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ABSTRACT

COMPENSATION OF SALESMEN IN THE METALS SERVICE

CENTER INDUSTRY AS A FACTOR IN THE

PROFITABILITY OF THE FIRM

by Leonard Dalton Orr

This study was designed to accomplish three basic

objectives: to identify and classify current salesman

compensation practices in this industry; to study the

relationship of differences in these practices with

distinguishable characteristics of the service centers,

e.g., size of operation; and to assess the congruence of

salesman compensation practices with management's strategic

and tactical plans for profitable operation of the firm.

Usable questionnaires were returned by sixty of a

selected sample of sixty-six member companies of the Steel

Service Center Institute. In addition, personal inter-

views, using the questionnaire as the basic interview for-

mat, were held with executives of fifty-five of the sixty-

six companies in the sample.

It-was found that approximately one-half of the

respondent companies had made at least one major change in

their outside salesmen compensation plans during the six

year period just prior to the study (1960-1965 inclusive),

and slightly more than one in five had made two major
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changes in that period. Two-thirds of the respondents

reporting major changes were adding a profitability factor

to their plans, or increasing the importance of a profit-

ability factor already present in their plans.

Only a small minority of the respondents reported

the regular use of non-money (psychological) rewards in

their salesman compensation programs. The plans reported

by the large majority were strongly money-oriented.

The components of money compensation were studied

separately. Selected fringe benefits were found to be

widely offered as part of the compensation package through-

out the industry.

Although individual company practices with regard to

reimbursement of expenses normally incurred by salesmen in

this industry (automobile travel and customer entertainment

expenses) varied somewhat in details, in general these

practices were characterized by the uniformity of the end

result in terms of reimbursement.

Typically, much of the responsibility for deciding

whether or not to make a customer entertainment expenditure

was left to the salesman, with only ex post facto manage-
 

ment review control.l Only about one in four respondents

reported the use of budgetary control of these expenses and

less than one-third of these tied the budgetary control to

either the sales volume or profit volume level of the

territory.
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Although only about one respondent in ten reported

the use of straight salary plans for these salesmen, fixed

compensation (salary) was a major component in most re-

ported plans. Salary-bonus plans typically were 80%

salary; salary-commission plans typically 50%-60% salary.

The pool bonus was the predominant type of bonus

used and, although frequently the pool amount was based on

a general profit-sharing formula, the individual bonus

share was allocated on the basis of employment factors

(salary and years of service), or by management fiat, or

both in the great majority of plans. Commission incentive,

where a profitability factor was used, was based on an ob-

jective measure of product, product-line, or territorial

profitability--usually a gross profit measure.

An outside salesmen compensation plan custom-designed

to accomplish clearly defined marketing objectives which

were based on clearly defined corporate objectives was

found to be the exception rather than the rule in this

industry.

As a communication system between management and the

outside salesmen, the compensation plan was found to be a

factor in the profitability of the firm. A significant

association was found between the presence of a profit-

fitability factor in the outside salesmen compensation plan

and the relative profitability of a firm in this industry.

However, no significant association was found between

profitability and the incentive method used, i.e., salary-
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bonus, salary-commission, etc.; nor between profitability

and the level of reward as measured by the proportion of

total cash compensation paid to outside salesmen to Gross

Profit earned by the firm.
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CHAPTER I

INTRODUCTION

Purposes of the Study

As proposed, this investigation of salesman compen-

sation in the Steel Service Center Industry had three

fundamental objectives:

1. To identify and classify current salesman compen-

sation practices and the kinds of incentive plans

for salesmen in use in this industry.

To study the relationships of differences in

practice to distinguishable characteristics of

the service centers, e.g., size of operation,

product-service mix, etc.

To assess the congruence of compensation and

incentive practices with management's strategic

and tactical plans for profitable operation of

the firm.

Interest and Discontent

That this study was underwritten by the Steel Ser—

vice Center Institute is an indication of the importance

that management in this industry attaches to this subject.



That salesman compensation is a subject of intense interest

to management generally is attested to by the almost simul-

taneous publication of three extensive studies in this area

of management responsibility in 1965.l

Two of these studies, by RIA and by Dartnell Corpor-

ation, investigated salesman compensation practices among

firms in the United States. The Tack study reported on

salesman compensation practices in Great Britain. The RIA

study, for example, covered the data contained in useable

questionnaires from 2,000 of the 10,000 Institute members

that were polled-~manufacturers, wholesalers, retailers,

and service firms in a wide spectrum of two digit SIC in-

dustries.2 A summary and review of these studies in Sales

Management magazine characterized their findings by saying
 

"they all point in the same direction-~to a mixture of

security and gamble instead of the old-fashioned and simple

straight salary or straight commission."3

Not only is the subject of salesman compensation of

current interest to management, but managers are rather

dissatisfied with the salesman compensation plans they are

 

lSales Compensation Practices--An RIA Survey (New

York: The Research Institute of America, Inc., 1965);

Compensation of Salesmen (Chicago: Dartnell Corporation,

1965); Salesmen's Pay Incentives and Pensions (London,

England: Tack Research, Ltd., 1965).

 

 

 

2RIA, ibid., p. 1.

3Philip Salisbury, "Compensating Salesmen," Sales

Management, (January 21, 1966), p. 46.
 



using, and they have been for some time. In 1953, Tosdal

and Carson found that "one out of four sales managers was

actively dissatisfied with his company's compensation plan

and was seeking improvement. There was a substantial dis-

satisfaction with all plans."1 In 1965 the RIA study found

"Only 13% of the companies were willing to rate their cur—

rent plans 'Excellent'; 21% actually labeled their plans

'Unsatisfactory'."2

Although "unsatisfactory" and "actively dissatisfied"

may actually represent different criteria and thus may not

describe comparable states of discontentment, it would

appear that the dozen years between these two surveys have

brought little upgrading of management's evaluation of the

performance of salesman compensation plans in implementing

its strategic and tactical planning.

Yet salesman compensation plans have not remained

static. The RIA report points out that

Despite almost five years of rising sales and today's

record-breaking profits, one out of every three com-

panies made some change in its method or basis of

sales compensation recently—-and one out of five

still finds its plan "unsatisfactory".3

 

1Harry R. Tosdal and Waller Carson, Jr., Salesman's

Compensation (Boston: Graduate School of Business Adminis-

tration, Harvard University, 1953, Vol. I), p. 329.

 

2Sales Compensation Practices--An RIA Survey,

op. cit., p. 1.

3Ibid.



The RIA report describes these changes as

. . . milling around . . . two-thirds of the changes

involved the proportions of salary and incentive.

Without further data, one might jump to the con-

clusion that this is a continuation of the long-

term trend to more—fixed, less-variable sales com-

pensation. But apparently this trend reached a

plateau at least three years ago. The changes in

proportions since then are almost equally divided

among "more salary," "more incentive," and "about

the same" . . . They (managers, Ed.) were equally

uneasy with the usual compensation plans ranging

from itraight salary thru straight commission

The RIA study included a poll of the salesmen employed

by the cooperating companies. This survey indicated that

these salesmen were somewhat more content with current

compensation practices than their bosses. "Almost one-

fourth (23%) rated their current pay plan 'Excellent'

while less than one in five (19%) said 'Unsatisfactory'."2

The percentages in parentheses are from Sales Management's

summary and were not included in the published RIA report.3

The same source indicated that 13,000 salesmen were polled.“

These salesmen were asked by RIA what proportion of

salary should be in a salary-incentive plan. The answer

was "half of the salesmen said salary should be 75% or more;

almost nine out of ten wanted at least 50% salapy."5

 

llbid., p. 2. 21bid.

3Salisbury, op. cit., p. 52.

“Ibid., p. 50.
 

SRIA, op. cit., pp. 2-3.



If a head-count of substantial changes in salesman

compensation plans is actually indicative of management's

dissatisfaction, this study of salesman compensation

practices in the Metals Service Center industry would

seem to show that its management is even more dissatisfied

than the RIA survey found management in general to be.

The period 1960-1965, inclusive, was selected for compari-

son with the similar period used in the RIA study. This

Survey Period was divided into First Half (1960-1962,

inclusive) and Second Half (1963-1965, inclusive).

Of the Metals Service Center companies which cooper-

ated in this study, slightly more than 20% (13 of 60) re—

ported making thirteen major changes in the First Half of

the Survey Period in their compensation plans for outside

salesmen. In the Second Half, almost 50% (28 of 60) of

the respondents reported making thirty-one such changes--

three companies made two major changes in their plans in

the latter three year period. Ten of these respondents

were making a second major change in their plans following

changes made in the First Half, and eighteen were making

their first change during the Survey Period. Thus, over

one-half of the responding companies (31 of 60) made

forty-four major changes in the plans under which they

compensated their outside salesmen in the six year Survey

Period 1960-1965, inclusive, and slightly over 20% (13 of

60) made two major changes in that period of time.



There appeared to be no significant association be-

tween company size as measured by annual net sales and the

proportion of companies in each of three size categories1

that made major changes in their outside salesman compen-

sation plans. Approximately one—half of the companies in

each size category made such changes.

However, management in this industry was not "milling

around” in making these changes. Of the thirty-one re-

spondents that changed their plans in this Survey Period,

twenty-eight made changes that moved toward a greater pro-

portion of incentive compensation to fixed compensation in

their plans, two moved toward a greater proportion of

salary, and one made a change that did not effect the pro-

portion of incentive compensation in its plan. Further—

more, the changes reported by more than two-thirds (21 of

31) of the responding companies which reported major changes

in their outside salesman compensation plans involved add-

ing a profitability factor, or increasing the importance of

a profitability factor already incorporated in their plans.

These profitability factors ranged in concept from simple

profit sharing to "return on investment."

 

1Throughout this study, for statistical purposes,

the respondent companies were divided into three size

categories based on annual net sales--1ess than $5 million

(21 companies), at least $5 million but less than $20

million (21 companies), and more than $20 million (18

companies). For some purposes, a dichotomy of less than

$10 million and $10 million or more was used. See Appendix

A for a detailed discussion of the sample.



The increased rate of changes noted above in the

Second Half of the Survey Period seems to reflect the

acceptance by the industry of trends toward: (1) pro-

portionately more incentive in compensation plans for out-

side salesmen, and (2) profitability based incentive com-

pensation. Of the nearly one-half (29 of 60) of the re-

sponding companies that reported no major changes in their

outside salesman compensation plans since 1959, ten indi-

cated that their plans already included a profitability

factor.l Only four of these twenty-nine respondents used

salary only plans and two used commission only plans. The

remaining twenty-three of these respondents reported using

plans combining salary with bonus components, or commission

components, or both.

Of the responding companies that had 196A annual net

sales of less than $5 million (21 of 60), eleven reported

making changes during the Survey Period in their compen-

sation plans for outside salesmen. Of these respondents,

55% (6 of 11) reported adding profitability factors to their

plans. Of the respondents in this size category that did

not report changes in their plans during the Survey Period,

 

lRobert G. Welch, President of the SSCI, in a

letter to the writer dated January 24, 1967, points out

that few of the member companies, prior to 1959, had

accounting systems that produced figures on product line,

item, or territorial profitability. A distribution cost

analysis program was developed by SSCI in 1956, but for

the first few years this type of information was avail-

able only to a limited number of companies.



50% (5 of 10) already had profitability factors in their

plans.

Of the responding companies that had 1964 annual net

sales of at least $5 million but less than $20 million (21

of 60), eleven reported making changes during the Survey

Period in their compensation plans for outside salesmen.

Of these respondents, 72% (8 of 11) reported adding profit-

ability factors to their plans. Of the respondents in this

size category that did not report changes in their plans

during the Survey Period, 30% (3 of 10) already had profit—

ability factors in their plans.

Of the responding companies that had 1964 annual net

sales of $20 million or more (18 of 60), nine reported making

changes during the Survey Period in their compensation plans

for outside salesmen. Of these respondents, 78% (7 of 9)

reported adding profitability factors to their plans. Of

the respondents in this size category that did not report

changes in their plans during the Survey Period, 22% (2 of

9) already had profitability factors in their plans.

On balance, at the end of the Survey Period, i.e.,

as 1966 began, approximately one-half of the reSponding

companies in each size category had profitability factors

incorporated in their compensation plans for outside sales-

men. However, it would seem that the smaller companies,

as a group, began to move toward profitability based com-

pensation components for outside salesmen before the larger



l The small sub-sample size involved herecompanies did.

casts some doubt on the statistical significance of this

observed difference, and conclusions should be drawn

cautiously.

The Evolution of the Modern Steel

Service Center2

 

 

The history of metals service centers in the United

States dates back to colonial times when "blacksmiths,

wagonmakers and other craftsmen could obtain a few bars

of iron, or hammered sheets, or a gross of cut nails from

'iron mongers' who stocked the products of English and

Swedish mills."3 The first metals warehouse in America

that was engaged solely in the distributive function as

opposed to the production function was established in 1765

as Abeel Steel, Inc., of New York City. The name of this

company appears on the membership roster of the Steel Ser-

vice Center Institute for 1965-1966 cited below. One

hundred and twenty years before Abeel began operations,

the Saugas Ironworks in Saugas, Massachusetts, according to

tradition, founded the domestic iron (and steel) industry

 

1See footnote, p. 7.

2Unless otherwise cited, this section of this thesis

relies heavily on "All About Steel Distribution and Steel

Service Centers," a reprint from Kaiser Aluminum News, Vol.

19, No. 5, published by Kaiser Aluminum and Chemical

Corporation, 1962, 23 pages.

 

3"Stee1 Service Centers for Industry," 1965-1966

Roster (Cleveland, Ohio: Steel Service Center Institute,

19555: P- A.
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by pouring its first iron pot in 16A5. This infant in-

dustry during its first two hundred years was oriented

toward local markets and had no problem of "less than mill

order" quantities to contend with. Sales agents in New

York and Philadelphia maintained and sold small inven-

tories of foreign metal. Not until 1856-57, when Bessemer

converters "went on stream," did the steel producing in-

dustry reach mass-production proportions. A commercial

process for the economical production of aluminum was

patented in 1899.

As the twentieth century began, the open-hearth pro-

cess became the dominant technique in steel making and,

coupled with the continuous strip mill that was introduced

in 1924, set the stage for "preproduction" processing which

has become a large element in the operation of a modern

nmtals service center. Mass production and standard widths

and lengths are "blood brothers" and "mill order quantity"

is at least an economic "first cousin."

The original steel warehouse operator was a wholesaler

(when he was not acting as a retailer) and his modern counter-

part, the metals service center, is still involved in the

l uo,ooo metal users out"break bulk" process. An estimated

of an estimated 200,000 use sufficient amounts of steel in

a year to deal directly with the producing mills. The needs

 

lKaiser Aluminum News, op. cit., p. 10.
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of the remaining 160,000 metal users are for smaller

quantities, at longer and/or irregular intervals, and often

with special alloy, size, or shape requirements. However,

servicing these Special requirements of these smaller

metal-using manufacturers accounts for only about 20%

of the sales volume of the metals service center in-

dustry. The remaining 80% of the industry's sales volume

is accounted for by the large metal-using manufacturers

who are direct mill buyers, but who also have some require-

ments which best can be met by the centers. These re-

quirements often involve "preproduction" processing--

cutting or shearing blanks or shapes, heat—treating,

slitting, edging, flattening, bending, grinding, or other-

wise performing what would be the "first operation" for

‘the manufacturer if standard shape and size metal were

Inlrchased from the mill. The individual service centers

arud their Steel Service Center Institute also have been

Seilling actively the concept that "Cost of Possession" can

Offifset the apparent savings of volume orders from the mills

arm: that letting service centers "hold inventory" and pro-

Vixie "preproduction" processing results in lower total cost

despite the loss of volume discounts. Steel producers have

8~1C1ed in this effort.

The Kaiser Aluminum News reprint cited on page 9.

Cites a 1962 survey of this industry as the source for an

Estimate that it is comprised of about 800 firms operating



u
p
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about 1,400 plants or locations employing about A5,000

full-time people to process 35 million customer orders a

year representing gross metal sales of about $3 billion

1 The Steel Service Center Institute, fromannually.

whose membership the sample for this study was drawn, is

composed of member companies that distribute "85% of all

the industrial steel products that reach the market

through distributors."2 Two other associations, the

National Association of Aluminum Distributors and the

Copper and Brass Warehouse Association, are active in the

more broadly defined "metal service center" industry. A

substantial number of the steel service center firms also

stock and supply non—ferrous metals such as aluminum, brass,

bronze, as well as the more "exotic" metals such as titanium.

Gross membership in two or more associations is not unusual.

The SSCI supplies statistical reports to its member-

Shiqa, sponsors association insurance plans, sponsors edu-

cational programs, and otherwise promotes the welfare of

Its Inembership and the entire industry. Much of the data

upcui which this thesis is based simply would not have been

acCessible without the cooperation of the Institute.

Domestic shipments (actually receipts by metals

seIWIice centers) of industrial steel products to metals

\_1

1Kaiser Aluminum News, op. cit., p. 9. See Appendix

A fWXr additional industry size information.

21bid., p. 15.
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service centers totaled 10.0 million tons in 196A which

represented 16.4% of the total domestic producer shipments

of this category of steel products for the year. When

merchant products and miscellaneous and semi-finished

products are added to this total, the grand total of steel

products shipped to steel service centers reached 15.5

million tons or 18.3% of such products that reached con—

sumers in 19611.1

The modern metals service centers and their prede—

cessors are and have been primarily concerned with the

wholesale distribution of steel and other metals. Thus,

these firms are classified under SIC categorization as

wholesalers and are so classified in the RIA study pre-

viously cited. But, today, "better than 60% of all the

.metals they handle now undergo processing of some sort or

<yther, bridging the gap between the standardized output of

thus mills and the special requirements of the fabricator."2

Mucfli of this processing3 has a relatively minor impact on

Prixzing and profit margins, being traditional cutting-to-

1el'lgth and similar operations with which the service center

 

lCompany Operations and Operatinngatios in 196A

(Clieveland, Ohio: Steel Service Center Institute, 1965),

p. 1,

2Kaiser Aluminum News, op. cit., p. 20.

3Preproduction processing has grown from 60% in

1960 to 68% today and is growing steadily. Robert G.

welCh, President of SSCI, estimates it will reach close

to 80% in the next five to eight years. From the letter

or January 2”, 1967 from Mr. Welch to the writer pre-

v1Ously cited.
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operator has had ample experience. In the past he has often

absorbed at least some of this cost, depending on his gross

margin being sufficient to cover this practice. However,

an increasing amount of this preproduction processing has

become processing involving expensive equipment which must

be utilized at or near capacity to keep costs at a reason-

able level. The cost of holding inventory does not dis-

appear because the service center assumes that function for

its customers——it is transferred, though probably at a re-

1 In short, theduced level because of a number of factors.

gross margin concept no longer is as servicable a tool for

the service center operator who is no longer acting like a

typical wholesaler, but is, in fact, a fabricator in much

of his operation. Such an operator must be concerned with

'finore realistic pricing" and "profit improvement."2 He

nuist think of profitability in a product-service context.

(Irders, customers, and even territories will be more or less

prwafitable in relation to other orders, customers, and

territories in terms of their product-service mixes. A

3
prwevious study concerning inventory management practices

 

 

1The economics of the center's carrying such a wide

Va&?iety of inventory from which it services many accounts,

me'Chanization of handling and processing with better and

Inorwe efficient equipment than the buyer is likely to have

for‘ this work are some of these factors. From the pre-

ViJJusly cited letter to the writer from Mr. Welch, Janu-

ary 2A, 1967.

2Kaiser Aluminum News, op. cit., p. 20.

3John D. Demaree, "Inventory Management--Positive

and Normative Models of Decision-Making in the Metals
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was sponsored by the Institute because this is a subject

of vital interest to the management of a metals service

center in the present competitive environment. This study

will be concerned with the impact this environment has had

and will have on industry practices in salesman compen—

sation--the major cost associated with demand creation in

this industry. RIA reports that the metal service centers

that responded to its questionnaire reported spending a

median A% of sales revenue on direct sales expense alone

(salesmen's compensation and expenses plus compensation

and travel and entertainment expenses of sales super-

vision).1 In contrast, the Steel Service Center Institute

reports that nearly 90% of all respondents to their annual

survey of company operations and operating ratios spent

less than one—half of one percent of sales on advertising

in 19614.2

 

 

SeP'vice Center Industry" (unpublished doctoral disser-

tation, Graduate School of Business Administration,

Mixzhigan State University, 196")-

lRIA, op. cit., p. 63.

2Company Operations and Operating Ratios in 196A,

~20 0 Cite, p. 3.



CHAPTER 2

SALESMAN COMPENSATION CONCEPTS

Salesman compensation will be examined here in terms

of three broad concepts: (1) as a system of rewards, (2)

as a system for control of the salesman's activities, and

(3) as a system of communication between management and

the salesman.

A Reward System

Conceptually the term "compensation" includes both

the money rewards and the non-money rewards received by

the salesman in return for the performance of duties and

activities assigned to him by his management. Non-money

Iwawards include a wide range of psychological rewards,

Efllch.as titles, prestige automobiles, honorary awards

(Setlesman of the Year, etc.), potential promotion--to name

Orfily a few. Money rewards can be direct, such as salary,

01'.indirect, such as company paid insurance and/or pension

plans. However, the line of demarcation between "money"

reWards and "non-money" rewards is not always a clear one.

FOI‘ example, in the case of a company-paid country club

meEmbership or an all expense paid vacation contest prize,

16
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the reward has a money value but the prestige value may be

disproportionate to the money value.

In practice, however, the term "compensation" is

usually used with the connotation of money rewards and often

to refer only to the direct money rewards--salary, commis-

sions, and bonuses. The emphasis in this study will be on

money rewards because the prevailing view of the executives

of the responding companies who were interviewed was that

the use of money rewards was the most effective approach

to salesman compensation, given the business environment of

their industry and the general characteristics of their

salesmen. Consequently, as would be expected given this

management view of compensation, the salesman compensation

plans which were studied and which are reported upon in

this thesis proved to be money-oriented plans. This is not

to say that non-money rewards were not used for they were.

Phowever, they were not a major incentive factor in the think-

ing of most management in this industry. There were dis-

SEnnters from this vieWpoint, but they were a rather small

minority.

The term "compensation" will be used in this study to

mean "direct" money rewards unless the combination of

'Wiirect" and "indirect" money rewards is specifically indi-

cirted. It will not be used in the sense that would include

H

non-money " rewards .
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Only one out of three of the responding companies in

this study (20 of 60) reported the use of contests in their

compensation plans for outside salesmen. Furthermore, a

number of these respondents reported that contests were

used only infrequently (to clear out slow-moving or other-

wise unwanted items in inventory, for example) and were a

small part of their overall salesman compensation plans.

Where contests were used, cash prizes were reported slightly

more frequently by these respondents than were merchandise

prizes, which in turn were reported more frequently than

were travel prizes.

The group of respondents that reported annual net sales

of less than $5 million (21 of 60) reported using contests

less frequently (19%, A of 21) than either the group that

reported annual net sales of at least $5 million but less

than $20 million (21 of 60), of which “3% (9 of 21) reported

using contests, or the group that reported annual net sales

of over $20 million (18 of 60), of which 39% (7 of 18) re-

ported using contests. It should be noted here that the

smallest size companies tended to use salary plus bonus

plans more frequently than the other size categories did

(see Chapter 3). Such bonuses were often paid monthly or

quarterly and thus, in a sense, may have been substitutes

for contests.
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Commonly Accepted Compensation

Plan Characteristics

Basic or principles texts in managerial marketing

agree pretty well on the characteristics a "good" sales-

man compensation plan should have.1

This list of characteristics is taken from Matthews

et a1.: (1) Control, (2) Incentive, (3) Security and

Income Regularity, (A) Simplicity, (5) Economy, (6) Fair-

ness, and (7) Flexibility.2

Certainly these appear to be admirable characteristics

for a salesman compensation plan to have, but the architect

of a salesman compensation plan will probably find that, as

guides to a useful plan, they are more likely to confuse him

‘than to guide him. They will confuse him because they con—

txradict one another and are relative rather than absolute

‘terms.

If sales managers would realize there are inherent

conflicts in the objectives of most compensation

plans, some of their frustration and dissatisfaction

might be reduced. Two examples of the dilemmas in

which executives often find themselves are as

follows: (1) They want a plan that will maximize

lE. Jerome McCarthy, Basic Marketing: A Managerial

5J2Eyroach (rev. ed.; Homewood, Illinois: Richard D. Irwin,

Iflc:., 196A), pp. 690-695; John B. Matthews, Jr., Robert D.

Bu2:2e11, Theodore Levitt, and Ronald E. Frank, Marketing:

§£l__lntroductory Analysis (New York: McGraw-Hill, 196A),

1p13~ 3994A10; William J. Stanton, Fundamentals of Market-

.éégg; (New York: McGraw-Hill, 196ujj’pp. 568-570; Thomas A.

