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Introduction and Session Objectives

Introduction
Obijectives:
u Learn about current compliance or regulatory issues

u Learn about changes occurring in the governance of executive
compensation

u Learn current trends and issues in executive compensation, specifically in
the Northwest Region
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Regulatory Issues Affecting Executive
Compensation
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Regulation of Executive Compensation

In the last few years, greater attention than ever before has been given to the
compensation and benefits provided to executives of health care organizations

New government regulations
u Some aimed at regulating tax-exempt organizations directly

u Some intended to regulate for-profit organizations have “spilled over” into
the non-profit sector

Increased supervision by state regulators

u Resulted in changes in the way Compensation Committees and/or Boards
of Directors oversee executive compensation and benefits in not-for-profit
health care

Increased scrutiny of Form 990 data

u Required to report pay to former officers, key employees, and Board
members
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Sarbanes — Oxley Act

July 2002, Congress passed the Sarbanes-Oxley Act

Calls for increased corporate accountability and stronger governance in for-
profit, publicly-traded organizations

Focuses on increasing reliability of financial statements, requiring auditors to
become more independent and strengthening Audit Committee of Boards

Prohibits auditors from providing most “non-audit” consulting services to audit
clients

The Sarbanes-Oxley Act does not apply directly to tax-exempt health care

Consensus that some provisions will eventually be extended to cover tax-
exempt organizations

Many tax-exempt health care Boards have already begun efforts to strengthen
governance and accountability
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Sarbanes — Oxley Act

The Sarbanes-Oxley Act says little about executive compensation except that:

CEOs and CFOs must pay back any bonuses or stock gains from the year
following a report that must be restated due to misconduct

Publicly-traded organizations cannot extend or arrange personal loans to board
directors or corporate officers
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Taxpayer’s Bill of Rights Il

Taxpayer Bill of Rights Il (TBOR II)

Retroactively, effective as of September 14, 1996, TBOR Il substantially
increased the power of the IRS to penalize tax-exem  pt organization
executives and Board members  who do not comply with tax laws regarding
excess benefit, private inurnment, and compensation

Board members and executives can be fined for paying, receiving or approving
an “excess benefit transaction”

u Unreasonable compensation
u Revenue-based compensation
u Bargain sales

u Unreported compensation

All benefits, deferred compensation, and perquisites must be reported
on Form 990
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Establishing a Rebuttable Presumption of Reasonable ness

Tax-exempt organizations can create a rebuttable presumption of
reasonableness and shift the burden of proof of unreasonable compensation to
the IRS

Total compensation (salary, incentives, benefits and perquisites) reviewed and
approved by an independent Board or a designated committee thereof for all
“disqualified individuals”

u Persons in a position to exercise substantial influence over affairs of the
organization (CEQO, CFO, senior management, and key physicians)

Board/Committee must obtain and rely upon appropriate comparability data in
making its decisions

u Data should be collected by a reputable consulting firm (not by
management)

u Data should represent like jobs and like organizations

u Data must represent total compensation (salary + incentives + benefit
values + perquisites)

Contemporaneous documentation of Board’s/Committee’s deliberations,
process, and decisions
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Establishing a Rebuttable Presumption of Reasonable ness

Minutes must document people present during debate, deliberation, and vote
u Should explicitly indicate lack of conflict of interest for all present

u Should explicitly indicate that executives left room prior to debate on their
own compensation

Minutes must document source of comparability data and indicate how it was
collected and obtained

u Should state that data represents total compensation for like jobs in like
organizations

Minutes should indicate that directors relied on comparability data in making
decision

u Should state rationale for approval of any compensation above competitive
norms

u Should state directors’ determination that pay approved represents fair
market value for service rendered
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IRS Checklist for Auditing Executive Compensation

Disqualified person, job duties
Terms of (total) compensation
Authorized body approving pay
Date approved
Members of authorized body approving:
u Position with organization
u Background, education, experience
u Conflict of interest with compensation?
Type and description of comparability data
Date of determination that fixed payment is reasonable
Amount of fixed payment
Maximum amount payable (fixed and non-fixed)
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Attorneys General

The Attorneys General of several states continue investigating compensation
practices in tax-exempt health care organizations

Concerns include:
Overly broad executive compensation philosophies

Data on which compensation decisions are made is provided by management
rather than an independent consultant

Documentation is vague and incomplete

Board actions do not follow committee responsibilities as stated in organization
bylaws

