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Background

New England Water Systems (NEWS) is a middle-market water and wastewater utility company. They have operations in Maine, Rhode Island and Connecticut. The company provides water and treats waste water for both residential and commercial customers. They have an increasing number of major customers with large residential facilities – colleges, universities, residential living, and large campus commercial enterprises. The rates are established by local utility regulators in the communities in which they operate. 
NEWS is a publicly traded company and is currently independent. Its growth is modest and highly dependent on rate decisions and ability to add new large independent living developments. The population in their major markets is not growing significantly. It has also grown through acquisitions of small private water companies over the last 5 years. The company is profitable, but is facing emerging challenges to its continued growth and development. The current stakeholders include (obviously) shareholders, regulators (and the communities they represent), customers and employees. The company has a stable and long-term workforce, and the executive team has been in place for several years. It has modest debt and has significant needs for infrastructure improvements. There are periodic needs to replace a retiring executive or upgrade talent based on increasing demands and challenges. An overview of the financial conditions is shown at the end of the case study. 
There are major trends impacting NEWS and others in the water industry. These pressures are challenging the fundamental structure, operations and future of the industry. While NEWS is not facing a current crisis, it is clear that many are emerging on the horizon. An assessment of the external market has shown the following trends impacting NEWS and others in this industry:

1. Water is becoming the new “oil” or “gold”. Because of climate change, a growing population, and declining sources of clean water, water is becoming a premium resource. Evidence is clear that in the foreseeable future we will not have sufficient water to sustain current life-styles. Not only are ground water aquafers becoming contaminated, the distribution systems of pipes and infrastructure are becoming increasingly inefficient and ineffective. Further, while individuals and companies are implementing a number of water conservation efforts, this reduction in the use of water is not sufficient to offset the growing demand. 
2. In 2007 six major water and wastewater associations and the US EPA conducted a major study of the environment and the forces shaping the industry. They developed a list of 10 critical characteristics of a successful water utility company. These characteristics have become a benchmarking framework for guiding the strategies and investments for organizations in this industry. The top 5 factors include:

a. Product quality – clean and reliable sources of water and treatment of wastewater.

b. Customer satisfaction – reliability and responsiveness to customer concerns (frequently expressed through regulatory commissions).
c. Leadership and employee development – people capable of addressing the challenges of a changing world.

d. Operational optimization – the productivity and efficiency of the infrastructure to deliver and process water.

e. Financial viability – the balance between operating revenues with expenses, assets with long-term debt, predictable and sustainable customer rates with the revenue needs of the company, and the return on investment with the need for infrastructure improvements. 

3. As the financing needs are balanced with revenues to support operating costs, the investment community has concerns about the capital needed to support the industry. Companies in this industry have traditionally provided stable stock prices and attractive dividends. They have been viewed as a reliable place to make investments through both equity and bonds. Their rates are controlled by government or quasi-government agencies. Expenses related to some executive compensation and shareholders are not included in the Rate Commission’s consideration for rates. These are seen as not supportive of the community and customers they serve. However, this is beginning to change as the water crisis becomes more apparent. Communities are considering selling their water utility to larger entities in order to generate needed capital to continue or improve the level of service. Many of these issues are having a direct impact on share price and share liquidity. Companies that “lead the pack” have an opportunity to differentiate themselves and thereby provide greater returns through higher stock price) and returns for investors (through dividends). 
4. Historically, the industry has been dominated by small water utility companies serving local communities. With the demand for investment capital and changing technology, there is a clear consolidation emerging in the industry. Larger firms are seeking to acquire smaller private water and wastewater companies where there can be clear leverage of integrated infrastructure or improvements that produce strong sustainable returns. However, they seek to acquire companies that have a strong positive relationship with their regulators and the community. 

5. The SEC and the investor advisory firms (ISS, Glass Lewis) are placing increasing pressure on companies to adopt total shareholder value (TSR) as the primary measure for performance. Starting with 2016 proxies, the SEC will require the reporting of CEO compensation in relation to the firm’s TSR. The details for this are emerging, but it is clear that this is becoming the standard for investors to use when comparing the performance and guidance for investments. However, a recent study by the Cornell School of Industrial Relations found that companies that adopt TSR as the primary measure experience a 3 year drop in their earnings per share and stock price. Further, many companies in the water utility industry face significant needs for infrastructure investments in order to address the environmental challenges. This will place greater pressure on the validity and value of TSR as a measure, even when it is established on a relative basis. 
Overview of Current Executive Compensation

NEWS current executive compensation is structured in the following manner:

Base salaries – Target the median of the market, with special considerations for roles and/or individuals with an expertise needed by the company to address emerging challenges. This includes the Chief Financial Officer and the Top Operations Executive. 
Short-term (Annual) Incentives – Target the median of the market, and provide annual payouts based on these measures:

· Earnings per share – 70%

· Strategic metrics – 30%

· Customer Satisfaction (measured through annual survey, customer call ratings, and customer retention on commercial side) 

· Employee Satisfaction (measured through annual engagement survey)

· Investor Relations (measured through ISS & G/L ratings and implementation of action plans to communicate with primary investors)

The target payouts are 60% of salary for the CEO, 40% for the SVPs and 30% for the VP who report to the CEO. There are currently 10 SVPs or VPs included in the executive incentive plan.

Long-term incentives – Target the median of the market, and provide Restricted Stock Units (RSU) awards based on company and individual performance. The number of shares available is determined by the Compensation Committee of the Board and the number allocated is based on performance, recommended by the CEO and approved by the Compensation Committee. The RSUs have a 4-year time (service) based vesting to them. The number of shares available is determined by the following performance measures:

· Relative TSR – Based on achieving above the median performance of a peer group of 12 companies in the water and wastewater industry. This is weighted at 50% of the value of the target awards.

· Return on Equity – Based on achieving company defined performance goals. This is weighted at 50% of the value of the target award, and can vary from 50% to 200% of the target depending on ROE results to the goal. 
The Challenge (Your Questions):

1. What measures should the company use for its short-term and long-term incentive plans? There is pressure to increase the importance of TSR for the LTI. However, executives view that they have very little impact on the results because this is based on growth in share price and dividends (i.e., total returns). Plus, there is an increasing need to invest in both infrastructure and new business development. Its current infrastructure is ok presently, but there is significant aging and it needs target investments for upgrading both the pipelines and the technology to control the flow of water and wastewater. Once the company acquires a new client, they remain for the long-term. 
2. What should be the right mix of compensation between short-term and long-term? What should this be for the CEO and for the senior executives? In terms of mix, assume the annual value of the awards (cash and value of RSUs) are equal. 
3. What assumptions are you making regarding these recommendations? What are you considering as important regarding:
a. Current needs for infrastructure improvements.

b. The acquisition strategy – should they seek to acquire other companies or develop themselves to be a highly attractive acquisition proposition? 

c. The importance of executive retention versus demands for performance (which may mean moving certain people out of the organization)?  
Overview of the Financial Conditions

	Measures
	2013
	2014
	2015

	Revenues
	$120M
	$130M
	$140M

	No. of Customers
	160,000
	163,000
	169,000

	Net Income
	$25M
	$29M
	$35M

	Earnings per share
	$1.67
	$1.92
	$2.10

	Share Price Avg.
	$30.00
	$32.00
	$34.00

	Operating Ratio
	77%
	76%
	73%

	ROIC
	6.9%
	6.5%
	6.9%

	ROE
	9.0%
	9.5%
	10.5%

	Number of EEs
	250
	275
	290
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