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I. INTRODUCTION

Today’s financial environment is rapidly changing. In the past decade,
banks have faced unprecedented innovations in financial products and ser-
vices, the loss of what had previously been almest exclusive control of check-
ing accounts, and advances in technology. At the same time, restrictions on
banking activities have placed banks at a perceived competitive disadvan-
tage against various nondepository institutions and have caused a decrease
in bank profitability.

In an effort to increase bank profitability and create an environment in
which banks can more effectively compete with nondepository institutions,
the 1987 Iowa Legislature passed House File 658. This legislation amended
several chapters of the Jowa Code and increased the financial powers of a
number of different financial entities throughout the state. This article will
examine and comment on the changes in Chapter 524 of the Iowa Code
which relate to the increased investment authority given to state banks.

* President and C.E.Q., Peoples Savings Bank, Crawfordsville, lowa; Superintendent of
Banking for the State of lowa, 1988-87; A.B. Harvard College, 1954; J4.D. University of Iowa,
1957,

** Acaociate, Bradshaw, Fowler, Proctor & Fairgrave, Des Moines, lowa; B.B.A. Iowa State
University, 1983; M.B.A. Drake University, 1985; J.D. Drake University, 1988.

1. 'The 1987 Towa Acts, chapter 171, modified chapter 7C of the Iowa Code pertaining to
the Private Activity Bond Allocation Act; chapter 524 of the Iowa Code regarding Iowa banking
law; chapter 533 of the Iowa Code dealing with credit unions; and chapter 534 of the Iowa Code
regarding savings and loan associations.
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II. Iowa CopE SecTioN 524.901(1)(f)—HEDGING AUTHORITY

A new lettered paragraph (f) was added to Iowa Code section 524.901(1)
in 1987.2 This new provision gives state banks the authority to use “futures,?
forward,* and standby contracts® to purchase and sell any of the instruments
[otherwise] eligible for state banks’ [direct] purchase and sale.” As a result,
state banks may now hedge” any of the financial instruments which they are
otherwise allowed to invest in by law.

Due to the speculative nature of futures, forward, and standby contract
investments, it can be assumed thet this will be an area of heavy regulation
and supervision by the State Division of Banking. This is alluded to in the
first sentence of the paragraph, which requires prior approval of the State
Superintendent of Banking before these contracts can be entered into.* Fur-
ther, the second sentence provides that the purchase and sale of such con-
tracts must be done in accordance with “safe and sound” banking practices
and must be “reasonably related to the state bank’s business needs and ca-
pacity to fulfill its obligations under the contracts.””® This second sentence
provides substantial regulatory control and prevents state banks from spec-
ulating in the futures market.

The use of financial futures, forward placement, and standby contracts,

2. Towa Cobe § 524.901(1)(f) (1987) provides as follows:

Futures, forward, and standby contracts to purchase and sell any of the instruments

eligible for state banks’ purchase and sale, subject to the prior approval of the super-

intendent and pursuant to applicable federal laws and regulations governing such
contracts. Purchase and sale of such contracts shall be conducted in accordance with

safe and sound banking practices and with levels of the activity being reasonably

related to the state bank’s business needs and capacity to fulfill its obligations under

the contracts.

3. “Futures contracts™ are contracts which give a present right to receive at a future date
a specific quantity of a given commodity for a fixed price. See Clayton Brokerage Co. v. Mouer,
520 5.W.2d 802, 804 (Tex, Civ. App. 1975). Financial futures contracts are contracts regarding
interest rates futures which under § 2 of the Commodity Exchange Act, 7 U.S.C. § 2, are com-
modities contracts traded on and guaranteed by an exchange. Comptroller of the Currency,
National Banks Are Advised on Participation in the Financial Futures and Forward Place-
ment Markets, [Transfer Binder 1982-83] Fep. Bankmvg L. Rer. (CCH) % 99,539 at 86,763.