Perquisites exceed “reasonable” level
“Unreasonable” executive and Board entertainment expenses
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Best Practices in Governing
Executive Compensation
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Best Practices

Board bylaws identify the group (Committee) to whom responsibility and/or
authority is delegated

u Committee members should be independent and have no potential conflict
of interest

Establish a clear and explicit compensation philosophy and policy to guide
decision making

u Document rationale for exceptions to policy clearly in minutes

Insist on getting quantitative data on total compensation and evaluate every
enhancement to executive compensation in terms of impact on total
compensation

Use a consultant to gather data on competitive practices
u Committee should hire and supervise consultant directly
Committee should meet regularly in executive session
u And make all decisions on “disqualified” individuals in executive session
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Best Practices

Use same consultant to evaluate all aspects of executive compensation to
make sure that all decisions are based on impact on total compensation

Require a thorough review of all aspects (including severance, retirement) of
the executive compensation program every few years

All decisions should be adequately documented in minutes
Committee reports decisions to full board
Create a Handbook for Governing Executive Committee

u Orient new Committee members

Use of Tally Sheets
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Tally Sheet — One-page synopsis of total compensatio
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WWW.CLARKCONSULTING.COM/HG

TOTAL VALUE ANALYSIS TALLY SHEET

PREPARED FOR

JOE M. SMITH
PRESIDENT & CEO
THE ABC HEALTH ORGANIZATION

CURRENT AND POTENTIAL TOTAL COMPENSATION

. Target Maximum
Current Compensation Potential Patential

Salary (3} $550.000 550,000 550,000
Annual incertive payout (b) 5142 229 165,000 3247 500
Benefis 5201.783 3207355 21,100
Perquisite Allowance 520,000 320,000 320,000

Total Compensation $914,187 $942,355 $1,028,600

RETIREMEMNT INCOME AND SEVERAMCE BENEFIT

Retirement Income at Age 63 Lump Sum A&Tﬂ:' As % of FAS
Qualified Plans

Cash Balanze Pension Plan 3553045 350,831 7%

401(k) Matzh 3358648 33,007 4.8%

Social Security WA 515,048 2%
Mon-Gualified Plans
Cash Balance Restoration Plan 3235560 F1.879 3%
Met SERP (after ofzats) 332687406 §302.548 45%
Capital Accurmulation Account (m) Fa24 785 29,801 4.4%
Tatal Value of Retirement §4, 760,344 £453,154 B7.3%

(EJIT;TiﬂE::ﬁEﬁt cause) Now In 2010

2w Salary (n) 31,100,000 $1,338,000
2w Confinuing Bensfis (o) 330,302 336,832
Total Value of Severance §1,130,302 51,374,832

T is ar dlhestration meant fo sstmmate e vale of Mr. Smith's tole! compersation.  Plesse s insdde for more definils.

ARC HEALTH CLARK CONSULTING
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Tally Sheet — Detailed information and scenario data

