Variable Pay Guide

Variable pay is a flexible compensation plan that rewards employees based on their contributions to the organization’s success.  Variable pay plans are designed to motivate employees to achieve specific goals or objectives that contribute to the organization’s success. They often involve a direct link between performance and rewards. 

Common Types of Variable Pay Plans

1. Short-term Incentive Plans: These reward employees for performance over a relatively short period, typically a year or less. 

Common Types of Short-Term Incentive Plans include:

· Sales Commissions: Sales commissions are typically based on the amount or volume of sales generated by a salesperson. These plans tie employee earnings directly to sales or performance. 
· Bonuses: Bonus plans are typically one-time payments given to employees based on their performance or the organization’s overall success. They can be individual or team-based and are often used to reward exceptional achievement or to incentivize specific behaviors. A few different types of bonus plans include:
· Individual bonuses: These are based on the performance of a single employee.
· Team bonuses: These are based on the performance of a group of employees.
· Organization-wide bonuses: These are based on the overall performance of the organization.
· Profit Sharing: Profit sharing plans distribute a portion of the organization’s profits to employees.

2. Long-term Incentive Plans: These encourage employees to stay with the organization for an extended period and align their interests with the organization’s long-term success. 

Common Types of Long-Term Incentive Plans include:

· Stock Options: These give employees the right to buy organization stock at a predetermined price, often at a discount.
· Restricted Stock Units: Similar to stock options, but the employee receives actual shares of the organization’s stock after a certain period.
· Performance-Based Stock Awards: These are stock awards that are contingent on achieving specific performance goals over a multi-year period.





Considerations for Designing a Variable Pay Plan

When designing and implementing a variable pay program, it’s essential to consider several factors to ensure its effectiveness and alignment with your organization’s goals. Here are some key considerations:

· Alignment with Goals: Ensure the plan is aligned with your organization’s goals and objectives.
· Measurable Metrics: Use clear and measurable performance metrics to determine eligibility for bonuses.
· Motivating: Ensure the plan is rewarding for employees and the rewards are meaningful.
· Fairness and Equity: Ensure that incentives are applied fairly and equitably to all eligible employees. Ensure that all comparable roles are eligible. 
· Legal Compliance: Adhere to all applicable labor laws and regulations.
· Flexibility: Be prepared to adjust the plan as needed to address changing business conditions or employee performance.
· Communication: Clearly communicate the criteria for earning incentives and the potential rewards.

By carefully considering these factors, you can design and implement a variable pay program that effectively aligns with your business goals, motivates employees, and drives performance.

Basic Steps to Developing a Variable Pay Plan

1. Define Your Goals
· Business Objectives: Clearly articulate what you want to achieve with the variable pay plan. This could be increasing sales, improving customer satisfaction, or reducing costs.
· Performance Expectations: Specify the desired behaviors or outcomes you want to incentivize. For example, if you want to increase sales, you might focus on metrics like revenue per employee or number of closed deals.

2. Consider Internal and External Factors
· Organization Culture: Ensure the variable pay plan aligns with your organization’s values and culture.
· Industry Norms: Research industry benchmarks to understand what is typical for your roles.
· Economic Conditions: Consider the current economic climate and its potential impact on your business and employees.
· Budget: Determine the available budget for variable pay and will you implement financial thresholds to maintain its sustainability.

3. Obtain Management Support
· Alignment with Strategy: Ensure the variable pay plan supports the organization’s overall strategy and goals.
· Resource Allocation: Secure the necessary resources (budget, time, calculation tools, and personnel) to implement and manage the plan.



4. Identify a Compensation Committee
· Cross-functional Representation: Include representatives from various departments (e.g., HR, finance, sales, operations) to ensure a well-rounded perspective.
· Subject Matter Expertise: Select individuals with knowledge of compensation, performance management, and business operations.

5.  Identify Key Performance Indicators (KPIs)
· Determine Metrics: Identify the specific measurements that will be used to evaluate employee or team performance.
· Alignment: Ensure performance measures directly align with your plan objectives and organization goals.
· Ensure SMART Criteria: Make sure the KPIs are relevant, measurable, achievable, relevant, and time-bound (SMART).

