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Compensation incentive plans (comp plans) are no substitute for good management practices. I recently had a two hour conversation with the owner of a very successful small business with eleven employees. He wanted what all small business owners want: loyal employees committed to the profit of the company. He wanted to ensure his company’s continued success, and he thought he could do this by putting in place a sophisticated comp plan.  What he failed to realize was that he already had a reasonable plan, but that something was missing.   The employee complaints he was hearing where not due to an inadequate comp plan but rather to a decline in the personal attention his employees received from him.
Employees want to be paid fairly, and by fair they mean: 

· They are paid comparable to, or better than, what they could earn elsewhere.

· They are paid comparable to similar people in the same company.

· They are paid in proportion to the contribution they make to the company’s success.
The first two objectives are easily satisfied by adjusting the person’s base pay accordingly.   It is the final one that pushes owners into complex comp plans that backfire more often than they succeed. The owner mentioned above itemized all of the personality traits and job behavior patterns that he considered essential to the job and then prepared a weighted scoring system to use as the basis for a variable compensation plan to supplement an employee’s base pay. This final score would then be used to determine the percentage of the company profit the employee would receive as a bonus each year.  
There were many things I didn’t like about this plan. First, it was too complicated for employees to understand.  Complicated plans take too much time to administer and become a major source of discussion and disagreement between the owner and employees. Second, the plan was an attempt to manipulate and control behavior through compensation. Once again, to the extent that behavior can be modified, it is best done with basic management techniques, not a formula. Third, it was based upon profit.  Profit in a small business is a very illusive item. In many cases, it is completely controlled by the owner, depending upon his salary and the chosen accounting system. Small businesses want to pay as little tax as possible. They do this by using accounting methods that show the least profit. This goal is directly opposed to the goals of employees who are participating in the profit sharing pool. And finally, I didn’t like the plan because the reward occurred at the end of the year, far removed from when the effort was expended. 
I am not in favor of variable comp plans in small businesses, especially comp plans based upon profit. In a large business, accounting systems are more standardized and more public, so profit sharing plans are easier to administer. If you want a variable pay component, I think it is far better to base it on sales or revenue and pay it monthly or quarterly. And, whatever you do, don’t think that a comp plan will take the place of good management practices.  

