MONEY, MONEY, MONEY


This is a series of six dilemmas to do with Remuneration.


Money 1

You are a Non-Executive Director of a small quoted company capitalized at around £250 million.  There is a well-constructed board comprising a part-time Chair, a Chief Executive, three other Executive Directors and two other Non-Executives.

The company has a discretionary bonus scheme.  The Chair recommends awards to the Remuneration Committee.  The Committee is made up of the Non-Executives and the Human Resources director.  Although not a formal member of the Committee, the Chief Executive attends every meeting to provide guidance.  He is, however, always absent from the meeting where his own salary is discussed.

A takeover bid is in the wind and the Executive Directors want their bonuses guaranteed at the capped maximum for the year ahead.  They also want to avoid having to make an announcement about this to the stock exchange when the bid is announced.  The Directors therefore want a non-formal but effectively binding understanding from you as Chair of the Remuneration Committee.

What should the Remuneration Committee do?

What are the issues?

Why is there a possible takeover?  Has the company underperformed?  Who are the likely acquirers?  It sounds as though they think the acquirer will remove them.  What leads them to think this, or that their bonuses wouldn’t be paid by the acquirer if they stayed?

What is the remuneration history?  Have the Directors been paid appropriately in the past?  Have they been reasonable in their demands or permanently trying to get more?  Are they proposing for the bonus to be pro-rated so that if the bid arrives halfway through the year, they will receive half of it?

Does the performance of the company to date suggest that they would be likely to receive the maximum?  This might be hard to assess if the year has just commenced.

What is the scale of the bonuses under discussion?  Do they relate to a longer-term performance scheme or solely to the year under discussion?  Does the level matter?  Is it the principle that is at stake?

How will the executive directors react if the proposal is rejected?  Some may consider their relationship with the management an issue.  Clearly, accepting their proposal will be more likely to strengthen it than not.  Others will feel this has nothing to do with it; for them it is a simple matter of corporate governance.

There is an issue of process as well.  The Non-Executive shouldn’t give a view either way or make any promises without discussing the matter with the remuneration committee.  To do so will undermine its authority.  It is not a good idea for the Chief Executive to be attending all the Remuneration Committee meetings and this may be the ideal opportunity to set some new ground rules.

What do they mean by ‘non-formal but effectively binding’?  A side letter or verbal promise?  How enforceable are either?


How to decide?

There are probably two key drivers of the decision here.  First, the performance of the business and the reasons for a possible bid; secondly, whether or not you think it is morally acceptable to guarantee a bonus, given that it appears to have been intended to be linked to performance.  You may also feel that such an undisclosed arrangement is not appropriate for a public company.  Some might try to compromise and avoid a fight by linking the bonus to the price at which the business gets taken over, i.e. linking it to shareholder value.  This is generally only relevant where there is a clear objective to sell.

You will also need to consider how the other members of the remuneration committee will react.  You’ll face another dilemma if you disagree, but they are more relaxed.

Most decent chairmen would reach for their lawyer in these circumstances.  Even if you know what is right commercially, the manner in which the process is conducted is crucial to a successful outcome.


What to decide?

The first decision is as to whether you feel the issue should be put to the Remuneration Committee.  Even if they personally felt it was totally unacceptable, most non-executives would probably decide to do this.  Why?  Because it makes the decision non-personal and because this is exactly the sort of issue the remuneration committee should be discussing.  If no scheduled meeting was due to take place in the near future, a special meeting should be convened.

You then need to decide how the issue is framed for the Remuneration Committee.  The most straightforward way is to ask the Chief Executive to write a proposal stating the reasons why the Remuneration Committee should give their consent.  You should make it clear that the issues are fairly straightforward and won’t require a presentation or the attendance of the chief executive at the meeting.


How to communicate it?

In terms of the tone of your response, a lot will depend here on the history of your relationship with the others and the performance of the business.  You may or may not want to disclose your own view initially.  So perhaps, ‘Let’s discuss it at the Remuneration Committee’ should be the response to the Executive Directors.

The next piece of communication relates to how you introduce the issue to the remuneration committee.  Do you normally leave your view on a matter unclear until it has been debated, or do you state your position, overtly or otherwise, in your introduction?

If the decision is to support the executive’s proposals, then the communication of it sounds easy.  However, they will need to prepare for media or analysts’ questions when it becomes clear.

If the decision is not to support the executive, then the important thing is to communicate it decisively and not get into another debate.


What did the Chair of the Remuneration Committee do?

The situation was that the Executive Directors were all reasonably new to the business.  The Chief Executive had been brought in two years ago to turn the company around.  At that time, the business was capitalized at only £120 million, under half the current market capitalization.  He was paid a relatively low salary of £200,000, but stood to make approximately £3 million from his options at a pre-bid price.  The view of the board was that the turnaround had been highly effective and the company was now poised for major growth, something that was not fully reflected in the share price.

The Chair’s view was that the Executive Directors had done a tremendous job and should be rewarded handsomely for their efforts.  However, he felt that the way to do this was through the options that they had.  He felt the guaranteed bonus was unacceptable.

He recommended that the proposal be put to the Remuneration Committee with a paper from the Chief Executive.  He suggested that as the issues were straightforward, there was no need for a presentation from the Chief Executive.  The remuneration committee declined the proposal.  He then asked that the Executive Directors’ salaries be reviewed by the company’s remuneration advisers to ensure they were at the appropriate level.

How did the Chief Executive feel about it?  It wasn’t actually too difficult to deal with.  He was given a ‘That’s life, Jim’ message.  His reaction was basically, ‘Ah well, it was worth a try.’

The remuneration consultants recommended a modest increase in base salaries.


Money 2

Zippo is a £400 million capitalized company listed on the London Stock Exchange.  Due to a fall in the share price, 50 per cent of executive share options are hopelessly under water.  The share price would have to double before they became worth anything.  A new director is about to be appointed with two times his salary in options at today’s depressed striking price.

Existing directors are delighted for their new colleague.  However, they feel passionately that the option scheme needs reviewing.  They have a proposal that they would like approved by the board immediately so that it is in place before the new director starts.

