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Preface

Welcome to the powerful—and sometimes confusing—world of sales
compensation!

If you are reading this, you probably work with a sales force and
your never-ending objective is to help improve sales performance.
Your company might be a manufacturer, service provider, reseller, or
retailer and your customers may be other businesses or consumers.
Your company might sell direct to end users or through channel part-
ners and your sales force might be small or large.

You know that sales compensation is one of many tools available to
help you direct your company’s sales efforts. You also know that if
done correctly, sales compensation can dramatically improve per-
formance and, if done poorly, it can cripple your sales efforts.

Whether you are a sales executive, sales manager, sales operations
specialist, finance executive, human resources (HR) compensation
manager, information technology (IT) professional, general manager
of your division or CEO of your company, you recognize that the goal
of increased profitable sales rests squarely with the sales force.

Let’s assume you have one of two objectives:You either (1) want to
confirm you have a great sales compensation program, or (2) need to
develop a new sales compensation plan. This book will provide the
answers you seek.

Let’s begin:

Sales compensation works!

How salespeople are paid has an immense effect on their perform-
ance. With appropriate respect, we will avoid the quagmire of moti-
vational theories that attempt to explain why sales compensation
works. As any sales manager will attest, salespeople pay very close at-
tention to their sales compensation plan. No, it’s not the only reason
why sales personnel succeed or fail, but it plays a pivotal role in the
overall mix of sales management supervisory tools.

xiii
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Xiv Preface

Why This Book

Even though sales compensation is a powerful tool, it can be confus-
ing, too. The setting of target pay, selecting the right performance
measures, establishing quotas, determining the mix and upside op-
portunity, and constructing the right formula are examples of the
many choices facing those responsible for crafting the right sales
compensation plan.The purpose of this book is to guide you through
this effort, helping you make the right choices.

Over the years, I have had the pleasure to teach thousands of pro-
fessionals how to design and implement successful sales compensa-
tion plans. I have also enjoyed the support of my clients as we work
together to structure effective sales strategies.You will find other sales
compensation books that are informative and helpful, particularly in
understanding how strategy drives tactics. This book will take your
learning to the next level by showing you how to construct effective
sales compensation plans. While it will cover numerous technical top-
ics, it will never stray too far from the practicality of this effort: Sales
compensation can significantly affect a company’s performance. Of
course, it affects people’s pay, too. Technical or not, it doesn’t get
much more personal than that!

How This Book Is Organized

Through the following chapters, you will learn how to construct sales
compensation plans that reward sales excellence.

Chapter 1: Why Sales Compensation? Sales compensation
helps sales organizations exceed their objectives. However, sales force
and sales compensation plans can quickly become outdated.The chal-
lenge, as this chapter explains, is to keep the sales compensation plan
contemporary with the sales job.

Chapter 2: Sales Compensation Fundamentals. This chapter out-
lines the basic concepts of sales compensation design.These concepts
transcend industries.

Chapter 3: Who Owns Sales Compensation? This chapter ex-
plores the process and governance of effective sales compensation.

Chapter 4: Why Job Content Drives Sales Compensation De-
sign. The source of sales compensation design is sales job content—
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Preface XV

not industry, not legacy solutions, and not management whim. There
are well over 35 different types of sales jobs. We examine several jobs
to show how sales compensation varies by sales job type.

Chapter 5: Formula Types. In this chapter, you will find the tax-
onomy of sales compensation formula types.The chapter provides a
hierarchy of formula types, terms, and applications.

Chapter 6: Formula Construction. This chapter describes the
methods to construct and calculate formulas for payout purposes.You
will need a calculator.

Chapter 7: Support Programs: Territories, Quotas, and Cred-
iting. Sales compensation cannot exist without effective support
programs such as quota allocation, sales crediting, and account
assignment.

Chapter 8: Administration. Good methods to administer sales
compensation programs are necessary so the payouts can be made in
a timely and accurate manner. Follow the guidelines presented here to
ensure you have the right level of support.

Chapter 9: Implementation and Communication. Rolling out
the new plan and ongoing communication helps drive perceived eq-
uity into the plan.

Chapter 10: Program Assessment. Is it working or not? A lot of
money flows through sales compensation programs.This chapter pro-
vides the criteria for judging and improving current programs.

Chapter 11: Sales Compensation Design. This chapter provides
the how-to step-by-step approach to redesign the sales compensation
plans at your company.

Appendix A provides a sample sales compensation plan. Appendix
B is a list of sales compensation surveys.Appendix C provides a list of
software vendors.
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1

Why Sales Compensation?

The Role of the Sales Force

The role of the sales force is clear. Sell the company’s products and
services to new and existing customers.

Of course, most of us can easily visualize the “classic” salesperson.
Our able and determined salesperson has a geographic territory, trav-
els from one account to another visiting customers and potential buy-
ers, demonstrating the latest gizmo easily drawn from a sample kit or
well presented in a glossy brochure. However, this typical image is not
fully consistent with today’s modern complex sales force. While our
fabled territory sales rep is not gone, he or she has been joined by a
cadre of sellers. Many companies now sell through multiple sales
channels. Our territory rep is now part of a complex customer cov-
erage model that includes telesales, major account sales, product over-
lay specialists, and partner management. To compound matters, the
definition of products now varies widely from physical products to
services to solutions. To add additional variables, the definition of
sales revenue has expanded beyond the initial purchase dollars to in-
clude rental, lease, product usage revenue, and maintenance revenue.
Further, today’s sales organizations are often fully integrated with other
formerly disconnected customer contact units such as Customer Ser-
vice, Contracts, Customer Finance, and Collections. In other words,
while the classic sales job still exists for many companies, the territory
salesperson traveling from one account to another is just one more
member of a much more varied and complex sales coverage system.

For convention purposes, we will continue to refer to today’s sales
coverage system as the “sales force,” fully recognizing the expanded
characteristics of today’s sales departments.

Regardless of the complexity of the sales organization, the sales
force continues to serve its primary charter of identifying, securing,
and servicing customers. The sales department has at the apex of its
objectives what no other department has: the responsibility to man-
age the profitable revenue growth from the company’s customers.

Copyright 2004 by The McGraw-Hill Companies, Inc. Click Here for Terms of Use.
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2 Chapter One

Why Sales Compensation Works

Some nonsalespeople assume sales representatives are solely money
motivated. They believe the best (and only way) to manage the sales
force is with an overly lucrative sales compensation program. Of
course, this is not true. This monetary-centric view of sales repre-
sentatives promotes a cursory view and inaccurate assumption about
sales representatives. It can lead to some false and unfortunate con-
clusions about the importance of the sales compensation program.

The source of effective management has many competing theories.
While the names and themes of these theories might vary, they all sub-
scribe to at least two critical elements: leadership communication
and performance measurement. Great sales compensation plans op-
timize both of these elements: communication (“this is what’s impor-
tant”) and performance measurement (“your incentive payment for
last month’s performance”). However, clear communication messages
and measurement systems don’t always fit tidily into a sales compen-
sation plan. There are other and more powerful ways to manage
salespeople. For example, day-to-day, hands-on committed sales super-
vision is considered the best “system” for optimizing sales performance.

A typical conversation between the first-line supervisor and his or
her sales charges would sound something like this: “Now, ladies and
gentlemen, we are on the line here to achieve this month’s sales ob-
jectives.I have a commitment from each of you to reach your monthly
quota. It’s important to me, and it should be important to you. At our
next sales meeting, we will put the numbers up on the board to see
who we cheer and who we sneer! If you are having any trouble clos-
ing a deal, I can help you. Call me, and we will schedule joint sales
calls. Remember, your success is my success!”

This pitch by the first-line supervisor shows the importance of
leadership communication (“. . . it’s important to me,and it should be
important to you...”) and performance measurement (... at our
next sales meeting, we will put the numbers up on the board to see
who we cheer and who we sneer . . ”). Notice, no mention of money
was made, but a heavy dosage of personal accountability and peer
pressure is evident.

Interestingly, this vignette illustrates how sales compensation is
considered “cross-elastic” with effective sales management. In other
words, the better the sales supervision the less the need for aggressive
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Why Sales Compensation? 3

incentive plans to manage sales performance. Further, sales compen-
sation is not a birthright of salespeople. We estimate that 20 percent
of all sales personnel are paid with a salary-only program without any
variable pay plan.

Regardless of the pay plan, high-performing sales organizations fea-
ture ongoing leadership communication and robust performance
measurement systems, whether these functions are found in the sales
compensation plan or projected through effective sales management,
or are a combination of both.

Yes, we agree, the economic transactional value of the incentive
compensation dollars does provide motivation for increased per-
formance. However, we consider it complementary to other factors
such as pride of performance, supervision, affiliation, and goal
accomplishment.

Well-run sales departments treat sales compensation as one of sev-
eral levers of effective management. Along with other management
tools, sales compensation can play a contributing role to successful
sales production. However, it cannot be the only factor because alone
it cannot provide leadership, commitment, and purpose of endeavor
that effective sales management can so ideally provide.

The Power of Sales Compensation

A well-designed sales job and sales compensation program can pro-
vide dramatic improvement to a company’s sales results. When prod-
ucts, customers, sales leadership, jobs, measures, and rewards are in
alignment, sales results can be more than remarkable. Sales compen-
sation can provide the right focus on revenue growth, profit im-
provement, product focus, account penetration, and solution selling.

If sales compensation programs are so powerful, why do they seem
to be so “noisy”? In a league of their own, like no other compensation
program that the company has, sales compensation programs seem to
produce a disproportionate amount of challenges and conflicts. Why
is that? There are several reasons. Some issues are to be expected, but
others are a result of poor design and poor alignment. Here are ex-
amples of some challenges and conflicts:

1. The chief executive officer (CEO) and the chief financial officer
(CFO) are unbappy that the sales compensation program is t0o
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4 Chapter One

costly while the company is performing below objective. This is
not an uncommon situation. Before concluding that the sales com-
pensation plan is overpaying, you might want to look at the cost of
sales. A high cost of sales might be a result of overstaffing and not
overpayment to individuals. If actual payouts are too high, then ex-
amine the quota system first. Perhaps quotas are too easy.

2. Product management wants greater product focus from the sales
Jorce. Product managers want to put extra incentives in the sales
compensation plan to promote specific products. Product focus is
a legitimate measure for sales compensation purposes; however,
prior to making changes, product managers have to make good on
their own responsibilities, including rationalizing the product of-
fering, segmenting customers, and providing sales messages for
unique buyer populations.

3. Salespeople complain sales quotas are too difficult. Sales quotas
should be difficult. That’s their purpose—to stretch performance.
Sales compensation is not an appeasement program.

4. Salespeople seem to ignore components of the sales compensa-
tion plan. This is often the result of a poor sales compensation de-
sign, not a motivation issue. A poor design is frequently a reflec-
tion of strategy and alignment confusion by senior management.
Too many measures, inappropriate measures, or unrealistic objec-
tives will cause sales personnel to ignore one or more components
of an incentive plan. Solution: new job definition and a new sales
compensation design.

5. The company spends too much money administering the pay
program. Using low-power tools such as desktop software will
cause an increase in headcount for program administration. This
may not be the fault of the incentive program, but may be a prob-
lem of failing to provide proper information technology (IT) ad-
ministrative support to the program.

Sales compensation #s noisy. Sometimes the design is at fault, and
sometimes it’s an issue of alignment. It can even be just a by-product
of an effective program. As a sales compensation designer, this book
will help you sort out what problems are real and what are not, where
the solution resides, and how to make the right changes.
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Why Sales Compensation? 5

Job Content—The Source of
Sales Compensation Design

When asked about the origin of a sales compensation program within
a company, the response might include the following: “It’s always been
that way” or “It’s the industry practice. We follow what others do.”

These reasons may sound compelling, but they do not provide a
strong rationale for designing effective sales compensation programs.
Historical practices, sometimes known as legacy solutions, are often
no longer contemporary with market realities or support a sales
model that no longer exists.

‘What about industry practice? Follow industry practice only if your
company is identical to your competitors and if they have found the
ideal sales compensation solution. However, the likelihood that your
products, customers, and customer coverage strategy are identical to
your competitors is, at best, remote. So, following what others do in
your industry is usually not an effective strategy. As we will learn later,
the design of the sales compensation plan is unique to every company.

Effective sales compensation begins with the proper strategy align-
ment and ends with effective job design. There are several points
where sales management mnust achieve alignment before reaching the
sales compensation program. The right products must be aligned
with the right customers. The right sales jobs must be aligned with
the right buyers. The sales jobs must have clarity of purpose—align-
ment to the sales task—and the performance measures must have
alignment with the job content.

Once sales management provides proper alignment among cus-
tomers, products, and sales jobs, then sales management can craft a
sales compensation plan to support the aligned sales strategy. As we
will learn in Chapter 4, sales compensation design is driven by job
content. Get the job right and the sales compensation design is easy.
Conversely, create a confusing, misaligned sales job and no sales com-
pensation plan can be successful.

Sales Jobs and Sales Process

The art and science of crafting effective sales compensation pro-
grams rest with a commanding competency in sales job design—
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6 Chapter One

assessment, evaluation, and construction. Job design errors are the
No. 1 culprit in sales compensation plan failure.

Sales management configures sales jobs to serve a preferred target
buyer population. All sales processes comprise five key components.
Depending on the products, market, and customers, sales manage-
ment will define the sales job within the context of these five
components:

» Demand creation: Stimulating the market

Buyer identification: Finding the decision makers

Purchase commitment: Securing the order

Order fulfillment: Delivering the product or solution

Customer support: Providing ongoing support after the initial
purchase

Each step of the selling process contributes to securing and keep-
ing customers. The sales job is often involved in each step of the
sales process; however, the level of involvement varies significantly
from one company to another and from one sales job to another. The
following are descriptions of how sales personnel may be involved in
each step.

#1
Demand Buyer Purchas Order Customer
Creation Identification Commitment Fulfillment Service

= Component 1: Demand Creation. Typically, the marketing depart-
ment has responsibility for demand creation. Through advertising,
public relations, trade shows, and direct promotion, the marketing
department creates demand for the company’s products or serv-
ices. However, in many cases, the sales department will help create
demand for the product. This is usually true for companies selling
new high-end products in the business-to-business market. This is
known as “new market” selling. In these instances, the most practi-
cal method to create demand for the product is to hire a seasoned
sales force to promote the product to target buyers. In some in-
stances, some sales organizations, such as pharmaceutical sales, only
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Why Sales Compensation? 7

do the first two steps of the sales process—demand creation and
buyer identification—with no other sales process responsibility. In
these instances, sales personnel promote products but never actu-
ally write the order.

#1
Demand
Creation

#2
Buyer Purchas Order Customer
|dentification Commitment Fulfillment Service

= Component 2: Buyer ldentification: It is normally the responsibil-
ity of sales personnel to identify buyers who can make a purchase
decision. When selling complex products and services, identifying
the buyer(s) can be extremely challenging. Many sales training pro-
grams and sales improvement programs spend considerable time
educating sales personnel on how to work with the customers’ nu-
merous individuals and teams to correctly identify the right deci-
sion makers. However, in other companies, marketing, not sales per-
sonnel, assumes responsibility for both demand creation and buyer
identification by having customers identify themselves through di-
rect response either by mail, telephone, or Web site visits. Finally, in
other companies, the marketing department is responsible for iden-
tifying potential buyers through research conducted by telemarket-
ing reps. Marketing then assigns these potential buyers (hot leads)
to the sales force for sales efforts.

#3
Demand Buyer Purchase Order Customer
Creation Identification Commitment Fulfillment Service

= Component 3: Purchase Commitment: The primary value of a sales
representative is to secure a purchase commitment from a cus-
tomer. This step is typically known as “closing” the sale.We all share
a common image of a sales rep opening up the order book and writ-
ing down the customer’s order. (This is how the now seemingly
quaint expression “book the order” came into the sales world ver-
nacular.) While a high-tech version of booking the order still exists
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today, securing a purchase commitment can be an involved and
complex process of contracts, fulfillment obligations, performance-
pricing, and delivery commitments. For most companies, a booked
order now arrives via an electronic medium. Still, some sales de-
partments require their sales personnel to remain involved in every
part of the transaction, ensuring that all elements of the purchase
process have been successfully completed. At the other end of the
spectrum, we find customers so well acquainted with products that
they do not need or want a salesperson involved in the purchase
process. These customers prefer to order by telephone, fax, or from
an e-commerce Web site.

#5
Customer
Service

Fulfillment

Demand Buyer Purchase
Creation Identification Commitment

Component 4: Order Fulfillment: The actual delivery of a product
or service to a customer is collectively called order fulfillment. In
some cases, the salesperson provides order fulfillment, but fre-
quently this responsibility rests with others. But there are many sell-
ing models where sales organizations require sales personnel to
oversee the successful delivery of the product to the customer. Cus-
tomers will typically call the salesperson to check on the status of
the order as they await delivery or ask for assistance if there is an
order fulfillment problem.

#5
Demand Buyer Purchase Order Customer
Creation Identification Commitment Fulfillment Service

Component 5: Customer Service: Most sales organizations work col-
laboratively with customer service departments to provide after-
the-sale support. Even so, sales representatives will occasionally find
themselves involved in customer service issues if a customer is not
satisfied with a product or service.In some companies, this is a man-
dated part of the sales job, and sales personnel will work with in-
ternal resources to ensure customer satisfaction.
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Why Sales Compensation? 9

Each of these activities—demand creation, buyer identification, pur-
chase commitment, order fulfillment, and customer service—con-
tribute to a successful sales process. The role of the salesperson will
vary depending on products, customers, and the company’s sales cov-
erage model. The mix and configuration of these sales process roles
determine the content of the sales job, and sales job content drives
sales compensation design.

Sales Compensation—Paying
for the Point of Persuasion

The highest value provided by sales personnel is to help customers
make choices when there is uncertainty and risk. This event is
known as the point of persuasion. The purpose of sales compensa-
tion is to reward seller success at the point of persuasion.

While salesperson involvement in the sales process will vary from
one sales job to another, the task of building the right sales compen-
sation plan is greatly simplified by looking for the point of persuasion.

In most cases, we will find that the point of persuasion is at the Pur-
chase Commitment sales process step, but not always. For example,
the point of persuasion might be in the first step, Demand Creation,
where the salesperson’s point of persuasion is to cause the customer
to learn more about a company’s products. Conversely, it might be at
a later stage in the sales process, such as at Order Fulfillment, when a
customer is having second thoughts about the purchase and the sales-
person must reassure the customer of the wisdom of the purchase.
Finding, defining, and measuring the point of persuasion is the fo-
cus of effective sales compensation design.

Sales Force Obsolescence
and Sales Compensation

Maintaining alignment and avoiding obsolescence is the continuing
struggle of sales leadership. Sales force obsolescence is a natural oc-
currence for all sales departments. Over a period of time, most sales
forces will become obsolete. By this, we do not mean that salespeople
will become obsolete. It is the sales department (its strategy and its
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10 Chapter One

deployment model) that becomes obsolete. The outcome of accu-
mulated misalignment among products, customers, and sales re-
sources produces an obsolete sales force.

With this obsolescence, the point of persuasion can change, shift,
or be diminished. To illustrate this point, consider the following ques-
tion: “Would you buy a commercial poster/print of birds over the In-
ternet?” Most people would answer this question, “Yes.” The reason
they would buy a print over the Internet is because they understand
what a print is and its value. They certainly don’t need the assistance
of a salesperson. However, when the question is modified, people are
not so sure they would buy a print over the Internet without the aid
of a salesperson. For example, consider this restated question: “As
your first investment in rare prints of birds, would you purchase
a John James Audubon print from The Havell Edition of “Birds of
America” over the Internet? Many people would answer, “No.” Why
would they answer, “No”? In one case, a person is willing to buy a
print over the Internet; yet in another case the same person is not
willing. The answer is simple. There is risk and uncertainty in pur-
chasing a rare print. Until you have the personal expertise to reduce
your risk and uncertainty, you will seek the assistance of an adviser
such as an informed and respected salesperson.

Here is another example: Would you buy a personal computer over
the phone or via an e-commerce Web site? Today, many longtime PC
users purchase their computers without the assistance of a salesper-
son. However, when these same individuals were making their first PC
purchase, they sought the advice and assurance of salespeople before
they made their purchase decision.

So, salespeople are ideally suited to be at the point where cus-
tomers have risk and uncertainty—at the point of persuasion. As il-
lustrated above, this point of persuasion is constantly on the move.
Sales organizations and sales jobs can become obsolete as the point of
persuasion moves beyond the current deployment model.

A dated coverage model nearly dooms an encyclopedia com-
pany. An encyclopedia company was late to realize that its sales
coverage model was going to doom the company. The selling of en-
cyclopedias has a long and proud history of providing personal in-
home sales contact to parents looking to acquire additional educa-
tional support for their children. Expensive, with annual updates
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and custom furniture, a multivolume encyclopedia was tradition-
ally a significant purchase. The company’s authorized in-home
sales agents sold within exclusive territories. The company provided
no other channel to buy the product. The company was loyal to its
agents—to a fault. As parents became more sophisticated, the rise
of mega bookstores offering multivolume encyclopedias occurred.
New competitors entered the market including CD encyclopedias,
and the in-house sales agents became a sales coverage liability.
Long past the point of obvious need for change, the company aban-
doned its use of a single sales channel, almost too late. Preferred So-
lution: monitor sales coverage models actively. Preclude sales chan-
nel obsolescence by moving quickly to keep sales personnel aligned
with buyer populations.

The Impact of Customer
Relationship Management

The promise of customer relationship management (CRM) is to pro-
vide a single-technology platform for tracking and managing the sales
process. With a common technology platform, CRM offers the oppor-
tunity for assigning and managing elements of the sales process con-
tinuum to divergent parties while successfully keeping track of all
customer interactions. In this respect, CRM can alter sales job content.
As a company shifts parts of the sales process to other resources, what
role does the salesperson perform? Remember, the definition of this
revised job role is the starting point for effective sales compensation
design.

Summary

Sales compensation works as part of a complex management process.
Look to job content as the source for designing effective sales com-
pensation plans. Locate the point of persuasion and reward the sales-
person for making a difference—that is where sales compensation
belongs.
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Sales Compensation Fundamentals

In this chapter, we will review key sales compensation fundamentals.
First, we will review variable compensation models and then examine
why sales compensation is unique. Next, we will discuss the differ-
ence between income producers and sales representatives. Lastly, we
will examine sales compensation design elements.

Variable Compensation Models

Figure 2-1 depicts four different types of common variable compen-
sation models.

The horizontal line reflects the target total cash compensation
(TTCC) for the job.We depict the base salary amount as dark shading
while variable dollars have no shading. Note that the first two variable
compensation methods—Gainsharing and Add-on—have a full base
salary with no variable pay below TTCC.In the remaining two types—
Management Bonus and Sales Compensation—the base salary amount
is less than the TTCC amount. We refer to this difference as the target
incentive or the at-risk dollars.

The characteristics and application of these four common pay sys-
tems differ from one another.

» Gainsharing: Corporate gainsharing plans help drive overall cor-
porate success by tying payouts to corporate results. Gainsharing
plans have no pay at risk and therefore present no downside cost to
the employee. Most corporate gainsharing plans tie payouts to a per-
centage of corporate revenue or profit. In this manner, management
shares the incremental gain with employees on a prespecified pro-
portional basis. Sometimes local management will use a gainsharing
plan to help boost productivity. Generally, all employees participate
in the gainsharing plan with no restriction on the number of em-
ployees who can receive a payout. Normally, participants earn no

13
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Mgmt Sales
Gainsharing Add-on Bonus Comp

Target Total
Cash
Compensation

Base Base Base Base
Pay Pay Pay Pay

Types of Variable Compensation Plans

Figure 2-1. Types of Variable Compensation Plans

payout unless the company or unit reaches its stated goal. Gain-
sharing plans target between 3 and 8 percent of base salary for pay-
out purposes, although this number varies by company and wage in-
flation trends. These programs tend to surge in popularity every 10
to 15 years. Gainsharing plans have a mixed history of success. The
most successful programs succeed as a result of high-level commit-
ment by corporate leadership. Unfortunately, gainsharing plans fail
when participants view the program as an entitlement. An entitle-
ment perspective produces the following results: Payouts in good
years garner only modest satisfaction, while no payouts in bad years
produce significant dissatisfaction.

» Add-on programs: Management uses add-on pay plans in a variety
of circumstances. While gainsharing plans tend to be all-inclusive,
add-on plans target specific work units, jobs, or people. Add-on
plans provide a target dollar earning or a target percentage of base
salary for accomplishment of preestablished goals. Some add-on
plans are permanent and ongoing, for example,“10 percent of base
salary paid to the most productive top 10 percent of customer ser-
vice representatives.” Other add-on plans serve short-term purposes
such as contests and special program incentive funds (SPIFs). They
fit numerous situations and provide additional pay for individual or
unit performance. Payouts occur only for above-goal performance
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and average 5 to 10 percent of base salaries. While normally very ef-
fective, add-on plans have downside risks. Too many duplicate
plans, excessive payments, inappropriate goals, and inconsistent eli-
gibility criteria can weaken add-on plans.

» Management bonus plans: Most companies provide a manage-
ment bonus opportunity for director-level jobs and above. Stated as
a percentage of base salary, management bonus targets vary from as
low as 10 percent of base salary to as high as 100 percent of base
salary, depending on the job level—in other words, the higher the
position, the higher the target bonus percentage. Target bonus and
target base salary combine to equal total target cash compensation
with payouts tied to a combination of business unit, corporate, and
individual performance results. Participants can earn payouts for
below-target performance. Management bonus plans normally pro-
vide twice the target earnings as an upside opportunity for out-
standing performance known as a double upside incentive oppor-
tunity. Most management bonus plans have a high performance
threshold and usually don’t have any restriction on the number of
participants who receive a payout, but most plans cap the upside
incentive payout.

» Sales compensation: Sales compensation is different from gainshar-
ing, add-on plans, and management bonus programs. Only sales per-
sonnel (and their managers) participate in the sales compensation
program. Two criteria define a sales job: (1) The job incumbent
must have customer contact, and (2) The primary role of the in-
cumbent is to persuade the customer to act. Sales compensation
plans tie performance measures to individual or sales teams’ efforts.
Sales compensation is available for two types of sellers: income pro-
ducers and sales representatives:

» Income producers: An income producer’s actions create business
revenue. Examples include real-estate agents, stockbrokers, insur-
ance agents, currency and bond traders, manufacturer represen-
tatives, and mortgage origination specialists. In essence, income
producers are mini-business units. Their value is not in the prod-
ucts they offer, but the relationships they manage. Often, the
products they represent are commodities and are sold by numer-
ous people. What is unique is their relationship with their cus-
tomers; they often have the power to take their customers with
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them when they change employers. Typically,income producers
have no base salary and are paid a flat commission rate on sales.
Although management may identify a preferred earnings level,
the percentage of sales dollars is a more important consideration.
Income producers evaluate the competitiveness of pay by the
size of the commission rate.

» Sales representatives: A sales representative represents the value
of his or her company’s products, services, and solutions. The in-
herent value of the relationship between the company and its
customer rests with the company’s value proposition. It’s the role
of the sales representative to present this value proposition to all
customers to affect sales. The ratio between base salary and tar-
get incentive pay as a portion of TTCC varies by job content. The
more the salesperson can influence a customer to act, the lower
the base salary as a portion of target total cash compensation and
the higher the at-risk component. The opposite is also true:The
less personal influence inherent in a sales job to affect customer
buying decisions, the higher the base salary and the lower the in-
centive opportunity. Upside earning opportunities are set at 3
times the at-risk component;thus the payout level for outstanding
performance is known as a “triple” Performance measures are
tied to sales production. Payouts begin below target performance
and may or may not have a performance threshold. A preferred
performance distribution features two-thirds reaching and ex-
ceeding quota and one-third not reaching quota. Sales manage-
ment helps achieve this performance distribution through effec-
tive quota setting. While pay caps are generally avoided, fewer
than 10 percent of individuals usually exceed the triple upside
earnings level. Management accomplishes this control of upside
earnings through sound formula construction and effective quota
assignment. When communicating to participants, sales manage-
ment presents the compensation program as a base salary (if pres-
ent) plus an incentive formula.

Income Producers versus Sales Representatives

It is easy to confuse the income producers with sales representatives
and vice versa. Income producers and sales representatives are very
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much alike. They sell products to customers. They both earn incen-
tive compensation for sales results. They even share similar commis-
sion formula types. However, the underlying economic principles dif-
fer between income producers and sales representatives. Income
producers split a portion of their commission—sales transaction earn-
ings—with their employer. For example, stockbrokers earn a com-
mission on every buy or sell transaction. Part of the commission is
paid to the stockbroker—the income producer—and part to the bro-
kerage house. Often, income producers receive no base salary or a
modest draw. Sales revenue provides the funding for income producer
payments. Competitiveness of pay is evaluated by comparing com-
mission rates, and actual compensation levels are less relevant. In fact,
employers encourage high earnings as additional dollars are shared
between the employer and the income producer. The more the in-
come producer makes, the more the company makes. Scant attention
is given to high or low payments. Over the long run, macro labor mar-
ket trends make adjustments to income producers’ earnings by in-
creasing or decreasing the number of income producers working in
the market, and, as a result, employment levels closely mimic the ex-
pansion and contraction of income producer markets.

On the other hand, the underlying economic model for sales repre-
sentatives differs from income producers. Sales management identi-
fies aTTCC and performance expectations for the sales representative
job. Sales management calibrates incentive formula and quota levels
to ensure that payouts conform to expected performance distribution
for minimal, target, and outstanding pay expectations.

Whereas income producers’ pay levels are managed by sales pro-
duction multiplied by the commission rate, the sales representative’s
pay is always managed as compared to a preferred target compensa-
tion level. As a sales representative performs against target perfor-
mance, a portion of the incentive compensation is awarded—low per-
formance earns low pay, and high performance earns high pay—all
measured in relation to the target incentive amount.

The relationship of pay and sales volume is usually linear for in-
come producers. As Figure 2-2 illustrates, the more products sold, the
higher the payout.

However, the relationship between earnings and volume is not lin-
ear for sales representatives as shown in Figure 2-3. Earnings increase
as sales volume increases, but at a decreasing rate.
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Total
Compensation

Sales Volume

Figure 2-2. Income Producer—Sales Volume and Pay

When compared to Figure 2-4, the pay lines for income producers
and sales representatives clearly differ.

Labor market practices continue to provide higher pay levels for
sales representatives, but at a decreasing rate as compared to de-
pending on the volume of sales production. This mathematical rela-

Total
Compensation

Sales Volume

Figure 2-3. Sales Representative—Sales Volume and Pay
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Sales Representative

‘\Income Producer

Sales Volume

Figure 2-4. Sales Representative and Income Producer—Sales Volume and

Pay

tionship is often embedded in the job family structure. Figure 2-5
demonstrates that pay continues to increase in each job, but at a de-

creasing rate.

We will examine more income producer pay issues later in the
book. Let’s now return to sales representative issues.
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Figure 2-5. Sales Representative—Sales Volume and Pay by Job
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About Sales Compensation Concepts

In this next section, you will find highlighted boxes featuring sales
compensation concepts. Each concept states a best-practice solution.

Key Concept: Sales Representatives Self-Fund Their Sales Com-
pensation Payments. While sales revenue funds sales compensa-
tion payments for income producers, sales representatives fund their
own sales compensation program. This occurs as the sales compensa-
tion program redistributes the at-risk monies. Better performers make
more than their target at-risk incentive pay, and poor performers make
less than their at-risk target incentive pay. While the math does not al-
ways fit perfectly—sometimes more is paid, sometimes less is paid—
the concept is clear: Sales representatives collectively fund their sales
compensation plan through redistribution of the target at-risk incen-
tive compensation dollars based on performance.

The remaining material in this chapter addresses design elements
for sales representatives. We will revisit sales compensation design
choices in Chapter 5,“Formula Types.”

Sales Compensation Design Elements
for Sales Representatives

Sales compensation design elements are the building blocks of effec-
tive sales compensation plans. Each sales compensation plan is the
summation of decisions made about these design elements. The de-
sign elements are as follows:

Eligibility

Target total compensation

Pay mix and leverage

Performance measures and weights
Quotas distribution

Performance range

Performance and payment periods

TLFeBOOK
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Decisions about these design elements must be made before se-
lecting the appropriate formula.

All sales compensation plans for sales representative jobs share
these same design elements. A company can build a coherent over-
all sales compensation program by adopting one set of design prin-
ciples for all design elements. Sales management can then apply
these design principles to all sales jobs when building job-specific
sales compensation plans. In this manner, sales management creates
a sales compensation program comprising individual sales compen-
sation plans; yet each plan is consistent with the company’s design
principles.

Key Concept: Sales Compensation Plans Should Equal the Num-
ber of Sales Jobs. Sales compensation follows sales job design. Sales
compensation supports the sales management objectives for each sales
job. Sales compensation plans are not designed for individual salespeo-
ple unless the individual is a single incumbent for a job. The number
of unique sales compensation plans should be equal to the number of
unique sales jobs.

Eligibility

Which jobs should be eligible for sales compensation? There are many
different types of jobs within the sales department. Not all of them
should be eligible for sales compensation plan participation. Estab-
lishing a job eligibility policy will resolve confusion regarding which
jobs and their incumbents should participate in the sales compensa-
tion program. This decision about sales compensation plan eligibility
does not preclude noneligible jobs and their incumbents from partic-
ipating in other incentive plans such as gainsharing, add-on plans, and
management bonus plans. The most common eligibility criteria re-
quire job incumbents to (1) have customer contact and (2) persuade
the customer to act in a positive financial benefit to the company. Of
course this would include salespeople, telesales, channel sales repre-
sentatives, and many other customer contact personnel. It would usu-
ally exclude such jobs as the district manager’s secretary or head-
quarters’ product managers.
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However, companies do adopt different practices than the one
stated above. Some companies are more expansive with their eligibil-
ity rules and other companies are more restrictive. Regardless, a com-
pany needs to establish the criteria for sales compensation eligibility.
Absent such a policy, ongoing confusion about which jobs are or are
not eligible for sales compensation will arise.

Sample Eligibility Policy: For a job to be eligible to participate in
the sales compensation program, the incumbents must (1) bhave cus-
tomer contact and (2) persuade the customer to act with a positive fi-
nancial benefit to the company.

Your Eligibility Policy:

Target Total Cash Compensation

Sales personnel who reach expected performance earn target total
cash compensation (TTCC). Depending on individual performance,
some sales representatives will earn more and some will earn less.
Using survey data and applying management judgment, manage-
ment establishes a TTCC for each job.
The total remuneration for sales jobs includes the following cash
and noncash components:

= Base salary: Most sales representatives receive a base salary.

» Sales compensation: Sales compensation is the variable pay tied to
sales performance.

= Benefits: Sales representatives participate in the company’s benefit
programs.

» Contests/SPIFs: Management uses add-on contests and SPIFs to re-
ward special efforts.

» Recognition events: Most companies provide a special annual
recognition event for outstanding salespeople.

» Expense reimbursement: Expense reimbursement pays out-of-
pocket costs of sales representatives.
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Target total cash compensation includes both the base salary and
the sales compensation components. It excludes benefits, contests
and/or SPIFs, recognition events, and sales expense reimbursement.

Key Concept: Don’t Overpay or Underpay for Sales Perfor-
mance. For sales representatives, don’t significantly overpay or un-
derpay for sales performance as compared to market practices. High
pay will incur excessive sales costs, while underpayment will escalate
costs in other areas such as low productivity, turnover, and poor
morale. Ensure market comparisons are consistent with the range of
sales performance by matching expected payouts to the survey data for
the 25th, 50th, and 75th percentile of market payout amounts.

Setting the correct TTCC requires collecting accurate external pay
data and making judgments regarding internal equity among all the
sales jobs, and perhaps other jobs within the company.