C HEALTH ORGANIZATION
BREAKDOWMN OF CURRENT AND POTENTIAL TOTAL COMPENSATION BREAKDOWN OF RETIREMENT INCOME AND SEVERANCE BENEFIT
Target Maximum
Curani Compencation Poadtal P Relirsment Incoms at Ags 85 — —
Salary (3] $550000 | ss0ooo | 5550003 Benent e of Fad
Annual rcenive Fayout o) 142,393 S155.000 247,500 Gualfisd Penclon Flans
Sanefibe Todal 201,785 5207 35 S211,100 Cazh balance pension plan (550,561 annual benefit). £01(k} R - -
ealth & Welars Senaftc Tolal, includes: $82,683 : maich (533,007 annual benef). Rl Rl
Mecical and Dendal Insurance (c) 11,425 HO;P;':::PT::; paorton (20%) MiA §15,0a8 3%
Ragiare ama Socal Secwtty (o) 514430 318208 FITADL Hor-Gualiad Flans
@roup Leng-Temm Disabilty (21 §2E0 Capkal Accumulafion Account (el Account baiance S50,374
Srowp Term Life and ADSD ) 51,840 (2721108}, (£2%5,851 annual beneft). Cash balance restoraton SE80 345 §51,570 TES
Supplemansl Surdvor e Insurance (gl 12710 pian (311,57 annua benefi).
- arce BERR
iz Benel Alowarce (h) 22018 SEAF E0% of 3 41 FAS win 20 YOS, (Gross acrual SERF | 3287408 | 3302548 FES
Foefirement Banefibe Todal, ez $138,806 $423 2630 Annual offsets of 3120715
4041k) Employer kabch {1} 55,500 Tobal Value of Redirament: B TED 244 | §453.184 735
Canilal Aocumuation 321,382
Cash Balance Fension Plan ) 56,733 Lump Zum Severanos Bensft o In 2040
Sisstoraian Sian (k) 12,425 15244 510453 ffar termination withcut causs)
SERF I 88,000 Zx Salary (n) $1,100,000 51,335,000
Fermulzilz Alowancs $20,000 520,000 520000 Zx Confiring Benedts in) §30,302 3=5.802
Me Smith reoaives 8 mambersiig o the Fachc Tobal Value of Severanos: $1,130,302 #1374 232
Dlub, whizl e unes for BUSNEss DUREOSES.
Total Compsncation: §a44,187 $842 385 | 44,028,800
PROJECTION OF FUTURE SITUATIONS
ABC TOTAL COMPENSATION VALUE ABC Health Organizaﬁon,s Situation Ome: Resign from ABC Health Crganization today
Perquisite 2% Overall Compensation Philosophy
Cash Compensation (base salary) 85th percentile
its 27% Incentive, at target (20% of base i5th percentile .
Bensfitz Total Cash CDI'Ir'IgFIEF: sat:m ! B5th EEI’CEI’Iﬁ e Situation Tewo: Leave ABC Health Organization due to death
Benefits, moderate (37% of base) §ith percentiie
Perguisites, conservafive 25th percentile
Tatal Compensation G0th percentile
Peer Group: Natlona! group of hospial systems of simiar sl2e and Situation Thres: Ratre at 60
COmpiexiy
Base Salary 50%
Incentive 16%
Situation Four: Fetire at 70
CI .ARK {. ;E '}NH l. ! |. ; | J [\(. I Clark Consmaltmg is rmot @ publls scooumbing frm or @ lne fir awed does nof proonde sccounting, legall, or fax seroioes or adevoe \e
Healtheare Group Imiormation confaiveed in feds brochere should be resdessed mith appropris adeisors. amp

Healthcare Group
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Practices to Avoid

Staff collects or presents comparability data

Executives participate in decision-making for compensation programs in which
they participate

Compensation committee members have conflicts of interest

Significant increases in pay (e.g., salary increase of 10% or more) of any kind
approved without evaluating its impact on total compensation

Giving CEO complete responsibility for governing compensation for all other
executives
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Compensation Trends and Standards

Helping You Keep Your Best People Page 19




Executive Pay Continues to Go Up

Northwest executive pay continues to rise approxima tely 4% per year, driven
by:
Recruitment and retention

u New hires typically earn more than the previous employee in the same
position

Demand for executive talent exceeds supply of good candidates, most notably
at:

u CEOQO, COO, and CFO positions
Virtually all organizations try to pay at median or above
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Northwest Market Movement

Same incumbent increases are higher than average market movement

Executive Median Increase

CEO 5.3%
COO 4.2%
CFO 5.9%
Patient Care 5.2%
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2007 Northwest Salary Levels

The following table shows median salary levels for Northwest hospitals based
on revenue size

Net Net Net Net
Revenue Revenue Revenue Revenue
Executive < $20M $20-50M | $50-200M | > $200M
CEO $125,000 $166,000 | $270,000 | $458,000
COO $96,000 $117,000 | $203,000 | $282,000
CFO $89,000 $121,000 | $180,000 | $269,000
Patient Care $93,000 $111,000 | $144,000 | $189,000

Page 22
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2007 Washington Salary Levels

The following table shows median salary levels for Washington hospitals
based on revenue size

Net Net Net Net
Revenue Revenue Revenue Revenue
Executive < $20M $20-50M | $50-200M | > $200M
CEO $125,000 $155,000 | $251,000 | $416,000
COO $96,000 $117,000 | $213,000 | $257,000
CFO $94.,000 $121,000 | $189,000 | $263,000
Patient Care $93,000 $117,000 | $143,000 | $189,000

Healthcare Group
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2007 Public Hospital Salary Levels