14 Eilidt and Donald A. Taylor, A Managerial Introduction to

inlfketin (Englewood Cliffs, N. J.: Prentice-Hall, Inc.,

9657—5,pp. nus—nus.

2Matthews et al., ibid., pp. uoo—A01.
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the salesman's income and minimize the company's

outlay; (2) they want one plan to offer to the men

both security and stability of income and much

incentive. In each situation, the desires are

diametrically opposed to each other. About all a

manager can do is adjust and modify until a reason-

ably satisfactory compromise is reached. Because

perfection is unattainable, the administrator must

recognize that he will always have a problem that

requires constant surveillance.1

The characteristics cited above, although "control"

and "economy" (which might be termed company objectives)

are included, have an orientation toward the reward system

aspects of a compensation plan and a specific concern with

the impact of the system upon the salesman--in short, how

he will fare under the plan. The focus of this study is

rather on how the company will fare, i.e., how the compen-

sation system communicates with the salesman and controls

Iiis activities so that they are congruent with the ob-

.jectives of the firm.

A Control System

Stanton and Buskirk continue after the passage cited

above to point out that no single plan will suit the pur-

poses of all companies, i.e., "there is no perfect plan,"

allci observe that each company should have a salesman compen-

‘Séitzion plan specifically designed to suit its own needs and

Fnlzeposes, and that "a compensation system should make it

possible for the sales executive at all times to keep the

\

1William J. Stanton and Richard H. Buskirk, Manage-

EEEEEP of the Sales Force (Homewood, Illinois: Richard D.

r'Win, Inc., 1964), p- 353.
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work of the men aligned with company interests, policies,

and objectives."1

It would seem to follow that the best way to assure

the congruence of the compensation system with the objec-

tives of the firm would be to have the compensation plan,

as originally conceived, be based upon those objectives.

Of course, the objectives of the company would have to be

articulated in some detail so that they could be trans-

lated into specific actions and activities of the sales

force which would help to attain those objectives. Hazy

general objectives to be attained by the salesman compen—

sation plan, such as "increase sales" and "make the sales-

Inen work hardfl are valueless in this context. The objec-

tives must specify information such as what kind of sales

aare wanted, from what kinds of customers, etc., to be of

inalue in building the compensation system. Considerable

rmesearch may be necessary to gather such specific infor-

Inertion. Contradictory company objectives may also plague

the designer of a salesman compensation plan.

In a survey on planning conducted by the Steel Ser-

VTche Center Institute among its members in 1965, the question

‘Véiss asked--"Does your company have a series of long-term

cOrporate goals?" One hundred sixty-five respondents

a1’lswered this particular question.

(:37'%) said "no," seventy-one respondents (A2%) said

\

1Ibid., p. 355.

Sixty-three respondents
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"yes-informal," and only thirty-one respondents (18%)

said "yes-written." The percentages in the parentheses

refer to the proportion of those answers to the one

hundred seventy usable questionnaires that were returned

--so five respondents (3%) did not answer this question.

But the compensation plan is not management's only

tool for the direction and control of the sales force.

Maynard and Davis caution

A compensation plan, even the most scientifi-

cally designed, will not serve as a substitute for

soundly conceived policies relating to selecting,

training, and supervision. Yet many firms expect

it to do just that, and blame their present plans

for failures which have nothing to do with the

way men are paid.2

The salesman compensation plan cannot be expected to

;perform the entire supervisory activity of a sales force.

(Dnly the aSpects of the salesman's job that can be con-

txrolled best by the compensation plan should be assigned

tc: it. "Complicated" plans as opposed to "simple" plans,

WTlich are "approved" in the framework of characteristics

<313ted above, often become complicated because the designer

'trfiies to incorporate too many supervisory objectives into

the plan.

 

lSteel Service Center Institute, 1965 Survey on

Members' Planning, a report prepared by the Institute

C31eveland: Steel Service Center Institute, 1965), p. 3.

\ 2Harold M. Maynard and James H. Davis, Sales Manage-

EEEELE (3rd ed.; New York: The Ronald Press Co., 1957),

P- 355.
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The straight salary plan is usually described as

one end of a continuum of the degree of control exercis-

able by management and the straight commission plan as the

other end. Salary plans are said to permit maximum con-

trol--commission plans minimum control. However, Stanton

and Buskirk point out that control (by supervision)

becomes necessapyl when a straight salary or high salary

element plan is used to compensate salesmen. The straight

salary compensation plan provides no guidance of the sales-

man's activities in and of itself. However, the adminis-

tration of the salary plan may provide guidance that is

just as disruptive of supervisory objectives as a commission

component in a compensation plan may be. If the supervisory

effort is directed toward some objective such as "customer

aservice," but salary raises appear to the salesman to follow

'Msales volume," it will be extremely difficult to get him

tc> devote much time to activities that do not lead directly

‘tC> greater sales volume. The straight salary plan may not

CDfEEer incentive to the salesman, but the manner in which it

143 administered, especially the apparent criteria upon

Which salary increases are. based, is an "incentive plan"

111 a very real sense to the salesman.

 

1Stanton and Buskirk, op. cit., p. 377.
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A Communication System

A salesman compensation plan, then, communicates

management's objectives for the firm to the salesman. More

precisely, it communicates some message to him--the content

of the message as he receives it may or may not correctly

inform him of management's objectives. Furthermore, the

compensation plan is not the only communication system be-

tween the two parties. Setting aside the opportunities for

misunderstanding inherent in any communication system, the

messages that are flowing through the multiple systems

(direct supervision, "grapevine" or unofficial system, etc.)

may, in fact, be conflicting.

Assuming rational behavior (in an economic sense) on

the part of the salesman (and if he does not act rationally

.in this sense, the whole concept of money incentive com-

Laensation falls into ruins), he will act to further his own

iriterests (presumably, at least up to a point, to increase

1Histotal income). When the messages concerning company

Olbjectives that he receives through at least the official

<3PLannels (such as the compensation plan and supervisory

Personnel) are congruent with his own personal objectives,

11E! will act in a manner-that will also help to attain

't11<>se company objectives.

The kind of compensation plan is not important in

allci of itself, but the potential of that plan to communi-

QEfte to the salesman that portion of the firm's objectives
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on which management wishes to have him concentrate his ef-

forts for attainment ii important. However, the compen-

sation plan is only one communication system and cannot

carry the whole burden of communication and control in

the absence of a coordinating selecting, training, and

supervising program.



CHAPTER 3

PATTERNS OF COMPENSATION OF OUTSIDE SALESMEN

IN THE STEEL SERVICE CENTER INDUSTRY

For the purposes of this investigation, compensation

was separated into four components: fringe benefits, fixed

compensation, incentives, and expenses.

The first three components are clearly compensation.

However, the last category, expenses, is not usually classi-

fied as a component of compensation. They were so classi—

fied in this study because the personal use of a company car

(or, alternatively, a liberal allowance for the cost of

cuoeration of the salesman's car) represents a financial

tnenefit to the salesman. Furthermore, depending upon the

degree of control exercised by management, the entertain-

Inerit expense allowance could also represent a financial

benefit to the salesman.

As a rather extreme example of entertainment expense

alélxawance contributing financial benefit to the salesman,

it: inas found in one instance that company practice allowed

the salesman to keep any unspent portion of the monthly

entertainment allowance allotted to him and gave him

essentially full control of these expenditures. As it

tL¥P11ed out this practice was atypical. The typical practice

26
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in the industry was found to be relatively close manage-

ment control and review of entertainment expenditures by

salesmen. The expense component of compensation is dis-

cussed more fully later in this chapter.

While it would be useful to identify the patterns

used in compensating salesmen in this industry as a matter

of information, the major purpose of this investigation is

to study the effect on company profitability of incentive

(bonus and commission) compensation. By examining company

practices in connection with all four compensation com-

ponents it should be possible to determine areas where some

firms might enjoy differential advantage in attracting and

retaining the more proficient salesmen in the industry.

.If, in fact, such areas of differential advantage do exist

‘they must be evaluated in assessing the effect on company

Ixrofitability of incentive compensation.

If a high degree of disparity exists with regard to a

particular component of compensation, it may be presumed

tllert differential advantage in attracting and retaining the

nublre proficient salesman may be present. Conversely, if a

high degree of uniformity of practice with regard to a

particular component of compensation is found, it is un-

Jdilcely that differential advantage accrues to one firm over

anOther because of its practices with regard to this com-

F“3r1ent and, consequently, the effect on company profit—

ability should be nil.
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Fringe Benefits
 

Specific consideration of fringe benefits as compen-

sation to the outside salesman was restricted to two cate-

gories: insurance plans and pension (retirement) plans.

In the questionnaire an open category, "other," was

included to allow respondents to indicate other benefits

they considered to be "fringe benefits." The "other"

category was almost completely ignored. Those few respon-

dents who checked "other" mentioned country club member-

ships for selected, mostly senior, salesmen and the use of

high prestige model automobiles for salesmen who met cer—

tain performance criteria.

The recently released Research Institute of America

study of salesmen's compensation states that among whole—

sale distributors of steel, aluminum, and other metals

"where salesmen's pay includes some element of salary"

90% allow six or more paid holidays and 76% give one to

four weeks paid vacation based on length of service. Of

the companies in this industry who responded to the RIA

questionnaire, 80% indicated that their compensation plan

1 For thosefor salesmen included an element of salary.

salesmen who receive no salary component in their compen-

sation, "paid holidays" and "paid vacations" are meaningless

terms and have no application to their situation.

 

lSales Compensation Practices--An RIA Survey (New

York: The Research Institute of America, Inc., 1965),

p‘ 630
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Insurance Benefits
 

The incidence of availability and the extent to which

the firm shared the cost of four kinds of insurance cover-

age were investigated: life insurance, hospitalization,

sickness and accident indemnity, and disability income

continuation (see Tables 1, 2, and 3).

Of the respondents to the questionnaire, A3% (26 of

60) made available all four coverages, 80% (A8 of 60) made

available three or more coverages, and all of the companies

made available two or more coverages. Almost all of the

responding companies (59 of 60) made the two basic cover-

ages, hospitalization and life insurance, available.

Of the respondents to the questionnaire, 10% (6 of 60)

made available and fully paid the cost of all four coverages,

37% (22 of 60) made available and fully paid the cost of

three or more coverages, 55% (33 of 60) made available and

fully paid the cost of two or more coverages, and 73% (AA

of 60) made available and fully paid the cost of at least

one coverage. Thus, only 27% (16 of 60) respondents said

that they did not fully pay the cost of even one coverage.

When the criterion was broadened to include those

respondent companies who shared the cost of the coverages

in addition to those who fully paid the cost, 32% (19 of

60) of the respondents offered and contributed a part or

all of the cost of each of all four coverages, 68% (A1 of

60) offered and contributed a part or all of the cost of
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three or more coverages, and all but one respondent company

offered and contributed part or all of the cost of two or

more coverages. All of the respondent companies offered

and contributed part or all of the cost of at least one

coverage.

Analysis by size of company (annual net sales) indi-

cates that smaller companies were more likely to pay the

full cost of coverages than larger companies (see Table 2).

However, they were not more likely to offer the coverages

nor were they more likely to contribute a part or all of

the cost of coverages (see Table l and Table 3, respectively).

An g priori hypothesis might be that those companies

which included no salary component in their compensation

plans for their outside salesmen (hereafter they will be

called commission plan companies) would follow different

practices with regard to offering and paying for these in-

surance coverages. There were four such companies among the

respondents. Two of the four made available all four cover-

ages. One of them fully paid the cost for the four cover-

ages, the other fully paid for three coverages and shared

the cost of the fourth. The remaining two companies offered

three coverages. One of them fully paid two coverages and

shared the cost of the third. The other company shared the

cost of two coverages and asked the salesman to pay the cost

of one coverage. These data would seem to suggest the com-

mission plan companies were more likely to offer and pay
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for these coverages than the companies which paid salaries.

However, this sub-sample is very small and relatively

large differences in proportions are not significant. A

better interpretation of the data would be that they

probably followed the same practices as the salary com-

panies with respect to insurance coverages and the g priori

hypothesis that they did not would be rejected.

Life Insurance.--Some specific coverages were offered
 

more frequently than others. Of the respondents, 98% (59

of 60) said that life insurance coverage was made available

to their outside salesmen and A8% (28 of 59) of these com-

panies reported paying all of the cost of the coverage.

Only 7% (A of 59) reported that the salesman paid all of

the cost of the coverage. All four of the commission plan

companies made this coverage available to their salesmen

and three of them paid the full cost. The fourth company

shared the cost.

Hospitalization.—-All sixty responding companies re-
 

ported that they made hospitalization coverage available to

their outside salesmen and half of them furnished this

coverage at no cost to the salesman. In 8% (5 of 60) of

the reported plans the salesman paid all of the cost.

All of the four commission plan companies, of course,

0ffered.this coverage and two of them paid all the cost.

One company required the salesman to pay the full cost of

the coverage and one company shared the cost with the

sale sman .
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Sickness and Accident Indemnity.--Two out of three

of the sixty responding companies reported that sickness

and accident coverage was offered to their outside sales-

men. Of these forty companies, 65% (26 of A0) paid all

the cost of the coverage. Only one company required the

salesman to pay all of the coverage cost. Two of the four

commission plan companies offered this coverage to their

salesmen. The other two did not. The two which offered

it paid all of the cost.

Disability Income Continuation.--Of all of the insur-

ance coverages, this one was reported by the fewest com-

panies. Compared with the other three coverages this one

is relatively new as a commercial offering on a group basis.

In 1965 the Steel Service Center Institute sponsored a dis—

ability income continuation plan called IMAGE to be made

available to member companies on an association basis.

Presumably this coverage will become more widespread than

the findings of this study (the data was collected in the

Fall of 1965) indicate.

Of the respondents, 58% (35 of 60) offered disability

income continuation coverage to their salesmen and 60%

(21 of 35) of these companies reported that they paid all

Of the coverage cost. Five of the companies, lA%, reported

thatthe salesman paid all of the cost. All of the four

commission plan companies offered this coverage and two of

theum paid the full cost of the coverage. The remaining

tWC> shared the cost.
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Summary and Conclusions--

Insurance Benefits

 

 

The insurance coverages that have been discussed

were not special offerings to the outside salesmen but

were offered to salaried employees of the company as well.

It has been noted above that smaller companies were no

more likely to offer a specific coverage than larger com-

panies but that they were more likely to pay the full cost

of the coverage. This was consistent through all of the

coverages. A purely mechanical feature of group plans

sold commercially may explain the greater frequency of

contributory plans among larger companies.

Individual coverage amount limits under group life

plans sold by commercial companies, for example, are deter-

mined by the size of the group. Requirements vary somewhat

among the states, but "true" group limits and rates begin

at 25 to 50 lives. For groups smaller than the required

size, limits of coverage may be reduced. For groups of

ten lives, for example, and again for groups of five lives,

progressively smaller limits may be set. The rates are in-

creased, but not in proportion to the coverage limit de-

crease. The net effect of rate and limit changes where

only a relatively few lives are involved is a total pre-

mium that management often accepts on a non-contributory

basis. On the other hand, where a larger number of lives

and higher coverage limits are involved, the resulting
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premium is not acceptable to management on a non—contri-

butory basis. Often the company chooses to pay for a

certain schedule of individual coverage and the higher

coverage limit is made available to the individual on a

contributory basis. The same or similar requirements

apply to the other coverages.

Possibly other factors also are involved in the

observed characteristic of higher frequency occurrence

of non-contributory plans among smaller companies than

larger ones, but it is suggested that the mechanical

restraint discussed above plays a substantial role.

The four insurance coverages investigated are

widely offered in this industry. All of the respondent

companies offered at least two of the four averages to

their outside salesmen and four out of five of the com-

panies offered three or more coverages. Essentially all

(98%) of the respondent companies offered and contri-

buted a part or all of the cost of two or more coverages,

and two companies out of three did so on three or more

coverages. Nearly three companies out of four fully paid

for at least one coverage, and over one-half of them

offered and paid all the cost of two or more coverages.

Life insurance and hospitalization are basic

coverages which have been offered by commercial carriers

on a group basis more widely and for a longer time than

sickness and accident indemnity and disability income
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continuation. These two basic coverages were offered by

essentially all of the companies responding to the

questionnaire (one company of the sixty respondents did

not offer life insurance). Eight of the companies (1A%)

required the salesmen to pay the full cost of one or the

other of these coverages, but none of them required him

to pay all of the cost of both of these coverages. About

one-half of the companies paid the full cost of both

coverages.

There appeared to be little difference in company

practice with regard to insurance coverages between com-

panies which compensated their salesmen only with a com-

mission plan and those which included a salary component

in their compensation plan.

It was noted that smaller companies were more likely

to offer insurance coverages on a non—contributory basis

than larger companies, although they were no more likely to

make the coverages available on some basis than were larger

companies. It was suggested that this might be partially

explained by the inherent technical characteristics of

commercial group plans.

There seemed to be little room for differential ad-

vantage among firms with regard to insurance benefits which

might enable some firms to attract and retain a dispro-

portionate share of the more proficient salesmen in the

industry. The terms of coverage variable among specific
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plans was not studied, but it is difficult to impute

sufficient knowledgeability of insurance coverage to the

non-insurance professional to make this an important

factor in the salesman's choice.

Pension Plans
 

The pension plans reported by respondents were classi-

fied as fixed contribution plans or profit sharing plans.

Some companies, 15% (9 of 60) of the respondents, reported

plans that combined components of both kinds of plans

(Table A).

The fixed contribution plan, from an employer's view-

point, entails an annual money commitment that is deter-

mined by the level of benefits offered, the number of

participants, and the employee contribution formula, if

any. Although there are usually provisions written into

the plan that provide limited relief from the money commit-

ment in times of financial stress, and the right to dis-

continue the plan is almost invariably reserved to the em-

ployer, his contribution to the plan represents a fixed

cost that is relatively independent of profit earning and

is extremely difficult to reduce in times of low profit—

ability.

On the other hand, the profit sharing plan is de-

signed to tie the employer's contribution to the earning

of profit by the company. The employer's contribution to

the plan is set by a formula based on the level of profit
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the company earns in a stated period of time. Consequently,

the money commitment is less rigid and varies more or less

directly with profit.

During the personal interviews which were held with

executives of the respondent companies where concern over

fixed costs was voiced, it was usually mentioned by the

executives of the relatively smaller companies. This was

not an unexpected development, but some §_priori hy-

potheses are suggested by their concern. In the null form

they are:

1. Company size would not affect the decision to

offer a pension plan.

2. Where pension plans were offered, company size

would not affect the choice of the kind of

plan to be used, i.e., fixed contribution or

profit sharing.

3. Where fixed contribution plans were offered,

company size would not affect the choice of

contributory versus non-contributory plans.

Of the responding companies, only 12% (7 of 60) re-

ported that they did not have a pension plan in which thier

outside salesmen participated. Among companies with annual

net sales of $20 million or more, 9A% (17 of 18) reported

a pension plan. Among companies with annual net sales

of at least $5 million but less than $20 million, 100%

(21 of 21) reported a pension plan. Among companies with
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annual net sales of less than $5 million, 71% (15 of 21)

reported pension plans.

After making due allowance for the small size of

the sub-samples, it is apparent that companies with annual

net sales of less than $5 million did offer pension plans

significantly less often than those companies with annual

net sales of $5 million or more. The first g priori hy-

pothesis is rejected.

Of the respondents reporting a pension plan in which

their outside salesmen participated, 75% (A0 of 53) re—

ported fixed contribution plans, and A2% (22 of 53) re-

ported profit sharing plans. These percentages total to

more than 100% because 17% (9 of 53) reported combination

plans that included components of both kinds of plans.

Of the responding companies which reported pension

plans, 88% (15 of 17) of those companies with annual net

sales of $20 million or more offered a fixed contribution

plan or a fixed contribution component of a combination

plan; 76% (16 of 21) of those companies with annual net

sales of at least $5 million but less than $20 million

offered a fixed contribution plan or a fixed contribution

component of a combination plan; and 60% (9 of 15) of

those companies with annual net sales of less than $5

million offered a fixed contribution plan or a fixed

contribution component of a combination plan.
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Where a pension plan was offered, the incidence of

fixed contribution plans or fixed contribution components

of combination plans was significantly higher as company

size increased.

The presence of combination plans which were reported

by some of the respondents did not present any problem in

evaluating the incidence of fixed contribution plans or

fixed contribution components of combination plans. How-

ever, in evaluating the incidence of profit sharing plans

and profit sharing components of combination plans it was

necessary to distinguish between them.

When the characteristic criterion was "offers a pro-

fit sharing plan or a profit sharing component of a combi-

nation plan," the incidence of the characteristic was

probably independent of company size measured by annual

net sales. Of those companies offering pension plans whose

annual net sales were at least $20 million, Al% (7 of 17)

offered profit sharing plans or profit sharing components

of combination plans. Among such companies with annual net

sales of at least $5 million but less than $20 million, 38%

(8 of 21) offered profit sharing plans or profit sharing

components of combination plans. Among such companies with

annual net sales of less than $5 million, 50% (7 of 1A)

offered profit sharing plans or profit sharing components

of combination plans.

But, when the characteristic criterion was changed

to "offers a profit sharing plan only," an association
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between company size and the incidence of profit sharing

plans as the only method of funding the pension plan did

emerge. The presence in the combination plan of a fixed

contribution component establishes a fixed money commit-

ment. The presence of the profit sharing component may

enhance the probable retirement value of the combination

plan but it does not change the fixed money commitment.

A company that wishes to avoid a fixed money commitment

would not choose either a fixed contribution plan 93 a

combination plan.

Among the respondent companies which offered pensions,

12% (2 of 17) of those companies with annual net sales of

at least $20 million offered profit sharing plans only,

2A% (5 of 21).of those companies with annual net sales of

at least $5 million but less than $20 million offered pro-

fit sharing plans only, and A0% (6 of 15) of those companies

with annual net sales of less than $5 million offered profit

sharing plans only.

The incidence of fixed contribution plans and fixed

contribution components of combination plans was found to.

increase as company size increased and the incidence of

profit sharing plans as the only method of funding the

pension plan was found to decrease as company size in-

creased. The second a priori hypothesis is rejected.

Where fixed contribution plans were used (either alone

or as fixed contribution components of combination plans),
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65% (26 of A0) were non-contributory plans. Among those

companies with annual net sales of at least $20 million,

60% (9 of 15) offered non-contributory plans; among those

companies with annual net sales of at least $5 million but

less than $20 million, 69% (ll of 16) offered non-contri-

butory plans; and among those companies with annual net

sales of less than $5 million, 67% (6 of 9) offered non-

contributory plans. The difference in incidence of non-

contributory plans is probably not significant and the

third §_priori hypothesis should be accepted.

Of the four commission plan companies, all offered

fixed contribution pension plans. One plan was non-contri-

butory and three were contributory.

Summary--Pension Benefits
 

Pension plans are relatively widely offered to out-

side salesmen in this industry. Only 12% (7 of 60) com-

panies reported that they did not have a pension plan in

which their outside salesman participated.

Although the sub-samples are small and, consequently,

relatively large differences in incidence of a character-

istic were not significant, an association between company

size and the inclusion of a pension in the fringe benefit

package did exist. The larger companies were more likely

to offer pensions than the smallest companies (annual net

sales of less than $5 million). Furthermore, the larger

companies were more likely to offer plans which were either
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fixed contribution plans entirely or combination plans

with fixed contribution components. The smaller companies

were more likely to offer profit sharing plans only.

When smaller companies did offer fixed contribution

plans they were as likely to offer them on a non-contribu-

tory basis as the larger companies.

If the profit sharing only plans are classified as

"non-contributory," 7A% (39 of 53) of the reported plans

required no contribution by the salesmen.

There was no significant policy difference concern-

ing the offering of pension plans to outside salesmen be-

tween the commission plan companies and those companies

which included a salary component in their compensation

plans.

Pension practices among these companies seemed to

offer little opportunity for differential advantage in

attracting the more proficient salesmen, especially among

companies whose annual net sales were at least $5 million.

The smallest companies were less likely to offer pension

plans, although almost three out of four of them did so,

and their plans were more likely to be profit sharing only

plans. Here, again, it is difficult to ascribe to the

salesman sufficient knowledge to distinguish between the

two funding methods as an important factor in his choice

of companies.
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Expenses

Expenses incurred by outside salesmen in the steel

service center industry in the course of their selling

activities customarily are of two kinds. Expenses are

incurred by the salesmen for necessary travel in their

territories and to promote customer good will.

Travel Expenses
 

Although these salesmen sometimes incurred expenses

for airplane and railroad travel, together with some lodg-

ing and meals away from home expenses, primarily travel

expense meant automobile travel expense in this industry.

