Designing a Compensation Plan
By David L. Lawrence, RFC®, ChFE®, AIF®
With firm consolidation, such as advisors creating team practices, advisors moving to independence and/or creating Registered Investment Advisory (RIA) practices, designing a compensation plan for yourself and those who might be working with you is probably one of the most fundamental steps in the change management process. 

There would seem to be literally unlimited ways in which to set up a compensation plan, so the question becomes how a firm should decide which one is right for them. The answer lies in a thorough understanding of what the firm’s strategic goals are and what sort of compensation incentives are important given the specific talent, skill level and motivation of the individuals involved in the plan.
There are essentially 6 logical steps to follow in the development process. These steps should be followed in the order shown to gain the most benefit from the development process. 
1. Evaluation. Conduct a comprehensive evaluation of existing compensation plans, practices or company-generated ideas and develop a feedback report of the findings. 

2. Compensation Philosophy. Define the company's compensation philosophy which defines how and with whom the company intends to compete for its human resources and how and under what terms its advisors and/or employees will be rewarded. Typical choices might include fixed compensation (salary-based) versus variable compensation models (Percent of AUM fees, percent of Gross Dealer Compensation, percent of commissions, trails, recurring fees, etc. In most cases, it will be a unique  blend of some or all of these elements that will best match the firm’s philosophy. 
3. Position Analysis. Conduct a comprehensive position analysis to determine the primary functions, duties and responsibilities of all affected positions. This analysis serves as the framework for developing market pricing. A comparison should be done with industry standards. A thorough understanding of each affected firm member’s unique contribution to the success of the firm should be accomplished in this analysis.
4. Administration Guidelines. Develop a market-based salary/bonus/incentive structure and compensation administration guidelines for setting pay and for adjusting compensation based upon performance, promotions, changes in job content, specializations and changes in market rates of pay.
5. Incentive and Bonus Plan(s). When appropriate develop an incentive and/or bonus plan (or plans), based upon industry "best practices," that rewards participants for the achievement of specific, defined measures of outstanding performance and outcomes. Also, develop a financial model of the incentive plan costs over a wide range of potential outcomes.
6. Long-Term Stakeholder Plan. Where appropriate, develop a long-term plan (or plans) that reflect and reward the creation of shareholder or long-term value. Such plans typically include granting guidelines for stock options, stock or other equity instruments or equity-like ("phantom") plans, as appropriate. Often, this involves researching market stock option granting practices (e.g., how many shares? At what price are grants made? How do options vest?) as the basis for recommending stock option granting guidelines to the company and its employees/producers. If long-term plans entail cash awards, assess the cost of such awards over a wide range of outcomes and develop measures for making sensible long-term cash awards that can be adjusted or account for economic circumstances.
Even having set down these six steps, the plan will not work if it is not affordable to the firm or if it runs counter to the best interests of the firm’s clients. For these reasons, any compensation plan must be accompanied by a study of how it fits into the overall strategic initiatives of the company. This should be done in concert with a cost/benefit analysis to ensure the affordability of the plan. And, perhaps most important, an impact study on how such a plan affects the firm’s clients. 

Some common mistakes made in compensation plan design involve a failure to consider the potential impact of a future economic downturn (with subsequent loss of firm revenue). With static plans (fixed salary plus bonuses), the costs can quickly spiral out of control, given less revenue to handle such expenses. Yet, there may be solid reasons to employ a fixed component to a plan. It is important to structure plans to account for firm profitability in some meaningful way.  A variable component is often paired with such profitability as it can be built with exclusions in years where the firm experiences flat or negative revenue growth.

Another mistake is in promising too high of a payout with assumptions on productivity that never materialize. It is far more difficult to negotiate down on compensation than up. Yet another mistake is to focus on new business production, leaving advisors with little motivation to service existing clients. (This is where new business payouts are weighted heavier than existing AUM related compensation) The opposite is equally egregious. This is where the compensation is based solely on servicing existing clients, which might be a disincentive to go out and find new clients.

The solution is to create a plan that delicately balances between the new business needs of the firm and the proper servicing of existing clients, and to do so with an affordable program that motivates advisors (employees) to be more productive and engaged in firm goals. Thus, attempting to create a compensation plan without tying it in some meaningful way to the firm’s strategic plans is clearly a mistake.
The biggest mistake of all is to assume that a compensation plan can and should be developed in a vacuum, without considering other business aspects that could be affected.  As an example, a firm might choose to develop a compensation plan now, leaving the work of developing a business continuity plan (BCP) for later. Yet, the BCP might be constructed with dependencies on elements of the compensation plan or vice versa. Developing both as part of a comprehensive compensation/business continuity plan would avoid costly reworking of either plan at a later time. 
In another example, consider the negative impact of developing a compensation plan that covers only a portion of the firm’s employees/advisors. In this case, perhaps a firm has decided to implement a new compensation plan for producing advisors/reps while leaving intact the current compensation arrangements for other types of employees. With bonus plans and/or incentive programs limited to only part of the ‘team’, the result could be disenchanted other employees who feel alienated by the process.
Which brings us to one final point about the development of compensation plans; they should be a collaborative effort that includes input from all affected members of the firm. You are much more likely to get buy-in from employees if they have at least some say in how this plan is developed. 

You may choose to take this journey by yourself or with the help of a third-party consultant. But, ensure that whoever you work with has considerable experience in developing such plans.  Paraphrasing the words of Gustave Flaubert, “the devil is in the details.”
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