The proposal is that the current directors sacrifice their existing options, which would be cancelled, and receive a new allocation on the same terms as the new board member.


How should the Remuneration Committee, of which you are Chair, respond?

What are the issues?

Why has the share price performed so badly?  Is it management, sector blight, stock market fluctuations, or something else?  How has it performed relative to that of other companies in the sector?  Whatever the reason, if the options were intended to tie in management, they won’t now.  This may be fine if you don’t rate them, but what if you do and they have performed relatively well?  If you want to keep them, how mobile are they?  What will they do if you don’t give in?  Would they leave?  How de-motivated will they really be?  If you give in to them, what will they ask for next?

The option scheme is part of the overall remuneration for directors, so the issue needs to be considered in that context.  What is the overall remuneration scheme like?  Are there any targets to be met before the options become exercisable?  It is unlikely that if there are, these will have been met, as most schemes with targets involve relative or absolute share performance.  What about the rest of the employees?  If there are other employee share schemes, are these working or do they need considering as well?

If you choose to agree with the Executive Directors, could you do what they want, legally?  What shareholder approvals would be required and how are shareholders likely to react to such a proposal?  Is this an issue that is likely to be picked up by the press?  If so, should this have any bearings on the deliberations of the board?  What knock-on consequences are there?

How will the relationship between the existing directors and their new colleague be affected by the decision you take?  If you agree and the shares continue to underperform and someone else joins, will he expect the same opportunity to renegotiate his options?

Fundamentally, you have to decide two things.  First, is this something you wish to put to the remuneration committee or reject out of hand?  Secondly, if you do decide to put it to the remuneration committee, you need to consider your own views on the matter as well as how to manage the discussion properly.  There may also be a personal issue if you have equity or options.

The issue over how quickly something needs doing also needs resolving.  If you support the directors’ proposal, does it really need doing straightaway?

How and what to decide?

Putting it to the Remuneration Committee, or not, is the first decision to take.  As with the ‘Money 1’ case, even if you are strongly opposed to the proposal yourself, you may feel that if the executives are serious then the committee ought to consider it.  Some might offer to sound out the other members of management so that they know whether it is worth doing the work to put up a properly prepared paper.

If the Remuneration Committee does consider management’s proposal seriously, what should it take into account?  Most of the issues above will need to be thought through.  The members should also be clear about their purpose as a Remuneration Committee and seek to balance the potentially conflicting interests of motivating management and protecting shareholder value.

When it comes to what to decide, the alternatives appear straightforward.  You could reject the idea out of hand and refuse to allow it to be discussed at the Remuneration Committee.  Another suggestion might be to tell the executive that while you don’t agree with their proposal, you would be happy to discuss it at the Remuneration Committee.

Perhaps you could give a non-committal response and tell them that you will discuss it at the remuneration committee if the executive directors could prepare a detailed paper arguing the case for and against their proposal.  Some might indicate their support for the proposal, but tell them that the performance targets will need renegotiating alongside.

You might tell them that while personally you think it is a great idea, you are not sure whether the rest of the remuneration committee will think likewise.  You could helpfully suggest that you would be delighted to sound them out and see whether it is worthwhile pursuing.

Finally, you could make their day by telling them that you think the proposal is a wonderful idea and that you will have no problems getting it through the committee.

Before taking any of these alternatives, you may want to consider talking to the company’s advisers to see how other companies have dealt with this issue.  Your lawyers or remuneration advisers will no doubt know.  This is not an uncommon issue, particularly for smaller UK quoted companies.  Of course, the remuneration consultants may see this as another opportunity to introduce a new scheme and earn some more fees.

How to communicate it?

This is one of those subjects where people tend to have strong convictions either way. It is also a highly emotive issue for the management.  So, if the decision is taken to reject management’s proposal, it is the executive who will need communicating with carefully.  Even if you feel very strongly that the proposal is outrageous and that they need a very clear message to that effect, you will not want to alienate them.

If you feel supportive of their proposal, then the communications with management are obviously easier, but the issue then is how to communicate with shareholders and the press.  On the face of it, this looks like a tricky job.  The upside for shareholders, other than having a happier management team, is hard to see.  The process for gaining shareholder approval needs considering carefully.  Is this a company that is watched or has a history of press comment over remuneration?



How should the Remuneration Committee respond?

This is very similar to the previous dilemma.  While you may have sympathy with them, the principle of cancelling options and issuing new ones when the price goes down is something most of us feel uncomfortable with.  The company’s other shareholders don’t have the option to go back and pay a lower price.  The directors are hardly likely to come to the remuneration committee and offer to pay a higher price if history suggests their options were cheap.

Many businesses fall into the trap of releasing all of the options available for granting as soon as they possibly can.  It is much better, unless someone new is being appointed, to drip them out over time.  In this way the pricing tends to be fairer and the above situation is less likely to arise.

This may be a good opportunity to carry out a company-wide remuneration review, in terms of both the structure of the schemes and their levels.


What did the Remuneration Committee do?

The background to this situation was that although they had worked hard and profits relative to their UK competition were good, on an international basis they were below average.  Overall remuneration for the directors was comparatively good, both domestically and internationally.  The Chair of the Remuneration Committee personally thought that the proposal that the directors had made was outrageous and felt they needed to know this.  However, he did not want to ruin his relationship with them, so they were given no indication of his own position at the outset.  It was agreed with them that this was a very important matter for the remuneration committee and that it should be reviewed immediately.  He had decided that the distractive potential of this issue was quite considerable, so the sooner it was resolved the better.  The chief executive was asked to prepare a paper for the meeting.  The company’s remuneration consultants were also asked to prepare a short paper on the proposal.

The Remuneration Committee met a week later and unanimously decided to reject the proposal.  They did so on the basis that it was not in the interests of shareholders.  The Chief Executive decided to force things and made it a resigning issue.  This was despite advice from the Chair that he shouldn’t.  He told the Chair that all of the Executive Directors would resign if the Non-Executives didn’t agree with their proposal.  The Non-Executives called their bluff.  They didn’t resign.  The new director joined and was made aware of the issue.  Twelve months later, the Chief Executive, who had unfortunately let the issue affect his performance, was fired, and the new executive took over.