Automobile Expenses.--The use of company-furnished
 

cars by outside salesmen in the metals service center in-

dustry was the predominant practice.

Almost two out of three of the responding companies,

62% (37 of 60), reported that all of the cars used by their

outside salesmen were company-furnished. An additional 15%

(9 of 60) reported that both company-furnished and sales-

man-owned cars were used. The remaining 23% (1A of 60) of

the respondents reported that only salesman—owned cars were

used. Among this latter group were numbered three of the

commission plan companies. The fourth commission plan

company furnished company cars to some of their outside

salesmen. Thus, only about one in five (11 of 56) of the

responding companies which included a salary component in
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their compensation plans for outside salesmen did not

furnish company cars to gpy of their outside salesmen.

The personal interviews1 conducted with executives

of the companies which comprised the sample for this study

disclosed several reasons for the dual practice of using

both salesman-owned and company-furnished cars that was

reported by nine responding companies.

Some years ago the predominant practice in this in-

dustry was the use by outside salesmen of their own cars,

with or without reimbursement. Many companies when they

began to furnish company cars to outside salesmen allowed

the salesman the option of using his own car with reim-

bursement for expenses incurred. Some salesmen, usually

a minority, preferred to use their own cars with reimburse—

ment. This option allowed the salesman freedom of choice

as to the make and model of car he drove, and as to when

he traded for a new model.

The second reason for the existence of this dual

practice was related to the trend in this industry in re-

cent years toward larger companies. This growth in company

size often was accomplished by merger of two or more com-

panies or by the outright purchase of one company by an-

other. Where practices with regard to the cars used by

outside salesmen in the combining companies differed, they

 

1Executives from fifty-three of the sixty companies

which comprised the sample were interviewed.
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were often allowed to continue unchanged somewhat indefi-

nitely. This was also true of other practices and policies,

e.g., salesmen's incentive compensation. It merely re—

flects the autonomy that is frequently allowed the combining

companies in these situations, and the time lag which often

occurs between legal combination and full integration of

management.

Another reason for the existence of this dual practice

was related to the company's compensation plan for outside

salesmen. One of the commission plan companies and some

of the salary plus commission plan companies that responded

to the questionnaire reported that not all of their outside

salesmen were compensated according to their primary com—

pensation plans. These exceptions, because of inexperience

or because they sold in territories that would not support

them on the primary plan, were compensated by a straight

salary arrangement. Salesmen who devoted part of their

time to supervision and product specialists often were

compensated with straight salary or predominantly salary

arrangements also. Such salesmen frequently drove company-

furnished cars while the other salesmen drove their own

cars.

Some companies which furnished company cars met the

problem of satisfying the salesman's preference for a

particular make or model car by allowing him some latitude

of choice, provided that any additional cost due to his
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choice was paid by him. Dissatisfaction with this practice

was voiced by a few executives because of hidden extra

costs, such as for maintenance and repair, of the more

expensive models and makes which some salesmen chose under

this arrangement.

As was mentioned previously, some companies which

furnished company cars to their salesmen offered higher

prestige model cars at company expense to salesmen who

met certain performance criteria as an incentive for them

to do so.

It is apparent in Table 5 that the incidence of com—

pany-furnished cars for outside salesmen's use increased

with company size as measured by annual net sales.

Of the responding companies which had annual net

sales of $20 million or more, 72% (13 of 18) reported that

only company—furnished were used by their outside salesmen.

An additional 22% (A of 18) of these respondents reported

that both salesman-owned and company-furnished cars were

used. Thus 9A% (17 of 18) of the responding companies in

this size category reported furnishing company cars to at

least some of their outside salesmen, and only 6% (l of

18) reported that all cars used by their outside salesmen

were salesman-owned.

Of the responding companies which had annual net

sales of at least $5 million but less than $20 million,

67% (1A of 21) reported that only company-furnished cars

were used by their outside salesmen. An additional 10%
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(2 of 21) of these respondents reported that both sales—

man-owned and company-furnished cars were used. Thus

76% (16 of 21) of the responding companies in this size

category reported furnishing company cars to at least

some of their outside salesmen, and 2A% (5 of 21) reported

that all cars used by their outside salesmen were sales-

man-owned.

Of the responding companies which had annual net

sales of less than $5 million, A8% (10 of 21) reported that

only company—furnished cars were used by their outside

salesmen. An additional 1A% (3 of 21) of these respondents

reported that both salesman-owned and company-furnished

cars were used. Thus 62% (13 of 21) of the responding

companies in this size category reported furnishing com-

pany cars to at least some of their outside salesmen, and

38% (8 of 21) reported that all cars used by their outside

salesmen were salesman-owned.

In the majority of the cases where a dual practice

(use of both salesman-owned and company-furnished cars)

was reported, most of the salesmen used company—furnished

cars, e.g., one very large company appeared in this cate-

gory although only 6% of its many salesmen exercised their

option to use their own cars.

Where company-furnished cars were used by outside

salesmen (including the companies which furnished company
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cars to only some outside salesmen), the cars were pre-

dominantly leased by the company.

Of these responding companies which reported

furnishing company cars to their outside salesmen, 61%

(28 of A6) reported the use of leased cars only. An

additional 11% (5 of A6) of these respondents reported

that they leased some cars furnished to their outside

salesmen and owned some. Only 28% (13 of A6) of

these respondents reported that they owned all of

such cars.

During personal interviews with executives of

four of the five companies that reported a dual practice

(some leased cars and some owned), it was reported that

two companies were moving toward company-owned cars,

one was moving toward all leased cars, and one was not

moving intentionally in either direction. No executives

of the fifth company were interviewed.

The incidence of the use of leased cars probably

increased as company size measured by annual net sales

increased. At least the incidence of this practice

among the largest companies was significantly higher

than it was among the smallest companies.

Of the responding companies which furnished cars

to their outside salesmen and had annual net sales of

$20 million or more, 71% (12 of 17) reported furnishing
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leased cars only. An additional 12% (2 of 17) reported

furnishing both company-owned and leased cars. Thus

82% (1A of 17) of the respondents in this size category

reported that at least some of the cars furnished to

their outside salesmen were leased cars, and only 18%

(3 of 17) reported that they furnished company—owned

cars only.

Of the responding companies which furnished cars

to their outside salesmen and had annual net sales of

at least $5 million but less than $20 million, 63% (10

of 16) reported furnishing leased cars only. An addi-

tional 6% (l of 16) reported furnishing both company-

owned and leased cars. Thus, 69% (ll of 16) of the re-

spondents in this size category reported that at least

some of the cars furnished to their outside salesmen

were leased cars, and 31% (5 of 16) reported that they

furnished company-owned cars only.

Of the responding companies which furnished cars to

their outside salesmen and had annual net sales of less

than $5 million, A6% (6 of 13) reported furnishing

leased cars only. An additional 15% (2 of 13) reported

furnishing both company-owned and leased cars. Thus,

62% (8 of 13) of the respondents in this size category

reported that at least some of the cars furnished to

their outside salesmen were leased cars, and 39% (5 of
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13) reported that they furnished company—owned cars

only.

Where company-furnished cars were used by outside

salesmen (including the companies which furnished company

cars to only some outside salesmen), 87% (A0 of A6) of

the responding companies reported that they paid all oper-

ating expenses for these cars. Typically, credit cards

were issued to the outside salesmen and gas, oil, incidental

maintenance, etc. were charged to the company by the sales—_

men. Of the remaining six companies, four reported paying

monthly flat dollar allowances to their salesmen to cover

operating expenses, and two companies reported paying a

mileage allowance for operating expenses.

The incidence of the practice of paying all operating

expenses where company-furnished cars were used by the out-

side salesmen probably was independent of company size

as measured by annual net sales, although four of the six

companies which reported arrangements other than the simple

payment of all operating expenses for the cars furnished

to outside salesmen also reported annual net sales of $20

million or more. It should be noted, however, that even

among the responding companies in this largest size cate-

gory, 76% (13 of 17) simply paid all operating expenses of

these company-furnished cars (see Table 5). If the payment

of a flat dollar allowance or a mileage allowance actually
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represented an attempt to control these operating expenses

more closely, few of these companies were exhibiting much

concern on this score.

None of the responding companies that furnished com-

pany cars to their outside salesmen (including those com-

panies that furnished cars to only some salesmen) reported

prohibiting the personal use of the company car by the

salesman. However, various plans for recovering the.cost

of personal use of the company car from the salesman were

reported.

These cost recovery plans ranged from simple "honor

systems" which required the salesman to report and pay for

personal travel in the company car, e.g., "the expense of

personal use" and "gas and oil for personal travel," to

more formal arrangements requiring either mileage payments

(which were set at various levels by the companies from 2¢

per mile to 6¢ per mile) or flat dollar amount reimburse—

ment, e.g., "$12.50 per month plus vacation expenses."

Many of these cost recovery plans were tax inspired, i.e.,

to prevent some portion of the value of the car from being

classed as income to the salesman because of his personal

use of the car. Such plans were tailored to satisfy Internal

Revenue requirements rather than to recover fully the cost

of personal use of the car by the salesman. Probably the

majority of the companies with formal plans charged mile—

age I
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It is clear that some "income" to the salesmen re-

sulted from their personal use of the company cars, al-

though the amount of such "income" varied among the com-

panies and among the salesmen depending upon the amount

of personal use the individual salesman made of his com-

pany-furnished car. It is also clear that where company

cars were furnished to the salesmen the cost of business

travel was borne by the company—-completely by almost 9

out of 10 responding companies which furnished cars and

to the extent of the allowances in the remaining six in—

stances.

Where salesman-owned cars were used by the outside

salesmen (including those companies where only some sales-

men drove their own cars), the mechanics of the plans used

to reimburse the salesman for the use of his car varied

rather widely among the companies. Furthermore, all four

commission plan companies were included in this category,

and they generally acted differently from those companies

which included a salary component in their compensation

plans for outside salesmen.

Two of the commission plan companies did not reimburse

their outside salesmen for the auto travel expenses they

incurred, i.e., the salesmen paid their own auto travel

expenses. The other two commission plan companies followed

a dual practice with regard to these expenses. One of

these dual practice commission plan companies paid an
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outside salesmen a flat allowance of $100 per month to

cover auto travel expenses if his territory was a branch

office territory, but he paid his own auto travel expenses

if his territory was a head office city territory. The

other one paid the salesman a flat allowance of $A5 per

month plus a mileage allowance of 3.5¢ per mile, if his

territory was a head office city territory, but branch

office outside salesmen drove company—furnished cars for

which all operating expenses were paid by the company.

Branch office outside salesmen for this company were usually

salaried employees.

The remaining nineteen companies where salesman-owned

cars were used by the outside salesmen included a salary

component in their compensation plans for outside salesmen.

Eight of these were dual practice companies, i.e., some

cars used by their outside salesmen were company-furnished,

and eleven of these companies did not furnish company cars

to any of their outside salesmen. No significant differences

in practice were reported by these two kinds of respondents.

Of these respondents, A7% (9 of 19) paid the salesman

a mileage allowance to reimburse him for the use of his car

for business activities. The rate (cents per mile) paid

varied substantially among the companies. Monthly flat

dollar allowances were paid by 21% (A of 19) of these

respondents, and 32% (6 of 19) of these companies used a
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combination plan, i.e., a monthly flat dollar allowance plus

a mileage allowance for reimbursement.

In order to be able to compare the practice of re-

imbursing the salesman for the use of his own car with the

practice of furnishing a company car, it was necessary to

construct a model of the operation of reimbursement prac-

tices. Lacking specific information on travel rates (miles

per month driven on business activity) it was necessary to

make some assumptions with regard to Operating expenses and

vehicle replacement costs. These assumptions were:

1. Operating expenses for the kind of car typically

used by these salesmen were estimated at $55 per

month for 1000 miles per month business travel

rate, $65 per month for 1500 miles per month

travel rate, and $75 per month for 2000 miles

per month travel rate. These expenses included

gas and oil, tire replacement, insurance, and

routine maintenance and repair.

2. Replacement of the vehicle was estimated at every

two years for business travel rates of 1000 and

1500 miles per month and every year for a busi-

ness travel rate of 2000 miles per month.

3. Business use of the salesman's car was estimated

at approximately two-thirds of total use, per-

sonal use at one-third of total use. As will be

discussed later, this turned out to be a non-

critical assumption.
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A. It was estimated that reimbursement above oper-

ating expense would accomplish replacement of

the vehicle every two years if it equalled $75

per month ($1800 in two years) and would accom-

plish replacement of the vehicle every year if

it equalled $90 per month ($1080 in one year).

Two-thirds of these amounts are $50 per month

and $60 per month, respectively.

No claim is made as to the level of accuracy of these

estimates. Obviously, operating expenses will vary con-

siderably among different geographic areas, for example,

and the cost of replacing a vehicle will be influenced by

the bargaining position and skill of the individual sales—

man. However, it is suggested that these estimates are

accurate enough to evaluate the plans used for reimburse—

ment as to their general effectiveness in defraying the cost

to the salesman for the use of his car for business travel,

and for comparing the general effectiveness of these reim-

bursement practices with the practice of furnishing a com-

pany car to the salesman. A weakness of this approach is

the lack of information as to the intent of the reimburse-

ment plan, i.e., was the plan intended to reimburse the

salesman completely for the use of his car, or was its in-

tent to reimburse him only for actual operating expenses

plus one-half or two-thirds of the vehicle replacement cost

to reflect some personal use? However, the model is useful

in spite of this weakness.
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Certain general statements can be made about the three

reimbursement practices that were used by these nineteen

respondents.

For instance, the flat dollar amount allowance method,

once established for a given territory, probably minimizes

bookkeeping, but it is rather inflexible unless the mileage

driven varies very little from month to month. Furthermore,

it invites the charge of unfairness among territories,

especially when it is varied in amount by territory as was

the practice usually followed.

The mileage allowance method requres some bookkeeping,

but it is easily understood and eliminates the charge of

unfairness mentioned above. However, because it attempts

to cover fixed costs which are time related (vehicle re-

placement cost and, probably, insurance expense) and vari-

able costs which are mileage related (gas, oil, maintenance

and repair, tire replacement, etc.), it can cause diffi—

culties. This method, assuming that a given amount of the

fixed costs are to be paid by the company, will overpay at

some travel rates (miles driven per month) and underpay at

other travel rates. Two of the nine respondents that used

this method used a graduated scale of reimbursement--10¢

per mile for the first 1000 miles and 6¢ to 8¢ for additional

mileage in stipulated brackets. This practice, of course,

minimizes the overpayment and underpayment weakness of this

method.
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The combination method--a flat amount allowance plus

a mileage allowance meets the conceptual weaknesses of the

other two methods. It recognizes the presence of fixed

(time related) and variable (mileage related) costs and

allows reimbursement related to a preselected level with

regard to each kind of cost. 1

Seven of the nineteen companies discussed above

(those which included a salary component in their compen-

sation plans for outside salesmen) had annual net sales of

$10 million or more. Of the seven: four used a combination

plan of reimbursement to the salesman for the use of his car,

two used mileage plans with reimbursement in the range of 5¢

to 9¢ per mile, and one used a flat amount allowance.

The remaining twelve of these nineteen companies had

annual net sales of less than $10 million. Only one of

these respondents used a combination plan for all of its

outside salesmen, but one other company used a combination

plan for some of its salesmen and a flat amount allowance

for the rest. Seven of these companies used mileage

allowance plans: three reimbursed in the range of 5¢ to 9¢

per mile, two in the range of 10¢ to lA¢ per mile, and two

with graduated mileage allowances of 10¢ per mile for the

first 1000 miles and 6¢ to 8¢ per mile for additional mile-

age in stipulated brackets.

Sixteen of the nineteen respondents furnished enough

information about their reimbursement plans to allow calcu-

lation of the level of reimbursement at various travel
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rates. The reimbursement level above estimated operating ex-

penses (including insurance cost which could be allocated at

a given travel rate) is depicted graphically in Figures l-a,

1-b, and l-c. This reimbursement above estimated operating

expenses will be called "replacement reimbursement" hereafter.

At a business travel rate of 1000 miles per month the

replacement reimbursement of 56% (9 of 16) of the plans would

defray two-thirds or more of the cost of vehicle replacement

every two years under the assumptions of the model,1 and in

19% (3 of 16) of the plans it would defray all of this cost.

Of these responding companies six reported annual net sales

of $10 million or more. Two of the six qualified at the two-

thirds or more level of replacement cost and none of them

qualified at the 100% level of replacement. Of these re-

sponding companies ten reported annual net sales of less than

$10 million. Seven of the ten qualified at the two-thirds

or more level of replacement cost, and three qualified at

the 100% level of replacement cost (Figure 1-a).

At a business travel rate of 1500 miles per month the

replacement reimbursement of 63% (10 of 16) of the plans

would defray two-thirds or more of the cost of vehicle re:

placement every two years under the assumptions of the

model, and in 31% (5 of 16) of the plans it would defray

all of this cost. Again, at_the two-thirds or more level

of defrayment, two of the six respondents that reported

 

1If the replacement reimbursement of the plan came

within $5 per month of the assumed monthly vehicle replace-

ment cost, it was counted as qualifying. This was a con-

cession to the crudity of the model.
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Figure 1a.--Rep1acement reimbursement for the use of sales-

man owned cars: 1000 Miles Per Month.
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Figure lb.-—Replacement reimbursement for the use of sales—

man owned cars: 1500 Miles Per Month.
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Figure 1c.--Replacement reimbursement for the use of sales-

man owned cars: 2000 Miles Per Month.
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annual net sales of $10 million or more qualified. Eight

of the ten respondents that reported annual net sales of

less than $10 million qualified at this level. At the

100% defrayment level, all five qualifying companies were

from the group of respondents that reported annual net

sales of less than $10 million (Figure l-b).

At a business travel rate of 2000 miles per month

the replacement reimbursement of 81% (13 of 16) of the plans

would defray two-thirds or more of the cost of vehicle re-

placement every year under the assumptions of the model, and

in AA% (7 of 16) of the plans it would defray all of this

cost. At this travel rate four of the six respondents with

annual net sales of $10 million or more and nine of the ten

respondents with annual net sales of less than $10 million

qualified at the two-thirds or more defrayment level. At

the 100% defrayment level, all seven qualifying companies

were from the group of respondents that reported annual net

sales of less than $10 million (Figure l-c).

It was estimated when building the model used above

that business mileage represented two-thirds of the total

mileage that the salesman traveled in his car. This

assumption turned out to be non-critical. At the business

travel rate of 1000 miles per month, if business mileage

had been estimated at three-fourths instead of two-thirds

of total mileage driven, only two of the respondents that

qualified at the lower defrayment criterion and reported

annual net sales of less than $10 million would not have
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qualified also at the higher (three—quarters or more) re-

placement cost defrayment level. At the 1500 and 2000 miles

per month business travel rates, no changes in qualification

would have occurred.

It is clear that the reimbursement practices for

these expenses of the smaller respondents (annual net sales

of less than $10 million) were more liberal than those of

the larger ones. This liberality probably was a function

of the mechanics of the different reimbursement plans

chosen by the respondents in these respective size cate-

gories. Whether or not this difference in liberality be-

tween the larger and smaller respondents was a deliberate

policy difference was not determined.

If the ten respondents that "qualified," as discussed

above, at the 1500 miles per month business travel rate are

added to the thirty—seven respondents that furnished only

company cars to their outside salesmen, nearly four out of

five responding companies, in effect, furnished cars to

their outside salesmen for personal use for which the sales-

men paid only a nominal proportion of the replacement cost.

Furthermore, if the seven respondents that reported partial

use of company cars but reported reimbursement plans that

did not "qualify" are added, nine out of ten respondents,

in effect, furnished such cars to at least some of their

outside salesmen.
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Summary--Travel Expenses
 

Travel expenses incurred by outside salesmen in this

industry were almost entirely automobile travel expenses.

These expenses could be categorized as direct operating

expenses and vehicle replacement expense.

Only two of the sixty responding companies paid none

of the direct operating expenses incurred by their sales—

men because of automobile travel in their territories.

One other respondent reported that some salesmen paid

their own travel expenses and some were reimbursed for

automobile travel expenses at a level that exceeded direct

operating expenses. All three of these respondents were

commission plan companies. Only four responding companies

reported compensating their outside salesmen with commission

only. The fourth commission plan company paid direct oper-

ating expenses of automobile travel for their salesmen or

reimbursed them for such expenses. The remaining fifty—six

companies, which included a salary component in their com—

pensation plans for outside salesmen, paid direct operating

expenses of automobile travel for their salesmen or reim-

bursed them for such expenses.

About three out of five responding companies furnished

company cars to all of their outside salesmen, i.e., paid

the cost of vehicle replacement directly. Almost four out

of five respondents furnished company cars to at least

some of their outside salesmen, including one of the

commission plan companies. The incidence of the practice
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of furnishing company cars increased as the size of the

responding company increased, as measured by annual net

sales. Only one of eighteen companies that reported

annual net sales of $20 million or more did not furnish

company cars to any of their outside salesmen.

Almost three out of four responding companies that

furnished company cars to their outside salesmen leased

the cars. Here, too, the incidence of the practice of

leasing cars tended to increase as the size of the re-

sponding company increased. Only three of the seventeen

responding companies which furnished company cars to their

outside salesmen and reported annual net sales of $20

million or more furnished only company owned cars.

Of the twenty-three respondents which reported that

at least some of their outside salesmen drove their own cars,

nineteen were companies which included a salary component

in their compensation plans for these salesmen. Of these

nineteen respondents, sixteen furnished sufficiently de-

tailed information to permit calculation of the automobile

expense reimbursement allowances that would be paid to

their outside salesmen for selected business travel rates.

These data are shown graphically in Figures l—a, l-b, and

1-0.

More than half of these reimbursement plans resulted

in allowances that compensated the salesmen for estimated

direct operating expenses plus at least two-thirds of the
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estimated vehicle replacement cost. All but two of these

reimbursement plans that qualified at the two-thirds or

more defrayment level would also have qualified if the

criterion had been three-quarters of the estimated vehicle

replacement cost.

The general practice among the respondents which

reported furnishing company cars to their outside salesmen

was to allow personal use of the car, but to require reim-

bursement to the company for this personal use to some ex-

tent. This reimbursement requirement varied from nominal

"honor systems" requiring the reporting of and payment for

such use in an informal manner to formal plans requiring

the payment of probably 15% to 25% of the replacement or

leasing cost of the vehicle.

If it is recognized that sufficiently liberal reim-

bursement plans for the use of salesman-owned cars produce

the same financial result to the salesman as furnishing him

with a company car, it is possible to estimate that the

salesmen of probably four out of five of the responding

companies drove cars for personal travel for which they

paid a relatively nominal amount of the replacement cost.

Some of the salesmen of nine out of ten of the responding

companies probably drove cars for which this was true.

It is unlikely that practices among the companies in

this industry with regard to travel expenses for outside

salesmen differed in effectiveness during the period of

this study enough to provide the differential advantage
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that might operate to attract a disprOportionate number of

the more proficient salesmen to a particular company.

Other Travel Expenses.--With the exception of the two
 

commission plan companies which did not reimburse their out-

side salesmen for travel expenses which they incurred, all

of the responding companies reported that all other travel

expenses such as railroad and airplane fares, lodging,

meals, tips, laundry charges, etc. were paid by the com-

pany. However, these expenses were incurred infrequently

by these salesmen.

Customer Good Will Expenses
 

Entertainment Expenses.--Expenses incurred by outside
 

salesmen.irIthe:meta1s service center industry for lunches,

dinners, and incidental entertainment were found to be sub-

jected to close scrutiny and control by management, but the

large majority of the responding companies reported that

such scrutiny and control was pg post facto.
 

Of the responding companies, 72% (A3 of 60) reported

that entertainment expenditures were reviewed, usually on

a monthly basis, by management after they had been made.

The appropriateness of an expenditure was judged and the

salesmen was advised to modify his practices of customer

entertainment, if such action seemed to management to be

desirable. Sometimes general rules were laid down, such

as: "lunches, no restriction; dinner and evening enter-

tainment, prior approval" or "prior approval required for

expenditures over $25."
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Budgets for entertainment expenses at the salesman or

territorial level were reported by only 25% (15 of 60) of

the responding companies. Flat dollar amount budgets were

reported by eleven of these fifteen respondents, two re—

spondents reported that the budget was expressed as a per-

centage of dollar sales volume generated in each territory,

and two respondents reported that the budget was expressed

as a percentage of gross profit generated in each territory.

Two of the four commission plan respondents reported

that their outside salesmen paid their own entertainment

expenses and were not reimbursed. The remaining two com—

mission plan respondents paid for entertainment expenses

incurred by their outside salesmen or reimbursed them for

such expenditures. One of these companies was included in

the group of responding companies which exercised only

pp post facto control over such expenditures. The other
 

was included among those respondents that expressed the

budget for entertainment expenses as a percentage of dollar

sales volume.