Some companies prefer to take a more aggressive competitive pay
position as compared to labor market rates, while others prefer to be
more conservative. Regardless, sales management needs to review and
manage TTCC consistently from year to year. This includes capturing
external labor market data from reliable survey sources on an annual
basis and making necessary adjustments to target pay levels.

Sample Target Total Cash Compensation Policy: Set the TTCC

Sfor each job at the 60th percentile of market practices as presented in

the annual [xyz] industry survey. Payouts for poor performers will be

equal to the 25th percentile of pay; top performers will earn payouts

equal to or greater than the 90th percentile of labor market rates.
Your Target Total Cash Compensation Policy:

Pay Mix and Leverage

Pay mix and leverage together provide the range of pay opportunities
based on sales performance.
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= Pay mix: Pay mix splits TTCC into two components: base salary and
target incentive amount. We express pay mix as a percentage split
with the first number representing the base salary and the second
number representing the target incentive amount:

Base Salary/Target Incentive
These two amounts added together always equal 100 percent.

Examples: 90/10 Base Salary = 90% of TTCC
Target Incentive = 10% of TICC
75/25 Base Salary = 75% of TTCC

Target Incentive = 25% of TTCC

For a TTCC of $100,000, the 90/10 pay mix provides a target base
salary of $90,000 and a target incentive opportunity of $10,000. A
pay mix of 75/25 for the same TTCC of $100,000 provides a target
base salary of $75,000 and a target incentive opportunity of
$25,000.

Pay mix varies by job content. Generally, as the relative influence of
the sales representative increases, the lower the base salary compo-
nent and the higher the target incentive amount. For example, a new
account territory sales job might have a pay mix of 60/40 whereas a
major account sales job might have a pay mix of 80/20. The average
pay mix for business-to-business territory sales representatives in the
United States is approximately 70/30. However, there is a wide vari-
ance to this national norm.

Figure 2-6 shows different levels of pay mix with 100/0 having no
pay at risk and 0/100 with 100 percent of the TTCC at risk.

» Leverage: Leverage is a mathematical expression for the upside earn-
ing potential for a sales job.We express leverage as a multiplier of the
target incentive. The most common leverage is known as a “triple.”
For notation purposes, it is normally written as “3x.” Do not confuse
leverage as a pay cap. The leverage amount provides an upside earn-
ings estimate for the best performers. For definition purposes, we de-
fine best performers as the 90th percentile of performance among
all job incumbents. In other words, the best performers receive three
times the target incentive for outstanding sales performance, defined
as the 90th percentile of sales personnel for that job.
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Target Total
Compensation

100/0 70/30 50/50 0/100
Base Base Base
Pay Pay Pay
Pay Mix

Figure 2-6. Pay Mix Examples

The triple rule of leverage (3x) is a shorthand method to replicate
what takes place in the labor market. However, certain companies will
intentionally pay more than a triple leverage, such as 3.5x or 4x, to
provide more aggressive pay for their top performers. Or they will pay
less than a triple leverage—2.5x for their top performers—presuming
the labor market does not support a 3x for the best performers. The
company does not need to pay market pay levels. As with any target
pay level, management judgment is the ultimate source for setting

Target Total Cash
Compensation

No Cap —»

Upside Incentive {

Leverage: 3x

Target Incentive {

Base Salary {

)

Pay Mix: 70/30

Pay Mix and Leverage

Figure 2-7. Pay Mix and Leverage
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upside incentive opportunity. However, labor market practices for
75th and 90th percentile of the labor market pay levels provide an ex-
cellent reference point for evaluating a proposed leverage.

Pay mix and leverage provide the range of pay opportunities avail-
able to sales personnel.

Figure 2-7 shows the complete relationship among the following
components: target total cash compensation, base salary, target incen-
tive, upside incentive, pay mix, and leverage.

Sample Pay Mix and Leverage Policy: Each job has its own pay
mix depending on the degree of personal influence configured into
the job design. Territory sales jobs will have a pay mix of 70/30 and
major account sales jobs will have a pay mix of 80/20. The leverage
Sfor individual contributor sales territory jobs will be 3x, overlay spe-
cialists 2.75x, and first-line sales supervisors 2.5x. The leverage for
new market sellers is 3.5x.
Your Pay Mix and Leverage Policy:

Performance Measures and Weights

The art of designing effective sales compensation formulas rests with
the discipline of selecting and weighting the right performance mea-
sures. The selection of the performance measures for inclusion in the
sales compensation plan marks the point where strategy translates
into tactics. When sales management selects a performance measure
for the sales compensation program, then sales leadership officially
sanctions that measure.

Once the leadership team selects the performance measures, the
next step is to establish the relative importance of each measure. This
is done by weighting the performance measures. Below, we examine
concepts related to selecting and weighting performance measures.

» Selecting performance measures: The uniqueness of any sales com-
pensation rests with its performance measures. There are dozens
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of different types of performance measures, but the most common
and most practical fall into four major categories:

Volume production measures: Volume production measures are
the most popular and appropriate performance measures for
sales compensation purposes. Production measures include three
categories: sales revenue (purchase, continuing, renewed, and es-
timated), profit dollars (gross margin, contribution margin), and
items (units, contracts, and design-wins).

Sales effectiveness measures: Sales effectiveness measures help
improve sales results by focusing sales efforts in the areas of prod-
uct (balance, mix, launch, cross-sell, packages, solutions), accounts
(new, retained, penetrate, growth, win-back), orders (close rate,
size, length of contract, linearity, and receivables), and price man-
agement (discounts, rebates, realization, and percent change).
Customer impact measures: Customer impact measures evaluate
sales satisfaction (customer surveys, number of complaints) and
loyalty (order persistency, market share, and comparative loyalty
survey scores).

Resource utilization measures: Resource utilization measures
confirm the effective use of resources includes the following
measures: productivity (cost per order dollar, quota sales loading),
channels (partner success, partner participation rates, outlet per-
formance), and subordinates (for supervisors—balance perfor-
mance, turnover, and new hire ramp rate).

Key Concept: Use No More Than Three Output Measures in a
Sales Compensation Plan. Sales compensation plans work best
with three or fewer performance measures. Limiting performance
measures ensures that those selected get the full attention of the sales
force. Use output measures tied to actual sales results and avoid input
measures such as presales activity measures (e.g., number of sales calls
or proposal written).

Weighting performance measures: Senior management confirms
the importance of each performance measure by allocating a por-

tion of 100 percent to each of the measures.
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Performance Measures

Sales Product
volume mix Retention
Weighting: 55% 25% 20%

No single measure should be worth less than 15 percent. The
summation of the weights always equals 100 percent. Each job has its
own unique set of performance measures and weights.

Sample Performance Selection and Weighting Policy: A sales
compensation plan will bhave three or fewer output performance
measures. No measure will be worth less than 15 percent of the total
weighting. The primary measure of sales success is net sales revenue
performance less service contract revenue. All plans will have a cus-
tomer loyalty measure representing 15 percent of the value of the in-
centive plan.
Your Performance Selection and Weighting Policy:

Quota Distribution

Quota distribution establishes the desired difficulty of quotas. If quo-
tas are too easy, the sales compensation plan might overpay. If quotas
are too difficult, the sales compensation program could underpay. A
preferred quota distribution target is to have two-thirds of the sales-
people reaching and exceeding quota and one-third not. This distri-
bution of performance allows for the cross-funding of upside pay to
high performers by shifting a share of the low performers’ target in-
centive pay to the better performers.

This distribution of two-thirds over quota and one-third below
quota is a target distribution outcome. In some years, the distribution
may be skewed in one direction or the other. However, over the long
run the distribution should favor the split of two-thirds exceeding
quota and one-third not exceeding quota.

Figure 2-8 shows this preferred two-thirds reaching and exceeding
quota and one-third not reaching quota.
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Figure 2-8. Quota Distribution

A more mathematically rigorous model might suggest a target of
50/50 quota distribution, with 50 percent exceeding quota and
50 percent not reaching quota to ensure that the cross-funding of
below-quota performers and above-quota performers is in balance.
However, due to the use of thresholds and the impact of terminations,
the two-thirds versus one-third model seems to provide the right
cross-funding balance.

Record breaking unit sales, bad quota performance. The sales
force for a contact lens company had broken all unit sales records.
However, the VP of Sales had to contend with a morale problem be-
cause only 5 percent of the sales personnel reached sales revenue
quota. Even though the company was being lauded for its sales pow-
erlessness, fewer than 5 percent of sales personnel would earn target
incentive pay. A price war on contact lenses ignited dramatic sales
growth. Because quotas were established and measured in revenue,
sales success—defined as revenue performance—dropped as the
company took substantial market share by using a low price strategy.
They sold a lot more lenses at lower prices, but still did not bit their
revenue goals. High unit sales success could not offset the lower price
per unit. Sales personnel could not reach their sales revenue goals.
Preferred Solution: The basic assumptions about the incentive plan
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were negated when the price of the product collapsed. Terminate the
old plan and redesign a new plan to match the company’s new mar-
ket dynamics.

Sample Quota Distribution Policy: The summation of all quota
assignments should equal the company budget forecast. Quota dis-
tribution targets two-thirds of all sales personnel for a job to reach
and exceed quota, and one-third not to reach quota.

Your Quota Distribution Policy:

Performance Range

Performance range specifies the low and high spread of performance
for payment purposes. The low point of this range represents mini-
mal performance where performance below this level should not re-
ceive incentive payment. The high point of this range represents ex-
cellent performance where outstanding performance should receive
outstanding pay such as 3x leverage. The performance range of a
measure differs from one measure to another, from one job to another,
from one company to another, and from one industry to another. As an
example, the performance range for an established consumer product
is normally very narrow. Salespeople will find it unlikely to sell above
105 percent of goal. Likewise, the chance of falling below 95 percent of
goal is also remote. Mature consumer products have a very predictable
and narrow performance range. However, new growth industries
might have a very wide performance range. As an example, sales of
200 percent over goal might be the norm for exceptional performance
while 50 percent of goal might be considered typical minimal per-
formance. Each performance measure has its own performance range.
Sales management can best determine the performance range for a
given measure by examining its historical range.

In Figure 2-9A, the performance range is from 70 to 145 percent.
Low performers (10th percentile) perform at or below 70 percent to
quota. Excellent performers achieve 145 percent of quota where the
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Sales Personnel
Distribution

10%

O,
10% or Less

or Less

70% 100% 145%
Threshold  Target Excellence
Performance Range
Figure 2-9A. Performance Range—Example A
Sales Personnel 10% 10%
Distribution or Less orLess
| |
I T
80% 100% 120%
Threshold Target Excellence

Performance Range

Figure 2-9B. Performance Range—Example B
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top 10th percentile will perform and should receive outstanding pay.

In Figure 2-9B, the performance range is 80 percent for low per-
formers and 120 percent for excellent performers.

Sales management needs to identify the performance range for
each measure in each sales compensation plan. As we learn later, we
will use this information to build the sales compensation formula
rates.

Sample Performance Range Policy: Threshold and excellence
performance levels will be set for each performance measure. Thresh-
old reflects the lower 10 percent of performance, and excellence rep-
resents the top 10 percent of performance.

Your Performance Range Policy:

Performance and Payment Periods

Performance periods and payment periods work together. Sales man-
agement sets the performance period for each formula measure—the
length of time between performance measurement periods. This
window of time can be a week, month, quarter, or even as long as a
year. Shorter sales cycles generally have shorter performance periods;
longer sales cycles generally have longer performance periods. Pay-
ment periods define when incentive payments occur. Normally, the
performance period and the payment period are the same, for exam-
ple, measured and paid quarterly. Additionally, performance and/or
payment periods can be discrete or cumulative.

= Discrete: Discrete performance/payment periods stand alone for
measurement and payment purpose. For example, a sales compen-
sation plan that pays “monthly discrete” treats each month as a
standalone measurement and payment period. No previous or fu-
ture month’s performance will affect the payout for an individual
month. Use less than annual discrete measurement periods when
sales cycles are short and sales personnel have no flexibility or self-
serving motivation to move orders from one period to another.
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Q1 Q2 Q3 Q4
Discrete
Measure Period | | | | | | | |
Pay Period | | L | | | l |
Cumulative
Measure Period
L 1
L |
| |
Pay Period | J | J | | | |
Measure |
& Pay Q1
Measure & Calculate Q1 to Q2; Subtract Q1

Payment

I
| Measure and Calculate Q1 to Q3;
Subtract Q1, Q2 Payments

Measure and Calculate
Q1 to Q4; Subtract

Q1, Q2, and Q3
Payments

Figure 2-10. Performance/Payment Periods

= Cumulative: Use a cumulative performance/payment period when
you want the salesperson to be paid at more frequent intervals than
the ultimate measurement period. As an example, “paid quarterly
on cumulative year-to-date performance” provides payouts each
quarter based on year-to-date performance.

Figure 2-10 displays both discrete and cumulative performance
measurement and payment periods.

As the cumulative period to date performance/payment periods
demonstrate in Figure 2-10, the salesperson always carries the re-
sponsibility for year-to-date performance even though payouts are be-
ing made on a quarterly basis. Each quarter, the year-to-date perform-
ance and incentive are calculated. To make the quarterly payments,
any previous quarterly payments are subtracted from this year-to-date
amount before the final payment for the quarter is made.

A sales compensation plan might have several formula compo-
nents. Some might be paid with a discrete performance/payment pe-
riod while others might be paid with a cumulative period-to-date
performance/payment period.
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Sample Performance/Payment Period Policy: Sales personnel
are responsible for year-to-date sales performance. More frequent
Dpayouts can be made on a cumulative year-to-date basis.

Your Performance/Payment Period Policy:

Summary

To effectively manage sales compensation, a company needs to estab-
lish preferred principles regarding plan eligibility, target total cash
compensation, pay mix and leverage, performance measures and
weights, quota distribution, performance range, and performance
and payment periods. As markets, products, and corporate objectives
change, so will sales jobs and their supporting sales compensation
plans. By documenting the company’s overriding principles, the
process of sales compensation design should create plan designs con-
sistent with corporate principles, but aligned with sales unit goals.
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Who Owns Sales Compensation?

“Who owns the sales compensation program?” might seem like an ac-
ademic question to some. “The sales department” is the obvious an-
swer; yet when we examine this issue more closely, we find many
players are involved in the design and management of the sales com-
pensation program. Sales wants to drive performance. Marketing and
product management wants focus on select products. Finance wants
a fiscally responsible pay program. The human resource department
wants total target cash compensation (TTCC) to be externally compet-
itive and internally equitable with nonsales jobs. The information tech-
nology (IT) department wants to provide timely and accurate adminis-
trative support and legal wants legally protected and compliant pay
programs. Not surprisingly, the CEO of the company wants the sales
compensation program to support the strategy of each business unit.

In a recent study* by The Alexander Group, Inc.,and Sales and Mar-
keting Management magazine, 590 companies responded to this
question: “The ultimate authority for sales compensation plan resides
with. . ”

42.6% Sales Management/Sales Operations
35.6% CEO/General Manager
10.6% HR/Compensation

4.6% Finance

0.9% Marketing

5.7% Other

*2003 Sales Compensation Trends Survey®

While the survey responses support the sales management as the
ultimate authority, note the involvement of the chief executive officer
(CEO)/general manager. Even after eliminating the statistical impact
of small sales forces from the survey data, the CEO/general manager
is still the ultimate authority for the sales compensation plan for
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25 percent of the reporting sales organizations having more than 100
sales representatives.

The sales compensation program (base salary and incentive pay-
ments) helps drive revenue growth but also represents a significant fi-
nancial cost to the company. For a sales force of more than 100 eligi-
ble employees, the sales compensation program can have an annual
budget between $10 and $20 million. The accountable revenues can
be between $100 and $250 million—and the larger the sales force, the
larger the costs and attendant revenue commitment. The point is
sales compensation budgets are large, their revenue impact is signifi-
cant, and they require active management—by multiple parties—to
be successful.

Sales Compensation Program Ownership

Although the sales compensation program must serve many (and of-
ten competing) objectives, it is still a sales management program. It is
part of an array of management tools used by the sales department to
manage sales productivity. It does not sit independent of a fully inte-
grated sales management model. We suggest that the sales department
act as the steward of the sales compensation program. But others,
such as the CEO/general manager, marketing, finance, and human re-
sources, must have access to the design, management, and adminis-
tration of the sales compensation program.

In this chapter, we present sales compensation program account-
abilities and suggest appropriate program responsibilities—who
should do what to make sure the sales compensation program works
effectively.

Program Accountabilities

The following program accountabilities support successful manage-
ment of the sales compensation program:

= Strategic alignment: As corporate objectives migrate regarding mar-
kets, products, revenue growth, and profit goals, sales management
must continually update the sales department to support these
changing business objectives. Sometimes, major changes in strategy
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require major organizational changes creating new sales entities,
new jobs, and new accountabilities. Other changes might be more
subtle and can be made within the context of the existing sales or-
ganization. Whether the changes are major or minor, sales manage-
ment, in most cases, must realign the sales compensation program
to support new goals. Ongoing strategic realignment of the sales
compensation program caused by changing corporate objectives
confirms the need for periodic review and update of the sales com-
pensation plans.

» Effective design: Sales compensation plans have numerous features
and components. An effective design will properly support strate-
gic objectives of the company and work correctly by providing the
right payouts for different levels of actual performance. Additionally,
all sales compensation plans must work in concert with one another
so that the overall sales compensation program (including crediting
practices, quota allocation, and account assignments policies) works
in logical unison.An effective sales compensation design ensures that
all program features and components work together correctly.

» Plan management: Communication, training, interpretations, and
adjustments are part of successful sales compensation program
management. Plan rollout is the primary communication event for
the sales compensation program. Communication also includes doc-
umentation, promotion, and feedback, and easy access via dedicated
Web sites. New hires and newly appointed sales managers need
training on the application of the sales compensation program. Plan
provision interpretation occurs regularly due to unforeseen events,
and minor design issues and adjustments will occasionally need to
be made to fix problems.

= Program administration: Day-to-day administration of the program
ensures proper sales crediting, payroll payment files, and manage-
ment reporting.

= Program assessment: Regular assessment tests the sales compensa-
tion program for success. Numerous assessment methods examine
strategic intent, competitiveness of pay, management utility, and
sales force motivation.

» Audit and legal review: Finance audits and legal reviews keep the
sales compensation program compliant with company guidelines
and policies.
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Whether you have a sales department of five sales representatives
or a large sales department of 5,000 sales representatives, each of the
above-mentioned program accountabilities exists in your organiza-
tion. Someone has to do each of these tasks. For a small sales force, it
might be the CEO or the vice president of sales doing them all. In
larger sales organizations, these tasks are allocated to various parties
as we describe in the next section.

Assignment of Program Accountabilities—Large
Sales Organizations

The following presents possible accountability assignments by job
role. While this is not a prescriptive model, it does provide an outline
of traditional responsibilities for large sales departments. (“Large,” in
this case, means more than 200 sales personnel.)

» CEO/Business unit general manager: The CEO/business unit gen-
eral manager must articulate the business objectives and goals to the
sales department. The business unit manager must also approve final
plan designs to ensure alignment with business objectives and goals.

» Vice president of sales: The vice president (VP) of sales has overall
responsibility for the sales compensation program. With the sales
management leadership team, the VP of sales determines the proper
role for sales compensation in the mix of the sales management
model. Final accountability for sales compensation program effec-
tiveness rests with the VP of sales.

= VP of marketing: The vice president of marketing provides informa-
tion about product strategy and customer segments. The VP of mar-
keting also needs to confirm that the sales compensation program
correctly supports product marketing campaigns and promotions.

= VP of finance: The vice president of finance oversees the financial
viability of the sales compensation program, ensuring that its costs
and benefits are consistent with company objectives.

» Sales operations: Sales operations provide day-to-day management
of the sales compensation program. This includes plan oversight,
management, and reporting.

TLFeBOOK



Who Owns Sales Compensation? 39

» Field sales management: Field sales management provides ongoing
execution and evaluation of the sales compensation program. By
providing the field perspective, sales management helps assure
program effectiveness and practicality.

» Human resources: The compensation manager provides external
competitive market practices by purchasing reliable survey data.
The compensation manager also examines internal equity of pro-
gram fairness as compared to compensation programs provided to
various nonsales jobs.

» Legal: The legal department approves plan documentation and pro-
gram management to assure compliance with legal obligations.

» Sales personnel: Sales management solicits feedback from sales per-
sonnel through field interviews, focus group sessions, surveys, and
one-on-one interviews with first-line sales managers.

The costly sales force. The chief financial officer (CFO) became
alarmed at the increasing relative cost of sales and called for a re-
view of compensation levels. However, on review, the pay levels
proved competitive with external pay levels. The market for test
and measurement equipment is cyclical. The CFO noted that the
company’s cost of sales was increasing at a greater rate than com-
petitors’ cost of sales. Additional market analysis demonstrated that
competitors’ pay practices were more variable—less base salary and
greater use of variable compensation. While not clear to the CFO, he
presumed the compensation program was most likely contributing to
the high cost of sales. When examined, the pay levels, regardless of
pay mix, were very similar to those of sales personnel at the com-
petitors. The CFO was correct on one account: The sales force was
too costly. However, it was not the pay program. Further research
showed that sales force productivity was lagging the competitors.
While the quota sizes were comparative, the overall number of man-
agerial, overlay specialists, marketing personnel, and headquarters
staff was way above competitor levels. Preferred Solution: Leave the
sales head count and compensation plan alone; reduce staffing
everywhere else.
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Using Committees

We recommend the use of several sales compensation committees
when feasible. To be effective, sales compensation plans frequently
must reconcile competing objectives. A committee approach can
best help raise and resolve these divergent issues. The following is an
example of various types of sales compensation committees. Use
them to drive best thinking, collaboration, and effectiveness of design.

» Sales compensation design team.: We believe companies should en-
trust the design of the sales compensation program to a working
committee represented by sales, field management, finance, market-
ing, and human resources. Charter this committee to examine cur-
rent practices and suggest new sales compensation solutions for the
next operating period.

Should Sales Representatives Sit on the Sales Compensation
Design Team? Companies report success in having sales representa-
tives as part of the sales compensation design team. As consultants,
we try to avoid this practice. Yes, we want input from the field per-
sonnel about the current program, but the leadership team needs to
make company-serving decisions about changes to the sales compen-
sation program. Putting sales representatives on such a committee
may compromise them with their peers or management and might
misdirect the need to take new or dissimilar actions. Finally, partic-
ipating in meetings about making pay changes may be protected ac-
tivities as defined by the National Labor Relations Act so companies
should check with their lawyers first before inviting a sales represen-
tative to sit on their design team.

» Sales compensation leadership commilttee: Many business units
have a management committee comprised of sales, marketing, op-
erations, and finance leaders. This leadership committee can spec-
ify the company’s sales compensation design principles, reconfirm
the business objectives, and approve plans as drafted by the sales
compensation design team.

= Sales compensation program management committee: The pro-
gram management committee has an ongoing responsibility for
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providing oversight to the sales compensation program application
and interpretation. Meeting once a quarter, this committee can re-
view and make decisions on program adjustments, plan exceptions,
and policy interpretations. Additionally, this committee can provide
ongoing program reviews by evaluating assessment reports pre-
pared by sales operations and finance. It is a prudent exercise to
completely document all decisions.

» Sales compensation administration team. For some organizations,
program administration is significant, requiring continual oversight
and management. In larger organizations, the administration of the
sales compensation program might be shared by various parties
such as sales operations, finance, commission accounting, payroll,
and IT. Companies should bring these responsible parties together
into a committee to make sure administration issues are resolved
quickly, checks are issued in a timely manner, and real-time reports
are available to management and sales personnel.

Sales Compensation—The Process Manager

Appoint a process manager to oversee the whole sales compensation
program including alignment, design, management, administration, as-
sessment, audit, and legal. The process manager might report to sales
and be found in the sales operations department. However, it’s not un-
common for the process manager to come from another department.
For example, this individual might be found in human resources, fi-
nance, or marketing. It’s not important where the person sits; the
most important thing is that he or she has the skills to manage all
the complex issues related to sales compensation design. No one
should presume that this position is the sales compensation czar. In-
stead, the appointed person should manage the process of sales com-
pensation program design, management, and administration. The
sales compensation process manager will set dates, confirm account-
abilities, and oversee the application of the program. This person
should never be tasked with the objective to design new plans. As-
sign this duty to the sales compensation design team and let the
process manager manage the process.
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Summary

Effective sales compensation design is an inclusive process involving
key stakeholders: the general manager, vice president of marketing,
vice president of sales, and vice president of finance. Staff specialists
contribute to the effort by conducting fact finding, analyzing the cur-
rent plan, gathering external market data, and managing the design
process.
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Why Job Content Drives Sales
Compensation Design

As we mentioned earlier, sales compensation is driven by sales job con-
tent. While industry practices, motivation theory, and company philos-
ophy play contributing roles, the design of a sales compensation plan
reflects the type of sales job it supports. In this chapter, we will exam-
ine why job content drives sales compensation design. We will look at
how different job components combine to form different sales job
types. We will then present an inventory of sales jobs. Next, we will
look at sales job design errors and how they have a negative impact on
sales compensation plan effectiveness. Finally, we will provide exam-
ples of sales jobs and their supporting sales compensation elements.

Job Content Drives Sales Compensation Design

Sales compensation is a contributing reason why salespeople want to
excel. However, in our view, it is seldom the primary reason. Human
endeavor is a complex chemistry of intrinsic and extrinsic needs.
Leadership models, measurement systems, affiliation variables, and
supporting programs (such as the rewards system) contribute to pro-
vide the proper direction and motivation to the sales force. Our ex-
perience with hundreds of sales forces suggests that beginning with
sales job content is a rational and safe starting point for effective sales
compensation design. We don’t want to preclude alternative ap-
proaches or theories. In our view, other variables can explain the ex-
istence of unique sales compensation designs but job content can
best explain the construct of most sales compensation plans. Perhaps
a storyboard will help illustrate how sales compensation design logi-
cally flows from job content:

“Okay, Ms. Smith,” begins the sales manager.“We have an excellent
sales territory for you.You will be calling on small businesses in
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three zip codes.Your job is to sell telecommunication services to
customers already using the major carrier in the market. It’s not
an easy sell, but we have a great product, superior customer ser-
vice, and great pricing. Expect a lot of ‘Nos’ but don’t give up!
Now, let me give you an idea of how your compensation package
will work.You will receive a commission on all new accounts.You
will get a percentage of the revenue for the first 6 months of any
new account. After that,the customer will be handled by the cus-
tomer service team. Although your base salary is low, you have a
great upside earning opportunity tied to your sales success.”

As this storyboard illustrates, it is almost impossible to split the job
content (new account selling) from its supporting sales compensa-
tion program (commission on all new sales).

Although most people can list 10 to 15 different types of sales jobs,
the list actually totals close to 50 distinct selling jobs. Not all industries
or companies use all 50 sales jobs. In fact, it’s unlikely that a sales de-
partment will use more than 15 or 20 sales jobs and will more likely
need only 8 to 12 sales jobs. As we will demonstrate, the foundation
of sales compensation design rests with the underlying job content—
regardless of the industry or company.

Sales Job Components

In Chapter 1, we presented Sales Process: Demand Creation, Buyer
Identification, Purchase Commitment, Order Fulfillment, and Cus-
tomer Service. Sales organizations need to be “outward facing,” sup-
porting different customer populations. In this section, we add two
more variables that help further define job content: Customer Seg-
ments and Customer Specialization.

= Customer Segments: Customer segments include the following cat-
egories:

* New accounts: New accounts are prospects that are not current
buyers. More narrowly defined segments may identify multiple
unique buyers within an account, thus increasing the population
of “new” accounts.

» Existing accounts: Existing accounts are current buyers. A com-
pany’s definition of “former customers” will help correctly as-
sign these returning customers to the right category: “new” or
“existing.”
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» Channel partners: Channel partners represent a vast number of
different types of partners who sell products on behalf of the
company. Examples include retailers, distributors, value-added re-
sellers, dealers, brokers, agents, and manufacturing representa-
tives. Companies that rely on channel partners deploy indirect
sales representatives known as channel representatives to sup-
port the channel partners, providing training, promoting product
sales, and resolving partner-customer service issues.

* Channel end users: In some cases, the manufacturer will deploy
influencing personnel to call on end-user customers. They cre-
ate demand for the product and help identify buyers but refer the
customer to the channel partner for purchase execution and or-
der fulfillment.

= Customer Specialization: Customer specialization includes four
major groups of customers:

 Stratified: One of the more popular methods used to group cus-
tomers is by size. This approach presumes that larger customers
have needs different from smaller customers.

* Product/Application: Another method by which to group cus-
tomers, for sales coverage purposes, is by product or application.
In this approach, sales personnel sell a uniform family of products
or applications.

* Industry: Certain industries may require specialized sellers
knowledgeable about industry issues to properly represent their
companies’ services.

* Geographic: A final and practical method for specializing cus-
tomers is by geographic location.

An example of how these various components (process, segments,
and specialization) configure into a job can be seen in Figure 4-1. The
shading reflects the role of a new account sales representative like
Ms. Smith from our storyboard.

Figure 4-2 shows the role of a major account sales representative.

Figure 4-3 shows sales channel representatives with both channel
partner and end-user responsibilities. The sales channel representa-
tive sells to the channel partners and promotes purchases to end users,
but sales channel representatives do not write end-user orders. In such
cases, he or she refers the order to one of the channel partners.
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Customer Variables Sales Process
Segment | Specialization | 2SPERT || RN | Commiment | Fultiment
Stratified
New Product
Accounts Industry
Stratified
Existing Product
Accounts Industry
Geographic
Stratified
Channel Product
Partners Industry
Geographic
Stratified
Channel Product
End Users Industry
Geographic

Figure 4-1. New Account Sales Representative

Customer Variables Sales Process
Segment | Specialization | CrZU | | emtitiation | Commitment | Fulfiiment
Stratified
New Product
Accounts Industry
Geographic
Suatiied XX X X |
Existing Product
Accounts Industry
Geographic
Stratified
Channel Product
Partners Industry
Geographic
Stratified
Channel Product
End Users Industry
Geographic

Figure 4-2. Major Account Sales Representative
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Customer Variables Sales Process
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Geographic
Stratified
Channel | Product |y SR S|
End Users Industry
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Figure 4-3. Sales Channel Representative

Figures 4-1 to 4-3 show just how sales process, customer segments,
customer specialization, and sales process steps configure into unique
sales jobs.

Sales Job Type Inventory

The following sales job inventory presents a comprehensive list of
sales job types. We have grouped sales jobs into six job families:

1. Income producers: Income producers define their value as having
specialized customer access and typically sell nondifferentiated
products.

2. Direct sales jobs: Direct sales jobs sell to end users and act as the
primary contact to the customer. Direct sellers work either outside
the company or are telephone sales personnel. Sales personnel can
work for the manufacturer or for a sales channel member such as
a distributor, dealer, retailer, or broker.

3. Indirect sales jobs: Indirect sales jobs work with partners and
other third-party representatives who sell the product on behalf of
the manufacturer or service creator.
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4. Overlay sales jobs: Overlay sales jobs work with,and in support of,
the account sales force. They provide additional help to the sales

representative.

5. Business development: Business development jobs promote and

develop market access.

6. Pre- and postsales support: These are technical personnel who as-
sist during pre- and/or postsales efforts.

We present the list of jobs for each sales job family next.

Income Producers

Income producers sell other companies’ products. However, for the
income producer, their true asset is their own loyal customer base.

Agent/Broker/Producer

Independent rep

Investment manager

Multi-tier marketing rep

Property development
specialist

Agents, brokers, and producers are
normally dedicated to a single employer.
The employers of agents, brokers, and
producers do not make products, nor do
they purchase (take possession of) the
products they sell.

Independent reps are similar to agents,
brokers, and producers but are not
dedicated to a single employer and may
represent noncompetitive products from
various manufacturers.

Investment managers provide financial
planning advice to investors earning
commission income for the sale of
investment vehicles.

Multi-tier marketing reps sell products
and services directly to consumers.
Examples include Avon and Amway.
Property development specialists help

arrange real estate investments with
payouts occurring before and,
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sometimes, after distribution or
syndication of the investment.

Trader Traders buy and sell products and earn
income by sharing a percentage of the
difference between the buy price and
the sell price.

Direct Sales Jobs

Direct sales jobs sell to the end user. The company may be the
manufacturer or reseller of the product.

Asset manager Sells to and collaborates with high-
revenue customers on a national or
worldwide basis
May have access to local (remote
location) sales resources

Channel assignment Advises customers as to the most

seller effective channel to meet their needs
Matriculates the customer in the channel
(e.g., convinces customers to use the
Web as the preferred purchase
channel)

Customer service/Order  Accepts inbound calls and books

representative customer orders
No cross-selling or up-selling

Dealer (showroom) Sells to customers from showroom
floor that presents product for
ordering

Event/Project seller Sells a major project to a customer
No ongoing account responsibility

Geographic Sells to assigned accounts within a

geographic area
Calls on existing and new customers

Geographic— Sells to new accounts only within a
New accounts geographic territory
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Global account

Government

Major account

Major account (existing)
Major account (new)
Market maker

Named account
National account

Product (product,
service, application)

Referral sales

Renewal
Store sales (floor)—retail

Telephone account
representative

Telephone sales
representative

Chapter Four

Sells to existing, named, large customers
on a worldwide basis

Does not have local sales resources
reports

Sells to tax-supported entities such as
government or military units

Sells to a select list of large-named
accounts

Sells to a select list of existing, large
accounts

Sells to a select list of potential, major
accounts who are now noncustomers
Sells a new product to noncustomers—
creates market for product

Sells to an identified list of accounts
Sells to the headquarters of a major,
named customer to secure vendor
approval for local selling efforts by
others

Sells a specific product/service or
application within a territory or to
assigned accounts

Sole owner of the buyer/account

Sells to new customers via referrals from
existing customers

No assigned territory, a.k.a.“daisy chain
selling”

Sells to existing customers’ renewal of an

existing contract

Sells from existing floor inventory
product (retail)

Sells product and services to
preidentified accounts—both inbound
and outbound sales efforts

Sells products and services to nonas-
signed accounts—both inbound and
outbound
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Telesales—Outbound Sells products and services to
nonassigned accounts on an outbound
basis only

Telesales—Inbound Up-sells and cross-sells on inbound sales
opportunities

Telesales—Renewal Outbound calls to customers with
expiring contracts for contract renewal
purposes
May call on former customers to
reestablish contract/service (win back

sellers)

Vertical/Industry Sells to a specific vertical or industrial
market

Win back Sells to former customers to win back

the departed customer

The cost of overselling customers. The state Public Utilities Com-
mission (PUC) fined a major telecommunication company millions
of dollars for unethical selling practices. Was the incentive plan the
cause? Service representatives at phone companies handle customer
requests _for new phone service, change in service, and billing issues.
The state PUC sets billing rates to ensure the phone company offers
quality service levels. Telephone companies can earn additional in-
come by selling enbanced services to customers such as call waiting,
an extra line, call forwarding, and long-distance services. U.S. bor-
der states are popular entry points for recent immigrants. When call-
ing for new phone service, these new immigrants—identified by their
accented Englishb—uwere targeted for packaged solutions loaded with
enhanced features at a bhigher cost. They were not offered the much
lower-priced basic service. The PUC identified the incentive plan as
the culprit. However, when examined, the incentive could only par-
tially explain the motivation behind this type of predatory selling. The
upside earning potential was only 5 percent of base salary, an
amount too modest to explain widespread overselling. On further in-
vestigation, the source of pressure to oversell customers was not the
incentive plan, but supervisors’ insistence on bitting the numbers.
The supervisors were under significant pressure to grow revenues.
Preferred Solution: Recharter the customer service model to meet

TLFeBOOK



52 Chapter Four

customer needs first. Retrain supervisors. Use other sales channels to
promote enhanced products other than overselling on inbound ser-
vice calls. (Of interest, it was employees—the service representatives—
who alerted the PUC about the abusive selling tactics that were being
Jfoisted on them by their supervisors.)