Money 3

Hipco is a small, progressive two-year-old technology business.  It designs websites and web community platforms for major corporates.  Hipco has a tremendous reputation but due to the rapid increase in staff required to match the growth in contracts, it is still loss-making and consuming cash.  All staff are paid partly in cash and partly in shares.

In order to build a stronger board in readiness for a potential flotation in two years’ time, Hipco has been searching for an independent chairman, a new chief operations officer and an independent director.  Luckily, they have found what appears to be a Chair with the perfect profile, Al Dink.  Al has started up a company, grown it successfully and then sold it for $100m million.  He has a lot of experience in the United States and in fundraising.  Securing an equity stake in Hipco is the way he wants to be motivated.

Initial discussions with the proposed new Chair have gone well, that is until this morning when Al shocked Hipco’s managing director, Simon Hip, by saying:

‘Well, Simon, you have a fantastic opportunity and I’d be delighted to be a part of it.  The only issue now is how much equity I’ll be getting for lending my name and giving my time.’
‘Great news,’ said Simon.  ‘How much would you like to buy?’
‘Buy, buy?  I assume you’re joking, Simon.  I’ll be adding at least a million of value to your company.  I’m not buying anything.  What I have in mind is you issuing me options which, if the float happens in two years’ time at the values we talked about, will realize five million for me post-tax.’


How should Simon respond?

What are the issues?

There are two big issues raised by this situation.  Is the Chair the right person for the job and, if he is, how should he be rewarded?

Al’s manner appears somewhat high-handed and arrogant.  Simon needs to consider carefully the characteristics he is looking for and match against them.  For example, while Al has had one very big success, which he can fairly be proud of, he hasn’t got public company experience.  This could be very useful given Hipco’s plans for a listing.  More importantly, Simon needs to feel he can trust and relate well to the Chair and that there is a feeling of mutual respect.

One thing that isn’t clear from the description of the situation is, who is helping Simon find candidates?  Is he using a search firm, a potential venture capital investor, or someone else?  If he is, then it would be normal for the basis on which the chairman is to be appointed and the rewards on offer to be discussed before the search gets under way.  Outline terms, particularly whether there was equity on offer or not, would also be made clear to candidates when they are approached.

Assume for the moment that Al is the right candidate.  Is what he has proposed fair?  There is no doubt that the right chairman could add enormous value to the business.  But five million?  Well, in a business that is poised for explosive growth, yes, potentially they might.  Coaching Simon through the challenges of growth, helping to organize funding and helping with making the right senior appointments could be well worth it.  However, should Al buy his shares or get options?  My experience is that views differ markedly on this.  In the United States, a ‘name’, usually someone who has led a successful NASDAQ issue, could easily command such a sum and options would be typical. Yet Al successful though he is Al doesn’t have this market profile. In the UK, it would be more normal for the shares to be purchased.

There is an assumption that equity will align interests between Simon, the rest of the staff and the new joiners.  It is obviously more likely to than not.  However, to make the assumption that it automatically does would be wrong.  One common problem for young high-technology companies is that equity gets spread around too quickly and not always to the appropriate people.  Problems then emerge when new equity needs to be issued or board changes are required.  Early on, when the value of equity is low, the cost of dilution is deemed to be negligible.  Later on, the real cost becomes apparent.

Management by committee can take over.  This may already be an issue for Simon.  He will need the support of other shareholders.  If Hipco is also about to enter successive rounds of fundraising, the dilution for the new chairman and new investors will inevitably reduce Simon’s stake.  Fundamentally, he has to decide whether a smaller piece of a much bigger pie is what he really wants.

Another issue is to do with what happens if Al doesn’t work out and he proves to be an inappropriate choice of chairman.  How is his equity dealt with?  If he has options, will they automatically lapse on cessation of his appointment as chairman?  Perhaps there should be a probation period before the equity is purchased or options granted.

At the end of the day, these things are always open to negotiation, so Simon has to decide how much of a difference a new chairman could make and how much he wants to reward him for that difference.

Al has to decide how big an opportunity this is and how much he wants rewarding for what he will do for Hipco.


How to decide?

The first decision really relates to whether the potential Chair is the right candidate.  Then and only then is it worth considering whether the terms are reasonable or worth paying.

It sounds as though Simon may need some professional advice from an investor or search consultant, or both.  We don’t know whether Hipco will be self-funding until float or whether it will need additional capital.  Perhaps raising external funding now will give the company the opportunity for more choice of Chair and then the VCs can negotiate with the potential chairman.  It is always better to pick from a choice of more than one.

If Simon and the team do decide that they think Al is the right Chair, then rigorous referencing will be vital.  It may be that this is the going rate for this chairman and it really isn’t negotiable.  It does seem to signify an inflexible approach, though, so this aspect of his character in particular should be researched.



What to decide?

There are a number of obvious alternatives:

· Simon may think Al is the right person for the job, but try to negotiate the cost down.
· He could simply tell Al that he is one of a number of suitable candidates but that he is too expensive, and see what happens.
· Simon may decide that he can’t work with someone so apparently inflexible and just end the discussion amicably.
· He could use the excuse of having other shareholders’ views to take into account before making a decision, to buy himself some time.
· Rolling over and saying yes is an alternative, one that sets the tone of the relationship and may not engender respect from his new Chair.  It’s also one that may turn out to be at a significantly higher cost than other alternatives.

What did Simon do?

One of Simon’s mentors was a friend who owned a company that was moderately successful without having an independent Chair.  He told Simon not to bother getting a Chair now and certainly not at the price suggested.  Simon put off the decision until Al got fed up waiting and got himself busy elsewhere.