One respondent that compensated its outside salesmen

on a salary plus commission plus bonus basis and assigned

each salesman a flat dollar amount budget reported that,

when a salesman's expenditures for entertainment exceeded

the budget for these expenses allowed him, the excess was

deducted from his commission.
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Fixed Compensation
 

Salary Component Plans
 

Of the responding companies, 93% (56 of 60) included

a salary component in their compensation plans for their

outside salesmen. Only 12% (7 of 60) of the respondents

compensated their outside salesmen entirely by salary. No

significant difference in this practice among companies in

the different size categories was apparent (see Table 6).

The remaining 81% (A9 of 60) of the responding companies

reported using a salary component in their compensation

plans for these salesmen, but also included a bonus com-

ponent, a commission component, or both in their plans.

These plans are analyzed under Incentive Compensation later
 

in this chapter.

Draw Accounts
 

Of the four responding companies that did not include

a salary component in their compensation plans for their

outside salesmen, two reported that they allowed these

salesmen to draw against future commissions up to stipulated

monthly amounts. However, both of these respondents also

reported that any debit balance that existed at the close

of a fiscal year, i.e., an overdraft against commissions,

was "forgiven." In such cases the term "draw account" is

a synonym for "salary." Both of these respondents reported

that occasions for "forgiveness" were very infrequent. The

other two commission plan respondents compensated their
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outside salesmen with "straight commission" plans and did

not allow these salesmen to draw against future commissions.

Incentive Compensation
 

Of the reSponding companies, 88% (53 of 60) reported

an incentive component in their compensation plans for out—

side salesmen, including the four commission plan re—

spondents.

The incentive components that these respondents used

were classified as either commission plans or bonus plans.

Compensation plans using both commission and bonus com-

ponents were reported by 20% (12 of 60) of the responding

companies.

The primary characteristic that was the basis for the

categorization was the directness with which the incentive

was associated with an objective measure of the performance

of an outside salesman. These measures of performance were

dollar or unit sales volume and dollar profit, as variously

defined by the individual company, that resulted from that

sales volume. The several profit measures that were used

will be discussed under Commission Plans. Incentive com—

ponents of these outside salesman compensation plans which

were classified as commission plans were more directly

associated with these objective measures of performance

than were those that were classified as bonus plans. Many

of the latter plans were predicated upon performance

criteria for the salesmen that required subjective management
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evaluation. This characteristic was almost entirely ab-

sent from the commission plans.

An incentive component of a compensation plan was

classified as a commission plan if the incentive:

l. was determined by applying a percentage rate (or

a proportion), or a schedule thereof, directly to

an objective measure of the salesman's perfor-

mance, such as dollar sales volume or dollar

profit volume, or

was determined by assigning a money value to

"points" accumulated according to a schedule of

point values designed to differentiate among pro-

ducts or product groups, usually as to their

relative profitability, or

was determined by applying a percentage rate (or

a proportion), or a schedule thereof, to a calcu-

lated measure of performance arrived at by

differentially weighting actual sales, usually

as to their relative profitability, or

was determined by applying a schedule of dollar

incentive unit values to sales expressed in

physical units, such as tons.

An incentive component of a compensation plan was

classified as a bonus plan if the incentive payment:

1. was determined by allocating to the individual

salesman a share of a pool, the size of which was
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set by a formula for sharing profit (either in-

come statement net profit or gross profit) with

the outside salesmen as a group, or by manage-

ment flat, or

2. was determined by applying a percentage rate, or

a schedule of rates, to the individual salesman's

salary or commissions according to a schedule of

stipulated levels of attainment of a gross profit

quota, or

3. was determined by applying a percentage rate, or

a schedule of rates, to the individual salesman's

salary or commissions according to the number of

individual product or product group quotas at-

tained, i.e., a product-mix criterion.

Most classification schemes are subject to the same

general criticism--that many of the specific item assign-

ments to a particular category are more or less arbitrary.

This classification scheme is no exception. The classifi-

cation of some plans were borderline decisions.

Both the point system and the dollar sales weighting

system introduced an element of flexibility into commission

incentives that will be discussed later. In general, this

element of flexibility enabled company management to depart

from the rigorous framework that the use of the actual

differential profitability factors of products or product

groups imposed upon the incentive plan.
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The incidence of the use of the different kinds of

compensation plans for outside salesmen is summarized in

Table 6.

In general, where commission plans were used in this

industry to provide incentive in the compensation plans for

outside salesmen, the incentive payment, expressed as a

proportion of total cash compensation, was higher than

where bonus plans were used.

Bonus Plans
 

The most commonly used compensation plan for outside

salesmen among the responding companies was the salary plus

bonus plan. Of the respondents, 35% (21 of 60) reported

using this plan.

The incidence of salary plus bonus compensation plans

decreased as company size increased, as measured by annual

net sales.

Of the responding companies which had annual net sales

of $20 million or more, only 22% (A of 18) of the respondents

reported using salary plus bonus plans to compensate out-

side salesmen. However, among the responding companies

which had annual net sales of less than $5 million, 52%

(ll of 21) of the respondents reported using this plan

(Table 6).

Of the responding companies, 55% (33 of 60) used a

bonus component in their compensation plans for outside

salesmen, when those respondents which reported using both



T
A
B
L
E

6
.
e
-
C
o
m
p
e
n
s
a
t
i
o
n

m
e
t
h
o
d
s

i
n

t
h
e

M
e
t
a
l

S
e
r
v
i
c
e

C
e
n
t
e
r

I
n
d
u
s
t
r
y
,

1
9
6
A

(
O
u
t
s
i
d
e

S
a
l
e
s
m
e
n
)
.

 

1
9
6
A

A
n
n
u
a
l

N
e
t

S
a
l
e
s

 

A
l
l

$
5

M
i
l
l
i
o
n

R
e
s
p
o
n
d
i
n
g

L
e
s
s

T
h
a
n

B
u
t

N
o
t

$
2
0

M
i
l
l
i
o
n

C
o
m
p
a
n
i
e
s

$
5

M
i
l
l
i
o
n

$
2
0

M
i
l
l
i
o
n

O
r

M
o
r
e

C
o
s
.

%
C
o
s
.

%
C
o
s
.

%
C
o
s
.

%

 S
a
l
a
r
y

O
n
l
y

7
l
2

S
a
l
a
r
y
—
B
o
n
u
s

2
1

3
5

S
a
l
a
r
y
-
C
o
m
m
i
s
s
i
o
n

1
6

2
7

S
a
l
a
r
y
-
B
o
t
h

1
2

2
0

C
o
m
m
i
s
s
i
o
n

O
n
l
y

A
7

T
o
t
a
l

6
0

1
0
1

1
A

2
9

2
A

1
9

1
A

1
0
0

1
7

2
2

A
A

1
7 0

1
0
0

chamoodoldo

H

mxo Ln: ml

:2:

rIm

HHmmHVA

V! N

H

(\J

O

O

H

C
o
m
m
i
s
s
i
o
n

C
o
m
p
o
n
e
n
t
s
:

O
n

$
o
r

U
n
i
t
s

2
2

6
9

O
n

P
r
o
f
i
t

M
e
a
s
u
r
e

1
0

3
1

T
o
t
a
l

3
2

1
0
0

6
7

3
3

1
0
0

6
A

3
6

1
0
0

7
5

2
5

1
0
0

b~szA

r1

O\NWCV

r4

P
r
o
f
i
t
-
O
r
i
e
n
t
e
d

1
9

5
9

C
o
m
m
i
s
s
i
o
n

o
n

F
i
r
s
t

$
S
a
l
e
s

o
r

P
r
o
f
i
t

1
7

5
3

6
7

6
5
0

7
6
A

5
5

6
7

3
6

a)

\ocnlcx \o In

.:T

B
o
n
u
s

C
o
m
p
o
n
e
n
t
s
:

P
r
o
f
i
t

S
h
a
r
i
n
g

1
1

3
3

6

M
a
n
a
g
e
m
e
n
t

F
i
a
t

1
8

5
5

1
0

6
3

O
t
h
e
r

A
1
2

0
fl

*

o

m

«uncfi o

H

0|

T
o
t
a
l

3
3

1
0
0

1
6

1
0
0

P
r
o
f
i
t
—
O
r
i
e
n
t
e
d
.
P
l
a
n
s

l
7

5
2

9
5
6

A

T
o
t
a
l

3
0

5
0

1
1

5
3

mmww-qm

0(1)

:3

O

H

79

 

N
O
T
E
:

T
o
t
a
l
s

m
a
y

n
o
t

a
d
d

t
o

1
0
0
%

b
e
c
a
u
s
e

o
f

r
o
u
n
d
i
n
g
.



80

a bonus component and a commission component in their plans

were included.

It has been pointed out that the bonus plans were

less directly associated with objective measures of the

salesman's performance than were the commission plans.

These bonus plans could be further classified according

to the methods used to determine the individual salesman's

bonus.

Almost nine out of ten (29 of 33) of these respondents

first determined a group bonus--the total amount to be paid

to all of the outside salesmen. The individual salesman's

bonus was then determined by one of several allocation

methods.

Of the respondents that reported bonus plans, 33%

(ll of 33) determined the group bonus according to a profit

sharing formula. In some cases this bonus was part of a

formal profit-sharing pension plan--part of the profit share

for the outside salesmen was paid into the pension trust

fund and part into this bonus pool. In other cases the pool

was created by an informal allocation of a portion of either

total company gross profit or income statement net profit

before taxes.

Another 55% (18 of 33) of these respondents determined

the group bonus pool by management fiat.

The remaining 12% (A of 33) of these respondents did

not use the pool arrangement. Two of them applied a sche-

dule of percentage rates to the salesman's salary according
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to a schedule of stipulated levels of attainment of a gross

profit quota to determine the individual salesman's bonus.

The other two used product—mix formulae to determine the

individual salesman's bonus.

Of the twenty-nine respondents that used a pool

arrangement in their bonus plans, nine of them allocated to

the individual salesman a share of the pool according to

formulae based on employment factors-—principally salary

and/or years of service, ten of them allocated shares of

the pool according to a subjective management evaluation

of the salesman's performance, and seven of them used a

combination of these methods to allocate individual shares.

The remaining three of these respondents allocated shares

to individuals according to the profitability of their

territories. Gross profit was used in two cases and gross

profit less territorial sales expenses in the other case.

Of the thirty-three bonus incentive plans reported by

the responding companies, seventeen were related in some way

to a profitability measure. However, of the eleven profit-

sharing plans, only one was allocated on the basis of a
 

profitability measure. Two of the management fiat plans

were allocated on the basis of a profitability measure. Of

the four plans which provided for direct determination of

the individual salesman's bonus, two were based on gross

profit but the incentive was expressed as a percentage of

salary. The remaining two, although gross profit was
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involved, determined the bonus on the basis of attainment

of several product or product group quotas, i.e., product-

mix.

Commission Plans
 

Of the responding companies, 27% (16 of 60) reported

the use of a salary plus commission plan for compensating

their outside salesmen.

The incidence of these plans increased as company

size increased, as measured by annual net sales (Table 6).

Of the respondents which had annual net sales of $20

million or more, AA% (8 of 18) reported the use of this

kind of plan for compensating their outside salesmen.

However, among the respondents which had annual net sales

of less than $5 million, only 1A% (3 of 21) reported the

use of this kind of plan.

If the 20% (12 of 60) of the responding companies

which reported the use of a salary plus commission plus

bonus plan and the 7% (A of 60) commission only companies

are included, 53% (32 of 60) of the respondents reported

the use of a commission component in their compensation

plans for their outside salesmen.

The incidence of a commission component in compen—

sation plans for outside salesmen did not change signifi-

cantly with change in company size, as measured by annual

net sales. The smaller companies used salary plus com-

mission plus bonus plans somewhat more frequently than
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the larger companies did and this tendency offset the re-

ported tendency for larger companies to use salary plus

commission plans. As was noted in the previous section on

Bonus Plans, the smaller companies were significantly more

likely to include a bonus component in their compensation

plans for these salesmen than were the larger companies.

Of the thirty-two responding companies that reported

a commission component in their compensation plans for

these salesmen, two out of three (22 of 32) reported that

the commission component of their plans was based on dollar

or unit sales. However, nine of these twenty-two plans

included in the determination of the incentives payment in

some manner a differential product or product group profit—

ability factor.

The simplest approach used to introduce differential

product or product group profitability into the plan was to

vary the commission rate to reflect comparative profitability.

Of these twenty-two respondents which reported dollar or

unit sales based commission plans, twelve used varying com-

mission rates. Seven of them reported that the variation

was based on differential product or product group profit-

ability. The remaining five did not identify the basis for

the variation in commission rate.

A similar approach assigned different "point" values

to different product or product groups on the basis of

comparative profitability. The incentive payment made to

the individual salesman was then calculated by assigning
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a money value to his accumulated point total at a uniform

rate per point.

A third approach used a uniform commission rate but

applied this rate to a hypothetical sales volume. This

hypothetical measure of performance was calculated by

differentially weighting the actual dollar sales in

accordance with a schedule of weights, for example from

0.8 to 1.2, depending on the profitability level of the

product or product group category sold.

Ten of the thirty-two respondents that reported using

commission components in their compensation plans for out-

side salesmen based their commission incentive directly

upon some measure of profitability. The most commonly used

measure was either gross margin (expressed in dollars) of

a product or product group; or gross profit, which was de-

fined as price (gross revenue) minus cost of material in-

cluding freight-in. Although some of these respondents re-

ported that their plans were based on product or product

group profitability, the procedure used to arrive at the

individual salesman's incentive payment involved the sum-

mation of the profit generated by all of the individual

sales made in his territory and the application of a per—

centage rate, or a proportion, or a schedule thereof, to

this total. This kind of incentive plan probably should be

described as a territorial profitability plan. Involved in

the operation of this kind of plan were the concepts of

product profitability, order size profitability, and
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customer profitability. Two of these respondents reported

that the plans they used were of this kind, but the profit-

ability measure used was net profitability. The net profit-

ability measure involved allocating fixed expenses either

to territories or to products or to product groups.

The incidence of the use of a profitability measure

directly in commission incentive plans did not appear to

vary significantly with variation in company size, as

measured by annual net sales.

The respondents which reported the use of a commission

component in their compensation plans for outside salesmen

were about equally divided in their preference for paying

commission beginning with the first dollar of sales or

profit versus paying commission only on the excess above

a dollar sales or profit quota. Seventeen of these re-

spondents reported the former practice and fifteen reported

the latter, respectively. The largest responding companies

appeared to show a tendency to use quotas more frequently

than the smaller ones did, but the sub-sample sizes were

very small and the significance of this tendency is subject

to considerable doubt.

Where quotas were used in these commission incentive

plans the interviews held with company executives disclosed

that the quotas frequently turned out to be the level of

sales or profit that would generate, when the proper com-

mission rate was applied, an amount of commission equal to

the salesman's salary. Sometimes this characteristic of
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the plan was clearly indicated in the written description

of the plan that was given to the salesman, and sometimes

it was not.

Of the thirty-two commission incentive plans re-

ported by the responding companies, 59% (19 of 32) were

more or less directly based on comparative product or pro-

duct group profitability. The incidence of this charac—

teristic of these plans did not appear to vary with vari-

ation in company size, as measured by annual net sales.

Summary of Incentive

Compensation

 

 

Only 12% (7 of 60) of the responding companies used

straight salary to compensate their outside salesmen. Thus,

nearly nine out of ten of the respondents used an incentive

component (commission, bonus, or both) in their compen-

sation plans for these salesmen.

The smaller companies were significantly more likely

to use salary plus bonus plans as incentives than were the

larger companies.

The larger companies tended to use salary plus com-

mission plans as incentives more frequently than did the

smaller compnaies.

Although various approaches to incentive compen-

sation were used by these respondents, the commission plans

used were more directly related to objective measures of

salesman performance, such as dollar sales and dollar

profit generated by sales, than were the bonus plans.
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One-half of the respondent companies reported out-

side salesman compensation plans that were profit-oriented

to some degree. Incidence of this characteristic did not

vary significantly with company size.



CHAPTER A

PATTERNS OF COMPENSATION OF INSIDE SALESMEN

IN THE STEEL SERVICE CENTER INDUSTRY

In this industry the primary demand creating force

is the outside salesman. He seeks out potential buyers,

negotiates the sale, and services the customer after the

purchase is delivered. The inside (or telephone) sales-

man usually accepts the actual order, arranges for pro-

curing the necessary material to fill the order, and

follows the order through the warehouse until it is de-

livered to the customer.

In theory the inside salesman and the outside sales—

man work as a team. The interviews that were held with

executives of the companies which comprised the sample1 for

this study revealed an obstacle which prevented the attain-

ment of this theoretically desirable cooperation.

Only three of the responding companies reported that

inside salesmen were assigned territories coinciding with

those serviced by one or more outside salesman. A great

many telephone calls are handled by the inside salesman

 

1Executives from fifty-three of the sixty companies

which comprised the sample were interviewed.
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and most of the executives interviewed were skeptical of

the practicality of any system designed to channel these

calls to specific inside salesmen on a territorial basis.

Many reported trials of such systems and subsequent

abandonment as unworkable.

Because of the difficulty, if not impossibility, of

assigning territorial responsibility to inside salesmen,

individual incentive compensation for these salesmen was

difficult to design so that it would be equitable. It is

not surprising, then, to find the great majority of in-

centive plans for inside salesmen in this industry were

pooling arrangements of commission or bonus from which the

individual was allotted a share on some relatively sub-

jective basis or by means of a formula based on factors

of employment such as salary and/or years of service.

Fringe Benefits
 

All sixty responding companies reported that inside

salesmen were offered the same insurance and pension bene-

fits as outside salesmen. Because these benefits were

usually related to income, the level of benefits for in-

side salesmen was not necessarily the same as for outside

salesmen. However, company participation in the cost of

these benefits followed the same practice as that for out—

side salesmen in the same company.
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Expenses

In-person contact with customers was the responsi-

bility of the outside salesmen of a company in this industry.

Consequently, the outside salesmen incurred travel and

customer good will expenses, such as entertainment expense,

while inside salesmen customarily did not. If and when an

inside salesman did incur these expenses they were paid by

his company.

Incentive Components
 

The great majority of the responding companies which

reported the use of incentive components in their compen-

sation plans for inside salesmen used bonus plans.

Of the responding companies, 53% (32 of 60) reported

the use of a bonus component in their compensation plans for

these salesmen, including two companies that reported salary

plus commission plus bonus arrangements. A bonus plan for

incentive compensation for these salesmen was reported more

frequently by the smaller companies than by the larger ones

(Table 7).

Of those respondents which had annual net sales of $20

million or more, 33% (6 of 18) reported using a bonus com-

ponent in their compensation plans for inside salesmen.

Of those respondents which had annual net sales of at

least $5 million but less than $20 million, A8% (10 of 21)

reported using a bonus component in their compensation plans

for these salesmen.
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Of those respondents which had annual net sales of

less than $5 million, 76% (16 of 21) reported a bonus com-

ponent in their compensation plans for these salesmen.

The greater popularity of the bonus incentive among

the smallest companies suggests that they found the details

of operating such a plan less onerous than the larger com-

panies did. The median number of inside salesmen employed

by the respondents that reported annual net sales of less

than $5 million was six as against twenty—four and forty-

five, respectively, for the other two size categories in

order of ascending size. However, the three respondents

which reported the use of assigned territories for inside

salesmen occurred one in each of the three size categories.

Only 13% (8 of 60) of the responding companies re-

ported using a commission component in their compensation

plans for all of their inside salesmen, including two re-

spondents that used both a commission component and a bonus

component. One company reported a dual practice--some of

their inside salesmen were compensated by salary only and

some by salary plus commission.

Bonus Plans
 

Of the thirty-two respondents which reported the use of

bonus components in their compensation plans for inside

salesmen, including two companies that used salary plus

commission plus bonus plans, all but two first determined

the total bonus to be paid, i.e., the pool, by one of several
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methods. Subsequently, the individual was allocated a

share of this pool in some fashion that frequently in-

volved a subjective evaluation of the individual sales-

man's performance.

It was reported by A2% (13 of 30) of these respon-

dents that the pool was created by means of a profit shar—

ing formula applied to total company profit. Ten respon-

dents reported that their formulae were based on gross

profit (price minus cost of material and freight-in) and

three reported that their formulae were based on income

statement net profit before taxes.

It was reported by A2% (13 of 30) of these respondents

that the pool was created by management decision, not neces-

sarily related closely to the profitability of the company

in that fiscal period.

Of the remaining four respondents which reported pool

arrangements, two reported using net sales or net sales plus

product mix to determine the size of the pool, and two re-

ported using the incentive payments to outside salesmen as

the base with which to determine the size of the pool for

inside salesmen.

The two respondents that determined the amount of the

individual inside salesman's bonus from some direct measure

of his individual performance used the number of lines

written and gross territorial profit, respectively.

All of the thirty respondents that used a pool type

bonus incentive plan reported that the allocation of the
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individual salesman's share of the bonus pool was accom-

plished in one of two ways. One method was the use of a

formula involving employment factors such as salary and/or

years of service. The other method was subjective manage-

ment judgment of the individual's contribution to the ob-

jectives of the firm. Some respondents reported using a

combination of both methods.

Specifically, of these respondents, 30% (9 of 30)

reported using formulae based on employment factors, the

majority of which were based on the ratio of the indivi-

dual's salary to total salaries paid to inside salesmen;

53% (16 of 30) reported that the individual's bonus was

allocated by management judgment of the individual's per—

formance; and 17% (5 of 30) reported using a combination

of both methods. Of the sixteen respondents that reported

allocation by management judgment of individual performance,

four simply divided the pool equally among the participants.

Commission Plans
 

Of the eight respondents which reported the use of

commission components in their compensation plans for inside

salesmen (including two companies that used salary plus com-

mission plus bonus plans), all but one used a pool arrange-

ment similar to the pool described under Bonus Plans, ex-

cept that the pool was determined by applying a percentage

commission rate, or a prOportion, to the total company sales

or gross profit (price minus cost of material and freight in)
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or used the total outside salesmen's incentives paid. One

respondent used an individual commission determination plan

based on lines written, dollar sales volume, and net profit

for an assigned territory for which the individual inside

salesman was responsible in team with an outside salesman.

One respondent paid inside salesmen as a group a commission

on new customer sales, i.e., a pool.

Of the seven respondents that used the commission

pool arrangement, three determined the size of the com—

mission pool by means of a percentage factor applied to

total company sales for the fiscal period. In some cases a

quota was deducted prior to calculation. Three respondents

determined the size of the pool by applying a percentage

factor to the total gross profit generated by total company

sales for the fiscal period, sometimes after a gross profit

quota was deducted. The remaining respondent applied a per-

centage factor to the dollar sales volume of new customer

orders (first three orders from a new customer) for the fis-

cal period to determine the size of the commission pool.

Of the seven respondents that used the commission pool

arrangement, four simply divided the pool equally among the

participants. One respondent used a formula based on the

ratio of the individual's salary to total salaries paid to

inside salesmen to allocate to the individual salesman a

share of the pool. The remaining respondents used a similar

salary formula plus a factor of management judgment of

individual performance to make the allocation.
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Summary--Inside Salesmen

Compensation

 

 

Fringe benefits for these salesmen were the same

benefits as those enjoyed by the outside salesmen of a

specific company as reported by all of the responding

companies. The level of benefits, which were often related

to income, was not always the same.

Expenses were a minor factor in the compensation of

inside salesmen. These salesmen did not incur, customarily,

the expenses related to travel and entertainment that out-

side salesmen did.

About one out of three responding companies reported

that they compensated their inside salesmen with salary only.

The incidence of salary only plans increased as company Size,

as measured by annual net sales, increased.

All but three of the thirty-eight responding companies

that reported the use of bonus components or cOmmission

components, or both, in their compensation plans for these

salesmen first created a pool in some fashion from which the

individual salesman's bonus was allocated by means of a

formula involving employment factors such as salary and/or

years of service, or by subjective management judgment of

the contribution the individual salesman made to the ob-

jectives of the firm, or a combination of both of these

methods. Perhaps it is a commentary on the difficulty of

making a subjective evaluation of the individual inside

salesman's contribution to the objectives of the firm that,
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of the twenty companies that reported plans that used

management judgment to allocate the individual shares of

the bonus or commission pool, eight simply provided for

equal division.

The three respondents that did not use a pool arrange—

ment assigned territories to inside salesmen and determined

individual bonus or commission incentive payments accord-

ing to some objective measure of performance of the terri-

tory--number of lines written; territorial gross profit;

combination of lines written, dollar sales volume, and net

profit of the territory, respectively.



CHAPTER 5

PROFITABILITY AND SALESMAN COMPENSATION

Profitability Measurement
 

Selecting a Profitability

Criterion

 

 

Each year the Steel Service Center Institute conducts

a survey among its member companies from which it prepares

a report on "Company Operations and Operating Ratios."

