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MEMORANDUM

Executive and Incentive Compensation Suggested Best Practices

Under the Federal Guidelines on Sound Incentive Compensation Policies

An effective, comprehensive executive compensation plan is an integral part of any successful bank.  The recent federal guidelines on sound incentive compensation policies recognize that banks use competitive performance-based compensation plans in order to attract talented executives and employees and promote superior individual and organization-wide performance.  Federal regulators have recently taken the position that certain compensation arrangements may incentivize executives and other employees to take imprudent risks that may adversely affect a bank’s long-term health and performance. As a result, going forward banks are required to implement compensation arrangements that are consistent with safe and sound banking practices.  A summary of the key principals of the final guidelines on sound incentive compensation practices is attached to this memorandum as Exhibit A.

Under the federal guidelines, banking regulatory agencies will conduct supervisory reviews of smaller banks with less complex incentive compensation arrangements as part of the evaluation of risk-management, internal controls, and corporate governance during the bank’s regular examination process.  Larger banks will be subject to more intensive supervisory attention as they are more significant users of incentive compensation and because unsound arrangements are more likely to have an effect on the nation’s overall financial system.  Enforcement actions may be taken against banks found to have compensation practices or related risk-management, control or governance processes that pose a risk to the safety and soundness of the bank, particularly when corrective actions are not taken.

Suggested Best Practices

There are a number of steps that can be taken by a bank’s board of directors to help avoid incentive compensation practices that encourage imprudent risk-taking or unsafe and unsound banking practices.  Larger banks are expected to have systematic and formalized incentive compensation policies, procedures and processes in place, while smaller banks, with less complex incentive arrangements, may have less formalized and extensive policies, procedures and systems.  The examples listed below are suggested “best practices” and implementing all of them may not be necessary or practical, depending on your bank’s size and particular compensation arrangements.

In order to establish incentive compensation plans that promote safe and sound banking practices, the board of directors should consider the following:

· Establish an independent compensation committee made up of directors who are not officers or otherwise employed by the bank.  Consider recruiting board members that bring compensation or risk-management experience to serve on the committee.

· Utilize independent outside advisors to help the board of directors and the compensation committee to ensure adequate due diligence.  Determine in advance the advisors the compensation committee can call on when issues arise that require outside assistance.  




· Do a comprehensive inventory of all of the bank’s incentive compensation plans for all bank personnel.  The federal guidelines apply not only to incentive compensation arrangements for executives and other senior management, but also to individual employees who may expose the bank to material amounts of risk and groups of employees who are subject to the same or similar incentive compensation arrangement, and who may as a group expose the bank to material risk (such as loan officers, who as a group expose the bank to a significant percentage of its overall credit risk).

· Analyze the bank’s current compensation plans for red-flags that could encourage risk-taking behavior.  For example, compensation arrangements of which a significant portion consists of short-term incentives or cash bonuses should be avoided.  Instead, banks should design compensation plans that appropriately balance short-term and long-term incentives weighted towards equity or deferred awards in order to encourage employees to focus on the long-term financial success of the bank.

· Understand how all of the bank’s incentive compensation mechanisms fit into the bank’s broader goals, objectives and risk management strategy.  Many banks utilize a number of different compensation arrangements.  The board should have a good understanding of how all compensation arrangements work together to promote safe and sound banking practices in conjunction with the bank’s other risk management strategies. The board may consider ranking the bank’s compensation plans according to the risks they present to the bank to assist the board with this process. 

· Think about timing when establishing payouts under incentive compensation plans.  Avoid paying large bonuses in the short-term when the results of the risks taken by the employee will not be known until years in the future.  Consider delaying award payments for a significant period of time beyond the performance period (3-5 years) and allow for payment adjustments if those risks result in material losses during the deferral period.  

· Designing and evaluating the bank’s incentive compensation plans should involve active and ongoing communication between the compensation committee, senior management, human resources personnel and risk management personnel.

· Identify appropriate performance metrics when defining “success” for rewarding incentives.  Historically, success equated to earnings, profits and increases in stock value.  Consider including performance metrics that emphasize long-term growth and/or take risk into account, such as CAMELS ratings, credit quality and classified loan levels.  

· Include Clawback Provisions in the bank’s incentive compensation plans or incentive agreements for executive officers.  Clawback Provisions in incentive compensation plans require the employee to return incentive compensation payments previously received if certain risk outcomes occur. Below are model Clawback Provisions that could be included in an incentive compensation plan: 

Incentive Compensation Agreement:

The Committee may also provide in an Incentive Award Agreement that if the Participant receives any amount that is in excess of what the Participant should have received under the terms of an award for any reason (including without limitation by reason of financial restatement, mistake in calculations or other administrative error,) then the Participant shall be required to pay any such excess amount to the Company.

Incentive Award Agreement:

If the Participant receives any amount in excess of what the Participant should have received under the terms of an Award for any reason (including without limitation by reason of a financial restatement, mistake in calculations or other administrative error), then, upon written notice from the Bank, the Participant shall be required to repay any such excess amount to the Bank.  Whether an award is in excess of what the Participant should have received is determined by the Bank in its sole discretion.

· When designing or evaluating the bank’s incentive compensation arrangements, as well as establishing base salary ranges, consider whether the compensation committee or board of directors, as applicable, should be communicating with an outside compensation consultant with knowledge of competitive information (e.g. what are similarly situated banks in the local or regional market providing in the way of a compensation package to bring in qualified executives), or otherwise consult one of the annual surveys of bank executive compensation.  This information can help the bank evaluate whether the package of salary, incentives and benefits is appropriate and effective for bringing in qualified executives in the bank’s competitive marketplace. For example, the WBA publishes an annual Salary Survey covering director, executive and staff positions.  You may also contact the WBA for names of compensation consultants with experience in the Wisconsin banking market.

· Communicate changes in the bank’s compensation practice with key employees before implementing significant changes to ensure management understands the changes that are being made, why they are being made, and the effect they will have on compensation.  Management may be inclined to push-back against changes that materially affect the bank’s compensation practices.  It is best to get the board and management on the same page early in this process. 

· Consider reaching out to the appropriate regulatory agency regarding changes to the bank’s compensation structure.  Regulators are particularly busy at present and the bank may not get an immediate response.  However, regulatory feedback is a valuable tool that can help ensure that the bank’s compensation plans are consistent with the federal guidelines on incentive compensation.

· Take into account additional regulatory restrictions on executive compensation including restrictions associated with programs under TARP such as the Troubled Asset Auction Program and Capital Purchase Program.  Analyze how the bank’s participation in these programs interrelates with the bank’s current compensation structure and affects the bank’s current risk factors. 

· Document the board of directors’ and compensation committees’ due diligence with respect to incentive compensation.   Establish a compensation committee charter and compensation philosophy that accurately reflects the bank’s compensation plans, policies and procedures.  Plan for regular evaluation by the compensation committee of the bank’s incentive compensation plans and the risks posed by those plans (e.g. every six months). Keep detailed minutes of compensation committee and board of directors meetings, including meetings with independent, outside advisors.  Risk factors affecting the safety and soundness of banks are constantly changing.  Regulators want to see that banks have established ongoing reliable processes for monitoring risk and adjusting incentive compensation practices in order to promote safety and soundness and avoid imprudent risk taking. 

