Key Issues

for Executive Compensation Committees

By now most credit unions have completed
their annual compensation cycles, so it is

a good time to do a little spring cleaning

to prepare for the coming year. With the
continued focus on executive compensation
and the evolving regulatory environment,
the role of compensation committees is
emerging as a key governance tool. The
call for increased transparency has also led
to increased responsibilities. Given this, it
is more important than ever for executive
compensation to work effectively. The
following article highlights three keys - role
definition, strategic planning and process

- for maintaining an effective executive
compensation committee.

@) Role Definition

There’s no question that executive compensation
continues to be a complicated mixture of emotional,
value-laden issues. An executive compensation
committee’s first step toward achieving success is
defining its role in the board governance process
and how it will work on behalf of the full board and
the membership.

Executive compensation committees are typically
comprised of three to five members. While a credit
union usually appoints directors to the committee,

a board should not hesitate to solicit additional
volunteers to strengthen its collective expertise

and knowledge. For example, human resource
executives, academia, attorneys and local business
owners can add value to the process when a board
seeks additional diversity. Committee members with

different backgrounds can lead to better discussions

and ultimately stronger decisions.
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The committee chair should be a strong facilitator
who stresses open discussion, transparency and
willingness to hear opposing viewpoints, while being
an effective communicator and consensus builder.

The biggest red flag for an ineffective committee

is where committee work is re-done at the board
level. In other words, the full board questions the
committee’s work to the point that it basically starts
from scratch. The committee chair must stand strong
to protect the integrity of the process by making sure
the full board is prepared to make effective executive
compensation decisions.

The job of an executive compensation committee

is straight-forward, “The executive compensation
committee shall discharge the responsibilities of the
board relating to compensation of the credit union’s
chief executive officer and produce the annual report
on executive compensation for inclusion in the credit
union’s records.” The roadmap on how the committee
best executes its charge is best defined as follows.

Understanding pay-for-performance linkage.
Today it's not enough for a compensation committee
to simply gather some pay data and recommend

a pay increase. There is much more emphasis

on the “what” a credit union rewards through its
compensation programs and “how” an executive
earns his or her compensation. The ability to
understand a credit union’s revenue engine, ALM
strategies and budget assumptions are more critical
than ever as compensation committees need to
document why they pay what they pay for regulators,
the membership and other stakeholders.

Understanding the value of total executive
compensation.
Executive total rewards today include base salary,
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incentive programs, benefits and retirement programs.

Each program is a piece of the puzzle that influences
executive recruitment and retention. While some
credit unions have separate compensation and
benefits commit- tees, we have found a credit union
is best served by having one committee that oversees
all executive programs. In many cases, a committee
deals with executives who are designated as highly
compensated employees by the IRS, which means
special considerations in how these executives are
treated in a credit union’s benefit programs.

Reassess executive compensation benchmarking.
Some credit unions have consciously shrunk assets
to improve net worth positions. The question has
become whether one should shrink the peer group or
keep the peer group consistent because those credit
unions are still technically competitors for executive
talent. There has always been a debate as to the
merits of establishing meaningful peer groups and
the lack of quality compensation information available
in the market today. While banks can pull SEC
disclosures to obtain valid executive compensation
data, credit unions must rely on industry salary
surveys and IRS 990 reports that are two years old
at best. It’s a delicate balance between identifying
similar-sized credit unions to create a peer group
compared to larger credit unions which might be
targeting your executives. Each year a committee
should evaluate the strength of its peer group
definition and the utility of its compensation data
sources to reaffirm that they are meeting the credit
union’s requirements.

9 Strategic Planning
World-class executive compensation committees are

committed to integrating their work into the strategic
planning cycle through the following action steps:

Review the executive compensation committee
charter annually to ensure that the committee
complies with their responsibilities and to see if any
changes are required based on regulatory changes or
evolving practices.

Review the annual calendar at the start of each year
to highlight the key priorities for the year (e.g., SERP
or annual incentive plan redesign).

Allocate dollars to continuing education on
emerging topics such as the risk assessment
process, succession planning, pay-for-perfomance
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and executive retention strategies. New committee
members benefit greatly from education focusing on
the credit union’s historical executive pay practices
and performance.

e Decision-Making Process

The final step to ensuring world-class executive
compensation decisions is world-class decision-
making and continuity year-to-year. Effective
committee processes include:

» Set meeting dates with sufficient lead time to
ensure full attendance by committee members,
management and external consultants.

> Preview formal meeting agendas and establish time
limits for each topic.

> Preview meeting materials in advance of meetings
to address all issues that may potentially arise.

» Schedule major decision issues to span two
meetings to give the committee time to review and
fully evaluate prior to final approval.

» Ensure ongoing communication with management
to have context for decision making.

» Evaluate each year’s actions relative to established
goals to ensure alignment — assess the need for
any mid-plan modifications based on changes to
the business plan.

> Monitor evolving regulatory and corporate
governance practices by including the topic as
an annual item for the committee and during the
strategic plan meeting for the full board.

» Schedule formal feedback after each committee
meeting with the committee chair, the chief
executive and external consultants to discuss
actions taken and action items for upcoming
meetings.

» Conduct an annual self-assessment of the
committee’s effectiveness and assess the value
contributed by external consultants.

In our experience, compensation committees
that incorporate these three keys have more
efficient meetings and are more effective in
bringing tough decisions to resolution.
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D. Hilton compensation and SERP clients have access to our compensation consultants to assist
with budget planning, performance management issues, market pricing of jobs and general human
resource issues. If you are not a current compensation client, D. Hilton’s Compensation Practice
can create and implement compensation and incentive plans that allow you to attract and retain
high performers. Should you have any questions related to D. Hilton’s compensation consulting
services, please call John Andrews at (800) 367-0433, ext. 124 or email at john@dhilton.com.




