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trusted counsel to Boards and Management at hundreds  services industry. We have team members across our
of companies. We consult on executive and Board com-  offices who “live and breathe” the issues facing the
pensation and governance. Our many consultants  banking industry, and we have built our reputation
throughout the U.S. and in Canada have decades of  through long-term relationships and high-quality advice.
experience in pay solutions that are responsive to share-  We understand the diversity of banking business mod-
holders, reflect good governance principles and align pay  els; evolving regulations; and how to align each client’s
with performance. Our partners average 25 years of  unique strategy, culture and philosophies into custom-
executive compensation experience and collectively ized pay programs that best meet their needs. Our
serve over 450 clients. Over three-quarters of our engage- ~ work spans banks of all sizes, ranging from de novo to
ments are at the Board level. the largest financial service organizations.
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This is Meridian’s third annual white paper on trends impacting the banking industry (see www.meridiancp.com/
insights/financial for copies of 2014-2015 and 2013-2014 white papers). Our paper represents data from Meridian’s
review of 2015 proxies for U.S. banks with assets between approximately $10 billion and $400 billion. This perspective
was selected as representative of the group of banks already on the front line of regulator and shareholder scrutiny.
Trends faced by these banks provide an indication of the emerging themes and changes likely to cascade down to the
broader banking industry. It is important to realize that bank compensation has and will continue to evolve. Regulators
will continue to push their agenda, and we still await final regulations from the Dodd-Frank Act. Meanwhile, shareholders
will continue to demand variability in pay that aligns with performance results. We look forward to continuing to monitor
these evolving trends. If you have questions on any of the data/topics discussed, please do not hesitate to contact one
of our team members listed above who will be happy to help.
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Introduction

Nearly a decade after the financial crisis,
bank compensation programs continue to
evolve. Banks have needed to balance
shareholder pressures to align pay and per-
formance against regulators’ push to
mitigate the potential for excessive risk tak-
ing. During this period, the industry has
spent significant time and resources to
adapt to these external influences, resulting
in significant changes in executive pay pro-
grams and practices. Yet more change
looms in the not too distant future.

Regulators’ recently re-proposed rules
under Section 956 of the Dodd Frank Act
(incentive-based compensation arrange-
ments) will undoubtedly change the structure
and mix of pay for a significant number of
employees at larger banks. At the same
time, banks are pressured to embrace digi-
tal business models that represent new
opportunities, but that also create new
threats, a wider range of competitors and
increased risks. With this backdrop, the
industry faces increasing challenges to
attract, retain and compensate talent.

While banks have effectively balanced
shareholder and regulator demands in
recent years, we expect a more challenging
period ahead. The business, regulatory and
shareholder landscape will continue to pres-
sure banks to change their compensation
programs, policies and practices.

Meridian’s Banking Team has tracked
compensation trends at the largest U.S.
Banks for the last three years and will con-
tinue to monitor changes going forward. Our
database includes all U.S. banks from $10
billion in assets to $400 billion in assets. Our
goal is to monitor trends and assess the
influence larger bank practices have on
smaller banks. The remainder of this paper
summarizes findings from our proxy data-
base as well as our experience working with
banks of all sizes across the U.S.

Pay Mix and
Incentive Program
Design

Public companies are subject to perspec-
tives of shareholder and advisory firms like
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ISS and Glass Lewis, which is driving
increased focus on aligning pay and perfor-
mance. Bank regulators, on the other hand,
have pressured the larger banks to adjust
pay programs to ensure incentives don’t
motivate excessive risk taking. This has cre-
ated meaningful differences in pay programs
between different sizes of banks. Meridian
divided the banks in our database into three
classifications based on asset size, and
assessed the incentive practices among the
different groups of banks.

Pay Mix

Consistent with a pay-for-performance phi-
losophy, the banks in our study provide the
majority of executive compensation through
incentive compensation. As expected, larger
banks grant a much higher percentage of
pay through incentives than smaller banks.
While base salaries comprise just under
one-third of pay at the smaller banks in our
sample, they represent only 15% of pay at
the largest banks.

When considering incentive compensation,
annual incentives comprised a similar per-
centage of total pay among all three size
groupings (~30% of total pay). However, we
found that the larger banks placed a greater

$20B-$50B assets

Performance-Based LTI

$50B-$400B assets

Time-Based Restricted Stock = Stock Options

focus on long-term incentives (~58% of total
pay). This emphasis aligns with regulator
expectations that a majority of incentives be
paid over multiple years. Within long-term
incentive grants, the larger banks also placed
greater weight on awards with performance
vesting criteria (~60% of long-term awards).

