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About The Sales Management Association

The Sales Management Association is a global professional
association focused on sales management’s unique business and
career issues.  The Sales Management Association fosters a
community of interest among sales force effectiveness thought
leaders, consultants, academics, and sales management practitioners
across many industries.

Through training workshops, online resources, and research materials,
The Sales Management Association addresses the management
issues of greatest concern to practicing sales managers. The Sales
Management Association’s focus areas include management
leadership, sales force performance coaching, sales planning, sales
process management, enabling technologies, incentive compensation,
and sales force support.

Note to Members

This document has been prepared by The Sales Management Association for
the exclusive use of its members. It contains valuable proprietary information
belonging to The Sales Management Association, and each member should not
disclose it to third parties. In the event that you are unwilling to assume this
confidentiality obligation, please return this document and all copies in your
possession promptly to The Sales Management Association.

The Sales Management Association has worked to ensure the accuracy of the
information it provides to its members. This report relies upon data obtained
from many sources, however, and The Sales Management Association is not
engaged in rendering legal, accounting, or other professional services. Its
reports should not be construed as professional advice on any particular set of
facts or circumstances. Members requiring such services are advised to consult
an appropriate professional. Neither The Sales Management Association nor
its programs are responsible for any claims or losses that may arise from a) any
errors or omissions in their reports, whether caused by The Sales Management
Association or its sources, or b) reliance upon any recommendation made by
The Sales Management Association.

Descriptions or viewpoints contained herein regarding organizations profiled in

this material do not necessarily reflect the policies or viewpoints of those
organizations.
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Quantifying Incentive
Compensation Plan Effectiveness:
Five Analysis Tools for Management

Sales incentive compensation programs require
periodic calibration to ensure an uninterrupted
positive return on investment for management.
Many firms wait for the first signs of a sales
compensation problem to appear before
examining their program’s health. But by then,
problems may have already developed into a
needlessly expensive quagmire.

templates for your own sales compensation
program analysis.

These analyses help answer the question: "How
do we measure sales incentive compensation
plan effectiveness?” Their use — and the use of
other diagnostic analyses - should underpin
management’s efforts to periodically evaluate
their sales pay programs. The Sales

A better approach: conducting “wellness Management Association recommends annual

checks” of the incentive compensation incentive compensation plan effectiveness

program  through  routine,  data-driven reviews.

diagnostic analyses.  In this article, five

quantitative analyses of pay plan performance

are reviewed. Also included are spreadsheet-

based modeling tools that can serve as
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Analysis 1: Earnings Distributions

The difference in earnings between a top performer in the sales force and a mid-level performer should
be significant enough to inspire efforts to get to the top. Some plans that are designed with this goal in
mind do not deliver on the promise. To begin to understand whether an incentive plan is effectively
distributing pay, begin the annual check up with an analysis of earnings distribution.

Analyzing earnings distribution across a population of sales representatives reveals the degree of
earnings variation that exists within the sales force. Earnings distributions are efficiently displayed
using histograms: a columnar chart which tabulates frequencies, or occurrences, on individuals’
earnings within specified ranges, or bins.

What earnings distribution analysis tells management:

Earnings distributions show how uniformly earnings are dispersed across the sales force population
analyzed. Of particular importance to management is the shape of the distribution, or “curve:” a bell-
shaped, or normal, distribution indicates that any given earnings amount is less likely to occur the
farther away that amount is from population’s median earnings. The particular shape of the
distribution curve reveals much about compensation plan impact on the sales force, and may reveal
some bias in the plan which its designers did not intend.

Earnings distributions most often show earnings in one of two forms: (a) cash compensation (either
total cash compensation or incentive compensation); or (b) earnings as a percentage of targeted
compensation. Generally speaking, a distribution curve with bell-shaped characteristics — that is, a
curve with one hump near the middle - is preferable. Such a distribution curve shape indicates an even
distribution of earnings above and below the population’s median value. For groups of sales
representatives in roughly equivalent positions, management typically expects this pattern of income
dispersion. Curves that are not bell-shaped typically signal a problem with earnings patterns within the
sales force.

