Case 7: Berkshire Industries PLC (Page 464)
The company earlier had a system that focused on EPS (financial measure), with a bottom-up planning process to find earnings targets for the four divisions, and the means to achieve them. After negotiations, the targets were set together with a 10 % profit reserve at the corporate level. Senior managers (40 of 3,500 employees) had an annual incentive plan for division or corporation, covering 20-90 % of base salary. But; manager’s interests were not aligned with shareowners (EPS rising but not share price), and they wanted more objectivity (now “politicking”).

The new system focuses on economic profit (market measure), with NOPAT (non-operating, non-cash charges excluded, and adjustments for 3-years capitalized advertising expenses and non-amortized goodwill) less capital times cost of capital, 10 %. A ratcheting system for performance targets was also implemented; the targets were set as a projection of the units historical economic profit growth rate times 75 %, after the first year the ratcheting started from the last year’s performance. No thresholds and caps were used, and the target bonuses ranged from 20 % to 100 % of the base salary. A bonus bank with the profit over or under target was created, managers were paid target bonus plus one-fourth of the bonus bank, if leaving the company the bonus bank was lost.

The new system had created confusion (some managers didn’t understand it), and it discouraged and demotivated the Spirits division, that had to cut prices due to recession and therefore lost money and lost bonuses. Further, the economic profits did not move in parallel with the stock price.