Designing and implementing an effective executive compensation arrangement that effectively balances risk and rewards, and that will satisfy regulatory requirements can be a complex undertaking.  Different incentive compensation plans are treated differently for accounting purposes, have varying tax effects on both executives and the bank, and may implicate state and federal securities laws.  The board of directors should always consult with its bank’s legal and tax advisors to assist with putting in place compensation strategies for the bank that will allow it to remain market competitive and promote safe and sound banking practices.

The Executive & Incentive Compensation Toolkit

The Executive & Incentive Compensation Toolkit is designed as a starting point to assist the board of directors in establishing sound incentive compensation policies, procedures and practices in compliance with the federal guidelines.  In addition to this Suggested Best Practices memorandum, the Toolkit contains models of the documents you may use to establish an independent compensation committee, develop a compensation committee charter and compensation philosophy and conduct an annual or semi-annual review of the bank’s compensation arrangements in light of the bank’s current risk management strategy.  These documents are models, and are intended to be modified for your specific banking organization’s needs.  You may wish to contact legal counsel before undertaking any review and overhaul of your bank’s incentive compensation plans and arrangements.  The specific Toolkit documents include:

· Model Compensation Committee Charter;

· Model Compensation Philosophy;

· Model bylaw provision authorizing the board of directors to establish an independent compensation committee;

· Model resolutions of the board of directors establishing a compensation committee and authorizing and directing the committee to establish a Compensation Committee Charter and Compensation Philosophy;

· Model resolutions of the compensation committee approving the Compensation Committee Charter and Compensation Philosophy developed by the committee and authorizing their recommendation to the Board;

· Model resolutions of the board of directors documenting the board’s independent review of the Compensation Committee Charter and Compensation Philosophy and approving and adopting the Charter and Philosophy; 

· Model resolutions of the compensation committee documenting the semi-annual or annual review of the bank’s compensation arrangements; and

· Memorandum on Common Executive Compensation Structures and Trends in Wisconsin.

The board of directors and compensation committee should undertake a comprehensive look at the bank’s current compensation practices and make appropriate revisions to the enclosed model documents based on current compensation practices, future compensation goals, financial position and risk-management strategies.  For example, it may not be practical for a smaller bank to establish a compensation committee separate from the board of directors.  On the other-hand adopting a compensation philosophy and conducting an annual or semi-annual review of incentive compensation 

arrangements are activities that should be considered by all banks.  As discussed above, the board and the compensation committee should take care to document their due diligence with regard to implementing or revising the bank’s incentive compensation practices.  

Additional Proposed Federal Rules Applicable to Banks With at Least $1 Billion in Assets

In addition to the regulatory safety and soundness guidance applicable to all FDIC-insured banks, on April 14, 2011 federal regulatory agencies published proposed rules to establish general requirements applicable to incentive compensation arrangements for banks and bank holding companies with at least $1 billion in assets.  The proposed rules include the following additional requirements:

· Banks are prohibited from using incentive compensation arrangements that encourage executive officers, employees, directors, or principal shareholders (“covered persons”) to expose the bank to inappropriate risks by providing covered persons with “excessive compensation.” 

· Banks are prohibited from establishing or maintaining any incentive-based compensation arrangements for covered persons that encourage inappropriate risks by the bank that could lead to material financial loss.  The agencies propose to adopt standards for determining whether incentive compensation practices encourage inappropriate risk.

· Banks are required to maintain policies and procedures appropriate to their size, complexity and use of incentive based compensation to help ensure compliance with the proposed rules, requirements and prohibitions.  Banks will be required to provide certain annual reports and other information to their appropriate federal regulator concerning their incentive compensation arrangements for covered persons. 


Banks with additional consolidated assets of $50 billion or more are subject to the following additional requirements under the proposed rules:

· A portion of incentive compensation for executive officers is required to be deferred.

· The board of directors or appropriate committee is required to identify covered employees other than executive officers that have the availability to expose the bank to possible losses that are substantial in relation to the institution’s size, capital, or overall risk tolerance. 

· The board of directors is required to approve the incentive compensation arrangements for all covered persons and maintain documentation of such approval. 

The Executive & Incentive Compensation Toolkit will be updated as necessary to incorporate the new requirements once the proposed rules are finalized and become effective.

If you have specific questions about compliance with the guidelines, evaluation of current incentive compensation arrangements, establishing new executive compensation incentive plans, or otherwise require assistance with executive compensation issues, the banking and employment attorneys at Boardman Law Firm would be happy to assist you.  

Exhibit A

Summary of the Key Principles of the Final Guidance on Sound Incentive Compensation Policies.

Principle 1:
Balanced Risk-Taking Incentives 

· Incentive compensation arrangements should balance risk and financial results in a manner that does not encourage employees to expose banks to imprudent risks. 

· Risks to consider include credit, market, liquidity, operational, legal, compliance and reputational and should include both short-term and long-term risks as well as low-probability/highly adverse risks. 

· An unbalanced arrangement can be moved toward balance by adding or modifying features that cause incentive compensation to accurately reflect risk.  

· Five methods are often used to make compensation more sensitive to risk.  These methods are:

· Risk Adjustment of Awards:  The amount of incentive compensation awarded to employees is adjusted based on measures that take into account the risk the employee’s activities may pose to the bank.  The adjustment can be quantitative or set judgmentally, subject to appropriate oversight.

· Deferral of Payment:  The actual payout of an award to an employee is delayed significantly beyond the end of the performance period, and the amounts paid are adjusted for actual losses or other aspects of performance that are realized or become better known only during the deferral period.  

· Clawbacks: An employee must return incentive compensation payments previously received by the employee if certain risk outcomes occur. 

· Longer Performance Periods:  The time period covered by the performance measures used in determining an employee’s award is extended (for example from one year to two or more years). 

· Reduced Sensitivity to Short-Term Performance:  The bank reduces the rate at which awards increase as an employee achieves higher levels of the relevant performance measures.  This method reduces the magnitude of short-term performance measures. 

These methods are not exclusive and additional methods or variations may exist or be developed.   More than one method may be necessary or appropriate depending on the potential for the incentive compensation arrangement to create risk-taking behavior.  






If a bank relies significantly on the judgment of one or more managers to ensure that incentive compensation is appropriately risk-adjusted, the bank should have policies and procedures that describe how the manager(s) are expected to exercise judgment to achieve balance and that provide mechanisms for the manager(s) to receive information regarding employees’ risk-taking activity in order to make informed judgments. 

· Banks should tailor balanced incentive compensation arrangements to account for differences between employees, including substantial differences between executive officers and other employees.

· Risk-associated activities may differ significantly between executive officers and different groups of covered employees.  Banks should be wary of using a single-formulaic approach when implementing compensation arrangements, as they are more likely to be unbalanced with respect to some employees. 

· Banks should consider the potential for golden parachutes and vesting arrangements for deferred compensation to affect the risk-taking behavior of employees.  

· Arrangements that provide an employee with a guaranteed payout upon departure from a bank, regardless of performance, may neutralize the effect of other balancing features in incentive compensation arrangements. Banks should carefully review these arrangements (sometimes referred to as golden parachutes) and the potential impact on the bank’s safety and soundness. 

· Banks should effectively communicate to employees the ways in which compensation awards and payments will be reduced as risks increase. 