The following table shows median salary levels for public hospitals based on

revenue size

Net Net Net Net
Revenue Revenue Revenue Revenue
Executive < $20M $20-50M | $50-200M | > $200M
CEO $107,000 | $152,000 | $244,000 | $472,000
COO $69,000 $114,000 | $173,000 | $285,000
CFO $85,000 $111,000 | $165,000 | $263,000
Patient Care | $78,000 $112,000 | $138,000 | $189,000
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Incentive Compensation

Prevalence of Incentives

Annual incentive plans at 55% to 65% of Northwest hospitals

Long-term incentive plan prevalence; approximately 15% have long-term
incentive plans

u Rare in public hospitals
Special purpose incentives are occasionally offered
u Retention incentives
u Merger-related incentives
u Incentives related to accomplishing major project
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Incentive Compensation

Eligibility
Most start conservatively with small numbers eligible for modest opportunities
Systems/hospitals with substantial incentive plan experience often extend
eligibility to directors and/or managers

Some organizations are intentionally extending incentives to all employees,
tying a portion of executive rewards to all employees’ awards, e.g., gain-sharing

or results-sharing

Opportunity
Annual incentive opportunity and average award size are increasing

Opportunity levels are increasing with more conservative approach to base
salaries, i.e., greater portion of pay-at-risk
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Incentive Compensation

The following table shows average annual incentive opportunity levels
(expressed as a percent of salary) for Northwest hospitals

Target Maximum

Executive Opportunity Opportunity
CEO 20% - 30% 30% - 45%
COO 15% - 25% 25% - 35%
CFO 15% - 25% 25% - 35%
Patient Care 15% - 20% 20% - 30%

EENle=T-NEI(e[I[JM Helping You Keep Your Best People Page 27

WWW.CLARKCONSULTING.COM/HG



Incentive Compensation

Performance measures reinforce strategic goals, suc h as:

Financial performance

Improvements in clinical quality and outcomes
Improvements in process quality

Increase market share in key areas

Mission objectives

Patient satisfaction

Employee satisfaction

Physician satisfaction

Special projects, i.e., development of integrated information system, electronic
medical record, service line development, construction projects
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Benefit Plan Competitive Standards

Supplemental executive benefit plans are increasing in both number and
sophistication due to:

u

Interest in retention
Benefits retain, cash does not
Higher tax rates
Greater sensitivity and public scrutiny of cash compensation
Greater attention to personal financial planning and security

Legislation which limits the amount of compensation that can be deferred
pre-tax and caps the amount of base compensation used to calculate
contributions to retirement plans ($225,000 in 2007)

Employers are focusing on supplemental benefit plans in response to executive
demand for capital accumulation vehicles and enhanced security benefits
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Benefit Plan Competitive Standards

Benefit expenditures have increased for executives in recent years
The national competitive standards for benefit expenditures as a percent of

salary:
Market Level ‘ Benefit Expenditure

25" Percentile 25%
Median 28%
65" Percentile 30%
75" Percentile 32%
90" Percentile 35%

Benefit standards do not vary significantly by region of country, size or type of
organization
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Perquisite Competitive Standards

Perquisite programs are based on organizational culture

Few organizations are adopting new plans due to public scrutiny and tax
considerations

u Focus on tax-sheltered benefits
Many organizations provide taxable allowances rather than specific perquisites
Typical perquisites include:

u Cellular phone/communications device

u Professional dues and memberships

u Automobile (allowances vs. car)

u Business and country club expenses (limited to business purpose)

u Tax and financial planning
Personal usage must be reported as taxable income or reimbursed

Page 31
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Benefit and Perquisites Prevalence

The following table presents the prevalence of select benefits and perquisites

for CEOs of Northwest hospitals:

Benefit/Perquisite Prevalence

Supplemental Executive

Retirement Plan (SERP) 35%
Supplemental Disability 50%
Supplemental Life 60%
Post-retirement Medical 10%
Long-term Care 10%
Professional Dues 55%
Cell Phone/Blackberry 50%
Automobile 50%
Country Club 17%
Financial Planning 20%
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Severance

Length of severance packages vary as follows:

HIGHLY
CONSERVATIVE COMPETITIVE COMPETITIVE
CEO One year 2 years 3 years
Senior Executives One year 18 months 2 years
Executives Up to 1 year One year 18 months
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Severance

Typical severance packages include the following ty

pical elements:

