Executive Compensation Policy 

Introduction
The chief executive’s compensation package is an important component of a board’s responsibility for managing the executive. Putting together a compensation package is a complex activity. It is tied to who the chief executive is expected to be as a professional and to what the chief executive is expected to do for the organization. While very personal for those involved, it is also very public; if over $50,000, the total amount of compensation must be disclosed on the IRS Form 990 and it must comply with stringent legal requirements.

Key Elements
· Compensation includes salary and benefits. When developing a compensation policy, the board should list all components of the package. Often, the original employment contract (if any) establishes the chief executive’s base compensation, and the board determines annual raises and bonuses each year. All compensation and benefits should be shown in the employment contract; there should be no unlisted, “off-agreement” benefits. 

· Compensation is linked to experience, performance, and industry. A compensation policy might list those factors that the board feels are most important, such as prior experience and education level. It should also establish performance goals and compensation adjustments based on accomplishments. Lastly, it should take into account the complexity of the organization, requirements of the job, and market rates. 

· A compensation policy should also address the process for determining the chief executive’s compensation, such as who communicates with the chief executive, how adjustments will be determined (e.g., cost of living, merit increases, bonus rewards), researching compensation in comparable organizations, and use of external consultants. 

· Fair and reasonable compensation is one of the key elements to attract and retain the most qualified chief executive for the organization. While the full board is responsible for determining appropriate compensation, it may delegate certain tasks — such as negotiating with the chief executive (during the hiring process) and reviewing comparable salaries — to a committee or an independent consultant. The full board or a committee of the board must approve the final compensation package. 

· The policy should be developed to satisfy the IRS Intermediate Sanctions safe harbor requirements of independent decision making, reliance on comparables, and documentation. (See Internal Revenue Code section 4958 and the regulations thereunder.) The Intermediate Sanctions safe harbor requirements provide that there is a rebuttable presumption of reasonableness that applies to a financial arrangement with any person with substantial influence over an organization if the financial arrangement was approved by an independent board (or an independent committee comprised of board members) that: 

1. Was composed entirely of individuals unrelated to and not subject to the control of the disqualified person(s) involved in the arrangement. 

2. Obtained and relied upon “appropriate data” as to comparability. 

For compensation, data might include compensation levels paid by similarly situated organizations (both tax-exempt and taxable) for functionally comparable positions; the location of the organization, including the availability of similar specialties in the geographic area; current compensation surveys compiled by independent firms; or actual written offers from similar organizations competing for the services of the disqualified person. For property transactions, relevant information includes current independent appraisals and offers received as part of an open and competitive bidding process. 

3. Adequately documented the basis for its decision when the actual decision was made. 

For example, the board minutes should include the terms of the transaction and date of approval, the members present and voting, the comparability data relied upon and how it was obtained, and any actions taken regarding consideration of the matter by anyone on the board or committee who had a conflict of interest.

Practical Tips
· In addition to paying close attention to the legal requirements for setting appropriate compensation, be sensitive to the public’s perception of what is acceptable or reasonable. 

· Do your homework: There are numerous national and local nonprofit compensation surveys available. 

· For smaller nonprofits that can’t afford costly consultants or published national surveys, do local research and investigate compensation packages in similar organizations. Contact the organizations directly or rely on GuideStar for posted Form 990s. 

· Equally, when financial benefits must be limited, there are many other ways the board can compensate and support the chief executive. Consider a more flexible working environment, opportunities for professional development, and sabbaticals. 

· Many of the above-mentioned guidelines should be considered when reviewing compensation of other executive staff, particularly the chief operating officer, chief financial officer, and anyone else with substantial influence over the organization or a major section of the organization. 

Sample Executive Compensation Policies
The three policies included range from very simple to very specific. Generally speaking, the more complex the organization and the more money at stake, the more explicit the compensation policy should be.

1. This simple policy delegates responsibility for managing the performance review and compensation determination process to a committee that will work with an external consultant. 

2. This comprehensive policy, most suited to larger, more complex institutions (in this case, a university), delegates authority, specifies responsibilities, and outlines a process for determining executive compensation. 

3. This sample outlines the organization’s compensation philosophy and acceptable sources for comparable pay. 

Sample #1 
This simple policy delegates responsibility for managing the performance review and compensation determination process to a committee that will work with an external consultant.
The bylaws of XYZ establish a compensation committee that has general oversight of the organization’s human resource plan. Specific duties include yearly evaluation of the chief executive of the organization.

A competent salary survey is used to benchmark compensation for the position utilizing [industry-specific reports] and other studies. The committee meets independent of the chief executive to discuss performance relative to the position description. During these deliberations, the committee also considers input obtained from other board members, staff, professional advisors, grant recipients, and other informed community leaders.

Once a consensus is reached regarding performance, a similar discussion is held concerning compensation relative to annual benchmark and established objectives.

The committee presents its findings and recommendations, in an executive session without the chief executive present, to the full board for review and approval. 