Annual Incentive Practices

Annual incentive payouts can be based on a
pre-established formula, a discretionary
assessment of performance relative to
expectations and/or peers, or through a
blended approach that uses a formula but
provides Compensation Committees with
discretion to determine final awards. A
majority of banks under $50 billion in assets
use a formulaic approach, while the larger
banks are more likely to use a discretionary
or blended approach. Larger banks tend to
use discretionary plans to allow them the
ability to reflect a broader range of perfor-
mance criteria, including strategic goals and
risk criteria. However, discretionary plans
are often criticized by shareholder advisory
firms like ISS and Glass Lewis. Banks with
formulaic plans prefer the more straight-for-
ward nature of their plans and the direct link
between results and payouts.

Executive Compensation in the Banking Industry 3
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Among banks with formulaic or blended
approaches, earnings measures (e.g., EPS,
Net Income) continue to be the most preva-
lent metrics assessed. Larger banks also
tend to focus on returns (e.g., ROE, ROA) and
expense measures like efficiency ratio, while
the smaller banks are more likely to include
growth measures (e.g., deposit and loan
growth). Smaller banks are also more likely to
include asset quality measures compared to
larger banks that may include credit and risk
as part of the discretionary process in a
blended approach to determining payouts.

Long-Term Incentive Practices

Over 80% of the banks in our sample include
performance vesting criteria on some or all
of their long-term incentive grants. These
awards are usually denominated in stock,
with the final number of shares vesting
based on performance over a 3-year period.
Long-term performance plans primarily rely
on formulaic goals based on one to three
performance measures.

Return measures are the most common
type of measure in long-term incentive plans,
particularly among larger banks. Return on
equity and return on tangible equity are
most common among larger banks, while
return on assets is more prevalent among
smaller banks. Total shareholder return,
which is the most common long-term mea-
sure in general industry, is the second most
common metric among banks and is less
common among the larger banks. Earnings
measures, particularly EPS, are more com-
mon among smaller banks. More than 70%
of long-term plans determine payouts at
least in part based on performance relative
to a peer group of other banks.

Beyond performance-based long-term
incentives, restricted stock vesting based
solely on continued service remains a com-
mon component. More than 70% of banks
grant time-based restricted stock, and on
average it represents approximately one-
third of total long-term incentive awards.
Time-based restricted stock can play an
important role in enhancing the retentive
aspects of the compensation program while
maintaining alignment with long-term share-
holder value. Stock options are less prevalent
and typically represent a smaller component
of pay. Stock options have declined in
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$10B to $20B 175% 167% 200% 194%
$20B to $50B 150% 158% 190% 176%
$50B to $400B 138% 135% 150% 165%

Full Sample 150% 153% 190% 180%

prevalence as regulators have expressed
concern with their risk profile. Time-based
restricted stock and stock options typically
vest over 3 to 4 years on a pro-rata basis.

Leverage in Incentive Plans

The impact of regulators on banking industry
pay practices can be seen clearly in the
leverage within incentive plans. Regulators
view incentives that provide the opportunity
to earn payouts well above target as poten-
tially promoting excessive risk taking. While
other industries commonly provide the
opportunity for payouts of two times the tar-
get amount, incentive plans in the banking
industry typically provide lower upside. The
larger banks have the most significant

reduction in the upside opportunities in
response to pressure from regulators. Pro-
posed regulations seek to reduce the
leverage for senior executive officers at the
largest banks to 125% of target.

Emerging
Compensation
Policies and Risk-
Mitigation Practices

While aligning pay with performance contin-
ues to be the key objective of executive
compensation programs, increased focus
on governance and risk mitigation related

Executive Compensation in the Banking Industry
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policies has also emerged as a critical com-
ponent of sound program design. These
policies and provisions are intended to
reduce compensation-related risk, encour-
age a long-term perspective, and align
executives with shareholder interests.

Retention of Stock Awards

Shareholders, proxy advisory firms and reg-
ulators want executives to own stock, and
maintain stock ownership, to create align-
ment  with  shareholders.  Ownership
guidelines require executives to maintain a
certain amount of equity ownership in the
company (either a number of shares or dol-
lar value). Post-vesting holding requirements
prevent executives from selling stock earned
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from equity awards or option exercises for a
period of time after vesting or exercise.

As shown in the graphs above, stock
ownership guidelines can be found at a sig-
nificant majority of banks. On the other hand,
post-vesting stock holding is more common
at the larger banks. Prevalence for these
two provisions has been largely unchanged
in the last two years.

Use of Company Stock

In addition to owning and holding stock,
many companies also put limits on what
executives can do with the company stock
that they own. Anti-hedging policies pre-
vent executives from participating in
transactions that protect against or offset
any decrease in the market value of com-
pany stock. Pledging policies either
completely prohibit or limit executives’
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ability to pledge company shares as collat-
eral for loans.

Over 90% of banks in the Meridian study
have anti-hedging policies and ~70% have a
pledging policy (62% prohibit pledging and
20% limit pledging). While any hedging activ-
ity automatically results in a negative vote
recommendation from ISS, there must be
“significant” levels of pledging to raise an
issue with ISS. Furthermore, the SEC’s rule
on hedging disclosure, as proposed, will
require public companies to disclose whether
they allow any of their employees to hedge
company stock. The current rules on pledg-
ing only require disclosure if executives or
directors have actually pledged shares.