Indirect Sales Jobs

Indirect sellers work with sales channel partners and other third par-
ties who sell products to end users. Indirect sellers do not sell to end
users; the channel partner is responsible for the sale.

Channel end-user Works with end-user customers to
representative promote products that are purchased from
channel partners

Works with assigned channel partners

Channel representative Promotes products to channel partner,
who resells products to customers
Works with channel member sales
personnel of channel partners such as
value added resellers (VARS), retailers,
distributors, brokers, and independent
software vendors (ISV)
May also call on end users to help promote
channel partner sales

HQ sales-in (retail) Sells products to the headquarters of retail
chains

Influence seller Promotes products to influencers who

(missionary selling) can specify product purchase; examples of

such purchase influencers include
doctors, consultants, engineers, and
architects

In-store sales-out Works in retail outlets to place and/or
promote company products
Sometimes referred to as
merchandisers
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Jobber Restocks customer products at retail
locations
May promote product placement
Original equipment Sells products (e.g., components,
manufacturer (OEM) subsystems) to manufacturers that
seller incorporate into a final manufactured
product

Overlay Sales Jobs

Overlay sales jobs work in support of direct sales jobs and, occasion-
ally, indirect sales jobs to provide additional sales support to the
primary seller.

Application specialist An application specialist has an in-depth
knowledge of a specific application or family
of applications
Assists the assigned seller to help promote
the application to customers or channel
partners

Product specialist A product specialist has an in-depth
knowledge of a select product or family of
products
Assists the assigned seller to help promote
the product to customers or channel
partners

Service specialist A service specialist has an in-depth
knowledge of a select service or family of
services
Assists the assigned seller to help promote
the service to the customer or channel
partner

Vertical specialist A vertical specialist has an in-depth
knowledge of a specific industry or buyer
type
Assists assigned sellers to help promote the
company’s products or services to a specific
vertical/industry market
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Business Development

Chapter Four

A business development resource promotes the company’s products
and services to emerging market opportunities with customers or
channel partners. These individuals usually do not have sales goals
but are given management by objective (MBO)-type measures.

Alliance/Joint venture
specialist

Channel end-user
representative

New channel developer
New offering specialist

Establishes company’s alliance and joint
venture partnership efforts

May or may not manage ongoing
relationship

End-user channel representative calls on
end users to stimulate product sales but
refers sales opportunities to sanctioned
channel partners

Not dedicated to support any channel
partner

Recruits new channel partners

New offering specialist presents the
company’s product and service to
customers to test customer interest,
confirm the value proposition, and
identify the preferred market segments

Pre- and Post-Sales Support

Pre- and post-sales technical support are not considered sales person-
nel but are often an integral part of the selling effort. They have cus-
tomer contact and frequently influence the customer to act; however,
a direct or indirect salesperson owns the account and the pre- and
post-sales support person works at the salesperson’s direction.

Post-sales technical
support

Pre- and post-sales
technical support

Works with sales personnel to help install,

adopt, and implement the purchased
solution

Works with sales personnel on both pre-

and post-sales technical issues
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Pre-sales technical Works with sales personnel to facilitate
support the sales to customers
Provides technical support including
interpretation, need requirements, and
solution configuration

The above job inventory presents over 50 different sales jobs.We as-
sume there are more jobs than this. However, these are the most
prevalent and represent over 90 percent of all sellers. Each company
may provide a unique name for the job but regardless of the title, most
jobs can be matched based on their content to one of the job types
listed above.

Job Levels

Job levels reflect the gradation of impact, experience, and defined im-
portance of the job. The higher the level, the greater the expected
output of the incumbent and, correspondingly, the greater the target
total cash compensation for a job. Progression from one job level to
the next is a reward for individual performance. Level titles vary sig-
nificantly from industry to industry and company to company. For ex-
ample, the title of vice president might be given to high-level sales
personnel in the banking industry whereas a similar job might be
called a sales executive in a high-technology company. Normally, job
levels can be broken down into four generic levels:

1. Associate: A common title for an entry-level sales job is sales asso-
ciate. It denotes the lowest job level on the organization chart.

2. Representative: A sales representative is a fully trained salesperson
accountable for his or her actions and assigned responsibilities.

3. Senior representative: A senior sales representative is a seasoned
sales representative. He or she will most likely have the same job
content as a sales representative but will have proved him- or her-
self with demonstrated, sustained, productive performance over a
period of time. Often given more autonomy than a representative,
this position usually has the highest head count in a well-config-
ured sales department.
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4. Account executive: An account executive is the most senior sales
level requiring advanced selling and customer skills. The account
executive may act as an individual seller or coordinate (lead) the
efforts of other sellers too.

Each of the 50-plus jobs listed above could, conceivably, have all
four job levels, thus increasing the number of distinct sales and sales-
like jobs to over 200.

Job Design Errors

As mentioned ealier, sales compensation follows job design. One of
the challenges facing sales strategists is to design and deploy effec-
tive sales jobs. An effective sales job has focus, clarity of purpose,
and a clearly identified point of persuasion responsibility. While the
point of persuasion should be the primary focus, sometimes multiple
constraints often (and sometimes, correctly) compromise this singu-
lar focus.

= Costs: Although we would like to have sales personnel focus all
their time on selling activities and let others do the customer ser-
vice work, the cost to hire others to perform such nonselling tasks
may not be plausible. Therefore, the salesperson may find that
other customer-related tasks will displace selling time.

= Customer expectations: An unhappy customer is not inclined to
make additional purchases from a salesperson. Therefore, the sales-
person must shift from selling activities to customer service re-
sponsibilities in order to improve the customer’s current satisfac-
tion before returning to pure selling efforts.

= Product or service configuration: Sometimes the product or ser-
vice configuration precludes exclusive focus on selling. For exam-
ple, in some services, the seller is expected to also deliver the solu-
tion as in the case of custom training or consulting.

However, the best sales forces will continually adjust sales job
content to ensure that focus of the job is at the point of persuasion.
The following is a list of the four most common sales job design
errors:

TLFeBOOK



Why Job Content Drives Sales Compensation Design 57

» Sales Job Design Error 1:The Corrupted Sales: Sometimes referred
to as a contaminated sales job. Responsibilities of other depart-
ments have crept into the selling job, such as collections, marketing,
and customer service.

» Sales Job Design Error 2:The Blended Sales Job: Sales jobs function
best when they have a single focus. Focus occurs when the goals
are few and the cadence is uniform. Too many goals overwhelm
the focus of a sales job. This can occur when the seller is given sev-
eral selling tasks to undertake at one time: “Sell new business, sell
to existing customers, and work with channel partners.” Each of
these tasks is vital and warranted but when combined into the same
job, the result is a blended job with too many goals. Blended sales
jobs can also erode sales cadence—the rhythm of activity. Selling to
the major customer has a long cycle while selling to new, smaller
customers may have a very short sales cycle. In this case, the ca-
dences of the two sales jobs are at odds with each other, contribut-
ing to the blended job design error.

» Sales Job Design Error 3: Bandwidth Exceeded: Another job de-
sign error begins with good intentions but often produces a third
error in job design: too many products and too many dissimilar cus-
tomers for the salesperson to handle. Today’s electronic sales sup-
port has given sales forces more bandwidth but there is a limit to
the breadth of products and customers that a salesperson can man-
age. Overloading a sales job will cause the incumbents to start ig-
noring elements of the product and customer mix.

» Sales Job Design Error 4: Undetected Job Transformation: Al-
though not a true job design error, some jobs transform from an ini-
tial job to a new, different job. Same person, same sales territory,and
same accounts, but the first job (open new accounts) transforms
upon success into a second job (manage the base of business).
While this is a preferred business outcome, sometimes the mea-
surement and reward systems do not transform at the same time to
match the new, evolved job. The result is a misalignment between
job content selling tactics.

Sales management needs to rectify sales job design errors prior to
drafting sales compensation plans.
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Job Type Title LM'X and Measures
everage
Income Agent N/A Commission on all sales
Producers Independent Rep N/A Commission on all sales
Asset Manager 80/20, 2.5x Return on Sales
Geographic Rep 60/40, 3.5x All Sales
Direct Sales Major Account Rep 75/25, 3x Sales & Retention
Representatives | Telesales Inbound 80/20, 3x Up-sell, Cross-sell
Telesales Outbound 50/50, 3x New Sales
Vertical Rep 70/30, 3x Vertical Sales
Indirect Sales | Channel Rep 75/25, 3x Sales & Channel Balance
Representatives | OEM Seller 70/30, 3x New Placements
Overlay Application Specialist 80/20, 2.5x Sales & New Accounts
Specialist Product Specialist 80/20, 2.5x Sales & Rep Balance
Business Alliance Specialist 100/0 +25% New Alliances MBO
Development Channel End User 90/10, 2.5x Sell Through
Technical Presales Tech Support 90/10, 2.5x District Sales
Support Postsales Tech Support 100/0 +10% District Sales

Figure 4-4. Job Type and Pay Plan Design

Sales Compensation Practices by Job Types

Figure 4-4 provides examples of different pay mixes, leverages, and
measures by job type. These are sample illustrations of how sales job
content affects pay plans.

Summary

Our experience has shown that when sales compensation plans be-
come ineffective, it is usually because the plans attempt to fix a job
design mistake. In particular, be on the lookout for corrupted and
blended sales jobs. A sales compensation project always examines

job content for clarity and focus.
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Formula Types

At the core of every sales compensation plan is a formula that trans-
lates sales performance into income for the salesperson.This chapter
presents a comprehensive listing of the different types of sales com-
pensation formulas. All of these formulas are effective within a proper
context. In other words, they are neither good nor bad, but can be ef-
fective or ineffective depending on their application. We offer obser-
vations about each formula for your consideration.

lllustrating Formula Payouts with Sales
Compensation Formula Graphs

To facilitate our presentation of the incentive compensation formula
types, we will use a popular convention for presenting sales compen-
sation designs: the sales compensation formula graph.The sales com-
pensation formula graph provides a visual representation of the pay
formula. We will be able to present many different types of plans on
the formula graph. The basic construction of the formula graph is
shown in Figure 5-1.

Note: Compensation (pay) is always displayed on the vertical
(y axis) and sales performance is displayed on the horizontal (x axis)
in Figure 5-1.

Figure 5-2 provides notations with callouts printed on the formula
graph.The two callouts show the 1st and 2nd commission rates. From
a mathematical perspective, the commission rate is the slope, or the
relationship between compensation and performance.

Two Major Seller Categories

As described earlier, there are two major categories of sales jobs: in-
come producers and sales representatives. The underlying economic
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High
Compensation
Target
Low
Low Target High
Sales Production

Figure 5-1. Compensation Formula Graph

foundation differs from one to the other. Income producers share a
percent of the revenue, whereas sales representatives earn incentive
payments as a portion of a predetermined target earnings amount.
While both seller categories share many of the same mathematical for-
mula mechanics, the basis of pay is profoundly different. Income pro-
ducers have shared ownership of the sales results, regardless of earn-

High
2" Commission Rate
Compensation
Target
4——| 1* Commission Rate
Low

Low Target High

Sales Production

Figure 5-2. Compensation Formula Graph
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ing level, either low or high. Conversely, sales representatives earn a
portion of a target incentive amount. In this respect, the company’s
commitment and obligation are to the target earning opportunity and
not to a percent of the revenue. For sales representatives, manage-
ment determines what level of performance warrants what level of in-
centive pay.

Seller Category: Income Producers

In this section, we will examine the pay practices for income
producers.

We would expect the pay mechanics for income producers to be
relatively easy to present. In concept, income producer pay programs
are based on a simple premise: Income producers are “the business”
and they receive a share or portion of every sale.As a result, the pay
plan should be an easy-to-understand straight commission expressed
as a percent of sales production dollars. However, many variations of
income producer pay plans exist.

Income Producer Plans
We present the following income producer plan types:
Flat commission

Ramped commission

Residuals/Trailing/Back-end payouts

L

Pools

5. Multi-tier marketing

Income Producer Plan 1: Flat Commission

The flat commission schedule (see Figure 5-3) is the simplest of all
sales compensation formulas. The formula is stated as a percent of
sales dollar production or fixed payment for each unit sold. Here are
examples of flat commission plans:

Example 1: 6% commission paid for all sales dollars
Example 2: 25% commission paid on all gross margin dollars

Example 3: $10 commission paid for each unit sold

TLFeBOOK



62 Chapter Five

High

Compensation V\

Commission Rate
x% of Sales Production

Low

Low
Sales Production

Figure 5-3. Income Producer 1: Flat Commission

Note:In the example in Figure 5-3, the payment begins with the first
dollar or unit of sale. So, there is no threshold that must be reached be-
fore payments can begin, nor is there a cap or maximum payment ei-
ther. In this illustration, commission earnings are unlimited.

Observations

A flat commission, with no base salary, is a very powerful and focused
pay program. Expect the income producer sales force to look pri-
marily to the pay program for direction and focus.

Vocabulary Alert: Flat commission and straight commission are dif-
ferent.The term flat commission means a constant or unchanging rate.
Straight commission represents a different concept.The term straight
commission means no base salary, with all earnings achieved through
the sales compensation program. The following sentence correctly il-
lustrates this usage: The compensation program features a straight
commission with no base salary; the flat commission formula pays the
same rate on all sales production.
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High

2" Commission Rate
<+ y% of Sales Production

Compensation

1* Commission Rate
x% of Sales Production

Low

Low High
Sales Production

Figure 5-4. Income Producer 2: Ramped Commission—Progressive

Income Producer Plan 2: Ramped Commission

While the flat commission formula does not change, a ramped com-
mission schedule has more than one commission rate. If the second
commission rate is higher than the first, then the ramp is known as a
progressive ramp. Progressive ramps are also known as accelerators.

In Figure 5-4, we see that the commission rate increases after some
level of accomplishment is achieved, in this case, $1 million.The com-
mission formula for a ramped commission schedule is shown in Fig-
ure 5-5.

Observations

A progressive ramp commission formula improves the motivation of
a flat commission plan. Use this approach when more sales are diffi-
cult, but very desirable to the company.

Component Progre e Ramp Co 0 edule
Sales Commission
Commission Performance Rate
Rate 1% Commission Rate To $1M 6%
2" Commission Rate $1M and Over 8%

Figure 5-5. Progressive Ramp Commission Schedule
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Income Producer Plan 3: Residuals/Trailing/Back-End Payouts

For certain types of income producers, the full value of the transac-
tion is not realized at the time of sale. There are different examples of
this occurrence. For example, in some cases, revenue continues on an
annual basis such as with life insurance premiums. Figure 5-6 is an ex-
ample of a residual commission schedule used by the life insurance in-
dustry. The value of the recurring revenue has value on a declining ba-
sis, eventually providing no income to the salesperson by the fourth
year.

Because the seller is classified as an income producer, these future
earnings are usually assured unless abridged by the payment policy. In
some instances, there is a buyout provision to make payments on
these future earnings if the income producer should leave prior to re-
alization of these earnings.Trailing is another expression for residuals.

In other cases, the final value of the transaction is not fully recog-
nized until the disposition of an investment. Companies configure nu-
merous back-end payouts depending on their unique circumstances.
Back-end payouts are common in property and real estate develop-
ment when the true value of the deal is not realized until the invest-
ment and/or property is sold at some future date.As specified in con-
tract language, the income producer will earn a percent of profits
(normally) when the investment is sold, syndicated, liquidated, or
transferred.

Observations

Paying for future revenue or profits is the annuity element of income
producer plans.

Component Residual Commission Schedule

Insurance Premium Residuals
Portion of
Commission Year of Policy Annual Premium
Rate 1 100%
2 75%
3 25%
4 0%

Figure 5-6. Residual Commission Schedule
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Income Producer Plan 4: Pools

Use pool payments when a group of income producers work together
to realize shared income. Some traders (currency, bond, electrical
power, and many others) often work on a trading desk as part of a team.

A pool accumulates the earnings of the transactions executed by
the income producers.This block of money is then distributed at the
end of each performance period by a predefined formula or method-
ology as illustrated in Figure 5-7.

Some organizations use a hybrid individual and pool model. One hy-
brid approach features a commission paid to individuals for normal
transactions and the earnings for mega deals partially allocated to a
pool for distribution at the end of the performance period. Another
hybrid approach is to accumulate the pool based on performance, but
allow manager judgment of individual contribution to affect some or
all of the pool payout to participants.

Observations

Pools are not widely used except for certain trading and financial mar-
kets. Pools are not effective at driving (causing) team performance.
They are primarily a mechanism for sharing results.

Vocabulary Alert: Participation rate is a term often used for in-
come producers to define their share of the income. While this is the
same idea as a commission rate, the implicit sense of ownership is reaf-
firmed by the use of the phrase participation rate, implying a shared
ownership in the results—a concept consistent with incentive com-
pensation plans for income producers.

Component aders’ Poo

25% of all trading earnings are accumulated in the Traders’ Pool

Traders’
Pool Title Portion of Traders’ Pool
Sr. Traders 50%—divided equally
Traders 35%—divided equally

Trading Assistants 15%—divided equally

Figure 5-7. Traders’ Pool
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Income Producer Plan 5: Multi-Tier Marketing

Multi-tier marketing uses the concepts of overrides and pyramids in a
correct and positive fashion. Each person gets paid a commission on
sales. The real money is found in recruiting a distribution network
(pyramid) of people who sell products for which an override is paid.
The more sellers recruited, the more money earned through override
payments.

An override provides proportional payment to the supervisor. With
large distribution networks, several layers of sellers, supervisors, and
managers make payments from one level up to the next level.

Observations

Multi-tier marketers generally promote high energy and positive
thinking but normally absorb high turnover. Normally, several individ-
uals have the potential to earn substantial income by building effec-
tive distribution and/or recruitment networks. Seller costs are fully
variable but long-term commitment is fleeting.

Seller Category: Sales Representatives

In this section, we will examine numerous incentive formulas used for
sales representatives.

Without close examination, it’s easy to misclassify a sales represen-
tative as an income producer, and, therefore, provide an inappropriate
pay program.We estimate that sales representatives account for over 90
percent of all sellers, while the remaining 10 percent are income pro-
ducers.Again, here’s a brief definition of the two categories of sellers:

= [ncome producers: Income producers are sellers who control
(own) their accounts.The product they sell is usually a commodity
and is, therefore, undifferentiated. The value of the business is the
contacts and relationships of the seller with his or her customers.
Normally, an income producer arrives with a “book of business” and
if he or she departs, he or she takes over 80 percent of the business
with them. Income producers are paid a percent of the sales pro-
duction. Funding for the incentive comes from sales results. Com-
petitive market comparison is made by assessing percentage paid,
not by actual dollars earned.
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» Sales representatives: Sales representatives sell a unique offering of
the company.The value to the customer is the company’s products
and services and not the salesperson. Companies manage sales rep-
resentatives’ pay to a target incentive amount. For performance be-
low goal, the pay is less than the target incentive amount. For per-
formance above goal, the incentive payment is above the target
incentive amount.

Sales Representative or Marketing Representative? Some field
customer contact jobs appear to be those of sales representatives but
are, in fact, marketing jobs. If the field person is executing a brand
strategy such as providing product displays or training channel sales
personnel without any influencing role, then the job might be a mar-
keting job. Marketing jobs can be eligible for add-on incentives, but
normally not sales compensation.

Starting with a Target
Incentive Amount

When building a compensation program for income producers, we
start with a commission rate. When we build a sales compensation
program for sales representatives, we begin with a target incentive
amount. As an intended result, the pay of sales representatives’ earn-
ings are managed to an expected target incentive amount.

There are other significant implications when using a target incen-
tive:

» Earnings commitment: For income producers, the company com-
mits to the commission percentage. For sales representatives, the
company is making a commitment to the target earnings opportunity.

» Funding: Funding for income producers’ commissions comes from
revenue production. For sales representatives, incentive compensa-
tion is cross-funded by the plan participants. For sales representa-
tives, the target pay is reallocated among the participants with bet-
ter performers making more than the target incentive pay for the
job and less effective performers making less than the target incen-
tive pay.
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Calculation Engines: Commission
versus Bonus

There are many formula methods for calculating the sales compensa-
tion payments for sales representatives. These formula methods fall
into two major groupings: target incentive commission formula (TI-
Commission) and target incentive bonus formula (TI-Bonus). In both
cases, the construction of the incentive plan begins with identifying a
target incentive amount. Once the target incentive amount is selected,
a commission or bonus formula is identified to provide the calcula-
tion engine for the sales compensation payout. The differences be-
tween the TI-Commission and the TI-Bonus are described below.

A TI-Commission looks very much like the commission schedule
used for income producers. The incentive payment is expressed as a
percent of sales results or payment per unit. However, while the for-
mula constructs look almost identical to those used for income pro-
ducers, the underlying design assumptions are very different. For sales
representatives, each job title is assigned a target incentive amount.
Assuming that the territories are of equal potential,a commission rate
is calculated to ensure that the target incentive level of pay is earned
for the target level of expected performance. The formula for calcu-
lating a commission rate is as follows:

target incentive amount
target volume

X 100 = commission rate

Or, as an illustration:

$100,000

———— X 100 = 5% mmission rate
$2,000,000 3% commissio

For TI-Bonus plans, earnings are expressed as a percent of target in-
centive earnings for performance as compared to quota. Use the TI-
Bonus formula when territories are not of equal size but you wish to
provide similar earnings opportunities. Whether the territory is $1M
or $2M, $5M or $10M, accomplishment of sales objectives can be ex-
pressed as a percent of goal: 75 percent of goal, 100 percent of goal,
or 125 percent of goal, for example. In this manner, the formula ex-
presses payments as a percent of goal achieved and not as a percent
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Component Bonus Formula—Step-Based

Step-Based TI-Bonus Formula
Percent to Quota Percent of Target Incentive
Over 125% 150%
Bonus 110% to 124% 125%
Schedule 105% to 109% 110%
100% to 104% 100%
90% to 99% 75%
80% to 89% 50%
Below 80% 0%

Figure 5-8. Target Incentive Bonus Formula

of absolute dollars. The outcome of this approach is to provide simi-
lar earnings opportunities for dissimilar-sized territories. The TI-Bonus
formula manages payouts in relation to quota, regardless of the ab-
solute size of the territories. Figure 5-8 presents an example of the TI-
Bonus formula.

In this case, the TI-Bonus formula makes payouts regardless of ac-
tual size of the territory. For example, 100 percent of quota can differ
by employee, but the target incentive remains the same, thus equaliz-
ing the earning opportunities among territories.

Territory
Employee Actual dollar Percent quota Target incentive
A $1.5M 100% $35,000
B $1.75M 100% $35,000
C $1.25M 100% $35,000
D $3.0M 100% $35,000
E $2.58M 100% $35,000

In summary, use the TI-Commission formula when sales territories
have similar revenue opportunities. When sales territories do not
have equal revenue potential, then use the TI-Bonus formula. In
Chapter 6, we will learn how to calculate commission (and bonus)
schedules.
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Sales Representative Sample Plans

The following are sales representative TI-Commission sample plan
designs:

1. Flat Commission

2A. Ramped Commission—Progressive
2B. Ramped Commission—Regressive
2C. Ramped Commission—Hybrid

3A. Commission Plan with Base Salary
3B. Base Salary, Threshold, and Cap
4A.Variable Rate Plan

4B.Variable Table

4C. Point Schedule Variable Commission Plan
5A. Link Commission—Hurdle

5B. Link Commission—Multiplier

5C. Link Commission—Matrix

OA. Individual Commission Rates (ICRs)

6B. Stratified Commission Rates

Sales Representative TI-Commission:
1. Flat Commission

As presented for the income producer, the flat commission schedule
(see Figure 5-9) is the simplest sales compensation formula. However,
you must remember that the basis for the commission rate is a func-
tion of the target incentive divided by the target sales production.

There is no threshold and no cap.This formula type assumes that
territories have relatively equal potential. Often sales management
will realign territories or accounts to balance the potential. Use of a
TI-Commission becomes less plausible when the difference between
the smallest territory and the largest territory becomes greater by a
factor of 2x.

Figure 5-10 is an illustration of a TI-Commission formula (flat
commission).
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High
Compensation
V\ Commission Rate
Target x% of Sales Production
Low
Low Target High
Sales Production

Figure 5-9. Sales Rep: 1. Flat Commission

Component at Co o ed
Sales Commission
Commission Performance Rate
Rate Commission Rate All Sales 7%

Figure 5-10. Target Incentive Commission Formula (Flat Commission)

Observations

Straight commission plans (no base salary) are not common for sales
representatives, although sales management might use such a plan for
a high influence sales job where turnover is acceptable and full vari-
able costs are needed.

Sales Representative TI-Commission: 2A.
Ramped Commission—Progressive

Progressive ramp commission rates (see Figure 5-11) provide added
motivation for selling beyond target.In a progressive ramp, the second
rate is higher than the first rate. The new rate is only effective when
the target amount is reached and does not (should not) “retro-back” to
pay the previous sales volume at the new, higher rate.
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High
) 2" Commission Rate
Compensation y% of Sales Production

Target 1* Commission Rate

=] x% of Sales Production
Low
Low Target High

Sales Production

Figure 5-11. Sales Rep: 2A. Ramped Commission—Progressive

Figure 5-12 is an illustration of a ramped commission schedule. In
this example, we see that the commission rate increases from 6 to 8
percent. A predetermined level of accomplishment is achieved—in
this case $1.5M.

Component Progre e Ramp Co o ed
Sales Commission
Commission Performance Rate
Rate 1 Commission Rate To $1.5M 6%
2" Commission Rate Over $1.5M 8%

Figure 5-12. Progressive Ramp Commission Schedule

Observations

Most incentive formulas feature a progressive ramp.This approach re-
wards additional sales performance.

Sales Representative TI-Commission: 2B.
Ramped Commission—Regressive

In some instances, the commission rate declines at a predetermined
level. Sales representatives do not view regressive rates favorably.
However, in some instances the company needs to avoid excessive
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High

2" Commission Rate
z% of Sales Production

Compensation J

Target
Low
Low f Target High
1% Commission Rate Sales Production

x% of Sales Production

Figure 5-13. Sales Rep: 2B. Ramped Commission—Regressive

upside payments caused by either poor quota setting or unexpected
windfalls. Figure 5-13,a regressive ramp rate (a lower commission rate
than the first rate) serves this objective.

Figure 5-14 is an illustration of a regressive ramp commission
Schedule. In this example, we see that the commission rate decreases
from 7 to 5 percent. A predetermined level of accomplishment is
achieved—in this case $1M.

Component Regre e Ramp Co 0 ed
Sales Commission
Commission Performance Rate
Rate 1% Commission Rate To $2.0M 7%
2" Commission Rate Over $2.0M 5%

Figure 5-14. Regressive Ramp Commission Schedule

Observations

As with any regressive plan, not paying more for additional sales
seems demotivational, and from the salesperson’s perspective it is.
Yet, when conditions exist for exceptional earnings beyond the 3x or
comparative upside market rates, then the use of a regressive formula
becomes more practical. However, it does present a communication
challenge to sales management.
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Sales Representative TI-Commission: 2C.
Ramped Commission—Hybrid

In this hybrid example (see Figure 5-15), we see the use of both pro-
gressive and regressive ramps.

High
8" Commission Rate
2% of Sales Production
Compensation 2™ Commission Rate
y% of Sales Production
Target

Low 4

L N
High
1% Commission Rate Target
X% of Sales Production Sales Production

Figure 5-15. Sales Rep: 2C. Ramped Commission—Hybrid

Figure 5-16 is an illustration of a hybrid-progressive/regressive ramp
commission schedule.

Hybrid-Progressive/Regressive Ramp Commission Schedule

Component

Sales Commission

Commission Performance Rate
Rate 1% Commission Rate (x) To $2.5M 4%

2™ Commission Rate (y) $2.5M—$5.0M 7%

3" Commission Rate (z) Over $5.0M 5%

Figure 5-16. Hybrid-Progressive/Regressive Ramp Commission Schedule

Observations

The hybrid approach uses both the positive (progressive) and nega-
tive (regressive) motivation impact of ramps. It provides additional re-
wards for additional sales, but after reaching a predetermined point,
the commission rate declines.
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Sales Representative TI-Commission: 3A.
Commission Plan with Base Salary

Straight commission plans feature pay plans with no base salary. The
incentive formula provides all the earnings. Figure 5-17 illustrates
commission with a base salary. The sales representative earns a com-
mission on top of the base salary. The addition of target base salary
and target incentive for the job defines the total target cash compen-
sation assigned to the job.

High

Compensation
Target

Base Salary

Low Target High

Sales Production

Figure 5-17. Sales Rep: 3A. Commission Plan with Base Salary

Figure 5-18 is an illustration of base salary with a progressive ramp
commission schedule.

Component Base Sala Progre e Ramp Co 0 ed
Part 1: Base Salary/Year
Base Salary $55,000
Sales Commission
Part 2: Performance Rate
Commission 1% Commission Rate To $2.0M 4%
Rate 2" Commission Rate Over $2.0M 7%

Figure 5-18. Base Salary with Progressive Ramp Commission Schedule
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Sales Representative TI-Commission: 3B. Base
Salary, Threshold, and Cap

In Figure 5-19, we see the application of a threshold and a cap.We will
learn how and when to use thresholds and caps later in this chapter.

High

Compensation

Target

Base Salary T

|
v
Threshold I

Figure 5-19. Sales Rep: 3B. Commission with Threshold, Cap, and Base
Salary

$1.25M $2.5M $3.0M
Sales Production

Maximum (cap) I

Figure 5-20 is an illustration of base salary with a progressive ramp
commission schedule (with threshold and maximum).

Component Base Sala Progre e Ramp Co 0 ed
Part 1: Base Salary/Year
Base Salary $45,000
Sales Commission
Part 2: Performance Rate
Commission To Threshold $1.25 0%
Rate 1% Commission Rate $1.25M-$2.5M 7%
2" Commission Rate $2.5M over $3.0M 9%
Maximum Over $3.0M 0%

Figure 5-20. Base Salary with Progressive Ramp Commission Schedule

Observations

In addition to a base salary, this plan features a commission plan with
both a threshold and a maximum. There is no payment for perfor-
mance below threshold and no payment for performance above the
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maximum. While there are numerous reasons to use both thresholds
and caps, the following are the most common:

» Thresholds: The primary reason for using a threshold is to avoid pay-
ing an incentive more than once for the same sale, year after year. On-
going revenue from a previous sale should not be treated as an an-
nuity with continuous payments made into future years. In such
cases, the threshold is set at or above assured recurring revenue.
There are other reasons for using a threshold. First, some organiza-
tions believe the salesperson should earn his or her base salary before
an incentive is earned; therefore, the threshold is set at a number
equal to the equivalent commission earnings for like sales volume.
Second, some organizations want to motivate the salesperson to
achieve a minimum level of quota performance. The threshold en-
sures that performance is consistent with this objective. Finally, other
sales organizations simply use a threshold as a statement of manage-
ment intent of what is the minimal level of acceptable performance.

» Maximums: Maximums (or caps) have always been problematic for
sales organizations. Most sales forces view maximums as very de-
motivational. But companies use maximums for a number of rea-
sons.The most common reason is to preclude excessive earnings for
unexpected, large orders. Another reason caps are used is to offset
the uncertainty of excessive payments caused by poor quota set-
ting. Although sales management should avoid the use of maxi-
mums, their use is necessary in certain cases. Use caps when ex-
cessive sales are detrimental to the company’s production capacity,
or when sales personnel could achieve extraordinary sales results
through unscrupulous sales practices.

Sales Representative TI-Commission: 4A.
Variable Rate Plan

Variable commission plans provide different commission rates for
different objectives. The most common form of variable commis-
sion plan is to provide separate commission rates for different prod-
uct categories where certain products earn a high commission
rate and others do not. This variation in commission rates helps
guide sales representatives to the most preferred sales outcome.
Figure 5-21 is an example of a variable commission plan with two dif-
ferent commission rates by Products A and B.
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High “Product A” Commission Rate

x% of “Product A” Sales Production

I

Compensation \
/ “Product B” Commission Rate

2% of “Product B” Sales Production

Low

Low High
Sales Production

Figure 5-21. Sales Rep: 4A. Variable Rate Commission

In Figure 5-22, the two commission rates provide separate payouts
depending on the product.

Component ariable Rate Co 0 ed
Sales Commission
Commission Performance Rate
Rates Commission Rate “x” Product A 4%
Commission Rate “z” Product B 2%

Figure 5-22. Variable Rate Commission Schedule

Observations

Variable commission rates assume that sales personnel can influence
the customers’ buying preference among products.

Sales Representative TI-Commission: 4B.
Variable Table

The variable table (see Figure 5-23) provides another form of variable
commission program.The variable commission table changes the eco-
nomic value of each sales dollar prior to applying the appropriate
commission rate. In this manner, the dollar value of each sale is ad-
justed up or down depending on the sales category. For example, a
product category that has an adjustment factor of 50 percent would
treat the economic value of a $100,000 sale as $50,000.
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Component ariable Table Co 0 ed

Adjustment to sales dollars:
Adjustment Factor

Product ABC 50%
Product Product Blue 110%
Table Product Red 90%
All New Account Sales 125%

Commission rates applied to summation of the adjusted sales dollars.

L Performance Commission
Commission To Goal Rate
Rates 1 Commission Rate To 100% 6%
2" Commission Rate Above 100% 8%

Figure 5-23. Variable Table Commission Schedule

Observations

This approach, popular with product managers, allows for the fre-
quent fine-tuning of the sales compensation program to achieve
strategic objectives. Management can make adjustments to the table
values from one performance period to another.

Sales Representative TI-Commission: 4C. Point
Schedule Variable Commission Plan

Another variable adjustment method is the point schedule (see Figure
5-24).Again, like other variable adjustment methods, the point sched-
ule changes the economic value of each sale by awarding points

Component Variable Table Commission Schedule

Points awarded for each dollar sold:

Point Points/Dollar
Schedule Premium Products 15
Deluxe Products 10
Standard Products 5
Distributed Products 3

Summation of points times conversion rate. Each point equals:

Conversion
Rates Performance Conversion
To Goal Rate
1% Conversion Rate To 100% 25 Cents/pt
2" Conversion Rate Above 100% 35 Cents/pt

Figure 5-24. Point Schedule
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depending on strategic intent. The accumulated points are then con-
verted into dollars.

Observations

All variable adjustment methods share the same strengths and weak-
nesses. On the positive side, they allow the weighting of key products
or sales objectives.This provides a means for management to focus ef-
forts. It allows sales force discretion to sell what the customer needs,
yet helps promote products that are strategically important to the
company.The negative side of such systems is as follows:

= Such programs require a separate revenue recognition accounting
system, different than the real dollars the company earns.

= There is a tendency by sales personnel to “shop the plan” or look for
the right combination of market needs and their own sales profi-
ciency. This may or may not meet the company’s needs. Too many
choices tend to dilute the directional impact of value adjustment
programs.

About Link Designs

Link designs are one of the most advanced formula techniques avail-
able. Sometimes known as linkages, they tie incentive payouts to
performance on two or more measures. These linkages are not sim-
ply additive—as in the more you earn on any measure the more
you make. Instead, linkages provide both a positive impact on the up-
side of performance and a negative impact on the downside of
performance.
There are three types of link formulas:

» Hurdles: As with all linkages, hurdles link two or more measures. A
hurdle requires the salesperson to accomplish measure A before re-
alizing the beneficial payout related to measure B. For example, no
commission will be paid on product A unless the sales performance
for product B exceeds 50 percent of goal.

= Multipliers: Multipliers tie measures together in a mathematical for-
mula.The incentive value of the first measure is either increased or
decreased depending on the performance of the second measure.
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In this manner, the seller knows that the economic gain of the first
measure can be altered by performance on the second measure. For
example, the commission earnings from the core product will be
increased or decreased based on the percent to quota sales per-
formance on the second measure.