Six months later, funding became very tight.  Hipco was over-trading in almost all respects.  Simon was finding that his life was a logistical nightmare.  However, the future potential of the business looked better than ever.  Deciding to combine raising money with recruiting a new Chair, Simon approached a leading venture capitalist in his area and asked it for help.  It introduced him to six potential chairmen, all of whom could have done the job.  Simon picked the one he felt he could get on with best.  The new Chair then focused on the fundraising exercise, leaving Simon to focus on building the business.

Simon had told the new Chair the first time they met about his earlier experience with Al and how it had unsettled him.  ‘Tell you what,’ the new Chair said, ‘let’s not rush the equity.  Why not work together on the fundraising for three months; that should give you a good idea of what I might be able to do to help you succeed.’   Somewhat ironically, he ended up with a stake that was worth considerably in excess of £3 million when Hipco floated and was subsequently taken over.  




Money 4

MAVCO’s US business has been having a difficult time and is losing money.  However, the recently installed US Chief Executive, Chuck Wabb, appears to be doing all that’s possible to turn it around.  After many years’ frustration and three changes of US Chief Executive, there finally appears to be some light at the end of the tunnel.  Chuck looks as if he might turn out to be a hero.  He is, however, paid handsomely for his efforts.  Indeed, he gets paid significantly more than the highest-paid European director, yet runs a business only two-thirds the size of the German subsidiary.

This morning he has come to you, the English Group Chief Executive, and said he wants a significant salary rise.  In his usual friendly but slightly menacing way, he has told you that if he doesn’t get what he wants he will leave.

Chuck took a long time to find and you think he has high potential, even to the extent that he could be a candidate for your job when you retire in three years’ time.  However, there is already friction in the ranks of the Divisional Managing Directors and you are fearful of their reaction if Chuck is given a big increase.

PS.  One small detail that hasn’t escaped your attention is that Chuck’s proposals implies he would be earning more than you.


How should this situation be resolved?

What are the issues?

Chuck’s ability, potential and style are obviously issues.  How good is he really?  How sustainable is his turnaround?  Is he capable of growing the business once it is restored to health, or are his skills restricted to sorting things out?  Is he claiming all the glory?  What about the contribution made by the rest of his team; are they by implication to be rewarded better as well?  How effective would he be in the role of Group Chief Executive?  Does he command the respect of the other Divisional Chief Executives, even though they resent his salary?  How loyal is he?  Is he winding up the others deliberately?  How serious is his threat?  What’s your fall-back position?  Who else have you got to run the US business if he leaves?  If you give in to Chuck, how soon will he be back for more?  Do you need to assert your authority with him?  You may well end up setting a dangerous precedent if you don’t.

The remuneration issues relate to Chuck and to the company as a whole.  With regard to Chuck, was his salary benchmarked at the outset?  Is it the market rate locally and within the industry?  What is the real cost of switching?  Apart from search fees, what would be the risk of losing the turnaround momentum and would you have to pay more to get someone then?

From a group perspective, you don’t want to demotivate the others, but they must accept that world pay is not homogeneous.  On the other hand, if you give in to Chuck, what will be the effect on others?  Is there a clear remuneration policy?  Does the company have an effective Remuneration Committee?  Is it getting the right level of professional advice?  Is the US chief executive’s package a matter for the remuneration committee if he isn’t on the main board?  Is the balance between base salary, performance bonuses, capital incentives and other benefits appropriate?  Are incentives structured to match objectives?  Are there issues elsewhere in the business and at other levels?  What about the impact of your own package?  How do you feel about him earning more than you?  If you are opposed to the idea, is this on principle or is it just an objection to Chuck earning more than you?

A final issue you will have to deal with is how you might feel yourself.  Only the seriously weird enjoy being blackmailed.  Anger and determination not to give in to someone doing this to you may well consume you.  You may need to remember John Kennedy’s wise words, ‘Don’t get mad, get even.’  This is one of the reasons that in these situations it is often extremely useful to talk to someone else before you say anything to the Chuck in your life.  Your Chair could be ideal; maybe it’s another mentor or Chief Executive friend.  A little informed objectivity can go a long way.


What options do you have?

The obvious options appear to be:

· Pay him more, but no-one else.
· Give all the divisional chief executives a rise.
· Call Chuck’s bluff.
· Duck the issue and say that it is a matter for the Remuneration Committee.

There are also variations on these core options.  For example, you could agree to pay Chuck or any of the others more, but raise the performance targets for them to achieve new levels of remuneration.  

What to decide?

This sounds like a situation where you will need to think things through carefully before deciding.  An immediate, inspirational response may work, but there is an element of risk in giving one, especially since you don’t need to.

Possibly the worst think is to fudge the issue and try to give everyone a little more.  The obvious danger in doing this is that it won’t make any difference motivationally and will still undermine your authority.

Thinking about who you will consult will be important.  Even if you have a very clear idea about what you will do, and your Chair may not want to be involved in the process, it would be wise to inform him of what has happened and how you plan to deal with it.

Fundamentally, you have to make a judgement about how good Chuck is, decide whether you want to keep him and then if you do want to keep him, how to satisfy him without causing either significant disruption or cost.


How to communicate it?

In the ‘Pay him more but no-one else’ option, the key communication is obviously with the other divisional chief executives.  You could try this:

‘Yes, I know it’s unfair, but he’s paid the market rate.  None of you wanted the job, you could have applied.  The contribution he is making to the group is beyond the simple matter of the scale of his business.  If we can be seen to be successful in the US, especially after all the criticism we have had, then the impact on our share price could be tremendous.  I can appreciate how you feel, but there it is.’

Or the more conciliatory and defusing:

‘I can appreciate how you feel and I’ll conduct an independent review of your packages.  I’m not promising to increase them, but if it helps you feel that you are being paid fairly, then it’s well worth the cost.  If it shows that you are underpaid in relation to your performance, then naturally we’ll consider what we can do to rectify it.’

For the ‘Give all the Divisional Chief Executives a rise’ alternative, assuming it is sufficiently large and that others in the company will know, then the communication issue is with others.  Apart from the staff, stock market analysts and the press may well take an interest in the subject when the next results come out.