4. “Forward” or “forward placement contracts” are over-the-counter contracts for the
delayed delivery of certain securities in which the buyer agrees to buy and the seller agrees to
make a delivery of a specified security at a specified price for future delivery. Id.

6. “Standby contracts” are optional delivery forward placement contracts. “The buyer of
a standby contract pays a fee for the right or option to sell an agreed upon amount of specified
securities to the issuer of the Standby Contract at a specified price at a specified future date.”
Id.

6. Iowa Cope § 524.901(1)(f) (1987).

7. A “hedge” is a means by which individuals secure themselves against the fluctuations
of a market by counter-contracts for the purchase or sale of an equal or offsetting quantity of a
commodity. BLack’s Law DicTioNaRY 650 (5th ed. 1979).

8. Jowa Cope § 524.901(1)(f) (1987).

9. Id



1987-88] Banks’ Investment Authority 599

when done in accordance with safe and sound banking practices and levels
of activity reasonably related to the bank’s business needs, can become an
effective tool in the management of a bank’s investment portfolio. However,
banks must be extremely cautious when dealing with these types of invest-
ment contracts. Banks should evaluate the interest rate risk exposure result-
ing from their overall investment activities to ensure that positions taken in
futures, forward and standby contract markets will reduce their risk expo-
sure.’® Short positions! in futures and forward contracts should reasonably
relate to existing or anticipated cash positions and should be used to en-
hance the liquidity of the bank’s investment portfolio.” Rather than use
short positions against portfolio holdings for the purpose of income genera-
tion, banks should use contract gains to offset losses resulting from the sale
of portfolio securities as asset yields are upgraded.'?

In the area of asset-liability management,* futures and forward con-
tracts may be used as a general hedge against the interest rate exposure
associated with undesired mismatches in interest-sensitive assets and liabili-
ties. Long positions™ can be used as a hedge against funding interest-sensi-
tive assets with fixed rate sources of funds. Short positions in contracts can
be used as a hedge against funding fixed rate assets with interest-sensitive
liabilities.'® '

Federal regulators have suggested certain measures for banks to imple-
ment in this area. For instance, the board of directors should endorse spe-
cific written policies and procedures authorizing the use of financial futures,
forward and standby contracts.!” Policy objectives should be specific enough
to indicate permissible-contract strategies and their relationship to other

10. Comptroller of the Currency, National Banks Are Advised on Participation in the
Financial Futures and Forward Placement Markets, {Transfer Binder 1982-83] FEp. BankiNG
L. Rep. (CCH) 1 99,539 at 86,764.

11. A “short position” is created when an investor borrows a security in order to sell it,
believing that the price of the security will decline and that he will be able to replace the
borrowed security at a cost lower than the income generated by the sale. The investor is in a
“short position” until the investor purchases securities to repay the lender. Brack’s Law Dic-
TIONARY 1236 (5th ed. 1979).

12. Comptroller of the Currency, National Banks Are Advised on Participation in the
Financial Futures and Forward Placement Markets, [Transfer Binder 1982-83] FEp. BankinG
L. Rep. (CCH) 1 99,589 at 86,764.

13. Id.

14. “Asset-liability management” involves the matching of fized rate and interest-sensi-
tive mssets and liabilities in order to maintain liquidity and profitability. Id.

16. An investor is said to be in a “long position” when he has or controls an abundant
supply of a particular security, or a supply exceeding the amount which he has contracted to
deliver. Brack's Law Dictionary 850 (5th ed. 1979).

16. Comptroller of the Currency, National Banks Are Advised on Participation in the
Financial Futures and Forward Placement Markets, [Transfer Binder 1982-83] Fep. BANKING
L. Ree. (CCH) 1 99,639 at 86,764.

