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Incentive compensation can
change behavior & build value

improve the institution’s value.  
To effectively direct or change behavior,

it’s important to establish the level of incen-
tive awards with an eye to balancing the
attention each strategic goal receives.

As you attend to the needs of each goal,
your institution will generally be required to
make a different set of related decisions and
take additional actions.  

For example, to increase net interest
income or service income, you also must
focus on adding quality deposits and produc-
tive loans.  Actions required for this vision
could include:

Adding sales training to cross-sell 
services or obtain customers

Improving loan underwriting and moni-
toring functions

Reducing expenses

On the other hand, increasing assets
could require additional actions that add
capacity, such as adding new branches and
new staff to manage added assets, actions
that could be counterproductive because of
their negative effect on net income.  

Therefore, to balance multiple strategic
goals, apply weights to your awards that are
based on separate performance indicators

by Sarah Farrell-Evans, sfarrell@bkd.com

Employee salaries and total compensation
are among the largest investments most

companies make.  
The role of your financial institution’s

compensation philosophy is to link that
investment to the achievement of business
goals by providing a framework for decision
making.

Define value
The method many institutions use is to

implement incentive compensation plans to
reward both senior management and entire
staffs.  

In designing your plan, it’s important to
consider your strategic goals.  They help
define what needs to be done to add value to
your institution and what the end result of
the added value will look like.  

For example, to maintain momentum,
you may choose strategic goals that focus on:

Growth in net income

Growth in loans

Increased customer service 

Improved staff productivity

These strategic goals aren’t mutually
exclusive, and, to be accomplished, each
requires somewhat separate approaches and
decisions.  The key to focusing on multiple
strategic goals is to balance the rewards for
meeting or exceeding them.

Balance strategic goals
The main purpose of an incentive plan is

to help direct and/or change the behavior of
management and staff in ways that will

Converting to S 
status can boost
shareholder value
by Francis Godfrey,
fgodfrey@bkd.com

Several tax law changes over the
last eight years have permitted

banks and thrifts to convert to S cor-
poration status, and in 1997—the
first year banks and thrifts were eli-
gible—approximately 562 did just
that.

To date, close to 2,200 have
converted, representing close to
26% of all banks and thrifts.  The
trend is anticipated to increase in
2006, but why the rush to convert to
S corporation status? To boost share-
holder value.

Why shareholders 
benefit

C corporation dividends are
subject to a double tax—the income
that generated the dividend is first
taxed at the corporate level, and the
dividend is taxed again at the share-
holder level.  

However, S corporation distri-
butions are generally not subject to
a double tax.  In addition, because a
shareholder’s stock basis is increased
by the S corporation’s undistributed
income (C corporation stock is not),
S corporation shareholders may rec-
ognize less taxable gain on the sale
of stock.

S status tax benefits
Take an S corporation bank and

a C corporation bank that both have
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Don’t let thieves steal your institution’s future
by Dave Bowden, dbowden@bkd.com

One of the most valuable items inside any
financial institution is information.  
The financial services industry, like many

other business interests, depends on accurate,
timely information, but it’s also charged with
protecting personal customer information, a
responsibility it can never take too seriously.  

Stolen information can 
lead to multiple capers

Over the past decade, technological
advances and the ability to communicate at
increasingly higher speeds have led to better
and faster methods of gathering and using
information. 

But who hasn’t thought about how
his/her institution might be affected if the
information entrusted to it by customers was
stolen because of inadequate safeguards, a
lack of planning or inappropriate employee
use.  

As you know, identity theft can happen
when sensitive, personal information isn’t
adequately protected, making it vulnerable to
illegal use or transfer by criminals.  

Stolen personal information is generally
used to open fraudulent credit accounts and
to obtain loans, but did you know it’s also
used to:

Obtain employment under a false name

Obtain rental housing

Throw authorities off the trail in the
event of arrest or the issuance of a sum-
mons

Be alert to vulnerabilities
Recent news coverage about the loss of

customer information by large corporations
underscores the potential for risk, including
lawsuits and bad publicity.  

Information can be stolen from either
traditional paper files or their particularly
susceptible electronic equivalent.  Never treat
personal information carelessly, no matter
how many safeguards you have in place.

Your facility and personnel also could be
vulnerable to social engineering schemes,
e.g., people entering your institution’s private

areas unchallenged or those who use a false
story to pilfer offices for information or look
for passwords.  

“Pfishing,” an electronic form of social
engineering, uses e-mails containing links to
legitimate-looking web sites that pretend to
belong to familiar companies.  