If it’s ‘Call his bluff’ that you go for, then how you communicate with Chuck is clearly crucial.  What do you say to minimize the risk of him leaving or causing disruption?  A ‘Tough luck, buster’ response has the benefit of clarity and ends the debate, but has an element of risk about it.  ‘We’ll see what we can do at the next pay review’ potentially takes the heat out of the situation.  However, if he doesn’t believe anything will happen or the review is a long way off, he may see this as calling his bluff.  A more effective route might be to say:

‘Chuck, you look to be doing a great job and the business appears at long last to be coming round.  But given our history, I’m sure you’ll appreciate we don’t want to assume too much too soon.  If the turnaround is sustained, then it will be much easier to argue the case for a bigger package.  As I’ve said before, you are one of the few who has the potential to run the whole group and the rewards for that are clearly a lot greater than for running a subsidiary, particularly with the potential of our Asian businesses.  I can appreciate how you feel, but it would be a shame to blow your chances by being a little impatient.’

Although he still may see this as ‘Tough luck, buster,’ it does have the benefit of being honest, dangling a bit of a carrot and reasserting your authority.


What did the group chief executive do?

The background was that the US business had never been a success since it was acquired.  It has been a career-killer for several high-potential managers.  Finally, there was someone who looked as though he had sorted it out.  Although the Group CEO felt he couldn’t trust Chuck, and he certainly didn’t like him, he was loath to jeopardise the US business.  The business until this point had been unsellable and all of MAVCO’s European competitors had lost money in the United States.  Maybe, just maybe, he thought, if they could get it into a healthy enough state then they could sell it.  He didn’t dare tell Chuck this for fear of him either leaving or driving the value down to buy it himself.

His solution to his dilemma was to agree that the compensation should be reviewed for all Divisional Chief Executives.  The result of this review was a small increase across the board and the suggestion of a new, industry-comparable Long-Term Incentive Plan for the United States linked to the growth in value of the US business unit.  This scheme provided the US manager with the opportunity to make several million dollars if he hit his aggressive targets.  The bottom line was that if he got the value up to $100 million in three years, he received $3 million.

The solution worked for the most part.  Chuck got the value of the US business to $50 million in three years and received $1 million when it was merged into another business that was acquired.  This business had a much more appropriate Chief Executive who became CEO of the combined US business.  The part of the solution that didn’t work out so well was that the company’s German leader left in disgust and the German business has significantly underperformed ever since.



Money 5

From the City’s point of view, the Group Chief Executive of Temco has had a splendid second year.  Profits are up 30 per cent and this is despite flat sales.  Temco’s market capitalization has trebled to £200 million since he took over.  The balance sheet is in much better shape.  A difficult capital expenditure project has been completed on time and within budget.  The expenditure will reduce operating costs significantly.  It has also reduced employment in the company by 1,500 people.  Significant progress has therefore been made on a number of fronts.

Temco’s Chief Executive, Jim Hind, is expecting a very big bonus as well as a major grant of options as a reward for his efforts and as an incentive to develop the business further.  Wages elsewhere in the company have been constrained as part of cost-cutting and although Jim is a superb motivator, morale has still not completely recovered.

Jim joined on a relatively low salary of £150,000 a year.  He did not get too many options and, being relatively young, he couldn’t afford to buy many shares at the time of his appointment.  So keen was Jim to get his first job as a plc Chief Executive that he wasn’t concerned about the short-term rewards.  His current profit on options if he exercised all of them today would be £500,000 pre-tax, an amount he considers derisory when compared with his contribution to shareholder value.  Jim has grown considerably in confidence and his expectations now are very high.

As well as being chairman of Temco, your friend is also chairman of Zyball, another public company.  Unfortunately, Zyball has had a rough time with the City and with the press of late.  The reason for this is a profits collapse occurring after what looked like a fairly glittering five years.  This coincided with the pay-out of some large bonuses related to the previous five years’ performance.  To make matters worse, the Chief Executive exercised and sold a major part of his options just before the last share-dealing window closed.  There have been calls for your friend’s resignation.  He is furious and highly embarrassed about the Zyball situation.  He has lost faith in Zyball’s Chief Executive, whom you had always considered a little bit of a wide boy.  At last, he is about to follow your advice to fire him and recruit a new Chief Executive.

Naturally, the situation at Zyball looms large in your friend’s thoughts.  Although he thinks Jim has done a fantastic job at Temco and feels sympathetic to the argument that he should receive a significant rise and bonus, he is very worried about the reaction from the press and the City.


What advice would you give to your friend?

What are the issues?

Let’s consider Jim first.  It appears that he is clearly underpaid for what he has achieved.  He is therefore quite reasonably expecting a significant increase in salary, a decent bonus and better capital incentives.  This assumes, of course, that the results are valid, that the much-improved performance is sustainable, and that Jim is the right man for the next phase of development.  I wonder if we would have added the previous sentence if the chairman hadn’t been involved with Zyball.  If the Chair were to be more concerned about potential embarrassment than Jim, he might end up losing him.  Jim is bound to be highly marketable.  How easy would he be to replace?  In fact, it probably wouldn’t be that difficult to find a quality Chief Executive for a company that had had most of its problems sorted out and the benefits of a big capital expenditure programme starting to come through.  Yet the impact on morale within the company if a highly regarded leader leaves because he hasn’t been fairly rewarded could be quite considerable.

There are likely to be other people at Temco who are underpaid.  So, another issue may be the overall remuneration within the company.  What would a full review show?  How does Temco’s pay compare with its industry and the local job market?  If it was significantly under the industry norms, what impact would be normalizing it have on profitability?

For the Chair there are a number of other issues.  Should the situation at Zyball influence what happens at Temco?  Will the analysts and press make the connection?  What if they do; how are they likely to react?  Can he ensure that Jim and his staff are rewarded fairly and avoid attack?  He may also be asking himself, particularly if he was chairman at the time, why Jim got such a poor deal on joining.  Moreover, why wasn’t anything done about it last year?  Additionally, the reason Jim has so few options is probably that his salary is so low.  Most option schemes link the amount that can be vested to a multiple of salary.