· Banks should ensure that covered employees are informed about the key ways in which risks are taken into account and determining the amount of incentive compensation paid.  Where feasible, banks should provide examples of how incentive compensation payments may be adjusted to reflect projected or actual risk outcomes. 

Principle 2:
Compatibility with Effective Controls and Risk-Management

· A bank’s risk management processes and internal controls should reinforce and support the development and maintenance of balanced incentive compensation arrangements. 
· Banks should identify employees who may expose the bank to material risk and establish and design its risk management processes and internal controls to ensure such employees’ incentive compensation remains balanced. 
· Banks should have appropriate controls to ensure that their processes for achieving balanced compensation arrangements are followed and to maintain the integrity of their risk-management and other functions.
· To ensure employees are complying with established processes, banks should create and maintain sufficient documentation to permit an audit of the effectiveness of the bank’s processes for establishing, modifying, and monitoring incentive compensation arrangements.  Smaller banks should incorporate reviews of these processes into their overall framework of compliance monitoring, including internal audits.  

· Risk-management personnel should have input into the bank’s processes for designing incentive compensation arrangements and assessing their effectiveness in restraining imprudent risk taking.  

· Banks should have policies and procedures that ensure risk management personnel are involved in the design of incentive compensation arrangements and the assessment of their effectiveness in restraining imprudent risk taking.  Examples of ways risk managers may assist in achieving balanced compensation include:

· Reviewing the types of risks associated with the activities of covered employees.

· Approving the risk measures used in risk adjustments and performance measures, as well as measures of risk outcomes used in deferred-payout arrangements.

· Analyzing the risk-taking and risk outcomes relative to incentive compensation payments. 

Additionally, a bank’s control, human resources, and finance functions may play a role in ensuring balanced compensation arrangements by contributing to the design and review of performance measures or supplying data used as part of these measures. 

· Compensation for employees in risk-management and control functions should be sufficient to attract and retain qualified personnel and should avoid conflicts of interest.

· Appropriate compensation arrangements for risk-management and control personnel will depend on the size, activities and complexity of the bank.  Incentive compensation for these individuals should not be based on the bank’s financial performance, but rather on the achievement of objectives (e.g. adherence to internal controls.)

· Banks should monitor the performance of their incentive compensation arrangements and should revise the arrangements as needed.

· The monitoring methods and processes used by banks should correspond with the size and complexity of the bank, as well as its use of incentive compensation.  For example, a small, noncomplex bank that uses incentive compensation to a limited extent may find that it can appropriately monitor its arrangement through normal management processes.   

Principle 3:
Strong Corporate Governance 

· Banks should have strong and effective corporate governance to help ensure sound compensation practices, including active and effective oversight by the board of directors. 
· The board of directors of a bank should directly approve the incentive compensation arrangements for executive officers.  The board is also ultimately responsible for ensuring that incentive compensation arrangements for all covered employees are appropriately balanced and do not jeopardize the safety and soundness of the bank. To facilitate this responsibility, the board may appoint a compensation committee or delegate incentive compensation oversight to an existing committee.
· The board of directors should monitor the performance and regularly review the design and function of incentive compensation arrangements. 

· To allow for informed reviews, the board should receive data and analysis from management or other sources that are sufficient to allow the board to assess whether the overall design and performance of the bank’s incentive compensation arrangements are consistent with safety and soundness. 

· The organization, composition, and resources of the board of directors should permit effective oversight of incentive compensation. 

· The board of directors should have or have access to a level of expertise in risk management and compensation practices in the banking industry.  This level of expertise may be present collectively among the members of the board or may be obtained through advice received from outside counsel.  Banks with less complex and extensive incentive compensation arrangements may not find it necessary or appropriate to require special board expertise and use outside experts in this area.  

· A bank’s disclosure practices should support safe and sound incentive compensation arrangements. 

· To promote safety and soundness, banks should disclose an appropriate amount of information concerning its incentive compensation arrangements for executive and non-executive employees and related risk management control and governance processes to shareholders.  

[NAME OF BANK]

COMPENSATION COMMITTEE CHARTER

[The Compensation Committee Charter is a model and is intended to be modified for your specific bank's organizational structure, current compensation practices, future compensation goals, financial position, current market conditions and risk-management strategies in light of all applicable rules and regulations.  If you have questions or require assistance regarding your incentive compensation plans or other executive compensation matters, feel free to contact the banking attorneys at Boardman Law Firm.]

I. Purpose

The Compensation Committee's (the "Committee") purpose is to assist the Board of Directors of [NAME OF BANK] ("Bank") in fulfilling its responsibilities for oversight of Bank compensation of employees, officers and directors by evaluating and recommending employee, officer and director compensation plans, policies and programs.  

The Committee is responsible for ensuring that the Bank's compensation practices are consistent with the Bank's Compensation Philosophy, performance, competitive marketplace, risk-management strategies and the requirements of applicable regulatory authorities and for ensuring that the Bank's incentive compensation arrangements do not encourage excessive risk-taking behavior that is inconsistent with safe and sound banking practices.  

All determinations on compensation will be subject to review and approval by the full Board.

II. Composition


The Committee is established pursuant to Article __, Section __ of the Bylaws of the Bank.  The Committee shall consist of at least three (3) members as appointed by the Board.  Each member of the Committee must be an Independent Director.  An "Independent Director" means a director who is not an employee of the Bank [the Bank's holding company or a subsidiary of the Bank].  Each Committee member shall be independent and free from any relationships or conflicts of interest with respect to the Bank or Bank staff that may impair, or appear to impair, the Committee member's ability to make independent judgments regarding compensation policies.


The members of the Committee shall be appointed annually by a majority vote of the Board and may be removed by the Board.  Each Committee member shall serve until such member's successor is duly elected or until such member's early death, resignation or removal.  No member of the Committee may be removed except by a majority vote of the Independent Directors of the Board. 


Unless appointed by the Board, the Committee may designate a Chair of the Committee by a majority vote of the members of the Committee.  The Committee may also appoint a Secretary who need not be a director.  The Committee may delegate such power and authority to the Secretary as the Committee deems necessary, subject to applicable law.

III. Meetings


The Committee shall meet at least biannually and more frequently if necessary to enable it to fulfill its duties and responsibilities set forth herein.  Any Committee member may participate in a meeting of the Committee by means of a conference telephone or similar equipment that allows those participating in the meeting to hear one another at the same time.  Participation by such means constitutes presence in person at such meeting.  The Committee shall keep written minutes of its meetings which shall be recorded and filed with the minutes of the meeting of the Board.
IV. Delegation of Authority

The Committee may form and delegate any portion of its duties and responsibilities to a subcommittee of the committee. 

V. Duties and Responsibilities

Overall Philosophy

The Committee shall evaluate criteria deemed appropriate by the Committee and seek assistance from legal advisors and consultants, as deemed appropriate by the Committee, and make recommendations to the full Board regarding the adoption of an overall Compensation Philosophy for the Bank's compensation programs applicable to employees, officers and directors generally, as appropriate, and the establishment of specific policies and practices for compensating employees, officers and directors.

Executive Compensation Strategy

The Committee shall develop and maintain an appropriate strategy for establishing policies and practices regarding compensation of Bank executive officers.  The Committee shall work with the President regarding other executive officers.

