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l. The Compensation Challenge — Compensation Design without Equity

Compensation design and strategy at stock institutions, especially publicly-traded stock
institutions, is generally driven by linking compensation to shareholder return. The directors’ fiduciary
duty to increase shareholder value results in compensation programs which link executive
compensation to the financial performance of the institution.

Directors and managers of mutual institutions have difference fiduciary obligations and must
consider the mission of the mutual form of organization (i.e., serving the community and the
institution’s customers) in developing their compensation design and strategy. The design of
compensation programs at mutual institutions should be focused on two objectives — 1) allow the
mutual to effectively compete with stock competitors, and 2) encourage the financial performance of
the institution because this allows the institution to improve its services to customers and better
achieve its mission.

Directors and officers at all financial institutions continually face the challenge of providing
competitive compensation packages in order to hire and retain experienced personnel. The ability to
attract and retain skilled individuals is crucial to compete successfully in the marketplace and to ensure
orderly succession planning for their institutions. This challenge is all the more difficult for directors
and officers of mutual institutions because traditional forms of equity compensation available to stock
institutions (i.e., stock options and restricted stock) are not available as compensation and retention
tools.

Even the bank regulatory agencies that oversee mutual institutions have recognized that the
compensation practices of mutual institutions will necessarily be structured differently in order to
compete with the compensation packages offered by stock institutions (see, e.g., Office of Thrift
Supervision Regulatory Bulletin 27b, attached). OTS Regulatory Bulletin 27b explicitly states that it is
expected for mutual institutions to use a combination of higher salaries, bonuses and benefits to
overcome the disadvantages imposed by their inability to offer equity compensation.

Because of the perceived longevity of the mutual vs. stock form, some mutual institutions may
be favored by prospective officers and employees when compared to stock banks who are at risk of
takeover. Even with this intangible advantage, it is not uncommon for mutual institutions to utilize a
combination of competitive cash salaries and bonuses together with traditional forms of tax-qualified
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plans (i.e., 401(k) plans with matches or profit-sharing and defined benefit pension plans) to attempt to
compete with the compensation packages offered by stock institutions (which may offer lower cash
compensation and lower employer—provided compensation through tax-qualified plans but do offer
potentially lucrative equity compensation awards). The additional compensation costs, if any, incurred
by mutual institutions (whether due to higher cash compensation paid or the implementation of
additional types of benefit plans offered) are often minimal when compared to the costs faced by
institutions that do offer equity-based benefits. Indeed, some mutual institutions evaluate the
compensation costs of peer stock institution competitors and design their compensation strategy in
light of those costs (taking into account a discount on those costs because the mutual institution is not
subject to takeover risk.) Simply, a mutual can expend a percentage of comparable equity based dollars
in cash and other compensation in order to level the playing field with stock competitors.

Accordingly, the compensation practices of mutual institutions should not be left to the forces
of inertia but should periodically reviewed and deliberately structured in order to accomplish each
institution’s objectives for the retention of existing personnel, the hiring of new personnel (whether to
staff open positions or to enter into new lines of business), and encouraging the optimal performance
of the institution.

I1. Compensation Devices Often Utilized by Mutual Institutions.

The following is a brief discussion of the various compensation plans and practices frequently
utilized by mutual institutions. Each should be evaluated by mutual institutions in light of each
institution’s individual compensation objectives.

Higher Salaries and Bonuses. Many mutual institutions attempt to offset their inability to
offer equity compensation by paying higher cash salaries and higher cash bonuses than their publicly-
traded counterparts. This approach alone usually does not achieve the retention objective or pay-for-
performance objective sought by many mutual institutions. Accordingly, the cash bonus programs of
such institutions can be structured to tie the payment of bonuses to pre-set goals for the institution’s
performance (rather than discretionary payments determined by the board at year-end on an ad hoc
basis) and these are often paid out over a period of time in order to achieve a retention objective.

Employer Contributions to Tax-Qualified Plans. Most mutual institutions sponsor a 401(k)
plan and/or a defined benefit pension plan for their employees. The 401(k) plan design can be
structured to include a higher rate of employer match or a profit sharing component to attract and
retain personnel. The defined benefit pension plan can also be modified to provide a more generous
benefit formula.