,{Xj The Sales Management Association’s Spreadsheet Charting Template

-
b ./ ~

The Sales Management Association has developed a charting template to accompany this Research
Brief. Use the template to duplicate the analyses you see here with your own data. SMA members
may access the template online at
http://www.salesmanagement.org/index.php?option=com_content&task=view&id=41&Itemid=1

L ) THE
©2008 The Sales Management Association. All Rights Reserved. I
6 g g 4" SALES

MANAGEMENT
ASSOCIATION



SALES MANAGEMENT ASSOCIATION RESEARCH BRIEF QUANTIFYING INCENTIVE PLAN EFFECTIVENESS

4
Common earnings distribution Bi-Modal Distribution I
curves and management’s e it H
|nterpretat|0n 11] qua ntlfyl ng Suggests two distinct populations of “haves”
and “have-nots.” May indicate inequity in earn- |
Sales compensation pla n ing opportunity within the overall population. Ei
effectiveness l i :
1

Normal, or Approximately
Symmetrical Distribution
A bell-shaped curve with the most frequently-

observed value in the center, and less-frequently
observed values tapering at either end.

Indicates a coherent range of earnings above
and below the median compensation amount.
Bell-shaped distributions are generally desir-
able, as they suggest a predictable degree of
variation among earners.

Comb Distribution

Also called a saw-tooth distribution, it features
an alternating, jagged pattern of occurrences
above and below the median value.

Shows little or no central tendency in earnings,
suggesting a pay program with little consis-
tency or predictability.

Skewed Distribution

A bell-shaped curve, but with values tapering
to one side or the other.

Indicates an over-weighted presence of high
earners or low earners. This may be appropri-
ate, given economic, market, or firm conditions;
or, it may indicate misalignment between
compensation and performance expectations.

Cliff Distribution

Values diminish abruptly at one end of the
distribution curve.

May indicate plan earnings limitations or caps
that too quickly limit earnings opportunity, or an
incentive plan with poor participation.
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Figure 1. Sample Analysis: Sales Force Earnings Distribution

Distribution of Sales Force Earnings, as a Percentage of Target Pay

1
30%

T

155)

i See point 7 below
H p Management expects the highest-earning 10% of all

Sales Representatives to achieve at least 200% of

25%

20%

15%

10%
d

5%

Percentage of Sales Force (N

0%

targeted earnings. These results suggest that plan
upside is properly calibrated to these objectives.

0% 0% to
30%

30% to 60%to  90%to\ 110%to 140%to 170%to 200% +
60% 90% 110% 140% 170% 200%

Percentage of Target Annual Incentive Earned

Management expects between 5% and 10% all
Sales Representatives will not participate in the
incentive plan due to poor performance. These
results indicate that threshold performance levels
may be too low, resulting in over-generous
minimum standards for plan participation.

Accurate quota setting results in 50% Sales Representatives
achieving quota when the population as a whole achieves
100% of the overall objective. Results here are skewed to
the right, which means the average performance is higher
than the mode (most frequent performance value). 75% of
sales reps fell below 100% of On Target Earnings (OTE) but
a few people had very high earnings, and raised the

overall average.
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Analysis 2: Performance Distributions

The “spread” or width of a performance distribution refers to the difference between the lowest and
highest values. For example, a distribution may range from 60% of quota to 200%; or it may go from
90% to 115%. That width tends to vary with market maturity and data accuracy. However, between
the high and low values, analysis of the distribution of performance results is highly dependent on goal-
setting accuracy, as well as the distribution of sales skills within the sales force. Therefore, performance
distribution analysis yields insights as useful to management as those gained from an examination of
earnings distributions. It can point to a need for better sales training or manager development.

Depending on how performance is defined and measured within the sales organization, performance
distribution analysis can have many variations. Most commonly used are distributions that examine
performance based on sales volume, percentage of quota achieved, or percentage sales growth.

What performance distribution analysis tells management:

Like earnings distributions, performance distributions illustrate performance variations across the
population examined. Management hopes to see a bell-shaped, or approximately symmetrical
distribution of performance around the median performance value. For sales forces utilizing quota-
based performance management, the distribution curve’s orientation to 100% of quota achievement is
particularly important.

