Are Your Business Leader
Compensation Programs
Aligned?

Attract, Motivate, and Retain Business Leaders
Attracting, motivating, and retaining talent is the mantra of human resources leaders. How are
these goals best achieved when business leaders are the target group, specifically with regards
to financial rewards? Compensation and financial rewards alignment for business leaders is
complex and has a great impact on an organization’s performance. This whitepaper presents a
framework that divides this complexity into manageable parts.
Business leaders inspire employees to do their best while also managing for results.
Organizations segment business leadership roles into three types:
• Top management
• Middle management
• Front-line management
Top management. These are the leaders at the top of the organizational hierarchy (the top
1-2% of the work force). Also known as the executives, this category includes the C-suite (e.g.,
job titles that begin with the word “chief”). They are responsible for developing goals and
strategies to keep the organization effective and achieve long-term sustainability. Shareholders,
through the Board of Directors, often view these executives as the trustees of their resources.
They will generally be considered “insiders” with respect to policy-making roles in the
organization, as well as having access to material business information.
Middle management. These managers’ primary job responsibility is in specific departments or
business units, making sure that top management’s policies and plans are implemented. Middle
managers have an in-depth knowledge of the field (or function), spend their time coordinating
this function with other groups within the enterprise, and often utilize interpersonal and
problem-solving skills. A great number of contacts in this group are lateral and cross-functional,
so they get work done through means other than the use of authority.
Front-line management. At the front-line of the management hierarchy are the supervisors.
They direct the work of individual contributor employees, both exempt and non-exempt,
depending on the industry. The pressures of the front-line manager are immediate and
influence short-term results. Because they work closely with the employees they oversee, their
compensation tends to be set formally or informally as a percentage over their workers. A 2030% differential between workers’ pay and supervisors’ pay is typical.
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The Total Compensation Package
Compensation programs for business leaders are different from broad-based compensation for
several reasons:
1. Business leaders have a vital role in an enterprise’s success, particularly top management.
2. Middle management makes up a small number of employees in an organization and
represents a high percentage of total compensation costs.
3. Management goals are typically longer term and need to mirror the entity’s mission, as well
as the goals of its stakeholders.

Business leader compensation
has a number of components:

These are the key constructs to effectively design and manage the total compensation package:
1) Pay policy line
• A trend line is developed to reflect the pay policy a company adopts. Pay policy lines are
used in salary structures to chart a smooth progression between pay grades.
2) Pay mix:
• Fixed pay vs. variable pay
• Short-term pay components vs. long-term pay components
3) Leverage
• Amount of up-side potential in variable pay and long-term pay component
• Generally set beyond target for exceeding expectations
See DLC course #82, Creating a Competitive Salary Structure, for more detailed information on
this topic.

VIEW ALL DISTANCE LEARNING COURSES
3 | ERI Economic Research Institute | Business Leader Compensation Programs | August 2016

One can see the complexity of compensation elements for business leaders in the following
executive benchmark report for Chief Executive Officer in the US:

Source: ERI’s Executive Compensation Assessor & Survey
There are several critical factors to consider when formulating a cohesive compensation program
for business leaders. A framework for business leader pay is provided below:

Framework

•
•
•
•
•
•
•

Job Evaluation
Performance
Organization Size
Geography
Industry Practices
Culture
Internal Equity
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Job Evaluation
Job evaluation. Job evaluation relies on the process of job analysis, in which information is
collected on each job. Organizations are collecting more information about the behaviors
required to be successful in the job, as they are increasingly incorporating behavioral
competencies in their job evaluations. Managerial jobs have become easier to define, evaluate,
and value, particularly if one focuses on a job description. At the executive level, organizations
often have one job incumbent in most functions.
Managerial Job Descriptions
Managerial job descriptions are typically
written in terms of:
• Broad functions
• Areas of responsibility
• Scope and impact of assignments
• Degree of accountability
• Extent and nature of supervision
and influence involved
• Behaviors

Non-Managerial Job Descriptions
In contrast, standard job descriptions
focus on:
• Tasks
• Activities performed
• Behaviors

Incorporating required behavior competencies into the job evaluation is a significant milestone
as it expands the job evaluations to include “how” job responsibilities are achieved. Business
leaders are expected to possess certain traits, skills, and abilities and then apply them to tasks
and activities that further the strategies and mission of their organization. Many companies
include competencies in their performance evaluations. Results of competencies evaluations
serve as inputs to an organization’s succession plans. For example, at GE, they evaluated
current performance relative to long-term potential; Citibank was based on current performance
relative to consistent values-based behaviors.
Performance
Business leaders’ individual performance is evaluated within the context of the broader
organization performance. Some common financial and non-financial organization performance
measures considered in the design of business leader compensation programs follow:

