
Though compensation is the only executive
motivation that can be measured with any
accuracy, there is no simple yardstick on
which management can rely.

Building
On the Executive
Compensation Survey

By Arch Patton

The widespread interest of top management
in executive compensation surveys, and indeed
the increasing reliance being placed on them in
pricing executive positions, can he attributed
primarily to industry's growing appreciation of
the creative power in a soundly administered
executive compensation program.

Since the value of such surveys is coming
more and more to he taken for granted, it is
particularly important for management to rec-
ognize that they only go part way in providing
the basis for a sound compensation program;
and that they can and should he supplemented
by other techniques, some of which are now
available for tbe first time.

Surveys Evaluated

Before organized surveys of executive com-
pensation relationships were developed, a vary-
ing blend of historic pattern, guesswork, and
"horse trading" provided the foundation on
which most compensation programs were based.
Many companies paying below-average compen-
sation first became aware that this approach
left much to be desired when one or more of
their key executives departed to take a hetter-
paying joh with a competitor.

The original purpose of the executive com-
pensation survey thus is sound: to provide man-
agement with a hasis for judging how compensa-
tion in one company compares with that of other
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companies. Since the hest of these studies are
hased on the compensation actually paid to
specified functional executive positions in a siz-
able cross section of industry, they do supply a
yardstick of existing conditions.

Basic Limitations

However, surveys have several hasic limita-
tions which were fully recognized when they
were originally undertaken. Lavnrence A. Ap-
pley. President of the American Management
Association, who pioneered the organized sur-
vey of executive compensation, summed up the
key prohlem in the foreword to the first AMA
survey five years ago:

"These figures [compensation data] represent
what companies are doing, which is not neces-
sarily what they should do. . . . They are aver-
ages, not standards; and should be used with a full
appreciation of their limitations."

For one thing, there are inherent weaknesses
in the figures themselves which limit the useful-
ness of surveys:

(1) Being averages, the figures mask variations
in company size and performance, which may have
great influence on compensation. Better-than-aver-
age companies are compared in static terms with
worse-than-average companies; fast-growing com-
panies are not distinguished from slow-growing
companies; and so on. Breaking down the figures
into broad categories according to sales volume, as
is customary, does recognize the importance of the
size factor at least, but the resultant averages still
reflect the mix within each grouping.



(2) Position titles under which company com-
pensation data are accumulated involve jobs of
widely varying responsibility; even responsibilities
of such relatively standardized positions as sales
manager, production vice president, and treasurer
differ widely between companies. Likewise, the
survey figure for a given functional position repre-
sents a wide variation in the performance of in-
cumbents.

(3) The surveys cover only a few jobs at the
very top. To the extent that these provide valid
comparisons in a given industry, they are useful
as bench marks in establishing a compensation
framework that is externally sound. But they do
not help much with the equally important, if not
more important, part of the picture — the internal
relationships among all the rest of the executive
jobs in the company.

(4) Surveys encourage "freezing" the relation-
ship between jobs. If a controller's compensation
is set at 30% of the president's compensation, and
the treasurer's at 3 5 %, this pattern tends to remain
fixed — because of inertia — even if job values
change considerably, as in fact they usually do.

Management Mistakes

In addition to the weaknesses in surveys
themselves, there are serious mistakes which
management can make in using such statistical
data. Despite pointed warnings, there has been
a growing tendency to use compensation figures
reported in the surveys as ahsolute standards.
For example:

The president of a manufacturing company,
employing 10,000 people, recently saw one of the
surveys for the first time. He had lost an im-
portant executive to a competitor a short time be-
fore; and he noted with surprise that the survey
reported relatively higher compensation for a num-
ber of key functional jobs than his company paid.

Being a man of action, he immediately raised
the salaries of several principal executives to the
average figure reported in the survey. But his deci-
sion created more problems than it solved:

(1) The survey indicated that controllers in
this particular industry were higher paid than
treasurers. When the president pushed his own
controller's salary above his treasurer's, he failed
to recognize that the treasurer was responsible for
a key controllership function — budgeting. The
new salary relationship clearly overpaid the con-
troller and underpaid the treasurer.

(2) The executive vice president's salary was in-
creased to a level well above that received by the
manufacturing vice president. Yet the responsi-
bility of the executive vice president was limited
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to sales in an industry that normally pays the sales
function less than the highly complex manufac-
turing function. The president overlooked the
fact that the title in this case measured years of
service — and nothing more.

