TO: Jim Anderson, Chief Financial Officer of King Engineering Group, Inc. 

FROM: Katie Wong, Management Control Systems Consultant

DATE: March 1st, 2017

SUBJECT:

As requested, the following is a comprehensive analysis of King Engineering Group, Inc. It includes key background topics, major issues, list of alternatives, a recommendation and implementation plan for the best alternative to rectify King Engineering Group’s liquidity and inaccurate performance measure issue. 
 
King Engineering Group, Inc. (King) is a large engineering and construction company located in Oklahoma. In addition, the firm is branched out internationally in Europe, Middle East, Africa & South Asia. The three main business units include The Transportation Group, The Energy & Chemicals Group and The Infrastructure & Technology Group. 

King only has one shareholder: the ESOP trust – which was 1984 to create more liquidity for the company. The ESOP are vested after seven years and paid upon retirement to employees. Employees of King’s have a significant age gap with the average age being 47 years old. Big drivers of business opportunity for King are economic-related events and were affected by changes in commodity prices. As a result, it is difficult to forecast future trends of the firm. Furthermore, King’s corporate goal-setting process is on the parameters of maximizing share price and developed financial performance targets to guide decision-making and performance-monitoring activities. As part of the business planning process, King used bottom-up plans and a recent proposal from managers of top investment choices only included ones that provided a quick return. Furthermore, King’s long-term incentive plans (LTIP) is based on three-year performance goals. Employees are given a performance unit with a contingent right to receive a cash amount if performance targets are met however, the targets are based on historical trends and not compared to other similar firms. 

Key Issues of King Engineering:
· Individual employees have little impact on King’s share price. Using share price as a metric for corporate goal setting is not realistic
· Average employees of King’s are 47 years old and is close to retirement. This is impacting King’s liquidity since ESOP as paid in cash to employees to buy back the shares. 
· Long-term growth of the firm is a concern since there are currently no new investments are in place and recent proposal of new investments are those that return the money fast.
· As end of year 2016 is coming, the LTIP’s are motivating employees to attempt to increase firm value and share price. Employees are purposely choose liquid investment in order to get the LTIP bonus.
· 50% of similar firms in the industry are doing poorly 
· Pool of qualified professionals is limited 

Alternative 1: Using Return-on-investment (ROI) instead of share-growth as the measure of performance. Since individual employees have little impact on firm share prices, making ROI a more realistic measure for performance. This will be able to divisionally measure the percentage of profit made based on amount tied in the division. Division managers can make their own analysis and trade-offs between revenue, cost and investments. In addition to that, a common denominator can be used to compare returns on companies that are similar to King’s to measure their performance with other firms that are doing well. The problems are suboptimization (managers make investments that look good but not necessary for the best interest of the company) and performance issues (managers may be inclined to use net book value on fixed assets to overstate ROI).

Alternative 2: Set a flexible and best-in-industry benchmark target with other similar companies that are doing well. Currently, corporate executives have not communicated an overall benchmark target to business units. Having a flexible and precise benchmark for each division will enable the firm to have a clear and accurate performance target and a reachable goal that is flexible based on commodity prices. This will create employee motivation and manager commitment. Problem is other companies may have resources and experienced personnel that King would not have making the benchmark more challenging to achieve. This creates motives for gameplaying reduced manager achievement. 

Alternative 3: Adjust the long-term incentive plan (LTIP) from a cash incentive to an performance-vested stock ownership incentive. King is facing liquidity and funding issues since many employees are near retirement and needs to buy back ESOP units. Converting the current cash incentive to a performance-vested stock ownership inventive will provide more liquidity for King, which will increase the firm’s value. Furthermore, stock ownership incentives for King provides a tax-benefit which provides more liquidity for King and has retention factors that retain talent within the company. However, providing a performance stock ownership option may put a downward pressure on stock price and dilute the value of company stocks. In additional, employees must rely collectively on other co-workers to achieve targets in order to gain the incentive and employees are rewarded for gains and not penalized for issues. 
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