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Overview – 5 Principles for Effective Compensation Design




EXECUTIVE SUMMARY: Compensation is one of your largest expenses and, therefore, one of your most important strategic decisions. It requires careful thought. There are many psychological considerations – and 5 design principles – in crafting a unique compensation plan that fits your culture and your strategy while avoiding drama. The goal is to get compensation right and out of sight; incentivize the right behaviors that drive results; and contribute to the overall energy of the organization – not drain it!





“I gave a star performer a raise, and now everyone else is marching into my office, demanding one, too.” “If anyone looked closely at our payroll, it would be hard to rationalize why we’re paying certain people what we do.” “I’m tired of losing our best people to the Googles of the world because we can’t match their salaries.” “It seems like our bonus plans have become entitlements – like we’re just giving money away.”


In my nearly 40 years of researching, teaching, and coaching in the scaleup world, I’ve heard many similar frustrations and concerns about compensation. To make matters worse, one Oxford dictionary definition of the term compensation is “something, typically money, awarded to someone as a recompense for loss, injury, or suffering (as in) ‘seeking compensation for injuries suffered at work’.” The irony of this definition isn’t lost on us and explains why compensation is the only reason some people stay in a toxic workplace environment. It’s also why terms like remuneration, pay, and wage are used in other parts of the world!


Most leaders wish they knew more about how to benefit from the strategic value that a sound compensation system can generate but can’t find the information they need in one place. They suffer through all the drama that comes from bad (random!) compensation design without the benefits that should come from one of the largest expenses in their organization.


Listening to their concerns troubled me because I knew it didn’t have to be this way. I had come across dozens of well-designed and effective compensation plans over the years and had identified some common patterns of what works and what doesn’t.


I wasn’t alone in noticing this knowledge gap, as I discovered during my regular Friday luncheons at Carlitos with my friend and co-author of this book Sebastian Ross. He had helped me write the three “People” chapters in my book, Scaling Up, and the topic of People came up often during our weekly gatherings over the eight years I lived in Barcelona.


Sebastian had been a very people-oriented entrepreneur, CEO, and investor for most of his professional life, and had recently taken a half-time stint as Chief People Officer (CPO) at TMC, a teleradiology provider headquartered in Barcelona, Spain, with 430 employees scattered around the globe. The other half of his time, Sebastian supported our writing efforts by researching, reading, and curating countless books and articles on topics like recruiting, organizational structure, coaching, leadership development, onboarding, and compensation.


Sebastian had known TMC and its founders since inception, had been consulting with the senior leadership team and was a good friend of CEO Alexander Boehmcker, whom he had recommended to TMC’s board three years earlier. Yet he had never focused so intensely on the strategic aspects of HR (culture, employer brand, leadership, etc.) as he was doing now, helping navigate the People side of this rapidly growing business – a real-world crucible where he had already implemented several effective compensation plans and had the liberty to experiment further.


Both of us saw a significant lack of knowledge and attention to compensation among scaleups. And astonishingly, neither of us could identify a single practical book on compensation that we would recommend to our clients (or at least one that was less than 400 pages). The market was lacking a book we would want to read as leaders of our own firms, one that was curated down to a length mere mortals could digest.


We also felt that the topic needed to be approached from a general business vs. a functional perspective. For us, a People department is less of a group of functional experts focused on engagement and employee wellbeing and more of an operational unit that serves the business and supports its strategy. All People practices, including compensation, need to create tangible value for the company’s stakeholders, especially for its customers. And approaching the compensation topic from this angle makes it more relevant and beneficial for any scaleup leader, not just the HR people.


With these reflections, we finished our meal at Carlitos Restaurant that afternoon – nothing better than a late Friday lunch with a good friend and a glass of Ribera del Duero – and committed to writing Scaling Up Compensation, the book you are holding in your hands (or looking at on a screen). What follows is a collection of stories, including TMC’s, and proven practices, to help you design a compensation system that turns your largest expense into a strategic advantage.


Strategic Decision, Large Expense


How you compensate your people is one of the most important strategic decisions you will make. It can give you a significant advantage over the competition, support or hinder the culture of the business, and drive (or not) the behaviors you need to scale your organization. And since it is likely one of the largest expenses, if not the largest, fueling your business, it requires thoughtful consideration. Yet, like pricing, many of the compensation schemes we’ve seen are WAGs – wild-ankle-guesses – at best.


