Compensation Committee:  Setting the Compensation for the CEO(case prepared by Ellen Richstone and Tom Wilson)
Comp Committee Meeting: August 29, 2013    4:30pm

I.  Compensation Committee Meeting of SWR Corporation:

Background:  

1. Company:SWR is a profitable company with US$250 Million in revenue focusing on production of a technology enabled product.  Originally designed to support the build-out of large corporate data centers, Management and Board discussions have been heavily centered on diversification while maintaining growth in its core business.  Products historically have sold to the Global 1000 Companies and their back-office/ data center build outs.  The arrival of “the cloud: has not reduced the growth trajectory, in fact, the large data center market are still showing solid growth and is highly profitable for SWR.  Diversification efforts have been centered on the growth of the small business, individual home offices and use of the internet/computers in homes for personal use.  The product is what some people call: BPS—or Back Up Power Supplies—these are production units that support technology (think technology driving a product that essentially replaces the use of “power” or energy).  Over the years the Company has moved most of its manufacturing overseas so in fact 85% of its manufacturing is outside the US (mostly in Asia/Pacific countries).   The goal of the company is to become one of the top 50 companies in the world- and there is no plan to sell to any other company.

2. Company Financials: SWR Corporation is currently running at $250 Million of Revenue with a Market Cap of $500 Million and generating positive cash flow and positive earnings, with a 12% net income margin and 65% gross margin. The company has grown from $80 Million to its current run-rate ($250 Million) over the past three years driven by a mix of acquisitions and core growth.   It has traditionally sold its product to support the build out of large data centers- but over the past 2 years has been adding products that support the growth of small businesses and home data setups. This has meant that SWR has been adding a large number of incremental products targeted at these new sectors. The current CEO has been a strong advocate of this and has proactively been adding people in executive management with different skill sets- to enable the company to market and sell through consumer product channels.  (Note: 100 million shares outstanding at a share price of $5.00/share)
3. Market Info: The overall market has been growing at 15-20%/ year for the past four years.  It is unclear to the industry analysts who follow SWR Corporation- whether the Company is fully integrating the acquisitions and they aren’t clear on how much the core businesses would be growing without the acquisitions.  This is the message that many shareholders are listening to- as they evaluate their position in the Company’s stock.  The Market Forecast by analysts for faster growthover the next 3 years- at >20% per annum (blended rate for both Consumer Products/ Data Center markets, but excludes any impact from acquisitions).  Shareholders are mixed in their views about SWR’s entry into the Consumer Products area although they recognize that the Consumer Products demand is expected to grow faster than the big data center area.
4. CEO Background at Company: The current CEO has been at the Company since it was $5 million in Revenue. The first 10 years growth was slow but solid with good profitability. Approximately four years ago, SWR decided to embark on an acquisition and diversification strategy, which from a Revenue Growth Rate has been very successful.   The CEO is a very visible person- and his views are sought by the Wall Street Journal and Forbes—he is considered a “visionary”.  Every year, he is invited to Davos for the World Economic Forum and sits on a panel with CEO’s of Fortune 20 Companies.  While he says he is not into building the company for personal financial gain—it is clear to the Board that in recent years he has been comparing his company’s performance to other companies and compares his compensation to CEO’s of much larger companies and has made some “side” comments to the Chair of the Compensation Committee that he is “under-paid”.  Because of this- the Board last year gave him a large equity grant (as noted below).   Finally, the CEO believes that the Company should be able to more than triple in size in the next three years through a combination of growth in core business (including the new markets) and also planned acquisitions.
5. CEO’s Current Compensation:   The current CEO compensation is shown on the attachment.  He currently owns 5% of the company’s shares and received stock option awards last year equal to about 100% of his total cash compensation.  The options have a 4 year vesting period, and while they are supposed to be performance based, the vesting targets are relatively undefined and easily achieved.  Relative to his total equity, he has a small percent of shares that are unvested. (Note: last year’s grant is the CEO’s only unvested stock/stock options)
6. Market data:  The Company has previously used an external market reference of New England technology companies with revenues from $50M to $500M.  The company has changed – targeted to grow by 20% per year and entering new consumer markets.  They are considering two changes:

a. Moving from New England to national technology companies with revenues from $300M to $1B.

b. Moving from technology companies to consumer products, electronics companies with revenues from $200M to $2B.
II. Discussion Agenda:
1. What should be the market reference for CEO compensation?
2. What should be the target level of compensation (% of market median) – Salary, Total Cash, Total Direct?