17. Id.
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banking activities.!* Bank personnel should be able to describe and docu-
ment in detail how the positions they have taken in the futures, forward and
standby contracts contribute to attaining the bank’s stated objectives.® Fi-
nally, to ensure adherence to bank policy and prevent unauthorized trading
and other abuses, banks should establish appropriate internal controls in-
cluding periodic reports to management, segregation of duties, and internal
audit programs.?®

The dangers involved in assuming speculative positions in futures and
option contracts could pose a great financial risk for a depository institution
if used improperly. Leaving cash positions unhedged, however, also involves
risk. Therefore, banks should limit the positions they take in futures and
options to hedges. Establishing a hedge position in some cases can be a com-
plicated matter requiring great care and expertise. But, if institutions limit
their involvement to positions which are truly risk-reducing, these new con-

tracts would appear to pose no threat to the financial health of Iowa’s state
banks.

IIT. Iowa CopE SEcTioNs 524.901(1)(g), .901(3)(i), AND 901(3)(j)—MuTuaL
FunD INVESTMENT AUTHORITY

Iowa Code section 524.901(1) was further amended in 1987 by adding
new lettered paragraph (g).** Paragraph (g) provides that bonds and securi-
ties which are authorized for investment by banks shall now include invest-
ments in investment companies or investment trusts and repurchase agree-
ments which are fully collateralized by authorized United States
Government obligations.** This allows state banks to invest in mutual
funds®® which consist. of previously authorized investments such as U.S.
Government Treasury and agency securities. '

The rationale behind the adoption of section 524.901(1)(g) was in the

20. Id.

21. Iowa Copk § 524.901(1)(g) (1987) provides that

Bonds and securities which are authorized investments under Iowa Cobe §

524.901{1)] “a,” “b,” “c,” or “d” include investments in an investment company or

investment trust registered under the Investment Company Act of 1940, 15 U.8.C. §

80a, the portfolio of which is limited to the United States government obligations

described in paragraph “a,” “b,” “c,” or “d” and to repurchase agreements fully col-

lateralized by the United States government obligations described in paragraph “a,”

“b,” “e,” or “d,” if the investment company or investment trust takes delivery of the

collateral either directly or through an authorized custodian.

22, Id. :

23. A “mutual fund” is a “fund offered by an investment company that raises money by
gelling its owm stock to the public and invests the proceeds in other securities, with the value of
its stock fluctuating with its experience with the securities in its portfolio.” BLack’s Law Dic-
TIoNARY 920 (5th ed. 1979).
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nature of a technical correction. This is because section 524.901(1)(g) ex-
presses what was previously thought to be an implied power which was po-
tentially outside the scope of Iowa Code section 17A. To alleviate this prob-
lem, the legislature specifically allowed state banks to invest in mutual
funds via section 524.901(1)(g).

Towa Code section 524.901(3) was also amended in 1987 by the addition
of two additional paragraphs, (1)* and (j).*® These two paragraphs allow
banks to invest in the shares of investment companies up to a maximum of
“twenty percent of the capital and surplus of the state bank in any one
company” if the state bank could otherwise invest directly without limita-
tion in the security.® These paragraphs also allow for the purchase of shares
of investment corapanies which are subject to limitations where the invest-
ment in such shares does not exceed the limitations set forth for investment
in the underlying instrument.*”

These laws generally allow banks to invest in mutual funds on a rela-
tively unregulated basis. However, the Office of the Comptroller of the Cur-
rency (OCC) has cautioned that “[gjovernment securities mutual funds are
not risk free investments.”*® The Comptroller has warned that “[l]arge con-
centrations of such investments may exposé banks to excessive market
risks.”™® The OCC’s experience has been that banks which have invested
heavily in single government securities mutual funds which hold long matur-
ity securities or in several funds with the same kind of investment strategy
have been hurt by a rise in interest rates.*® This occurred because the in-
crease in interest rates caused a substantial drop in the share value of the
funds and a commensurate rate decline in the bank’s primary capital.*

This type of difficulty can be avoided if state banks exercise the same
level of care in diversifying their mutual fund investments as they tradition-
ally exercise in diversifying the maturity structure of their holdings of US.