When “marks” arrive at the site, they’re
cleverly asked to submit sensitive informa-

Designate a media contact

With your attorney, develop advance
plans for meeting potential legal issues
and for notifying law enforcement and
customers, whose information could be
compromised

Create and enforce data-retention poli-
cies; destroy unnecessary data and prop-
erly store all other information

Hammer security risks
Routinely assess your system’s vulnera-

bility to attack, and, if weaknesses are found,
run tests to verify the areas most susceptible
to intrusion.  

Firewalls and data encryption can help
reduce the risk of successful external attacks.
As its name implies, an intrusion detection
system can alert you to attempts to penetrate
your system.  For internal security, “key log-
gers” can monitor who accesses specific files
and when.  

Simply deleting data doesn’t remove it
from a computer.  Before you dispose of a
hard drive, have a properly trained profes-
sional run a wiping program on the system to
ensure all information has been disposed of.  

Use other measures to protect informa-
tion in paper form.  When using a shredder
to destroy documents containing personal
information, use one that turns paper into 
confetti-sized pieces or consider using a com-
mercial shredding service.  

Monitor and restrict record storage areas
to employees who need access to them to do
their jobs, and consider securing such areas
during nonbusiness hours.

Stay one step ahead
New schemes and tools will always look

for opportunities to steal sensitive data. To re-
duce your odds of attack, periodically assess
your computer system and be prepared to re-
vise your plan of defense.  Such measures can
and do save money and can help you avoid
costly problems that have the potential to
damage your institution’s reputation and
financial well being.  

Make the protection of sensitive informa-
tion—traditional and electronic—an ongoing
part of your daily operations. ■

tion, and some do.  Never respond to such e-
mails and immediately report them to the
company whose identity is used as a cover. 

Criminals use other methods to per-
suade bank personnel to divulge passwords or
other sensitive information.  Beware of 
information-gathering phone calls from indi-
viduals pretending to represent legitimate-
sounding entities. 

Conduct periodic staff training on how
to respond to such calls and create and annu-
ally review a computer usage policy all
employees must read and sign when they
begin employment.  

Restrict online access to appropriate per-
sonnel and grant it to other employees as
needed; revoke access when it’s no longer
necessary.

Be sure to confiscate keys, identification
cards and related items from terminated
employees, and quickly eliminate their com-
puter access.  Remember to change system
passwords regularly. 

Create and execute a defense plan for
reducing risk and develop instructions for
how to respond if sensitive information is
stolen:



$100,000 of tax-exempt municipal income
added to their undistributed earnings.  As-
suming a federal tax rate of only 15%, here’s
how they compare: 

S corp C corp

Tax on tax-
exempt 
income $0 $0

Book value
increase $100,000 $100,000

Stock basis 
increase $100,000 $0

Savings on 
book-value
stock $15,000 $0

For an S corporation, the tax-exempt
income increases book value and the share-
holder’s stock basis.  There is no stock basis
adjustment for C corporation shareholders. 

For example, because of the cumulative
increases in stock basis from the undistrib-
uted S corporation earnings, the tax benefit
can be significant for shareholders that elected
S corporation status in 1997.  

For these S corporations, the annual
basis increase, along with the favorable capital
gains tax rate (currently at 15% for federal tax,
through 2008), may spark some merger and
acquisition (M&A) activity.  

Converting to S status can boost value. . .
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continued from page 1 Increase shareholder value
An S corporation may be subject to an

entity-level tax called the built-in gains (BIG)
tax.  

Within 10 years after converting to S
corporation status, the BIG tax applies if an S
corporation sells an asset with unrealized
appreciation on the date of conversion.
However, it does not apply after 10 years
have elapsed from the conversion date.  

After this 10-year anniversary, a planning
opportunity exists for financial institutions
that wish to sell out.  

Corporations can elect to treat certain
qualifying stock sales as if the assets of the
corporation were sold for tax purposes, while,
for legal, regulatory and all other purposes,
the transaction is treated as a stock sale.  

Commonly referred to as a Section
338(h)(10) election, this election can result in
a significant economic benefit to the selling
shareholders.  

If you elect this treatment, the buyer
gets a stepped-up basis in the purchased
assets and associated increased depreciation
and amortization expenses.  

These additional deductions aren’t avail-
able to the buyer if the sale is treated as a
stock purchase for tax purposes.  This elec-
tion should increase the value of the selling
institution’s stock.

Should the S corporation sell before the
10-year anniversary date, a commensurate

reimbursement for any BIG tax can be nego-
tiated.