The committee and/or the board chair (a member of the committee) then meet with the chief executive to discuss and document strengths, weaknesses, and goals for the upcoming year. Compensation for the upcoming year is also discussed and documented.

Sample #2
This comprehensive policy, most suited to larger, more complex institutions (in this case, a university), delegates authority, specifies responsibilities, and outlines a process for determining executive compensation.  

COMPENSATION
1.   Authority
1.1   The board has the authority to hire, employ, and compensate such personnel as are needed to provide a well-coordinated system of higher education.

1.2   Compensation Policy. The board retains the authority to establish compensation guidelines for annual increases and the principles and standards for distribution except as noted below. The personnel committee of the board shall be responsible for making a recommendation regarding distribution of salary increase funds. The financial affairs committee of the board shall be responsible for making a recommendation about funding of the annual increase.

1.2.1   Role. The executive committee is a permanent committee of the board. Among the responsibilities and authority of the executive committee is that relating to executive compensation. This committee is responsible for the hiring and evaluation of the principal administrators of the university. The committee reviews compensation practices and programs for principal administrators, provides leadership in this area, and upholds the tax-exempt status of the university. The executive committee reports its determinations to the full board.

1.2.2   Composition. Executive committee membership is appointed as specified in the bylaws.

1.2.3   Duties and Responsibilities
1.2.3.1   Review and approve cash and noncash compensation policies and programs applicable to principal administrators. For purposes of this policy, the university considers all employees who fit the IRS definition of “disqualified person” to be included in the principal administrator category.

1.2.3.2   Take all reasonable and prudent steps to comply with tax-exempt status to ensure that no part of the university’s net earnings inures to the private benefit of any individual or group of individuals.

1.2.3.3   Establish and periodically review the university’s executive compensation philosophy to ensure that the policy appropriately supports the university’s purpose and mission, attracts and retains key executives at a reasonable cost, and enhances the mission and purpose of the university.

1.2.3.4   Act on behalf of the board in setting executive compensation policy and making decisions with respect to the compensation of principal administrators by reviewing the annual base salary levels and performance evaluations.

1.2.3.5   Establish reasonable compensation levels on a position-by-position basis by

· Assessing the nature and scope of each principal administrator position 

· Assessing the basis for which compensation is paid to individuals holding such positions including unique background, experience, personal skills, exceptional performance, additional duties and abilities, and challenges facing the organization that require the use of such attributes or skills 

· Obtaining appropriate and comparable compensation market data including data from the following:

· Similarly situated organizations, both for-profit and tax-exempt, for functionally comparable positions 

· The availability of similar specialties in the geographic area 

· Independent compensation surveys by nationally recognized independent firms 

1.2.3.6   Document the basis for the determination of the reasonable compensation, including performance evaluations and market data.

1.3   The board retains the authority to approve compensation agreements contained in collective bargaining agreements.

1.3.1   The board delegates to the employee relations committee the responsibility to recommend compensation proposals for faculty or staff engaged in certified collective bargaining.

2.   Delegation of Authority to President
2.1   The board authorizes the president, in consultation with the administrative board, to establish a job evaluation system and compensation policies. These shall comply with state and federal legislation, and shall be established and implemented to promote the goals of internal equity, reward for meritorious performance, effective recruitment, and retention of faculty and staff.

2.2   Pay Ranges. The board authorizes the president to establish a set of pay ranges and classification assignments for PATs (professional, academic, and technical), academic administrators, extension educators, and operating staff. The university’s human resource director shall be responsible for establishment and maintenance of the pay program. Pay levels and ranges if applicable for faculty salaries shall be set by individual institutional authority, unless covered by collective bargaining obligations, subject to review by the president.

2.3   Supplemental Pay Policies. The board authorizes the president to establish compensation policies relating to hours of work, work in excess of a regularly classified and compensated work day, holiday pay, shift differentials, and policy for payment of hourly and other nonstatus employment.

2.4   The board authorizes the president to make administrative adjustments as defined below. Such responsibility shall be delegated for administrative purposes to the university’s director of human resources.

2.4.1   Definition. An administrative adjustment is a salary increase that may be granted by the university’s director of human resources, upon the recommendation of the chief campus personnel/human resources officer, when such an adjustment is necessary:

· To compensate for an administrative error, 

· To conform to other provisions of the compensation program, or 

· Because it has been otherwise demonstrated to be in the best interest of the university. 

2.5   The board authorizes the president to establish compensation policies for personnel actions including promotion, transfer, demotion, and reclassification.

3.   Executive Compensation Policy. 

The executive committee of the board shall review and approve the compensation policies and programs of principal administrators.

3.1   The policy of the university is to provide direct compensation programs that reflect the relative size and type of education curriculum of the university in the segment of higher education institutions of which it is a part and which accomplish the university’s mission and tax-exempt purpose without causing any part of the university’s net earnings to inure to the private benefit of an individual or group of individuals.