From cooperating members it collects statistical data on

the common operating ratios that are used to describe the

operating results of a firm. Such operating ratios are

often used by analysts in comparative studies within an

industry or to compare one industry with another. A copy

of the questionnaire used by the SSCI to collect this in—

formation appears in Appendix 0.

Certain ratios included in the SSCI survey were of

particular interest because they represented potential

criteria with which to measure profitability of the firm

for the purposes of this study. Such potential criteria

ratios included:

"Gross Profit, after freight and delivery expense"

(hereafter called Gross Profit)

98
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"Gross Operating Profit" (hereafter GOP)

"Net Profit Before Taxes" (hereafter NP/BT)

"Return Before Income Taxes on Invested Capital"

(hereafter RIC)

"Return Before Taxes on Total Invested Funds"

(based on the DuPont Formula, hereafter RIF)

These terms and accounting procedures for determining

these ratios are defined and explained in the SSCI question-

naire (Appendix C) and will not be repeated here.

Because companies in this industry which were members

of SSCI were to comprise the sample for this study, it was

decided that the measure of profitability selected should

be one of the measures referred to above with which these

companies were already familiar. In the majority of cases

these data would be available through the SSCI office and,

where for an indiVidual company these data were not so

available, it was felt that the choice of a familiar mea-

sure would make it easier for a company to furnish the in—

formation and so increase the probability that it would be

furnished. I

General Defects of Ratio Analysis.--The problems con-
 

nected with using accounting data in general, and ratios in

particular, in comparative studies are well known and are

discussed in most principles texts on financial analysis.

However, they will be discussed briefly here.

There are two major defects in such data. First,

when accounting data are used to compare the operations of
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two companies, the different accounting treatment the com-

panies may give to the same expense item, i.e., how expenses

are classified, make it difficult to get really comparable

data. In this study the profitability data were taken from

the SSCI reports on "Company Operations and Operating Ratios"

for 196A and 1965. The SSCI questionnaire, with which these

data are gathered, outlines the categorization of expenses

in some detail. This requested treatment is in accordance

with a distribution cost analysis program developed for its

member companies in 1956 by the SSCI.

Because these data have been collected in this format

from these Institute members for a number of years now, it

is believed that errors due to classification of expenses

in the data used in this study were minimal and did not

seriously affect the validity of the data.

Second, ratios are defective as analytic tools simply

because they 232 ratios. That is, they are expressions of

a numerator quantity and a denominator quantity. A change

in a ratio may be the result of a change in either quantity,

or both. Inferences that properly may be drawn from the

change will depend upon how the change came about. In-this

study the ratios used in the profitability analysis were

return on investment ratios, i.e., the denominator was some

measure of invested capital which normally does not change

markedly in one year's time. Furthermore, the average of
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these values for 196A and 1965 was used to minimize the

possibility of error from this source even more.

Fewer companies reported the RIF (DuPont Formula)

ratio than reported the RIC ratio. Therefore, the latter

ratio, in a modified form, was selected for use in the

profitability analysis in this study. However, as a

precuation, the findings were checked using the RIF mea-

sure and no significant differences in profitability rank-

ing were apparent.

Special Data Problems.--Certain problems with the data
 

particular to these data and to the operating characteristics

of this industry were encountered.

In the SSCI survey, Gross Profit and GOP are expressed

as a percentage of annual net sales (revenue) as are various

expenSe factors. In actual practice the Gross Profit figure

is sometimes calculated as gross margin less freight in only.

In a few areas of the country delivery expense is customarily

charged as an extra but in most areas it is included in the

quoted cost of the goods. Therefore, it is believed that

this discrepancy in practices did not seriously affect the

usefulness of this measure for the purposes of this study.

However, it would be a source of error if this measure were

used.

Of those cooperating companies which included a

profitability factor in their compensation plans for out-

side salesmen, the great majority used the Gross Profit
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measure calculated for each product or product line (or

for territories) as a base for the profitability incentive

payment to their salesmen. A few companies used a pro-

duct, or product line, net profitability concept (in which

fixed and other non-direct costs were allocated to pro-

ducts, product lines, or territories). The Gross Profit

measure as it applies to the total operations of a parti-

cular company can be thought of as the weighted average of

the product, or product line, gross profit measures. The

weights are the respective proportionate net sales of each

product, or product line, to total annual net sales of all

products, or product lines.

The Gross Profit measure was found to be unsuitable

for the purposes of this study but it was used as a start-

ing point in analyzing the profitability of the reporting

companies. Perhaps the most serious defect of this measure

for profitability classification purposes in this study was

its sensitivity to the proportion of direct mill sales which

a particular company made. The usual gross margin (with

no freight or delivery expense) available on direct mill

sales is on the order of 5% to 15% of sales as compared

with a usual gross margin (before freight and delivery ex-

pense) on the order of 20% to 35%, or even higher, on

shipments made from the company's warehouse stocks. Some

of these companies shipped as little as 30% to A0% of

their annual net sales from warehouse stocks. Consequently,

the Gross Profit figure calculated as a percentage of
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annual net sales was distorted for such companies. In any

ranking procedure based on Gross Profit, such companies

would be categorized as low profitability companies when

in fact they were not when evaluated on other measures,

e.g., RIC or RIF.

To the extent that a service center makes direct mill

sales it is operating as a drop shipper, a sales agent for

the producer, and this is a different kind of business than

that of a full service wholesaler. The latter is the basic

business of a metals service center. Because of the differ-

ent cost relationships, financial ratios based on annual net

sales that reflect the operation of these two kinds of busi-

nesses reported as one are distorted to the degree that

direct mill sales occur. Such ratios really are not com-

parable to ratios reported by service centers which ship

nearly all of their orders from stock. Furthermore, direct

mill sales often reflect a specialization to some degree in

tubing, stainless, etc.

The same defect is present in all of the expense and

profit measures in the SSCI Operating Ratios Survey that are

based on annual net sales. The Gross Operating Profit mea-

sure from the survey was also discarded as a useful profit-

ability measure for this study because of this defect, al—

though it was used collaterally in the analysis of the data.

Because RIC as reported to the SSCI included "Other

Income" and "Other Expenses" (see Appendix C for details)

which were not directly connected with operations and thus
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were not germaine to this study, this measure was adjusted

by multiplying RIC by the ratio of GOP divided by NP/BT.

The resulting ratio will be referred to as "Return From

Operations on Invested Capital" (hereafter ROIC). This

ratio, actually the average ROIC for 196A and 1965, was

selected as the profitability measure with which to make

company comparisons in this study.

Example of the Adjustment Calculation.--
 

GOP = A.50% of Net Sales Other Income = 0.20%

Other Expenses = 1.60% NP/BT = 3.10%

RIC = 19.20% of Invested Capital

.0A5
ROIC ‘63—].-.192 x

.279 or 27.9% of Invested Capital

In this example values for an actual respondent were

chosen deliberately to result in a substantial difference

between R10 and R010. More typically a much smaller

difference was observed.

The ratio ROIC as a measure of profitability reflects

the same factors of operation as GOP in the numerator.

However, in the denominator it reflects a factor, or factors,

expressing management's utilization of capital in terms of

inventory practices, machinery and equipment acquisition

practices, etc. In this sense it is a more "ultimate"

measure of the operation of a service center than is GOP

and introduces factors not in GOP that are not within even
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partial control of the salesman. Consequently, if method

of compensating outside salesmen ii a factor in company

profitability, GOP should be a more responsive measure

than ROIC for use in an investigation of the effect on

profitability of method of compensating outside salesmen.

Unfortunately, the sensitivity of GOP to the proportion

of direct mill sales made by the company rendered this

measure of profitability unsuitable for the purposes of

this study. The measure ROIC, although it contained de-

fects from the point of view of the study, represented the

best available choice, especially since it was much less

sensitive to the proportion of direct mill sales than was

GOP.

The Limitations of the

Profitability Data

 

 

One of the major objectives of this study was to in-

vestigate the relationship between the various kinds of

compensation plans for outside salesmen used in this in-

dustry and the relative profitability of the companies which

used each kind of compensation plan.

The information that was obtained on the profitability

of the cooperating companies was very much less complete

than the information those companies furnished on the kinds

of compensation plans they used for their outside salesmen.

Of the sixty c00perating companies, only twenty-eight

furnished complete profitability data for the years 196A
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and 1965. In addition, sixteen companies furnished partial

data (for either 196A or 1965). Sixteen companies which

completed the remainder of the questionnaire furnished no

profitability data for either year (Table 8).

As the size of the respondent company, as measured

by 196A annual net sales, increased the profitability data

furnished became more fragmentary. Of the forty-two re-

spondent companies with 196A annual net sales of less than

$20 million, twenty-one furnished complete profitability

data for both 196A and 1965 and fifteen furnished such data

for either 196A or 1965. Only six respondent companies in

this group furnished no profitability data for either year.

Of the eighteen respondent companies that had 196A annual

net sales of $20 million or more, only seven furnished com-

plete profitability data for both 196A and 1965. Addition-

ally, one of this group of respondent companies furnished

profitability data for 196A. Ten respondents in this group

furnished no profitability data for either year. Conse-

quently, analysis of the data furnished by the group of re—

spondents with 196A annual net sales of "less than $5 million"

and of "at least $5 million but less than $20 million," re-

spectively, was undertaken to investigate the relationship

between profitability and the characteristics of the com-

pensation plans these companies used for their outside

salesmen. The data furnished by those respondents which

had 196A annual net sales of "$20 million or more" were
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not analyzed because the number of such companies that

furnished data was simply not adequate to be representative

of this size category.

Of the twenty-one respondent companies for which ROIC

was available for both 196A and 1965, all but four had a

higher ROIC in 1965 than in 196A. Of the remaining four

such respondents, three had a lower ROIC in 1965 than in

196A, and one had the same ROIC in both years. While the

measure used to compare companies in terms of profitability

was average ROIC for 196A and 1965, where only one year's

value of R010 was available this value was used in place

of the average. Ten such respondents in this size class

reported data for 196A which permitted calculation of ROIC

and five reported such data for 1965. Where ROIC for 196A

was used in place of the average ROIC, the profitability

of that respondent was probably understated. Where ROIC

for 1965 was used in place of the average ROIC, the profit-

ability of that respondent was probably overstated. How-

ever, it is believed that no significant ranking errors

were introduced by this practice.

Analysis of the Data

For the purposes of analysis the respondents in any

group under examination were first ranked according to

average R010 and identified in terms of the compensation

plan characteristic under study. The characteristics of

compensation plans examined for correlation with average
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ROIC were: profit-oriented plans versus plans not profit-

oriented; type of plan, i.e., salary only, salary plus

commission, salary plus bonus, etc.; and the level of total

cash compensation measured in relationship to Gross Profit.

In general, two profitability criteria were used.

In one procedure the companies in a size category were

classified (see Table 9) into four groups: Group I was

composed of respondent companies with average ROIC values

of 30% to 39.9%; Group II 20% to 29.9%; Group III 10% to

19.9%; and Group IV less than 10%. Except for one respon-

dent in Group IV which showed a loss of 1%, average ROIC

values for these respondents ranged from approximately 1%

to approximately A0%. In the other procedure the respondent

companies were grouped into profitability quartiles for

comparison purposes (Table 10).

Profit Oriented Compensation

Plans

 

In Chapter 2 it was pointed out that a company's com-

pensation plan for its outside salesmen is a communication

system--telling the salesman management's wishes as to how

he should spend his time by describing the kind of results

which will maximize his rewards. It was assumed that he

wanted to maximize his rewards, at least up to a point,

given the potential of his territory and the degree of

control which he could exercise over his results.



T
A
B
L
E

9
.
-
D
i
s
t
r
i
b
u
t
i
o
n

o
f

r
e
s
p
o
n
d
e
n
t
s

a
c
c
o
r
d
i
n
g

t
o

t
y
p
e

o
f

o
u
t
s
i
d
e

s
a
l
e
s
m
a
n

c
o
m
p
e
n
s
a
t
i
o
n

p
l
a
n

a
n
d

p
r
o
f
i
t
a
b
i
l
i
t
y

g
r
o
u
p
.
a

 

T
y
p
e

o
f

P
l
a
n

G
r
o
u
p

I
G
r
o
u
p

I
I

G
r
o
u
p

I
I
I

G
r
o
u
p

I
V

T
o
t
a
l

 

N
o
t

P
.
O
.

C
o
s
.

b
P
.
O
.

C
o
s
.

N
o
t

P
.
O
.

C
o
s
.

P
.
O
.

C
o
s
.

N
o
t

P
O
O
.

C
o
s
.

P
.
O
.

C
o
s
.

N
o
t

P
.
O
.

C
o
s
.

N
o
t

P
0
0
.

P
0
0
.

C
o
s
.

C
o
s
.

 C
o
m
m
i
s
s
i
o
n

O
n
l
y

S
a
l
a
r
y
-
C
o
m
m
i
s
s
i
o
n

S
a
l
a
r
y
—
C
o
m
m
i
s
s
i
o
n
-

B
o
n
u
s

T
o
t
a
l

C
o
m
m
i
s
s
i
o
n

S
a
l
a
r
y
-
B
o
n
u
s

S
a
l
a
r
y T
o
t
a
1
-
A
l
l

P
l
a
n
s

(\Il 0|

0| 0|

(\IILnI—I OI

0| 0|

I—Il MKO 0|

0| C\I|

mlmm OI

I—Il (\Il

HI

CD

2
6

1
0

 

a
G
r
o
u
p

1
-
3
0
%

t
o

3
9
.
9
%

a
v
e
r
a
g
e

R
O
I
C
;

G
r
o
u
p

I
I
-
2
0
%

t
o

2
9
.
9
%
;

G
r
o
u
p

I
I
I
-
1
0
%

t
o

1
9
.
9
%
;

G
r
o
u
p

I
V
—
1
%

(
l
o
s
s
)

t
o

9
.
9
%
.

b
P
.
O
.

-
P
r
o
f
i
t
-
o
r
i
e
n
t
e
d

c
o
m
p
e
n
s
a
t
i
o
n

p
l
a
n

N
o
t

P
.
O
.

-
N
o
t

P
r
o
f
i
t
-
o
r
i
e
n
t
e
d

c
o
m
p
e
n
s
a
t
i
o
n

p
l
a
n
.

110



T
A
B
L
E

1
0
.
-
D
i
s
t
r
i
b
u
t
i
o
n

o
f

r
e
s
p
o
n
d
e
n
t
s

a
c
c
o
r
d
i
n
g

t
o

t
y
p
e

o
f

o
u
t
s
i
d
e

s
a
l
e
s
m
a
n

c
o
m
p
e
n
s
a
t
i
o
n

p
l
a
n

a
n
d

p
r
o
f
i
t
a
b
i
l
i
t
y

b
y

q
u
a
r
t
i
l
e
.
a

 

U
p
p
e
r

L
o
w
e
r

U
p
p
e
r

M
i
d
d
l
e

M
i
d
d
l
e

L
o
w
e
r

T
o
t
a
l

Q
u
a
r
t
i
l
e

Q
u
a
r
t
i
l
e

Q
u
a
r
t
i
l
e

Q
u
a
r
t
i
l
e

 

T
y
p
e

o
f

P
l
a
n

N
o
t

N
o
t
'

N
o
t

*
N
o
t

N
o
t

P
.
O
.

P
.
0
.
b

P
.
O
.

P
.
O
.

P
.
O
.

P
.
O
.

P
.
O
.
I
P
.
O
.

P
.
O
.

P
.
O
.

C
o
s
.

C
o
s
.

C
o
s
.

C
o
s
.

C
o
s
.

C
o
s
.

C
o
s
.

C
o
s
.

C
o
s
.

C
o
s
.

 

C
o
m
m
i
s
s
i
o
n

O
n
l
y

2
0

l
0

0
l

0
0

3
l

S
a
l
a
r
y
—
C
o
m
m
i
s
s
i
o
n

1
0

0
l

2
l

l
0

A
2

S
a
l
a
r
y
-
C
o
m
m
i
s
s
i
o
n
—

B
o
n
u
s

I—Il

“A

I—Il

0M

OI

OI

OI

ml

cm

ON

T
o
t
a
l

C
o
m
m
i
s
s
i
o
n

S
a
l
a
r
y
-
B
o
n
u
s

3'

o

r—Il

OI

(\II

00 0|

I—Il
H

m m ol

0 ol

\0 00 Ol

S
a
l
a
r
y T
o
t
a
l

O

H

\O

(\I

m

\0

.:1’

L0

00

\O

O

O\

 

a
U
p
p
e
r

Q
u
a
r
t
i
l
e

—
A
v
e
r
a
g
e

R
O
I
C

=
2
2
.
0
%

t
o

3
9
.
8
%
;

U
p
p
e
r

M
i
d
d
l
e

Q
u
a
r
t
i
l
e

—

A
v
e
r
a
g
e

R
O
I
C

=
1
5
.
7
%

t
o

2
1
.
6
%
;

L
o
w
e
r

M
i
d
d
l
e

Q
u
a
r
t
i
l
e

-
A
v
e
r
a
g
e

R
O
I
C

=
8
.
7
%

t
o

1
A
.
6
%
;

L
o
w
e
r

Q
u
a
r
t
i
l
e

-
A
v
e
r
a
g
e

R
O
I
C

=
1
%

(
l
o
s
s
)

t
o

8
.
7
%
.

b
P
.
O
.

-
P
r
o
f
i
t
-
o
r
i
e
n
t
e
d

c
o
m
p
e
n
s
a
t
i
o
n

p
l
a
n
.

N
o
t

P
.
O
.

-
N
o
t

p
r
o
f
i
t
-
o
r
i
e
n
t
e
d

c
o
m
p
e
n
s
a
t
i
o
n

p
l
a
n
.

111



112

The outside salesman compensation plans of the report-

ing companies were categorized as "profit-oriented" or

"not profit-oriented." The profit-oriented category of

plans included all plans where a commission or a bonus, or

both, were based upon product, product line, or territorial

profitability. Also included were the plans where district

or company profits were shared with the salesman in some

organized fashion, of which the salesman was aware before

the fact. The not profit—oriented category of plans in—

cluded salary only plans and commission and bonus plans

which were based upon factors other than profitability.

These included most dollar sales based commission plans and

bonus plans based upon factors such as product-mix and new

customer activity. Some dollar sales based commission and

bonus plans had a profitability weighting factor incorpor-

ated into them. These were included in the profit-oriented

category.

It was unfortunate that all six of the companies in

the "under $20 million" 196A annual net sales size class that

did not report data which would permit calculation of R010

compensated their outside salesmen with not profit-oriented

plans. The result was a disproportionate reduction in the

"not profit-oriented plan" cell (see Table 8). Thus, only

ten of the thirty-six respondents in this size class for

which ROIC data was available used not profit-oriented plans

to compensate their outside salesmen. The very small entry
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in this cell reduced the reliability of any apparent

pattern of difference in profitability that might appear.

Only four of the thirty-six (11%) reporting com-

panies in this size class had average ROIC that fell into

the Group I category (see Table 9). All four used profit-

oriented compensation plans for their outside salesmen.

Seven (19%) of these respondents reached Group II

profitability as measured by average ROIC. To compensate

their outside salesmen, six of these respondents used

profit-oriented plans and one used a plan that was not

profit-oriented.

Thus only one of the ten respondent companies that

compensated their outside salesmen with a plan that was not

profit—oriented reached a profitability level as measured

by average ROIC of 20% or more. Average ROIC for this com-

pany was 20.7% and it showed a very substantial increase in

ROIC for 1965 over 196A (1A.3% to 27.1%). This company

used a salary bonus plan where the bonus pool was deter-

mined by management decision and allotted to each salesman

on the basis of management judgment. This company reported

a typical ratio of cash incentive compensation to total

cash compensation for those companies using salary-bonus

plans (16%) but the ratio of total cash compensation to

net sales was the second highest of the salary—bonus plans

(3.28%). This company had 196A annual net sales of less

than $5 million.
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Thirteen (36%) of these respondents fell into Group

III profitability as measured by average ROIC. Nine of

them used profit-oriented plans and four used plans not

profit-oriented to compensate their outside salesmen.

Twelve (33%) of these respondents fell into Group

IV profitability as measured by average ROIC. Seven of

them used profit-oriented plans and five used plans not

profit-oriented to compensate their outside salesmen.

There was a company size effect apparent in the

profitability data. Of the eighteen reporting companies

with 196A annual net sales of "at least $5 million but less

than $20 million," none reached Group I profitability as

measured by average R010 and only three (17%) reached Group

II profitability. Thus fifteen (83%) of the reporting com-

panies in this size category were below 20% average ROIC as

compared with only ten of the eighteen (56%) reporting com-

panies with 196A annual net sales of "less than $5 million."

Four (22%) of the eighteen reporting companies in the latter

size category reached Group I profitability and four (22%)

reached Group II profitability. Only one of the four in

the latter company size category that reached Group II

profitability used a plan to compensate their outside

salesmen that was not profit-oriented. None of the three

in the former company size category that reached Group II

profitability used such a plan to compensate their outside

salesmen.
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The thirty—six companies with 196A annual net sales

of "less than $20 million" that reported sufficient data to

calculate ROIC were divided into quartiles and analyzed to

determine use or non-use of a profit-oriented plan to com—

pensate outside salesmen as related to their quartile posi-

tion (see Table 10). Of the nine companies in the upper

quartile (average ROIC 22.0% to 39.8%), none used a not

profit-oriented compensation plan. Of the nine companies

in the upper-middle quartile (average ROIC 15.7% to 21.6%),

three used not profit-oriented compensation plans. Of the

remaining seven reporting companies in this company size

category that used compensation plans not profit-oriented,

four were in the lower—middle quartile (average ROIC 8.7%

to lA.6%) and three were in the lower quartile (average ROIC

loss 1% to plus 8.7%). Thus, only three of the ten companies

using compensation plans not profit-oriented were above the

median profitability (the average of the average ROIC values

for the 18th and 19th ranked companies--15.2%) of all the

reporting companies in this company size category.

Finally, the median profitability as measured by

average 196A-1965 ROIC of the twenty-six reporting companies

which had 196A annual net sales of "less than $20 million"

and used profit-oriented plans to compensate their outside

salesmen was 16.9%. The median profitability (based on the

same measure of profitability) of the ten companies which

had 196A annual net sales of "less than $20 million" and
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used compensation plans that were not profit-oriented was

10.8%. The company size effect in the profitability data

was again apparent when the data of the eighteen reporting

companies with 196A annual net sales of "less than $5

million" and of the eighteen reporting companies with

196A annual net sales of "at least $5 million but less than

$20 million" were analyzed separately. The comparable

median average ROIC value for the thirteen in the former

size category that used profit-oriented compensation plans

was 20.1% as compared with a median average ROIC value for

the five that did not of 12.3%. In the latter size category

the median average ROIC values were 13.9% and 8.7% re-

spectively.

Profitability Related to

Type of Compensation Plan

 

 

The profitability data for those reporting companies

that had 196A annual net sales of "less than $20 million"

were analyzed to investigate the relationship between the

type of compensation plan a company used and its relative

profitability (as measured by average ROIC for 196A and

1965) when compared with companies using other types of

compensation plans for outside salesmen.

Commission Plans.-—Nineteen of the thirty-six report-
 

ing companies in this size category used a commission com-

ponent in their outside salesman compensation plans. Of

these nineteen companies, ten were above the median profit—

ability level of the reporting companies in this size
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category as measured by average ROIC and nine were pglpp

that median. The median profitability level as measured

by average ROIC of the nineteen reporting companies in this

size category that used commission component plans was

16.3% as compared with the median average ROIC value for

all of the reporting companies in this size category of

15.2%. This was not a significant difference.

The distribution of these nineteen companies among

the profitability groups, Group I through Group IV as de-

fined earlier in this chapter, was not significantly

different from the distribution of all the reporting com-

panies in this size category (see Table 11).

Responding companies were asked to provide data from

which the ratio of cash incentive compensation to total cash

compensation paid to all their outside salesmen in the year

196A could be calculated. Of the nineteen reporting com-

panies in this size category that used outside salesman

compensation plans that included a commission component,

eighteen furnished such data. Of these eighteen, four re-

ported this ratio to be 100% (commission only plans),

seven reported this ratio to be in the range A0% to 70%,

four reported this ratio to be in the range 20% to 30%,

and three reported this ratio to be less than 10%.

Three of the four commission plan companies had

average ROIC values gpoyg the median for all reporting com-

panies in this size category. All three used profit-

oriented compensation plans. One of the four commission
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plan companies had an average ROIC value p319! the median.

This company used a compensation plan that was not profit-

oriented.