24. Towa CobE § 524.901(3)(i) (1987) allows e state bank to invest in “[s]hares of invest-
ment companies, up to a maximum of twenty percent of capital and surplus of the state bank
in any one company, if the portfolio of such an investment company consists wholly of invest-
ments which the state bank could invest in directly without limitation pursuant to this
gection.”

25. Towa CoDE § 524.901(3)(j) (1987) allows state banks to invest in “[s]hares of invest-
ment companies whose portfolios contain investments which are subject to limitations pursuant
to this section, provided that a state bank's investment in such shares does not excead in limi-
tations set forth in this section for the underlying instrument.”

26. Iowa CoDE § 524.901(3)(i) (1987).

27. Iowa Cobe § 524.901(3)(j) (1987).

28, Comptroller of the Currency, National Banks Alerted to Potential Risks in Govern-
ment Securities Mutual Funds, Advisory Letter 87-3, [Transfer Binder 1987-88) Fep. BANKING
L. Ree. (CCH) ¥ 87-183 at 93,309.

29. Id.

30. Id.

31. Id.
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Government securities.?* Concentrations of bank assets in long term fixed
rate assets, in any form, leave banks vulnerable to interest rate movements.
Thus, when selecting mutual fund investments, an investor should exercise
care to invest in mutual funds or families of mutual funds in a manner
which permits diversification of all types of risk, including the price effect of
interest rate movements.?®

Allowing banks to purchase shares in certain mutual funds provides an
alternative to the direct purchase of securities, which can be costly.* Fur-
ther, for many Iowa state banks, investing in mutual fund shares may pro-
vide more liquidity, risk diversification, flexibility, and convenience, while at
the same time providing investment results comparable to those gained from
purchasing securities directly.®

To conform with safe and sound banking practices, the bank invest-
ment policy should specifically provide for such investments and board ap-
proval should be obtained before the initial purchase of the funds.*® Banks
should also conduct reviews of their holdings at least monthly to ensure that
their portfolio is well balanced and diversified.®”

When purchasing a mutual fund, it is important to determine that the
shareholders of the fund are shielded from personal liability for acts or obli-
gations of the fund. Thus, one should determine whether a fund is organized
as a Massachusetts Business Trust rather than as a corporation.

“A Massachusetts Business. Trust is a business vehicle that, rather than
being organized and formed by articles of organization under applicable
state corporation statutes, is formed by veluntary action of trustees.””®® A
declaration of trust sets forth the rights and obligations of the trustees and
shareholders.®® A number of cases in Massachusetts have held that share-
holders may be personally liable for cbligations of the trust where they have
the power to control the actions of the trustees or the affairs of the trust.
However, if the actions of the trustees along with the affairs of the trust are
not subject to control by the shareholders, then the shareholders have no
personal liability.*® Thus, it is important to determine whether a Massachu-
setts Business Trust exposes shareholders to personal liability for the obli-
gations of the trust. If there is any possibility of personal liability to the

32, Id.
.83, M.

84, Comptroller of the Currency, National Bank Purchase of Shares and Money Market
Mutual Funds, OCC Guidelines, Banking Bulletin 83-50, Fep, Bankivg L. Rep. (CCH) T 49,102
at 28,105. )

35. Id.

36. Id.

a7. Id.

38, Bank Investment and Mutual Funds Organized as Business Trusts, FEp, BaNkiNg L.
Rer. (CCH) 7 83,106 at 76,113.

39. Id.

40. Id. at 76,114,
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shareholder, the mutual fund should not be purchased.

Although virtually all Massachusetts Business Trusts include express
provisions in the declaration of trust (a) disclaiming the personal liability of
the shareholders, and (b) obligating the trust to indemnify any ghareholder
against liability, one should exercise extreme caution before investing in
such a mutual fund.