Actually decision in this particular company is
heavily centralized in the president; and the fact
that this is a well-run company can be traced di-
rectly to his skill and aggressiveness. The subordi-
nate functional executives have considerably less
responsibility for leadership, planning, and deci-
sion — the basic elements that broadly govern ex-
ecutive compensation relationships — than their
counterparts in decentralized competitor firms.

An examination of the duties of these functional
executives indicated that the salaries paid them
before the increase were closer to the realities
of responsibility-authority relationships than they
were after the increase.

This president had followed the compensa-
tion survey too slavishly. He wanted his com-
pany, as he put it, to be "up with the hest,"
but be had failed to appreciate fully the com-
plex relationships involved in pricing executive
positions.

Every company is different, largely hecause
individual executives bring widely varying skill
and aggressiveness to their johs. To a very impor-
tant degree, every executive makes his own job.
The unquestioning acceptance of survey-based
compensation figures overlooks this fact of in-
dustrial life, and frequently results in salary in-
creases that holster overhead instead of incen-
tive. In fact, to use the job title as the hasis
for pricing the job can create incentive-in-
reverse, for other executives are quick to recog-
nize when one of their number is being paid
more than he is worth. For example:

A vice president of one large manufacturing
company was the third highest paid executive. A
top-management compensation study which ex-
plored in considerable depth the decision element
in key executive positions disclosed the fact that
this vice president had delegated — "abdicated" is
a more precise term — most of his important re-
sponsibilities. Some he got rid of entirely by hand-
ing them over to subordinates, while others he
actually passed off to the president by the simple
expedient of getting him to express his judgment
— often at a "plans conference" — and then fol-
lowing it to the letter!

This vice president's $62,000 compensation
was reported in the company's proxy statement, so
that everyone knew what he was paid. Since most
executives were completely aware of his lack of
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contribution to company profits, reverse incentive
was inevitable. Middle management's reaction was
a cynical "it's whom you know, rather than what
you do, that counts around here."

Complete Program

Since the primary function of executive com-
pensation is to motivate profit-building action
on the part of individual executives, a survey
can only provide a frame of reference — a start-
ing point for applying judgment to the value of
the leadership, planning, and decision respon-
sibilities each executive shoulders.

I have found that the soundest approach to
determining executive compensation relation-
ships in a company involves three basic steps:

(1) Establish a competitive compensation range
for the chief executive officer. (His is the only job
that necessarily includes the same responsibilities
as the same job in other companies, and hence is
the only job where a salary can he set by external
comparison.) This provides a "ceiling" over the
"floor" set by the compensation of the hourly wage
earners.

(2) Establish a reasonable total compensation
figure for each of the various levels of manage-
ment as a guide to setting the compensation range
of individual positions. This provides a realistic
dollar framework within which jobs at these levels
may be "slotted."

(3) Establish compensation ranges for non-
presidential executive positions on the basis of the
individual executive's participation in the total
leadership, planning, and decision responsibility
of the company. This provides for the practical
judgment necessary to distinguish job responsi-
bility from job title.

Chief Executive

In setting the chief executive's salary, the
comparison with other companies can be made
considerably sharper if interpolation rather than
averaging is used. Thus, if individual data are
plotted on a logarithmic chart with one axis
measuring size and the other compensation, and
a trend line is fitted to the plotted points, any
company can check what its chief executive
should be receiving on a competitive basis by
finding the appropriate point on the line. (This
does not mean that the chief executive oSficer
should necessarily be getting the exact amount
shown. The company^ might, for instance, feel
that it should be paying io% more than com-
petitive figures for the sake of superior perform-

ance. Even so, this procedure would be helpful.
The company would have a definite yardstick
for making any variation it wanted to.)

Because both axes of the graph are logarith-
mic, equal movement means equal percentage
change. This shows directly the influence of
size on the compensation range. In EXHIBIT I.

EXHIBIT I. COMPENSATION OF CHIEF EXECUTIVE
OFFICEKS COMPARED WITH COMPANY SALES
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such a graph relates the salaries of the chief ex-
ecutive officers and company sales in 55 firms
in a durable goods industry. The trend line
mathematically fitted to the clustering of dots
shows that a douhling of size in this industry is
accompanied by an increase of about 20% in
presidential compensation.

Now, to show how much more precision such
a graph can provide for individual comparisons,
let us suppose three companies, with sales of
$40 million, $400 million, and $800 million,
respectively, wish to check what their presidents
should he receiving on a competitive basis. A
typical survey of approximately the same group
of companies as used for the graph would show
that the averages for the presidents in the group-
ings to which our three companies belong are:

Size (sales)
$25 to $50 million
$100 to $500 million
Over $500 miUion

Compensation
$ 70,000

125,000
364,000

But interpolation by use of the graph shows
the representative presidential salaries of com-
panies of the specific sales volumes of our three
companies to be $65,000, $160,000, and $205,-
000 — far different from the averages, espe-
cially for the two hroader sales groupings.