There are two common pitfalls with these plans. First, certain aspects of the defined benefit
plan structure may not appeal to younger, high-turnover workers due to vesting schedule requirements
and the perception that retirement funding is less valuable than current income. Second, benefits under
tax-qualified plans often do not inure to the highly compensated members of an institution’s workforce
because payments to such individuals are restricted by applicable Internal Revenue Service (“IRS”)
limitations. The IRS limitations can be especially problematic because the highly compensated
employees are often the employees that are most critical to the success of a mutual institution and these
persons are also the most affected by the mutual institution’s lack of ability to provide equity
compensation.
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Excess Benefit Plans. To overcome the IRS limits imposed on the tax-qualified plans
(discussed above), some institutions have implemented non-qualified excess benefit plans which
make-up the benefits lost due to the IRS limitations. These plans are not governed by the same rules
applicable to tax-qualified plans but are subject to their own set of rules and may only be offered to a
select group of management. The cost of such plans are generally fairly modest when compared to the
overall costs of the tax-qualified plans. For example, under a 401(k) plan with a 3% of pay profit-
sharing feature, a highly compensated employee may only be provided the profit-sharing contribution
up to the IRS recognized salary limit ($210,000 for 2005) resulting in a profit sharing contribution of
$6,300 on the $210,000. If the employee actually makes $250,000 per year, the employee is losing
$1,200 due to the IRS limit (i.e., the 3% of the $40,000 above the $210,000 limit). A excess benefit
plan would then credit the $1,200 to the affected employee on a nonqualified basis to make the
employee whole for the cutback imposed by the IRS.

Deferred Compensation_and Fee Deferral Plans. These plans function in a way that is
similar to 401(k) plans by deferring taxation on regular salary and bonus payments that would
otherwise be paid to an officer or director and crediting investment performance to the amounts
deferred. The earnings amount to be credited is usually determined by the institution (i.e., a CD-based
rate) or by hypothetical investments selected by the participants (i.e., mutual fund-based plans).
Amounts are typically paid at pre-determined times but any employer-provided match or profit-sharing
component may be designed to achieve a retention objective. Like the excess benefit plans (discussed
above), these plans may only be offered to a select group of management and the directors of the
institution and are typically fairly low in cost because the extra employer-provided benefit is limited to
the hypothetical earnings credited and any matching or profit-sharing components.

Supplemental Executive Retirement Plans (SERPs). These plans typically provide benefits
consisting of (i) a fixed percentage of salary payable annually for a period or years after retirement
and/or (ii) a fixed dollar amount payable annually for a period of years after retirement. There may be
offsets to the amounts to be paid for amounts payable under other plans sponsored by an institution or
by Social Security. The payment design on these plans often allow for a great deal of flexibility in the
structuring of payments and can therefore achieve both hiring and retention objectives.

For example, these plans may provide fixed annual payments for a period of ten years
following retirement to an executive based on the executive’s final base salary (i.e., a payment of 70%
of base salary each year for ten years) with the right to these payments vesting at age 65. This then
provides an executive with additional income in retirement by means of the annual payments and
provides the institution with a retention incentive for the executive by means of a vesting contingency.

These plans may also only be offered to a select group of management and the directors of the
institution. The costs of these plans must also be modeled carefully in advance based upon the
individual plan design because this type of plan can trigger large compensation obligations depending
on the benefit formula utilized.

Performance Unit Plans. Mutual institutions have implemented these plans in response to the
need to link executive compensation to the performance of the institution in the same way as stock
institutions link compensation to performance through equity-based incentives. These plans are
sometimes referred to as phantom stock plans and are designed to mimic stock plans in the following
ways:
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(@) The value of the institution is typically determined by means of a
formula based on book value, corporate performance or other measure of corporate
value and then is divided by a finite number of units with these units functioning as
“shares.”

(b) Value to be awarded to the executive can be linked to the full value of
these units (to mimic restricted stock) or to the appreciation of these units over time
following grant (to mimic options or SARS).

(©) Units awarded vest in accordance with a schedule specified by the
institution.
(d) Payment arrangements range from pre-determined events or times

specified by the institution or may be designed with a great deal of flexibility for the
participants to determine payment schedules (to mimic the discretion available to
persons with option grants at stock institutions).