What about his own remuneration at Temco?  If he is relatively well paid compared with Jim, then the problem might be worse.  If his remuneration is in line with Jim’s, then there may be the opportunity to raise Jim’s significantly and his own modestly.  It is always easier to defend in these situations if you are below the market yourself.

There may be some additional process issues.  For example, does the company have a properly composed and functional Remuneration Committee?  Is there an annual pay review approach in the company?  Is this linked to the year’s results and so on?


What to decide?

Assuming this is someone you know well, then you may have the opportunity to influence the outcome of events at Temco.  There is a degree of risk in most of the alternative courses of action.

Your friend could decide that what happens at Temco has nothing to do with Zyball.  Then he might endorse a significant improvement in Jim’s package and take the risk that either the press and City won’t notice, that they notice and feel it is perfectly in order, or that they notice, there’s a bit of a fuss, but it quickly dies down.  If this is the route he wants to take then he might, if he has time, use some intelligent public relations to ensure that the Temco record is well understood and applauded.  The wrong judgement about this could result in exactly the sort of hostile reaction he fears.

In this scenario, he still has to decide what to do about Jim’s salary, how significant he wants to make the uplift and how it should be structured.  He could take the balanced approach and give Jim more of everything so that all aspects of his remuneration are fair and in line with market.  The benefit of this approach is that it avoids an issue later on.  If he decides to avoid the ‘more of everything’ scenario, then which aspects of Jim’s package should he focus on – salary, benefits, performance bonuses or capital incentives such as options?

He may fear the embarrassment so much that he decides to play safe and only countenance a modest rise for Jim.  The embarrassment of losing a highly respected chief executive later might be greater, of course.

He could resign from Zyball or even completely withdraw and resign from both companies – not the way most directors would choose to end their careers.
How to communicate it?

The most important people to communicate with are Jim, the other directors, Temco’s staff, advisers, institutional shareholders, analysts and press followers.  He will also need to be mindful of communicating carefully with the board, advisers, the institutional shareholder and followers of Zyball.

Whatever option he picks, he will need to prepare a thorough communications plan to ensure he has addressed his key audiences with appropriate messages.  Due to the pressures of such moments, this is sometimes not done and regretted later when one very important group has been overlooked.

If he goes down the ‘tough it out’ route, building support in as many influential places as possible will be important.  Brokers’ reports or press comment that is highly favourable about the company won’t stop the critics, but will alleviate the pressure.

In order to prepare for taking the above alternatives, he will need to be armed with the details, so a full salary review and benchmarking exercise seems inevitable.

If he decides not to give Jim a significant uplift, it sounds as though inspirational communication and motivational skills will be required.  Jim may feel very angry and let down.  He may lose confidence and trust in his Chair, and what sounds like a healthy board could become disunited.  Some Chairs in this position would find a way to get Jim to share the problem and for him to come up with the solution.  Perhaps this approach could be taken:

‘Jim, the board is proposing to give you a significant increase but we are very concerned about the PR implications of doing so, particularly given the background at Zyball.  We would welcome your input on how to handle it.’

But is this approach acceptable and does it undermine the Chair?


 
What happened?

The Chair was a genuine person who had done his best to control a difficult Chief Executive at Zyball.  When he fired him, he then discovered all sorts of other issues and Zyball was quickly in the position of issuing profit warnings.  While the situation was chaotic, he remained convinced Zyball was a good business with high potential and was determined to restore its reputation.  However, his own position as Chair was seriously challenged in the press – ‘He has presided over one of the biggest messes of the year’ and so on.  Consequently, his lack of confidence and his unwillingness to risk more damaging profiles were just too great.

When he talked the situation through with you, you asked:

‘Have you thought of resigning?’

‘I’m not going to walk away from a mess.  I’ve got a responsibility to sort it out.  I’d regret it forever if I didn’t at least have a damn good try.’

‘I don’t mean Zyball.  I mean have you thought of resigning from Temco?  John [the Senior Independent Director] is perfectly capable of taking over.  You could say you were resigning so that you could focus more on restoring the health of Zyball.’

The Chair thought that this was an excellent idea and the next day met John to discuss it.  John tried to discourage him, saying that resigning from Temco was unnecessary and that he was over-reacting:

‘You’ve got 30 years of good reputation behind you.  This is the first blot on the copybook.  Why don’t you put it into perspective?  Sure, there will be a fuss.  Just tough it out.’

He was, however, determined and then went on to talk to Jim.  Jim did not want to lose his Chair, even to the extent of saying that he would tone down his expectations for this year.  The Chair was touched by Jim’s loyalty but still determined to resign.  He told Jim that just because he was resigning, this didn’t mean that he wasn’t interested and he would still be available for advice.

He did resign from Temco and spent the next two years almost full time at Zyball.  Zyball’s fortunes were restored and, more than that, it became a leader in its market.  It has recently been sold to a US company in the same sector.

Temco has also flourished and through some good acquisitions has built a commanding position in its industry.  Jim’s shares are currently worth around £10 million.  His former Chair sleeps very well at night.



Money 6

As Jim Pickle gently put down the phone to his HR director after saying, ‘Thanks Pam, very helpful,’ a giant thought-bubble began forming in his head.  ‘Aargh.  Why today of all days?  I’d better phone the garage.’

Jim had led the buy-out of PickCo from a UK plc two years ago.  The deal was well timed and, as the company was in some distress, was also attractively priced.  The company was bought on a multiple of six and a half times EBIT (Earnings Before Interest and Tax).

The private equity backers are delighted with performance (revenue is up £10 million at £100 million and EBIT is now £13 million compared with £6 million).  Jim’s strategy of new product development – more aggressive marketing and cutting costs – is really paying off.  With 30 per cent of the equity, finally after years of hard work for measly bonuses, the management team believe that at last these efforts will make them rich.