Elements of Compensation

The Committee shall evaluate and recommend to the full Board appropriate elements of individual executive compensation arrangements.  Such elements may include annual base salary levels, short-term and long-term incentive compensation arrangements, employee benefits such as insurance and benefits under qualified plans, as well as perquisites and incidental benefits. 
Executive Officer Compensation

The Committee shall strategize upon and recommend, on at least an annual basis, the corporate goals and objectives relevant to the compensation of the President and each other executive officer of the Bank.

The Committee shall, at the end of each year, review each executive officer's compensation in light of the executive officer's performance and the Bank's compensation philosophy, goals and objectives and shall recommend to the Board each executive officer's compensation level.  The Committee shall be entitled to consider the recommendations of the President when considering each executive officer's compensation levels for all executive officers other than the President, 

and the President shall be responsible for evaluating the performance of executive officers other than himself or herself, and shall share the results of such evaluation with the Committee and, as appropriate, the full Board.
In making recommendations regarding the incentive component of each executive officer's compensation, the Committee shall take the following into account: (i) the Bank's Compensation Philosophy, goals and objectives, (ii) the Bank's performance and relative shareholder return; (iii) the value of similar incentives paid to executive officers at comparable companies; (iv) historical incentive payments given to the executive officer in past years; and (v) whether incentives appropriately balance risks and rewards in a manner that does not encourage imprudent risk taking.

The Committee shall review and advise the full Board on any proposed employment agreement with, and any proposed retention, incentive, severance or termination plans, agreements, arrangements or payments applicable to any executive officer or prospective executive officer of the Bank.  

Employee Compensation

The Committee shall oversee the Company's compensation and benefit plans, policies and programs that pertain to the Bank's employees other than executive officers in light of the Bank's Compensation Philosophy, goals and objectives, and recommendations from the President, executive officers and other bank senior management. 

The Committee shall, on at least an annual basis, review and discuss with executive officers the material criteria used by the executive officers when evaluating employee performance throughout the Bank and establishing appropriate compensation, retention, incentive, severance and benefit policies.

Incentive Based Compensation

The Committee shall, on at least a biannual basis, review all incentive compensation plans, arrangements and awards in light of the Bank's Compensation Philosophy, goals and objectives, performance and relative shareholder return, the value of similar incentive awards at comparable banking organizations, and the incentive awards given to Bank employees in past years, and as appropriate, make recommendations to the Board with respect to the adoption of material changes to material employee bonus, benefit, severance and other incentive compensation plans and arrangements of the Bank, taking into account applicable laws and regulations, sound compensation practices that appropriately balance long-term, short-term and equity-based incentives in a manner that does not encourage inappropriate risk-taking, peer group practices and all other appropriate factors as determined by the Committee.

Regulatory Compliance

The Committee shall, on a periodic basis, review and assess the Bank's compliance with laws and regulations relating to compensation, including incentive compensation, risk-management and employee benefits, ERISA, employment discrimination and other human resource matters. 

VI. Resources and Authority


The Committee, as deemed necessary or desirable, shall have the authority to obtain, at the Bank's expense, advice and assistance from outside legal, accounting or other independent consultants or advisors to assist and evaluate the Bank's compensation arrangements, however a single member of the Committee may not engage such expert, consultant or advisor.  The Committee may terminate any expert, consultant or advisor in its sole discretion. 


The Committee members are entitled to rely in good faith on information, opinions, summaries or reports prepared or presented by counsel, independent consultants, auditors or accountants as to matters which the Committee members reasonable believe to be within the professional or expert purview of such person. 


The Committee shall, on at least an annual basis, obtain and review peer comparative compensation data with respect to officer-level compensation policies for financial institutions comparable to Bank in size, geographic location, industry and other relevant factors to help ensure that the Bank applies best practices and remains competitive in its marketplace.  Such comparative data shall be shared with and discussed by the full board.

VII. [CPP/TAAP Compensation Requirements
The Committee will be responsible for compliance with the executive compensation requirements under CPP/TAAP on behalf of the Bank].


VIII. EVALUATION

The Committee shall annually conduct a self-performance evaluation and review and reassess the adequacy of this Charter and the Bank's compensation philosophy and recommend any proposed changes to the Board. 

[NAME OF BANK]

COMPENSATION PHILOSOPHY

[This Compensation Philosophy is a model intended to provide a basic framework for establishing a compensation philosophy and is intended to be modified to reflect your specific bank's organizational structure, current compensation practices, future compensation goals, financial position, current market conditions and risk-management strategies in light of all applicable rules and regulations.  Periodically, your bank should reexamine its compensation philosophy and make revisions to reflect changes to the factors listed above.  For example, what constitutes "competitive" in today's market may change significantly over time.  If you have questions or require assistance regarding your compensation philosophy or other executive compensation matters, feel free to contact the banking attorneys at Boardman Law Firm.]

[Name of Bank] ("Bank") believes it is in our best interest, and the best interest of our shareholders and our employees, to provide competitive, fair compensation plans, policies and programs that value exceptional performance.  Our compensation practices are designed to reflect our strategic goals, communicate our standards for performance, and motivate and reward our employees in relation to their performance while maintaining safe and sound banking practices. 

We believe our ability to continue to provide superior financial services to our customers and maintain our financial responsibility to our shareholders depends on the contributions of talented, experienced and qualified executives and employees.  In order to attract and retain these individuals in our current competitive marketplace, we have adopted this Compensation Philosophy based on following objectives:

1. Competitive.  We offer competitive compensation to our officers and employees based on comparable external markets.  [Define the markets used for external market comparison (i.e. specific competing institutions based on local, state-wide or nation-wide data)]
2. Fair and Equitable.  We are committed to the fair and equitable administration of our compensation and incentive plans.  In any situation where any individual believes fair treatment has not characterized payment received, the internal appeal and review process is available for the employee to use.
3. Performance Based.  We reward our employees on the basis of individual and organization-wide performance, adjusted for capital and risk.  
4. Safe and Sound Compensation Practices.  We offer flexible, performance-based compensation practices that include base salary and short-term and long-term cash and equity incentives in order to appropriately balance risks and rewards in a manner that does not encourage excessive compensation or imprudent risk-taking by employees.  We take into account a number of performance metrics when determining whether to award incentive compensation including [earnings, share value, CAMELS ratings, credit quality, and classified loan levels] in order to promote long-term financial success. 
5. Communication.  We will make every effort to communicate our compensation and incentive plan(s) clearly to all employees. 


Compensation Practices

We compensate our officers and employees in different ways at various levels of the organization.  Executive officers and other management personnel are compensated through a combination of base salary, short-term and long-term incentives and benefits to help us attract and retain talented employees.  Our incentive plans are competitive in our market and in line with our ability to pay.  Incentives are based on both individual and organization-wide performance and are only paid when both individual and organization-wide performance are strong.  We provide our lower-level employees with a competitive base salary [formula-based commissions and incentives based on employees' base salary] that rewards individual [and organization-wide] performance, along with benefits. 