IV. Iowa Cone SEcTION 524.901(6)—CAsH VALUE LIFE INSURANCE
INVESTMENT AUTHORITY

Subsection 6 was added to Iowa Code § 524.901 in the 1987 legislative
sessiont to allow a state bank to invest in cash value life insurance contracts
not to exceed twenty percent of capital and surplus of the bank.*

The impetus behind the adoption of section 524.901(6) came in early
1987 when the lowa Bankers Association, through its subsidiary, Iowa Bank-
ers Insurance and Services, Inc., lobbied the State Division of Banking to
allow banks to purchase life insurance products as a vehicle for funding key
employee insurance and salary continuation plans. Their argument was that
state banks implicitly had the power to set the compensation of officers
under sections 524.703 and 524.801 of the Jowa Code.

Although persuasive, this position was not accepted by the Superinten-
‘dent of Banking for the reason that cash value life insurance contracts were
not specifically enumerated as legal “investments” for Iowa banks. In other
words, the use of depositors’ funds in an “investment” in a life insurance
contract, which in turn would fund a salary continuation plan, key employee
insurance, or a fringe benefit, did not appear to have been contemplated by
the legislature under the investment powers set forth in section 524.901 of
the Iowa Code. A change in the law was needed and that course of action
was proposed and supported by the Superintendent.

In the spring of 1987, the Iowa Legislature passed Iowa ‘Code section
524.901(6), which gave state banks the specific power to invest in “cash
value life insurance.” Since that time the State Division of Banking has es-
tablished a number of guidelines for bankers to follow as they consider the
use of cash value life insurance as an investment and to fund key employee,
salary continuation, and fringe benefit plans.

The primary restriction on the use of life insurance contracts as an in-
vestment is a statutory investment limit: a state bank may not invest in
excess of twenty percent of its capital and surplus in any one company.*® In

41. Towa Cope § 524.901(6) (1987) provides that

A state bank may, in the exercise of the powers granted in this chapter, purchase cash
value life insurance contracts which may include provisions for the lump sum pay-
ment of premiums and which may include insurance against the loss of the lump sum
payment. The cash value life insurance contracts purchased from any one company
shall not exceed twenty percent of capital and surplus of the state bank.

42, Id.
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practical terms, this means that there is no limit as to the number of con-
tracts in which a state bank may invest. However, a state bank may not
invest more than its lending limit in any one insurance company.

A further requirement is that, in order to receive approval from the
State Division of Banking, each insurance company must be “A” rated or
better to be a qualified company for investment purposes.*® However, the
consequences of a company being downgraded to less than an “A” rating
have not been addressed. If such a downgrading were to occur, the regula-
tors would probably classify the asset as “special mention” or
“substandard.”

A restriction to be expected from the State Division of Banking is that
certain limitations shall be placed on the amounts of funding available for a
salary continuation plan which shall not exceed more than fifty percent of
an executive’s final salary (defined as the average of the executive’s last
three to five years’ salary). It can be expected that key employee insurance
will be limited to three times the executive’s salary, Therefore, when the
bank’s board of directors seeks to answer the questions “How much is
enough?” and “How much is too much?” it should be remembered that
common sense will be the lens through which each program will be brought
into focus and scrutinized.

The power to invest in cash value life insurance, used prudently and
with foresight for the well-being of the bank, has the potential to be an
effective stabilizer for the bank upon the death of the insured executive.
The insurance should protect the bank by furnishing immediate cash with
which to search for and compensate a new key officer. Life insurance also
protects the bank by funding a salary continuation plan upon an executive’s
retirement and at the executive’s death for his survivors so that the bank
does not have to fund the salary continuation plan out of earnings.

An investment in cash value life insurance can furnish liquidity within
the bank at the time of the insured executive-shareholder’s death for gen-
eral bank capital or to pass cash dividends to a holding ¢company. Once at
the holding company level, the cash can then be used to pay bank stock
debt or to redeem the deceased shareholder’s stock from his estate. This
protects the estate of the bank shareholder and stabilizes continuity of own-
ership within the community.