The remuneration culture in the company before the buy-out was very paternal, with salaries at average levels for the industry, bonuses on the low side, but an excellent range of benefits.  There was a non-contributory pension scheme and somewhat better company cars than average for those eligible.  Staff turnover was low (5 per cent per annum).  In fact, Jim’s £10,000 bonus for doubling profits the year before the buy-out was one of the triggers for the buy-out.  He felt that he and team were not being fairly rewarded and that they never would be under corporate ownership.

All that has changed since the buy-out; Jim introduced what he described to the staff and unions as ‘a new spicier and spikier bonus scheme’.  Average annual salary increases have been held at around 2 per cent for middle management and the rest of the staff.  The pension scheme is now contributory and benefits have been trimmed.

Individual bonuses linked to performance can now be as much as 25 per cent of salary for middle management and staff in general, out of a total bonus pool of 10 per cent of the total salary bill if company performance objectives are met.  The top team’s bonus was spikier still, with most getting 100 per cent this year and Jim earning 200 per cent.  This was a result of the bonus pool for them being 10 per cent of excess of EBIT over budget (uncapped).  The share of the pool was based upon the size of their equity stake.

While the mood in the company has been very positive and Jim is held in high regard, there has been a growing feel of ‘us and them’.  Some of the benefits changes were not as well communicated as they might have been.  A result, much to Jim’s irritation, was that his new nickname is ‘Spicy Pickle’.  Although the unions have been very collaborative to date, they are not happy about some new working practices they’ve heard Jim wants to introduce.  These are scheduled to come into effect just a few weeks before the busiest period of the year.

The call from Pam was to let him know that Fred and Sam (the two key union representatives) wanted to meet him urgently this morning to discuss these changes.

‘I’ve got an uneasy feeling about this, Jim.  They’ve nodded everything else through so far, but I think this is one they’re really prepared to go to war on.  The last thing we want is a strike.  Remember I mentioned the idea of getting SoftTouch to do some benchmarking for us?  Well, I really think that we should do this and this might be a way of assuaging Fred and Sam today.  While they are at it, they could benchmark the board’s packages as well so that we can demonstrate that you’re not out of line.’

‘Definitely need to ring the garage’ thought Jim.  Today was the day they were due to deliver his new Mercedes SL.  When he ordered it, he was basking in a sea of congratulations and employee goodwill.  He had always been frugal on cars, his current seven-year-old ‘C class’ needed replacing and he had enjoyed driving his friends on a recent holiday.  He had absolutely no doubts that he deserved it but even before today was wondering how it would go down in the company.

Before he could dial the number, the phone rang again.  This time it was John, the marketing director.

‘Hi Jim, sorry to interrupt but I’ve had a journo on the phone from the Star [the local paper].  He’s doing an article on local fat cats and would like to interview you.  He knows we’re not a public company but someone has told him that we’ve made people redundant, cut benefits and kept salary rises at a low level so that the directors could improve profits and get big bonuses from the buy-out.  His angle is that fat cats aren’t just in big companies; most MDs are greedy.  I think you should see him today if possible and persuade him that the staff have done just as well as the top team.’
‘Thanks, John, why don’t you pop over in an hour or so and we’ll chat it through.’

After quickly calling the garage and telling them to deliver the car to his home, Jim had a scheduled interview with Jane Canadup, a very promising candidate for the new Finance Director position.  The current Finance Director, who was solid but not a sparkler, was struggling a little with growth and had agreed to retire as long as he had a decent pay-off.

The meeting with Jane went well.  Jim felt she had just the right kind of approach.  She was bright, disciplined, a good listener and challenged him very smoothly on the strategic soft spots.  His only concern was how expensive she might be.  She wanted 50 per cent more than the previous FD and also four times her salary in options.

He wasn’t sure how the private equity backers would feel about that, even though they had introduced her into the process.  They had been delighted with performance to date even if they had joked about how soft they’d been on performance objectives.

As he always did before he decided what to do on a big thing, Jim decided to ring his Chair, Mary, to get his views.

You are the Chair and ‘remuneration’ has been on your mind for a couple of months now.  To date, there hasn’t been a formal Remuneration Committee.  Essentially, Jim, the lead investor, and you have decided remuneration in consultation with the HR director and then the board have rubber stamped your proposals.


How should you guide Jim?

What are the issues?

The obvious issues are the unions’ attitudes to new working practices, the fairness and effectiveness of the company’s bonus systems, the press interest in the company, the terms for the exiting and new finance directors and what Jim should do about his new car.  However, the central issue is how the board can regain control of the remuneration agenda and avoid being rushed into a series of sub-optimal decisions.

As Chair, you have to take responsibility for board remuneration.  It sounds as if Jim is highly capable, hasn’t been that greedy and will listen to good advice.  This is a nice position to be in.  However, it does sound as if he is unsure as to what to do and potentially inexperienced or out of practice at dealing with conflict, so you need to support him.

The car is an easy issue and a bit of a red herring.  He has done the right thing in sending it home and taking it off his agenda for today.  Yet, will it be any less embarrassing to him next week?  He shouldn’t be embarrassed at having a nice car if that is what he wants, given his success.  The wise thing, though, is to have a modest car to take to work and use the nicer one for pleasure. We don’t know from what has been said whether he has done this.

The press love remuneration stories and have become ever more sophisticated on the subject, so it would be a big mistake to under-estimate or ignore them.  As Chair, you will want to know why the Marketing Director hasn’t dealt with this issue.  He could have.  Involving Jim directly puts him in the difficult position of defending his pay.  The success of the company and growth in employment is a nice line but it is unlikely to cut much mustard with a sceptical journalist.  If the Marketing director isn’t up to it, then should Jim or you deal with it?

Does PickCo need a more formal approach to remuneration issues and should it now have a formal Remuneration Committee?  It does sound as though it might be helpful to establish a clear remuneration strategy, deal with some of the anomalies that have built up and put more effort into remuneration communications.  Yet the board mustn’t overcomplicate things either.