The following is an example of only one possible design of a performance unit plan which
mimics a restricted stock plan. Many alternate plan designs may be made depending upon the needs of

the institution.

Valuation of
Performance
Units:

Performance
Units
Reserved for
Issuance:

Sample Plan
Terms:

Sample
Grant:

Mexico

The institution has a fiscal year that is the calendar year and has reported
retained earnings for the previous calendar year of $40,000,000. The institution
creates a hypothetical performance unit value of $10.00 per unit which means
the institution has 4,000,000 performance units.

The institution then decides that in order to be competitive with stock
institutions, 10% of its performance units should be available for grant to
directors and executives. This reserves 400,000 performance units for issuance
under the plan.

The institution decides to have the units granted vest ratably over a five year
schedule with acceleration of vesting for death, disability, retirement (i.e.,
termination of employment after age 65) and change of control. In addition,
payouts of vested amounts are to be made in lump sum five years from the date
of grant or upon the earlier termination of employment of the executive.

The institution grants 10,000 performance units to an executive (value
$100,000). Three years from the date of grant the executive is vested in 6,000
units (60% x 10,000). The retained income for the previous calendar year
(assuming annual growth at 6%) was $44,944,000. The vested value of the
executive’s account under the plan is $67,416 (($44,944,000/4,000,000 units) x
6,000 vested units) or $11.236 per unit. Alternatively, if this plan was designed
to pay appreciation only, the amount would be $7,416 or $1.236 per unit.
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Payout at If the executive worked for an additional two years the executive would be fully

Full Term: vested in 10,000 units and the value of these units would be paid to the
executive. The amount paid would be deductible by the institution and would
be taxable to the executive as ordinary income. Assuming the retained income
for the previous calendar year (five years from the fiscal year initially used for
valuation purposes) was $50,499,078. The executive would be paid $126,247.69
(($50,499,078/4,000,000 units) x 10,000 vested units) on the fifth anniversary of
the performance unit grant. Alternatively, if this plan was designed to pay
appreciation only, the amount would be $26,247.69 or approximately $2.623 per
unit.

While these plans cannot provide all of the benefits offered by true equity arrangements, they
often are valuable tools for mutual institutions to tie pay to performance and attract and retain key
personnel. Because payments under these arrangements can be structured to be based upon the
performance of the institution, the funds to make payment are available when due because of the
improved performance of the institution which triggers the payment.

Employment Agreements. While the use of employment agreements is not as prevalent at
mutual institutions as it is at publicly-traded institutions due to the absence of the possibility of a
change of control, employment agreements (providing for a pre-determined severance package upon
certain terminations of employment and certain minimum compensation levels) are often utilized by
mutual institutions in order to provide additional security and assurances to executives with respect to
their future with the institution in exchange for non-competition covenants restricting the executives’
competitive activities following their termination of employment with the institution. Employment
agreements can therefore provide an added feature to a mutual institution’s overall compensation
design in order to ensure a stable management base.

These agreements often provide a mechanism for the payment of severance to the executive
team in the event of a termination of an executive’s employment that is not for cause. This severance
is typically a multiple of annual cash compensation (usually three years or less). In exchange, the
institution typically gains the advantage of binding the executive to non-competition, non-solicitation
and confidentiality provisions. The non-competition and non-solicitation provisions are usually of one
to two years in duration (depending on applicable state law) and the severance amounts payable may
be linked to the duration of these protective covenants (i.e., severance amounts payable over the time
period covered by the protective covenants rather than payable in a lump sum).

1. Compensation Costs and Plan Funding.

The costs of any compensation program must also be analyzed in terms of the overall cost to
the institution. Any decision concerning the implementation of new compensation plans should
consider the impact of its cost on the institution. However, the costs of many of these plans
(depending upon their design) can be less than the costs of the plans and program in place at
comparable publicly-traded institutions with which mutual institutions must compete.