Life insurance contracts which have been used to date have been spe-
cially negotiated and designed policies which emphasize internal tax-free
cash value build-up in order to enhance investment qualities and flexibility.
Although it is probable that there are a number of insurance companies ca-
pable of offering this type of contract, the only source known to the writers
at this time is Iowa Bankers Insurance and Services, Inc., which is a subsidi-
ary of the Iowa Bankers Association.

43. The rating as determined by A.M. Best’s Life/Health Division publications.
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To implement an investment in life insurance, goals must be estab-
lished. These goals may include the funding of a salary continuation plan or
key employee insurance; providing a fringe benefit for a key officer or of-
ficers; or simply providing a tax-free investment. Once the bank’s goals have
been established, the bank will be able to calculate the amounts needed to
accomplish these goals within the guidelines of reasonableness, legal lending
limits, and common sense.

Once the bank’s goals have been established, an insurance agent will be
able to lead the investor through the application procedure. Of course, there
must be an insured who is physically able to qualify. When the policy is
ready to issue and the insurance company has made an “offer” of the con-
tract to the bank, the bank will be asked to wire-transfer the single pre-
mium amount to the insurance company. At the time of the receipt of the
premium, the company will send the bank a letter of receipt acknowledging
the premium payment and the policy will be in force.

There are two methods of bookkeeping for these policies. The first is to
establish and debit “CVL Insurance” and to credit “Cash.” Upon receipt of
the annual or quarterly report of policy values, the entries to adjust to ac-
tual values are to debit “CVL Insurance” and credit an expense account
which might be titled “Insurance Expense” or a similar account. The latter
may create a negative expense balance which would be closed out to undi-
vided profits at year-end. This method, however, does not allow an accrual
of income equal to the increase in cash value of the policy.

The second method of bookkeeping allows for the accrual of income be-
tween reporting periods in order to reflect the actual performance of the
asset as an investment. The entries would be to create and debit “XYZ In-
surance Co. Policy No. 123456” and to credit “Cash.” The bank must also
set up accrual and income accounts hypothetically entitled “Interest Earned
Not Collected” and “Interest Earned—Other Securities.” The accruals,
based upon a calculated assumption, are then recorded so that the earnings
of the bank reflect this income as would be the case in recording accrued
interest of a bond or other investment. Of course, these accounts must be
adjusted to actual values upon receipt of the report of policy values.

In the usual deferred compensation or salary continuation plan situa-
tion, generally accepted accounting principles require that the liability must
be recorded on the books as a credit to an account which might be entitled
“Accrued Salary Continuation Plan Payable” and a debit to “Salary Ex-
pense” to fund it. However, due to the special nature of the ownership of
the policies designed for this investment purpose, it need not be so treated
in this case.

Mechanically, within the bank, it is suggested that a six-sided folder be
used to accommodate the actual policy and all correspondence, receipts for
funding, rating service listings showing the most current rating of the com-
pany, reports of policy values, and a comment sheet. This should be kept in
the bank’s ordinary fireproof facilities along with the regular credit files.
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It has also been suggested that it would be possible to use this type of
investment to keep a troubled loan from causing ultimate economic loss to
the bank. An investment contract of insurance could be taken out on the life
of a troubled borrower (assuming he or she was insurable). The face amount
of the insurance would be equal to the principal and accrued interest on the
troubled note. Upon the death of the borrower, the proceeds of the policy
would be paid to the bank to retire the principal debt plus some of the
interest. The investment gualities of the policy would also give the bank a
tax-free return during the life of the contract. Thus, the borrower would
have the debt paid without cost and the bank would avoid a charged-off
loan.

Cash value life insurance can be a viable investment. It offers strength
to the bank and can enhance the possibility of continuity of ownership.
However, with life insurance as with all other permissible state bank invest-
ments, approval by the board of directors, attention to detail, and the pru-
dent use of other safe and sound banking practices are the key to a success-
ful investment.