Five of the seven companies that reported this ratio

to be in the range A0% to 70% had average ROIC values gppyg

the median for all reporting companies in this size cate-

gory. Of these five, four used compensation plans that

were profit-oriented. The other company did not use a

profit—oriented plan in 196A but did in 1965. The remain-

ing two companies that reported this ratio to be in the

range A0% to 70% had average ROIC values p319! the median

and both used profit-oriented compensation plans.

All four of the companies that reported this ratio

to be in the range 20% to 30% had average ROIC values pglpp

the median for all reporting companies in this size category.

Three of them used profit—oriented compensation plans and

one did not.

All three of the companies that reported this ratio

to be below 10% used profit-oriented compensation plans and

two of them had average ROIC values gppyg the median for

all reporting companies in this size category. The third

company had an average ROIC value pglpp the median. All

three of these companies used salary plus commission plus

bonus plans to compensate their outside salesmen and it

seems unusual that commission and bonus would amount to

only 5% to 7% of total cash compensation as was reported
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by all three of these companies. The word "incentive" was

used in the question that elicited this information and

this word is used in some of the literature dealing with

compensation to mean "bonus." It is possible that this

figure reflects only the bonus compensation.

Bonus Plans.—-Thirteen of the thirty-six reporting
 

companies in this size category used salary plus bonus plans

to compensate their outside salesman. Of these thirteen

companies, seven were pppyg the median profitability level

of the reporting companies in this size category as mea—

sured by average ROIC and six were pglpy that median. The

median profitability level of these thirteen companies as

measured by average ROIC was 15.7% as compared with the

median average ROIC value for all of the reporting com—

panies in this size category of 15.2%. This was not a

significant difference.

The distribution of these thirteen companies among the

profitability groups, Group I through Group IV as defined

earlier in this chapter, was not significantly different

from the distribution of all the reporting companies in

this size category (see Table 11).

Of the thirteen reporting companies in this size

category that used salary plus bonus plans to compensate

their outside salesmen, twelve furnished data that allowed

the calculation of the ratio of cash incentive compensation

to total cash compensation paid to all their outside
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salesmen in the year 196A. The values of this ratio as

reported by these twelve companies ranged from zero (two

companies reported using salary plus bonus plans but, in

fact, paid no bonuses in 196A) to 33%. However, eight of

the twelve ratios reported fell between 8% and 19%.

The company that reported this ratio to be 33% was

the company that had the median average ROIC value of 15.7%

for the thirteen reporting companies in this size category

that used salary plus bonus plans. Thus, it was only

slightly gppyg the median average ROIC value of 15.2% for

all reporting companies in this size category. Of the

eight companies that reported this ratio to be between 8%

and 19%, six were gppyg the median average ROIC for all re-

porting companies in this size category and two were pglop

that median. There was no apparent pattern of profitability

versus incentive ratio within this group of eight companies.

One of the two companies that fell pilgy median profitability

reported the incentive ratio to be 8.5%, the other 16%. Of

the three remaining companies, one reported this ratio to

be A% and the other two actually paid no bonuses in 196A

and so reported this ratio to be zero. All three were pg:

13p the median average ROIC for all reporting companies.

Of the twelve companies in this size category that

used salary plus bonus plans to compensate their outside

salesmen, and furnished data that made it possible to

calculate the incentive ratio, only two used compensation

plans that were not profit-oriented. One reported the
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incentive ratio to be 16% and was above the median average

ROIC of all reporting companies. The other reported pay-

ing no bonuses in 196A and was below that median.

Salary Only P1ans.--There were only four respondent
 

companies that used salary only plans to compensate their

outside salesmen and had 196A annual net sales of "less

than $20 million." Of the four, one was gpoyg the median

profitability level of the reporting companies in this

size category as measured by average ROIC and three were

pgloy that median.

The distribution of these four companies among the

profitability groups, Group I through Group IV as defined

earlier in this chapter, was different from the distribution

of all reporting companies in this size category (see Table

11). However, with so few cases in this sub-sample the

fact that none of them reached Group II, or higher profit-

ability, does not justify any inference of association be-

tween the relatively low profitability of these companies

and the use of salary only plans to compensate outside

salesmen.

The ratio of cash incentive compensation to total

cash compensation paid to all their outside salesmen in the

year 196A for each of these companies would be zero so no

comparison among companies on this basis was possible.
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Profitability Related to

Level of Compensation

 

 

No data on the absolute dollar level of compensation

of outside salesmen in this industry were collected in this

study. However, data were collected on outside salesman

cash incentive compensation and total cash compensation for

196A expressed as a percent of net sales for the year 196A.

The concensus expressed in conversations with execu-

tives of the respondent companies was that the level of

compensation was set competitively, and that variations in

level of compensation were associated primarily with the

experience levels of the salesmen. Possibly level of com-

pensation was also associated with geographic area in which

the company operated. As was reported earlier in this

chapter, in the plans used by the respondents in this study,

the salary component of the total compensation paid to out-

side salesmen was found to be substantial. Although

straight salary plans represented a minor proportion of the

plans studied (7 of 60% the salary portion of the salary

plus bonus plans reported typically represented 80% or more

of the total compensation paid under these plans. Even among

those plans that contained a commission component, salary

usually represented 50% or more of the total compensation

paid under these plans, and often represented 60% or more.

Only four respondents of the sixty that completed question-

naires reported the use of commission only plans. These

findings are compatible with the concensus expressed by the
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executives of the respondent companies because it would

seem that a high proportion of salary would be a neces-

sary requirement for the compensation of these salesmen

to be set competitively, and for variations to be associ-

ated primarily with the experience levels of the salesmen.

Salaries are set directly by management whereas commissions,

for example, depend on the skill of the salesman and the

potential of his territory. Commission rppgp are often

set competitively in an industry but the amount of com-

mission earned is only indirectly controlled by management.

In early 1960 the Steel Service Center Institute con-

ducted a survey of compensation of outside and inside sales-

men among member companies of the Institute which covered

compensation paid in the first six months of 1959.1 The

findings of this SSCI survey were in agreement with the

concensus expressed by the metals service center executives

interviewed. Excerpts from the SSCI survey data appear in

Appendix D.

Total cash compensation expressed as a percent of

net sales was subject to the same defect, where direct mill

sales were made, as the other measures of performance dis-

cussed earlier in this chapter under "Selecting a Profit-

ability Criterion." Consequently, the compensation level

 

lSteel Service Center Institute, "SSCI Survey of

Salesmen's Compensation, First Half 1959," Cleveland

Ohio. Memorandum to member companies, 1960.
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measure used here for comparison with profitability among

the respondent companies was the ratio of total cash com-

pensation to Gross Profit.

All Plans.-—Of the forty-two responding companies
 

with 196A annual net sales of "less than $20 million,"

thirty-six reported sufficient data on their profit-

ability so that ROIC could be calculated for at least one

of the years 196A-65. Thirty—one of these respondents

also reported sufficient data on outside salesman compen-

sation so that the ratio of cash compensation to Gross

Profit could be calculated.

Among these thirty-one respondents the reported values

for 196A of this compensation ratio ranged from A.9% of

Gross Profit to 23.0% of Gross Profit. The median value

was 9.5% and the average value was 10.A%. Thus, on the

average, these companies paid about one dollar of total

cash compensation to their outside salesmen of each nine

and one—half dollars of Gross Profit earned. However, this

rate of compensation to Gross Profit varied from a low of

about one dollar of total cash compensation of every twenty

dollars of Gross Profit earned to a high of about one

dollar of total cash compensation of every four and one-

half dollars of Gross Profit earned.

The median average 196A—1965 ROIC for the thirty-six

respondents in this size category that reported profit—

ability data was l5.2%. Thirty-one of these respondents
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furnished cash compensation data. Of the sixteen of these

respondents that reported 196A compensation ratio values

that were at or above the median value for the group (9.5%
 

of Gross Profit) nine reported ROIC values ppoyg the median

ROIC value (15.2%) and seven reported ROIC values that were

pglpp this median. Of the fifteen of these respondents

that reported 196A compensation ratio values that were pglpp

the median value for the group (9.5% of Gross Profit),

seven reported ROIC values gpoyg the median ROIC value

(15.2%) and eight reported ROIC values p319! this median

ROIC value. Among these respondents there was no signifi-

cant evidence that the compensation ratio as defined above

was associated either directly or inversely with company

profitability as measured by ROIC.

Plans Using a Commission Component.--Of the forty-two
 

responding companies with 196A annual net sales of less than

$20 million, twenty-one reported outside salesmen compen—

sation plans containing a commission component. Such plans

included those that were commission only plans (A), salary

plus commission plans (8), and salary plus commission plus

bonus plans (9). Nineteen of these twenty—one respondents

reported sufficient data on their profitability so that

ROIC values could be calculated for at least one of the

years 196A-1965. Seventeen of these respondents reported

sufficient data on outside salesman compensation so that

their ratios of total cash compensation to Gross Profit for

196A could be calculated.
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Among these seventeen respondents the reported values

for 196A of this compensation ratio ranged from 6.7% of

Gross Profit to 23% of Gross Profit. The median value was

11.1% and the average value was 11.9% of Gross Profit.

Thus, on the average, these respondents in 196A paid approxi-

mately one dollar of total cash compensation to their out-

side salesmen for every eight and one-half dollars of Gross

Profit earned. However, this rate of compensation varied

from a low of about one dollar of total cash compensation

of every fifteen dollars of Gross Profit to a high of about

one dollar of total cash compensation of every four and

one—half dollars of Gross Profit earned.

The median average 196A-1965 ROIC for the nineteen

companies in this size category that used commission com-

ponents in their outside salesmen compensation plans and

reported profitability data was 16.3%, compared with a median

value of 15.2% for all reporting companies in this size cate-

gory. Seventeen of these respondents furnished total cash

compensation data and nine of them reported compensation

ratio values that were at or above the median value for this
 

group (11.1% of Gross Profit). Of these nine respondents,

five reported average ROIC values gpoyg the group median

value (16.3%) and four reported average ROIC values pglop

this median value. Eight respondents reported compensation

ratio values pglop the median value for this group (11.1%

of Gross Profit). Of these eight respondents, four reported
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average ROIC values gppyg the group median ROIC value

(16.3%) and four reported values pgloy this median value.

Among these responding companies that used a commission

component in their outside salesman compensation plans

there was no significant evidence that the compensation

ratio expressed as a percent of Gross Profit was corre-

lated with company profitability as measured by average

ROIC.

Salary Plus Bonus Plans.--Of the forty-two responding
 

companies with 196A annual net sales of less than $20

million, seventeen reported outside salesmen compensation

plans that were classified as salary plus bonus plans.

Thirteen of these seventeen companies reported sufficient

data on their profitability so that ROIC could be calculated

for at least one of the years 196A—1965. Eleven of these

seventeen companies reported sufficient data on 196A out-

side salesman compensation so that the ratio of cash com-

pensation to Gross Profit could be calculated.

Among the eleven such respondents the reported 196A

values of this compensation ratio ranged from A.9% of Gross

Profit to 12.5% of Gross Profit. The median value was 7.5%

and the average value was 7.6% of Gross Profit. Thus, on

the average, these respondents paid approximately one dollar

of total cash compensation to their outside salesmen of

every thirteen dollars of Gross Profit earned. It should

be noted that this payment ratio is substantially below
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that paid by companies using commission components in their

outside salesmen compensation plans. This rate of compen-

sation to Gross Profit varied from a low of about one

dollar of cash compensation of every twenty dollars of

Gross Profit earned to a high of about one dollar of cash

compensation to every eight dollars of Gross Profit earned.

The median average ROIC for the thirteen companies

in this size category that used salary plus bonus plans to

compensate their outside salesmen and reported profitability

data was 15.7% as compared with 15.2% for all reporting

companies in this size category. Eleven of these companies

furnished cash compensation data and six of them reported

compensation ratio values that were at or above the median
 

value (7.5% of Gross Profit) of the group. Of these six,

three reported average ROIC values gppyg the group median

value (15.7%) and three reported average ROIC values pglpp

this median value. Of the remaining five of these respon-

dents that reported compensation ratio values below the

median value for the grOUp (7.5% of Gross Profit), three

reported average ROIC values gppyg the group median value

(15.7%) and two reported average ROIC values pglop this

median value. Among these companies there was no signifi-

cant evidence that the compensation ratio expressed as a

percent of Gross Profit was correlated with company profit-

ability as measured by average ROIC.
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Control

During the interviews that were held with executives

of responding companies (executives of 53 of the 60 re-

spondent companies were interviewed), the concept of "con-

trol" as a factor in the decision to use or not to use an

incentive compensation plan for outside salesmen often was

discussed.

There were two major areas of concern expressed with

regard to "control" and incentive compensation. The first

concern was that the use of an incentive plan would result

in the loss of management control over the activities of
 

the salesman. This is a classic objection which is so

frequently mentioned in the literature on sales management

as to need no citation. It presumes a continuum relation-

ship, with straight salary and a high degree of control at

one end of the continuum and straight commission and a low

degree of control at the other end. It further assumes

that management control over the salesman's activities
 

assures control over his results, i.e., the product-service

mix he produces from his territory. Finally, in effect, it

assigns the control function of the salesman's performance

to supervision alone. Such a control system depends for

its success on: (1) explicitly defined objectives which

describe the performance expected from the salesman which

flow from the firm's basic objectives and strategies, and

(2) continuously updated management knowledge of the
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salesman's capabilities and the potential of his territory,

including the current competitive situation.

When responsibility for part of this control function

is transferred to the compensation plan, the need for ex-

plicitly defined objectives is not reduced, in fact it may

even become more critical. Some part of the responsibility

for assessing the salesman's capabilities as they relate

to the potential of his territory (including the current

competitive situation) is transferred to the salesman, and

here is the crux of this objection to the use of incentive

compensation plans. It should be remembered, however, that

this transfer of responsibility takes place within the
 

framework of the incentive plan, subject to its provisions
 

and the assumption that the salesman will attempt to maxi-

mize his rewards. If the incentive plan is properly de-

signed so that it reflects the objectives of the firm and

the weights management wishes to assign to individual ob-

jectives, it is difficult to understand how a real loss of

management control of the salesman can occur.

In general, the company executives that were inter-

viewed, where an incentive compensation plan for outside

salesmen was used that was specifically designed to fit

clearly defined objectives of the firm, tended to minimize

this control objection to incentive compensation plans.

Where there were indications that the objectives of the

firm were not so clearly defined and the incentive plan,
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consequently, was not a plan specifically tailored to the

firm's needs, this control objection was more likely to be

raised.

Farley suggests that "a compensation plan paying

commissions as a fixed proportion of gross margin on each

item in a salesman's line is optimal under quite general

conditions,"1 and points out that "the salesman may be, in

fact, the best person in the organization to make control

decisions."2 It is understood, of course, that the sales—

man is making these control decisions within the framework

of the incentive plan, under the assumptions that the firm

wishes to maximize (gross) profit, and that the salesman is

acting to maximize his rewards.

The second area of concern was that the salesman did

not, in fact, have complete control over his product-service

mix results. Therefore, he might be over-rewarded or under-

rewarded in proportion to his "efforts." For example, be-

cause of the low potential of his territory, or the neces-

sity for "missionary" work, he might expend effort that

could not result in "reward" in the short-run. The pro-

ponents of incentive compensation plans pointed out that

the salesman did have a large measure of control over his

results, providing artificial restraints which, in effect,

 

lJohn U. Farley, "An Optimal Plan for Salesmen's

Compensation," Journal of Marketing Research, May, 196A,

p' “30

2

 

Ibid., p. A2.
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negated the incentive plan were not superimposed upon the

plan--for example, management insistence that certain cus-

tomers be serviced despite a history of low profitability

to the company and to the salesman. These executives sug-

gested that "inequities" could be adjusted within the

framework of an incentive plan by means of special bonuses

of, if necessary, the use of straight salary compensation

where the situation required straight salary. They were

reiterating a basic concept of incentive compensation--it

is a tool for supervision and control of the salesman's

activity by management, not a substitute for generally sound

policies and practices for selecting, training, supervising,

and controlling salesmen.

Furthermore, these executives were convinced that the

controlling factor in the success of a compensation plan

was its compatibility with the corporate objectives of the

firm. The lack of clearly understood objectives, and in-

herent incompatibility between objectives and the incentive

factors, were the basic sources of control trouble in an

incentive compensation plan--according to these executives.



CHAPTER 6

CONCLUSIONS AND RECOMMENDATIONS

Interrelationships
 

The compensation of outside salesmen in the metal

service center industry has been studied in some depth

using several different definitional frameworks as con-

ceptual tools.

Money Versus Non-Money

Components of Compen-

sation

 

 

First, compensation was defined as being made up of

money rewards and non-money (psychological) rewards. Only

a small minority of the respondent companies reported the

use of non-money rewards as a regular part of their compen-

sation plans for outside salesmen. Special achievement by

a salesmen was recognized by awarding him an honorary title

such as "Salesman of the Year," by allowing him to use a

prestige model car at company expense, or awarding him a

membership in a country club at company expense, to name

only a few of these ego-recognition techniques.

About one out of three respondents reported the use of

contests as an incentive technique. However, these contests

were often used only to clear out unwanted inventory, e.g.,

obsolete or slow moving items. The prizes offered in such

13A
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contests were about equally divided between money awards

and merchandise awards, such as a new suit.

The concensus of mangement in this industry as re-

vealed in interviews with executives of the respondent

companies was that money was the most useful incentive

force in the management of the activities of their out-

side salesmen. It is not surprising then that the compen-

sation plans studied were found to be oriented toward

money incentives--cash for recognizing achievement.

Managers who reported the use of contests to accomplish

limited goals such as clearing out unwanted inventory were

virtually unanimous in acclaiming the value of such contests.

One of the most serious objections to contests raised dur-

ing the interviews with respondent company executives was

that contests just "moved normal sales volume around in

time," i.e., "borrowed" sales from time periods earlier or

later than the contest period and did not, in fact, increase

total sales. This is a familiar criticism of contests and

probably has some validity in terms of general contests.

However, the success of contests with limited goals, such

as moving unwanted inventory, suggests that they might

be useful in other situations where short-range objectives

are involved, e.g., new product introduction or short-term

balancing "pushes" on high profitability items in the pro-

duct-service mix.
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Components of Money

Compensation

 

 

Second, money compensation was considered as being

made up of four elements: fringe benefits, reimbursed

expenses, fixed compensation (salary), and incentive com-

pensation (bonus and commissions). Compensation of out-

side salesmen in this industry was examined to determine

patterns of usage of these components in the plans re-

ported by respondent companies.

Fringe Benefits.--Four insurance coverages and retire-
 

ment plans (fixed contribution pensions and profit-sharing

plans) were examined in this study. Virtually all of the

respondent companies offered life insurance and hospitali-

zation to their outside salesmen, two-thirds of them of-

fered sickness and accident indemnity, and over one-half of

them offered disability income protection. Of the respon—

dent companies reporting annual net sales of $5 million or

more, virtually all (38 of 39) offered either a fixed contri-

bution pension plan, a profit-sharing retirement plan, or

both to their outside salesmen. Two-thirds of the smallest

companies (annual net sales of less than $5 million) re-

ported offering these plans to their salesmen.

The intra-industry offering of fringe benefits to

these salesmen was characterized by the uniformity of such

offerings by the respondent companies rather than dis-

parity. It was found from a study of such offerings in

other industries that used industrial salesmen that, on an
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inter-industry basis, the metal service center industry

compared in a favorable way with these other industries

that compete for such salesmen as to the degree to which

these usual fringe benefits were offered. Thus, this

industry should not be at a disadvantage, with respect

to fringe benefits offered, in its attempts to attract

capable salesmen. However, no one has defined the level

of prevalence at which a fringe benefit offering ceases

to have some positive effect in a company's attempt to

attract and retain good salesmen. Certainly, though, there

is such a point at which the fringe benefit becomes just an

expected part of the employment offer. In this industry

where the offering of the fringe benefits studied was

found to be widespread among the respondent companies, it

would be expected that the offering of these fringe bene-

fits would be an accepted part of the employment package.

Thus it would probably be a rather neutral factor in

attracting, retaining, or motivating salesmen to a parti-

cular company.

Reimbursed Expenses.--These salesmen normally incur
 

only two kinds of expense in connection with their sales

activities--automobile travel expense and customer enter-

tainment expense. Practices among the respondent com-

panies with regard to automobile expense varied somewhat

in detail. However, nine out of ten respondents either

furnished a company car (sometimes as an option which only
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some of their outside salesmen elected) for which the com-

pany paid all business operating expense; or paid a reim-

bursement allowance for the use of the salesman's car the

accomplished the same end result. Thus, in this industry,

treatment of automobile expenses incurred by a salesman

was characterized more by basic uniformity of practice

than by basic disparity. A salesman in this industry

could expect that all automobile expenses connected with

his sales activity would be directly paid or reimbursed to

him and that his personal use of a company car or the per-

sonal use of his own car would cost him only a relatively

nominal amount of money.

The salesman in this industry typically is reimbursed

for any customer entertainment expense he incurs. Even

two of the four commission only plan respondent companies

in the study paid these expenses for their salesmen. In

general, much of the responsibility for deciding whether

or not to make such an expenditure is left to the salesman,

with only 3x post facto review control exercixed by manage-
 

ment. Approximately one-fourth of the respondents reported

the use of budgetary control of such expenses, but only

four respondents expressed this budget as a percentage of

sales or of gross profit (equally divided between the two

measures). All others that reported budgetary control

used flat dollar amount budgets assigned to each territory

by a process of negotiation between salesman and management

or by management fiat. It became clear during the
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interviews with respondent company executives that the

concensus among managers in this industry was that budget-

ary control was too rigid for the conditions under which

their salesmen operated. There was no evidence that dis—

crepancies in practices among companies in this industry

with regard to these expenses would offer a specific com-

pany a differential advantage in attracting, retaining,

or motivating salesmen.

Fixed Compensation (Salary).--Nine out of ten re-
 

spondents reported using a salary component in their com-

pensation plans for outside salesmen, although only slightly

more than one out of ten reported using salary only plans.

Just under one out of ten respondents reported using com-

mission only plans.

If the reported plan was a salary-bonus plan, the

salary portion typically amounted to about 80% of the total

cash compensation paid. If the reported plan was a salary-

commission or salary-commission-bonus plan, the salary

portion typically amounted to 50% to 60% of the total cash

compensation paid.

Because the smallest companies (annual net sales of

less than $5 million in 196A) used salary-bonus plans

significantly more frequently than did those companies

with annual net sales of $5 million or more, and because

an estimated 60% of the companies in this industry had

196A annual net sales of less than $5 million (Appendix

A), probably at least one-half of the companies in this
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industry in 196A used compensation plans where typically

salary amounted to 80% or more of the total cash compen-

sation paid to outside salesmen. Furthermore, probably

more than nine out of ten companies in this industry in

196A used compensation plans where typically salary amounted

to 50% or more of the total cash compensation paid to out-

side salesmen.

A recent survey of industrial salesmen previously

cited found that one—half of them thought that salary should

amount to at least 75% of total compensation and nine out of

ten of them thought it should amount to 50% or more of total

compensation. Only slightly less than 20% wanted to oper-

ate on a straight commission basis. It appears that the

metal service center industry is offering pretty much the

kind of compensation plans that today's industrial salesmen

are asking for--a substantial security base plus incentive.

Incentive Compensation (Bonuses and Commissions).--Con-
 

ceptually one of the characteristics of incentive compen-

sation is the manner in which the level of the salesman's

reward is determined. Under a salary only plan management

sets his reward directly while under an incentive plan, in

theory at least, the salesman is given a measure of control

over the level of his reward as he chooses the differential

emphasis he will place on the various alternative courses

of action open to him in performing the sales function

assigned to him. Because bonus incentives usually repre-

sent a lesser portion of total compensation than do
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commission incentives, it would be expected that the sales—

man's degree of control over the size of his total reward

under a bonus plan would be less than under a commission

incentive plan. This was found to be the case in the bonus

plans examined in this study. However, the degree of con-

trol reserved to management in these plans approached that

of a straight salary plan.

Of the thirty—three bonus incentive plans reported by
 

respondents, twenty-nine first set a group or pool bonus.

Only four used an arrangement that set individual bonuses

directly. Two of these plans used a territorial profit

quota arrangement and two used a product-mix quota arrange-

ment. Of the twenty-nine pool bonus plans approximately

one-third of the plans allocated individual bonuses on the

basis of employment factors (length of service and relative

salary level), another approximately one-third of these

plans allocated the individual bonuses by mangement fiat,

i.e., subjective management judgment of performance, and

the remaining third of these plans used a combination of

these two systems. Thus, only three of these thirty-three

bonus plans (or about 10%) used an objective criterion of

performance for bonus allocation. All three used terri-

torial profitability as the basis for the bonus allocation

formula.