Mutual institutions should also consider utilizing bank-owned life insurance (“BOLI”) to offset
the cost of compensation and benefits with tax efficient investments. Qualified compensation
consultants and lawyers should be engaged to advise on these matters because prior to purchasing
BOLI. Consultants are needed to determine the appropriateness and adequacy of the funding through
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BOLI given the particular benefit arrangements selected and lawyers are needed to ensure that all of
the applicable legal requirements associated with BOLI purchases are observed. The various banking
regulatory agencies have each issued guidance applicable to BOLI purchases. Any institution
considering a BOLI purchase should consult the guidance issued by their primary federal regulator
(see, e.g., Appendix A to Ofiice of Thrift Supervision Regulatory Bulletin 32-26, attached).

Irrespective of the cost of the benefits provided, institutions should also consider the use of
“rabbi” trusts to hold the assets used to fund benefits under excess benefit plans, deferred
compensation and fee deferral plans and SERPs. These trusts provide plan beneficiaries the security of
knowing that segregated assets have been set aside to fund the benefits promised under these plans and
provide the sponsoring institutions with a means to efficiently fund the promised benefits while
complying with restrictions on permissible bank investments by holding the assets in a segregated
trust.

V. The Developing Section 409A Problem.

On October 22, 2004, the American Jobs Creation Act of 2004 was signed into law. One
provision of this Act adds a new Section 409A to the Internal Revenue Code of 1986 (“Section 409A”)
which was implemented to prevent certain perceived abuses concerning, and codify rules related to, all
non-qualified deferred compensation arrangements. Section 409A currently applies to most forms of
deferred compensation (other than tax-qualified plans). Plans subject to Section 409A include all
excess benefit plans, deferred compensation plans, fee deferral plans, SERPs, and performance unit
plans as well as some bonus and employment agreement designs. While it is clear than Section 409A
provides for much less plan design flexibility then was permitted under prior law, it is unclear absent
additional IRS guidance (due out later this year) how such plans must be modified in order to conform
to the IRS requirements. Section 409A is especially problematic absent additional IRS guidance for
equity-based plans (i.e., performance unit plans and performance SAR arrangements) for entities that
are not publicly-traded since these plans are not exempt under current Section 409A guidance and,
absent an exemption, are very difficult to fit within the framework of Section 409A. These new IRS
rules interpreting Section 409A will necessitate a comprehensive review of all plans after the release of
the IRS guidance to ensure that IRS penalties are not triggered. Currently, non-conforming plans
must be amended or terminated prior to December 31, 2005.

While there is speculation that the IRS will extend the December 31, 2005 compliance
deadline, it is critical that all institutions (both public and mutual) begin to catalog their plans that may
violate Section 409A as soon as possible so that they may be quickly amended following the issuance
of additional IRS guidance. Institutions may also wish to conduct a preliminary review of all plans to
determine if there are any major Section 409A compliance issues based on the existing IRS guidance.

V. Compensation Committee Challenges.

Like compensation committees of public institutions, the compensation committees of mutual
institutions face an increasingly difficult task of properly crafting the compensation policies and
programs that work best for their institutions. There is no one-size-fits-all solution for mutual
institutions which makes compensation strategy and design an increasingly complicated task of
balancing the institution’s objectives and business priorities.

As with publicly-traded institutions, compensation issues have become much more important to
the operation of a successful institution and, increasingly, institutions are relying on experienced
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advisors, consultants, lawyers and accountants for compensation matters to assist the compensation
committee in making its determinations because these decisions can have a major impact on each
institution’s core business operations. In depth deliberations on these matters and assistance by
experienced professionals also are useful for defending an institution’s plans and programs on exam.

Should you have any questions on the issues raised by this memorandum, please do not hesitate
to contact Richard A. Schaberg or Christian H. Chandler at (202) 347-8400.

TPW

Mexico New York Washington, D.C. New Jersey



Office of Thrift Supervision June 13, 2001
Department of the Treasury

Regulatory Bulletin

RB 27b

Handbook: Thrift Activities
Subject: Oversight by the Board of Directors Section: 310

Compensation

Summary. This Bulletin provides guidance to examiners for review of compensation provisions.
This Bulletin clarifies that this guidance applies to both mutual and stock institutions and re-
emphasizes OTS policy to defer to healthy thrifts' boards of directors in compensation matters.
OTS updated and incorporated into Section 310, Oversight by the Board of Directors, of the
Thrift Activities Handbook, the required contract provisions, unsafe and unsound practices, and
guidelines on reviewing contracts of troubled associations that were in RB 27a. Because these
provisions are now in Section 310, OTS rescinded RB 27a. See RB 1-1c dated April 18, 2001

For Further Information Contact. Your Regional Office or the Supervision Policy Division of the
Office of Thrift Supervision.