1. Base Salary.  Our base salaries are designed to attract and retain qualified employees who will provide excellent customer service and support organization-wide growth.  Base-salary increases are based on individual and organization-wide performance, internal equity and market competitiveness.  
· [Include specific metrics used to evaluate base salary compensation as appropriate].
2. Short-Term Incentives.  Short-term incentives are available to certain employees at the discretion of the bank's management based on competitive market conditions.  Short-term incentives are generally in the form of formula-based commissions or incentive plans based on a percentage of the employee's base salary.
· [Include a list and brief description of your bank's short-term incentive plans, including commission plans, bonus plans based on specific objective or performance metrics, etc.]
3.  Long-Term Incentives.  Long-term incentive plans are available to executive officers and other senior management who have demonstrated a long-term positive impact on the Bank's overall success.  These plans are designed to provide significant financial rewards to senior management based on the performance of the Bank and encourage retention of key executive officers.  Long term incentive plans include both long-term cash and equity incentive plans designed to provide executive officers with wealth accumulation opportunities over a defined period of time based on the bank's overall growth and financial performance. 

· [Include a list and brief description of your bank's long-term incentive plans, including cash or stock bonus plans, etc.]

Benefit Programs

Our employee benefit programs are designed to provide our eligible employees with access to a competitive level of health care and welfare benefits on a company paid or employee contribution basis.  Current benefits include:

· [Insert a list and brief description of current employee benefit programs including: health, vision, dental, 401k retirement, life and disability insurance, health savings accounts and flexible spending accounts, paid vacations and holidays, etc.]

Executive Benefit Plans 

We provide certain executive officers the right to participate in certain executive benefit plans including: 
· [Insert a list and brief description of current executive bonus plans.  The attached memorandum on Executive Compensation Structures and Trends lists a number of common plans used by community banks.  It is strongly recommended that your bank's board of directors and compensation committee consult with the bank's legal counsel and tax advisors when choosing executive benefit plans as different plans are treated differently for accounting purposes, have various tax effects and may implicate state and federal securities laws.]

Risk Management

Although profitability is a key driver for compensation opportunities, we discourage the taking of imprudent or excessive risk.  Our pay structure and programs are designed to appropriately reward the returns from acceptable risk-taking through a careful balance of compensation, performance metrics, calibration and timing.  We will use our best efforts to ensure that our incentive compensation arrangements are consistent with safety and soundness, and accordingly we will endeavor to structure our arrangements according to the following three principles:

1. Provide employees with incentives that appropriately balance risks and rewards in a manner that does not encourage imprudent risk taking.  For example:
· The Compensation Committee and the Board will consider current credit, market, liquidity, operational, legal, compliance and reputational risks, and such risks will include short-term and long-term risks, as well as low-probability/highly adverse risks.  Potential risks will be evaluated in context of the risk management controls the Bank has in place to address those risks.
· Where appropriate, the Compensation Committee and the Board of Directors will add or modify features that cause incentive compensation to more accurately account for risk, such as deferring payment of awards beyond the end of the performance period, using clawbacks (i.e. recoupment of incentive payments) and performance metrics that take risk into account, extending the time periods covered by performance measures used in determining an award, adjusting awards based on measures that take into account the risk certain activities pose to the Bank, and reducing the sensitivity of awards to short-term performance. 

· We will endeavor to identify and account for differences between employees, including substantial differences between senior executives and other employees. 
· We will consider the potential for golden parachutes and vesting arrangements for deferred compensation to affect the risk-taking behavior of employees. 
· We will communicate with our employees as we deem appropriate the ways in which awards and payments will be reduced as risks increase.
2. Be compatible with effective controls and risk management.  For example:
· The Compensation Committee and Bank management will work with the Bank's HR and risk management personnel as needed to identify employees and groups of employees that have the ability to expose the Bank to a material amount of risk. 

· The Board will create and maintain sufficient documentation to permit an audit of the effectiveness of the processes for establishing, modifying, and monitoring incentive compensation.  

· The Board will direct that reviews of these processes be incorporated into the Bank's overall framework of compliance monitoring, including internal audits.  

· As we deem necessary or advisable to effectively identify risks and balance such risks against incentive rewards, we will involve the Bank's risk management, control, HR and finance personnel in the design of incentive compensation arrangements, including the design and review of performance metrics and supplying data used as part of such metrics, and the assessment of their effectiveness in restraining imprudent risk taking.

· To the extent we deem necessary or advisable to avoid a conflict of interest or otherwise produce balanced incentive compensation arrangements, we will not base incentive compensation for employees in risk-management and control functions on the Bank's financial performance, but rather on the achievement of objectives.

3. Be supported by strong corporate governance, including active and effective oversight by our Board of Directors. For example:

· Annually, or more frequently as deemed necessary or advisable, the Compensation Committee will monitor performance and review the design and function of incentive compensation arrangements, using data and analysis from management or other sources, including outside independent consultants and advisors, as deemed necessary or advisable by the Compensation Committee, and revise the arrangements as needed to appropriately balance risks and rewards in a manner that does not encourage imprudent risk taking by our employees.

· The Compensation Committee will recommend to the Board annually the amount of information concerning incentive compensation, related risk management control and governance processes that should be disclosed to shareholders to support safe and sound incentive compensation.  

MODEL BYLAW PROVISION

[This Bylaw Provision is a model and is intended to be modified for your bank’s specific governing documents, current compensation practices, future compensation goals, financial position and risk-management strategies.  If you have questions or require assistance regarding your incentive compensation plans or other executive compensation matters, feel free to contact the banking attorneys at Boardman Law Firm.]

A Compensation Committee is hereby established as a standing committee of the Corporation.  The Compensation Committee of the Board shall assist and advise the Board regarding its responsibility for oversight of the Bank's compensation to employees.  In particular, the Committee shall study and evaluate appropriate compensation mechanisms and criteria, and make recommendations to the full Board regarding the establishment of policies and practices for compensating officers and other employees of the Bank.  The Committee shall recommend an overall compensation philosophy for the Bank that helps the Bank attract, retain and incentivize performance of qualified employees, promotes safe and sound banking practices in conjunction with the Bank’s overall risk management strategy, recommend appropriate base and performance compensation ranges for officers, and ensure that the compensation structure of the Bank establishes appropriate performance targets for senior management that do not encourage imprudent risk-taking. The Committee shall provide advice to the Board regarding the implementation of a compensation philosophy and on the compensation structure for the other employees of the Bank.  The size of the Committee shall be determined annually by resolution of the full Board, but shall have at least [__] members. Each Committee member shall be independent and free from any relationships or conflicts of interest with respect to the Bank or Bank staff that may impair, or appear to impair, the Committee member's ability to make independent judgments regarding compensation policies.  The Compensation Committee shall have such additional duties as may be delegated to it by the Board from time to time. 

RESOLUTIONS OF BOARD OF DIRECTORS

OF [NAME OF BANK]

[Insert Date]

[These Resolutions are a model and are intended to be modified for your specific bank’s organizational structure, current compensation practices, future compensation goals, financial position, current market conditions and risk-management strategies in light of all applicable rules and regulations.  If you have questions or require assistance regarding your incentive compensation plans or other executive compensation matters, feel free to contact the banking attorneys at Boardman Law Firm.]