Figure 2(a). Sample Analysis: Sales Force Performance Distribution — Bell-Shaped:

Distribution of Sales Quota Achievement

o
35% A bell shape curve approximates a

normal distribution, and indicates accuracy
in quota-setting when the median value
corresponds to target performance.

84)

30%

25%

20%

10%

10% 8%

5% 4% — 4%
) E
0% to 85% to  89% to 94% to 98%to 102%to 106%to 111%to 115% +

85% 89.3% 93.6% 97.8% 102.2% 106.4% 110.7% 115%
Percentage of Annual Sales Quota Achieved

Percentage of Sales Force (N
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Figure 2(b). Sample Analysis: Sales Force Performance Distribution — Bi-Modal:

Typical Sales Force Performance Distribution Curves and Their Interpretation

10

312)

Percentage of Sales Force (N

Distribution of Sales Quota Achievement

35%

30%

25%

20%

15%

10%

5%

0%

and below management’s
performance targets.

A bi-modal distribution has two
humps, suggesting poor quota-
setting accuracy as “haves”
and “have-nots” cluster above

o«

0% to
75%

75% to
82.1%

82% to
89.3%

89% to
96.4%

96% to
103.6%

104% to
110.7%

111% to
117.9%

118% to
125%

125% +

Percentage of Annual Sales Quota Achieved

Shape of the Performance

Distribution Curve

A normal or approximately symmetrical
distribution. A bell-shaped curve with the most
frequently-observed value in the center, and less-
frequently observed values tapering at either end.

Skewed distribution. A bell-shaped curve, but
with values tapering to one side or the other.

Comb Distribution.  Also called a saw-tooth
distribution, it features an alternating, jagged
pattern of occurrences above and below the median
value.

Bi-Modal Distribution. A distribution with two
humps, often clustered well above or below the
median value.

Cliff Distribution. Values diminish abruptly at one
end of the distribution curve.

What it Tells Management

Symmetrical performance distributions indicate accuracy in
sales force objective setting, assuming the distribution curve’s
median value is closely aligned with 100% of quota achieved.

Indicates an over-weighted presence of high or low performers.
This may be appropriate, given economic, market, or firm
conditions; but may also indicate a misallocation of sales force
goals to quota-bearing sellers.

Shows little relation between individual performance and
assigned goals — a clear indication of quotas that are not
relevant to market or job conditions.

Suggests two distinct populations of high performers and low
performers. If these two populations exist both above and
below 100% of quota achievement, this distribution also
highlights quota-setting inaccuracy. And it could also reflect
areas of weak management.

Suggests bottlenecks in sales capacity, as sellers find it difficult
to break through into higher performance levels. It may also
suggest counter-productive sales behavior as sales reps hold off
on incremental sales until the next period.
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Analysis 3: Pay and Performance Scatter Plots

Tying pay (reward) to performance (results) is a critical goal for sales incentive plans in general. Sales
leaders and finance executives share this concern. One particularly effective analysis to study the
pay/performance relationship is the scatter plot.

Pay and performance scatter plots use Cartesian coordinates to display values for sales representatives’
performance and compensation. In this analysis, performance is typically considered an independent
variable, and is plotted on the horizontal, or x-axis. Pay, which for sales representatives is (presumably)
dependent upon performance, is considered a dependent variable and plotted on the vertical, or y-axis.

What pay and performance scatter plot analysis tells management:

Plotting these two values in this fashion often provides visually compelling evidence of the link — or
disconnect — between pay and performance. In statistics parlance, this relationship is referred to as
correlation.

The savvy analyst will carefully choose among various metrics for “performance” and “pay”, to gain the
most useful insights from the analysis:

Examples of performance metrics include:

1. Quota achievement for one measure. Using quota achievement levels the field between large
and small territories. If the measure chosen is a revenue or other financial measure in the plan,
you can determine if the sellers who best penetrate their market opportunity are earning the
richest rewards.

2. Combined quota achievement for all measures. By using a weighted average of results, it is
possible to create a blended performance metric useful when balanced selling is a desirable
outcome.

3. Revenue or gross margin produced. Rather than look at quota, some analysts prefer to look
directly at production. This can be useful, but must be considered in the light of territory
assignments, not just sales production.