Adjusting Payouts
Clawback policies and forfeiture provisions
allow companies to recoup or adjust

Executive Compensation in the Banking Industry

incentive plan payouts based on consider-
ation of a variety of factors, including the
impact of risk. Clawback policies allow the
recovery of incentive compensation that
has already been paid or vested when
there has been a financial restatement and/
or significant misconduct. On the other
hand, forfeiture provisions provide for the
reduction of incentive payouts and/or
unvested awards prior to payment. Forfei-
tures are typically based on negative risk
outcomes such as negative earnings, sig-
nificant decline in capital levels, or a lack of
compliance with risk policies.

Clawback provisions have become
common practice, due to regulatory pres-
sures and pending Dodd-Frank rules.
Forfeiture provisions to-date reflect a
growing practice at banks larger than $50
billion in assets.



Risk Adjusting Payouts

Risk Adjusting Payouts

100%
80%
60%
40%
20%

0%

Clawback
Provision

= $10B-$20B assets = $20B-$50B assets

Under its Dodd-Frank mandate, the SEC
has issued proposed clawback rules cover-
ing all public companies. As these mandated
clawback policies begin to take effect, we
may see an increase in post-vesting holding
requirements as companies try to decrease
the potential burden of clawing back com-
pensation that has already been paid.

With several proposed Dodd-Frank rules
pending final implementation (clawback,
hedging policy disclosure, pay for perfor-
mance disclosure and incentive risk),
practices will continue to evolve. While some
of the incentive risk policies focus on the
largest banks, many are expected to cas-
cade throughout the industry.

Future of
Compensation in the
Banking Industry

While compensation levels, design and poli-
cies will continue to be influenced by
shareholders, proxy advisory firms and the
SEC, the biggest influence on bank com-
pensation in the next few years will most
likely come from the recently re-proposed
rules on incentive-based compensation
under Dodd-Frank.

All banks with over $1 billion in assets
must include non-financial performance
measures in their incentive plans that can
override financial measures when appropri-
ate. As many smaller banks currently use
formulaic annual incentive plans based on

100%

80%

60%

40%

20%

0%

Forfeiture
Provisions

$50B-$4008B assets

financial measures, many will need to adapt
their plans to allow for non-financial mea-
sures to override financial results.

We may also see a shift in how banks use
relative performance measures. For banks
with assets above $50 billion, the proposed
rules prohibit the use of a relative performance
measure as the sole measure in an incentive
plan. Relative performance measures have
become more common for long-term incen-
tive plans in recent years as banks struggle to
set multi-year absolute financial goals given
the uncertain  economic  environment.
Although more than 70% of banks use relative
measures in their long-term plans, not all of
these are the sole measure used. Those that
only use relative measures will need to add
another measure(s) to their long-term incentive
plan. Many larger banks have added abso-
lute performance thresholds to their relative
performance plans in an attempt to satisfy
regulatory concerns.

The re-proposed rules may also drive a
shift in compensation mix due to the upside
cap on incentive compensation. Depending
on role, the maximum incentive payout
would be capped at either 125% or 150% of
target for banks with more than $50 billion in
assets. Data from this study shows that
banks have already reduced the upside
opportunity on incentive plans in recent
years, however not necessarily down to
125% or 150% of target. Banks may respond
by increasing base salary, increasing incen-
tive targets, eliminating incentive targets
and/or shifting to fully discretionary plans.

Forfeiture
Provisions

Clawback
Provision

2013 12015

For banks above $50 billion in assets, the
re-proposed rules also prohibit hedging,
extend the current clawback period beyond
the SEC’s proposed rule for all public com-
panies, and require deferrals and forfeiture
provisions. As illustrated above, these poli-
cies are most prevalent at the largest banks
but still not universal. Some banks will need
to adopt and/or modify risk-mitigation poli-
cies to ensure full compliance.

Summary

Whether from shareholder feedback, regu-
lator influence or competitive pressure, one
thing is clear — the industry and its compen-
sation programs will continue to evolve and
will look very different in the next 5 to 10
years. Section 956 of the Dodd-Frank Act,
once finalized, will challenge banks of all
sizes to adjust their incentive programs,
governance practices and approach to pay.
Compensation Committees will have an
increased role to ensure incentive pro-
grams use pay-performance alignment
while also mitigating risk and complying
with increased regulations.

Meridian will continue to monitor practices
of the larger banks and report on their
impact as they likely cascade throughout
the industry.

Please let us know if you are interested
in any custom cuts of our 2016 proxy
database. Contact Susan O’Donnell at
781-591-5284 or sodonnell@meridiancp.com.
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