‘ CONSERVATIVE ‘ COMPETITIVE

HIGHLY COMPETITIVE
Total compensation plus
Compensation Salary only Salary and benefits additional retirement

concessions*

Present value

Payment Stream

Payment over time

Payment over time

lump sum

Non-Competition
Agreement

Yes, same length as
benefit period

Yes, same length as
benefit period

Yes, same length as
benefit period

Offsets for
Compensation from
New Employment

100% of severance
period

50% of severance
period

No offsets

* Medical and/or survivor benefits continues post-retirement; accelerated vesting and/or elimination of early
retirement cutbacks for Supplemental Executive Retirement Plan

EENle=T-NEI(e[I[JM Helping You Keep Your Best People

WWW.CLARKCONSULTING.COM/HG

Page 34



Healthcare Group - Who We Are
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Healthcare Group

Who We Are

Leading national executive and physician compensation authority for health
care organizations

u

u

u

Clients in all 50 states
Located in Minneapolis, Minnesota

Largest client base of not-for-profit health care organizations; 500
organizations, 1,100 hospitals, 5,000 physician groups

Exclusive focus on executive and physician compensation and benefits in
health care organizations

Dedicated to the design of cash compensation and benefit plans that:

Align executives’ and physicians’ interests with the organization’s
mission and strategic goals

Enhance the organization’s ability to attract and retain quality
executives

Help Boards manage performance at the top of the organization
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Healthcare Group

Our Services

The Healthcare Group is capable of analyzing and designing every facet of
executive and physician compensation and benefit plans, including:

u Base Salaries

u Employment Contracts

u Incentive Plans (both annual and long-term)

u Retention Plans

u Reasonableness Reviews

u Supplemental Benefits and Perquisites Planning

u Supplemental Executive Retirement Programs (SERPS)
u Deferred Compensation Plans (elective and mandatory)
u Severance Agreements

u Tax Compliance Reviews

u Trends and Issues Updates
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CLARK CONSULTING.

Healthcare Group

Joshua Mattson
Consultant

Mr. Mattson is a Consultant specializing in cash compensation projects for
Clark Consulting - Healthcare Group.

Mr. Mattson is responsible for managing cash compensation consulting
projects, auditing total compensation programs, developing salary
structures, designing incentive plans, and assessing the competitiveness
and reasonableness of executive and physician compensation plans.

Mr. Mattson has worked extensively with some of the country’s largest and
most prestigious academic medical centers and integrated delivery
systems in designing executive salary structures, incentive plans and
performance appraisal systems. Mr. Mattson has also assisted a number
of state hospital associations in addressing executive cash compensation
issues.

An expert on the intermediate sanctions regulations issued under Section
4958 of the Internal Revenue Code, Mr. Mattson works closely with boards
and compensation committees to help them comply with the requirements
for establishing a rebuttable presumption of reasonableness for disqualified
individuals. He routinely advises boards on the impact of governance
reform initiatives, and he assists in the development of best practices in
governing executive compensation.

Mr. Mattson is a lawyer licensed to practice in Minnesota. Before joining
Clark Consulting — Healthcare Group, he worked as a judicial law clerk for
the Minnesota District Court of Rice County. He received his J.D. from the
University of Minnesota Law School and his B.A. in English Literature from
the University of Miami, Florida.
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Bill Hopkins
Consultant

Mr. Hopkins is a Consultant specializing in cash compensation
projects for Clark Consulting - Healthcare Group.

Mr. Hopkins has worked with a broad spectrum of health care
organizations, from small community hospitals to some of the
country’s largest, most prestigious health care systems. He has
also worked with a number of specialty health care
organizations that focus on improving the quality of care
through research, education, and technology.

Mr. Hopkins has managed a wide variety of compensation
projects, including developing competitive salary programs,
designing incentive plans that use meaningful goals to measure
performance, and developing and facilitating the CEO
performance appraisal process.

Mr. Hopkins is a lawyer licensed to practice in Wisconsin and
Minnesota. Before joining Clark Consulting — Healthcare
Group, he worked as a collections attorney with a Minneapolis
law firm, and also clerked for Marshfield Clinic and Blue Cross
Blue Shield of Wisconsin during law school. He received his
J.D. from the Marquette University Law School and his B.S.B. in
management and insurance from the Carlson School of
Management at the University of Minnesota.
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Contact Information

Please contact us with any questions regarding the information presented, or
if you would like more information on any of the se rvices provided by the
Healthcare Group

Josh Mattson
u (612) 337-1361
u Joshua.mattson@clarkconsulting.com

Bill Hopkins
u (612) 337-1089
u Bill.hopkins@clarkconsulting.com
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