Pay metrics include:

1. Incentives earned for a single measure in the plan. This is useful when there is a dominant
and/or mission critical measure in the plan.

2. Total incentive earnings. This goes best with combined quota achievement, although it could
be used to test whether high earners are missing key goals.

3. Total Cash Compensation. Using salary plus incentive can be instructive, particularly in a highly
tenured and low-mix sales force. On the other hand, if all sales people earn the same salary,
then including it dilutes the correlation.
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Generally speaking, management looks for strong, positive correlation between pay and performance.
Positive correlation exists when the pattern of plotted points moves from the scatter plot’s lower left
quadrant to its upper-right. Correlation can be further illustrated by inserting a line of best fit within the
plotted points. Correlation is measured using a best-fit procedure called linear regression, and a sum of
squared residuals measurement referred to as “r’.” A complete discussion of regression analysis is far
beyond the scope of this article, though for the journeyman statistician it's important to note that an r*
value of 1 represents perfect correlation, an r* equal to 0.0 indicates perfect randomness.

Figures 3(a) and 3(b). Sample Analysis: Sales Force Pay and Performance Scatter Plots

Pay and Performance

70.0
=)
8
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g ‘AA A
S— ‘
% 50.0 A A‘ A
c A A
= A A A
£ 400 A A o
© A .\
w
@ 300 AR
= A A
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o 20.0 A AA plot, indicating two distinct populations of
= AA & earners based on sales revenue managed.
© A‘ Pay and performance correlation appears
g 10.0 A positive in the cluster on the left, less so in
c y A the right-most cluster.
<
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Pay and Performance

90,000

80,000 Data points are well organized around a
hypothetical line of “best fit," indicating
70,000 strong, positive correlation between Sales
Representatives' pay and performance.

60,000

50,000
40,000
30,000 R? = 0.9065
20,000

10,000

Annual Incentive Earnings (US $000)

65% 75% 85% 95% 105% 115% 125% 135% 145% 155% 165%

Percentage of Sales Quota Achieved
Management uses scatter plot analysis to discern more than pay and performance correlation. Of
particular importance may be outlying data-points that represent unforeseen variation from the
incentive compensation program’s intended design. Also relevant may be clustering of data points
around pay and performance tiers. Scatter plots may sometimes indicate unique job classifications or
roles among a population of sellers previously considered to be part of a homogeneous job
classification.

Pay and Performance Scatter Plot "How-To:”

1.  Define pay and performance measurement criteria. Suggestions:

Pay Performance
® Total compensation earned ® Total sales or margin dollars production
® Incentive compensation earned e Percentage of quota achieved
e Total compensation as a percentage of target ® Percentage growth
® Incentive compensation earned as a percentage
of target

The performance criteria selected should, at minimum, relate to the incentive compensation plan’s performance
measures (i.e., those used in determining payouts).

2. Secure pay and performance data for each incumbent, based on selections above. Limit scatter plot
analysis to a single population served by one unique incentive compensation plan.

3. |Irecommend Microsoft Excel’s charting function for creating scatter-plots. Depending on your installation
of Excel, this may require installation of an “"Analysis Tool Pack.” Complete instructions for utilizing Excel’s
scatter-ploy charting functions can be found here: http://tinyurl.com/ysmllg.

4. You may consider removing outlying data points from the data set. While such outliers are sometimes
instructive, they may also be non-representative of the general population (e.g., because of a special "one-
off” pay program for a unique individual).
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Analysis 4: Earnings Leverage Trend

Providing significant upside for top performers as you observe the constraints of the sales
compensation budget requires paying attention to both ends of the performance and pay scales. The
earnings leverage analysis can also help justify the cost of sale if combined with Analysis 5, the
Compensation Expense Analysis.

Earnings leverage trend analysis also compares pay and performance within a population of sales
representatives. It shows a cumulative distribution of earnings at each decile, displayed as a
percentage of median pay; and the corresponding cumulative distribution of performance, also
displayed as a percentage of median, for the same population.

What earnings leverage trend analysis tells management:

These two sets of values are displayed as overlapping trend lines; their relationship to each quantifies
important aspects of the pay program'’s risk and reward offered to sales representatives.