If they are going to form a Remuneration Committee, how should it be composed?  We don’t know for sure who is on the PickCo board.  It is probably quite small, comprising the Chair, Jima as CEO, the Finance Director, the lead investor and possibly another Non-Executive.  Hence, a remuneration committee, if formed is likely to be made up of you, as chairman, the private equity backer and the other Non-Executive director if there is one.  Jim and his HR director will inevitably provide support.  The result, therefore, is effectively the same people taking part but with more planning and formality.  The committee may also decide it does need regular benchmarking data and the advice of a remuneration consultant.

SoftTouch may be the right people to help, despite their awful name, but a proper pitch should be conducted to choose the most appropriate firm.

With respect to the retiring Finance Director, the issue is: what is a decent pay-off?  A year’s money would be fairly typical.  Is it all right for him to keep his equity?  If he has a modest percentage, there seems little harm.  It saves the company or the other shareholders using cash to buy him out.  As long as the board are comfortable that he won’t become disruptive later, it may be better to use PickCo’s cash to grow the business.  However, if the new FD wanted to buy equity or someone else wanted to increase their stake, it may change this view.

What about Jane’s demands?  The key judgement here is about how good she is.  She may be able to add 50 per cent more value than the incumbent.  What alternative candidates are there?  It should be easy to benchmark her demands against the rewards given to similar people in similar roles.  You may want to know why she isn’t putting up any money for equity.  It might be that she hasn’t got capital but it may say something about her view of potential value growth.

With respect to the options, we need to know details of the current scheme.  Is there room to grant such an amount?  Is four-times too much as a one-off?  Do they all need to be granted in one go or can you grant a smaller multiple and agree a further grant if first-year objectives are met?  If the private equity backers have introduced Jane, then this is a signal that they think she is suitable, but not a guarantee.  They should be able to give a good view of her suitability for the role.

We then come on to what might be the root causes of current discontent within the company: the fairness of rewards overall, the new working practice proposals and, in particular, the bonus scheme.  Is it a communication issue or is there a fundamental problem with structure and content?

Bonus systems should be clearly linked to performance to be effective, with performance being measured against a relevant set of objectives.  These objectives in turn need to be specific, measurable and attainable.  It is normal for the ratios of salary to rise with grade, and for there to be tension over these differentials.  However, it sounds as if in this case the top team might be confusing what they should get as a result of being a shareholder and what they should receive for doing their jobs by linking bonuses to equity percentages.  It sounds as though the bonus system needs a review.

Introducing new working practices just ahead of your busiest spell is tempting because presumably the benefits will be greater.  However, in practice, they are often rushed as a result, create too much pressure and force people into stand-off situations.  

A good remuneration calendar can help enormously.  Ensuring that the timings of objective-setting, performance reviews and financial results are synchronized makes the whole remuneration game much easier to play.  Part of the human resources director’s job is to put this in place.  On the subject of the HR director, how good is she?  It sounds as though she is making sensible suggestions, but does she command sufficient respect at board level to enable her expertise to be acted upon?  Her judgement is important and it isn’t clear whether Jim respects it.

Finally, no real mention was made of pensions.  This may be because PickCo has a scheme that has no deficit and is viewed as good by the staff.  But it is always worth checking.


How should you decide what to do?

In this case, you have a clear mandate and also some clear responsibilities.  Your chief executive is asking for guidance and you should give it.  You need to help him deal with the short-term issues of the press and the union discussions and then take responsibility for the bigger issue of determining how in future remuneration issues are to be dealt with in PickCo.

An experienced Chair will need little help here and should be able to go through the issues one by one with Jim and provide some wise advice.  He also needs to take a little pressure off Jim and so maybe he should deal with some of the issues himself.


What to do and how to communicate it?

The Chair went through the issues one by one.  He endorsed Jim’s decision to send his new car home.  Jim was very nervous about talking to the journalist and even more nervous about his Marketing Director doing it.  The marketing man was first class at marketing and dealing with the press on product issues and general promotion but remuneration was new and tough territory for him.  The Chair offered to deal with the journalist.  Jim was reluctant to ‘whimp out’.  Is it whimping out?  Should the Chair insist?

His advice with regard to the exiting Finance Director was straightforward and that was that a proposal ought to be made to the private equity backers.  He should make it clear that the man had performed well to date and was therefore a ‘good leaver’ and that he was doing the company a favour by retiring early.  A year’s money, allowing him to keep his equity and car, and agreeing to commute part of his payment into pension, seemed like a reasonable deal if he was prepared to help a new finance director with the transition.

His advice with regard to Jane’s terms was simple also, but he had a few questions to ask before giving it.

‘How good do you think she is?  How well do you think that you will work together?  What’s her market rate?  What are the packages for other jobs that she could get?  What else is she being offered at the moment?’

His view was that very good FDs are hard to find, very good FDs you think you’ll be able to work with are in even shorter supply so they should pay up and get on with it if she met these requirements.  However, he didn’t like the idea of such a big option grant up front so advised that Jim negotiate a gradual grant in line with achieving objectives.


What happened?

Jim followed the Chair’s guidance and took up the offer of his direct involvement with the press.  They recruited Jane but at a 40 per cent rather than 50 per cent higher salary than her predecessor’s.  She was granted options to the value of three times her salary, but an agreement was made to enable her to have an additional grant of once salary after a year as long as she achieved performance objectives.

A Remuneration Committee, with a few simple objectives, was formed and comprised the chairman, Jim, the lead private equity backer and a Non-Executive.  Remuneration consultants were appointed but not SoftTouch.  They were initially taken on but made a bit of a mess of the benchmarking so after a proper pitch process another firm was appointed.

The implementation of new working practices was delayed.  It turned out that the union leaders had some good points and, as a package, the series of changes would have led to a fall in productivity and significantly lower bonuses for the workforce.  The original proposals were a collection of individual changes and hadn’t been thought of comprehensively.  Jim had delegated this to his operations director, who was a little high-handed and hadn’t thought through all of the implications beforehand.  This easily resolved in practice as soon as Jim became more involved.  Unfortunately, though, this undermined his operations director, who left shortly afterwards.

Pam, the HR director, was tremendously good throughout all of this and gained influence.  Finally, Jim sold his new Mercedes.  He found that he just felt too uncomfortable driving it around.
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