3. What is the right mix:  Salary vs. Bonus % vs. Stock awards?  Why?
4. What form of equity should they use:  
· Stock options or Restricted Stock or Cash

· Time vested or performance vested or performance shares
5. What should be the key performance measures for equity awards?  Revenue growth, net income margin or $, Total shareholder value, Return on Equity, strategic goals?
6. Retention or Succession – What are the issues and how do you address them?
7. Change of Control – What are the issues and how do you address them?
8. Should the actions taken on the CEO impact be considered for the rest of the executive management?
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SWR Corporation $250M 350,000 $        140,000 $  40% 490,000 $       500,000 $        40,000 $       1,030,000 $        5.0%

% of Total Direct 34% 14% 48% 49% 4%

Traditional Market Reference

55 Technology companies based in New England, with revenues ranging from $50M - $500M

25th Percentile 370,000 $        150,000 $  41% 520,000 $       400,000 $        10,000 $       930,000 $            2.0%

50th Percentile $252M 462,000 $        225,000 $  49% 687,000 $       1,000,000 $    17,000 $       1,704,000 $        4.0%

% of Total Direct 27% 13% 40% 59% 1%

75th Percentile 562,000 $        356,000 $  63% 918,000 $       2,000,000 $    38,000 $       2,956,000 $        5.8%

Variance Analysis

to Median 76% 62% 82% 71% 50% 235% 60% 125%

New Market Reference (1)

98 Technology companies with revenues ranging from $300M - $1B

25th Percentile 430,000 $        200,000 $  47% 630,000 $       990,000 $        5,000 $          1,625,000 $        1.4%

50th Percentile $538M 575,000 $        400,000 $  70% 975,000 $       2,000,000 $    16,000 $       2,991,000 $        2.9%

% of Total Direct 19% 13% 33% 67% 1%

75th Percentile 675,000 $        600,000 $  89% 1,275,000 $   3,800,000 $    42,000 $       5,117,000 $        4.4%

Variance Analysis

to Median 61% 35% 58% 50% 25% 250% 34% 172%

New Market Reference (2)

27 Consumer Products and Electronics companies with revenues ranging from $200M - $2B

25th Percentile 400,000 $        130,000 $  33% 530,000 $       580,000 $        5,000 $          1,115,000 $        1.2%

50th Percentile $463M 533,000 $        200,000 $  38% 733,000 $       830,000 $        16,000 $       1,579,000 $        2.5%

% of Total Direct 34% 13% 46% 53% 1%

75th Percentile 650,000 $        380,000 $  58% 1,030,000 $   2,800,000 $    42,000 $       3,872,000 $        6.7%

Variance Analysis

to Median 66% 70% 107% 67% 60% 250% 65% 200%
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a. CEO Top Candidate Current Compensation:

They have found a highly desirable candidate.  He meets or exceeds most of their hiring requirements.  His current compensation (and requests are):
1. Salary  $700,000   (above range )

2. Equity   - mix of vested and unvested options and restricted stock at current company (Value of unvested shares/options in current market –at time of offer- is $8 Million)

3. Bonus %- 75%

4. CEO Candidate wants:

a) Salary increase of 20%-- to $840,000  

b) Equity--- Need to make it a mega-grant package

c) 
Bonus % range of 75%-100%   (note the management team range is 30-40%)
d) Severance package- 3 years of target total cash compensation if fired without cause or due to Change in Control

a) Tax Gross Up for item d that exceed 480G limits.
b) Long-term Health Coverage (currently has this)
c) Tax Filings prepared /paid by SWR  (currently has this)
d) Country Club Membership- $30k annually (currently has this )

Discussion Questions:
1. What should be the total cash compensation package?

a. Salary

b. Bonus target % and $

2. What should be the equity package and how should it be structured?

a. Annual LTI award value as a multiple of total cash compensation or as a percent of ownership?

b. Which vehicles – stock options, restricted stock, RSU’s, cash?

c. What should be the conditions for LTI payouts? Time, performance, combination?

d. If performance, what measures?

3. What should be done with the executive benefits and perks?

a. Gross ups

b. Long-term care

c. Tax prep

d. Club membership

e. Others not included in his current package?
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