Well-designed sales compensation plans offer richer earning opportunities for performance that
exceeds expectation; in return, management places “at risk” a portion of the sales representative’s total
target compensation. In an earnings leverage trend analysis, this relationship is reflected in an earnings
line which exceeds performance at higher performance deciles, and which trails the performance line at
the lower deciles. Without sufficient separation in the two trend lines, the pay plan may not be creating
enough income difference between high and low performers.

Figure 4. Sample Analysis: Sales Force Earnings Leverage Trend

200% Earnings Leverage should “lead” above
median and “lag” below median
Difference in pay from median
to top in dollar terms should 150%
be reasonable
100%
g
c
el
3
= 50%
©
&
8
c
8 0%
& 10th 20th 30th 40th 50th 60th 70th 80th 90th
Earnings / Performance Decile
= - @ Performance
$ ¢ $ Earnings
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Earnings Leverage Trend “"How-To:”

1. Define measurement criteria. The pay trend line should track either incentive compensation earnings, or
total compensation. For plans with high base salaries as a percentage of target total compensation, or
where there is little variation in bases salaries, limiting the pay line to incentive earnings may provide the
greatest insight. For the performance line, use primary performance measure present in the incentive
compensation plan. Typical examples include: sales volume attained, percentage of sales or profit quota
achieved, or percentage sales growth.

2. Secure data for population you wish to analyze. For best results, include only those incumbent sales
representatives in similar positions, and exclude “rookies:” their performance will distort results, and
should be considered separately.

The Microsoft Excel template accompanying this article automates steps 3-5 below.

Calculate the median values for incumbents’ pay and performance data.
Determine the percentage of median for each unique pay and performance value.
Select the values for each performance decile for use in plotting trend lines.

Plot decile pay and performance in two lines.

ov W

Analysis 5: Compensation Expense Analysis

For many firms, sales compensation is the predominant component of SG&A. Since sales
compensation frequently has a complex relationship with other aspects of the P&L statement,
managers must often review multiple metrics in order to fully understand sales compensation expense
trends. While there is no single analysis that always provides complete compensation cost of sales
information, presented here are two separate analyses that frequently prove useful to management.

e Compensation cost of sales with pay mix by quartile
e Earnings composition by plan component by quartile
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Figure 5(a). Sample Analysis: Compensation Pay Mix by Quartile

10.0%
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8.0%
7.0%
6.0%
5.0%
4.0%
3.0%
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0%

Sales Representative Compensation

as a Percentage of Assigned Sales

/

Ideally, production generates leverage
as base salary (fixed cost) is offset...
/ so variable CCOS should not increase

I | | so much to make high performance
. 9.0% | less profitable.
| I
7.8% 7.4% ]
7.0% 7.0%
6.7%
Bottom 3rd 2nd Top Average Target
Quartile Quartile Quartile Quartile

I. Variable Compensation
. Based Salary

These analyses are primarily descriptive; they answer the questions: “What are fixed and variable sales
compensation expenses, as a percentage of sales?” and “What are compensation expense trends for
each component of the incentive compensation program?” The first shows the distribution of earnings
in fixed pay (base salary) and variable pay (incentive compensation) across the sales organization,
according to performance quartile. This allows management to understand levels of participation in
the incentive compensation program, while also revealing the earnings risk-and-reward landscape
among eligible earners.
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Figure 5(b). Sample Analysis: Incentive Compensation Earnings by Plan Component and Quartile
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The second analysis similarly illustrates sources of incentive compensation within plans that feature
multiple opportunities to earn incentive pay. Each pay plan component is illustrated as a percentage of
the total earned within each quartile of the sales organization. This analyses provides an at-a-glace
understanding of how various pay plan components are contributing to the sales force’s earnings
opportunity. Management should then be able to quickly assess whether actual earned incentives are
consistent with the pay program'’s intended emphasis on various distinct performance metrics.

Conclusion

While by no means an exhaustive list of sales compensation analysis tools, this set of five analyses
should provide an excellent foundation for firms interested in a critical assessment of their programs.
Proactive analysis — regularly performed — will provide management with solid return on sales
compensation investments while avoiding costly and disruptive mid-year plan redesign efforts.
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