WHEREAS, the Office of the Comptroller of the Currency, the Board of Governors of the Federal Reserve System, the Federal Deposit Insurance Corporation, and the Office of Thrift Supervision have issued final guidance on sound incentive compensation policies for financial institutions; and 


WHEREAS, the proposed guidance has been issued to ensure that banks’ incentive compensation arrangements take into account risk and are consistent with safe and sound banking practices; and


WHEREAS, the Board of Directors believes it is in the best interest of the Bank and its shareholders to establish an independent Compensation Committee to evaluate and recommend employee, director and officer compensation plans, policies, programs and arrangements that allow the Bank to be competitive in its market and do not encourage inappropriate risk taking that threatens the safety and soundness of the Bank.


NOW, THEREFORE, BE IT RESOLVED, that for the reasons described above, the Board hereby establishes an independent Compensation Committee to consist of __ independent directors pursuant to Article __, Section ___ of the Bylaws of the Bank; and 


RESOLVED, that the Board hereby appoints:


____________________


____________________


____________________

to serve as the initial directors of the Compensation Committee; and 


RESOLVED, the Board authorizes and directs the Compensation Committee to establish a Compensation Committee Charter and Compensation Philosophy to provide a framework and procedures for establishing employee and incentive compensation arrangements that allow the Bank to be competitive in its market and are consistent with safe and sound banking practices for recommendation to the Board of Directors; and 


RESOLVED, that the actions of the officers and directors of Bank previously taken in connection with the foregoing resolutions are hereby ratified and approved.

CERTIFICATE

The undersigned, who is the duly elected, qualified and acting _____________ of the Bank, hereby certifies that the foregoing resolutions are true and correct copies of the Resolutions duly adopted by a majority of the entire Board of Directors of the Bank at a meeting of a quorum of its directors held on______________, 2011, and that such Resolutions have not been amended, modified or rescinded and remain in full force and effect.

Dated: _______________, 2011.







By:_______________________________







      _______________________________








(Title) 

RESOLUTIONS OF COMPENSATION COMMITTEE OF 
[NAME OF BANK]

[Insert Date]

[These Resolutions are a model and are intended to be modified for your specific bank's organizational structure, current compensation practices, future compensation goals, financial position, current market conditions and risk-management strategies in light of all applicable rules and regulations.  If you have questions or require assistance regarding your incentive compensation plans or other executive compensation matters, feel free to contact the banking attorneys at Boardman Law Firm.]


WHEREAS, the Board of Directors of [Name of Bank] ("Bank") has authorized and directed the Compensation Committee to establish a Compensation Committee Charter and Compensation Philosophy to provide a framework and procedures for establishing employment and incentive compensation arrangements that will allow the bank to be competitive in its market and maintain safe and sound banking practices; and 


WHEREAS, the Compensation Committee, has (i) reviewed the Bank's compensation and benefit plans, policies and programs for the Bank's employees, officers and directors; (ii) had extensive discussions with the Bank's management regarding the Bank's current compensation practices; (iii) had extensive discussions with Bank's risk officers regarding the bank's current risk management strategies; (iv) reviewed applicable regulatory rules, regulations and guidance regarding safe and sound incentive compensation practices; [(v) had extensive discussions with an independent compensation consultant regarding incentive compensation arrangements; and (vi) had extensive discussions with legal counsel for the Bank regarding the various legal issues surrounding incentive compensation with respect to safety and soundness issues]; and 


WHEREAS, the Compensation Committee has developed a Compensation Committee Charter (the "Charter") attached hereto as Exhibit A and Compensation Philosophy ("Philosophy") attached hereto as Exhibit B, based on its reviews and discussions described above; and 


WHEREAS, the Compensation Committee believes it is in the best interest of the Bank and its shareholders to adopt the Charter and Philosophy. 


NOW, THEREFORE, BE IT RESOLVED that the Compensation Committee approves the Charter and Philosophy in substantially the form attached hereto; and 


RESOLVED, that the Compensation Committee shall recommend to the Board of Directors that the Charter and Philosophy be approved and adopted. 

CERTIFICATE

The undersigned, who is the duly elected, qualified and acting _____________ of the Bank, hereby certifies that the foregoing Resolutions are true and correct copies of the Resolutions duly adopted by a majority of the entire Compensation Committee of the Board of Directors of the Bank at a meeting of a quorum of its members held on______________, 2011, and that such Resolutions have not been amended, modified or rescinded and remain in full force and effect.

Dated: _______________, 2011.







By:_______________________________







      _______________________________








(Title) 

RESOLUTIONS OF BOARD OF DIRECTORS OF 
[NAME OF BANK]

[Insert Date]

[These Resolutions are a model and are intended to be modified for your specific bank's organizational structure, current compensation practices, future compensation goals, financial position, current market conditions and risk-management strategies in light of all applicable rules and regulations.  If you have questions or require assistance regarding your incentive compensation plans or other executive compensation matters, feel free to contact the banking attorneys at Boardman Law Firm.]


WHEREAS, the Compensation Committee has presented a Compensation Committee Charter ("Charter"), attached hereto as Exhibit A, and Compensation Philosophy ("Philosophy"), attached hereto as Exhibit B, to the Board of Directors in order to ensure that [NAME OF BANK] ("Bank's") employment and incentive compensation practices will allow it to stay competitive in its market while maintaining safe and sound banking practices; and 


WHEREAS, the Compensation Committee has recommended to the Board of Directors that the Bank approve and adopt the Charter and Philosophy; and 


WHEREAS, the Board of Directors has reviewed the Charter and Philosophy, had discussions with the Compensation Committee and believes it is in the best interest of the Bank and its shareholders to approve the Charter and Philosophy.


NOW, THEREFORE, BE IT RESOLVED, that for the reasons described above, the Board hereby approves and adopts the Charter and Philosophy in substantially the form attached hereto; and 


RESOLVED, that the Compensation Committee is authorized and directed to do and perform any and further acts that are necessary, appropriate or desirable to effectuate the foregoing resolutions. 


RESOLVED, that the actions of the Compensation Committee previously taken in connection with the foregoing resolutions are hereby ratified and approved.

CERTIFICATE

The undersigned, who is the duly elected, qualified and acting _____________ of the Bank, hereby certifies that the foregoing resolutions are true and correct copies of the Resolutions duly adopted by a majority of the entire Board of Directors of the Bank at a meeting of a quorum of its directors held on______________, 2011, and that such Resolutions have not been amended, modified or rescinded and remain in full force and effect.

Dated: _______________, 2011.







By:_______________________________







      _______________________________








(Title) 

RESOLUTIONS OF COMPENSATION COMMITTEE OF 
[NAME OF BANK]
[Insert Date]
[These Resolutions are a model and are intended to be modified for your specific bank’s organizational structure, current compensation practices, future compensation goals, financial position, current market conditions and risk-management strategies in light of all applicable rules and regulations.  If you have questions or require assistance regarding your incentive compensation plans or other executive compensation matters, feel free to contact the banking attorneys at Boardman Law Firm.]
WHEREAS, the Compensation Committee of the Bank is required under the Bank's Compensation Philosophy to conduct a six month review of employee and executive officer compensation, including incentive compensation arrangements; and

WHEREAS, the Compensation Committee of the Bank has discussed, reviewed, and evaluated with the Bank’s risk officers, the activities of all employees, including executive officers, of the Bank and identified and confirmed those employees whose activities may expose the Bank to material amounts of risk; and

WHEREAS, the Compensation Committee has reviewed and considered the full range of current and potential risks associated with the activities of such employees, including the amount of capital and liquidity needed to support those risks; and