If this sounds familiar, this book offers guidance. We provide you with the vocabulary and the practical insights you need to design a compensation system that drives your strategy and minimizes drama while you scale the organization. We structure our thoughts in the form of 5 principles that will guide you in your design process. Each design principle constitutes a chapter in the book.
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The remainder of this Overview is a comprehensive summary of the book. If you head up the People function, we recommend you read the entire book, and might even choose to skip this summary chapter. If you are the CEO or lead other functions or business units, we suggest you read this Overview and then dig deeper into the areas that apply to you. Here is a summary of the 5 design principles:


Principle #1 – Be Different: Aligning Compensation with Culture and Strategy


Lincoln Electric is not a place for everybody. The 125-year-old manufacturer of welding products, headquartered in Cleveland, Ohio, is a tough environment. The firm runs a merciless piece-rate regime that pays workers for output and quality, not for time. If you drill the wrong size holes or lay sick in bed, you don’t get paid. In busy times, you might work 60 hours, when things are slow, only 30 hours (and you only get paid for 30).


What sounds like an exploitative sweatshop turns out to be one of the best-paying jobs in manufacturing in the world. A high producing assembly line worker can take home over $100,000 per year – $80,000 is the average. Approximately 60 percent of the amount represents an annual merit bonus, based on relative performance versus peers. The bonus has been paid out every year since 1934. (In fact, in the 1990s Lincoln borrowed more than $100 million to pay its people bonuses, even though it lost $84 million in a foreign-acquisition spree.)


Lincoln’s compensation system is not better or worse than somebody else’s. But it is different if not outright “strange” (as Dan Cable would call it – more on “strangeness” below), and that’s how it should be. The first principle of compensation design is to Be Different. Strategy is about being perceived as different versus your competition. Ideally, all your People practices (recruiting, leadership, compensation) reinforce these differences. They must incentivize behaviors in your employees that your customers appreciate and make them reach for their wallets. Only then do your People practices create true value for the firm and reinforce your positioning in the marketplace.


Lincoln’s comp plan does precisely that. It is strategic in the sense that it aligns customer expectations (flawless welding equipment) with the firm’s strategy (positioning as a quality provider) and its culture (psychological ownership and attention to detail). And it is also strategic because it attracts people who can flourish in this culture and repels those who wouldn’t.


Think of people’s salary not as a cost but as an investment. This mindset is crucial if you want to run what MIT professor Zeynep Ton calls a Good Jobs Strategy. A Good Jobs Strategy means paying significantly higher salaries than your competitors, nevertheless, enjoying lower labor costs per unit and higher profits because your employees are more productive. Further, the investments in people foster behaviors that customers appreciate, differentiate your firm and put in motion a virtuous cycle where everybody wins: employees, customers and shareholders. We’ll provide several inspiring examples of companies who successfully execute such a Good Jobs Strategy.


When reading the stories of Lincoln Electric and many others that we share in this book, you might feel tempted to copy the compensation systems of these outstanding firms. But that would be a big mistake. Your system will only be effective if it is tailored to your unique context. Make compensation a critical part of your strategy, make it your own, and make it different. Chapter 1 provides inspiration and insight on how to do this for your organization.


Principle #2 – Fairness Not Sameness: Creating a Coherent and Flexible Pay Structure


“I feel that we generally pay people fairly, but very differently, and I don’t always have good arguments to justify the differences in salaries and bonuses across the firm,” noted Alexander Boehmcker in 2018 during a meeting of TMC’s People Council (a sub-committee of the Senior Leadership in charge of the employee experience).


Is it equitable or fair to pay a 27-year-old software developer twice the money his 45-year-old colleague in Operations makes? Is it okay that a senior AI expert with no people responsibility makes more than a mid-level manager with a team of 30? Is it okay for the top sales rep to make more than her boss when the alternative is losing her to the competition? Should the C-Level executives who joined recently still receive a piece of equity?


For too long, this type of question had created noise and drama at TMC. With, at that point, over 350 employees, it was necessary to clean up the historic comp “mess” (in the beginning, we all have one) and implement a proper system. Compensation systems tend to develop organically with the growth of the organization. New elements get added over time as needs arise, but without much concern for internal coherence or structure. The result is often an incoherent piecemeal arrangement that is more a drain than a source of energy. At that point, scaleups need to go to the drawing board and design a compensation system that deserves the name.