» Matrices: A matrix is another form of a link design. In a matrix, two
measures are featured on a grid of rows and columns.The better the
performer performs on both measures, the better the reward.

Linkages reward balanced sales efforts by rewarding the salesper-
son for achieving all sales objectives.

Sales Representative TI-Commission: 5A. Link
Commission—Hurdle
A sales compensation plan with a hurdle provides differentiated pay-

outs for a first measure depending on how well the seller performs on
a second measure (see Figure 5-25).

High

Compensation

Low

Commission Rate
Met Hurdle

S

Commission Rate
Did Not Make Hurdle

Low
Sales Production

High

Figure 5-25. Sales Rep: 5A. Link Commission—Hurdle
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Figure 5-26 illustrates a commission rate featuring a hurdle.

Component o 0 dle

Hurdle: Sales of Product XYZ must be at 80% of quota or higher for all revenue
to receive accelerated commission earning.

Hurdle Performance

Commission Below At or Above
Rate Hurdle Hurdle
Commission Rate 4% 6%

If hurdle is not met, the below hurdle commission rate of 4% is earned.

Figure 5-26. Link Commission with Hurdle

Observations

A hurdle provides focus to sales efforts. Outstanding performance
without meeting the hurdle has a significant downside impact. Like-
wise, achieving the hurdle has a significant positive upside impact.

Vocabulary Alert. While the two terms threshold and burdle sound
alike, they are not the same. A threshold is a minimum level of per-
formance for one measure that must be achieved before payments are
earned on that measure. A hurdle ties the payout of one measure to
performance accomplishment on a second measure. Here is an appli-
cation of these words: “You must meet the threshold of the quota be-
fore any payout can be earned.”“Your commission earnings on all sales
will be increased 10 percent if you meet or exceed the weighted aver-
age 35 percent gross margin bhurdle”

Sales Representative, Example 5B: Link Variable
Commission—Hurdle

Figure 5-27 is an example of a variable commission rate featuring a
hurdle. While the payout schedule is not capped, the upside commis-
sion rates are not available unless the hurdle is met.
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Component ariable Co 0 dle

Hurdle: All products must be at 75% of quota, before the second commission
Commission | rate can be earned on any product.

Rate
Product Categories
Digital Component Service
Products  Assemblies Contracts
1 Commission Rate 4% 2% 10%
2" Commission Rate 6% 3% 15%

Figure 5-27. Variable Commission Rate with Hurdle

Observations

Hurdles are easy to understand. One limitation is that they are like an
on/off switch. Either the sales representative reaches the hurdle or he
or she does not.

Sales Representative TI-Commission: 5B. Link
Commission—Multiplier

Like other linked techniques, a multiplier requires two or more mea-
sures (see Figure 5-28). A multiplier provides greater pay discrimi-
nation than a hurdle. The payout impact of the multiplier varies

Positive Impact of
Multiplier

High

Compensation

Negative Impact of
Multiplier

Low

Low High
Sales Production

Figure 5-28. Sales Rep: 5B. Link Commission—Multiplier
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given the performance range of the individual. A multiplier pro-
vides very clear direction on the importance of the first and second
measure.

Observations

As Figure 5-29 illustrates, the payout impact is both positive (did ex-
ceed goal on the second measure) and negative (did not exceed goal
on the second measure). Some organizations prefer to have only a
positive multiplier with no take-away of a negative deduction.

Measure 1: Performance Commission
Commission To Goal Rate
Rate 1% Commission Rate To 100% 7%
2" Commission Rate Above 100% 12%
Performance to Goal Multiplier of Measure 1
on 2" Measure Commission Earnings
Above 120% 130%
Measure 2: 110% to 119% 120%
Commission 105% to 109% 110%
Multiplier 100% to 104% 100%
95% to 99% 95%
90% to 94% 80%
80% to 89% 75%
Below 80% 50%

Figure 5-29. Link Commission—Multiplier

Sales Representative TI-Commission: 5C. Link
Commission—Matrix

The final link design is a matrix (see Figure 5-30). Matrices are used
when the company asks the salesperson to resolve two competing
objectives. For example: (1) grow revenue but (2) sell profitably; or
(1) retain existing customers but (2) add new customers; or (1) sell
the core business but (2) sell new products, too. Anytime you wish
the salesperson to reconcile competing objectives, a matrix is an ex-
cellent formula mechanic.
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Percentage of Sales Revenue Dollars/Month

Excellence 20 |30 (39|49 (59|67 |74 8290
18 |28 | 37 |47 |57 |63 |70 |77 |83
16 |25 |35 |45 |54 |60 |66 |71 |77
13|23 33|43 |52 |57 |61 |66 |70
Sales Volume Target 11 (21 |21 |40 |50 |63 |57 |60 |63
to Goal 08|17 | 25|33 |42 |45 |48 |52 |55
06 | 13|19 |26 |33 |37 |40 |43 |47
03|08 |14 |19 |25 |28 |32 |35|38
Threshold | 0.0 | .04 | .08 | 1.3 | 1.7 | 20 | 23 | 2.7 | 3.0

Threshold Target Excellence

Average Gross Margin to Goal

Figure 5-30. Sales Rep: 5C. Link Commission—Matrix

With a matrix, the salesperson—who in this case has pricing lati-
tude—needs to sell over target and with a high average gross margin
to be eligible for commission rates greater than 5 percent. Exceptional
performance on both measures (volume and average gross margin)
can provide a commission rate as high as 9 percent for all sales rev-
enue.

Note the following features of a matrix:

= The salesperson must resolve two conflicting measures—in this
case, sales volume versus profits.

= There is a double threshold at the low end.

= Average gross margin has a higher importance weighting in the ma-
trix than sales volume goal attainment. Average gross margin is
weighted 60 percent, and sales volume goal attainment is weighted
40 percent in the matrix.

= Target “quota” can be the same for all salespeople, assuming territo-
ries are of equal size and opportunity, or can vary by salesperson.

= Matrices are normally constructed with an odd number of rows and
columns to provide a middle cell for presenting target performance
and incentive rate. Most matrices are at least 9X9 and some are as
large as 15X15.
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Observations

Matrices are ideally suited to provide rewards when there are two
competing measures. Because of matrices’ visual displays, salespeople
readily understand how their performance impacts their pay.

Hurting profits by rewarding profits. Senior management was
perplexed to learn that the gross profit measure in the incentive plan
actually hurt profits. Distribution companies sell what others manu-
Sfacture. Multiline wholesalers purchase products from numerous
manufacturers, bring them into inventory, and sell to the local mar-
ket. The key measure of sales success is gross margin dollars—sales
price less loaded cost of goods. Management correctly provided sales
personnel with pricing flexibility to meet competitive pressures. To re-
ward high sales with bigh pricing, management structured the in-
centive plan to pay a flat commission rate on all gross margin dol-
lars. Unfortunately, it had the unintended consequence of reducing
pricing. Why? Rather than keep prices high and risk losing the sale,
sales personnel would reduce pricing to save the order. A commission
on a few gross margin dollars is better than a commission on no
gross margin dollars. Preferred Solution: Create a payout schedule
that pays a bigher commission rate on gross margin dollars for or-
ders with higher gross margin percent.

Providing Equal Earning Opportunities
When Territories Are Dissimilar in Size

Individual Commission Rate

As noted earlier, commission formula pays an established rate for sales
production (for example, revenue, gross margins, or units sold). The
commission schedule is constant for all sales personnel in the same
position. (Individual quotas may affect access to different ramp levels,
but, for the most part, payments are similar for similar levels of sales
production.) Target incentive commission plans require territories to
have similar sales potential. Sales organizations use account assign-
ment and reassignment to keep territories balanced.

Organizations with the latitude to make account changes can easily
keep earnings comparable by equalizing the sales-loading among sales
personnel through account reassignments. This is not a preferred
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practice for income producers, but in the case of sales representa-
tives, managing territory size through account assignments ensures
that target incentive pay opportunities remain comparable among
sales personnel. However, in many instances, it’s not plausible to reas-
sign accounts. In these cases, the movement of accounts is disruptive
to customers and sales personnel. Simple geographic realities do not
always allow for reassignment to other sales personnel.

As territory size becomes more dissimilar, the use of commission
programs becomes more problematic.The eventual solution is the use
of a bonus formula method that pays a percent of target incentive as
a percent of quota accomplishment. Prior to adopting a bonus for-
mula, two methods can extend the utility of commission rates: indi-
vidual commission rates and sales force stratification.

Sales Representative TI-Commission: 6A.
Individual Commission Rates

An individual commission rate (ICR) provides each person with his or
her own commission rate.The purpose of ICRs is to manage payouts
to a similar target incentive amount even though territories are dis-
similar in size.

Sales management creates an ICR for each salesperson by dividing
that person’s target incentive amount (which may be unique for him
or her) by the unique quota sales volume expected for the territory.

Figure 5-31 illustrates how to calculate ICR.

Calculating Individual Commission Rate (ICR)
Indwnldgal Target Incentive %100 =ICR
Individual Sales Quota
For example:

Sales Representative A ICR M x100=2.4%
$2,500,000

Sales Representative B ICR _$58,000 x100 =3.05%
$1,900,000

Figure 5-31. Individual Commission Rate Calculation

TLFeBOOK



88 Chapter Five

In this manner, sales management assigns an individual ICR to each
salesperson.
Figure 5-32 is the incentive plan for ICR.

Component R Co 0 ed
Quota Commission
Commission Performance Rate
Rates 1% Commission Rate 0-100% ICR%
2" Commission Rate Over 100% ICR% x 1.5

Figure 5-32. ICR Commission Schedule

An interesting variation on this design is to provide an ICR for each
salesperson up to quota. But once past quota, all sales personnel in
the same job get the same commission rate. This hybrid model (see
Figure 5-33) helps to equalize dissimilar-sized territories up to quota
performance. But once above quota, dissimilar-sized territories now
pay out according to actual performance, and pay opportunity is not
equalized by using an ICR.

Component R and Co on Rate brid
Quota Commission
Commission Performance Rate
Rates 1% Commission Rate 0-100% ICR%
2" Commission Rate Over 100% 7%

Figure 5-33. ICR and Commission Rate—Hybrid Model

ICR-Commission or Bonus? An ICR has all the outward appear-
ances of a commission payment for each occurrence. However, it ac-
complishes what a bonus formula does—equalizing the earning op-
portunity regardless of the size of the territory.

Observations

ICR provides a transition formula technique between commission and
bonus formulas. Most companies eventually adopt a commission plan
after several years with an ICR program.
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Sales Representative TI-Commission: 6B.
Stratified Commission Rates

This final commission technique for sales representatives is not really
a unique commission formula, but, instead, a method to use commis-
sion plans for a stratified sales organization.

Sales force stratification segments customers into categories such
as size and/or potential. For example, the larger opportunities are
placed in global accounts, mid-sized accounts are grouped into major
accounts, and the remaining smaller accounts are grouped by geo-
graphic territories and may be labeled as general business.

Stratification groups sales territories by size. From a sales compen-
sation perspective, this configuration supports the use of commission
plans because territories of like size are grouped in the same category.
Each job category has its own commission rate correctly sized to the
volume opportunity and target incentive opportunity for that cate-
gory. Figure 5-34 shows that the larger territories have lower com-
mission rates than the smaller territories. However, the volumes are
much larger, assuring a higher payout for the large territories, even
though the effective commission rate is lower.

Component 0 on Rates b a ed Sale eq
Below Equal & Above
Commission Quota Quota
Rates
Global Account Executives 1.5% 2.0%
Major Account Managers 3.0% 4.5%
Territory Sales Representatives 6.0% 8.5%

Figure 5-34. Commission Rates by Stratified Sales Segments

Observations

Stratification can provide the right type of payouts, but defending the
lower rates for higher positions will require continual explanation.

Bonus Formula

As we have seen, commission pay plans provide an absolute rate for
sales production. Bonus formula techniques, on the other hand, pay
for relative performance against a percent of quota attainment. In this
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manner, actual sales production is translated to a percent of quota ac-
complishment and the payout rate is expressed as a function of this
performance to goal percent.

Figure 5-35 illustrates how bonus formula equalizes earning oppor-
tunities.

Incentive Payment at

Territories Sales Volume 100% to Quota
Territory A $4,500,000 $40,000
Territory B $2,300,000 $40,000
Territory C $9,300,000 $40,000

Figure 5-35. Bonus Formula Technique Example

A bonus formula allows sales management to pay for sales results as
a percent of quota rather than a percent of actual sales production.
There are numerous reasons for doing this, but the most compelling
reason is that actual sales volume production does not always equate
to sales efforts. For example, the size of large territories may be a func-
tion of account buying patterns rather than the persuasive selling
skills of the salesperson.

To equalize earning opportunities and to be considered a bonus for-
mula, the following must be present:

= A target incentive earning amount, such as a flat dollar amount, per-
cent of base salary, percent of total target compensation, or percent
of a pool of monies

= A quota
= An incentive formula expressed as a portion of the target incentive

amount for percent accomplishment of target quota

In all the examples that follow, sales production is expressed as a
percent of 100 percent to quota and not actual dollar, margin, or unit
sales as illustrated in Figure 5-36.
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Compensation

High

Bonus Formula

Target
Expressed as x% of Sales Production I

Low

3 .
Low Target-100% High
Percent of Sales Production

Figure 5-36. Bonus Formula: Expressed as Performance to 100% of Goal

Sales Representative TI-Bonus sample plan designs that will be de-
scribed include:

7.

8.
9A.
9B.
9C.
10.
11.

Bonus Formula—Step

Bonus Formula—Rate

Link Bonus—Hurdle

Link Bonus—Multiplier

Link Bonus—Matrix

Bonus with Drop-In Commission

Management by Objective (MBO)/Key Sales Objective (KSO)
Plan

Sales Representative: 7 Bonus Formula—Step

The most common bonus application is the step bonus formula (see
Figure 5-37). Higher earnings, expressed as a percent of the target
incentive, are provided for higher percent performance to quota on a
step basis.
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High —
Compensation
Target
Low
Low Target-100% High
Percent of Sales Production

Figure 5-37. Sales Rep: 7. Step-Based Bonus

This step bonus formula (see Figure 5-38) has a threshold and a cap.
There is no interpretation between steps. Performance between steps
pays the rate of the lower step.

Component Bo 0 3 ep
Part 1: Annual Base Salary
Base Salary $65,000

Bonus paid as a percent of base salary:

Part 2:
Bonus Sales Performance Bonus: % of
Schedule Percent to Goal Base Salary
150% and over 105%
125% to 149% 85%
110% to 124% 65%
105% to 109% 50%
100% to 104% 35%
90% to 99% 15%
80% to 89% 5%
Below 80% 0

Figure 5-38. Step Bonus Formula

Figure 5-39 is the same structure but uses target incentive instead
of base salary as the payout basis.
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Component Bo 0 2 ep
Part 1: Annual Target Incentive
Base Salary $22,750

Bonus paid as a percent of target incentive:

Part 2:
Bonus Sales Performance Bonus: % of
Schedule Percent to Goal Target Incentive
150% and over 300%
125% to 149% 245%
110% to 124% 185%
105% to 109% 142%
100% to 104% 100%
90% to 99% 45%
80% to 89% 15%
Below 80% 0

Figure 5-39. Step Bonus Formula Using Target Incentive

In both step bonus formulas presented, the payout amounts are very
similar. The only change is the basis used for the target incentive—base
salary is used in the first example and target incentive is used in the sec-
ond example. Both approaches are effective. One elevates the impor-
tance of the base salary, while the other ignores the base salary and
places significant emphasis on the target incentive amount. When using
the target incentive amount, the dollars can be equal for all sales per-
sonnel in the same job or can vary based on sales management’s value
of the territory and contribution of the salesperson.

Observations

A step bonus formula is a popular means to equalize territories and
provide varying payouts based on quota performance. The use of
steps usually occurs when the performance range is wide and quota-
setting confidence is moderate.

Sales Representative: 8. Bonus Formula—Rate

Use a bonus formula rate (see Figures 5-40 to 5-42) to eliminate the
cap and gaps in payout steps, which are both prominent features of
the step bonus formula.
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High
2™ Bonus Rate
<4— 2% of target incentive per 1% of quota
Compensation I
Target foinsss :
: 1% Bonus Rate
1% of target incentive per 1% of quota
Low
0% 100% 160%
Target

Percent of Sales Production

Figure 5-40. Sales Rep: 8. Bonus Formula—Rate

Component Bo 0 a—Rate
Part 1: Annual Target Incentive
Target $25,000

Incentive

Bonus paid as a percent of target incentive:

Part 2:
Bonus Bonus Payout Rate
Rate Below Quota Each 1 percent of quota, 1% of target incentive

At or Above Quota Each 1 percent of quota, 2% of target incentive

Figure 5-41. Bonus Formula Rate

Figure 5-42 illustrates the payout for the formula presented in
Figure 5-41 for three levels of performance: 50%, 100%, and 125%.

Sales Result Payout Calculation
50% $12,500 50% x $25,000 = $12,500
o 100% $25,000 100% x $25,000 = $25,000
o 125% $37,500 (100% x $25,000) + (2% x 25 x $25,000) = $37,500

Figure 5-42. Sample Bonus Payouts for Bonus Formula—Rate
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The bonus formula rate allows for payment over the full range of
quota performance.

Observations

A bonus formula rate has the positive benefits of an uncapped plan
similar to a commission program. However, it does require a two-step
calculation to arrive at the incentive earning.

Bonus Linked Designs

Bonus plans can use the same linkage methods as commission plans,
such as hurdles, multipliers, and matrices.

Sales Representative: 9A. Link Bonus—Hurdle

Bonus plans can use hurdles to tie two or more performance mea-
sures together. As illustrated in Figure 5-43, the retention rate of cur-
rent customers acts as a hurdle affecting the bonus payout schedule.

Component Bo dle
Part 1: Salary Range/Year
Base Salary Minimum Midpoint Maximum
$56,000 $70,000 $84,000
Bonus paid as a percent of midpoint:
Sales Performance Bonus: % of
Percent to Goal Base Salary
115% and over 75%
X 110% to 114% 55%
Pan2: 105% to 109% 40%
Schedule 100% to 104% 25%
90% to 99% 20%
80% to 89% 15%
Below 80% 0

Hurdle: No incentive can be earned past 100% of goal unless the retention rate
is greater than 80% of last year’s sales revenue from existing customers.

Figure 5-43. Link Bonus with Hurdle

Observations

The hurdle in Figure 5-43 imposes a significant punitive treatment for
not surpassing 80 percent of revenue retention. No additional pay can
be earned past 100 percent of goal.
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Sales Representative: 9B. Link Bonus—Multiplier

In Figure 5-44, a bonus rate formula gains a product mix multiplier to
help reward cross-selling of products.

Component Bo o R p
Part 1: Annual Target Incentive
Target $25,000
Incentive
Bonus paid as a percent of target incentive:
Part 2:
Bonus Bonus Payout Rate
Rate Below Quota Each 1 percent of quota, 1% of target incentive
At or Above Quota Each 1 percent of quota, 2% of target incentive
Product mix multiplier is applied to the Bonus Rate payout:
Part 3:
Multiplier Number of Product Mix
Products Multiplier Times
Reaching Goal Bonus Payout
50f5 120%
40f5 110%
3of5 100%
20f5 90%
1of5 75%

Figure 5-44. Link Bonus Formula Rate with Multiplier

Observations

Using a product mix multiplier with both upside opportunity and
downside risk notifies the salesperson that cross-selling or achieving
product mix goals is very important.

Sales Representative: 9C. Link Bonus—Matrix

A bonus matrix, like a commission matrix, features two competing ob-
jectives. In Figure 5-45, the two measures are sales volume and price
realization. Price realization is a measure of how close to list price the
salesperson sells the product.The use of this measure is appropriate
when the salesperson has some degree of pricing authority.
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Percent of Quarterly Target Incentive

80.0 | 98.3 | 116.7 | 135.0 | 153.3 | 190.0 | 226.7 | 263.3 | 300.0
Excellence ["g67 | 85.0 | 103.3 | 121.7 | 140.0 | 169.6 | 199.2 | 228.8 | 258.3
533 | 71.7 | 90.0 | 108.3 | 126.7 | 149.2 | 171.7 | 194.2 | 216.7
400 | 58.3 | 76.7 | 95.0 | 113.3 | 128.8 | 1442 | 159.6 | 175.0
Sales Volume Target |20/ | 450 | 633 | 817 [ 10001083 | 1167 | 1250 1333
%toTarget  100% | 200 | 34.8 | 49.6 | 64.4 | 79.2 | 875 | 958 | 104.2 | 1125
133 | 246 | 35.8 | 471 | 58.3 | 66.7 | 750 | 83.3 | 91.7
67 | 144 | 221 | 29.8 | 37.5 | 458 | 542 | 625 | 70.8
00 | 42 | 83 | 125 | 16,7 | 250 | 33.3 | 41.7 | 50.0

Threshold
Threshold Target-100% Excellence

Price Realization
% to Target

Figure 5-45. 9C. Matrix Bonus Formula

Observations

In the bonus matrix illustrated in Figure 5-45, we see that sales vol-
ume has a higher incentive weighting than price realization.This de-
sign has a double threshold and a double cap at the top end. The
salesperson cannot earn greater than 300 percent of his or her target
incentive.

Sales Representative: 10. Bonus with
Drop-In Commission

Sometimes sales management will need the use of a hybrid bonus and
commission plan (see Figure 5-46). An example is the drop-in com-
mission rate. This technique uses a bonus formula to reward quota
performance, but provides a drop-in commission rate to recognize
and reward larger sales territories.

Observations

The reason this technique is called a drop-in is that it provides addi-
tional sales rewards for a defined range—in this case, starting at
$2,000,000 and terminating at $5,000,000.
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Component Bo 0 0 brid
Part 1: Base Salary/Year
Base Salary $65,000
Part 2: Bonus paid as a percent of base salary:
Bonus
Schedule Sales Performance Bonus: % of
Percent to Goal Base Salary
150% and over 105%
125% to 149% 85%
110% to 124% 65%
105% to 109% 50%
100% to 104% 35%
90% to 99% 15%
80% to 89% 5%
Below 80% 0
Part 3: Drop-in Commission Rate (per Net Sales Revenue)
Drop-in
Commission Sales Volume Between
Rate $2,000,000 and $5,000,000
Drop-in Commission Rate 1.5%

Figure 5-46. Hybrid Bonus and Commission Plan

Sales Representative: 11. Management by
Objective/Key Sales Objective

In some instances, sales management needs to create unique incen-
tive objectives for individual sales personnel. The use of a Manage-
ment by Objectives (MBO) component provides the flexibility to craft
unique measures per salesperson. Although MBOs have a long his-
tory in the corporate environment, the sales force has recently
adapted the MBO concept for sales situations. Key Sales Objectives
(KSOs) provide a handy framework for sales executives to develop in-
centive payouts tied to individual performance.

Here are some of the design considerations when creating a KSO
program:

Balance KSOs by not letting any single measure be worth more than
50 percent and not less than 10 percent

Limit KSO measures to five or fewer

Select measures that impact sales results and are quantitative

Provide KSO visibility through a database accessible by senior sales
management
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= Require two levels of supervisor review before final KSO objectives
are established and payouts are made

= Require two levels of supervisor review for any modifications dur-
ing the program period

A preferred method is to use a point system to assign and calculate
the KSO values and payout scores (see Figure 5-47). One method is to
create a 200-point maximum scoring scheme with 100 being consid-
ered par, or expected performance. The KSO worksheet can divide up
the value of the points depending on the weighting of the KSO per-
formance measures.

KSO Commitments and Scoring Sheet
Elements #1 #2 #3 #4 #5 Total
Pre- Target
Factor New Packaged | Discount Cancelled | Customer
Customers | Solutions Rate Orders HQ Visits
. 7 over 15 Signed 8% <5% 5/Qrtr
Corqmﬂment $500K in Contracts
Objectives
Sales
Weighting 20% 25% 25% 15% 15%
Point Value (A) 20 pts 25 pts 25 pts 15 pts 15 pts
Performance to 110% 120% 85% 75% 50%
Goal (B)
Performance 22 30 21.25 11.25 7.5 92
Point Value
AxB=
Performance
Comments
Authorization Date:

Figure 5-47. KSO Commitments and Scoring Sheet

Figure 5-48 illustrates the conversion of points to dollars.

Observations

The target incentive amount can vary by salesperson. The KSO pro-
gram is capped, which is a normal feature of KSO plans. Most KSOs
are set quarterly, semiannually, or annually.
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Component KSO Point Payout Schedule
Target KSO Target Incentive
Incentive $5,000

Percent of Target

KSO Points Incentive
Payout 175 - 200 150%
Schedule 150 - 174 125%
125 - 149 110%
105 - 125 105%
95 -104 100%
75-94 75%
50 -74 25%
below 50 0

Figure 5-48. KSO Point Payout Schedule

Formulas for Sales Teams

Many sales organizations need to provide sales support to customers
using a team approach. Sales team members contribute to the suc-
cessful sale of products, services, and solutions to the customer.
There are two types of sales teams: Dedicated Sales Teams and Op-
portunity Sales Teams.

Below are three examples of team formulas:

12A. Dedicated Sales Team—Specialist Model
12B. Dedicated Sales Team—Collaborative Model
12C. Opportunity Sales Team—Event Awards

13. Base Salary Step Plan

Dedicated Sales Teams

Dedicated sales teams have members that are permanently assigned
to a work team. A dedicated sales team is typically led by a senior
sales representative such as an account executive. Depending on the
sales coverage model, the team may include the following personnel:
additional sales representatives, technical presales support, contract
management, fulfillment administration, installation personnel, and
customer service. Several incentive formula types support dedicated
sales team efforts.
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Sales Representative: 12A. Dedicated Sales
Team—Specialist Model

A dedicated sales team has full-time members. A dedicated sales team
can exhibit varying degrees of “team-ing-ness.” The specialist model is
the least team-centric sales model. The leader of the sales unit, the ac-
count executive, orchestrates team efforts through the assignment of
duties to team specialists. Each specialist contributes to the final sales
results by performing his or her assigned duties.This type of team fea-
tures a classic command-and-control model consistent with typical
types of hierarchical work units.The incentive plan for the team mem-
bers is illustrated in Figure 5-49.

Jobs Incentive Elements Weighting

Account Executive Total Account Sales Volume* 60%
Account Profitability 25%
Individual KSOs 15%

Sales Representatives Total Account Sales Volume* 45%
Assigned Unit Sales Volume 40%

Individual KSOs 15%
Presales Support Total Account Sales Volume* 75%
Individual KSOs 25%
Customer Service Total Account Sales Volume* 75%
Individual KSOs 25%

*Shared goal among all team specialists

Figure 5-49. Sales Team: 12A. Individual Specialists

In Figure 5-49, each team member shares at least one team measure:
total account sales. While each person has his or her own incentive
plan, by sharing a common goal, the program provides support to a
team goal.

Sales Representative: 12B. Dedicated Sales
Team—Collaborative Model

The collaborative team model as illustrated in Figure 5-50 uses joint
decision-making and work content sharing to achieve a shared goal.
These collaborative sales teams see team members as co-equals. The
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Component ea eduleCollabora
Base Salary Range
P . Minimum Midpoint Maximum
art 1: . e o
Base Salary Account Executlve: $ $XX, XXX $XX,XXX $XX,XXX
Range Sales Representatives $XX, XXX $XX,XXX $XX,XXX
Presales Support $XX, XXX $XX, XXX $XX, XXX
Customer Service $XX, XXX $XX, XXX $XX,XXX
Annual Sales Team Award
Percent of Base Salary Midpoint
30|39 |48 |56 |65 | 74]83]91]100
26 | 35|44 |53 |61|69]|76]84] 91
23|31 |40 |49 |58 |64|70]| 76| 83
Sales 19 | 28 |36 | 45|54 |59 |64 69| 74
Volume Target | 15 | 24 | 33 | 4150 |54 |58 |61 ]| 65
Part 2: 0 0 0 0 | 41|45 |49 |53 | 56
Annual Sales 0 0 0 0 33 |36 |40 | 44| 48
Team Award 0 0 0 0 |24 |28|31]|35]| 39
0 0 0 0 [15]19 ]| 23|26 ]| 30
Target

Figure 5-50. 12B. Collaborative Team Model

appropriate sales compensation program supports this management
model by providing the same reward structure that applies to all team
members.

Observations

All team members share in the same team award.This shared matrix
approach supports a preferred collaborative management approach.
If desired, to achieve absolute egalitarianism, configure the matrix
with actual dollars so that payouts are equal regardless of job
assignment.

Opportunity Sales Team

Many sales teams are assembled to meet emerging customer-buying
opportunities. These teams are not permanent, but temporarily con-
figured to prepare a customer proposal and to present the company’s
complete value proposition. Normally, the specialists assigned to
these teams participate in a gainsharing plan or other corporate team
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program, or simply are paid a base salary with annual merit adjust-
ments. Select companies, however, like to provide an award to these
individuals for assisting with a sales effort. Often, these pay plans are
add-on spot awards.

Sales Representative: 12C. Opportunity Sales
Team—Event Awards

A common payout method for opportunity teams is an event award
paid at the time of a significant event such as a contract signing as
shown in Figure 5-51.

Paid at Contract Acceptance

Contract Value
$2M — $5M | $5M —15M >$15M
Presales Support $100 $150 $250
Specialist
Contracts Specialist $75 $125 $175
Service Coordinator $75 $125 $175
Installation Specialist $50 $75 $100

Figure 5-51. Sales Team: 12C. Team Incentive Awards

Observations

These nominal rewards provide recognition for sales support during
the sales process. The account executive and sales personnel would
be on a normal sales compensation program.

Using Base Salary Only

In most cases, sales compensation—the use of variable pay tied to
sales results—is the primary means to reward sales personnel. How-
ever, some sales departments do not wish to use variable compensa-
tion to recognize sales results. The base salary program provides some
latitude for recognizing sales results.
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The merit pay system provides one means to recognize sales re-
sults. The annual increase program can be calibrated to reward those
with higher sales results. Another method is to provide pay steps for
sustained sales performance.

Sales Representative: 13. Base Salary Step Plan

In a base salary step plan, higher levels of base salary are available for
those who sustain a predetermined sales level. In the simplest model,
as illustrated in Figure 5-52, the base salary for the new year is estab-
lished by sales performance in the previous year.

Component Base Sala ep Pay Pla
Last Year This Year
Salary Steps Sales Performance Base Salary Amount
Below $1M $65,000
$1M-$3M $70,000
$3M-$5M $95,000
Over $5M $110,000

Figure 5-52. 13. Base Salary Step Plan

Observations

Varying the base salary depending on the previous year’s perfor-
mance provides a good reward to excel. Unfortunately, for these
models to work effectively, base pay must be reduced if the level of
sales performance drops into a lower category. This event will most
likely trigger significant terminations. For some professional service
firms, sales results are rewarded with promotions and eventual part-
nership without the use of sales compensation.

Summary

While the list of incentive formulas in this chapter seems extensive
and complete, it actually only represents the building blocks of incen-
tive formula design. The combination of these different components
gives the full palette of choices.The number of configurations is almost
unlimited. However, limiting the number of performance measures to
three or fewer precludes the occurrence of overly complex designs.
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Formula Construction

Sales compensation formula construction is all about mathematics.
Fortunately, it’s not very complex and is easily mastered. First, we will
examine the fundamentals of constructing sales compensation for-
mulas. Then, we will examine the economics of sales compensation
for income producers. Finally, we will examine how to build target in-
centive commission and bonus formulas for sales representatives.

Fundamentals of Sales
Compensation Formulas

compensation

= payout rate
performance by

The payout rate is calculated by dividing the compensation amount
by the performance amount.

Using our payout graph (see Figure 6-1), we see the target com-
pensation is $100,000 and the expected performance is $2,000,000.

$300,000

Compensation
Target $100,000

5%
apn

Y $2,000,000 $4,500,000

“B” Target

Sales Production

Figure 6-1. Flat Commission—Formula Graph
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The formula to calculate the payout rate (also known as the slope
in the math world) is to simply divide the pay by the performance, or
A divided by B, presented as a calculation:

A compensation
B performance

= payout rate (slope)

Here is the formula expressed as numbers:

$100,000

22 X 100 = 5%
$2,000,000

Multiply by 100 to move the decimal point to change the resulting
division outcome from .05 to 5% for notation purposes.

The flat commission schedule (see Figure 6-2) displays the sales
compensation plan when published for sales personnel.

Component at Co 0 ed
Sales Commission
Commission Performance Rate
Rate All Sales 5%

Figure 6-2. Flat Commission Schedule

As illustrated in Figure 6-3, to calculate a second (progressive or re-
gressive) payout rate, simply replicate the same calculation for the
new upside pay opportunity and expected upside performance
range.

The second payout rate is calculated using the same formula model.
Because the first payout rate of 5% paid $100,000 for the first per-
formance range of $2,000,000, eliminate these numbers from the
equation when calculating the second payout rate.

C compensation
D performance

= payout rate

Or, the actual numbers:

$300,000 — $100,000
$4,500,000 — $2,000,000

X 100 = 8%
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$300,000

TN

8%

| “C” = $200,000

Compensation
$100,000

“D” = $2.5M

$2,000,000 $4.500.000
Sales Production

Figure 6-3. Straight Commission 2nd Rate—Formula Graph

The subtractions of $100,000 of target pay and $2,000,000 for tar-
get performance leaves the following division of upside compensa-
tion divided by upside performance:

$200,000

2R X 100 = 8%
$2,500,000

The incentive plan pays 5 cents for every dollar of sales up to and
including $2,000,000 and 8 cents for every dollar over $2,000,000 in
sales. Figure 6-4 displays this commission schedule.

Component Progre e Ramp Co o ed
Sales Commission
Commission Performance Rate
Rate 1! Commission Rate To $2M 5%
2" Commission Rate Over $2M 8%

Figure 6-4. Progressive Ramp Commission Schedule

For sales efforts that achieve $2,000,000 in sales, the payout is
$100,000. For those sellers who close $4,500,000 in business, the
sales compensation program will pay $300,000.
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We will use this same fundamental formula calculation method
when we construct compensation formulas for income producers
and sales representatives including both TI-Commission and TI-Bonus
formulas.

The Economics of Income Producers

The sales compensation plans for income producers should be sim-
ple: a fixed commission rate (flat) for all sales revenue. In some in-
dustries, the commission rate for income producers is so well estab-
lished that few in sales management would even presume to question
the rate, let alone alter it. Senior management simply accepts the rate
for the income producers as a known constant built right into busi-
ness planning assumptions of the company’s financial model. How-
ever, like any economic statement, market forces have an ongoing in-
fluence on the development and refinement of income producer
commission rates. No one should assume that commission rates are
constant and cannot be changed.

As we examined earlier, income producers are independent sellers
who have access to customers.Their economic value is their ability to
reach and influence buyers. Companies pay for this access by paying
a commission for sales results. Most income producers’ pay plans fea-
ture a flat (unchanging) commission rate. It’s not unusual for the in-
come producer to be a nonpayroll employee paid as a contract
worker or separate business entity. Regardless of the legal relation-
ship, there is a rational basis for setting and evaluating the commission
rates paid to income producers.