Financial
Performance

Non-financial
Performance

{
{

•
•
•
•
•
•
•

Revenue, Sales
Cash Flow, Expenses
EBIT, EBITDA
TSR
EPS
ROC, ROE, ROA, ROIC
Profit per Employee

•
•
•
•
•
•

Economic Value Added
Customer Satisfaction
R&D
Quality
Employee Engagement
Leadership
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Organization Size
The basis for determining top management pay is often defined by annual revenue, the asset size of the
enterprise, fiscal year budget, or the number of employees. These define the “scope” of the position.
Geography
A key question is whether there is a global, national, or local market for management talent. The
more senior-level the position, the broader the definition of the geography.
Industry Practices
Industry differentials have long been utilized to assist in explaining executive compensation.
High-margin firms typically need less revenue to generate higher compensation values, whereas
low-margin enterprises (grocery stores, for example) need larger revenue amounts.
Culture
Is innovation and risk taking valued? Does the company have a pay-for-performance culture?
The company’s compensation program must support the corporate culture and has to be driven
by top management in order to achieve the objectives of the organization.
Internal Equity
The emphasis on internal equity is to prevent pay compression, which may occur between supervisors
and subordinates, between new hires and longer-tenured employees in the same jobs, between payrange midpoints of successive job grades, or between related grades across pay structures.

Attracting Business Leaders
From a compensation or financial employee value proposition, to attract business leaders to
your organization, your programs have to be competitive with the relevant labor markets.
Comparables and Peer Groups
Many professional and industry associations conduct and distribute managerial salary surveys
by benchmarking pay programs. The advantage of these industry surveys is they provide
information on jobs commonly found in organizations within a specific industry or profession.
For instance, banking surveys provide information on jobs such as loan officer and branch
manager. Plus they provide segmentation, such as geographical regions and organization size.
When relying on surveys, organizations need to make sure that their supporting data contains
enterprises and jobs that are comparable. In executive benchmarking, comparable companies are
listed, and data are transparent, as compared with standard surveys in which data are “disguised”
for confidentiality, as well as “non-collusion” laws that prevent price setting of labor costs.
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Data may be adjusted for the following parameters:
• Organization size (by revenue, assets, fiscal year budget, or number of employees)
• Industry

• Geographic location

• Compensation valuation date
Benchmarks
To select appropriate benchmarks based on similar size and industry, organizations rely
on financial data primarily from publicly traded organizations. Knowing the financial
benchmarks that exist for peer groups assists the organization in deciding whether to
reward for average performance or not. Below are financial benchmarks for $0.6B to $9.65B
US plastic manufacturers:

Motivating Business Leaders
Well-designed compensation programs motivate business leaders to achieve the mission and
vision of the organization by properly aligning short-term execution and long-term business
strategy in a cohesive manner. With the appropriate metrics and timeframes, they are referred
to as pay-for-performance (PFP) plans. Managers are well suited for pay-for-performance
compensation strategies, since their efforts can clearly impact the overall performance of the
organization. A PFP plan may be short term or long term.
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Short-term Incentive Plan (STIP)
STIPs are cash bonuses, and the manager receives a lump sum for meeting a performance target
during the stipulated measurement period, typically one year; for front-line managers, quarterly or
semi-annual measurement periods are typical. Criteria include sales, productivity, and cost savings.

Keep the incentive plan simple and ideally including no more than three measures.

STIP can be discretionary plans or based on pre-determined goals. They are expressed in
relation to their base salaries (e.g., target incentive is 10% of base salary).

Example of an incentive calculation:
Goal: The organization wishes to maintain a minimum return on assets of 10%
through YE 2016.

Incentive: Supervisor Henry may receive:

•   20% of base pay if the organization achieves a 10% return on assets
             
            AND

•   an additional 5% of base pay for each 5% increase in return on assets over 10%.

Conditions: One measure or a number of measures could drive these
calculations. Further, any bonus at all could depend upon maintaining a
minimum level of performance on all measures.