The same technique for securing a sharper
focus can be applied to other size factors than
sales, such as payroll, invested capital, or profits.



which may be more significant in certain situa-
tions. For example, sales would not be as sound
a measure of presidential responsibility as profits
or invested capital in a company which pur-
chased most of the parts going into the final
product while competitors manufactured most
of theirs; the same sales dollar would represent
fewer management problems in this company
compared to the others.

Thus, by successively plotting executive sal-
aries against payroll, profits, invested capital,
and sales, just as in EXHIBIT I, and then inter-
polating, we might find the representative com-
pensation for a specific company president hased
on these four different company-size factors to
be like this:

Size factor
Payroll
Profits
Invested capital
Sales

Compensation
$ 95.OOO

100,000

75,000
88,000

Such a comparison can be useful in focusing
needed attention on the company characteristics
that may affect presidential responsibility and
in developing a "feel" that is often helpful in
establishing a compensation range. In the above
instance, for example, the directors of the com-
pany might veer toward the profit figure, sup-
ported as it is by the payroll figure, rather than
rely on the sales figure alone.

Management Levels

One of the critical problems in establishing a
sound executive compensation program is ensur-
ing that adequate financial motivation is pro-
vided the executive group as a whole. A survey
recently made by McKinsey & Company, the
management consulting firm with which I am
associated, indicated that policy-level executives
of 61 representative large companies received
barely i % of the total wage and salary outlay,
and the entire executive group received only
4% of the total payroll. With success or failure
in most companies largely dependent on this
small group, it hardly seems prudent to under-
value (or underpay) their efforts.

Furthermore, there is solid evidence that it
is more important to ensure incentive-loaded
compensation for top executives than for the
lower executive levels. For this reason, a method

'See Arch Patton, "Are Executives Paid Enough?"
Fortune, January 1953, p. 106; also, Edward C. Bursk,
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of separating levels of management is a helpful
tool in building a compensation program.

To compare the relative financial incentive
at various executive levels it is necessary to
"X-ray" the executive compensation pyramid. A
technique for doing this has been developed and
tested over several years:

This technique stems from our observation that
companies with 15,000 to 20,000 employees
normally require an executive force that approxi-
mates the highest paid i.o% of all employees,
with the top policy-making executives the highest
paid 0.1%.^ We formulated the theory that for all
sizable companies the same general ratio exists be-
tween total company payroll and a specific propor-
tion of the highest paid employees (the executives);
and further — taking a hint from Vilfredo
Pareto, an Italian socioeconomist of the nineteenth
century — that for a given company when the
combined salaries of successive layers of executive
hierarchy (expressed as percentages of total pay-
roll) are charted logarithmically, they tend to form
a straight line. That this theory "works" is con-
firmed by such figures as those charted in EXHIBIT
II and EXHIBIT HI which follow.

This pattern of executive compensation rela-
tionships makes it possihle to compare the. finan-
cial motivation provided executives in giant in-
dustrial organizations, such as U. S. Steel or

EXHIBIT II. PROPORTION OF PAYROLL GOING TO
EXECUTIVE LEVELS, 1 9 5 3
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General Motors, with the compensation of ex-
ecutives in companies a fraction of their size —
in each case comparing the percentage of total
dollar payroll going to given percentages of the
workforce up to i .o%.

EXHIBIT I I illustrates how this X-ray of the
compensation pyramid works in actual practice.

"Thinking Ahead: Lag in Executive Compensation," HBR
March-April 1952, p. 141.



88 Harvard Business Review

The dotted line shows the proportion of total
payroll of five representative eompanies in one
major industry paid to each executive echelon
(cumulatively, i.e., with each level including
those ahove it). The heavier lines show the same
relative data for two leading companies in the
industry.

What does this chart show us about these
two competitors? Both companies pay their ex-
ecutive group (the highest paid i.o%) less than
the average. Company A, however, pays its top
executive groups (o.oi% and o.i%) well above
the industry pattern, while Company B pays
these groups less than the average. On the other
hand. Company B pays its lower executive eche-
lons more than Company A does, although
somewhat less than the industry average. The
Batter slope of Company A's line shows that A's
management favors the top-level executives —
those who make the key decisions.