Income producer commission rates vary by industry. While this is
not an exact science, the trend is clear. Industries with high volumes
per income producer tend to have lower commission rates, and
industries with lower volumes per producer tend to have higher
commission rates. Management should constantly examine the ex-
pected volumes to determine if the commission rates are still effec-
tive, too high, or too low. In Figure 6-5 we see that commission rates
differ by industry depending on the expected volume per income
producer.
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20%

15%
Income
Producer
Commission
Rate
(Percent of
Sales Dollars)

10%

5%

1.5%

Industry “A”
Commission Rate = 10%

Industry “B”
Commission Rate = 5%

Low

High

Average Volume Sold by Income Producer

15%

12%

| Direct Sales Force Cost I

Figure 6-5. Commission Rates for Income Producers Vary by Sales Volume

Mfg. Rep Cost

Cost of the /
Sales 9% | “Switching Point” I |
Coverage
0% k
3%
Low High

Total Sales Volume

Figure 6-6. Cost of Sales for Income Producers versus Direct Sales Force

For one type of income producer—the independent manufacturer
representatives—the loss of the product line is a major, ongoing con-
cern. A company has the option of replacing the independent reps
with an in-house dedicated sales force. When this occurs, this is
known as “taking the line direct” At a certain point, it may make more
economic sense to terminate the independent reps and hire a com-
pany sales force. As shown in Figure 6-6, a financial analysis of the
“switching point” will identify when it’s better to use one sales cov-
erage model versus another.
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As the overall volume of the line increases, it becomes more eco-
nomically feasible to hire a direct sales force, particularly for large,
ongoing purchases.This, of course, assumes that the direct sales force
can establish buyer relationships and successfully displace the inde-
pendent (income producer) reps. To calculate the switching point
correctly, include both direct and indirect costs. Don’t forget to add
loss of sales during the changeover as a cost factor, too.

For some industries, historic commission rates seem to remain con-
stant. In parts of the United States, the commission rate for residential
real estate is 6 percent of the house sale price.The actual commission
rate paid to the agent who sells your house is 1.5 percent.Three per-
cent is assigned to the listing broker and 3 percent is assigned to the
selling broker.The listing broker and the agent split the 3 percent, so
the agent’s actual commission rate is 1.5 percent of the sales price.

Certain electronic component segments pay a flat 10 percent to
the manufacturer reps for all sales. Mass reach apparel can pay as low
as 2 percent, whereas specialty apparel can pay as high as 15 percent.
However, practices do vary from these norms and what the market
will bear allows for a give and take in actual commission rates.

Most industries that maintain a constant income producer commis-
sion rate exhibit one of two traits: Either the market segment is very
stable (food brokers) or employment levels vary greatly with market
swings such as in real estate and stock brokerage.

Advanced Thinking about Income
Producer Commission Rates

We suggest that companies consider the following adjustments to the
traditional flat commission formula for income producers when pre-
sented with the following conditions:

= [ncrease commission rates if the income producer is instrumen-
tal in adding substantial incremental growth. Reward the eco-
nomic contribution of the income producers when they singularly
drive new revenue growth. Provide a progressive commission rate
for these new dollars.A progressive ramp commission schedule mo-
tivates additional sales, recognizes contribution, and helps con-
tribute to seller loyalty. Figure 6-7 is an illustration of a progressive
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Component Progressive Ramp Participation Rate

Commission Rate to Agency Varies by Product, Between 5% and 10%.
Commission Split

Seller
Participation Performance Seller Agency
Rate 1% Participation Rate To $5M 20% 80%
2" Participation Rate $5M-$7.5M 22% 78%
Over $7.5M 25% 75%

3" Participation Rate

Figure 6-7. Progressive Ramp Participation Rate

participation rate for an income producer. The agency (employer)
gets a commission for selling a product line, in this case, 5 to 10 per-
cent of the sale price.The principal of the agency then in turn splits
this with the sellers who work for the agency.This split is known as

the participation rate.

Figure 6-8 is the method used to calculate the participation rate.

$163,125

) 25%

Compensation
$116,250

$75,000

$375,000 $562,500 $750,000

Agency Earnings
Average Commission = 7.5%

Figure 6-8. Progressive Ramp Rate—Calculation Participation Rate

Figure 69 presents the formula for calculating the participation
(share of the agency’s commissions).
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Participation Rate Schedule

Avg. Agency Target Payment Percent
Agency Commission to Participation
Commissions 7.5% of Actual Revenue | Income Producer Rate
$5,000,000 $375,000 $75,000 20%
$7,500,000 $562,500 $116,250 22%
$10,000,000 $750,000 $163,125 25%

Figure 6-9. Participation Rate Schedule

The first participation rate is calculated as follows:

$75,000

X 100 = 20%
$375,000
The second participation rate is calculated as follows:

$116,250 — $75,000
$562,500 — $375,000

X 100 = 22%

The third participation rate is calculated as follows:

$163,125 — $116,250
$750,000 — $562,000

X 100 = 25%

Increasing the participation rate from 20 to 22 to 25 percent re-
cognizance, in this case, is the pivotal role of the salesperson in se-
curing additional business.

m Decrease commission rates as volume increases when income
producer is incidental to added growth. While a regressive com-
mission rate schedule may be motivationally challenging, in situa-
tions where additional sales volume (bluebirds) is not caused by ex-
ceptional sales efforts, then using regressive commission rates is
appropriate.

= Reduce sales compensation credits for recurring revenue. Review
crediting practices for recurring revenue. If the income producer is
instrumental in maintaining and reselling the recurring revenue,
then include all recurring revenue in incentive calculations. If re-
curring revenue is inherent in the original sale and does not require
hands-on attention by the salesperson, reduce or discount recurring
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revenue. Consider terminating, after a period of time, the revenue
credit on recurring revenue if the income producer’s influence is
inconsequential.

» Establish a tierved producer program. A tiered program provides
different categories of commission participation depending on lev-
els of performance, investment, certification, and exclusivity, for ex-
ample, Platinum, Gold, and Silver, or I, II, and III. Tiered programs al-
low differentiated commission treatment.

Unlimited earnings—means just that: unlimited. The president
of a privately held investment company was dismayed to learn that
the top salesperson was to earn incentive payments five times what
was expected. What was he to do? After years of lackluster perfor-
mance, a new management team was brought in to revitalize the
commercial real estate unit. With an uncapped incentive plan, the
new team produced sales results in excess of any conceivable level.
Now, faced with making payments far in excess of intended levels,
what should the president do? Preferred Solution: First, pay the in-
centive owed. A good lawyer will have no trouble in convincing a
Jjudge that the company is in breach of contract if it fails to pay. Sec-
ond, redo the compensation plan to manage upside earnings. For ex-
ample, use a regressive commission rate above a high sales level, or
cap the earnings on any one order or account.

Constructing Sales
Representative Formula

We use the same basic mathematical formula to construct a compensa-
tion formula for sales representatives that we use for income producers.

compensation

= payout rate
performance bay

Again, compensation (the target payout amount) is divided by the
performance (the preferred performance to earn the target compen-
sation) to determine payout rate—whether a commission or bonus
formula.
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Follow these 10 steps to construct any sales representative sales
compensation formula:

w Step 1. Identify target total cash compensation (TTCC): Begin by
identifying the target total cash compensation for the job. This
amount equals the preferred earnings levels (base plus incentive
payment) for achieving expected results. This amount varies from
one company to another. Some organizations follow labor market
practices very closely, while others rely on internal equity. Often the
amount reflects a balance of competing objectives: market rates, in-
ternal equity, cost, future objectives, and past practices. While TTCC
represents a single number for a job, the actual target pay levels for
specific individuals will most likely vary due to differences in base
salary, or even a pay range allowing for variance in the target incen-
tive amount.

» Step 2. Determine the pay mix of the plan: The pay mix is the split
of the target total cash compensation into two components, a base
salary and a target incentive amount.The more prominent (influen-
tial) the salesperson in the buying decision of the customer, the
lower the base salary. The mix is expressed as a split of 100 percent
(for example, 60/40, 70/30).

» Step 3. Establish the pay leverage of the plan: The leverage of the
plan provides the target upside outstanding earning amount for
achieving exceptional sales. The leverage is expressed as a multi-
plier of the target incentive. The most common leverage is “3x.”
That is, three times the target incentive (added back to the
base salary) defines the outstanding pay level for excellent per-
formance.

» Step 4. Calculate range of pay opportunities: The pay opportuni-
ties reflect the application of the company’s target total cash com-
pensation, mix, and leverage. Figure 6-10 illustrates that a TTCC of
$100,000 with a mix of 50/50 and a leverage of 3x would provide
the following pay opportunities:

Minimum pay (base salary) $50,000
Target total cash compensation $100,000
Outstanding pay * $200,000

*($100,000 X 0.5 X 3) + $50,000 = $200,000
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Compensation

Target Total
Cash

Outstanding $200,000

$100,000

Base Salary  $50,000 T

$100,000

3x

Opportunities

!

1
Mix Leverage

Figure 6-10. Range of Pay Opportunities

» Step 5. Identify and weigh performance measures: Performance

measures give meaning to the sales compensation program. Perfor-

mance measures are unique to the company and the job.The right

performance measures will support a company’s current sales ob-
jectives. Select three or fewer performance measures for the sales
compensation plan.Weigh the performance measures depending on
their respective importance (see Figure 6-11). Allocate target
($50,000) and outstanding incentive dollars ($100,000), depending
on these weightings.

Performance Measures and Weights

Target Sales Volume Profits Product Mix
Dollars (50%) (25%) (25%)
Minimum
Incentive Pay $o $o $o $0
Target
Incentive Pay $50,000 $25,000 $12,500 $12,500
Outstanding
Incentive Pay $100,000 $50,000 $50,500 $50,500
Over Base
Total $150,000 $75,000 $37,500 $37,500
Outstanding

Figure 6-11. Performance Measures and Weights
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= Step 6. Confirm quota difficulty distribution: Make sure that quota
difficulty achieves a quota distribution of a predefined percent of the
sales personnel who will perform at or better than quota perfor-
mance, and a percent that will perform below quota (see Figure 6-12).

Sales Personnel
Expected
Distribution

30% to

| 60% to

dl
o

10%
or Less

v

10%
or Less

|
Threshold

[
Target

Quota Range

Excellence

Figure 6-12. Quota Distribution

m Step 7. Set performance expectations: Set performance expectations
for each performance measure: threshold, target, and excellence
(see Figure 6-13).The summation of the performance expectations
for all sales jobs should equal the business forecast.

Performance Expectations ‘

Performance . New
Sales Volume Profits Products
Threshold $1,750,000 $500,000 $250,000
Target $3,000,000 $1,000,000 $500,000
Excellence $4,500,000 $1,500,000 $750,000

Figure 6-13. Performance Expectations

= Step 8. Assign pay expectations with performance expectations:
Each performance level is assigned a payout amount (see Figure 6-14).
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Pay and Performance Amounts

Sales Volume Profits New Products
Volume Pay Volume Pay Volume Pay
Minimum | $1,750,000 0 $500,000 0 $250,000 0

Target | $3,000,000 | $25,000 | $1,000,000 | $12,500 $500,000 $12,500
Outstanding | $4,000,000 | $50,000 | $1,500,000 | $25,500 $750,000 $25,000

Figure 6-14. Pay and Performance Amounts

m Step 9. Calculate the incentive formula for each performance mea-
sure: The incentive formula for each measure can now be calcu-
lated. Again, we use the simple formula:

compensation

= payout rate
performance bay

Sales Volume Commission Rates:

1st commission rate:Threshold to target

$25,000
$3,000,000 — $1,750,000

X 100 = 2%

2nd commission rate:Target to excellence

$50,000
$4,000,000 — $3,000,000

X 100 = 5%
Profit Commission Rates:
1st commission rate:Threshold to target

$12,500
$1,000,000 — $500,000

X 100 = 2.5%

2nd commission rate:Target to excellence

$25,000 X 100 = 5.0%
$1,500,000 — $1,000,000
New Product Commission Rates:
1st commission rate:
$12,500 X 100 = 5%

$500,000 — $250,000
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2nd commission rate:

$50,000
$750,000 — $500,000

X 100 = 10%

» Step 10. Publish incentive formula: Now the incentive formula can
be published for the sales personnel (see Figure 6-15).

Component Commission Program—3 Measures
Base Salary $0—(Straight Commission)
Sales Commission
Sales Volume Production Rate
Commission To Threshold 0-$1,750,000 0%
Rate Threshold to Target $1,750,001-$3,000,000 2%
Over Target Over $3,000,000 5%
Profit Commission
Profit Production Rate
Commission To Threshold 0-$500,000 0%
Rate Threshold to Target $500,001-$1,000,000 2.5%
Over Target Over $1,000,000 5%
New Sales Commission
New Product Production Rate
Commission To Threshold 0-$250,000 0%
Rate Threshold to Target $250,001-$500,000 2%
Over Target Over $500,000 5%

Figure 6-15. Commission Program

Formula Construction Worksheets

The following worksheets present a uniform method for constructing
a compensation formula.These worksheets are the most popular sales
compensation formulas:

Progressive ramp commission with base salary
Commission program with a multiplier and base salary
Bonus formula with steps

Bonus formula rate

MRS

Bonus formula matrix
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Worksheet 1: Progressive Ramp Commission
with Base Salary

This sales compensation formula pays commission on all sales (see Fig-
ures 6-16 and 6-17).The commission rate has a progressive ramp and is
uncapped.There is no threshold. Performance is 100 percent of sales vol-
ume.The plan provides a single base salary level for all job incumbents.

119

Steps Formula Parameters
1 Total Target $95,000
Compensation
2 Pay Mix 70/30
3 Leverage 3x
4 Pay Base Salary: $66,500 ($95,000 x .70 = $66,500)
Opportunities | 15156t Incentive: $28,500 ($95,000 x .30 = $28,500)
Outstanding Pay: $152,000 ($28,500 x 3 + $66,500 = $152,000)
5 Measures and Sales Volume: 100%
Weights
6 Quota Meet/Exceed Target:  60%—70%
Distribution Below Target: 30%—40%
7 Performance Threshold: $0
Expectations | 5rget Performance:  $1,000,000
Excellence: $2,000,000
8 Assign Pay Performance Levels Pay Opportunities
Opportunities | thregnold:  $0 $66,500 (Base Salary)
to Performance )
Expectations Target: $1,000,000 $28,500 (Target Pay)
Excellence: $2,000,000 $57,000 (Outstanding Pay)
9 Calculate
Formula 1% Commission Rate
—$28’500 x100=2.85%
$3,000,000
2" Commission Rate
$152,000—$95,000 <100=5.7%
2,000,000-$1,000,000
10 | Publish
Formula Sales Volume Commission
Production Rate
0-1,000,0000 2.85%
Over 1,000,000 5.70%

Figure 6-16. Worksheet #1—Progressive ramp commission with base salary
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$152,000

Compensation

$95,000

$66,500

$1,000,000 $2,000,000
Sales Production

Figure 6-17. Progressive Ramp Commission with Base Salary
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Worksheet 2: Commission Program with a
Multiplier and Base Salary

This sales compensation plan has a base salary range and a commission
on all sales, with no threshold (see Figure 6-18).There are two measures:
sales volume and gross margin. Gross margin is a linked multiplier meas-
ure that increases or decreases the value of the sales volume commission
based on gross margin performance. Sales volume is weighted 70 per-
cent in the plan; gross margin is weighted 30 percent.

Steps

Formula Parameters

1 Total Target $60,000
Compensation
2 Pay Mix 75/25
3 Leverage 3x
4 Pay Base Salary Range
Opportunities Minimum: $36,000 ($45,000 x .80 = $36,000)
Midpoint: $45,000 ($60,000 x .75 = $45,000)
Maximum: $54,000 ($45,000 x 1.2 = $54,000)
Target Base Salary: $45,000 (75% of $60,000)
Target Incentive: $15,000 (25% of $60,000)
Outstanding Pay: $90,000 (($15,000 x 3 + $45,000)= $90,000)
5 Measures and Sales Volume: 70% $10,500 ($15,000 x .70= $10,500)
Weights Gross Margin Percent: 30% $ 4,500 ($15,000 x .30 = $4,500)
6 Quota Meet/Exceed Target:  60%—70%
Distribution Below Target: 30%—40%
7 Performance Performance Range
Expectations Gross Margin
Revenue Percent
Threshold: $0 23%
Target Performance: $750,000 26%
Excellence Performance: $1,500,000 31%
8 Assign Pay Total Pay Opportunity
Opportunities Components Cumulative
to Performance | T eshold: $45,000 (Base Salary) $45,000
Expectations .o
Target Incentive: $15,000 $60,000
Excellence: $30,000 (Outstanding Pay) $90,000
Pay Components by Performance Measure
Sales Volume Gross Margin
Result Pay Result Multiple
Threshold: 0 0 23%  (%$4,500)*
Target: $750,000 $15,000 26% $0
Excellence: $1,500,000 $21,000 31%  $9,000
*$4,500 is potential monies at risk for performing between 23% and
26% gross margin. Amount to be deducted from sales volume
commission dollars.

Figure 6-18. Worksheet #2—Commission program with a multiplier and
base salary
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9 Calculate
Formula

Sales Volume Commission Rates

1%t Commission Rate
$15,000

————x100=2.0%
$750,000

2" Commission Rate

$21,000—$15,000

—————————x100=3.6%
$1,000,000—$750,000
thus,
89000 150-3.6%
$250,000
Multiplier

To calculate the multiplier, determine the percent available for each
percent of gross margin achieved:

The take-away multiplier for below-target performance:

($4,500)/$15,000

=(.1
26 —23 10

The additive multiplier rate for each percent of gross margin
performance for above-target performance:

$9,000/$21,000 — 086
31-26

The schedule for the multiplier is as follows:

Gross Multiplier of
Margin Rate Commission Dollars
23% (.10%) 70%
24% (.10%) 80%
25% (.10%) 90%
26% 0% 100%
27% 0.086 108.6%
28% 0.086 117.2%
29% 0.086 125.8%
30% 0.086 134.4%
31% 0.086 143.0%

Figure 6-18. (Continued)
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10 Publish
Formula

Base Salary Range:
Minimum Midpoint
$36,0000 $45,000

Sales Volume Commission Formula

Sales Volume
Production
0-$750,000
$750,001-$1,000,000
Over $1,000,000

Maximum
$54,0000

Commission
Rate

0%

2.0%

3.6%

Gross Margin Multiplier (Percent of Commission Dollars)

Gross Margin  Multiplier

23% 70%
24% 80%
25% 90%

26 % 100%
27% 108.6%
28% 117.2%
29% 125.8%
30% 134.4%
31% 143.0%

Figure 6-18. (Continued)
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Worksheet 3: Bonus Formula with Steps

Worksheet 3 (see Figure 6-19) shows how to calculate a bonus for-
mula with steps, a base salary, and a performance threshold.

1 Total Target $100,000
Compensation
2 Pay Mix 75/25
3 Leverage 3x
4 Pay Base Salary Range
Opportunities Minimum: $60,000 ($75,000 x .8 = $60,000)
Midpoint: $75,000 ($100,000 x .75 = $75,000)
Maximum: $90,000 ($75,000 x 1.2 = $90,000)
Target Base Salary: $75,000 ($100,000 x .75 = $75,000)
Target Incentive: $25,000 ($100,000 x .25 = $25,000)
Outstanding Pay: 150,000 ($25,000 x 3 + $75,000 = $150,000)
5 Measures and Sales Volume: 100%
Weights
6 Quota Meet/Exceed Target:  60%—70%
Distribution Below Target: 30%—40%
7 Performance Performance Range
Expectations Percent to Goal
Revenue
Threshold: 50%
Target Performance: 100%
Excellence Performance: 130%
8 Assign Pay Total Pay Opportunity
Opportunities
to Perfor_mance Components Cumulative
Expectations | 1 o ool4: $75,000 (base salary) $75,000
Target Incentive: $25,000 $100,000
Excellence: $50,000 (outstanding Pay)  $150,000
Pay Compensation By Performance Measure
Sales Volume
Result* Pay
Minimum: 60% $5,000
Target: 100% $25,000
Outstanding:  130% $50,000
*Sales results are expressed as a percent of quota performance

Figure 6-19. Worksheet #3: Bonus Formula with Steps
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10

Calculate
Formula

Publish
Formula

Bonus Formula Payout Steps
Calculate payout in four steps of 10% increments.
Express payout as a percent of target incentive ($25,000)

To calculate the bonus formula steps, determine the value of each step
for below-quota performance and then for above-quota performance.

Below-quota performance: Calculate the steps for below target
performance:

($25,000)/$25,000 _
(100-50//10

Above-quota performance: Calculate the steps for above target
performance.

(140-100)/10

The schedule for the steps is as follows:

Percent Percent of
Quota Rate TargetIncentive
50% .0 0%
60% .20 20%
70% .20 40%
80% .20 60%
90% .20 80%
100% .20 100.0%
110% .50 150.0%
120% .50 200.0%
130% .50 250.0%
140% .50 300.0%

Base Salary Range

Minimum Midpoint Maximum
$60,0000 $75,000 $90,0000

Bonus Steps
Paid as a percent of target incentive

Percent to Percent of
Quota Target Incentive
50% 0%
60% 20%
70% 40%
80% 60%
90% 80%
100% 100.0%
110% 150.0%
120% 200.0%
130% 250.0%
140% 300.0%

Figure 6-19. (Continued)
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Worksheet 4: Bonus Formula Rate

This bonus formula rate (see Figures 6-20 and 6-21) provides payouts
for each percent of quota performance.The plan has a base salary and
a performance threshold. Bonus rate is expressed as a percent of
salary range midpoint. Use bonus formula rate when performance
range is narrow and each percent of quota is significant. As a bonus
formula, dissimilar-sized territories are “made equal” for compensation
purposes by tying payouts to percent of quota performance, regard-
less of actual quota volume.

Steps

Formula Parameters

Opportunities
to Performance
Expectations

1 Total Target $80,000
Compensation
2 Pay Mix 80/20
3 Leverage 3x
4 Pay Base Salary Range
Opportunities Minimum: $51,200 ($64,000 x .8 = $51,200)
Midpoint: $64,000 ($80,000 x .8 = $64,000)
Maximum: $78,000 ($64,000 x 1.2 = $78,000)
Target Base Salary: $64,000 ($80,000 x .80 = $64,000)
Target Incentive: $16,000 ($80,000 x .20 = $16,000)
Outstanding Pay: $112,000 ($16,000 x 3 + $64,000 = $112,000)
5 Measures and Sales Volume: 100%
Weights
6 Quota Meet/Exceed Target:  60%—70%
Distribution Below Target: 30%—40%
7 Performance Performance Range
Expectations Percent to Goal
Revenue
Threshold: 75%
Target Performance: 100%
Excellence Performance: 125%
8 Assign Pay Total Pay Opportunity

Components Cumulative
Threshold: $64,000 (Base Salary) $64,000
Target Incentive: $16,000 $80,000
Excellence: $32,000 (Outstanding Pay) $112,000

Pay Compensation by Performance Measure

Sales Volume

Result* Pay
Minimum: 75% $0
Target: 100% $16,000
Outstanding: 125% $48,000

*Sales results are expressed as a percent of quota performance

Figure 6-20. Worksheet #4: Bonus Formula Rate
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9 Calculate Bonus Formula Payout Rate
Formula

Express payout as a percent of salary range midpoint ($64,000)

To calculate the bonus formula rate, determine the value of each
percent for below-quota performance and then for above-quota
performance.

Below-Quota Performance. Calculate the payout rate for below-target
performance:

($80,000 —$64,000)/$64,000
(100—75)

x100=1%

Above-Quota Performance. Calculate the above-quota performance
payout rate:

($112,000—$80,000)/$64,000

x100=2%
(125-100)
10 Publish Base Salary Range
Formula Minimum Midpoint Maximum
$60,000 $75,000 $90,000
Bonus Rate
For Each Pay a
Percent to Percent of
Quota Base Midpoint

0-74% 0

75 - 100% 1%
Over 100% 2%

Figure 6-20. (Continued)

$112,000

2™ Bonus Rate
<4—| 2% of Base Midpoint per 1% of quota

Compensation

$80,000 1° Bonus Rate
<4—— | 1% of Base Midpoint per 1% of quota
$64,000
75% 100% 125%
Target

Percent of Sales

Figure 6-21. Bonus Formula Rate

TLFeBOOK



128

Chapter Six

Worksheet 5: Bonus Formula Matrix

Use a bonus formula matrix when territories are dissimilar in size and
the salesperson must resolve objectives on two competing measures

(see Figure 6-22).

Steps

Formula Parameters

1 Total Target $120,000
Compensation
2 Pay Mix 70/30
3 Leverage 3x
4 Pay Base Salary Range
Opportunities Minimum: $67,200 ($84,000 x .8 = $67,200)
Midpoint: $84,000 (120,000 x .7 = $84,000)
Maximum: $100,800 ($84,000 x 1.2 = $100,800)
Target Base Salary: $84,000 ($120,000 x .7 = $84,000)
Target Incentive: $36,000 ($120,000 x .3 = $36,000)
Outstanding Pay: $192,000 ($36,000 x 3 + $84,000)
5 Measures and Sales Volume: 50%
Weights Price Realization: 50%
6 Quota Meet/Exceed Target:  60%—70%
Distribution Below Target: 30%—40%
7 Performance Performance Range
Expectations Percent to Goal Price
Revenue Realization
Threshold: 60% 92%
Target Performance: 100% 100%
Excellence Performance: 140% 108%
8 Assign Pay Total Pay Opportunity
Opportunities
to Performance Components Cumulative
Expectations | 1 o5161q: $84,000 (Base Salary) $84,000
Target Incentive: $36,000 $36,000
Excellence: $72,000 (Outstanding Pay) $192,000

Pay Compensation by Performance Measure

Sales Volume Price Realization

Result* Pay Result Pay
Minimum: 60% $0 92% 0
Target: 100% $18,000 100% $18,000
Outstanding:  125% $36,000 110% $36,000

*Sales results are expressed as a percent of quota performance

Figure 6-22. Worksheet #5: Bonus Formula Matrix

TLFeBOOK



Formula Construction

129

9 Calculate
Formula

Bonus Formula Matrix
Establish the number of rows and columns

9 rows by 9 columns
Determine “penalty” for achieving one goal without achieving the other:

40% loss of target bonus for revenue and price realization
Set the corners

-
N
o

—
(o5
o

—
N
o

—_
—_
o

—
o
o

Sales
Volume

2REIS|
o O |10 O

Fill in the diagonals

140
130
2
1

—
o

—
o

e
o
o

2RI
o 1O 1O 1O

Complete the matrix

-
S
[S)

—_
(o]
o

—
N
o

-y
—
o

—_
o
o

2RI
o O |10 O

60 300
100

0 60
92 94 96 98 100 102 104 106 108

Price Realization
60 300

70 250
80 200
90 150
100
75 90
50 80
25 70

0 60
92 94 96 98 100 102 104 106 108
60 | 90 | 120 | 150 | 180 | 210 | 240 | 270 | 300
50 | 70 | 100 | 130 | 160 | 190 | 220 | 250 | 270
40 | 60 | 80 | 110|140 | 175 | 200 | 220 | 240
30 | 50 | 70 | 90 | 120|150 | 175|190 | 210
20 | 40 | 60 | 80 | 100|120 | 140 | 160 | 180
15 | 35 | 55 | 75 | 80 | 90 | 110|130 | 150
10 [ 30 | 50 | 55 | 60 | 70 | 80 | 100 | 120
5 125|300 | 35|40 | 50| 60| 70 | 90
0 5 10| 15|20 | 30 | 40 | 50 | 60
92 94 96 98 100 102 104 106 108

(features geometric progression)

Figure 6-22. (Continued)
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Or, calculate bonus matrix with nonlinear slopes

Price Realization
(% to Quota)

140 60 | 80 | 100 | 120 | 140 | 180 | 220 | 260 | 300
130 50 | 70 | 90 | 110 | 130 [162.5| 195 [227.5| 260
120 40 | 60 | 80 | 100|120 | 145|170 | 195 | 220
110 30 | 50 | 70 | 90 | 110 [127.5]| 145 [162.5| 180
100|120 | 40 | 60 | 80 | 100 | 110|120 | 130 | 140
90 | 15 [31.3|47.5|63.8| 80 | 90 | 100 | 110 | 120
80 | 10 [22.5|35.0|/47.5| 60 | 70 | 80 | 90 | 100
70 | 5 [13.8|/22.5|31.3| 40 | 50 | 60 | 70 | 80
60| O 5 10| 15| 20 | 30 | 40 | 50 | 60
92 94 96 98 100 102 104 106 108
10 Publish Base Salary Range
Formula
Minimum Midpoint Maximum
$67,200 $84,000 $100,800
Bonus Matrix

Paid as a percent of target incentive = $36,000
140( 60 | 80 | 100 [ 120 | 140 | 180 | 220 | 260 | 300
130 50 | 70 | 90 | 110 | 130 [162.5| 195 [227.5| 260
120 40 | 60 | 80 | 100|120 | 145|170 | 195 | 220

Sales Volume

Performance 10| 30 | 50 | 70 | 90 | 110 [127.5 145 [162.5| 180
(% to Quota) 100 | 20 | 40 | 60 | 80 | 100 | 110|120 | 130 | 140
90 | 15 [31.3|47.5|63.8| 80 | 90 | 100 | 110 | 120
80 | 10 [22.5|35.0|/47.5| 60 | 70 | 80 | 90 | 100
70 | 5 [13.8|/22.5|31.3| 40 | 50 | 60 | 70 | 80
60| O 5 10| 15| 20 | 30 | 40 | 50 | 60
92 94 96 98 100 102 104 106 108

Figure 6-22. (Continued)
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Summary

The math is simple. Income producers get a percent of what they sell.
Determine the preferred cost of sales and make that the commission
rate. For sales representatives, determine what you want sales per-
sonnel to earn and how much volume they should produce, then sim-
ply divide pay by performance to get the payout rate.
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Support Programs: Territories,
Quotas, and Crediting

Sales compensation programs function in concert with the following
support programs: territory configuration, quota management, and
sales crediting. Each of these mission-critical support programs per-
forms an important sales management role. Collectively, sales com-
pensation and these support programs form the backbone of the sales
performance management system. Sales management needs to con-
tinually define, monitor, and revise these support programs to serve
the company’s evolving sales strategy. The success of the sales com-
pensation program rests with the effectiveness of these interdepen-
dent programs. Consequently, when redesigning the sales compensa-
tion program, sales management must also review and revise these
support programs.

Briefly, each of these support programs can affect the sales com-
pensation program including scope of responsibilities, performance
commitment, and achievement measurement in the following
manner:

» Territory configuration: Territory configuration defines sales terri-
tories— “scope of responsibilities.” The territory configuration poli-
cies provide rules for account assignment and reassignment.

» Quota management: Quotas define performance expectations—
“performance commitment.” Quota management encompasses two
activities: quota allocation and quota adjustments.

» Sales crediting: Sales crediting defines sales success—“achievement
measurement.” Sales crediting specifies to whom and when individ-
uals earn sales credit for compensation purposes.

The material that follows examines territory, quota, and sales cred-

iting practices for sales representatives, but not for income producers.
While some of these concepts do apply to income producers, they
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have a more limited application. So, our focus is on sales representa-
tives—those who can earn and exceed a target incentive for sales
performance.

Territory Configuration

Sales management assigns accounts to territories for sales coverage
purposes. The best performing sales organizations structure territo-
ries with homogeneous buyer populations making it easier for sales
personnel to identify customer needs, deliver sales messages, and
guide customer decision-making.

Because sales personnel receive incentive compensation payments
for territory sales performance, we will examine how initial territory
configuration and account reassignment practices affect sales com-
pensation effectiveness. We will begin with a review of the most
prevalent territory types.Then we will examine practices for making
account changes mid-year, an area that needs watchful governance.

Configuring Effective Sales Territories

The art of configuring effective sales territories requires superior in-
terpretation of company business strategy, rigorous analytical investi-
gation, and studied judgment about customer needs.The objective of
effective territory design is clear: create sales territories with the best
return on sales investment dollars. This means optimizing dozens of
trade-offs to arrive at the optimal territory design so that profitable
revenue production is high and sales costs are low. Some sales organ-
izations invest substantial resources in gathering market information
and performance yield data to construct advanced analytical-based
territory optimization models. Others find the variables so complex or
resources so limited; they make their best guesstimate of the right ter-
ritories and then make real-time adjustments as performance unfolds.
Finally, others maintain historical territories as a rational approach if
business conditions remain unchanged, but this is a risky position
when sales conditions are changing.

For sales representative jobs, sales management attempts to provide
balanced (equally challenging) territories by using different job titles.
In this manner, sales management seeks to configure territories of
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equal opportunity so incumbents have an equal chance to earn and
exceed the target pay for the job.

In an ideal world, the sales territories would be equal on the fol-
lowing factors:

= Number and revenue of existing customers
= Number and revenue of potential new customers

= Amount of available selling time

Extent of customer needs

= Customer accessibility: travel distance, sales access time

Of course, it’s impossible to configure sales territories to create
truly equal sales opportunities.There are just too many variables. Sales
organizations generally attempt, as best they can, to provide balance
to the selling opportunity through effective territory configuration.

Although territory balance is important, focus is more important.
Sales organizations need to focus sales personnel to optimize the
learning process and selling time. For this reason, sales organizations
seeking focus and hoping for balance will configure territories using
one or more of the following criteria:

= Geography: One of the most popular methods of organizing sales-
people is by geographic area. Geographic territories assume the
buyers are alike and one salesperson can handle all the customers
within a geographic area.

» Stratified/size: Another method of organizing territories is by ac-
count size. In a stratified sales organization, one group of salespeo-
ple calls on large customers; another group calls on medium-sized
customers; and a low-cost resource handles small customers.A strat-
ified sales organization will most likely have both named-account
and geographic territories.

= Account status: Another territory configuration method divides ter-
ritories into two categories: noncustomers and existing customers.
Sometimes called “hunter and farmer” territories, this configuration
allows sales personnel to focus on one primary task: hunters who
sell to new accounts and farmers who manage existing accounts.

s Vertical/industry: Grouping accounts by industry type (vertical)
provides sales personnel with the ability to understand the unique
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buying needs of a group of similar customers. Examples of verti-
cal/industry territories include financial services, telecommunica-
tions, and consumer packaged goods.

» Product/application: Another territory configuration method
groups current and target customers into territories based on prod-
uct or user application. These types of territories place a premium
on sales personnel product or application knowledge.

= Project opportunity territories: Some types of selling are oppor-
tunistic and are based on customer projects. Instead of a defined,
ongoing territory of accounts, sales management assigns these sales
opportunities to sales personnel as they arise. Examples include
selling equipment and services to support major construction and
engineering projects. Sales management defines the territories as a
summation of these assigned major projects.

= Hybrid: Many sales organizations use a mix of territory types, even
blending one or more together to achieve optimal sales coverage.

Optimal territory configuration uses sales resources efficiently.
From a sales compensation perspective, effective territory configura-
tion provides equal sales opportunities to all sales personnel in the
same job.While this does not mean identical sales opportunity, it does
accommodate the less exacting objective of comparable sales oppor-
tunity. Comparable means sales personnel view the sales challenge
among territories to have relative trade-offs, and sales personnel in
one territory are not significantly advantaged or disadvantaged by ter-
ritory configuration.

Vocabulary Alert: “Geographic” and “named” account territories of-
ten coexist. Geographic defines territories in spatial terms such as re-
gion, state, county, zip codes, or manager-defined boundaries. Named-
account territories define territories as a list of accounts. These two
terms, used together, provide ample descriptive context. For example,
“Your territory includes all accounts with the following zip codes . . ”
or “Your territory is this list of major accounts . . ” or “Your territory in-
cludes five counties in western Pennsylvania, less the named major ac-
counts.” Or lastly, “Your territory includes all major named accounts in
Illinois”
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Mid-Year Sales Territory Changes

Territory reconfiguration usually takes place at the start of the fiscal year
along with the assignment of new quotas and the introduction of new
sales compensation plans. Sales management, during this time, makes
every effort to bring balance to the sales territories in order to optimize
the return on sales resource investment. However, there are numerous
occasions mid-year when sales management needs to reconfigure sales
territories. These mid-year changes to territories can impact the entire
sales force or occur on a case-by-case basis. Adding or removing ac-
counts from a territory will most likely increase or decrease payouts. Mi-
nor changes in pay opportunity—either up or down—may be accept-
able without making pay program adjustments. Sales management must
provide explicit policies for addressing mid-year territory changes
whether they occur on an across-the-board basis or as one-off changes.