The main goal of such a system is to create Fairness, not Sameness – the second design principle you want to keep in mind when going about this work. The key is to design a transparent and equitable system that allows for meaningful differences in pay between low, average, and top performers. Performance is not normally distributed, and thus pay shouldn’t be either. Chapter 2 describes how to set base salaries and build a formal pay structure, with job categories/salary levels and pay bands, that create coherence but also accommodate for large differences in performance.


Fairness also means paying people a living and not only a minimum wage. Most leaders agree that inequality is a huge problem in the world. But few see that the way they design their compensation systems is at the root of that problem. In Chapter 2, we share several stories and ways to put this idea into practice.


Principle #3 – Easy on the Carrots: Using Incentives Effectively


“At Egon Zehnder International, we prefer to stick with the old-fashioned way to pay. In addition to base salaries, the firm gives partners equal shares of the profit and another set of profit shares that are adjusted only for length of tenure as partner,” explains Egon P.S. Zehnder, the founder of the firm that bears his name, in an interview. “But we don’t pay any kind of performance bonuses or commissions. None,” he adds.


Egon Zehnder International, founded in Zürich, Switzerland, in 1964, is one of the world’s largest and most prestigious executive search firms. At most search firms, partners are paid according to the size of their billings. Zehnder is different. It doesn’t even have a formal procedure for tracking the performance of its 63 offices.


The reason Zehnder sticks to this seemingly dated approach is to foster tight cooperation among the global network of over 500 consultants and the long-term view that it adopted as a core element of its strategy. Trusted, long-term relationships between client and consultant are key in the executive search business. Consultants who chase the next deal to inflate their bonus run counter to this approach. The compensation system also assures that clients can be freely referred to the office where they can best be served. Hoarding, common at other firms, is not an issue for Zehnder.


The example of Egon Zehnder illustrates how “strange” and thus strategic compensation can and should be. Zehnder decides to be deliberately old-fashioned. The firm could do what everybody else in the industry does and pay its people juicy commissions. Yet this would be unwise, given the firm’s culture and strategy.


The main reason we share this story here though, is that it serves as a great illustration of our design principle no. 3 – Easy on the Carrots. Financial incentives influence employee behaviors in three ways. They help people decide if they want to work at your firm (selection effect), they tell employees what is important (information effect), and they can motivate people to try harder (motivation effect). Yet, in a complex and fast-changing world, it becomes increasingly difficult to design financial incentives that produce these effects and maintain them over time.


Chapter 3 lays out why variable pay is seldomly your best option to provoke a desired behavior. Most bonus plans fail to drive performance – instead, they become entitlements and cause undesired behaviors. We argue that individual financial incentives only work for simple, routine, measurable, and independent jobs and that your sales roles are likely the only candidates where such carrots will be effective. As such, we detail the characteristics of an effective comp plan for your sales team.


Principle #4 – Gamify Gains: Driving Critical Numbers Through P(l)ay


Breaking stuff gets you quickly in trouble at MiniMovers. Not with the client, but with your teammates. Because it reduces their paycheck. MiniMovers is a local door-to-door moving company based in Brisbane, Australia with 450 employees. Instead of paying expensive insurance policies to cover the risks of breakage, founder and managing director Mike O’Hagen decided to put aside 3 percent of sales for a bonus that gets divided up among the movers and distributed each quarter – if nothing is broken. If there is breakage, O’Hagen deducts the cost of breakage and uses the cash to reimburse its customers.


As a result, movers police themselves to make sure nothing gets broken. The amount distributed to each team member can be significant – over AUD 1,000. “And it doesn’t cost anything extra, from the company’s point of view. But I prefer paying the 3 percent, or whatever is left at the end of the quarter, to our people, and not an insurance company,” says O’Hagen.


MiniMovers’ breakage bonus is an example of so-called gain-sharing schemes. In gain-sharing plans, teams or even an entire company commit to moving the needle (often in a gamified manner) on a metric that points to a specific challenge of the business (productivity, spending, quality). This number is then tied to a bonus and paid out to employees when the goal is achieved. We call the underlying idea Gamify Gains, which is our fourth design principle.