There is nothing intrinsically wrong with the pool

arrangement used to set the total bonus management wishes
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to pay for a specific time period. Approximately one-

third of these plans set the amount of the pool according

to a pre-set profit sharing formula, and two-thirds by .

management fiat. However, the allocation process used to

set individual shares of the pool, after the gross amount

of the pool had been determined, was merely an extension

of the salary setting criteria in the overwhelming majority

of the bonus plans studied. The criteria used for setting

individual bonuses had no direct connection with an ob-

jective measure of performance--one of the accepted maxims

of incentive compensation. There was evidence of a definite

disinclination to use objective criteria of performance

apparent in the mechanics of the bonus determination proce-

dure of the great majority of the bonus plans studied.

Because the smallest category of metal service center

companies tended to use the bonus method of paying incentive

compensation more than the larger companies did, it is a

great temptation to infer an association between this dis-

inclination to use objective measures of performance in

setting individual bonuses and some assumed characteristic

of smaller company management, e.g., reluctance to relin-

quish power. However, this characteristic of the bonus

plans used in this industry was an unexpected development

in the study, although during the interviews that were

held with these company executives there was a hint of this

reluctance to substitute objective measures of performance
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for management judgment of performance of their salesmen.

Consequently no provision was made in the data collection

procedure to test such an hypothesis and the investigation

of the causes of this disinclination to use objective mea-

sures of performance must be left to a future study.

There was no statistically significant evidence in

the data of an association between the use of salary—bonus

plans to compensate outside salesmen in this industry and-

company profitability as measured by ROIC.

As would be expected, the commission incentive plans
 

reported by the respondents were more directly based on

objective measures of the outside salesmen's performance

than were the bonus plans. Just under one-third of these

plans were based directly upon a profitability measure of

performance--predominant1y gross profit. Just over two-

thirds of these plans were based upon dollar volume or unit

volume sales. However, as further evidence of a distinct

trend towards profitability based incentive compensation

for outside salesmen plans in this industry, approximately

two out of five of these dollar volume or unit sales based

commission plans incorporated differential product or pro-

duct line profitability into their commission scales.

Management in this industry was approximately

equally divided as to whether commissions should be paid

only after a quota of dollar sales or profit was reached

by the salesman (15 plans) or from the first dollar of

sales or profit (17 plans). Where quotas were used, almost
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without exception, the quota was the break-even point cover-

ing the salary paid to the salesman (sometimes salary plus

certain territorial sales expenses) calculated according to

the commission scale used.

In theory, an incentive that works "full time," i.e.,

from the first dollar of sales or profit, should be more

effective than one that begins to work only when salary

for that period has been defrayed. Unfortunately, the data

here were so Sparse, i.e., cell populations so small, that

no statistically significant evidence that verified or dis-

proved this hypothesis was developed. However, there was

evidence that tended to support this hypothesis and the hy-

pothesis merits definitive testing in a future study.

There was no statistically significant evidence in

the data of an association between the use of commission

component plans to compensate outside salesmen in this in-

dustry and company profitability as measured by ROIC.

An Overview Conceptual

Framework

 

 

The compensation plan that a company uses for its

salesforce is but one part of the total recruiting,

selection, training, and supervision system under which

its salesforce operates. Each of these functional sub-

systems contributes to the final result in terms of ob-

jective accomplishment.

For the sake of simplicity the compensation plan will

be described as: (1) a communication system, (2) a control



1A5

system, and (3) a reward system. However, it must be

remembered that the compensation plan can be assigned only

portions of the total managerial functions of communi-

cations with the salesforce, controlling the salesforce,

and rewarding the salesforce.

As a Communication System.--Before any meaningful
 

communication can occur between management and the salesman,

the corporate objectives of management must have been formu—

lated in concise, unequivocal terms. From these objectives,

the sub-objectives which will guide the activities of the

salesforce will flow. Normally at this point the corpor-

ate objectives of the firm have been translated into a

specific product-service mix quota that is desired from

each territory. Inherent in these translated corporate

objectives are the concepts of market penetration (market-

share) and differential product-service profitability.

Seldom are the objectives of market penetration and profit-

ability compatible. Ordinarily one objective is attained

only at some sacrifice of the other. Product or product

line profitability, customer profitability, and order size

profitability are closely interrelated rather than being

separate concepts. Now the compensation plan can assume

part of the communication function so that the salesman

understands what is expected of him.

Throughout this study it has been assumed that the

firms in this industry were in fact pursuing some kind of

profitability goal. The recent history of this industry
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being one of rather low return on investment relative to

other comparable industries, coupled with a gradual im-

provement in this characteristic supports such an assump-

tion. Where the firm's compensation plan for outside sales-

men contained a profitability based incentive, certainly

such an assumption was valid. Furthermore, such an

assumption would appear to be valid for the smaller and

middle-sized companies in the industry, though it might be

less valid when applied to the largest companies (often

producer-owned) where some at least, may be pursuing market-

share goals with diminished concern for specified profit-

ability goals.

The data was such that this hypothesis of an associ-

ation between the formal communication of a profitability

goal to the firm's salesforce and the firm's relative

profitability could be tested only for firms with 196A

annual net sales of less than $20 million.

A statistically significant association between an

outside salesmen compensation plan containing a profit-

ability-oriented component and the relatively high profit-

ability of a firm's operation was found. Those firms that

communicated to their salesforce the desire to emphasize

differential product or product line profitability did,

in fact, tend to be the more profitable firms.

As a Control System.—-This aspect of compensation
 

plans was not a main concern of this study. However, in
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the interviews held with executives of the respondent

companies in this industry, it was noted that, where the

company's outside salesman compensation plan had been

thoroughly planned with concise corporate objectives in

mind, there appeared to be little concern with the sup-

posed loss of control of the salesman's activity when

incentive compensation was a part of the compensation

plan. These executives were more concerned that objec-

tives and incentive plan be compatible, than with any

presumed loss of control of the salesman's activities

with the introduction of an incentive component into the

compensation plan. One might argue with their expressed

goals for the firm, but they were unanimous in acclaiming

their incentive plan as helping them attain those goals.

As a Reward System.—-No direct data on the dollar
 

level of compensation of outside salesmen was collected in

this study. A previously cited study by the SSCI in 1960

suggested that compensation levels were primarily related

to experience in the industry (see Appendix D). The con-

clusions discussed under "fixed compensation (salary)" and

"incentive compensation (bonuses and commission)" above

tended to support such a conclusion. It was, however,

possible with the data collected in this study to test

the hypothesis that a high level of total cash compen-

sation of outside salesmen expressed as a percentage of

Gross Profit was associated with high profitability of

a company in this industry.



1A8

There was no significant evidence in the data of

an association between level of compensation as measured

by the proportion of total cash compensation (without

regard to manner of payment) to gross profit and company

profitability as measured by ROIC.

In conclusion it should be emphasized that the only

statistically significant association that was found be-

tween characteristics of the outside salesman compensation

plan and company profitability in this industry was that

those companies with outside salesman compensation plans

that communicated, before the fact, the desire of manage-

ment to emphasize profitable territorial operation were,

in general, the more profitable companies in this industry.
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The data presented in this thesis were obtained,

unless otherwise noted in the text, from questionnaires

returned by sixty member companies of the Steel Service

Center Institute. Sixty-six members selected in the

manner described later in this Appendix were asked to

complete the questionnaire (see Appendix B for a copy of

the questionnaire) and 91% of them returned the question-

naire. Not all of the questionnaires were completed in

full as is discussed in appropriate places in the text.

The omission of information, for the most part, occurred

in the data requested on page 9 of the questionnaire which

concerned certain financial details of the company's Oper-

ation. In some cases this information was reserved as

being confidential and in others because the amount of

work involved in developing the information in the form

requested was thought by the respondent to be prohibitive.

In addition to the data developed through the question-

naires, information was obtained through personal interviews

with executives of 53 of the 60 respondent companies and

with the executives of 2 of the 6 member companies of the

Institute which were selected for the sample but did not

return questionnaires. These interviews were conducted

during the period from September, 1965 through March, 1966

using the questionnaire as the format for the interview.

In a number of cases the questionnaire was completed by
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the writer during the interview, except for the financial

data on page 9 of the questionnaire.

The questionnaire was pre-tested in personal inter-

views with executives of two Institute member service

centers in Lansing, Michigan and in personal interviews

with executives of five Institute member companies who

were in East Lansing to attend a management seminar spon-

sored by the Steel Service Center Institute and conducted

by Michigan State University. No evidence of reluctance

or inability to furnish the information asked for in the

questionnaire was detected in the pre-test. The question—

naires were mailed to the selected Institute members with

a covering letter over the signature of Mr. Robert G.

Welch, president of the Institute, from the office of the

Institute in Cleveland in September, 1965. The question-

naire mailing was followed-up by the personal calls men-

tioned above and telephone calls when necessary to remind

respondents to send promised data.

The Scope of the Sample
 

The sixty respondent companies operate 279 service

centers of the 781 establishments operated by the member

companies of the Institute (exclusive of Canadian com-

panies and their branches) as listed on the Roster. These

listed figures also exclude associate members, which are

metal producers. Where information in the questionnaire

indicated two or more listed companies were operated and
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reported as one company, the additional company name

listings were not counted in the totals. Because the

larger companies were heavily sampled most of such dupli-

cation in listing was removed. However, ignorance of

interrelationships between and among listed companies

that were not sampled probably resulted in some dupli—

cation of listings in the total count on companies.

Reading in the current industry literature especially

Metal Center News1 helped reduce this residual duplication.
 

It is believed that the duplication finally remaining in

the count of companies was small and did not affect the

findings of the study significantly.

In the Steel Service Center Institute 1965-1966 Roster

the statement is made that

Industrial steel service centers, most of whom belong

to this Institute, handle two-thirds of the total

distribution tonnage, with merchant products distri-

butors and oil country Jobbers each handling about

one-sixth of the total, which amounted to 15.5

million tons of receipts in 196A. . . . Steel Ser-

vice Centers ship on the average of 18 to 20 percent

of all finished steel products.2

The universe from which the sample was selected was

"member companies in the United States of the Steel Service

Center Institute" but it is believed to be representative

of the larger universe "metal service centers in the United

 

lMetal/Center News, American Metal Market Co., New

York, New York, published monthly.

 

21965-I966 Roster (Cleveland, Ohio: Steel Service

Center Institute, 1965), p. 5.
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States." A metal industry publication,Iron Age, completed

a census and survey of the metal service centers in 1965.

Starting with a basic list of 2300 warehouses compiled

from the various sources available to these researchers,

a final list of 1862 service centers was established. A

questionnaire mailing, follow-up mailing, and telephone

follow-up procedure was used that resulted in 98% of the

1 The finalcenters supplying the requested information.

total of 1862 service centers counted resulted from elimi-

nating the following types of establishments: (1) those

carrying only a narrow line of finished products such as

wire and cable, (2) those that merely rent warehousing

facilities, (3) brokers who do not have any warehousing

operation, and (A) very small (one or two man) operations.2

In Table A-1 a comparison is made of the geographic distri-

butions of centers in: (1) the Iron Age census, (2) the

membership roster of the Steel Service Center Institute, and

(3) the sample used in this study.

The publication of a census and survey such as the

Iron Age Census of Metals Service Centers-—l966 makes

possible an evaluation of the sample used in the study upon

which this thesis is based.

 

1"Census of Metal Service Centers," Iron A e

(Philadelphia, Pa.: Chilton Company, 1966), p. E.

2Ibid., p. 5.
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In the Iron Age Census 54% (1004 of 1862 establish—

ments) of the centers were centers operated by single

establishment companies.1 It is clear that the SSCI member—

ship from which the sample for this study was drawn under-

represents this category of centers.

However, 36% (634 centers of the 1744 reporting size)

of the centers in the Iron Age Census operated warehouses

of less than 20,000 square feet of floor space. This size

warehouse is very small, employing only an average of 2.5

outside salesmen.2 Data from the sample used in the study

upon which this thesis is based indicate that the average

dollar volume annual sales produced by a salesman employed

by a company that reported 1964 annual net sales of less than

$5 million was approximately $400,000.3 It is likely then

that these establishments with less than 20,000 square feet

of warehouse floor space had an average 1964 annual net

sales volume of approximately $1 million and, accumulatively,

the 634 establishments accounted for probably $600 to $650

million in sales in 1964. Of the 634 centers reporting the

operation of warehouses in this size category, 400 were

single establishment companies--probably employing about

1000 outside salesmen and producing about $400 million in

net sales in 1964. The Iron Age data indicate that 613

 

1 2
Ibid., p. 48. Ibid.

3Annual dollar volume per salesman rose as company

size increased, reaching approximately $1 million for the

largest size category of companies.
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centers operating warehouses with less than 20,000 square

feet of floor space employed 1522 outside salesmen, thus

2/3 of 1500 is 1000 outside salesmen or approximately 12%

of the 8145 outside salesmen employed by the 1666 centers

that reported employment by Job classification.l

If these 400 very small (less than 20,000 square feet

of warehouse floor space) single establishment company

centers are eliminated from consideration, the resulting

percentage prOportion of single establishment company centers

with 20,000 square feet of warehouse floor space or more to

total centers in the Iron Age Census with such warehouse

floor space becomes 41% (604 of 1462). This compares reason-

ably well with the 37% single establishment company centers

in the SSCI membership. The sample of SSCI membership taken

for this study offers further confirmation. Twenty com-

panies in the sample reported 1964 annual net sales of at

least $1 million but less than $5 million. These companies

operated 33 centers and employed 137 outside salesmen or 4.2

outside salesmen per center. In the Iron Age Census those

centers with warehouse floor space of at least 20,000 square

feet but less than 50,000 square feet employed an average

of 4.2 outside salesmen. Furthermore, the average number

of outside salesmen employed per center by the 1644 centers

with 20,000 or more square feet of warehouse floor space in

the Iron Age Census was 6.0. In the sample the 279 centers

 

1Iron Age, op. cit., p. 48.
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represented employed 2067 outside salesmen or an average

of 7.9 outside salesmen per center.

The SSCI membership and the sample for this study

which was drawn from this membership does not represent

the 400 very small single establishment company centers.

The 1666 Iron Age Census centers that reported employment

by Job classification employed 8145 outside salesmen. A

reasonable correction for the 196 (1862 total centers--

1666 reported employment by Job classification) non—report-

ing centers results in an estimate of total employment of

outside salesmen in this industry of slightly more than

9000. The approximately 1000 salesmen employed by the 400

very small single establishment company centers represent

only 10% or 11% of this total and probably somewhat less of

the annual dollar sales volume in this industry because

annual dollar sales per salesman rose as company size in-

creased.

It is suggested that the lack of representation of

the very small single establishment company in the sample

used in this study is not a serious defect and that the

findings of the study can safely be assumed to reflect com-

pensation practices of the metal service centers industry.

The Method Used to Select

the Sample

 

 

It became apparent early in the preliminary study of

this industry prior to drawing a sample of companies for

study that the industry was composed of a relatively large
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number of relatively small companies and a relatively small

number of relatively large companies. Although this was a

Judgment based at that time on a study of the available

literature on the industry and discussions with knowledge-

able people in the industry, e.g., Mr. Robert G. Welch,

president of the Institute, it was later confirmed by

analysis of the sample data. In fact, analysis of the

sample data would lead to an estimate that the SSCI active

membership is composed of 320 companies with 1964 annual

net sales of less than $10 million and 75 companies with

1964 annual net sales of $10 million or more--an approxi-

mately 80%-20% split. Furthermore, the data would indi-

cate that the SSCI active membership was composed of 240

companies with 1964 annual net sales of less than $5 million,

110 companies with 1964 annual net sales of at least $5

million but less than $20 million, and 45 companies with

1964 annual net sales of $20 million or more--an approxi-

mately 60%-30%-10% split. It is probable that the four

largest companies in the industry employ 1000 outside sales-

men and had 1964 annual net sales of nearly $1 billion.

Even without the more specific information disclosed

by the sample it was clear that a simple random sample would

have to be rather 1arge--possibly one-half of the SSCI

active membership of approximately 400 company listings—-

in order to be reasonably sure to have sufficient items in

any large company sub-sample to make possible statistically

significant comparisons.

.
_

I
.
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A stratified sample by company size would be a more

efficient sample, but no information was available which

would make it possible to categorize the company listings

in the 1964-1965 SSCI Roster by size measured by 1964

annual net sales. However, the Roster did provide a list-

ing of the number of establishments operated by the listed

companies. It was believed that a reasonably good stratifi-

cation by size measured by annual net sales could be ob-

tained by stratifying by number of establishments operated.

Furthermore, because addresses of the branches were listed

it would be possible to select a sample that was balanced

geographically (see Table A-l).

Using the geographic regions that are used by the

SSCI in all its statistical work (see map at the end of

this Appendix A) the companies making up the SSCI active

membership were categorized as: national, multi-regional,

bi-regional (contiguous), bi-regional (non-contiguous),

intra-regional, and finally intra-state in terms of lo-

cations of the establishments each company operated.

From this categorized list of the SSCI active membership

66 companies operating approximately 300 establishments were

selected that would result in the inclusion of from 30% to

40% of the member installations in each of the six SSCI

geographic regions of the United States. Of these 66 com-

panies, 60 returned questionnaires and the executives of

55 of the 66 companies were interviewed. The sample that

resulted represented 15% of the SSCI active member companies
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(60 of 395), 36% of the establishments operated by the

active member companies (279 of 781), and a distribution

by company size of: 9% (21 of 240) of the SSCI member com-

panies with 1964 annual net sales of less than $5 million,

19% (21 of 110) of the SSCI member companies with 1964

annual net-sales of at least $5 million but less than $20

million, and 40% (18 of 45) of the SSCI member companies

with 1964 annual net sales of $20 million or more. Table

A-2 summarizes the stratification of the respondent com- 9

pany sample by number of establishments and size as mea-

sured by 1964 annual net sales.

The actual selection process chose the larger com-

panies first because of their representation in several

geographic regions. It then progressed toward the final

category of single establishment companies, i.e., intra—

state operation. While strict simple random sampling with-

in strata was not adhered to, no Judgmental factors other

than geographic convenience for interviewing was used in

selecting companies. Only the company name and the geo—

graphic location of its establishments was known. There-

fore, it is believed that the characteristics of a strati-

fied random sample were preserved in essence. If this

assumption is a valid one, the following formulae for

statistical purposes are appropriate:
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where Xsr

w1

w2

or

where Xsr

w1

w2

w

3

and S

2—

where S XS

81

N.

estimated mean based on stratified random

sampling and

.8 (80% of the SSCI member companies with

1964 annual net sales of less than $10 million)

.2 (20% of the SSCI member companies with

1964 annual net sales of $10 million or more).

same meaning as above and

.6 (60% of the SSCI member companies with 1964

annual net sales of less than $5 million).

.3 (30% of the SSCI member companies with 1964

annual net sales of at least $5 million but

less than $20 million).

.1 (10% of the SSCI member companies with 1964

annual net sales of $20 million or more).

variance of the stratified sample

variance of strata 1, etc.

sample size in strata 1, etc.
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The standard error of the mean of the stratified sample is

the square root of the variance of the stratified sample--

Where appropriate, the finite population correction

should be applied to appropriate terms in the expression

given for S2fsr' Normally this is applied where the sample

size within a stratum exceeds 10 percent of the population

in that stratum, although some writers suggest its use

where the sample size within a stratum exceeds 5 percent

of the population in that stratum. For use with formulae

for variance the proper correction factor is N i n. For 

use with formulae for standard error it is the square root

of this expression. In this correction factor: N = number

of items in the sub—population and n = number of items in

the sub-sample.

 



APPENDIX B

THE QUESTIONNAIRE

165



J
o

'pe'o-_

STEEL SERVICE CENTER INSTITUTE

540 TERMINAL TOWER - (ZIS) 24l-‘3468 ' CLEVELAND, OHIO 44ll3

ROBERT G. WELCH, President

September 27, I965

Enclosed is a questionnaire prepared by Leonard Orr, the third Steel Service Center

Institute Graduate Fellow, who is working for his Doctor's degree at the Graduate

School of Business Administration, Michigan State University. He is md<ing a study

of the relationship between company profitability and the methods used to compensate.

outside salesmen in the metal service center industry.

The attached questionnaire is being sent to approximately fifty of our members who

have been carefully selected to give us a representative sample of the industry . This

group, including your company, constitutes the initial sample to be studied; there-

fore, it is very important to the validity of the data collected that a complete

response is obtained.

We are hopeful thatthis study will provide guidelines for evaluating various types of

metal service center compensation plans against company obiectives and goals. He

is endeavoring to find answers to such questions as: What relationship exists between

profitability and specific elements of sales expense such as fixed compensation,

incentives, fringe benefits , and sales promotion expense?

All replies will remain confidential and will be used in the doctoral dissertation in

an anonymous summary . A summary of the results of this survey will be available to

you upon the completion of the doctoral dissertation .

The questionnaire has been designed so that the classification data on your compensa-

tion plan can be completed by you in about 20 minutes. We will greatly appreciate

your misting Is on this proiect.

. Welch

rt

Enclosures 2

P.S.-For your convenience in replying, we are enclosing a return envelope addressed

to Mr. Orr .



SEQUENCE NUMBER

 

(DO NOT FILL IN)

FIELD SALESMEN'S

COMPENSATION PLAN

CLASSIFIER

CONFIDENTIAL
 

 

THIS INFORMATION WILL BE HELD IN STRICT CONFIDENCE

N0 COMPANY NAMES WILL BE USED IN ANY MANNER

 

On the first page of the CLASSIFIER the four major components of

the compensation plans used for salesmen are shown schematically:

FRINGE BENEFITS, FIXED COMPENSATION, INCENTIVES, AND EXPENSES

On that page the "fixed compensation“ component is expanded In

line diagram form so that you can indicate by check mark the par-

ticular detailed form this component takes in your plan.

On the following pages the other components are also expanded in

line diagrams. Please indicate the detailed form these components

take in your plan by placing check marks in the appropriate boxes.

If a particular component does not appear in your plan, this is

made clear by the fact that you did not check it.

Please use the backs of the pages to explain "other" features of '

your plan and to give as much detail as you wish of your plan which

you may feel is not covered adequately In the CLASSIFIER. If you

wish to send descriptive material on your plan, please do so.

iT WILL BE HELPFUL TO READ THE CLASSIFIER

COMPLETELY BEFORE BEGINNING TO COMPLETE iT.

Identification Will Be Detached When Sequence Number Is Assigned

Company Name

and

Address
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MAJOR COMPONENTS

of

Field Salesmen's Compensation Plan

The described Compensation Plan van installed '
 

(date)

The last major revision of the plan effective ‘

— - date

TOTAL ‘( )

COMPENSATION

 

 

 

 

    

  
    

 

‘ FRINGE ‘ * FIXED

BENEFITS COMPENSATION INCENTIVES EXPENSES

For Detail ' 7 J For Detail

Use Page 3. ’ Use Page 6.

 

  

- 2 OTHER 2

COMMISSION NCENTIVES

For Detail For Detail

Use Page 4. Use Page 5.

 

 
AI!

  

  

DRAW‘ SALARY

(WAGES) ACCOUNT

If advances are not offset [:3]

  

 

completely by commissions

at the end of the year,is

the "debit balance"that 3

remains ”forgiven"? ....

)-

i

rial

Please Check Those Components That Are In Your Plan
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PLEASE USE PAGES 3 THRU 6 TO DESCRIBE THE DETAILS OF YOUR PLAN





 

 

 

rnIncs

BENEFITS ]

 I

 
 

W I I I l I

 

 

PROFIT (0R)

SHARING

COVERAGE

OPPORTUNITY

FIXED

CONTRIBUTION
 

 

 

  

 

HOSPITALIZATION

* NOTE:
 

SICK AND ACCIDENT

Please explain

OI Other” e
 

LIFE

 

 DISABILITY

NCONE CONTINUATION   
   

FULL COMPANY

PAID
p--.

 

PAID BY

COMPANY AND EMPLOYEE
p--.

 

 
FULL EMPLOYEE

PAID
p--

  

Please Check The Details That Describe Your Plan Best
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I

ITEM PROFITABILITY Is I INCENTIVES I

A FACTOR IN SETTING L ___________ .J

THE LEVEL OF PERCENT _I

COMMISSION RATES I I

IRS so ‘ ‘

COMMISSION

 

 

RATES EXPRESSED AS 3 I

._I PERCENT or PROPIT

OR CONTRIBUTION
0' ‘ 6‘ .

PERCENT or s SALES

VOLUME ( OR ON # ) <------OR.......€>

  

HOW USED:

_______ CONTINUOUS METHOD I_- _ -_ _ .. -

OP COMPENSATION

 (on) I -
______ I SPECIAL PROIIOTIONS j. _ _ -- _ _ ..

ONLI

HON CALCULATED:

______ SALES ABOVE - .. - .. .. -

A UOTA

I‘ ___(_°§)_I ON ALL SALES PROII I.......