Mid-year territory changes can occur because of a variety of practi-
cal business issues:

» Strategic focus change: A company may require a reconfiguration of
territories if the strategic focus changes regarding products or
customers.

» Staffing changes: Changes in staffing levels, either increases or
decreases, will affect sales territory definition. These changes may
be caused by economic prospects, either positive or negative, or by
mergers and acquisitions.

= Customer changes: Customer openings, relocations, and closures
will change the census of customers within a territory.

= Customer request: Occasionally, customers may request a change in
sales personnel (not a high vote of confidence for the salesperson).

» Temporary changes: When sales personnel are terminated or when
a salesperson cannot cover his or her accounts because of vacation,
illness, or temporary assignment, others may be asked to temporar-
ily assume account responsibilities.

Sales Compensation Policies and Territory Changes

Sales management should strive to avoid mid-year changes to the com-
pensation plan. However, in some cases where major territory
changes occur, sales management will need to make adjustments.
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The following are sample policies for mid-year territory changes.

“No changes will be made to the compensation program or quo-
tas if the territory changes affect less than 15% of the perfor-
mance opportunity”

“There is no retention of any bistorical sales or revenue credit
when an account moves from one territory to another. In no case
will two sales personnel receive credit for the same account.” (See
Sales Crediting, starting at the bottom of p. 145.)

“For target incentive commission plans, if the territory changes
affect more than 15% of the performance opportunity, declines of
greater than 15% will be protected with a guaranteed minimum
payment. If performance opportunity increases greater than 15%,
the dollar amount where progressive ramps increase will be ad-
Justed upward by the estimated percent of performance opporiu-
nity expansion.”

“For target incentive bonus plans, if the territory changes affect
more than 15% of the performance opportunity, the quotas will
be adjusted to maich the expected increase or decrease in per-
Jormance opportunity.”

Precluding Account Reconfiguration Abuses

In rare cases, unscrupulous sales personnel, sometimes in collusion
with sales management, can manipulate the account assignment prac-
tices to inflate earnings.The sales compensation program should have
a clear statement of consequence for any type of manipulation of the
compensation program at the expense of the company.

Sales management should monitor the account assignment prac-
tices for the following types of abuses:

= Quota relief: Removing an account from a territory, in some com-
panies, automatically lowers the quota.This technique is applicable
when a customer’s status changes, such as when a facility closes.
However, a dishonest practice removes the account from the terri-
tory not because of legitimate customer status changes, but because
sales performance for the account is so poor.The salesperson gets a
free ride by having the quota reduced for poor performance.
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= Upside benefit: In another twist, assignment of an account to a ter-
ritory to benefit a sales representative without increasing the quota
is another form of manipulation. Local sales managers sometimes as-
sign such accounts temporarily or permanently to a sales person al-
lowing higher pay to be earned against the (incorrectly) unadjusted
quota.

It is best to keep mid-year account changes to a minimum. Any ac-
count assignment changes should have several levels of approval. All
such changes should be visible and available on regular monthly re-
ports showing the extent and impact of account changes by person
for the period (monthly or quarterly) and the cumulative impact on
the company on a year-to-date basis.

Quota Management

Quota management includes two components: quota allocation and
quota adjustments. As with account configuration, quota allocation—
the establishment of individual quotas—should occur at the start of
the fiscal year. There are numerous techniques for allocating quotas,
and we will examine several of the more popular methods. Quota ad-
justments occur during the year and for numerous reasons. We will
look at these instances and provide guidance on how to address mid-
year quota changes.

How Quotas Affect Sales Compensation

The impact of quotas varies depending on the type of sales compen-
sation plan. For income producers with a flat commission, a quota
might be merely a symbolic point, marking expected performance but
without any financial impact.Also, quotas might be a point where the
commission rate changes or is an important milestone affecting the
relationship between the income producer and the company.
Quotas play a more important role for sales representatives as com-
pared to income producers. Sales management uses quotas to distrib-
ute the corporate sales commitment to all sales personnel. For these
target incentive plans, both commission and bonus formula, the target
quota defines the degree of difficulty where two-thirds of sales per-
sonnel will exceed this number and one-third will not. For formulas

TLFeBOOK



140 Chapter Seven

with ramps (progressive or regressive), the quota will provide one of
the break-points where the formula rate changes.

For target incentive commission plans, the average territory quota
provides the calculation basis for establishing the commission rate.
For target bonus incentive plans, quotas play a pivotal role in equaliz-
ing the earning potential of dissimilar-sized territories. Additionally, in
target bonus plans, the quota is an integral part of the payout formula.
For this reason, quotas must be accurate—if they are too easy, the plan
will overpay; if the quotas are too difficult, the plan will underpay.

Vocabulary Alert: Companies use words like forecast, plan, goal,
and quota differently. However, in all cases, these words describe
objective-based numbers. In some companies, management uses these
words interchangeably; in other companies, each of these words has a
specific meaning. However, most companies use forecast and plan (a
noun, as in the business plan) to describe a companywide commit-
ment.“The forecast for the coming fiscal year is to hit $875M in sales.”
Or “Our plan is to achieve $875M in sales” On the other hand, both
goal and quota usually describe performance objectives for individu-
als or sales teams. “Your quota for your territory is $2.6M.” Sales fore-
casting establishes a company’s overall sales objective and quota allo-
cation distributes the forecast to sales personnel as individual quotas.

Quota Allocation

Companies have numerous quota allocation methods to distribute the
company’s forecast to sales personnel. Quota allocation methods fea-
ture a combination of analytical tools and process methods. Regarding
analytics, some quota allocation methods make scant use of market
potential data and simply use last year’s performance as the basis of
this year’s quota. Others invest significantly in measuring territory po-
tential, territory market share, account growth rates, and account in-
telligence to create advanced analytical models for allocating quotas.
From a process perspective, similar extremes exist. In some compa-
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nies, sales personnel are not involved in the quota allocation process

and simply receive an assigned quota number. In other companies, ex-

tensive field involvement in the quota allocation process includes ac-

tive participation of sales personnel and field sales management.
The most popular quota allocation methods are as follows:

» Jop down/algorithm: For industries where the product sales
growth is tied to economic cycles and there are numerous cus-
tomers (too many to know individual buying practices), the top
downy/algorithm method is the best quota allocation method. Man-
agement uses historical data and economic projections to create a
mathematical model, an algorithm, to allocate quotas.

= Top down/negotiated allocation: Another method brings organiza-
tion peers together to negotiate quota allocation decisions. The
vice president (VP) of sales meets with his or her regional man-
agers (RM) to allocate the VP’s quota among the RMs. Regional man-
agers then meet with their respective direct reports, the district
managers (DMs). Working with the district managers, the RM then
allocates his or her number among the DMs and the process con-
tinues down the organizational chart until the process fully allo-
cates all the forecast to individual sales personnel.

= Top down, bottom up: A third method features parallel activities
of top-down quota allocation and bottom-up quota estimates.
This process creates two quota allocation views. A reconcilia-
tion process at each level helps align these two quota allocation
estimates.

= Account planning: Territories composed of a few large accounts
use account planning methods to set quotas. Major account sales
personnel are the best qualified to help construct a sales estimate
for their large customers. Assembling a customer business plan, the
major account manager presents this sales estimate to senior sales
management for review and adjustments.The outcome of this plan-
ning and review process produces a quota for the large named-
account territory.

Most companies need to use a combination of quota-setting meth-
ods to fully allocate the company forecast.
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Hands-Free Quotas. An alternate method to assigning quotas is not
to assign quotas. Known as “hands-free” quotas, no attempt is made to
make individual quota allocation assignment. Instead, actual sales per-
formance creates a percentile rank-order of the sales personnel. A for-
mula provides payouts of the target incentive amount depending on
percentile ranking. In this manner, there are no quotas. However, this
approach has several noteworthy shortcomings. First, sales manage-
ment compromises its leadership charter by not providing a meaning-
ful performance goal for the organization and for individuals. Second,
individual sales personnel have no idea how they are performing until
after the ranking. They must wait for their individual percentile rank-
ing. Lastly, it creates an internally competitive atmosphere where sales
personnel knowingly compete against one another.

Special Issues in Quota Allocation

The following present special challenges to quota allocation:

= Quer-assignment/under-assignment: Some sales management
teams intentionally over-assign or under-assign the forecast during
the quota allocation process. Over-assignment occurs when the
summation of individual quotas exceeds the overall forecast objec-
tive. Sales leaders who advocate this practice believe the extra cush-
ion helps ensure that the sales team will make its number, given un-
expected events such as customer changes, product issues, or
turnover among sales personnel. Under-assignment, sometimes
known as breakage, is the opposite of over-assignment. Sales leaders
do not fully allocate the forecast. There are numerous reasons for
this practice.The most common is to protect sales personnel from
an unrealistic forecast created by corporate management. Another
reason is to avoid the uncertainty of placing large unpredictable or-
ders into individual quotas. In such cases, these uncertain large or-
ders remain outside the individual quotas, but are often assigned to
a sales manager.
For whatever reason, when sales leaders choose to over-assign or
under-assign quotas, they run the risk of eroding their credibility or
the credibility of the quota allocation process. At a certain point,
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sales personnel will learn that their quotas are not true quotas and
therefore are open for adjustments, challenges and compromise.

» Seasonality: Some sales cycles are very seasonal, peaking at differ-
ent times of the year. If performance and pay periods align with
these seasonal fluctuations, then sales management needs to assign
seasonally adjusted quotas.

= Market uncertainty: Market uncertainty—potential high growth or
significant declines—makes quota allocation more problematic.
Two potential solutions exist: shorten the performance period or
use rolling averages. If sales management does not have the market
visibility to set realistic one-year quotas, then shortening the per-
formance period for quotas can help. Instead of 12-month quotas,
set 6-month quotas, or even quarterly quotas. Another method is to
use a rolling-average quota calculated by taking the last 3 months of
actual performance multiplied by an adjustment factor (plus or mi-
nus) to calculate the next performance period quota.

» Long sales cycles: Long sales cycles present another challenge for
quota allocation.When the sales cycle is greater than 12 months, an-
nual quotas become irrelevant. In such cases, it’s best to move to an
event-based incentive plan where payouts are tied to sales events
such as contract signing and not quota performance.

= Periodic mega orders: Some sales models have a mix of predictable
sales orders interspersed with unpredictable mega (large) orders.
It’s best not to place these mega orders into the quota; instead, pro-
vide a separate payout formula for these orders, correctly applying
a regressive rate above a certain dollar volume.This separate sched-
ule is further enhanced by requiring sales personnel to register ma-
jor deals. Without preregistering a deal, the incentive compensation
available for such orders is significantly lower.This policy supports
the following rationale: “If you had no knowledge of the order, then
you did not have much influence on the purchase . .. ; therefore,
your pay should be commensurate with your degree of influence
. . . which shouldn’t be much””

= New products: At the beginning of each fiscal year, product man-
agement may have a schedule of new product launches. Predicting
with accuracy the launch of these new products affects the quota
allocation process. If the launch dates are accurate and the sales
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performance expectations realistic, then sales management should
include these new products in the quota. However, if the dates are
not confirmed or the projected sales volumes are indeterminate,
then exclude these new products from the quota. Give them their
own launch incentive (an add-on) that expires at the end of the per-
formance period. Then, when you have more solid information,
include these new products in the quota for the next performance
period.

Quota allocation provides sales leadership with an opportunity to
manage performance. Quota allocation requires ongoing efforts from
year to year to make adjustments and improvements.

Mid-Year Quota Changes

Most companies need to consider mid-year changes to quotas. Like
mid-year account changes, mid-year quota changes require across-the-
board adjustments, or case-by-case changes. Sales management seeks
to balance quota fairness by achieving forecast commitment. While
some mid-year changes cause an increase in quotas, many petitions for
mid-year changes are the opposite, causing a reduction in quotas—
with no commensurate reduction in earning opportunities.

Complex sales organizations often provide for mid-year changes,
but limit the scope of such changes with restrictive policies such as
the following:

= “No quota change can be made unless the performance opportu-
nity will be altered by greater than 15%.”

= “Quota adjustments are considered for changes outside the influ-
ence of the salesperson, but excludes activities associated with
customer-buying practices, market trends, competitor actions,
company fulfillment, and company terms policies.”

= “No quota adjustments can be made without commensurate ad-
Justments to other quotas to offset the change, positive or nega-
tive”

= Any quota adjustment must be approved by all regional man-
agers, the chief financial officer (CFO), and the vice president of
sales”
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= “No quota adjustments can be applied retroactively and none
can be made at any other time than the beginning of the fiscal
quarter.”

While most companies will need to make quota adjustments, re-
stricting quota changes enhances the importance of the quota and
precludes excessive requests for dubious quota adjustments.

Making Mid-Year Changes

In some cases, sales management will need to make mid-year quota
changes. The following are compelling reasons to make mid-year
changes:

= Major economic change: Whether a dramatic positive upswing or a
profound downswing in the economy, sales management may need
to adjust quotas. For major changes in the economy, an across-the-
board quota increase will recalibrate performance and payout ex-
pectations. A best-practice technique is to terminate the current
plan, make all legally obligated payments under the current plan,
then begin a new plan with the appropriate adjustments.

= Account changes: Whether caused by mergers, acquisitions, reor-
ganization, or account assignment fine tuning, make quota adjust-
ments if the changes affect the performance opportunity by more
than 15 percent.

= Currency and pricing changes: Changes in revenue value caused
by currency fluctuations or company pricing decisions should
cause a similar offsetting adjustment to quotas.

= Acts of God: Most sales compensation plans allow for quota adjust-
ments caused by acts of God, such as major weather calamities.

In summary, some quota adjustments may be necessary, but restrict
the practice to protect the integrity of the quota management
process.

Sales Crediting

Sales crediting specifies when sales personnel earn credit for a sale.
We will examine sales crediting eligibility, timing, and adjustments.
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Sales Credit Eligibility

Who should get credit for a sale? The answer should be simple: the
salesperson—the person who closed the sale . .. right? In sales or-
ganizations with a single sales force, applying this eligibility definition
is relatively easy. However, in more complex sales organizations with
multiple channels, overlay sales specialists, and team selling, the defi-
nition of sales credit eligibility becomes more clouded.

There are three major categories of sales crediting:

m Seller sales credit: Simplify sales crediting by assigning it to those
who have customer contact and can persuade the customer to act.
The single seller who influenced the customer to buy should re-
ceive 100 percent of the sales credit. If two or more sellers influ-
ence the customer, then those sellers share the sales credit using a
prespecified proportional split. In target-incentive bonus formula
design, sales management can double credit both sellers, but each
seller must have an identical up-lift in their quotas to offset the dou-
ble crediting. In this manner, while sales crediting is double
counted, it does not elevate payouts.

» Vertical sales credit: Vertical sales credit refers to the upward cred-
iting of sales results through the field management layers.This is an
acceptable accounting recognition practice.This is legitimate and is
not considered to be double crediting.

= Horizontal sales credit: Horizontal sales credit provides sales credit
to resources who are not the primary sellers. In a true economic
sense, this form of sales crediting generates additional double costs.
Sales management often uses this form of double crediting to sup-
port the field sales strategy. Sales credit is often awarded to sales
support resources such as product overlay specialists and presales
support personnel. For example, a regional product overlay special-
ist will earn sales credit for all sales in the region regardless of his
or her involvement with a specific sale. Presales support specialists
provide another example where double sales crediting supports the
overall sales strategy. In both cases, sales management makes a con-
scious decision to reward more than one person for a sale. In these
examples, horizontal sales credit promotes cooperation between
sales personnel and those assigned to support them in the sales
process.
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Well-crafted policies regarding sales crediting eligibility will sup-
press some of the following sales crediting errors:

» Landlording: Sales personnel do not own accounts and therefore
receive automatic sales credit for all products sold to the customer.
Some sales might come from another sales channel independent of
the salesperson. In such situations, sales personnel do not earn
credit (as a landlord) on those sales, specifically sales they did not
influence.

= Appeasement pay: Sales management will want the field organiza-
tion to support a new channel, such as the telephone sales person-
nel. In an attempt to win the support from the existing direct sales
channel, sales management incorrectly double credits both parties.

= Annuity business: The general rule is to “pay for persuasion once.”
Providing ongoing sales credit to sales from previous years, now
covered by a contract and managed by the customer service de-
partment, is an ineffective use of incentive dollars.

Sales Credit Timing

Sales credit timing specifies when sales management recognizes a sale
for incentive credit purposes. There are several points in the sales/
purchase process where this credit can occur. Assign earned sales
credit to the salesperson at the point where the customer purchase is
assured because you want the salesperson to stop thinking about the
order.There are several points along the purchase continuum where
sales management can recognize sales credit:

= Product specification: Certain industries recognize sales prior to a
sales event. In purchasing components for their product,a customer
will specify a vendor’s product. Examples include design-wins for
semiconductor sales or building materials specification for funded
major commercial projects. Even though the customer has not is-
sued a formal purchase order, the specification confirms that the or-
der will be forthcoming. Some sales organizations accept specifica-
tion for sales crediting purposes.

= Booking: An order is booked when a company accepts an order.
Many sales organizations provide incentive compensation credit at
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the time of booking particularly if there is little likelihood of order
cancellation, need for customer follow-up, or extensive installation
support.

= Jnvoice/ship: Most companies ship products and issue an invoice at
the same time. At this point, the accounting system recognizes the
order as an account receivable. Use invoice/ship for crediting sales
if there is a high rate (over 5 percent) of orders being changed or
cancelled between booking and invoice/ship.

s [nstallation/customer acceptance: The next step in the purchase
process is the installation/customer acceptance event. Major pur-
chases often require a sign-off by the customer before they will pay
the invoice. If sales management wants the salesperson involved in
customer acceptance, then credit the sale at the point of installa-
tion/customer acceptance for sales compensation purposes.

= Customer payment: The final step in the purchase process is the re-
ceipt of the customer payment. Most companies recognize sales
credit prior to this point, but for sales environments where cus-
tomer payment is problematic, waiting until the company is paid be-
fore granting sales credit would be prudent.

= Hybrid: Some companies split the credit with 50 percent credit at
booking and 50 percent credit at installation, as an example.

Sales credit timing should reflect the preferred involvement of the
salesperson. As a rule: “Credit sales personnel when you no longer
want them involved in the sales process.”

Sales Credit Adjustments

Most sales compensation plans provide for payment on net sales, that
is, less returns and sales credits. Sales personnel should not be paid
for sales that are not fully realized by the company. Thus net-out
(reduce) sales credit by any returns before calculating the incentive
payment.

Additionally, some sales organizations also net-out past due receiv-
ables that extend beyond a fixed number of days outstanding such as
90 or 120 days. Once past this cut-off time, some companies deny
sales credit even if the company eventually collects the money.
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Paying on Sales-Out Performance

Indirect sales personnel with end-user business development respon-
sibilities have a unique challenge to document sales credit for what
they influenced. For example, sales personnel who sell personal com-
puters and software through distributors and value-added resellers do
not write end-user orders. Normally, they work with the distributor to
help promote products through the distributor sales team. Addition-
ally, part of their market development responsibilities includes mak-
ing end-user sales calls. However, they do not write orders; instead,
they refer the opportunity to the channel partners.The channel part-
ners take and fulfill the order. Sales management of the manufacturer
wants to reward their channel sales representative for driving end-
user sales. However, the company does not have the information from
the distributors to credit sales—which products were sold to which
customers. This type of information is known as sales-out data. Of
course, the channel partner has this data; but they are not inclined to
share it with the manufacturing company. Why? They do not want the
manufacturer to “take the line direct” and thus lose valuable cus-
tomers. However, many manufacturers negotiate a financial arrange-
ment with their channel partners to provide the sales-out data for
either a fee or discount on the purchase of products.

Sales Credit Audits

Sales management should expect unexpected and sometimes unusual
and out-of-policy sales crediting requests from the field sales forces.
Mandate that no out-of-policy sales crediting can occur without sen-
ior sales management approval. Make the finance department your
partner and schedule annual audits of sales crediting practices.

“Rolling Death”—a union negotiates a new crediting practice.
The general manager of a telephone directory company was puzzled
to learn that the business agent for the unionized sales force—a rar-
ity in itself—wanted to lower sales personnel pay. The last contract
negotiated beltween the company and union changed when sales
credit would occur from payment receipt to the time of booking—a
positive feature sought by the union. To protect the company, the new
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contract also added a companion feature requiring full commission
payback if customers cancelled or reduced orders. Because of a high
level of negative adjustments between booked value and actual pay-
ment, some sales personnel began to carry substantial payout obli-
gations to the company. Known as “rolling death” because it carried
over from one performance period to the next, many sales personnel
wanted this provision removed from the contract and were willing
to accept a pay reduction to accomplish this. Preferred Solution:
Because of the high number of adjustments between order and
payment, the right solution is to go back to the previous practice of
providing sales credit at the time of payment and not at the time
of booking.

Summary

Sales compensation works in conjunction with important sales man-
agement programs of territory configuration, quota management, and
sales crediting. When undertaking a sales compensation redesign ef-
fort, sales management must examine these programs also. Large and
complex sales organizations must be mindful not to allow these pro-
grams to contradict or negate the focus of the sales compensation
plan. Policies and procedures governing these support programs need
mindful attention. When properly aligned, all contribute to an effec-
tive sales performance management program.
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Administration

Sales compensation requires attentive administration and, in some
cases, powerful automation tools. When done well, effective adminis-
tration acts as an unseen but indispensable program foundation.To be
successful, the sales compensation program needs responsive head-
quarters administration and unerring execution. Support for the sales
compensation plan by sales personnel is a combination of aspiration,
compliance, and trust. Ineffective administration can quickly erode
participant trust. Inaccurate checks, incorrect crediting, late pay-
ments, and confused reporting will expend a sales force’s goodwill.
As the performance periods unfold from weeks to months, from
months to quarters, and from quarters to annual measurement peri-
ods, sales personnel depend on the administration system to provide
an accurate statement of their performance, and thus, pay. Often con-
sidered a back-office function, underresourced administration can
cause significant dissatisfaction in sales personnel and, even worse,
create field flare-ups where frustration is so high that sellers stop sell-
ing as they await resolution of their confused incentive payments.

In this chapter, we will examine the components and best practices
of effective sales compensation administration.

Administration Components

Administration is a combination of policies, procedures and account-
abilities, automation, and reporting. While the exact configuration of
these functions differs from one company to another, they are in-
escapable components of sales compensation administration. Effec-
tive sales compensation requires proper provisioning of the adminis-
trative function.

Once a design team has rendered its preferred design and the plan
has been approved by senior management, it then moves into the do-
main of program administration. Program administration covers all
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day-to-day operation of the sales compensation program.The follow-
ing components comprise sales compensation administration:

= Policies: Policies specify the rules associated with the treatment of
credits, quotas, employment status, and formula calculations.

» Procedures and accountabilities: Procedures provide the action
steps for program execution. Accountabilities delineate individuals
responsible for various administrative functions.

= Automation: The scope of automation support depends on the
complexity and intensity of sales compensation transactions.

= Reporting: Sales compensation reporting includes providing mean-
ingful information to diverse audiences such as sales personnel,
sales management, headquarters management, and administrators.

The following sections provide a brief overview of each of these
administrative components as well as suggestions for good practices
and what to avoid.

Policies

Sales compensation policies are just the opposite of what you would
expect from a sales compensation program: They are dry and not
very inspirational. Sales management must provide detailed policy
statements. Use the following checklist to ensure that you have the
necessary documented policy statements:

» Account assignments: How are account assignment changes
made—under what conditions? What sales credit rights do sales per-
sonnel have after accounts move in or out of territories? When are
accounts moved for temporary purposes? How should temporary
assignment of accounts affect sales credit and quotas? What hap-
pens when external account factors affect account status such as
when companies are moved, acquired, or shuttered? Who approves
account changes?

= Quota management: How is quota allocation done? How can quo-
tas be changed? What is the petition process for quota adjustments?
How will quota changes affect incentive compensation? Who ap-
proves quota allocation assignments and quota assignment changes?
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Sales crediting: What is the definition of a sales credit for sales com-
pensation purposes? Who gets direct credit for a sale? How is sales
credit split? When can double sales credit be awarded? What hap-
pens if orders are changed or cancelled? How is customer late pay-
ment treated? How is customer nonpayment treated? What ac-
counting system report provides the official point of recognition for
sales credit? How are sales credit petition adjustments submitted?
Who has final approval on sales credit changes and adjustments?

Program timing: When are territories assigned? When is quota al-
location done? When are program changes announced? When do
they take effect? When are exceptions and adjustments considered?
When is the cutoff date and/or time for performance period credit-
ing? When will checks be issued? When will approved adjustments
be reflected in the incentive payment?

Program interpretations, exceptions, and adjustments: Who is re-
sponsible for program interpretations? What exceptions will be con-
sidered? Which types of exceptions will not be considered? What
form do adjustments take?

Benefit program treatment: Which, if any, benefit programs for sales
personnel differ from other company employees? How are the fol-
lowing calculated: vacation pay, holiday pay, life insurance values, re-
tirement contributions, 401K contributions and company matching
portions, flexible benefit deductions, and stock purchase programs?

Sales expenses: Which sales expenses are reimbursed? How do sales
personnel submit expenses? When are expenses reimbursed? What
documentation is needed? How is use of personal automobiles
treated? What financial obligation does the salesperson carry for use
of a company car? What does the company provide, for example,
mobile phone, wireless e-mail, personal digital assistant (PDA),
pager, laptop, high-speed access away from the office?

Employment status: How is the sales compensation program af-
fected by new hire status, promotions, temporary assignments,
transfers, terminations, sickness, death, and retirement? How is pay
affected by time devoted to local sales meetings, training programs,
and national sales conferences?

Governance: Who has final program authority for the sales com-
pensation program? Who needs to approve changes, amendments,
and exceptions to the program?
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» Rights and obligations: What rights and obligations do sales per-
sonnel have under the sales compensation program? What are man-
agement’s rights and obligations under the sales compensation
program?

» Personal integrity: What personal integrity expectations does man-
agement hold for sales personnel? What are the consequences for
not upholding these expectations?

While sometimes off-handedly referred to as boilerplate, do not be
fooled into thinking that these policies are unimportant or that they
exist as an understanding. Every sales compensation plan document
should contain a policy statement section covering all of the above
topics.

“We are a small company with three sales reps. Do we need all
this policy stuff?” Well, yes. Size and management style cannot ab-
rogate your responsibilities to prepare clear and unambiguous pol-
icy statements regarding the pay plan. Without such clarity, you run
the risk of unpleasant legal action at worst, and distracted, wary
salespeople at best.

Procedures and Accountabilities

Procedures provide a step-by-step description of how to execute the
sales compensation program. Numerous responsible parties con-
tribute to making the sales compensation program a success. Prepare
a workflow chart to communicate accountabilities and timing. Each
of the following subjects should have its own workflow chart:

= Account assignment

= Quota management

= Sales crediting

= Data assembly and audit

= Incentive calculation

= Reporting

= Audit and assessment

= Exceptions and adjustments
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The best documentation of procedures makes it possible for any in-
dividual to take over a task and quickly assume the duties with little
disruption in execution. In other words, procedures and accountabil-
ities describe who should do what when. Figure 8-1 is an illustration
of a workflow chart for quota allocation. This only represents a styl-
ized example. Complete workflow charts provide more detail.

Detailed workflow diagrams provide a road map of procedure steps
and accountabilities. Once approved, render these charts into action
steps. Publish these procedure action steps for each administrative
function.

Establish Allocate Make Final | Load Quota Calculate Issue “
WhatP> Forecast Quotas Allocations B Allocations| Incentive Checks
ng When® oot 15 Oct 15 Nov 15 Dec 1 Jan 15 Jan 30
Sales
Management | Input | |_-| Approve I__l
Opzraa:fiins I Administer Process I | Confirm |

Field | Allocate
Management
Sales - Estimate
Personnel
Product Inout
Marketing P
Division

Finance
Sales

Compensation Submit
Administration Calculate
T Incentive
. | Load I—
Automation

Payroll I Issue |

Finalize |

Figure 8-1. Quota Allocation Workflow Chart

Automation

Today’s compensation administrator can choose from among many
automation alternatives including: desktop applications, custom so-
lutions, dedicated applications, and program suite options.The selec-
tion of the right automation choice depends on information pro-
cessing needs and costs. Of course, as processing needs arise, so do
costs—both direct (purchase price) and indirect (staff and field time)
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devoted to data input, processing, maintenance, and reporting. Au-
tomation needs are calibrated on two variables:

= Complexity: Jobs, measures, crediting rules, and mid-year program
changes drive complexity.

= [ntensity: Intensity reflects the number of incumbents, transactions,
and duration of measurement periods.

Figure 8-2 illustrates the relationship among these variables.

High

Extensive

Complexity

Jobs x Measures x Rules x Changes

Limited
Low

Low . High
Intensity

Incumbents x Transactions x Periods

Figure 8-2. Sales Compensation Automation Needs

Figure 8-3 illustrates how automation requirements differ by need.
Sales compensation administrators can select from among the fol-
lowing automation choices:

» Desktop applications: Use desktop applications such as spread-
sheets and simple databases when information processing needs
are limited. An assigned administrator keeps the desktop applica-
tion up-to-date and loads the few transactions per performance
period. Be careful not to incorrectly extend the use of desktop ap-
plications as complexity and intensity increase.

= Custom solutions: Whether developed internally or by an external
vendor, custom solutions—those crafted to serve current informa-
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Cost Modeling

Limited Moderate Extensive
Fewer than 50 Payees More than 250 Payees
Few Jobs Over 15 Jobs
Fewer than 3 Measures 10 Measures or More
Conditions Simple Crediting Rules Complex Crediting Rules
Few Changes +—> Frequent Changes
Few Transactions Over 100k/Period
Quarterly Periods Weekly/Monthly Periods
One Currency Multicurrency
Manual Execution Hands-Free Execution
Payout Calculation +—> Input Audit/Cleansing
Manual Control Linked Input Loading
Functionality | payroll File Automatic Processing
Limited Reporting Automatic Status Updates
Multi-Reporting
Modeling Tools
Manual Entry Automatic Feeds
Manual File Transfer Numerous Sources
Data Input Single Data Source +“—> Data Reconciliation
No Data Cleansing Multi-Period Tracking
Simple Calculation Numerous Calculations
Limited Number Complex Calculations
Transaction | Single Time Event —> Multi-Time Periods
Processing No Past Reconciliation Numerous Reconciliation
No Credit Splits Multiple Credit Events
High Transaction Count
Few Changes Many Changes
Few Adjustments Many Adjustments
Limited Updates Extensive Plan Updates
Maintenance | Stable Quotas —> Changing Quotas
Stable Work Force Changing Work Force
Stable Territories Changing Territories
History Files
Payroll File Input Audit Report
Management Reports Exception Reporting
Management Reports
Data Output +“—> Incumbent Web Reports
Assessment Reports
Payroll File
Trend Reporting
None Plan Change Impact
<+“—> Multi-Variable Scenarios

Sensitivity Testing
Market Data Calibration
Optimization Choices

Figure 8-3. Automation Needs

tion needs—allow users to have their needs exactly met. The ad-
vancement of software development tools has reduced the time to
develop such solutions while increasing the power and flexibility of
the application. However, changes will require software engineering

support.
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» Dedicated application: Numerous vendors now provide dedicated
incentive compensation application software. These products are
evolving and range from extremely powerful (and sometimes con-
fusing) to very simple (but with limited capability). Two categories
exist: standalone solutions that operate as unique applications and
bundled solutions that are part of other front-office software suites.

Finally, the sales compensation administrator can choose from sev-
eral service models:

» Installed solution: An installed solution is the most common ser-
vice model. Using this approach, a company builds or buys a soft-
ware application and runs the application on the company’s own
information technology (IT) system.

= Hosted solution: A second service model is to have the application
hosted by a third-party vendor that provides data access and infor-
mation processing via Web links or electronic data transfer meth-
ods. This approach helps reduce the burden on internal IT
resources.

= Qutsource: The third choice is to purchase outsourcing support
where a third-party vendor provides the complete solution—both ap-
plication and administrative support. Companies who wish to re-
move administration completely should purchase this type of service.

Reporting

With rapid advances in information systems and Internet communi-
cations, a more expansive palette of reporting choices is now avail-
able:

» Administrator reports: Administrators need ongoing reporting of
program operation as regular production cycles occur: input audit
reporting, exception tracking, and current status (organizational re-
porting, credit assignments, territory assignments, and quota assign-
ments).

» Senior sales management reports: Sales leadership needs to moni-
tor the effectiveness, cost, and results of the sales compensation
program. Key indices of quota performance, payout levels, and
product sales provide a “dashboard” of metrics.
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» Field sales management: All levels of field sales management re-
quire immediate on-line access to current sales performance and
trend information. Special reporting capabilities provide informa-
tion for sales analysis purposes. Additionally, first-line supervisors
use detailed sales performance information to help coach individual
sales representatives.

» Product management: Product management examines product
sales information by various factors to gain insight on how to best
support the field sales organization.

= Finance: Finance accesses sales performance and compensation
data to evaluate return on sales expense dollars, administrative com-
pliance, and revenue and profit contribution.

» Human resources: Human resources gather sales compensation
payout information to evaluate external competitiveness and inter-
nal equity.

= Executive management: Executive management evaluates the over-

all effectiveness of the program by reviewing summary analytical re-
ports on program performance.

How to Avoid Unnecessary
Administrative Burdens

Without proper management, sales compensation programs can
sometimes require unwarranted, elaborate, administrative systems and
costly software solutions. To reduce unnecessary administrative bur-
dens, consider the following recommendations:

» Limit changes: A certain number of changes need to occur during
the program year but limit the number, extent, and scope of changes
(quotas, territories, sales crediting, and formula calculation).

= Exclude volatile and uncertain items: Exclude from the sales com-
pensation program factors that frequently change and treat them
separately. Examples include new product launches, uncertain mega
orders, and special product campaigns.

» Tolerate inequities: In some cases, trying to keep the sales force
whole can create excessive tracking and accounting issues.
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= Control exceptions: Place a limit on what, why, and when excep-
tions will be considered.

» Limit credit splits: Limit the use of credit splits and double credit-
ing. Use only when necessary.

» Limit “following credits”: Do not have sales credits “follow” sales
personnel to new territories or job assignments. Buy out any credit
rather than use tracking of actual credits.

Summary

Policies, procedures and accountabilities, automation, and reporting
are key components of the overall administrative support for effective
sales compensation programs. These administrative systems require
substantial investment. While not highly visible to sales personnel
when functioning correctly, they become very visible (and distract-
ing) when not operating effectively.
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Implementation and
Communication

All sales compensation plans should have a published effective start
date and a termination date.The effective period of the compensation
program should match the company’s fiscal year. The termination of
the sales compensation program on an annual basis gives sales man-
agement the opportunity to redirect sales force efforts to better serve
changing corporate objectives. The anticipated announcement of the
new program, with new performance measures, goals, and payout
formula, provides sales management with an eager audience. Sales
personnel want to learn how to excel under the new pay program.
Sales management should fully optimize this leadership opportunity.

The successful launch of a new sales compensation program re-
quires the combination of exceptional program implementation and
inspired communication.

Implementation

While the communication about the new pay plan occurs close to the
effective start date, implementation efforts begin much earlier. De-
pending on the scope of changes and the size of the sales force, im-
plementation activities could begin months prior to the effective date
of the new pay program.