Making the election 
Before making this election, sellers must

know a portion of the resulting gain may be
characterized as ordinary income subject to
higher tax rates than capital gain income.  

For example, (1) gains related to the sale
of certain fixed assets, (2) unrealized gains on
securities and (3) increases in cash surrender
values on life insurance policies are charac-
terized as ordinary income vs. capital gain
income.  

If such an election is made, the buyer
must still perform due diligence procedures
associated with a normal stock purchase:

Review asset valuation allowances

Search for unrecorded liabilities 

Scrutinize accounting methods 

If a C corporation is the buyer, analyze
the impact deferred income tax will have

Buyer and seller also should agree to the
allocation of the sales price among the associ-
ated assets and then document it in the pur-
chase agreement.  

At the closing, both parties must sign
and file with the IRS a Form 8023, Election
Under Section 338 for Corporations Making
Qualified Stock Purchases, and additional dis-
closures are required in the tax returns. ■

by Tim Follett, tfollett@bkd.com

A recent exposure draft (ED) could change
the format of some items typically com-

municated in the Statement on Auditing
Standards No. 60 (SAS 60), Communication
of Internal Control Related Matters.  

Communicating reportable conditions,
as defined, is currently required under SAS
60, though the proposed ED—issued
September 1, 2005, by the Auditing
Standards Board (ASB) of the American
Institute of Certified Public Accountants
(AICPA)—is expected to supersede SAS 60.

What ED requires
The ED would require auditors to cate-

gorize any operating or design deficiencies
identified during an audit into one of three
groups based on nature, likelihood and mag-
nitude and in order of least to most severe:

Deficiency

Significant deficiency

Material weakness

Categorization and definition of deficien-
cies conforms to the guidance of the Public
Company Accounting Oversight Board’s
Auditing Standard No. 2 and is one of many

ED strengthens SAS 60 communication format 
Sarbanes-Oxley Act of 2002’s trickle-down
effects on privately held companies and
organizations. 

The ED also would require auditors to
communicate in writing any significant defi-
ciencies and material weaknesses identified
during an audit to the organization’s manage-
ment (and other parties charged with its gov-
ernance) not later than 60 days following the
report release date.

Examples of circumstances that may be
control deficiencies, significant deficiencies or
material weaknesses are described in the

continued on page 4
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Incentive compensation. . .
continued from page 1

and give awards to those who, in different
ways, meet or exceed strategic business goals. 

Balance awards with goals
When designing your incentive plan, bal-

ancing rewards for performance against mul-
tiple and competing strategic goals requires
strict attention to detail.  

The two most important steps in this
process are (1) clearly defined strategic goals
and (2) weighting the level of awards for each
vision reasonably.  For example:

Increased assets, 35%

Increased income, 25%

Increased staff productivity, 20%

Increased customer service, 20%

Pay incentive awards
In addition to setting weights and distrib-

uting incentive compensation awards based on
performance, it’s critical to establish meaning-
ful methods of paying the incentive awards.  

In the financial services’ world, payment
of incentive awards is normally based on cash.
Less common are payments based on the
issuance of stock or phantom stock (issuance
of one performance unit equivalent to one
share of common stock).  

Also effective is paying incentive awards
that include some deferred cash payment
using a number of methods:

Vesting

ED strengthens 
SAS 60. . .

exposure, and it also provides a framework for
evaluating control deficiencies. 

The ASB believes the standard will
strengthen the quality of auditor communica-
tion of internal control matters noted in
financial statement audits.

Comments to the ASB were due October
31, 2005.  The Internal Control Task Force
heading up the ED expects the ASB to vote on
and issue the document as a final standard
during its January 2006 meeting. ■

continued from page 3

Upcoming National Events
BKD is a silver sponsor of the Ameri-
can Bankers Association National
Conference for Community Bankers,
February 12-15 in Hollywood, Florida.
Visit us at Booth #507.

BKD also is exhibiting at the Indepen-
dent Community Bankers of America
National Convention and Techworld,
March 6-10 in Las Vegas. Join us at
Booth #705.

For state events, visit the media cen-
ter at bkd.com.

Partial ownership

Triggering payments to organizational
events, such as change of ownership or
downsizing

Pegging the increase in value of owned
amounts of deferred cash to the in-
creased value of bank stock

The processes many financial institutions
use to develop meaningful incentive plans can
be complicated.  However, by using the stra-
tegic vision of your financial institution as the
basis—and by focusing on the key factors
described above—you can simplify them. ■
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