WHEREAS, the Compensation Committee has discussed, reviewed, and evaluated with senior risk officers, executive officer incentive compensation plans and employee compensation plans and the risks these plans pose to the Bank in light of the activities undertaken by employees covered by such plans; and

WHEREAS, the Compensation Committee has investigated whether any features in the executive officer compensation plans or employee compensation plans could lead employees to take imprudent risks that could threaten the safety and soundness of the Bank; and 

WHEREAS, the Compensation Committee has identified as the various components of employee compensation and executive officer compensation the following:  [Insert a list and brief description of current employee compensation and benefit programs including: health, vision, dental, 401k retirement, life and disability insurance, health savings accounts and flexible spending accounts, paid vacations and holidays, annual bonuses, stock-option or deferred compensation plans, etc.]
NOW, THEREFORE, BE IT RESOLVED that the Compensation Committee has concluded that the Bank’s executive officer compensation plans and employee compensation plans are consistent with the Bank’s Compensation Philosophy and do not encourage employees to take imprudent risks that could threaten the safety and soundness of the Bank; and

RESOLVED, that the Compensation Committee has concluded that the Bank has no executive officer compensation plans or employee compensation plans that could encourage the manipulation of reported earnings of the Bank to enhance the compensation of an employee; and

RESOLVED, that the officers of the Bank are authorized for and on behalf of the Bank to take any and all such actions as they may deem necessary or desirable to implement the foregoing resolutions; and

RESOLVED, that any and all actions of the officers of the Bank taken in connection with the investigations and transactions contemplated by the foregoing resolutions are hereby ratified and approved.

CERTIFICATE
The undersigned, who is the duly elected, qualified and acting _____________ of the Bank, hereby certifies that the foregoing resolutions are true and correct copies of the Resolutions duly adopted by a majority of the entire Compensation Committee of the Board of Directors of the Bank at a meeting of a quorum of its members held on______________, 2011, and that such Resolutions have not been amended, modified or rescinded and remain in full force and effect.

Dated: _______________, 2011.







By:_______________________________







      _______________________________








(Title) 

MEMORANDUM

Wisconsin Community Banks

Common Executive Compensation Plans and Arrangements

In determining what to provide in an executive compensation package, a bank is focused on the goals of attracting, retaining and incentivizing performance of top executives.  Executive compensation is usually a mix of salary, short term and long term incentives, and benefits.  This memorandum provides a list and short summary of some of the more common types of incentive and other executive compensation arrangements we have seen among community banks in Wisconsin.  We are not addressing base salary ranges or additional benefits such as insurance and perquisites (e.g. company car, club memberships). 

Choosing incentive or executive compensation plans and arrangements depends upon a lot of factors.  A bank needs to decide what goals it wishes to accomplish with a plan.  It also needs to consider the impact of complex taxation, accounting, ERISA and securities laws and requirements when deciding which type of plan works best for the bank and most effectively balances costs and benefits. Even once a specific type of plan is chosen, the actual structure of the plan must also take these factors into account.  Banks are strongly urged to consult their tax and legal advisors before changing or implementing any type of plan. If bank management wants to evaluate the bank's executive compensation as compared to its peers, the bank should consider engaging an executive compensation consultant or purchasing annual review of executive compensation, such as the annual Salary Survey published by the WBA.

Executive Equity Based Plans and Arrangements

Equity based incentive plans and arrangements are favored over short and long term cash incentive plans by bank regulators because they align incentive payments to longer term performance of the bank, although performance-based grants of equity will have to be scrutinized in light of the regulatory guidelines on incentive compensation.  Generally, when setting up an equity incentive plan, a bank is serving the overlapping goals of retention and providing incentives to perform.  The bank will have to consider price/ownership dilution of current shareholders, federal rules such as ERISA and securities requirements and tax implications.  Any establishment of an equity incentive plan should involve collaboration with legal and tax advisors.

1. Incentive Stock Options ("ISO"): Stock options are rights to purchase shares in the future at a price generally determined as of the date the right is granted.  With an ISO, an employee is granted an option to buy a specified number of shares by a future date at a determined price in accordance with tax law requirements:  e.g. ISO plans must be approved by shareholders, individual option grants cannot exceed $100,000 exercise value in one year, maximum option term is 10 years, exercise price must equal fair market value at date of grant, and options are not transferrable. Often ISOs are subject to a vesting schedule (e.g. 25% of the options vest per year) or performance criteria, and unvested options usually are lost upon termination of employment.  See "Cash Bonus Plans" below for a discussion of incentive performance awards.  Generally, the option holder declares income when stock is sold, not upon the grant or exercise of the option, which is a tax benefit not afforded to employees who receive non-qualified options (discussed immediately below). The issuance of shares upon the exercise of stock options will dilute the percentage ownership of shareholders and, depending upon the exercise price, may dilute the per share book value or market value of the stock.  Holders of options do not have shareholder rights, such as the right to vote or dividends, until the option is exercised.

2. Non-Qualified Stock Options: Non-qualified options do not receive the special treatment afforded ISOs.  The option holder is taxed upon the exercise of the option.  Because there are no special tax benefits, the tax laws do not impose structural requirements on non-qualified option plans, making non-qualified option plans very flexible.  Non-qualified option plans do not require shareholder approval. Similar to ISOs, a non-qualified option is a right to purchase shares of stock in the future at a price generally determined as of the grant date.  The options usually are subject to a vesting schedule or performance criteria designed to retain the employee for a specified number of years or incentivize performance. The issuance of shares upon the exercise of stock options will dilute the percentage ownership of shareholders and, depending upon the exercise price, may dilute the per share book value or market value of the stock.  Holders of options do not have shareholder rights, such as the right to vote or dividends, until the option is exercised.

3. Phantom Stock: Phantom stock grants are units based on "phantom” or hypothetical shares of holding company stock. We have always seen them tied to shares of common stock. These units are deemed to be equivalent in value to actual stock for plan purposes. A holding company can design its phantom stock plan to do virtually anything an actual stock plan can do. With phantom stock, the entire value of the stock underlying the phantom unit can be provided to the executive, including both initial value and appreciation (as opposed to SARs, discussed below, which simply provide for appreciation). Phantom stock does not dilute current ownership or the value of the underlying stock of the holding company.  Holders of phantom stock do not have shareholder rights, such as the right to vote or dividends, although phantom dividends may be provided for in the phantom stock plan as a way to more closely tie executive pay to holding company performance.

4. Stock Appreciation Rights ("SARs"):  Similar to a stock option, a SAR is a right granted to an employee to receive the increase in value of a share of holding company stock over a certain period of time. Unlike a stock option, the holder of a SAR does not pay an exercise price to exercise the SAR and does not receive stock. The holder instead receives the difference in the value of the underlying stock on the exercise date over the value of the underlying stock on the grant date.  Employees are taxed upon the exercise of the SAR.  SARs do not dilute current ownership or the value of the underlying stock of the holding company. Holders of SARs do not have shareholder rights, such as the right to vote or dividends. 