Implementation Checklist

The following provides a checklist of implementation actions:
= Program approval and funding: Before proceeding with imple-
mentation actions, obtain program approval from the senior man-

agement team. Depending on internal practices, this process may be
informal and cursory or require extensive documentation and final
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signature concurrence. Senior management needs to approve both

program design and all costs including payout and administrative

costs. An approval package should contain the following informa-

tion:

* New fiscal year sales objectives and goals

* Assessment of current program

* Major revisions with comparison of the new plan to the old plan

* A spreadsheet of all plans with target total compensation, mix,
leverage, performance measures, weighting of performance mea-
sures, payment periods, and key crediting rules

= Support programs: All issues regarding quota management includ-
ing quota allocation, account assignments, and sales crediting need
final resolution prior to program implementation.

= Automation systems: Test all automation systems: data input, trans-
action processing, and output reporting. Conduct several mock runs
to fully test the automation program. Provide full testing up to and
including payroll file production.

= Procedures: Have fully documented administrative procedures with
workflow charts, steps, and assigned accountabilities.

Conversion and Transition Methods

Conversion and transition methods provide the means to move from
an old plan to a new plan.The extent of the changes is a function of
the degree of program change in one or more of the following plan
elements:

» Jotal target cash compensation (TTCC): The company may need to
increase or decrease TTCC. Increases to total target cash compensa-
tion amounts are easy to implement, but reductions are not.

= Pay mix: The pay mix may need to change due to changes in eligi-
bility, sales role influence, or labor market practices. When reducing
the size of the target incentive, management must increase base
salary, often at amounts outside normal base pay changes. However,
when management wants to increase the incentive component
(without changing the total target cash compensation), the base pay
portion must be reduced.
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» Performance measures: Changing performance measures will re-
quire a change in selling activities and focus. In some cases, sales
representatives can quickly make the necessary changes. Other
types of performance changes may take several months as sales per-
sonnel become more proficient (and customers more accepting) of
new selling messages.

» Payment periods: A change in performance period may affect in-
come cash flow payout to sales personnel. A certain adjustment pe-
riod may be necessary to accommodate a different payout schedule.

Minor changes to the pay program may require no conversion or
transition support. However, major changes—those causing signifi-
cant pay dislocations—between the old plan and the new plan may
require one or more of the following techniques:

= Cold cut: A cold-cut approach provides no transition support. If a
major change benefits sales personnel, such as giving them a higher
base salary with no incentive reduction, then an immediate change
is welcomed by all. However, if the change presents significantly
new challenges to earn compensation, then a cold cut might be a
major burden on sales personnel. The company may face the risk of
excessive turnover. However, some management teams use this
drastic management intervention to separate those who wish to
continue with the company from those who seek their futures else-
where.

= Guarantees: When pay dislocations are significant, sales manage-
ment might consider providing guarantee payments:

e Flat amount: The easiest is to offer a flat guarantee during a de-
fined transition period with no downside or upside opportunity.

* Guarantee with upside: A favorable guarantee type for sales per-
sonnel is to provide upside earnings for sales performance that
exceeds the guarantee level.

» Declining guarantee: Another guarantee type is to provide a
graduated declining guarantee where the amount of the guaran-
tee is reduced each month until it expires.

* Two-check method: Sales organizations that need to introduce an
atrisk program often use the two-check guarantee method. With
this approach the payroll department splits the current paycheck
into two separate checks: the first represents the new base salary
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and the second check represents the new, at-risk incentive ele-
ment. Management informs the participants that the second
check will become variable after the guarantee period expires.

» Grandfatbering: If the new pay program calls for reducing pay lev-

els, another approach is to grandfather highly paid participants
without reducing target pay levels for either base salary or incentive

pay.

Conversion Methods: Best Practices. When converting to a new
sales compensation program, sales management will find many com-
peting objectives including achieving sales objectives, controlling
costs, and not demoralizing or upsetting the sales force. However, some
principles can help reconcile some of these conflicting issues. First, the
role of the sales compensation program is to drive sales efforts to meet
company objectives. Sales management should avoid conversion tech-
niques that unnecessarily delay this intent such as long guarantee pe-
riods and grandfathering. Second, buy out any commitment such as car-
ryover credits from previous sales that will distract sales personnel
from their current assignments. Lastly, don’t delay the inevitable. Ac-
cept the fact that not all changes will be popular.

Roll-Out Schedule

Prepare a roll-out schedule including steps and accountabilities for
implementation of the sales compensation program. Prepare a com-
prehensive outline of who, what, when, and where for the roll-out of
the new sales compensation program. Of course, the larger the sales
organization, the more complex the roll-out effort and thus the need
for a more extensive and complete roll-out documentation.

Communication

At its heart, sales compensation is a communication device: It tells
salespeople what’s important and what’s not important. Day after day,
the sales compensation program reiterates what management seeks.
Sales management wants the sales force to understand the plan, sup-
port it, and strive to meet its objectives. The purpose of a well-
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designed communication effort is to increase sales force commitment
to the sales compensation program and its strategic objectives.

An effective communication effort is made up of eight compo-
nents:

= Communication schedule

= Sales leadership message

= Program launch material

= Field management training

= Sales force communication

= Plan documentation

= Performance and payout reporting

= Plan updates and advisory notes

Communication Schedule

Each company will have its own unique time line for its sales com-
pensation communication effort. Start by identifying the most impor-
tant date—the announcement to the sales force—and work back-
wards. While effective communication theory recommends making
the announcement prior to the plan effective date, most sales execu-
tives prefer to announce the new program after the old program has
expired so as not to distract sales personnel during the final weeks of
the fiscal year. For example, for fiscal years ending December 31st, the
new sales compensation program will become effective January 1st.
Plan the roll-out of the new sales compensation program to occur ajf-
ter January 1st, and as late as the second or third week of January.

Sales Leadership Message

The launch of the new sales compensation program gives the sales ex-
ecutive a superb platform to articulate the sales objectives for the
coming year and inspire commitment to sales results. The more per-
sonalized the delivery, the more effective the message. Face-to-face
communication is better than a live video broadcast; a live video
broadcast is better than a DVD/VHS video presentation; a DVD/VHS is
better than a nonvideo Web-cast presentation; and a Web-cast presen-
tation is better than a memo.
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Figure 9-1 is an example of the tenor of an effective sales leadership

message.

A message from the VP of Sales—Your New Sales Compensation Program

| am pleased to announce the new sales compensation program for this coming year! Your
manager will be giving you detailed information on how the program works and how it will affect
your earning opportunities.

The strength of our company is tied directly to the success of our salespeople. Our customers
and our competitors recognize our sales force as a critical competitive element of our success.
Without our skilled, motivated, and high-caliber sales personnel, we would not have the success
we have today.

However, we cannot live on our past success. We need to be ready and committed to meeting
new and demanding sales objectives. These objectives will change from year to year and we
must change, too.

A key element to our sales effectiveness is our sales compensation program. Each year we
reexamine our pay program to ensure it provides competitive pay opportunities for you and
supports our critical sales strategies.

For this coming fiscal year, we need to maintain focus on revenue growth, but with greater
attention to profitable revenue growth. In addition to ensuring our pay levels are competitive, we
have made adjustments to reward those who achieve profitable sales. If you are a direct seller,
you will find a new measure in your pay plan: “price realization.” The idea is simple—sell higher
volumes and avoid deep discounting to earn exceptional pay.

We are committed to making you successful by providing you with the tools you need to do your
job. The new sales compensation plan represents one such solution. We join with you to make
this a successful year for the company and for you personally.

Good Selling!

Figure 9-1. Sales Leadership Message

Program Launch Material

Depending on the extent of change and the size of the sales organi-
zation, the prepared communication material will vary. Use the fol-

lowing as a checklist for material preparation:

Sales leadership message

Field manager communication training material

Plan documentation

E-mail announcement

Web site update
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= Employee announcement packet

= Field manager presentation material

Field Management Training

Field managers should present the new sales compensation program
to sales personnel. Investment in field manager training provides ex-
ponential return on the program effectiveness. Bring region and dis-
trict managers together for a full-day training program. Devote the
first half of the day to plan explanation. For the second half of the day,
have the field managers practice their communication presentations.

Sales Force Communication

As with any promotion, multiple communication events from differ-
ent sources who restate and support the primary theme create focus,
understanding, and retention. The following communications events
help promote the sales compensation program to the sales personnel:

» Sales leadership message: As mentioned before, the sales leader-
ship message provides the foundation for all subsequent sales com-
pensation messages. Ideally this message would be delivered at the
national sales meeting, in person, to all sales personnel.

» Field manager plan introduction: Region and district managers
should introduce the new sales compensation program to their field
personnel.

» Sales supervisor coaching: In one-on-one sessions, the sales super-
visor meets with each sales representative to discuss how the new
sales compensation program will affect the salesperson’s income.
Advice on how to sell effectively to optimize the sales incentive
plan will provide the right direction to sales personnel.

= Web site content: Most sales organizations now have a sales depart-
ment portal for all content information related to selling efforts. De-
vote a section of this sales department portal to sales compensation
documentation including plan description, sales leadership mes-
sages, Q&A, and policies and procedures. Also, provide a formula
calculator to test the payout potential of the program.
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= Questions and answers: Prepare the expected Q&As that will most
likely arise as part of the sales compensation program implementa-

tion. See Figure 9-2 for an example.

New Sales Compensation Program
Questions and Answers

Why are we changing the sales compensation plan? The old one was working great.

We need to continue to focus on the Company’s business objectives. Our focus is on
profitable revenue growth. We want you to share in the results of increasing our profits by
negotiating better pricing.

Will my incentive pay be reduced?

We are not reducing the target incentive opportunity. In fact, we are increasing next year's
earning potential. However, you must succeed within the definition of the new sales
compensation plan. So, you may make more money, or less, depending on how you perform
under the new program.

Why is the new plan more complex than the old plan?

While it does, at first glance, seem more complex, it is really simple. The major change is a
new measure on profitability.

I have noticed that the threshold has been raised from 70% to now 85%. Why the change?
We are moving to a more performance-based pay plan. In the past, almost every sales
person reached the threshold. Now, we want to give the threshold meaning. If you are not
How does our incentive plan stack up with others in our industry?

Our HR department tracks our competitive pay position very carefully. They participate in
industry surveys of pay practices. Our objective is to provide outstanding pay for outstanding
performance, average pay for average performance, and low pay for low performance. While
each company’s formula may differ, our actual pay levels are very consistent with our
objectives.

Will timing of payouts be different?

No, you will continue to earn your volume incentive monthly and your strategic objective
performance quarterly.

How will | know what my payout will be?
We have a new Web site (www.salesourcompany.com) that allows you to review your

performance statement real time. The site also provides an estimate of how much you will
earn if your performance continues with its current trend.

achieving at least 85% of your goal, then we need to review how we can help you to succeed.

Figure 9-2. Questions and Answers
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Plan Documentation

Prepare a complete sales compensation plan document for each plan.
Include the following sections in the plan document:

1. Introduction and strategic objective: The opening section pro-
vides an overview of the strategic objectives for the sales job and
how the sales compensation program supports these goals.

2. Compensation philosophy: A brief statement provides an
overview of the company’s competitive position and role of in-
centive compensation.

3. Plan overview: The plan overview section provides an overview
of the plan components and their intent.

4. Plan elements: This section explains each element of the com-
pensation plan, for example, base salary, volume incentive, and
strategic bonus.

5. Program policies: Describe applicable territory configuration,
quota management, and sales crediting policies in this section.

6. Formula calculation example: Provide one or more formula cal-
culation examples showing how the pay plan functions.

7. Employment status policies: This section outlines how employ-
ment status (transfers, promotions, terminations, retirement, and
death) affect the incentive plan.

8. Rights and obligations: Legal rights and obligations presented in
this section include plan governance and exceptions.

9. Glossary: Provide a glossary of terms for easy plan interpretation.

(See Appendix A for an example of a sales compensation plan
document.) Have sales personnel sign the performance plan sum-
mary that describes their territory, quota, and target incentive
amount.

For paperless confirmation, have the salesperson click on a box on
the Web site to confirm that he or she has read and understands the
sales compensation plan. Make no payments until this electronic ac-
ceptance is obtained.
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Performance and Payout Reporting

To provide the real-time reinforcement of the incentive plan, provide
comprehensive and timely reports on sales performance and payouts.
Sales personnel should be able to see all transactions, adjustments,
credits, and payout amounts with relative ease. Drill-down Web sites
are ideal for providing this level of always-ready detail. Add informa-
tive motivational features to the reports by displaying the perfor-
mance and pay information in charts that show progress year-to-date,
year-over-year, and individual progress as compared to the salesper-
son’s peer group. Provide other interested parties with program re-
ports on a regular basis.

Plan Updates and Advisory Notes

Provide a means to issue plan updates and advisory notes regarding
plan interpretation. Use a memo format for non-Web-based plan com-
munication. Have multiple approval signatures. Designate a central
repository for these updates, changes, and advisory notes.

No Change This Year?

What if your company requires no change? The strategy, job content,
and performance measures have not changed. What should you do?
Don’t miss the opportunity to use the annual review of the plan to re-
state and support the ongoing strategy. A new plan year still provides
the same opportunity to reach out and communicate with sales
personnel.

Summary

Implementation and communication activate the sales compensation
program. Carefully plan the implementation steps. Leave nothing to
chance. Confirm accountabilities, test and retest system solutions, and
monitor progress.

Think of the communication program not as an administrative
event, but as an advertising and/or marketing event. Make use of the
creative talents within your company to develop a theme to market
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the new sales compensation program to the sales force. Make sure all
levels of sales management participate in the process. Use personal
communication whenever possible. Your actions will tell the sales
force how to act—if you think it’s important, they will think it’s im-
portant. If you don’t think it’s important—and you suboptimize your
communication opportunity—your salespeople won’t think it’s im-
portant either.

TLFeBOOK



This page intentionally left blank.

TLFeBOOK



10

Program Assessment

How effective is the sales compensation program? It’s a simple ques-
tion and is often asked by senior management. The company expends
significant amounts of money on the sales force, especially on the
compensation paid to sales personnel.

But is it working? Is the company getting the right sales force focus?
Is the sales force motivated by the pay program?

Use the following five factors to assess the sales compensation
program:

» Strategic alignment: How well does the plan support the com-
pany’s business objectives?

= Employee motivation: Do the sales personnel strive to earn incen-
tive pay by excelling on the program performance measures?

» Best practice variance: While some companies will intentionally
vary from best practices, knowing these variances may help identify
unexpected consequences.

= Return on investment: Is the company getting an effective return
on investment?

= Program management: 1s the program management consistent
with plan documentation? Is it timely? Accurate?

Each year, sales management should undertake a full, formal review
on all five of these factors. For sales organizations facing volatile mar-
ket conditions, more frequent assessments may be necessary.

Strategic Alignment

The sales compensation program needs to support the company’s
business objectives. An assessment of the sales compensation pro-
gram begins with a review of how well the compensation program
supports the strategic objectives of the company.
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Begin with a confirmation of the company’s objectives. Gather any
written statements of financial, product, and customer goals, and then
proceed with senior management interviews. These interviews will
provide contemporary confirmation of the goals of the company. In-
clude both the vice president level and other headquarters personnel
interviews including finance, product management, marketing, and
sales leadership. Prepare a summary statement of sales objectives for
review and confirmation by senior management.

Next, review all the performance measures in the sales compensa-
tion program to assess how each measure contributes to achieving
the company’s objectives. Examine the importance of each measure
by reviewing the relative weighting of the measures.

Finally, examine the performance payout information by perfor-
mance measure to see the relationship between compensation and
performance.

Figure 10-1 displays the relationship between total pay and sales
volume. The relationship is moderate. This would suggest further in-
vestigation to examine how incentive pay relates to quota perfor-
mance.
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Figure 10-1. Pay Versus Volume Performance

As we can see in Figure 10-2, when compared to quota perfor-
mance, incentive pay is more closely correlated, which means that the
pay system provides greater incentive rewards as sales volume quota
performance improves.
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Figure 10-2. Incentive Pay Versus Quota Performance

A similar analysis can be done with gross margin performance. In
Figure 10-3, total compensation is compared to gross margin per-
formance.
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Figure 10-3. Pay Versus Profit

Examine the relationship between pay and performance using a va-
riety of dispersion charts to review trends and pay and performance
relationships. Prepare unique charts for each job. Be careful to elimi-
nate data of personnel who only worked part of the year.

Using the dispersion charts, determine what the program really re-
wards versus what it purports to reward.
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Going out of business, slowly. Unbeknown to management, the in-
centive plan of a large regional chain of coffee/doughnut shops was
putting the company out of business. In an effort to improve profits,
the new financially centric management team introduced an incen-
tive plan to reduce baking waste. Because each store baked its own
Sfresh product, the new incentive plan was designed to discourage ex-
cess production. Store managers in an attempt to lower the waste rate
produced fewer doughnuts than were needed. This had a subtle yet
negative impact on customer service. As the years passed, the cycle of
low production led to declining customer traffic, which led to further
reduction in production, which led to further reduction in customer
traffic, and so on. Preferred Solution: Revamp the whole market con-
cept. Introduce new products, push sales with a new marketing cam-
paign, and provide a new pay system to reward revenue growth.

Employee Motivation

Collect additional information on sales personnel motivation. Con-
duct field interviews and focus group interviews to learn what fea-
tures of the incentive program are effective. Gather survey responses
using Web-based surveys. Ask questions about the following items:

= Plan effectiveness: total compensation, target incentive pay, pro-
gram focus

= Communication: understanding of the plan
» Administration: payments, issue resolution
= Quotas: allocation process, fairness
= Sales crediting: rules, consistency
= Recognition plan: impact
= Contests: effectiveness
Sales management should also ask sales personnel this very simple
question: Does the sales compensation program motivate you to
achieve the company’s objectives?

Finally, examine both new hire acceptances and voluntary termina-
tion rates. Determine why applicants decline offers. Use a telephone

TLFeBOOK



Program Assessment 177

follow-up or a questionnaire. Be specific; ask if the pay program is
competitive. Analyze turnover rates to ensure that high-performing
personnel are staying and low-performing personnel are departing.

Best Practice Variance

Well-designed sales compensation programs share similar design char-
acteristics. Use this list to review each sales compensation plan:

= Eligibility: Eligibility for sales compensation should be reserved for
those jobs where the incumbents (1) have customer contact,
(2) persuade the customer to act, and (3) contribute to the revenue
production of the company.

= Mix: Pay mix, the split of total target cash compensation (TTCC) be-
tween target base salary and target incentive, should reflect the de-
gree of influence of the job. Where sales personnel have high influ-
ence over the customer’s decision to buy, provide a low base salary
and a high incentive opportunity. Where sales personnel represent
only one factor affecting the buyer’s decision, provide a high base
salary component while keeping the target incentive component
smaller.

= Leverage: As confirmed by market data, ensure that the best per-
formers—the 90th percentile of job incumbents—earn 3 times the
target incentive amount for outstanding performance. Avoid caps
on the sales compensation plan.

» Performance measures and weights: Always have a revenue pro-
duction measure to drive sales volume performance. Restrict the
number of measures to 3 or fewer. Weight the measures to reflect
importance of the measures.

= Quotas distribution: The target is for two-thirds of sales personnel
to reach and exceed quota and one-third not to reach quota. There
should be no bias in the quota allocation process. As Figure 10-4 il-
lustrates, the size of territories should not have a positive or nega-
tive influence on the quota performance.

= Performance and payment periods: Match the payment period to
the performance period. Use cumulative-to-date payments when
payouts occur more frequently than the performance period.
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Figure 10-4. Quota Fairness

= Formula type: Use a target incentive commission formula when ter-
ritories are equal; use a target incentive bonus formula when rev-
enue levels among territories are significantly dissimilar.

= Market data: Set pay levels consistent with market pay data. Partic-
ipate in market surveys conducted by a third party featuring uni-
form data submission standards, mandatory job matching sessions,
and incumbent-based data collection and reporting. Purchase sur-
veys annually. Ensure to have more than one survey source for each
benchmark job.

Return on Investment

Sales management can monitor the cost of the sales force, specifically
the sales compensation program (see Figure 10-5). Regular trend
analysis provides a means to track return on sales expense.

Program Management
Evaluation of program management includes the following:

= Conformity to plan design: How well does the application of the
incentive plan match the plan documentation?

= Accuracy of payments: How accurate are payout calculations? What
is the error and/or correction rate?
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Figure 10-5. Sales Costs

» Timeliness of payments: Are payout checks issued at the stated
time?

» Resolution of exceptions: How quickly do exceptions take to
resolve?

= Scope of reporting: How extensive is the reporting of the sales com-
pensation program to meet the needs of headquarters management,
field sales management, and individual sales representatives?

» Cost of administration: How costly is it to administer the sales
compensation program?

s Annual audit: How did the sales compensation program fare under
the annual audit of the program conducted by the finance depart-
ment?

Common Sales Compensation Symptoms
Here are several examples of common sales compensation symp-
toms:

1. Unmotivated and frustrated sales personnel: Something is wrong
when sales personnel are unmotivated and frustrated. Careful ex-
amination of the incentive plan will determine if poor design fea-
tures of the sales compensation program are contributing to this
negative situation.
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2. Unpredictable over- or underpayments: The pay plan should not
hold “surprises” for either the sales personnel or sales manage-
ment. Unexpected drops in income or excessive earnings means
the sales compensation plan most likely has design errors.

3. Excessive double crediting: The sales compensation program
should not rely on excessive double- or split-crediting to function
correctly. Examine job design and sales crediting practices when
horizontal sales credit exceeds real sales revenue by more than
115 percent.

Summary

An assessment of the sales compensation program requires a multi-
factor review: strategic alignment, employee motivation, best-practice
variance, return on investment, and program management. Some
companies use a standing sales compensation review committee to
monitor program effectiveness. Other companies make it a periodic
project. Regardless, a comprehensive review of the sales compensa-
tion program should occur on an annual basis.
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Sales Compensation Design

Sales management should plan well in advance for a full redesign of the
sales compensation program. Sales compensation redesign is an iterative
process. For large sales organizations, this process could take up to 4 to
5 months elapse time. Smaller sales organizations, with 10 to 50 sales
representatives with 3 or fewer sales jobs should start their redesign ef-
forts at least 2 months in advance of the implementation date. Sales or-
ganizations with fewer than 10 sales personnel should give themselves
at least a month elapse time for sales compensation design efforts.

Why is “tweaking” bad? Making minor adjustments to the sales com-
pensation program on an annual basis is an acceptable and preferred
practice when underlying influencing factors have changed very little.
However, be wary of the practice of tweaking the sales compensa-
tion program. What is the difference between minor adjustments and
tweaking? Minor adjustments assume that sales management has made
a complete review of all the plans and the limited changes fit within
the context of the overall program design. Tweaking, however, makes
isolated changes and patches to the pay program outside the context
of the overall design.While such changes often reflect good intentions,
the summation of these tweaks can create confusing and convoluted
sales compensation plans.

The Sales Compensation Design Process

An important element of the sales compensation design process is the
involvement and participation of key stakeholders.As the design steps
presented below suggest, various points within the design process re-
quire collaborative decision-making. These involvement steps are
needed to help resolve competing objectives and make tough re-
source allocation decisions. For example, when selecting perfor-
mance measures, the senior management team needs concurrence on
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the use of the right measures to ensure alignment with the company’s
objectives. Unfortunately, sales, finance, operations, and marketing
may have different and competing expectations for the sales force.
Leaders of these departments need to meet to identify key measures
for inclusion in (or exclusion from) the sales compensation program.
Likewise, similar collaborative decision-making is necessary when
providing automation provisioning for the sales compensation pro-
gram. Sales operations, finance, and information technology (IT) need
to review various choices affecting functionality and costs.

This collaborative approach is a vote against the expert-recom-
mended solution. Whether concocted by an inside resource, the vice
president of sales, or an outside consultant, such expert solutions are
often counterproductive.There is no right answer to sales compensa-
tion design.The right answer is a shared judgment by the leadership
team. The leadership team needs to “work the issue” to examine im-
plications and impacts of various alternatives as they attempt to drive
company objectives.

Ten Steps to Sales
Compensation Design

Regardless of the size of the organization and the elapse time devoted
to the redesign effort, the following 10 steps provide a road map for
all sales organizations. Each step provides a crucial element to ensure
successful redesign.This process should be repeated every year.

Step 1: Fact Finding

The first step is to gather information about the current program and
confirm the company’s business objectives. Undertake the following
actions to prepare a Fact Finding Report:

= [nterview senior management: Gather perspectives regarding the
current program and information about future sales objectives from
senior management.

» Interview beadquarters staff: Learn what is working with the cur-
rent pay program and where improvements are needed. Gather all
written documentation regarding the current and proposed jobs
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and organization structure. Collect all information about the current
pay programs including policies and practices related to account as-
signment, quota allocation, and sales crediting.

= nterview field sales management: Collect field perspectives re-
garding the effectiveness of the current program. Capture any sug-
gestions for changes.

» Interview sales personnel: Learn how sales personnel view the cur-
rent sales compensation program.Assess their understanding of the
current plan. Gain their views on how to improve the program. Doc-
ument job content.Ask sales personnel to confirm how the current
sales compensation program supports the charter of their sales job.
For large sales forces, gather electronic survey responses on the ef-
fectiveness of the sales compensation program.

Purchase external survey data: Obtain competitive market data from
compensation survey sources. (See Appendix B for a partial listing.)

Assemble pay and performance data: Gather quantitative informa-
tion on the current program—pay and performance data.

Obtain strategic goals: Solicit internal documentation on the forth-
coming strategic goals of the company.

= Document mid-year changes: Gather all mid-year changes includ-
ing program design, account assignment changes, quota changes,
and sales personnel movement.

Step 2: Assessment

Conduct analytical and comparative assessment analysis. Conduct the
following analysis for inclusion in the Assessment Report.

= Make competitive market comparison: Compare actual pay levels
with labor market practices.

= Examine pay and performance relationship: Prepare dispersion
charts showing the relationship between performance and incen-
tive payouts.

» Jest quota system: Examine the quota system for proper balance of
performance below and above quota. Ensure the program is free of
unintended bias.
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m Review performance measures: Determine if performance mea-
sures support the company’s business objectives.

= Calculate return on investment: Prepare trend charts showing the
change in cost of sales and return on investment.

= Audit support programs: Review support programs to ensure com-
pliance with policies for account assignment, quota allocation, and
sales crediting.

Step 3: Alignment

The alignment step provides senior management with its first collab-
orative involvement in the design process. During this step of the
project, senior management reviews a summary of the Fact Finding
Report and Assessment Report prepared for Steps 1 and 2, respec-
tively. Then working as a group, the senior team including the general
manager, top sales executive, top finance executive, top marketing ex-
ecutive, and head of human resources will confirm the Sales Align-
ment Statement that includes:

= Corporate sales strategy: Specify the strategic role of the sales force
regarding revenue, profit, product, and customer strategies.

» Sales compensation principles: Examine sales compensation de-
sign principles regarding eligibility, total target cash compensation
(TTCO), mix, leverage, performance measures, quota allocation, and
pay and performance periods for appropriateness. Update the sales
compensation principles as appropriate.

Step 4: Program Design

For Step 4, assemble a design task force consisting of sales manage-
ment, marketing, finance, and human resources to examine design al-
ternatives and select a preferred design. For small organizations, the
design task force will most likely be those who authored the Sales
Alignment Statement. Larger sales organizations might appoint spe-
cialists from each department to serve on the task force. Companies
that have multiple sales entities should assemble a design task force
for each sales unit.The task force develops preferred sales compensa-
tion designs during the following meetings:
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= Meeting 1: Review of current documenitation: Present and discuss
all relevant material: Fact Finding Report, Assessment Report and
Sales Alignment Statement. If participants are new to the design of
sales compensation, provide an overview of key sales compensation
concepts.

= Meetings 2 and 3: Design sales compensation plans: Work through
the sales compensation design for each job. Design by element, not
by job. Use Figure 11-1, an example of a spreadsheet, to record de-
sign decisions.

Formula

Job Title Eligible TTCC Mix Leverage Measures Weighting Type
i Volume 75% Bonus
Proridwide Sales Yes  |$250K | 80/20 | 3x
xecutive Profit 25% Bonus
Volume 50% Bonus
o Sales Yes 150K | 75/25 | 3x -
epresentative Retention 50% Bonus
i Volume 75% Commission
Termitory ati Yes  |$75K | 60/40 | 3x
epresentative New Accounts 25% Bonus
Telephone Sales Yes $65K | |
Product Overlay Yes + * * Y

Figure 11-1. Sales Compensation Design Elements

» Meeting 4: Confirm preferred designs: Review proposed sales
compensation designs. Make necessary adjustments.

Step 5: Support Programs

A team of sales management personnel prepares guidelines for the
territory configuration, quota management, account assignment, and
sales crediting rules. Develop estimates of territory loading, quota al-
location numbers, and the impact of various sales crediting practices.
Prepare a Support Program Impact Report.

Step 6: Modeling and Costing

The sales operations function examines cost by modeling the overall
program costs and preparing individual income estimates. Provide
these to senior management for approval in a Program Cost Report.
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Step 7: Automation

Assemble a work team of specialists from sales operations, finance,
and information technology (IT) to examine automation alternatives
and select a preferred system. Get approval and funding for a solution.
(See Appendix C for a list of incentive software vendors.) Test au-
tomation solution prior to program launch.

Step 8: Implementation

Prepare an implementation schedule for program roll-out, conversion,
communication, and systems support. Allocate responsibilities to as-
signed personnel for each component of the implementation effort.

Step 9: Communication

Prepare communication collateral, train field managers, and populate
Web site with relevant content.

Step 10: Administration

Prepare administrative procedures and practices. Communicate ac-
countabilities and time commitments to responsible personnel.

Ten Steps—Work Plan

Prepare a work plan (see Figure 11-2) to track progress of the sales
compensation redesign effort.

Summary

The sales compensation design process requires a dedicated effort.
Appoint a process leader to facilitate the design process. Ensure you
have adequate time to accomplish each of the design steps. Conduct
the process each year. Follow these 10 steps to keep the compensa-
tion plans contemporary with current sales strategies.
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Project Steps 112 |3|4|5|6[7 |89 [10[11|12]|13| 14|15 16|17
1. Fact Finding
2. Assessment
3. Alignment
4. Program Design
5. Support Programs

6. Modeling and Costing
7. Automation

8. Implementation

9. Communication

10. Administration T T ]

Figure 11-2. Sales Compensation Work Plan—Weeks

Closing Notes

Sales compensation provides sales management with a powerful tool
to help focus sales personnel efforts. However, as we have learned,
building an effective sales compensation plan is not a casual task. Fol-
lowing the approach and concepts presented in this book, you will
find the task accomplishable. Here are some summary notes as you
undertake your sales compensation design efforts.

» Sales compensation works. While not appropriate for all selling
jobs, sales compensation provides the means to reward superior
sales results. Sales personnel respond to the opportunity to perform
well.

= Sales compensation is one of many types of incentive compensa-
tion plans. Sales compensation plans feature a substantial upside
opportunity for placing part of the target compensation at risk.
Other pay plans such as gainsharing, add-on, and management
bonus plans serve different and worthy purposes.

= ncome producers and sales representatives are paid differently. In-
come producers earn a portion of their sales production. Sales rep-
resentatives earn a percent of target incentive, less than for below-
expected performance, more for above-expected performance.

= Sales compensation follows job design. Sales compensation plans
support sales job design. Changes in strategy and focus will change
the sales jobs. If the sales job changes, so must the sales compensa-
tion plan.
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» Sales compensation administration requires resources. Whether
as head count or automation support, the sales compensation pro-
gram requires company resources for ongoing success.

= Collaborative design process promotes the best solution. Involving
key decision makers in the design process will significantly improve
the outcome of the design process.

s Communicate, communicate, and communicate. Use every
means to communicate the new plan to participants.

With the right investment of time in the right design process, you
can capitalize on the driven enthusiasm of sales personnel earning
outstanding pay for exceeding company objectives!
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lllustrative Sales
Compensation Plan

Utility Energy, Inc.
Sales Compensation Plan
Sales Representatives
For Plan Year
20xx

Utility Energy, Inc.
20xx Compensation Plan—Sales Representatives

Table of Contents

Introduction

Section 1: Plan Overview

Section 2: 20xx Sales Compensation Plan Components

Section 3: 20xx Sales Compensation Plan Policies and Definitions
Appendix: 20xx Sales Compensation Plan and Calculation

Introduction

This document presents the Sales Compensation Plan (for Sales Rep-
resentatives) for Utility Energy, Inc.

Your compensation plan rewards incremental increases in sales
performance with incremental increases in compensation earnings.
As you improve your sales performance, you will have the opportu-
nity to achieve outstanding earnings.
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Section 1: Plan Overview
Why do we need a compensation plan?

The immediate success of Utility Energy, Inc., depends on our ability
to rapidly penetrate mid-level business customers outside our tradi-
tional service area.To meet these objectives, our compensation plan
will provide the following:

= Unique compensation solutions that match plan designs with job
responsibilities and desired behaviors

= Focused plan elements that drive achievement of business objec-
tives and selling strategy

» Significant rewards for high achievers

Compensation Philosophy

In general, this plan is intended to communicate a compensation phi-
losophy consistent with the following points:

= Strategic. The plan designs will support, drive, and encourage vi-
sion and overall business strategy achievement of Utility Energy,Inc.
Our goal is to target mid-level customers.

= Competitive. The Sales Compensation Plan is designed to attract
and retain top performers. We will reward outstanding performance
with exceptional earnings opportunities.

= Fair. We will develop compensation policies that reward individual
achievement in support of sales goals.

= Simple. We have designed the new plan to ensure that the me-
chanics and policies are easy to understand and communicate.

Competitive Earnings

We are committed to the success of Utility Energy, Inc. We provide
competitive earnings to those of you who can help us attain our goals.
Those who consistently sell at the highest levels of volume will earn
the highest levels of compensation.
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Section 2: 20xx Sales Compensation
Plan Components

The 20xx Compensation Plan consists of two components: Base
Salary and MWH (megawatts per hour) units commission based on
achievement of unit sales and number of contracts completed.

Base Salary

All individuals covered under the new compensation plan will receive
a base salary. The base salary is managed within a pay range. Merit in-
creases are provided on an annual basis consistent with the com-
pany’s salary merit increase guidelines.

MWH Units and Number of Contracts Commission

The MWH Units and Number of Contracts Commission are based on
the number of megawatt hours sold and number of contracts com-
pleted at the individual level. Payout will begin once MWH unit sales
are equal to or exceed 80,000 and the number of contracts is equal to
or exceeds 10. For example, performance of 80% of target (96,000
MWHs and 24 contracts) will yield 50% of target payout ($17,280).
Performance at target (120,000 MWHs and 30 contracts) will yield
100% of the target payout ($34,800). Performance above the target
level will receive an accelerated commission payout. For example,
performance of 120% of target (144,000 MWHs and 36 contracts) will
yield 130% of the target payout ($44,640).

Commission Rate per MWH

MWH
Contracts 80,000-120,000 > 120,000
10-19 .08 .09
20-29 .18 .20
30-39 .29 31
40-49 31 .37
50+ 33 44
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Note a minimum incentive of $21,875 will be guaranteed for the first
year of the plan (20xx). This represents 100% of quarter 1, 75% of
quarter 2,50% of quarter 3, and 25% of quarter 4 target earnings. (See
table below.)

Guaranteed Incentive Table

Percent Target Payout Amount Cumulative
Quarter  Earnings Guaranteed Guaranteed Payout Guaranteed
1 100% $8,750.00 $ 8,750.00
2 75% $6,562.50 $15,312.50
3 50% $4,375.00 $19,687.50
4 25% $2,187.00 $21,875.00

Section 3: 20xx Sales Compensation
Plan Policies and Definitions

Purpose

The purpose of the Utility Energy, Inc., Compensation Program (the
“Program”) is to reward Participants for identifying and growing busi-
ness with new customers.

Definitions

The following terms shall have the following meanings for the pur-

poses of the Program:

= Award. The payment of dollars to a Participant as determined by
this Program.

