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Best Practices for Credit Union Executive
Compensation and Governance

Does your credit union’s executive compensation program meet governance standards? How
does it compare to the market? This article outlines useful tips to help keep your firm on track.

Ensuring that executives are paid fairly for their performance is critical to the health of any organization. Credit
unions also have a unique responsibility to their members to not pay executives excessively. In this article, we will
discuss best practices for executive compensation specific to credit unions: how to determine whether your
compensation meets applicable IRS guidelines and governance standards, as well as how (and how often) to
compare your executive compensation to the market.

Reasonable compensation guidelines

The IRS defines “reasonable compensation” as the value that would ordinarily be paid to an individual for like
services in like enterprises under like circumstances. For example, compensation for a credit union’s CEO
should be comparable to CEO compensationamong similarly sized organizations with similar fact patterns (industry,
geography, etc.).

The IRS has provided a legal framework for 501(c)3 and 501(c)4 tax-exempt organizations to follow, referred to
under law as a “rebuttable presumption.” Even though credit unions are not formally protected under the framework,
we still recommend using this process in executive compensation governance for the following reasons:

= |tis good governance practice. Perhaps not coincidentally, a governance process that satisfies the three
prongs of the rebuttable presumption (outlined below) mirrors the process that many public companies
use as best practice when it comes to compensation governance.

= Hawming solid documentation of the overall process and specific steps that informed your decision-making
will strengthen your credit union’s position in the event that your executive compensation is challenged by
the IRS.

= This practice supports the board’s due diligence in senice to its members to confidently state that
compensation provided to executives is fair and reasonable.
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Rebuttable Presumption:

The compensation must be ultimately approved by an independent body (a group not
including the individual(s) receiving the compensation). This independent body could be
the board of directors itself, or a committee of the board (the compensation committee
often serves this function).

The group responsible must obtain and review comparable data to decide on
reasonableness of the compensation. Datais often obtained through compensation
surveys or other reputable sources of compensation data. Such data must be specific to
the size of the organization, sector, and strategic focus of the firm.

The group conducting the reviewmust concurrently document the process by which
the reviewwas conducted (typically via meeting minutes). These minutes should contain
detail as to what was reviewed, the acceptance of the data by the governing body, and
the actions taken.

Credit unions should also consider the excise tax for tax-exempt organizations, which was introduced to law under
the 2017 Tax Cuts and Jobs Act. The Act presented a 21% excise tax that nonprofit companies must pay when
annual compensation for any of the top five most highly compensated employees exceeds $1M.

Best practices

Reviewing executive compensation need not be a daunting task. At McLagan, we specialize in helping firms tailor
their executive compensation programs to the needs of the organization. Below are some recommended best
practices to help credit unions review their executive compensation programs:

Define a compensation philosophy that provides an actionable framework for decision making. Who are
your competitors for talent? When it comes to employee pay, does your credit union want to lead, meet,
or lag the market? What role should “at risk” compensation play in your total compensation package?
What should the targeted mix of fixed versus variable pay be?

While specific targets should be defined within your compensation philosophy, actual
performance may result in compensation above or below target. This is acceptable, particularly
when the philosophy has been defined, the metrics and goals have been pre-approved by the
independent body, and the actual results are reviewed and approved by the same governing
body.

Select data sources that provide comparable data for your credit union. Consider the following:

Use reliable data sources thatinclude all elements of compensation (salary, cash incentives, and
long-term incentives).

Organizational complexity is usually best defined in terms of asset size or revenue, with credit
unions most often using asset size. A best practice for the peer group is having a range of firms
which are typically ¥z to 2x the asset size of your firm, with your organization close to median.
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— Normally, a peer group should be comprised of at least 16-20 firms to ensure a large enough
sample size.

— Think about your competitors—who might be trying to hire your executives, and from which
firm(s) would you look to hire if you had an opening? The answer could include credit unions,
banks, and/or other organizations.

— Benchmark the functional role of the position when possible. For example, use peer CFO data to
benchmark compensation for your own CFO. Also, for unique positions, consider benchmarking
the rank order of the role, e.g., the general counsel who happens to be in the top 10 officer rank.

— Bearin mind both individual performance for your executives and the compensation philosophy of
your organization when reviewing market data. There may be reasons to deviate from your stated
compensation philosophy based on the facts and circumstances of the role in your organization.

= A standard executive compensation review typically includes the CEO, as well as his/her direct reports.

= Compensation for your executive team should be reviewed on an annual basis.

Key takeaway

Every organization faces the risk that its most important asset — its talented people — walks out the door at the end
of each day. Credit unions face compensation challenges that simply do not exist at competitor banks, such as the
inability to grant stock awards. However, by providing fair and competitive executive pay, firms can ensure that their
executive talent will continue driving success and performance for the organization.

If you are interested in learning more about best practices for executive compensation and governance, please
contact our team. Our consultants at McLagan are experienced in working with credit unions and can provide you
the expertise needed to set your credit union on the right path.
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About McLagan

McLagan provides tailored human capital expertise to financial senices firms across the globe. Since 1966, we
have partnered with the largest and smallest financial senices firms to help them make data-driven decisions to
hire, retain, and engage the top talent for keeping the global economy running. Our compensation suneys are the
most comprehensive, in-depth source of rewards data covering over 150 countries from more than 2,500 clients.
Our consultants work with hundreds of firms annually to design total rewards programs and benchmark financial
performance for boards of directors, executives, employees, and sales professionals. McLagan is a part of Aon
plc (NYSE: AON). For more information, please visit mclagan.aon.com.

About Aon

Aon plc (NYSE:AON) is a leading global professional senices firm providing a broad range of risk, retirement and
health solutions. Our 50,000 colleagues in 120 countries empower results for clients by using proprietary data and
analytics to deliver insights that reduce wolatility and improve performance.

For further information on our capabilities and to learn how we empower results for clients, please visit
http://aon.mediaroom.com.

This article provides general information for reference purposes only. Readers should not use this article as a replacement f or legal,
tax, accounting, or consulting advice that is specific to the facts and circumstances of their business. We encourage readers to
consult w ith appropriate advisors before acting on any of the information contained in this article.

The contents of this article may not be reused, reprinted or redistributed w ithout the expressed written consent of McLagan. To use
information in this article, please w rite to our team.

© 2020 Aonplc. Allrights reserved
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