5. Restricted Stock:  Restricted stock consists of shares granted to an employee subject to restrictions on sale or transfer. Restrictions can take different forms.  Often, transfer of the shares to someone other than the holding company is restricted for a period of time.  In addition, the shares are usually subject to a vesting schedule (e.g. 25% of the shares become unrestricted every year, or "cliff vesting" where 100% of the shares vest and the restrictions are removed at the end of the retention term; e.g. 4 years). If employment is terminated, all non-vested shares would then be forfeited. Less frequently, restricted stock grants include restrictions tied on performance (e.g. vesting schedule based on performance results). The issuance of restricted shares will dilute the percentage ownership of shareholders and may dilute the per share book value or market value of the stock.

6. Performance Shares: Under a performance share plan or arrangement, an employee is promised an award of stock if specified performance goals are met over a specified period of time (e.g. 3 years). See "Cash Bonus Plans" below for a discussion of incentive performance awards. The award of performance based shares will dilute the percentage ownership of shareholders and may dilute the book value or market value of the stock. Performance share award arrangements do not confer shareholder rights, such as the right to vote or dividends, until the shares are actually awarded.
7. Employee Stock Purchase Plans ("ESPPs"): ESPPs provide participating employees the opportunity to purchase stock (sometimes at a discounted price) through payroll deductions.  The plans can either be qualified under Internal Revenue Code § 423 or not qualified. Qualified plans provide certain tax benefits not available to non-qualified plans, but are subject to certain tax law restrictions: e.g. plan generally must be open to all eligible employees; shareholders holding more than 5% of outstanding stock cannot participate; all participants must get same rights and privileges; limitations on yearly purchases; limitations on amount of discount; and rights generally cannot be transferred.  The purchase of shares pursuant to an ESPP will dilute the percentage ownership of shareholders and may dilute the book value or market value of the stock.

8. Employee Stock Option Plans ("ESOPs"):  Under an ESOP, employer stock is contributed to or purchased by the ESOP and is held in trust by a trustee. Each year shares are allocated to employees' accounts.  Typically allocations are based on employee compensation or a combination of compensation and years of service.  Upon retirement or other termination, employees receive either their shares or the equivalent cash value.  ESOPs are a specific type of qualified stock bonus plan and are subject to certain tax advantages and restrictions for qualified plans under Internal Revenue Code § 401(a), including the non-discriminatory rules for plan participants.  Issuing new shares to an ESOP will dilute the percentage ownership of the existing shareholders. 

Other Common Non-Equity Executive Benefit Plans and Arrangements

1. Cash bonus plans: Most, if not all, community banks have short-term cash bonus plans for executives and other employees - i.e. annual bonus plans based on performance - in addition to any qualified/deferred compensation (retirement) plan such as a 401(k).  Historically, these plans have been based on earnings, increase in stock value, ROAA, ROAE, and other traditional indicators of performance.  However, these plans have become disfavored by the regulators.  It is these types of plans that appear to be the primary impetus behind the incentive compensation guidance and proposed rules on incentive compensation described elsewhere in this Toolkit.  For establishing a cash bonus plan, the bank should determine if the purpose of the plan is to retain, incentivize performance, or both.  If it is performance, how should performance be measured?  Refer to the "Suggested Best Practices" memorandum in this Toolkit for a discussion of the importance of building risk adjustments into incentive performance plans.  One way to address the risks posed by cash incentive plans is to establish a long term plan (so that the risks and consequences of decisions made today will be known before payout of incentive awards).  Another way is to implement a clawback (i.e. requirement that employee return incentive awards if certain adverse risk outcomes occur).  A third way is to use performance metrics that that emphasize long-term growth and/or take risk into account, such as CAMELS ratings, credit quality and classified loan levels.

2. Deferred Compensation Plans: The majority of community banks we work with have implemented a qualified 401(k) retirement plan, which provides for deferrals of compensation for retirement.  As 401(k) plans are broad based retirement plans intended to cover most bank employees, we will not deal with them here.  In addition to qualified retirement plans, many banks have also implemented non-qualified deferred compensation plans to provide additional retirement for select executives and key employees (also known as "top hat" plans) outside of the bank's existing retirement plan.  Because they are exempt from many ERISA rules (provided the bank timely makes a top hat plan filing with the U.S. Department of Labor when first adopting a top hat plan) and do not require IRS approval, these non-qualified plans offer great 
flexibility in terms of who may participate, benefits, funding, payout and other terms and 

conditions.  They are also easy to administer compared to qualified retirement plans.  Many non-qualified deferred compensation plans involve the bank and the executive entering into a written arrangement to defer a portion of the executive's income in return for compensation in the future (generally retirement benefits). These deferrals may be elective or non-elective.  The executive, or his or her beneficiary, receives the plan benefits upon the executive's retirement (generally at 65), death, disability or termination of employment under other permitted circumstances. (Note that the Internal Revenue Code § 409A limits the ability to change the timing of payment after the plan is established). These plans often provide for reduced benefits upon early retirement. Payments are often made in installments over a period of years (e.g. 10 years). Many banks purchase bank-owned life insurance ("BOLI") to assist in financing these arrangements.  For a BOLI policy, the bank pays the premiums, owns the cash value of the policies, and is the beneficiary of the insurance.  The executives do not receive any of the benefits directly, nor do they pay any of the premium.  The coverage does not replace or interfere with any other insurance provided by the bank (e.g., group term life insurance).  The BOLI policies are intended to produce attractive tax-equivalent yields that offset some or all of the costs of the arrangements.

3. Supplemental Executive Retirement Plans ("SERPs"):  A SERP is a common type of non-qualified deferred compensation arrangement between a bank and executives in which the bank agrees to provide supplemental income at retirement, death or disability to the executive or his or her beneficiary as long as the executive meets the conditions of the plan.  SERPs can be used to help retain executives, as they can be structured so that executives lose retirement benefits if they do not remain with the bank for a minimum period of time.  SERPs have the same advantages of flexibility and ease of administration as other non-qualified deferred compensation plans and generally are also top hat plans, as described in the previous section. Bank contributions to these plans are technically unfunded for purposes of ERISA, but banks often implement mechanisms for financing the SERP retirement obligations (such as BOLI, described above, or a funding vehicle to hold bank assets to support the SERP retirement obligations, such as a nonqualified trust). 

4. Change in Control Severance Agreements ("golden parachutes"):  Change in control agreements provide for severance payments upon change in control of the bank/holding company.  Because of golden parachute excise tax penalties, the golden parachute payments are often limited to 2.99 times the executive's annual "base amount" (the average annual taxable compensation paid by bank to executive for the five years prior to change in control).  Change in control agreements that provide for cash severance payments can be found in stand-alone agreements or as part of broader employment agreements.  Other change in control protections can be included in equity plans (e.g. automatic vesting of 100% of outstanding options upon change in control) and deferred compensation plans (e.g. pay out or fund the deferred compensation benefits).  Golden parachutes are disfavored among regulators.  Banks interested in utilizing golden parachutes need to evaluate if the benefits paid out upon a change in control nullify the risk management protections built into other incentive plans.

Compensation of Non-Employee Directors

Compensation of non-employee directors at Wisconsin community banks is often limited to board and committee fees. Some banks give directors the opportunity to participate in stock option or other equity plans.  Other banks allow outside directors to defer payment of some or all of their board fees until a later date under a nonqualified deferred compensation plan (see discussion above under "Deferred Compensation Plans").  The fees are allocated to a book entry account under which the amounts deferred are credited with interest at a fixed annual rate or based on a specific investment, such as an index fund.  
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