= Company. Utility Energy, Inc.

= Disability. Total disability as defined in the Company’s long-term
disability plan in effect at the time of disability.

= Participant. Any employee of the Company who is selected to
participate in the Program.

= Threshold. In order to receive an incentive payout, it is a require-
ment for all Participants of this Program to exceed a minimum ac-
complishment of plan.
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= Incentive Payout. For all Participants, incentive will accumulate
from dollar one, but will not be paid until the thresholds for all
measures have been exceeded.

= Large Orders Rule. If an order is received that exceeds 12,000
MWH, you will only be credited for 12,000. Exceptions to this rule
must have approval by the Sales Director and Managing Director
prior to the booking of the order.

= Program. Utility Energy, Inc., Compensation Program as originally
adopted or, if amended or supplemented, as amended or supple-
mented.

Award Value Determination

Participants will begin earning incentive once their minimum thresh-
olds have been exceeded.

Incentive Payout will be paid quarterly once thresholds are
achieved.

Conventional rounding rules apply: >.5 round up, <.5 round
down.

“Large Orders Rule” will be used to limit credit for orders in excess
of order size boundary of 12,000 MWH.

Payments

Eligibility to Participate. Participants must hold a job in one of the
participating categories for a minimum of 30 consecutive days in the
calendar year in order to be eligible for an incentive payout.

If you should leave Utility Energy, Inc., you will receive an
incentive payment equivalent to that which you would bave
received for the last full quarter you worked.

Normal Case. Payments will be made quarterly, as soon as practi-
cal after the close of the quarter, but no later than ninety (90) days af-
ter the end of the quarter or year. Cumulative incentive earned to date
will be calculated each quarter. The amount paid out each quarter
will be the cumulative incentive earned to date less any payouts made
in previous quarters.

Death, Disability, Retirement, or Termination (Voluntary/
Involuntary). If a Participant dies, becomes disabled, retires, or
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terminates within the meaning of the Program, he/she shall receive an
Award for all bookings through the last full quarter of employment,
and shall forfeit the Award for any uncompleted quarter.

Promotions/Transfers to Non-Incentive Eligible Positions. If
a Participant is promoted or transferred to a job in the Company that
is not eligible for any incentive payment, he/she shall be entitled to a
pro-rated payment of Awards for any period completed.

Promotions/Transfers to Incentive Eligible Positions. If a Par-
ticipant is promoted or transferred to a job in the Company that is el-
igible for incentive, his/her total incentive payment will be prorated
based on the amount of time spent in each position.

Partial Year Participation. The structure of the incentive plan is
based upon a Participant’s full year participation. We also recognize
that people can enter the program at any time during the year. In
those situations the following will apply:

= Individual Contributors: If an individual is eligible to become a Par-
ticipant of the Program for a period of less than 12 months, a plan
will be assigned based upon the months of eligibility remaining in
the calendar year.

Deviations from these guidelines require written approval from the
Sales Director and the Managing Director.

Crediting

Megawatt hours sold will be estimated based upon historical usage
plus or minus adjustments according to usual company practices.
Contracts will be credited when the contract is signed.

Cancellations and Deductions

Contracts canceled within 90 days of the date performance begins on
the contract will result in sales being deducted from the representa-
tive’s attainment.

Amendment and Termination

The Managing Director may terminate the Program at any time, treat-
ing any quarter then in effect as having ended as of the date he/she
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notifies the participants. The Managing Director may from time-to-
time amend or revise the Program.

Effective Date

This Program shall become effective on January 1, 20xx.

Gender Plural and Singular

All pronouns and any variation thereof shall be deemed to refer to the
masculine, feminine, or neuter as the identity of the person or persons
may require. As the context may require the singular may be read as
plural and the plural as singular.

Captions

The captions to the sections and paragraphs of the Program are for
convenience only and shall not control or affect the meaning or con-
struction of any of its provisions.

Management Judgment

In all cases, management reserves the right to reduce, modify, or with-
hold awards based upon individual performance or management
modification in the Program. Such action requires the written ap-
proval of the Sales Director and Managing Director.

Appendix: 20xx Sales Compensation
Plan and Calculation Examples

Example 1: Assume: Annual unit sales of 120,000 MWH
(Target Payout) and 30 contracts.
Commission Rate: .29 (Look up rate on table.)
Calculation: .29 X 120,000 MWH = $34,840
Example 2: Assume: Annual unit sales of 96,000 MWH
and 15 contracts.
Commission Rate: .08 (Look up rate on table.)
Calculation: .08 X 96,000 MWH = $7,680
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Example 3:

Example 4:
(Quarterly Payout
Calculation Notes)

Assumptions:

Quarter 1 Payout

Appendix A

Assume: Annual unit sales of 150,000 MWH
and 50 contracts.

Commission Rate: .44 (Look up rate on table.)
Calculation: .44 X 150,000 MWH = $66,000
Note: Payouts begin when both MWH units
and number of contracts are over threshold
levels. If no commission is earned, a portion
of the guaranteed amount will be paid out
each quarter when thresholds are not reached.
Payout for each quarter is the cumulative in-
centive earned to-date in the year, less previ-
ous payout amounts.

Assume:

= Q1 unit sales of 40,000 MWH, in 10 contracts
= Q2 unit sales of 48,000 MWH, in 12 contracts
= Q3 unit sales of 32,000 MWH, in 15 contracts
= Q4 unit sales of 40,000 MWH, in 10 contracts

Step Directions Quarter 1 Calculation
Step 1: Add sales in all Sales in all quarters
Determine quarters to-date. to-date are quarter 1

cumulative sales

Step 2:
Determine
cumulative
contracts

Step 3:
Determine
commission
rate

Add contracts in all
quarters to-date.

Look up cumulative
performance on table
on p. 197 to obtain
comimission rate.

sales of 40,000 MWH.

Contracts in all
quarters to-date are
quarter 1 contracts
of 10.

Performance not on
table because 40,000

is less than 80,000
MWH threshold. Hence,
no commission rate
applies, and no
commission incentive
is earned.
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Commission Rate per MWH
Cumulative MWH To-Date
Cumulative Contracts To-Date 80,000-120,000 > 120,000
10-19 .08 .09
20-29 .18 .20
30-39 .29 31
40-49 31 37
50+ 33 44
Step 4: Multiply commission  Not applicable since
Calculate rate by cumulative no commission
cumulative number of MWHs. incentive earned.

incentive earned
to-date

Step 5: Look up cumulative
Calculate payout guaranteed for
guaranteed quarter on guaranteed
minimum incentive table. If
incentive cumulative guaranteed
amount payout is greater than

incentive commission
earned, then take as
cumulative incentive
earned.

Guaranteed minimum
for quarter 1 is $8,750.

Guaranteed Incentive Table

Percent Target Payout Amount Cumulative Payout
Quarter Earnings Guaranteed Guaranteed Guaranteed
1 100% $8,750.00 $ 8,750.00
2 75% $6,562.50
3 50% $4,375.00 $19,687.50
4 25% $2,187.00 $21,875.00
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Step 6:

Calculate payout
Jor quarter

Quarter 2 Payout

Appendix A

Subtract previous
quarter earnings from
cumulative incentive
earned.

No previous quarters,
so earnings are $8,750.

Step Directions Quarter 2 Calculation
Step 1: Add sales in all Quarter 1 + Quarter 2
Determine quarters to-date. MWHSs = 40,000 +
cumulative sales 48,000 = 88,000 MWHSs
Step 2: Add contracts in all Quarter 1 + Quarter 2
Determine quarters to-date. Contracts = 10 + 12 =
cumulative 22 Contracts
contracts

Step 3: Look up cumulative 88,000 is between
Determine sales and cumulative 80,000 and 120,000

commission rate

contracts on table
below to obtain
commission rate.

and 22 is between 20
and 29, hence
commission rate is .18.

Commission Rate per MWH

Cumulative Contracts

Cumulative MWH To-Date

To-Date 80,000-120,000 > 120,000

10-19 .08 .09

20-29 20

30-39 .29 31

40-49 31 37

50+ 33 44

Step 4: Multiply commission  Cumulative MWHs =
Calculate rate by cumulative 85,000. 88,000 X
cumulative number of MWHs. .18 = $15,840
incentive

earned to-date
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Step 5: Look up cumulative Not applicable, since
Calculate payout guaranteed for cumulative incentive,
guaranteed quarter on guaranteed $15,840, is greater than
minimum incentive table. If $15,312.50.

incentive cumulative guaranteed

amount payout is greater than

incentive commission
earned, then take as
cumulative incentive
earned.

Guaranteed Incentive Table

Percent Target Payout Amount Cumulative Payout
Quarter Earnings Guaranteed Guaranteed Guaranteed
1 100% $8,750.00 $ 8,750.00
2 75% $6,562.50
3 50% $4,375.00 $19,687.50
4 25% $2,187.00 $21,875.00
Step 6: Subtract previous Quarter 1 earnings are
Calculate payout quarter earnings from $8,750. Cumulative
Jor quarter cumulative incentive  earnings are $15,840.
earned. $15,840 — $8,750 =
$7,090
Quarter 2 payout =
$7,090

Quarter 3 Payout

Step Directions Quarter 3 Calculation
Step 1: Add sales in all 40,000 + 48,000 +
Determine quarters to-date. 32,000 = 120,000
cumulative sales MWHs

Step 2: Add contracts in all Quarter 1 + Quarter 2
Determine quarters to-date. Contracts = 10 +
cumulative 12 + 15 = 37 Contracts
contracts
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Step 3:
Determine
commission rate

Appendix A

Look up cumulative
sales and cumulative
contracts on table
below to obtain
commission rate.

120,000 is in the range
80,000 to 120,000 and
37 is between 30 and
39, hence commission
rate is .29.

Commission Rate per MWH

Cumulative Contracts

Cumulative MWH To-Date

To-Date 80,000-120,000 > 120,000
10-19 .08 .09
20-29 .18 .20
30-39 29> 31
40-49 31 .37
50+ 33 44
Step 4: Multiply commission  Cumulative MWHs =
Calculate rate by cumulative 120,000. 120,000 X
cumulative number of MWHSs. .29 = $34.800
incentive
earned to-date
Step 5: Look up cumulative Not applicable, since
Calculate payout guaranteed for cumulative incentive is
guaranteed quarter on guaranteed greater than
minimum incentive table. If $19,687.50.

incentive amount

cumulative guaranteed
payout is greater than
incentive commission
earned, then take as
cumulative incentive
earned.
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Guaranteed Incentive Table

Percent Target Payout Amount Cumulative Payout
Quarter Earnings Guaranteed Guaranteed Guaranteed
1 100% $8,750.00 $ 8,750.00
2 75% $6,562.50 $15,312.50
3 50% $4,375.00 $19,687.50
4 25% $2,187.00 $21,875.00
Step 6: Subtract previous Quarter 1 earnings are
Calculate payout quarter earnings from $8,750. Quarter 2
Jor quarter cumulative incentive  earnings are $7,090.
earned. Cumulative earnings
are $34,800.
$34,800 — $7,090 —
$8,750 = $18,160
Quarter 3 payout =
$18,160
Quarter 4 Payout
Step Directions Quarter 4 Calculation
Step 1: Add sales in all 40,000 + 48,000 +
Determine quarters to-date. 32,000 + 40,000 =
cumulative sales 160,000 MWHs
Step 2: Add contracts in all 10 + 12 + 15 +10 =
Determine quarters to-date. 47 Contracts
cumulative
contracts
Step 3: Look up cumulative 160,000 is greater than
Determine sales and cumulative 120,000 and 47 is

commission rate

contracts on table
on p. 202 to obtain
commission rate.

between 40 and 49,
hence commission rate
is .37.
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Commission Rate per MWH

Appendix A

Cumulative MWH To-Date

Cumulative Contracts

To-Date 80,000-120,000 > 120,000
10-19 .08 .09
20-29 .18 .20
30-39 .29 31
40-49 31 G
50+ 33 44
Step 4: Multiply commission  Cumulative MWHs =
Calculate rate by cumulative 160,000. 160,000 X
cumulative number of MWHSs. 37 = $59,200
incentive

earned to-date

Step 5:

Calculate
guaranteed
minimum
incentive amount

Look up cumulative
payout guaranteed for
quarter on guaranteed
incentive table. If
cumulative guaranteed

payout is greater than
incentive commission
earned, then take

as cumulative
incentive earned.

Guaranteed Incentive Table

Not applicable, since
cumulative incentive of
$59,200 is greater than
$21,875.00.

Percent Target Payout Amount Cumulative Payout
Quarter Earnings Guaranteed Guaranteed Guaranteed
1 100% $8,750.00 $ 8,750.00
2 75% $6,562.50 $15,312.50
3 50% $4,375.00 $19,687.50
4 25% $2,187.00 $21,875.0
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Illustrative Sales Compensation Plan 203

Step 6: Subtract previous Quarter 1 earnings are

Calculate payout quarter earnings from $8,750. Quarter 2

Jor quarter cumulative incentive  earnings are $7,090.
earned. Quarter 3 earnings are

$18,160. Cumulative
earnings are $59,200.
$59,200 — $18,160 —
$7,090 — $8,750 =
$25,200

Quarter 4 payout =
$25,200

Total earnings for year:
$8,750 + $7,090 +
$18,160 + $25,200 =
$59,200
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Appendix C

Software Vendors—
Sales Compensation
Administration Software

Company Name

Web Address

Advanced Information Management, Inc.

The Alexander Group, Inc. (AGD)
Software Services

Callidus Software, Inc.
CDS Solutions Group
Centive, Inc.

Convergent Solutions
DSPA Software Inc.
GlobeNet Technologies
Iconixx Corporation
Jenkon

Motiva, Inc.

NetView Technologies, Inc.
Oracle Corporation
PeopleSoft, Inc.

SAP

Siebel Systems, Inc.
Stonewater Systems, Inc.
SuperPowerNet.com, Inc.
Synygy, Inc.

Taltos Software

Trilogy Software, Inc.
ViComp Management, Inc.
Vipar Systems, Inc.

www.aimworld.com

www.alexandergroupinc.com

www.callidussoftware.com
www.cdsgroup.com
www.centive.com
Www.convergents.com
www.dspasoftware.com
www.globenettech.com
WWW.iCOnixx.com
www.jenkon.com
www.motiva.com
www.netviewtechnologies.com
www.oracle.com
www.peoplesoft.com
WWW.Sap.com
www.siebel.com
www.stonewatersystems.com
www.superpowernet.com
WWW.Synygy.com
www.taltossoftware.com
www.trilogy.com
www.vicompmgt.com

WwWw.vipars.com
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Index

A
Accelerators, 63
Account executive (job leveD), 56
Account planning quota allocation, 141
Account status territory configuration,
135,138-139
Accountabilities, 2, 152
communication of, 154, 155
in large sales organizations, 38-39
for sales compensation program,
36-39
Add-on pay plans, 13-15
Administration, 151-160
accountability for, 37
automation alternatives for, 155-158
communication of accountabilities by,
154-155
IT supporting, 4
of policies, 152-154
of procedures, 154-155
reporting choices for, 158-159
as step in compensation design, 186
unnecessary burdens in, 159-160
vendors of software for, 207
Administration team, 41
Administrators, reports for, 158
Advisory notes, 170
Agents, 48
Algorithms (quota allocation), 141
Alignment, 4
for effective programs, 5
results of poor, 3-4
as step in compensation design, 184
strategic, 36-37
Alliance specialists, 54
Annuity business, 147

Appeasement pay, 147
Application customer groups, 45
Application direct sellers, 50
Application specialists, 53
Applications, configuring territories by,
136

Approval, program, 161-162
Assessment (see Program assessment)
Assessment Report, 183-184
Asset managers, 49
Associates (job level), 55
At-risk dollars, 13
Audits:

accountability for, 37

of sales crediting, 149-150
Automation, 152, 155-158, 186

B
Back-end payouts, 64
Bandwidth exceeded sales jobs, 57
Base salary:
commissions with, 75-77
for income producers, 16, 17
with multiplier, worksheet for, 121-123
in pay mix, 24, 25
for sales representatives, 16, 22
step compensation plan, 104
in variable compensation models, 13,
14
Benefits, 22
Best performers, 24
Best practice(s):
assessing variance from, 177-178
for performance measures, 27
sales compensation plans equal to
number of sales jobs as, 21

209
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Best practice(s) (Cont.):
self-funded payments as, 20
Blended sales jobs, 57
Bonuses:
with drop-in commission, 97, 98
hurdle link, 95
linked designs for, 95-98
matrix link, 96-97, 128-130
multiplier link, 96
rate, 93-95
step, 91-93
target incentive formulas for, 68-69,
91-97
Booking orders, 7
Brokers, 48
Business development sales jobs, 48, 54
Buyer identification, 6, 7

C
Cadence, 57
Caps (see Pay caps)
CEO (see Chief executive officer)
Channel assignment sellers, 49
Channel end user representatives, 52, 54
Channel end users, 45
Channel partners, 45, 149
Channel representatives, 45-47, 52
Channels, obsolescence of, 11
Chief executive officer (CEO), 35-36, 38
“Closing” the sales, 7
Cold cut technique, 163
Collaborative decision-making, 181-182
Commissions:
with base salary, 75
with base salary, threshold, and cap,
75-77
decreasing rates for, 112
for dissimilar-sized territories, 86-89
drop-in, 97,98
flat, 61-62,70-71
on formula graphs, 59
hurdle link, 81-83
hurdle link variable, 82-83
hybrid ramp, 74
for income producers, 16,17, 61-64,
108-113

Index

Commissions (Cont.):
increasing rates for, 110-112
individual, 87-88
link designs for, 80-86
matrix link, 84-86
multiplier link, 83-84
point schedule variable, 79-80
progressive ramp, 71-72
ramp, 63, 71-76
regressive ramp, 72-74
residual, 64
straight, 62,71
stratified, 89
target incentive formulas for, 68-89
trailing, 64
variable rate, 77-78
variable table, 78-79
Committees, sales compensation, 40-41
Communication, 164-170
accountability for, 37
advisory notes, 170
field management training for, 167
for optimum sales performance, 2-3
performance/payout reporting, 170
plan documentation, 169-170
plan updates, 170
for program launches, 166-167
with sales force, 167-168
of sales leadership message, 165-166
schedule for, 165
as step in compensation design, 186
Contaminated sales jobs, 57
Contests, 14, 22
Conversion methods, 163-164
Corrupted sales jobs, 57
Cost of sales, 3-4
Costing step (compensation design), 185
Costs:
of overselling, 51-52
in sales job design, 56
Crediting (see Sales crediting)
CRM (customer relationship
management), 11
Cumulative performance/payment
periods, 33
Custom solutions, 156, 157
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Index

Customer impact measures, 27
Customer relationship management
(CRM), 11

Customer segments, 44-45
Customer service representatives, 49
Customer specialization, 45
Customers:

expectations of, 56

grouping of, 45

support of, 6, 8

D
Dealers (showroom), 49
Decision-making, collaborative,
181-182
Declining guarantee, 163
Dedicated applications, 158
Dedicated sales team compensation
formulas, 100-103
collaborative model, 101-102
specialist model, 101
Demand creation, 6-7,9
Design of sales compensation, 5,
181-188
accountability for effectiveness of,
37
adjustment vs. tweaking of, 181
key stakeholder participation in,
181-182
poor, 4
process of, 182-186
of sales jobs, 5-6
for sales representatives, 20-34
work plan for, 1806, 187
Design of sales jobs:
constraints in, 56
errors in, 57
Design team, 40
Desktop applications, 156
Direct sales jobs, 47, 49-52
Discrete performance/payment periods,
32,33
Documentation, plan, 169-170
Double upside incentive opportunity,
15
Drop-in commission, 97, 98

211
E
Earnings commitment, 67
Eligibility:
of jobs for sales compensation, 21-22,

177

for sales credit, 146-147
End users, channel, 45
Event awards, 103
Event sellers, 49
Executives, reports for, 159
Existing accounts, 44-45
Existing major account direct sellers, 50
Expense reimbursement, 22

F
Fact Finding Report, 182-184
Fact finding step (compensation
design), 182-183
Field sales management:
accountability assignment for, 39
reports for, 159
training for, 167
Finance department, reports for, 159
Flat commissions:
for income producers, 61-62, 108
payout rate for, 105-106
for sales representatives, 70-71
straight commissions vs., 62
Flat guarantees, 163
Forecast (term), 140
Formulas, 59-131
assessment of, 178
for dedicated sales teams, 100-103
fundamentals of, 105-108
illustrating payouts of, 59, 60
for income producers, 61-66,
108-113
KSO plans, 98-100
MBO plans, 98-100
for multi-tier marketing, 66
for opportunity sales teams, 102-103
for sales representatives, 66-99,
113-118
for sales teams, 100-104
target incentive amounts in, 67
TI-Bonus, 68-69,91-97
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Formulas (Cont.):
TI-Commission, 68-89
using base salary only, 103-104
worksheets for, 118-130
Funding, 67, 161-162

G

Gainsharing pay plans, 13, 14

General manager, 35-36, 38

Geographic account territories, 135,
136

Geographic customer groups, 45

Geographic direct sellers, 49

Global account direct sellers, 50

Goal (term), 140

Government direct sellers, 50

Grandfathering, 164

Graphs, formula, 59, 60

Guarantees, 163-164

H
Hands-free quotas, 142
Headquarters sales-in, 52
Horizontal sales credit, 146
Hosted solutions, 158
Human resources:
accountability assignment for, 39
reports for, 159
Hurdle, threshold vs., 82
Hurdle link formulas, 80
bonuses, 95
commissions, 81-83
variable commissions, 82-83
Hybrid ramp commissions, 74
Hybrid territory configuration, 136

I

ICR (see Individual commission rate)

Ilustrative sales compensation plan,
189-203

Implementation of program, 161-164,

186
Inbound telesales, 51

Incentive, target (see Target incentive)

Incentive compensation:
for motivation, 3

Index

Incentive compensation (Cont.):
and quota performance, 174, 175
Incentive programs, 4, 118 (See also
Sales compensation)
Income producers, 15-16
basis of pay for, 60, 61
commission rates for, 108-113
compensation formulas for, 61-66
definition of, 66
jobs list for, 48-49
as sales job type, 47
sales representatives vs., 16-19, 59-61
underlying economic principles for, 17
Independent reps, 48
Indirect sales jobs, 47
crediting for, 149
jobs list for, 52-53
Individual commission rate (ICR), 87-88
Industry customer groups, 45
Industry direct sellers, 51
Industry practice, 5
Industry territory groups, 135-136
Influence sellers, 52
Installed solutions, 158
In-store sales-out, 52
Investment managers, 48

J
Jobbers, 53

Joint venture specialists, 54

K
Key Sales Objectives (KSOs), 98-100

L
Landlording, 147
Leadership committee, 40
Leadership communication, 2-3,
165-166
Legacy solutions, 5
Legal review, accountability for, 37, 39
Leverage, 23-26
assessment of, 177
in compensation formula
construction, 114
by sales job types, 58
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Link design bonuses, 95-98
hurdle, 95
matrix, 96-97
multiplier, 96

Link design commissions, 80-86
hurdle, 81-83
hurdle link variable, 82-83
matrix, 84-86
multiplier, 83-84

Long sales cycles, quotas with, 143

M
Major account direct sellers, 50
Major account representatives, 46
Management:
accountabilities supporting, 36-39
assessment of, 178-180
in large companies, 39
by process manager, 41
program, 178-180
of quotas, 139-145
reports for, 158-159
of sales force, 2-3
of sales representatives' pay, 17,61
of support programs, 133
Management bonus plans, 13-15
Management by Objectives (MBO),
98-100
Management committee, 40-41
Market data, pay consistent with, 178
Market makers, 50
Market uncertainty, quota allocation
and, 143
Marketing department, responsibilities
of, 6,7
Marketing representatives, 67
Matrix link formulas, 81, 85-86
bonuses, 96-97, 128-130
commissions, 84-86
Maximums (see Pay caps)
MBO (see Management by Objectives)
Measurement (see Performance
measurement)
Measures (see Performance measures)
Meetings (for compensation design),
184,185

Index

213

Mega orders, quotas and, 143
Merchandisers, 52
Mid-year changes:
in quotas, 144-145
in territory configuration, 137
Missionary selling, 52
Modeling step (compensation design),
185
Motivation, 2, 43
assessment of, 176-177
incentive compensation for, 3
Multiplier link formulas, 80-81
with base salary, worksheet for,
121-123
bonuses, 96
commissions, 83-84
Multi-tier marketing:
payment formulas for, 66
representatives for, 48

N
Named account direct sellers, 50
Named account territories, 135, 136
National account direct sellers, 50
Negotiation (quota allocation), 141
Net-out, 148
New account representatives, 46, 49
New accounts, 44
New channel developers, 54
New major account direct sellers,
50
“New market” selling, 6
New offering specialists, 54
New products:
commission rates for, 117-118
and quotas, 143-144

(o)

Objectives, confirmation of, 174

Obsolescence, 9-11

OEM (original equipment manufacturer)
sellers, 53

Opportunity sales team compensation
formulas, 102-103

Order fulfillment, 6, 8,9

Orders representatives, 49
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Original equipment manufacturer
(OEM) sellers, 53

Outbound telesales, 51

Outsourcing, 158

Overlay sales jobs, 48, 53

Override payments, 66

Overselling, cost of, 51-52

Ownership of program, 35-42
committee approach to, 40-41
and process managers, 41

and program accountabilities, 36-39

P
Participation rate, 65, 111-112
Partners, channel, 45, 149
Pay caps, 76-77
leverage vs., 24
in management bonus plans, 15
for sales representatives, 16
Pay mix:
assessment of, 177
in compensation formula
construction, 114
in program implementation, 162
for sales job types, 58
for sales representatives, 23-26
Pay opportunities, 114, 115
Payment periods:
assessment of, 177
cumulative, 33
discrete, 32,33
performance periods and, 32-34
in program implementation, 163
Payouts:
flat rate, 105-106

progressive/regressive rate, 106-108
relationship between performance

and, 174-175
reporting, 170
(See also specific formulas)
Peer pressure, 2
Performance:
management for optimization of,
2-3
range of, 30-32
reporting, 170

Index

Performance (Cont.):
and sales quotas, 4
setting expectations for, 116
Performance measurement, 2, 3,5
Performance measures:
assessment of, 174,177
categories of, 27
in compensation formula
construction, 115
incentive formulas for, 117
limiting number of, 27
in program implementation, 163
for sales job types, 58
for sales representatives, 16
selection of, 26-27
weighting of, 26-28
Performance periods, 32-34, 177
Personal accountability, 2
Persuasion, point of (see Point of
persuasion)
Plan (term), 140
Point of persuasion, 9
in effective sales jobs, 56
and obsolescence of sales force,
10-11

Point schedule variable commissions,

79-80

Policies, 152-154

Pool payments, 65

Post-sales support sales jobs, 48,
54-55

Post-sales technical support, 54

Pre-sales support sales jobs, 48, 54-55

Pre-sales technical support, 54, 55
Procedures, 152, 154-155, 162
Process manager, 41
Producers, 48
Product customer groups, 45
Product direct sellers, 50
Product focus, 4
Product management, 159
Product specialists, 53
Products:
configuring territories by, 136
definition of, 1
sales jobs and configuration of, 56
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Profit commission rates, 117

Profits, incentive payments and loss of,

86
Program accountabilities, 36-39
Program approval, 161-162
Program assessment, 173-180
accountability for, 37
for best practice variance, 177-178
for employee motivation, 176-177
for program management, 178-180
for return on investment, 178, 179
as step in compensation design,
183-184
for strategic alignment, 173-176
Program Cost Report, 185
Program launches, 166-167
Program management, 178-180
Progressive ramp commissions:
construction of, 106-108
for income producers, 63, 110-111
for sales representatives, 71-72
worksheet for, 119-120
Project opportunities, configuring
territories by, 136
Project sellers, 49
Property development specialists,
48-49
Purchase commitment, 6-9
Pyramids, 66

Q
Quotas, 4, 133

abusive manipulation of, 138-139

allocation of, 140-144

assessing distribution of, 177

confirming distribution of, 116

distribution of, 28-30

hands-free, 142

mid-year changes in, 144-145

over-assignment of, 142-143

and preferred performance
distribution, 16

sales compensation effects of,
139-140

as term, 140

under-assignment of, 142-143

Index

R
Ramp commissions, 63,71-76
hybrid, 74
progressive, 63, 71-72,106-108,
110-111,119-120
quotas with, 140
regressive, 72-74, 106-108, 112
Range, performance, 30-32
Rate bonuses, 93-95, 126-127
Recognition events, 22, 103
Recurring revenue, crediting for,
112-113
Referral direct sellers, 50
Regressive ramp commissions, 72-74,
106-108, 112
Renewal direct sellers, 50
Renewal telesales, 51
Reporting, 152, 158-159
of performance/payout, 170
in sales compensation design,
182-186
Representative (job level), 55
Residual commissions, 64
Resource utilization measures, 27
“Retro-back,” 71
Return on investment, 178, 179
Revenue:
credits for recurring, 112-113
sales, 1
Risk, 10
“Rolling death,” 149-150
Roll-out schedule, 164

S
Sales, cost of, 3-4
Sales channels, obsolescence of, 11
Sales compensation:
challenges and conflicts with, 3-4
design of (see Design of sales
compensation)
eligibility of jobs for, 21-22
pay mix and leverage in, 23-28
performance measures for, 26-28
performance range in, 30-32
performance/payment periods in,
32-34

215
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Sales compensation (Cont.):
and point of persuasion, 9
power of, 3
and quota distribution, 28-30
and sales management, 2-3
for sales representatives, 20-34
sample plan for, 189-203
start/termination dates for, 161
surveys of, 206
TTCC in, 22-26
weighting of measures for, 26-28
Sales compensation formula graphs, 59
60
Sales compensation model, 13-16
Sales crediting, 133, 146-150
adjustments in, 148
audits of, 149-150
eligibility for, 146-147
for indirect sales personnel, 149
for recurring revenue, 112-113
timing of, 147-148
Sales cycles, quotas with long, 143
Sales department:
obsolescence of, 9-10
responsibilities of, 6-8
Sales effectiveness measures, 27
Sales force:
characteristics of, 1
communication with, 157-159
management of, 2-3
motivation of, 43
obsolescence of, 9-11
Sales jobs, 43-58
business development, 48, 54
and buyers/sales tasks, 5

Index

Sales jobs (Cont.):

income producers, 47-49

indirect, 47, 52-53

levels of, 55-56

overlay, 48, 53-54

performance measurement and
content of, 5

pre- and post-sales support, 48,
54-55

and sales process involvement, 6

total remuneration for, 22-26 (See

. also Target total cash

compensation)

types of, 47-48
Sales management, reports for, 158
Sales operations, accountability for, 38
Sales process, steps in, 6-9
Sales representatives, 16

base salary for, 16

basis of pay for, 61

benefits for, 22

constructing compensation formulas

for, 113-118

contests for, 22

definition of, 67

on design team, 40

expense reimbursement for, 22

income producers vs., 16-19, 59-61

management of pay for, 17,61

MBO/KSO plans for, 98-100

pay caps for, 16

pay mix for, 23-26

performance measures for, 16

recognition events for, 22

sales compensation design for, 20-34

compensation plans equal to number self-funded sales compensation
of, 21 payments by, 20
compensation practices by types of, SPIFs for, 22
58 target incentive for, 16

components of, 6-9, 44-47
criteria defining, 15
customer service as part of, 8
design errors in, 56-57
design of, 5-6

direct, 47, 49-52

eligibility policy for, 21-22

TI-Bonus formulas for, 68-69, 91-97
TI-Commission formulas for, 68-89
types of compensation formulas for,
66-99
underlying economic model for, 17
upside earnings potential for, 16
Sales revenue, definition of, 1
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Sales teams, compensation formulas for,
100-104
Sales volume:
commission rates by, 117
relationship of pay to, 17-19
Sales-out data, 149
Sample sales compensation plan,
189-203
Seasonally adjusted quotas, 143
Segments, customer, 44-45
Self-funded compensation payments, 20
Seller sales credit, 146
Senior representative (job level), 55
Service configurations, 56
Service direct sellers, 50
Service specialists, 53
Size, configuring territories by, 135
Slope, 106
Small companies, policy for, 154
Software vendors, 207
Special program incentive funds (SPIFs),
14,22
Specialization, customer, 45
Step bonuses, 91-93, 124-125
Store sales—floor (retail), 50
Straight commissions, 62
flat commissions vs., 62
for sales representatives, 71
Strategic alignment:
accountability for, 36-37
assessment of, 173-176
Stratification:
of commissions, 89
of customer groups, 45
of territories, 135
Supervision, 2-3
Support Program Impact Report,
185
Support programs, 133-150
and compensation plan
implementation, 162
quotas, 139-145
sales crediting, 145-150
as step in compensation design,
185
territories, 134-139

Surveys, compensation, 206
Switching point, 109, 110

T
“Taking the line direct,” 109
Target incentive, 13
in compensation formulas, 67
in pay mix, 24, 25
quotas for, 139-140
for sales representatives, 16
Target incentive bonus formulas (TT-
Bonus), 68-69,91-97
with drop-in commission, 97, 98
linked designs for, 95-98
link—hurdle, 95
link—matrix, 96-97
link—multiplier, 96
rate, 93-95
step, 91-93
Target incentive commission formulas
(TI-Commission), 68-89
with base salary, 75
with base salary, threshold, and cap,
75-77
for dissimilar-sized territories,
86-89
flat, 70-71
individual commission rates, 87-88
link designs for, 80-86
link variable—hurdle, 82-83
link—hurdle, 81-83
link—matrix, 84-86
link—multiplier, 83-84
point schedule variable, 79-80
ramp—hybrid, 74
ramp—progressive, 71-72
ramp—regressive, 72-74
stratified, 89
variable rate, 77-78
variable table, 78-79
Target total cash compensation (TTCC),
13, 14,16
in compensation formula
construction, 114
components of, 22-26
in program implementation, 162

217
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Teams:
administration, 41
compensation formulas for, 100-104
dedicated sales, 100
design, 40
opportunity sales, 102-103
Telephone account representatives, 50
Telephone sales representatives, 50
Telesales, 51
Territory configuration, 133-139
and account reconfiguration abuses,
138-139
dissimilar-sized, commissions for,
86-89
factors in, 134-136
and flat commission compensation,
70
mid-year changes in, 137
sales compensation and changes in,
137-138
Territory sales representatives, 1 (See
also Sales representatives)
3%, 24,25
Thresholds, 75-77, 82
TI-Bonus (see Target incentive bonus
formulas)
TI-Commission (see Target incentive
commission formulas)
Tiered programs, 113
Timing (of sales crediting), 147-148
Top down, bottom up quota allocation,
141
Top down/algorithm quota allocation,
141
Top down/negotiated quota allocation,
141
Traders, 49
Trailing commissions, 64
Training, accountability for, 37
Transformation of jobs, 57
“Triples,” 16, 24, 25

Index

TTCC (see Target total cash
compensation)

“Tweaking,” 181

Two-check guarantee methods,
163-164

U

Uncertainty, 10

Undetected job transformation, 57

Updates, plan, 170

Upside earnings potential:
exceeding guarantee level, 163
leverage for, 24-26
for management bonuses, 15
for sales representatives, 16

A%
Variable commissions:
hurdle link, 82-83
point schedule, 79-80
rate, 77-78
strengths and weaknesses of, 80
table, 78-79
Variable compensation models, 13-16
Variable rate commissions, 77-78
Variable table commissions, 78-79
Vertical direct sellers, 51
Vertical sales credit, 146
Vertical specialists, 53
Vertical territory grouping, 135-136
Vice presidents, accountabilities of, 38
Volume production measures, 27

W

Web site content, 167

Weighting (of performance measures),
26-28,115,177

Win back direct sellers, 51

Work plan (compensation design), 186,
187

Workflow charts, 154-155
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