6. Define Eligibility
· Criteria: Establish clear eligibility criteria for participation in the plan. This could be based on job level, tenure, or performance.
· Exclusions: Determine any specific groups or individuals who should be excluded from the plan (e.g., executives, new hires).
· Employment Status: Determine how employment status will impact bonus payouts. 

7. Set Target Levels
· Realistic Goals: Establish challenging but achievable performance targets for each metric.
· Clarity: Ensure targets are clearly defined and communicated to employees.
· Alignment: Align targets with organization goals and individual performance expectations, as well as external market competitiveness.
· Simplicity: Don’t create so many goals and target levels that the plan becomes watered down and difficult to achieve and administer. 

8. Determine Payouts
· Formula: Develop a formula to calculate variable pay based on performance against target levels.
· Weighting: Consider weighting different metrics to reflect their relative importance in the payout calculation.
· Maximum and Minimum Payouts: Set maximum and minimum payout amounts to control the overall cost of the plan.
· Allocation and Distribution: Decide how rewards will be allocated and distributed.
· Frequency: Determine how frequently the plan will payout (e.g., quarterly, annually).  Once the time period is over for review, ensure payment can be made timely.  

Once you’ve completed these steps, you’ll be ready to move on to the implementation phase.



Implementation Phase of a Variable Pay Plan
The implementation phase of a variable pay plan involves putting the plan into action and ensuring its successful execution. Here are the key steps:

1. Communicate the Plan
· Clear and Concise: Explain the plan’s objectives, eligibility criteria, performance measures, and payout structure in a clear and concise manner.
· Training: Provide training to executives, managers and employees to ensure they understand the plan and how it works.
· Ongoing Communication: Maintain open and transparent communication with employees throughout the plan’s duration.
· Documentation: Provide written documentation of the plan details and have employees sign.

2. Monitor and Evaluate
· Performance Tracking: Track employee performance against the established metrics.
· Regular Reviews: Conduct regular reviews to assess the effectiveness of the plan and identify areas for improvement.
· Feedback: Gather feedback from employees and managers to understand their perceptions of the plan and its impact on motivation and performance.

3. Make Adjustments as Needed
· Plan Refinement: Based on feedback and performance data, adjust the plan as necessary to improve its effectiveness.
· Flexibility: Be prepared to adapt the plan to changing circumstances or business needs.

4. Reward
· Payouts: Make timely and accurate payouts to employees based on their performance.

Determining Plan Effectiveness
Evaluating the effectiveness of a variable pay plan is crucial to ensure it’s achieving its intended goals and making a positive impact on the organization. Here are some key metrics and methods to consider:

· Alignment with Goals: Assess whether the plan is driving performance improvements in areas aligned with organization objectives.
· Metric Achievement: Track the achievement of performance targets set for individual employees and teams.
· Comparison to Benchmarks: Compare performance metrics to industry benchmarks or historical data to gauge relative effectiveness.
· Feedback: Collect feedback from employees on the plan’s fairness, transparency, and impact on their work.
· Retention: Analyze turnover rates and employee retention to assess the plan’s impact on employee satisfaction and commitment.
· Return on Investment (ROI): Calculate the ROI of the plan by comparing the costs of implementing and managing it to the benefits it generates, such as increased productivity or reduced turnover.
· Engagement Levels: Measure employee engagement levels through surveys or other methods.
· Alignment with Values: Assess whether the plan aligns with the organization’s values and culture.

Conclusion

Variable pay plans can be an effective tool for motivating employees and driving performance. However, it’s important to design them carefully to ensure they are fair, achievable, aligned with the organization’s overall strategy, and creating the intended results.  By following these steps, you can develop a variable pay plan that effectively motivates employees, aligns with your business goals, and supports the overall success of your organization. Reach out to our compensation team today for expert consulting support in developing or refining yours.
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