The power of gain-sharing schemes lies in their information effect. By making goals specific and tangible, and tying a reward to them, gain-sharing plans inform people what is important. We find MiniMovers’ plan particularly noteworthy because it is, again, strategic in the sense that it uses an incentive to convert customer expectations (intact belongings) into consistent employee behavior (handling belongings with care).


Chapter 4 leads you through a series of design choices for gain-sharing plans, discusses the effectiveness of such group incentives, and provides plenty of examples – some almost too good to be true.


Principle #5 – Sharing Is Caring: Getting Employees to Think Like Owners


Steve Rothschild, co-founder of Worchester, Massachusetts-based commercial lighting distributor Access Fixtures, wanted his people to think like owners and decided to pay them as such. For Rothschild, acting like an owner means, for example, watching gross margins and not revenue or thinking twice if a new hire will actually contribute to the bottom line.


To incentivize such behavior in his team, Rothschild implemented a profit-sharing plan where 20 percent of the firm’s annual pre-tax profit is distributed on a pro-rata salary basis among his employees, representing 15 to 20 percent of their total compensation. This profit sharing is on top of what was already seen as competitive (fair) compensation. Rothschild is realistic about the effects of his comp plan: “My people don’t work any harder because of the extra check they will receive sometime next year. But they take different decisions, which is good for the company and good for them,” he says.


An even better way to instill ownership thinking, especially for fast-growing firms, is to let your people participate in the increasing value of the firm via so-called value-sharing schemes. While stock and stock options grants are standard practice among Silicon Valley-style tech companies, we find these tools underutilized in the vast majority of mid-market firms.


Profit- and value-sharing schemes are an expression of our fifth design principle Sharing is Caring. In addition to encouraging a sense of ownership, these plans are gestures of fairness and a way for owners to reward those who help generate profit and value in the first place. In Chapter 5, we provide detailed insights for designing both profit- and value-sharing schemes.


These 5 design principles, together with the many additional resources we share, provide you a framework for designing a powerful compensation system that drives your strategy and reduces drama. And as you delve into the details of each of these principles, take into account the following three additional insights when designing your comp plan:


Compensation is Not Logical, It’s Psychological


Leaders don’t do it enough, but when they do give compensation some thought – as with pricing (the other side of the same organizational coin) – they attempt logic and reason, pretending to have the “homo economicus” they learned about in business school in front of them. Yet, as Nobel Prize winners Daniel Kahneman and Richard Thaler, and also the later quoted Alfie Kohn, Daniel Pink, and Jeffrey Pfeffer have taught us, few human beings act fully rationally, and much less so when it comes to pay.


When money is at stake, people act more like a homo psychologicus than economicus. Unfortunately, this is why many compensation schemes have the oppositely intended effect – serving as a demotivator within the organization!
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TIP: You pay salaries, bonuses, and other rewards in the hope of influencing behavior. As a reminder of how you do that, in Appendix A, we include a short summary of Dr. Robert Cialdini’s (considered the “Godfather of Persuasion”) six principles of influence applied to the context of compensation.





Total Rewards


HR professionals coined the expression total rewards to refer to everything an employee values from their employment relationship. Definitions of the concept vary but generally include, in addition to compensation elements, relational rewards. These rewards comprise items such as a positive work environment, personal and professional development opportunities, and the company’s reputation.


In this book, we focus on the monetary elements of your compensation system. However, when discussing monetary compensation, you always need to consider the total reward package as the different reward elements complement each other. Small and midsize companies have great opportunities to offset less competitive salaries and benefits with relational rewards.
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Based on: Milkovich, Newman: Compensation, p. 8





Total Rewards


Appendix B contains an example of how Nike graphically presents a total reward package for employees and candidates in an appealing way.


What’s Not Addressed


There are two areas of compensation we leave for others to address – executive compensation and negotiating with unions.


Although all the principles mentioned above figure into setting executive compensation and should prove helpful in negotiating a final package, it is such a specialty field of compensation that we leave it to the lawyers and the 50 pages of fine print they create. Although the book is written from the employee’s perspective, Michael O’Malley’s 260+ page book titled Are You Paid What You’re Worth? provides some excellent advice for the design of executives’ pay packages.
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