3.2   The committee will accomplish this policy in the following manner:

3.2.1   Determine the relevant market data for the principal administrator position it reviews by obtaining reliable and comparable data from published surveys of both tax-exempt and for-profit organizations focusing on data from comparably organized institutions with similarly sized budgets.

3.2.2   Develop a target base pay range built off the median of the market data.

3.2.3   Set base salary by considering both market data and each individual’s background experiences, skills, and meritorious contribution.

3.2.4   Set salary increase reassessments based on external equity, internal equity, and/or merit.

4.   Procedures
4.1   The committee shall execute the policy as follows:

4.1.1   In order to be eligible for any general or merit increase, a principal administrator must have at least [six] months of service in the position as of the effective date of the increase.

4.1.2   A principal administrator, who has more than [six] months of service, but less than [12] months, will be eligible for prorated general or merit increases. Equity increases may be awarded as appropriate.

4.1.3   The appointment letter for new principal administrators should include the foregoing information regarding eligibility for salary increases.

4.1.4   Actual base salary for an individual relative to the target pay will be determined upon recommendation of the president. These recommendations shall be consistent with the above principles.

4.2   The committee may also reference other published surveys on occasion and shall document the reason and purpose of consulting such other surveys.

4.3   Appointment Information. The committee shall review and recommend all principal administrator appointments, changes in title, acting, or interim appointments. The written confirmations of employment, which are considered notices of appointment rather than contracts, shall be reviewed and approved by the board chair and the university general counsel prior to issuance.

Sample #3 
This sample outlines the organization’s compensation philosophy and acceptable sources for comparable pay. 

EXECUTIVE COMPENSATION POLICY
Program Philosophy and Objectives
XYZ’s primary objective is to provide a reasonable and competitive executive total compensation opportunity consistent with market-based compensation practices for individuals possessing the experience and skills needed to improve the overall performance of the organization.

The organization’s executive compensation program is designed to

· Encourage the attraction and retention of high-caliber executives. 

· Provide a competitive total compensation package, including benefits. 

· Strongly support and further transition to a “pay for performance” culture through the use of incentives for key employees. 

· Reinforce the goals of the organization by supporting teamwork and collaboration. 

· Ensure that pay is perceived to be fair and equitable. 

· Be flexible to reward individual accomplishments as well as organizational success. 

· Ensure that the program is easy to explain, understand, and administer. 

· Balance the need to be competitive with the limits of available financial resources. 

· Ensure that the program complies with state and federal legislation. 

Program Market Position
While XYZ focuses on comparable nonprofit organizations in our area to benchmark pay, we also understand that the market for executive talent may be broader than this group. Market information from two additional market segments, private foundations, and published not-for-profit compensation surveys may be used as a supplement.

In addition, XYZ may also collect other published survey data, when appropriate, for for-profit organizations for specific functional competencies such as finance and human resources.

Together with data from the comparable local organizations, data from these market segments are used to form a “market composite” to assess the competitiveness of compensation.

In general, XYZ positions total compensation, including benefits, at the median of the market.  Programs are designed to be flexible so that compensation can be above or below the median based on experience, performance, and business need to attract and retain specific talent. 

Governance and Procedures
XYZ’s executive compensation program is administered by the compensation committee of the board. The compensation committee is responsible for establishing and maintaining a competitive compensation program for the key executives of the organization. The committee meets as needed to review the compensation program and make recommendations for any changes to the board, as appropriate.

The compensation committee commissions an annual review by an independent consulting firm to evaluate the organization’s executive compensation program against the competitive market.  The evaluation is reviewed in the spring of each year and is intended to ensure that the compensation program falls within a reasonable range of competitive practices for comparable positions among similarly situated organizations.

Following this review, the committee reviews and approves, for selected key executives, base salaries and annual incentive opportunity adjustments, and objectives and goals for the upcoming year’s annual incentive plan. The committee reviews and recommends to the board salary approval and incentive awards for the chief executive.

Suggested Resources
· Hryvna, Mark. “NPT Salary Survey 2006: Women Catching Up with Men, but Neither With Inflation.” The NonProfit Times. February, 2006. 

· Lipman, Harvey. “Few Organizations Have Policies to Guide Decisions on Compensation.” The Chronicle of Philanthropy. November, 2005. 

· McLaughlin, Thomas A. “Executive Compensation: Measuring What Is Fair and Reasonable.” The NonProfit Times. August 1, 2003. 

· Miller, Steven T. “Rebuttable Presumption Procedure is Key to Easy Intermediate Sanctions Compliance.” www.irs.gov/pub/irs-tege/m4958a2.pdf 

· “Recommended Best Practices in Determining Reasonable Executive Compensation.” Council on Foundations. December 6, 2002. www.cof.org/files/Documents/Governing_Boards/execcomp2003.pdf 

· Vogel, Brian H. and Charles W. Quatt. Dollars and Sense: The Nonprofit Board’s Guide to Determining Chief Executive Compensation. Washington, DC: BoardSource, 2005. http://www.boardsource.org/Bookstore.asp?Item=166 

 