Caps: Often, there are limits on the percentage above base pay a manager can
earn, such as 50%.
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Long-term Incentive Plan (LTIP)
In contrast to STIPs, which are ordinarily paid in cash and tied to short-term goals, LTIPs more
often relate to strategic, long-term related goals and involve equity compensation. When
business performance is not sustainable, the leaders are often criticized for their focus on shortterm profits. As a result, these LTIPs take on added importance.
The purpose of an LTIP is to motivate, reward, and tie leadership to the longterm success of the organization.
The most common LTIPs follow:
1. Options Awards
• Incentive Stock Options (ISOs) – qualified plan
• Nonstatutory Stock Options (NSOs) – non-qualified plans
2. Stock Awards
• Restricted Stock Unit (RSU)
• Performance Share Plans
See DLC course #21, Compensation for Business Leaders, for more detailed information on
these topics.
In PFP programs, setting pre-determined goals is a common practice to create a “line of sight”
to job responsibilities and business outcomes. It is best to set three to five goals for each
employee to align with the organization’s business plan. Best goals are SMART goals, which is a
branded goal setting methodology:
Specific
Measurable
Attainable
Relevant
Time specific
Consider these examples of SMART business goals:
1. Reduce overall budget costs by 10% by YE 2016
2. Increase market share by 5% by YE 2018
3. Increase revenues by 20% by YE 2018
4. Increase customer satisfaction by 5 pts by YE 2016
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A more recent expansion of this goal setting approach is SMARTER goals (Evaluate, Re-evaluate).
This broader use incorporates the need to review the SMART goals on an on-going basis to make
sure they are still relevant in light of unexpected shifts in business plans.

Measuring performance is essential to differentiating pay and aligning
organizational resources to business objectives.

Retaining Business Leaders
The compensation components that help to retain business leaders include deferred
compensation, perquisites, and those LTIPs with time-based vesting schedules.
Deferred Compensation
In addition to equity-related plans designed to motivate employees for long-term success,
option awards and stock awards are forms of long-term deferred compensation that help
to retain business leaders. Standard deferred compensation plans promise to pay future
retirement benefits and to supplement qualified retirement plan benefit levels. However, they
are technically “unfunded” plans and are nothing more than a promise of a company to pay
benefits in some future year to business leaders who may no longer be with the organization.
Business leaders are then considered creditors of the organization and stand in line just like
other creditors, should financial problems befall the company. Cash bonuses and RSUs may be
deferred into these plans.
Conventional deferred compensation plans are typically tied to retirement or severance
benefits, and many are non-qualified plans for top management, meaning they are exempt from
participation requirements.

Retirement:

Severance:

Since pay levels for business leaders are
generally higher than non-managerial
employees, they reach the maximum pretax contribution in qualified US ERISA 401K
plans.  Most companies will offer “mirror”
401K plans to business leaders as a “vehicle”
to plan for their retirement and support the
talent retention goals of the organization.

Severance plans provide pay and benefits to
an executive after termination of employment.  At times the payment can become
a “golden parachute” due to a change of
control (CIC) resulting from a merger or
acquisition and deemed excessive based on
IRS definitions.  CIC arrangements are generally structured to be double trigger, which
requires a CIC and a resulting termination in
order to pay out the severance.
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Perquisites
Business leaders, particularly key executives, often receive special perquisites benefits which tie
them to their companies. Organizations that tend to over-emphasize perquisites are sometimes
said to use “golden handcuffs.” These are rewards designed to discourage key employees
from leaving an organization. The following is a set of special benefits available to managers,
primarily top managers in the US:

PERQUISITES
Internal

Items that are part of the work setting, such as special offices and
furniture that indicate the status of the business leader.

External

These are business-related expenses, such as a car, account expenses,
and club memberships.

Personal

This category consists of a wide variety of items, such as free medical
examinations and financial or legal counseling. This group is different
from the first two, in that individual perquisites are usually taxable to
the employee.

Summary
Compensation programs for business leaders are a combination of base pay, STIP, LTIP, and
benefits. Given the importance and short supply of business leaders, their high visibility, their
knowledge of the market, and their easy movement to other organizations, it is usual to pay them
above the market average. Business leaders represent a small percentage of the workers, yet they
represent a major portion of the cost of compensation. Thus, compensation plans for business
leaders should be designed to relate the employee’s rewards to the success of the organization.

Please email Malak Kazan at malak.kazan@erieri.com with questions or comments.
Are Your Business Leader Compensation Programs Aligned?
ERI Economic Research Institute
111 Academy Drive
Suite 270
Irvine, CA 92617
800.627.3697
www.erieri.com
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