While these percentage differentials appear
small, they involve a lot of money. For example.
Company A pays its pohcy-level executives (20
of them in the top 0.01%) $150,000 above
the industry average and $250,000 more than
Company B pays this group. But the latter is
paying its lower executive group $900,000 more
than Company A.

This proportional compensation technique
for X-raying the compensation pyramid also
provides a valuahle check on financial motiva-
tional changes over the years. EXHIBIT HI shows
the changes in compensation between 1948 and
1953 for the same executive levels reported
above for Company A and Company B. It will
be noted that the proportion of the total payroll
going to the executive group was lower for Com-
pany B in 1953 than it was in 1948. Company
A increased the relative compensation of all ex-
ecutives during this period but particularly
among policy-level executives, whereas in Com-
pany B the relative compensation of policy-
making executives dropped sharply.

Further analysis shows that the proportion
of the total payroll going to executives with less
responsibility in Company A decreased from
1948 to 1953, while the lower echelon execu-
tives in Company B fared hetter than top man-
agement. Actually, Company A is deliberately
holding back compensation of lower echelon
executives. Instead, it is using promotion, an
incentive that offers increased prestige as well as
more money for those who do succeed, to moti-
vate this lower-level group of executives; and in

turn, in order to maintain adequate promotional
opportunities, it has pursued a strong expansion-
ist policy. And apparently this strategy of less
total executive compensation hut higher com-

III. PROPORTION OF PAYROLL GOING TO
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pensation at the top (where it really counts) has
paid off, for Company A has produced suhstan-
tially increased profits compared with the indus-
try as a whole and Company B in particular.

Individual Positions

While the proportional compensation tech-
nique does not pinpoint the compensation of
individual positions, it does provide a sound
dollar framework for setting executive compen-
sation. The hasic assumption is that individual
compensation roughly measures individual re-
sponsihility. No matter how a husiness is organ-
ized, there will be a strong tendency for the
same proportional divisions of the executive
group to include equal responsibilities, since
each will include the same proportional com-
pensation groupings.

The directors of one large company used the
following framework, developed by means of
the X-ray approach, as a check in determining
the compensation of individual top-executive
positions:

Executive
level

O.OI%

0.03
0.05

0.08
O.IO

Number of
executives

(cumulative)

3
9

15
24
30

Suggested
total com-
pensation

$ 550,000
1,000,000
1,380,000
1,590,000
1,725,000

Having determined a reasonahle compensa-
tion range for the president, these directors next



had the prohlem of setting realistic ranges for
the 29 subordinate positions noted in the ahove
table. In this partieular instance, the 0.01%
group was not difficult, for the No. 2 and No. 3
johs in most companies can be evaluated with
reasonahle accuracy. However, "filling in" the
27 positions in the second through the fifth
levels was another matter. Let me indicate what
was required hy saying that I have found that
the most practical approach to setting the com-
pensation of these lower positions includes these
three steps:

(1) The prerequisite is a study of the relative
importance of the leadership, planning, and deci-
sion responsibilities of each position. These must
be considered in terms of the way the company or-
ganization actually works, for responsibility is more
frequently not accepted by the executive to whom
it is allocated than is generally recognized.

(2) Next it is necessary to develop from the vari-
ous compensation surveys a percentage compensa-
tion relationship between specific functional posi-
tions and the presidency. Thus it is more im-
portant to know that the controllership function
in a given industry, for a certain size company,
averages 28% of the presidential compensation,
than that the compensation averages $30,000. In
general the probable margin of error is smaller
when this percentage technique is used.

(3) The final step is a careful integration of the
survey-born percentage relationships determined in
the second step and the position responsibilities
developed in the first. This "slotting-in" process
calls for a careful appraisal of responsibility ele-
ments in each job.

The principal ohjective of the above steps, of
course, is to develop a relative ranking of the
value of these positions to the company. In this
connection it is worth noting that the compen-
sation of executive positions is normally subject
to two different forces, company size and indus-
try practice; while the compensation of lower
echelon executives, such as district sales man-
agers and plant superintendents, is often more
importantly affected by the local demand for a
particular skill; and at the foreman level the
pattern for supervisory compensation is set by
the hourly wage of the laborer.

Responsible Executives. A study of respon-
sibility relationships requires a review of the
company's organization — as to whether opera-
tions are centralized or decentralized — with a
particular emphasis on the way the husiness ac-
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tually works. For the most part, executive posi-
tions must he evaluated hy qualitative standards.
However, the fully profit-responsible positions
— division general managers, for instance —
provide an opportunity for sound quantitative
measurement of job value.