PIRST s OR #

RATE STRUCTURE:

_ _ RATE UNIFORM ALL ‘ _ _ 7

mmsswwm

0R i L

_(_.).f RATE VARIES BY _________

VOLUME (S OR-#) ,

 

  

  

 
(on) i v IE ‘Y I-RATE AR SB __- __

"--- IITEM

 

 

RATES RISE AS I._-_......

VOLUME INCREASES

(on) _ 1

_____ RATES PALL AS I___..__

VOLUME INCREASES

 

(0R)
 

‘ RATES DON'T CHANCE I,__....--

WITH VOLUME

RESTRICTIONS: ' ,

_ __ PLAN HAS CEILING ON _ _ __

COMMISSION INCOME

   

  

 

Please Check The Details That Describe Your Plan Beet
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r'"------ “'1
: INCENTIVES :

 

 

 

 

 
 

 

L -_ .. _ .. T ..... .J

I

J

OTHER

INCENTIVES

BONUSES CONTEST OTHER *

PRIZES
  

 

  
‘ j * NOTE:

Please explain "other".
  

  

ELIGIBILITY REQUIREMENTS

BASED ON : 
 

. ----- -INDIVI DUAL PEREORNANd

 

 
_...-.... --- - - CROUP PERPORIARCEJ

 
 

ALLOCATIOK 0F PAYOFF

BASED ON :

_ _ _ _ EMPLOYMENT FACTORS

" (SENIORITY,INCOME,ETC]

DIRECT CONTRIBUTION

TO PROFIT
(OR) -—--------—-1

_. _ -— — q OTHER FACTORS *

 

 

    

   
PAYMENT IS IN :

 

_____ CASE

 

_____ STOCK
 
 

._ _..—-—4 OTHER '    
 

Please Check Those Components That Are In Your Plan
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[ EXPENSES J

l TRAVEL ] [ENTERTAINMENT] [ OTHER * ]

OTHER

[‘"TG"°BILEJ I TRAVEL l CONTROL BY

~ I COMPANY

_Q‘”§3

 

 

 

 

    
 

   

 

 

 
  

 

 

  

 

  

  

 

 

 

 

 

    

  
 

   

 

 

 

   
 
  
 

 

PERCENTAGE

OE SALES

COMPANY SALEMAN'S -
OR PLAT s AMOUNTCAR CAR

BY TERRITORI

* * MEALS _

LODGING OTHER CONTROL’

(ACCOUNTABILITY)

FARES -

OTHER *

i eCAR NOTE.

OPERATION Please explain "other”.

i ALLOWANCE

----- -- -- - FLAT AEOUNT I‘MOUNT‘

............ LESS THAN 5¢ per MILE

L------‘ -....-- 5¢ to 9¢ per MILE

}. ------ -{ ----- 10¢ to 14¢ Per MILE

|_- _ _ _ _. .. _. ..... OTHER .__Please specify:

.----- —- --— -- COMPANY OWNED CARS

F ........... LEASED CARS     

Please Check The Details That Describe Your Plan Best
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Description of compensation plan for INSIDE SALESMEN:

(Please check one of the choices below which describes

your plan or explain under "other".)

a. Salary or wages only

b. Salary plus commission

(I) on sales volume

(2) on item profitability

c. Salary plus bonus

Briefly describe basis on

which bonus is awarded:

 

 

 

dc. Other (please explain)

 

 

 

e. If FRINGE BENEFITS for Inside salesmen

differ from those described in the

CLASSIFIER for field salesmen, please

describe those available to inside men:

 

 

 

Number of service centers (locations) company operates

Number of field (outside) salesmen cdmpany employs

Number of telephone (inside) salesmen company employs

Number of field (outside) salesmen included under the

compensation plan described in the CLASSIFIER

PAGE 7
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6.

IO.

If number in answer #5 is smaller than number In answer #3, please

check reason(s) for exclusion of some salesmen from described plan;

a. Supervisory Duties

b. Insufficient Experience

c. Territory Considerations

d. Other (please explain)

 

 

Some companies operate subsidiaries that are service centers with

a separate corporate name. Please indicate all company names that

are included in your answers above. This will avoid duplication.

 

 

If you Indicated on Page 4 of the CLASSIFIER that Item profita-

bility was used in setting commission rates, please explain briefly

how profit (or contribution to overhead and profit) is calculated

and applied In setting commission rates.

 

 

 

Total Company Sales of All Products in I964. (Please check the

category below Into which your company fails.)

a. Less than $l million

b. At least SI million, but less than $5 million

c. At least $5 million, but less than $l0 million

d. At least $IO million, but less than $20 million

e. $20 million or more

Computed as a percentage of TOTAL COMPANY SALES In

I964 (TOTAL COMPANY SALES considered as loo.oo%)

and reported to the nearest IOOth of I percent.

Total SELLING EXPENSE was .....-___. $

(See top of next page for expenses to be

included in SELLING EXPENSE)
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SELLING EXPENSE

for

Calendar Year I964

(or Fiscal Year ending )
 

Please compute each component of SELLING EXPENSE below as a percent-

age of the Total SELLING EXPENSE your company incurred during I964

or your fiscal year (considering Total SELLING EXPENSE AS IO0.00%)

and report to the nearest IOOth of I percent. If you must estimate

the figures because of lack of exact information, please do so to

the nearest whole percent and mark figures a§_belng an_estimate.
 

SELLING EXPENSE includes all expenses of your sales and order depart-

ments; all fixed compensation paid to inside and outside personnel

of these departments, including sales executives; all sales commissic

sions and bonuses, prizes, etc.; all advertising expense; and all

district sales office expense.

 

FOR FIELD SALESMEN ONLY

l. Total Fixed Compensation (salary, wages, etc. - see

Page 2 of Classifier) paid to Field Salesmen was . %

2. Total expense to company for Fringe Benefits (see

Page 3 of Classifier) for Field Salesmen was . 1

3. Total Incentive Income (see Pages 4 & 5 of Classifier)

paid to Field Salesmen was . S

This was composed of:

a. Commission Income (Page 4) .__S

b. Other Incentive Income (Page 5) .__fi

4. Total Expenses (Page 6 of Classifier), paid as an

allowance to salesmen or in reimbursement to them

for out-of-pocket expense incurred by them, was . %

This was composed of:

a. Automobile Expense (*)

b. Entertainment and Other Expense(+)___,__}

NOTE:

(*) Include depreciation if you furnish car or reimburse

’salesman directly for the use of his car.

(+) Include only out-of-pocket expense a salesman incurs

for which you give him an allowance or reimbursement.

PAGE 9



.
‘

I
e

 
 

 
 

'JQAAo

ta'



G
r
e
r
u
’

l
a
k
e
s

S
l
a
t
e
s
R
e
g
i
o
n

B
U
F
F
A
L
O
—

C
I
N
C
I
N
N
A
T
I
—

D
E
T
R
O
I
T

N
O
E
‘
H
E
R
N
O
H
I
O
—

P
I
T
T
S
B
U
R
G
H

 

 

C
e
n
i
r
a
l

S
I
a
l
e
s
R
e
g
i
o
n

C
E
N
T
R
A
L

S
T
A
T
E
S
—

M
I
S
S
O
U
R
I
-
K
A
N
S
A
S
-
O
K
L
A
H
O
M
A

M
I
D

S
T
A
T
E
S
—

N
O
R
T
H
W
E
S
T
-
—

ST
.

L
O
U
I
S
—

W
I
S
C
O
N
S
I
N

A
l
l
a
n
l
i
c

S
l
a
t
e
s

R
e
g
i
o
n

.
‘
i
O
‘
I
'
J
T
A
I
H

N
E
W

E
N
G
L
A
N
D

C
O
N
N
E
C
T
I
C
U
T

N
E
W

Y
O
R
K

P
H
I
L
A
D
E
L
P
H
I
A

B
A
L
T
I
M
O
R
E

      
 

P
a
c
i
fi
c

S
l
a
l
e
s

R
e
g
I
o
n

R
o
c
k
y

M
o
u
n
l
a
i
n

N
O
R
T
H
E
R
N

C
A
L
I
F
O
R
N
I
A

R
e
g
i
o
n

O
R
E
G
O
N

R
O
C
K
Y
M
O
U
N
T
A
I
N

S
O
U
T
N
E
I
N

C
A
L
I
F
O
R
N
I
A

I
N
T
E
R
M
O
U
N
T
A
T
N

W
A
S
H
I
N
G
T
O
N

 

    

S
o
u
t
h
e
r
n

S
l
a
t
e
s

R
e
g
i
o
n

    

R
E
G
I
O
N
S
A
N
D

C
H
A
P
T
E
R
S

.
m

O
F

T
H
E

S
T
E
E
L

S
E
R
V
I
C
E

C
E
N
T
E
R

I
N
S
T
I
T
U
T
E

33
:3
3:
11
,:
g‘
:;
;;
';
,§
2.
°:
:,
:‘
,:
f

 



 

APPENDIX C

SSCI REPORT OF OPERATIONS AND

OPERATING RATIOS QUESTIONNAIRE
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CONFIDENTIAL Return This Copy to SSCI

YEAR REPORT OF OPERATIONS 'YEAR

1964 AND OPERATING RATIOS I964

No company names will appear in tabulations distributed to members. Your

report will be destroyed. Information will be Classified by like businesses.

CLASSIFICATION DATA

(If actual percentages are not readily available. give best estimate. Report to nearest whole percent.)

 

 

 

 
 

Our Total Company Dollar Sales in I964 (or for fiscal year ended ) were distributed as follows:

A—lndustrial Steel Products (see list on Page 4) ............ °/°

B—Fabricating (other than cutting. burning. etc.) ....................................................................... , .......... .___—7°

C—Mill Supplies and Wholesale Hardware. including Merchant Steel Products .............................. __._.___°/°

D—Aluminum................................................................................................................................................ _____._°/o

E—Other Non-ferrous Metals...................................................................................................................... .___—7.,

F—Miscsllaneous (all other) ........................................................................................................................ .___—‘70

(Sum of lines A to F inclusive4Total Net Sales of your business) ......................... I O 0 7°

Item A above (Industrial Steel Products) was distributed on a dollar sales basis as follows:

. I. Carbon Plates. Shapes. and Hot Rolled Bars.............................(" .___7. -

2. Cold Finished Carbon Bars.................. .. ”.9959. 7.

3. Hot Rolled and Cold Finished Carbon Sheets and Strip....... . .......Estimgte ...... _____..% R'90"

4. Galvanized and Coated Sheets...................................................... ( ...... 3.3.59.9!....... _____.___% ’°

5. Carbon Tubular Products...............................................................l . .......{QUIET........ * _% . nearest

6. Hot Rolled and Cold Finished Alloys and Tool Steel .............................9. I9............ ____% whole

7. Stainless Steel Products...............................................................................0.9!........... ___% percent

8. Miscellaneous Industrial Steel Products................................................9369”?!le...... .___7.

Total Sales of Industrial Steel Products...................................... h .........................4. l 0 0 ‘7.
  

Group the products you handle to conform to this list as closely as possible. See Page 4 for a complete list of Industrial

Steel Products as defined by the Institute.

What per cent of your sales of Industrial Steel Products (Item A above) was processed in some form? (Sawed. burned. slit.

sheared. levelled. etc.) 0.25% , 26-50‘7, 5l-75% . 76% and over

Under $500.009__. over $500,000 to SI .000.000_.

over SI.000.000 to 35.000.000 . over $5,000.000____..

COMPANY BRANCH

   

 

Our Total Company Sales for All Products and Services Were:

 

PLEASE MAKE A SEPARATE REPORT FOR EACH OF YOUR SERVICE CENTERS.

STEEL SERVICE CENTER INSTITUTE

540 TERMINAL TOWER CLEVELAND, OHIO 44113

 

INSTITUTE

 



IMPORTANTI PLEASE CHECK ONE OF THE TWO CATEGORIES BELOW.

I. The figures shown here and on page 3 cover the entire operations of our company. 

2. The figures shown here and on page 3 cover our steel service center sales only.  

REPORT OF COMPANY OPERATIONS

Calendar year I964 or Fiscal Year Ended

(Compute each item as a percentage of TOTAL NET SALES. considering

TOTAL NET SALES as ”0.00%. and report to the nearest IOOth of I percent)

 

 

 

 
 

  

  

 

 

  
 

 

 
 

 

 

 

 

 

 
 

 

 

Li See FOOTNOTES below

In Total Net Sales (after deducting seles returns. sales allowances and cash discounts)............................. I 0 0.0 0 7.

2 Cost of Sales (after deducting discounts received) .. .. ...................................__.__%

3 Gross Profit on Total Net Sales (Line I minus 2) ............... ‘................................ . %

4 Prepaid Freight and Local Delivery Expense ................................................ . %

5 Gross Profit after Freight and Delivery Espense (Line 3 minus 4)......................................................___.__%

6 Selling Expense ‘ ........................ . 7.

7 Plant Expense... ................. ' .. . %

B General and Administrative Expense.......................... . ......... . 7,

9 Bonuses. Profit Sharing. etc - 7e

l0 (Sum of Lines 6. 7. B and 9) ----------- - %

II Gross Operating Profit (Line 5 minus l0)....... - . %

I2 Other Income -------- . - - %

l3 (Line II plus I2) - %

I4 Other Expenses - 7e

I5 Net Profit Before Taxes (Line I3 minus l4) ........ . . 7.

I6 All Taxes on Incarn- - %

I7 Net Profit (Line I5 minus I6).............. .. . ==._=_=%

FOOTNOTES

To assure accurate comparisons between companies. it is important that all members include the same information when computing the

percentage for each of the above captions. Therefore. in addition to including that information which is evident from each caption title.

please carefully observe the following:

Line I—Total Net Solar—Include total net sales of your business. whether shipped direct from your supplier to your customers or from

your service center to your customers. and sales of services in processing and handling customers' materials.

Line Z—Cost of Sales—This should include only the cost of the materials and the cost of the services reported as Total Net Sales on

Line I. Deduct discounts received in arriving at this item.

Line 4—Prepaid Freight and Local Delivery Expense—Include here freight which you prepaid on shipments to your customers and all

costs of operating your own trucks such as wages. fuel. repairs. depreciation. etc. or amounts paid to contract haulers. as the case may be.

Line Helling Expense—Include all expenses of your sales and order departments: all compensation (other than that included on Line

9) paid to inside and outside personnel thereof. including sales executives: sales commissions: advertising expense: district sales office expense.

Line 7—Plant Expense—Include all expenses of your warehouse plant and traiiic department: depreciation of plant and equipment. or

rent. as the case may be: compensation (other than that included on Line 9) paid to your plant superintendent and traffic manager: repairs

and maintenance: fuel and power: plant supplies.

Line I—Geeerol and Administrative Espense—Include all expenses not reported elsewhere.

Line Houses. ProIt Sharing. etc.-IncIude any such compensation. other than sales commissions. which was paid because of profits

earned during the year and which either would not have been paid or would have been paid in a lesser amount if less satisfactory profits had

been earned. Such compensation is listed separately on this Line as it is not considered a part of fixed overhead.

l

 



Line IQ—(Sum of Lines 6. 7. I and 9)—If you are unable to show separately the percentage for each of Lines 6. 7. B and 9. then show on

this Line the percentage aplicable to the total of those four expense items.

Line IZ—Other Income—Include investment income. profit or loss from sale of fixed assets. net income from rentals. commissions received

Line M—Other Expenses-—lnclude interest paid and bad debts.

Line Ib—AII Taxes on Income—Include federal income and excess profit taxes: state and local income taxes: and any other taxes on

Miscellaneous—Exclude from all these entries all extraordinary adiustments not applicable to the year reported.

COMPANY OPERATING RATIOS

Inventory Turnover

Divide Cost of Materials Shipped from Stoclr for the entire year by average inventory value

during the year. Important— in computing average inventory value. be sure to include value

of consigned stocks as well as inventory owned outright. The result is the number of times

inventory turned over during the year. - - - - - - - - - - -

Percentage that Shipments from Stock are of Total Net Sales

Divide the net sales value of Shipments from Stock by Total Net Sales. - - - -

Gross Margin on Shipments from Stock

Divide the Gross Margin on Shipments from Stock (difference between the net sales value

and the cost of the goods sold) by the net sales value of such Shipments from StocIr. -

Gross Margin on Direct Shipments

Divide the Gross Margin on Direct Shipments (difference between the net sales value and

the cost of the goods sold) by the net sales value of such Direct Shipments. - - - -

Percentage that Total of Returns and Allowances is of Net Sales

Divide the'sum of Sales Returns and Allowances by Total Net Sales. - - - -

Percentage that actual Bed Debts expense for year is of Net Sales

Divide the actual (only those Specific accounts charged off during the year before any

recovery through credit insurance) Bad Debt expense by Total Net Sales. - - -

Percentage that Advertising Expense is of Net Sales

Divide Advertising Expense (include only the cost of publication advertising. telephone

directory listings. stoclr lists and other mailing pieces. giveaway novelties. and advertising

agency) by Total Net Sales. - - - - - - - - - - - -

Number of Days Sales in Accounts Receivables at December 3|. I964

Divide Total Net Sales for the month of December. I964 by 30. Then divide the result (one

day's sales) into the amount of Trade Accounts Receivable (before Reserve for Bad Debts)

as of December 3|. I964. - - - - - - - -

Average Number of Days Sales in Accounts Receivable

Find your average monthly Total Net Sales and average monthly Trade Accounts Receivable

(before Reserve for Bad Debts) for the year I964. Divide average monthly Total Net Sales

by 30. Then divide the result (average one day5 sales) into average monthly Trade Accounts

Receivable. - - - - - - - - - - - - - -

Return Before Income Taxes on Invested Capital

Divide Net Profit before Income Taxes by average monthly Net Worth. For corporations

include in Net Worth the sum of Paid-in Capital. Paid-in Surplus. Earned Surplus. and

Subordinated Debt. - - - - - - - - - - - - -

Return After Income Taxes on Invested Capital

Divide Net Profit after Income Taxes by average monthly Net Worth. For corporations

include in Net Worth the sum of Paid--In Capital. Paid:In Surplus. Earned Surplus. and

Subordinated Debt. . - - - - - - . - . - - -

Return Before Taxes on Total Invested Funds - - - . - . . . . .

(See Instructions on page 4)

Times

—;_°/°

___-__%

___.;__.7°

‘7.

°/..

_-_‘7.

. Days

Days

 

°/o

__-__%

‘7.

  



These are Industrial Steel Products (carbon. alloy. and stainless):

Semiofinished. Billets. Skelp All other Coated Sheets and Strip Wire Rods

Structurals. including Hollow Structurals (including organic or metallic coatings) Grating

Platefs. U.M. 32d Shearfed. org? Floor Plates Roofing Terne Drawn Wire

RBI" arcing '5 "0"" 0""9 Electrical Sheets and Strip ~ - -

Hot-Rolled and Forged. Plain. or Enameling Sheets TCOJLS;607(;;n<:LdIrwiD;III Rad

Galvanlzed Bars and BC" Shapes Tin Plate and Tin Mill Black Plate (prime , .

COld F'm5h°d Bars or secondary quality sheets or coils) RO'IS °"d AccessorIes

Hot and Cgld Roller: S)heetls 3nd Strip (prime Mechanical Tubing I Patterned Steel
or secon ary qua Ity inc u ing coi s . - -

Hot Dipped and Electrolytic Galvanized Sheets Pressure TubIng (IncludIng embossed)

and Strip (prime or secondary quality includ- Stainless P'Pe Expanded SI°°I

ing Corrugated. Mansard Siding an Coils Spring Steel Perforated Steel

FORMULA FOR DETERMINING RETURN ON INVESTED FUNDS

The formula which has been decided upon is popularly Irnawn as "the Dupant formula" and is used by many

corporations throughout the United States.

For the purposes of any individual industry. however. it is necessary to define exactly each factor in the formula.

Toward this end. it was considered desirable to establish rules which would be easy to follow by the greatest number of

anticipated participants and which would give us maximum uniformity.

Admittedl . some of the rules established are controversial. It should be remembered. however. that the formula

is not intendedI as a guide for the preparation of a financial statement: rather it is intended to make possible a more

realistic evaluation of management's use of capital. Each of the factors is readily available from traditional accounting

records. as well as from Distribution Cost Analysis records if this accounting method is used. Calculations should be based

upon the entire operations of your company. and should be taken from fiscal year-end statements.

  
 

 
  

 
  

 

Each factor in the formua is num ered and each is explained below in detail:

l..lnventary 4. Total Operating Funds II. Sales

plus plus divided by

2. Receivables 5. Fixed Investment 6. Total Invested Funds

plus e ual equal —

3. Cash l 6. Tota Invested Funds 7. Capital

equa urnover _ -

4. Total Operating Funds 7 193.2231,

multiplied b

' l3. 7. Earned on Sales

8. Cost of Goods Sold II. Solos I2. Earnings equals

p us minus divided by l4. ‘7. Return on Total

Product Costs I0. Total Cost of Sales I I. Sales Invested Funds

plus equa equal

9.‘ Customer Costs I2. Earnings p I3. ‘X, Earned on Sales __

plus I 4 ./

GeneralandAdm.Costs ‘ .___'_._. ’

ua Enter your answer here

I0. Total Cost of Sales 332:.ng fOfW'd '0  
  

 

'Total Operating Costs

I. INVENTORY: This is to be valued according to whatever system an individual company is now using . . . LIFO. FIFO,

average costs. etc. Consigned inventory is to be included.

2. RECEIVABLES: Should be gross receivables. reserves are not to be deducted.

3. CASH: All cash in commercial banli accounts Should be included. Cash in investment accounts should not be included.

4. TOTAL OPERATING FUNDS: The total of all owned and consigned inventory. gross receivables and cash. The figures

to be used are those which apply at the beginning of the fiscal year. whatever the date may be.

5. FIXED INVESTMENT: This includes buildings and equipment. which should be valued at original cost. Do not use

depreciated cost or book value. -

6. TOTAL INVESTED FUNDS: The sum of total operating funds plus fixed investment.

7. CAPITAL TURNOVER: Divide Sales (I I) by Total Invested Funds plus Fixed Investment.

0. COST OF GOODS SOLD: Use the some system of valuation used in computing the value of Inventory (I).

9. TOTAL OPERATING COSTS: To those companies which are participating in Distribution Cost Analysis. this would

be the sum of the following: Product Costs. Customer Costs. and General and Administrative Costs. Otherwise. it is simply

the sum of all operating costs. '

I0. TOTAL COST OF SALES: The sum of the cost of goods sold (8) and total operating costs (9).

II. SALES: This Should be total company sales. less miscellaneous income arising from investments in subsidiaries not

directl related to metal distribution and/or from investments not directly related to the Operation of this business. For

examp e. the following should not be included: a) income from overnment bonds: b) income from common stocks other

than those of directly related subsidiary companies: c) income ram realties.

I2. EARNINGS: The difference between Sales (I I) and Total Cost of Sales (I0).

I3. ‘2, EARNED ON SALES: Earnings (l2) divided by Sales (I I). .

I4. 7. RETURN ON TOTAL INVESTED FUNDS: Capital Turnover (7) multiplied by 7., Earned on Sales (I3).

Printod In U.S.A. 1200 2-65
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SSCI SURVEY OF SALESMEN'S COMPENSATION

First Half, I960

Comgnsation of Outside Salesmen

Reporting companies were asked to provide average monthly total compensation, including

bonuses and commissions, but excluding Christmas or year-end bonuses, for outside sales-

men for the first half of I959.

Outside salesmen were divided into three categories: Trainee, Least Experienced Salesman,

and Most Experienced Salesman. Average compensation figures for all outside salesmen

were also requested.

Table No. I below lists the total average monthly compensation below which one quarter

of the replies fell (lower quartile), the mean figure (half way down the range of replies),

and the salaries above which one quarter of the replies fell (upper quartile). The average

of all replies was also computed .

Average Monthly Total Compensation

Mi Outside Salesmen -- First Half, I959

Least Average . Most

M W Salesman Experienced

Lower Quartile $400 S500 S600 S748

Mean ' 450 525 654 950

Upper Quartile 495 650 750 I050

Average of all Replies 452 557 695 990

All but two companies responding indicated that their compensation plan, upon which these

figures are based, included salary plus either a commission or bonus. One company re-

ported payments on a straight salary basis, while one other company reported that its outside

salesmen are paid on a straight commission basis, from which they must pay all their own

expenses. 7

Compensation of Inside Salesmen

The same general questions were asked concerning total compensation for inside salesmen.

The summary of these replies is as follows:

Average Monthly Total Compensation

W Inside Salesmen -- First Half, I959

Least Average Most

[aim Expgrigncgd' Sglesman Experienced

Lower Quartile $300 $350 S4I5 5550

Mean 385 4I5 500 585

Upper Quartile 425 450 550 650

Average of 0” Replies 385 . 4I6 494 578
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