Regulatory Bulletin 27b

Thrift institutions need to offer competitive compensation packages to hire and retain experienced
staff or individuals with specialized skills to successfully compete and when entering into new ac-

tivities.

OIS recognizes that both mutnal and stock associations have the same need to hire and retain
competent employees, OTS also recognizes that many mutual institutions feel they are at a disad-
vantage in competing for talent with stock institutions who have more flexibility with
compensation arrangements (e g, granting stock options). OTS recognizes that mutual associa-
tions may use a combination of higher salaries, bonuses, and benefits to overcome this

disadvantage.

OTS will ordinarily give healthy mutnal and stock associations deference concerning compensa-
tion levels and compensation arrangements for their directors and senior executive officers,
provided the arrangements are reasonable and do not present significant safety or soundness con-
cerns that could lead to material financial loss or damage to the association. Examiners will
consider all CAMELS factors, not just capital, in their review of employment contracts and other

compensation arrangements.
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Regulatory Bulletin 27b

Board of Directors Responsibilities

OTS requires the board of directors of each association to adopt compensation plans that com-
pensate their staffs adequately and allows the association to hire and retain qualified staff.

The board of directors must annually review all employment contracts and compensation ar-
rangements for regulatory and competitiveness concerns. The board must document theit

justification and approval in the board minutes

Directors of institutions who have a personal interest in the compensation arrangements should
not participate in the deliberations or vote on the arrangements,

Definitions

Compensation includes any payment of money or provision of any other thing of value in consid-
cration of employment, including, without limitation, base salary, commissions, bonuses, pension
and profit-sharing plans, severance payments, retirement, director or committee fees, fringe bene-
fits, payment of expense items without accountability or business purpose or that do not meet the
IRS requirements for deductibility by the association. As a rule, QTS will not consider the grant
or exercise of stock options compensation unless they are so material in amount or conditioned
upon factors that result in incentives that cause supervisory concerns.

A senior executive officer, defined in 12 CFR § 563.555, is any individual who performs the func-
tions of one or more of the following positions (without regard to title, salary, or compensation):
president, chief executive officer, chief operating officer, chief financial officer, chief lending offi-
cer, chief investment officer. Senior executive officer also includes any other person identified by
OTS in writing as an individual who exercises significant influence over, or participates in, major
policymaking decisions, whether or not hired as an employee.

A director is any individual who is a member of the board of directors of the association or of any
subsidiary of the association.

An employment contract is any agreement, intended to be legally enforceable, that materiaily af-
fects the terms and conditions of a person's employment.

Requirements for Compensation Plans

12 CFR Part 570 prohibits excessive compensation and compensation that could lead to a material
financial loss to an institution and both are unsafe and unsound practices.

Compensation arrangements are reasonable if they are comparable to compensation practices at
institutions of comparable asset size, geographic location and the complexity of the loan portfolio
or other assets.

Peer groups may be composed of all stock, all mutual, or a mixed group of similar sized institu-
tions.
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Regulatory Bulletin 27b

Incentive-based Compensation

An increasing number of businesses today rely on incentive pay to motivate managers and em-
ployees to excel. OTS encourages incentive-based compensation but prohibits arrangements that
provide incentives contrary to the safe and sound operation of the association. For example, com-
pensation based primarily on short-term operating results may encourage unreasonable risk-taking
to achieve short-term profits, The board of directors should closely monitor compensation tied to

current operating results

In many cases, stock-based compensation provides incentives. Because stock-based compensation
plans are unavailable to mutuals, they use bonuses and profit-sharing plans to provide incentive
compensation. Both mutual and stock charters sometimes use phantom stock options to provide

incentive compensation.

St M A-s—

—Scott M Albinson
Managing Director, Supervision
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