In fact, the general manager of a reasonably
autonomous company division has many of the
responsibilities of a company president. Some-
times the only presidential responsibilities he
does not have are securing capital and managing
reserve funds. Thus in a decentralized com-
pany the presidential compensation range fre-
quently offers a realistic guide to the compensa-
tion of a division manager.

EXHIBIT IV provides an illustration of the
practical working of this technique by one com-

ExHiBiT IV. C O M P E N S A T I O N OF DIVISION MANA-

GERS AND TOP EXECUTIVE OFFICERS COMPARED
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pany. The solid line is the representative presi-
dential eompensation line (based on sales) as
determined in EXHIBIT I. The three dotted lines
show the representative compensation of the
second, third, and fourth highest paid execu-
tives in this industry. With the aid of this
graphic presentation of compensation data, the
company is in a position to find a reasonable
answer to its problem: What relationship should
the compensation of the general managers of
divisions X, Y, and Z bear to the representative
president's compensation?

Division X, with sales of $20 million, is located
on the West Coast. The general manager has run
the division successfully for many years and re-
ceives little administrative guidance from the main
o&CQ. However, his job is clearly not worth as
much as that of the president of an independent
company of the same size. He does not have to
deal with the directors, raise money on his own, or
stand entirely unaided when the going gets rough.
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The responsibilities of Division X's manager were,
therefore, considered to be slightly above those of
a No. 2 executive in a company the size of this
division.

Division Y, with sales of $60 million, presents
a different problem. The main plant is located in a
small town 30 miles from company headquarters.
The manager is highly regarded, but because of
his nearness to the main plant, top management
has felt his union negotiations should be handled
from headquarters. Furthermore, Division Y is a
heavy buyer of products manufactured by the
parent concern. Hence the labor-management
problem of this division is substantially smaller
than sales volume alone would indicate. However,
Division Y's business is somewhat more creatively
competitive than that of the parent. Balancing the
various factors, top management felt that the gen-
eral manager of Division Y was worth a salary that
fell between a No. 2 and a No. 3 job in a company
the size of this division.

Division Z, with $120 million in sales, is ex-
tremely important to over-all company profits, and
top management plays a major part in all big deci-
sions. The responsibility of the general manager is
limited in a number of ways. Since this division
is a headquarters plant, all union negotiations are
handled by top management. Accounting is also
a central function. Engineering — an important
element in other company divisions — and inven-
tory control are entirely in the hands of the United
States Navy. Although this is a big division, top
management felt that the general manager's job
was only a little above that of a plant manager.
Therefore, this job was ranked slightly below the
No. 4 position for a company of this size.

In this actual case example, top management
judged the general managership of three divisions
to be approximately equal in value, although the
sales responsibility was $20 million, $60 million,
and $120 million, respectively. But the job con-
tent of each managership was sufficiently difFerent
to make this a realistic evaluation.

Other Executives. Having determined the
relative value of the fully profit-responsible posi-
tions in a decentralized company, top manage-
ment has important hench marks for "slotting-
in" other positions. For example, studies have
indicated that in the same general industry the
relative compensation pattern in a divisional
organization is similar to that existing at the

top company level. This means that subordinate
divisional positions will normally be directly
related to the general manager's compensation,
and only secondarily to like functional positions
in other divisions.

The centralized company has a more difficult
problem since there will be fewer bench-mark
jobs with full profit responsibility. Often the
president is the only profit-responsible execu-
tive. In such instances, the analysis of the lead-
ership, planning, and decision responsibility
accepted by each executive assumes critical
importance.

Conclusion

Compensation is the only executive motiva-
tion that can be measured with any accuracy.
As a top-management tool for controlling the
incentive of the executive group, therefore, com-
pensation is in a class by itself. This has not
always been realized. However, a large segment
of industry has now begun to appreciate the
creative power in a soundly administered execu-
tive compensation program, and it seems reason-
able to expect that an ever-sharpening focus
will be drawn on the compensation of individual
executives.

Hence it is important that management un-
derstand the advantages of using compensation
surveys and also he fully aware of their many
limitations — not the least of which is a general
human weakness to place trust in figures pre-
sented in an organized form. It is so easy to
compare compensation in a given company with
survey data, and to forget that these averages
may miss the objectives of the particular com-
pany. There is nothing to force consideration
of the differences that are likely to exist.

What is needed is a thoughtful appraisal of
all elements — including surveys — which are
part of the compensation picture. There is no
one yardstick on which management can rely. I
hope the approach suggested here will encour-
age — rather than discourage — a careful con-
sideration of company objectives and the devel-
opment of a compensation philosophy in tune
with these objectives.






