credit union’s potential liability (legal and
financial), and documenting compliance with the
Internal Revenue Code and other applicable statutes

® DoerenMayhew
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Legal Agreements Required MCUL AC&E 2014

Split Dollar Collateral

* All deferred compensation arrangements must be

properly described within a written agreement or
plan document.

* CASD plans must include, at a minimum:
 Split Dollar Loan Agreement
* Demand Note

* Collateral Assignment of Life Insurance Policy Insurance
Policy

« An Insurance Policy )
» Department of Labor Notification

28
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MCUL AC&E 2014
Split Dollar Collateral

Quarterly Reporting

* Call Report instructions for required quarterly

U TN S FOR REPORTING REGUREMENTS
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Split Dollar Collateral

Documentation and Diligence

» Deferred compensation programs, either through
policy or written agreement, must detail:
* Clear plan description: eligibility criteria and vesting periods
» Disposition provisions: obligation of parties within

agreement under varying circumstances
- Effects caused by early, normal retirement, disability, death,
voluntary, or involuntary termination of employment

30
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MCUL AC&E 2014

Documentation and Diligence Spiit Dollar Collateral

» Deferred compensation programs, either through
policy or written agreement, must detail:

» Responsibility and obligations of credit union and
employee related to tax consequences from vesting,
termination or normal retirement payments

* |dentification specifically of person(s) or position(s)
authorized by the board to act on behalf of the credit union

S DoerenMayhew 1
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MCUL AC&E 2014

Designated Person Spit Dollar Colateral

* This person/board position (e.g., chairman,
treasurer) should have custody/control of all plan-
related documentation

» DoerenMayhew
LAW
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MCUL AC&E 2014

DeS|g nated Person Split Dollar Collateral

* Plan-related documentation includes:

» Legal agreements * Annual insurance (CSV)
« Notes valuation statements

« Collateral agreements * Initial insurance

« Policies forecasts

» Copy of policy
» Assignment agreements

* Annual financial
statements for parties
with recourse notes

» Compliance checklists

* Procedures
* Due diligence
* Financial analysis

» Compensation evaluation
of benefits being provided

33
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Questions?
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Financial Services

=
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Thank you

Chuck Holzman, JD John J. Kolhoff Robin D. Hoag, CPA, CGMA, CMC
Managing Partner Director, Office of Credit Unions Shareholder, Financial Institutions
Holzman Corkery, PLLC Michigan Department of Insurance Group, Doeren Mayhew

Office: 248-352-4340 ext. 225 and Financial Services Office: (248) 244-3242

Email: cholzman@holzmanlaw.com Office: (517) 373-6930 Email: hoag@doeren.com

Email: kolhoffi@michigan.gov
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