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Discussion of Compensation Models

e Industry practices - compensation models in practice today

e Historical perspective (past, present and future)
e New methods of compensation being adopted
e Case histories

e Characteristics of compensation models

e Selecting the best compensation model - how?



Industry Practices - Compensation Models

Broadly fall under some form or another of

Commission or Fee



Most Prevalent Compensation Models
(in no particular order)

e Commission on Media Spending (and production markup)

e Commission on Total Marketing Budget Spend
e Commission on Client Sales

e Cost-Plus Fees

e labor Based Fixed Cost

® labor Based Variable Cost

e Fixed Fee

e Project or Hourly Fees

e Performance Based Bonuses

e Hybrids of all of the above



Historical Perspective

Past Present Future

Media Labor Based Value Based

Commissions Fees Model




Problems with Both Media Commissions and
Llabor Based Fees

Media Commissions
e Not media neutral

« Historical rates not sufficient relative to on-line media (i.e., more
labor intensive media buys relative to media $'s)

 Lesser correlation between media spending and agency performance

Labor Based Fees

« Agency incentives are misaligned - the more you staff an account,
the more you earn

« Complex and administratively burdensome/time consuming

* Focus in more on cost efficiency rather than communications effectiveness



Value Versus Labor Based Compensation

Labor Based Compensation

Value Based Compensation

Based On

Inputs
(hours)

Outputs
(results)

Focus

Agency
Efficiency

Communications
Effectiveness



So, What is the Best Compensation Model?

It

differs from client/agency to client/agency

and

depends on the relative needs and interests of

each client and agency

NO ONE RIGHT OR WRONG ANSWER



Case Histories



Case Histories — Advertiser #1

Compensation:

Flat commission on media only; no markup on production

Background:

Client wanted a simple and easily understood system which reflected “when we
do well, you do well . . . when we don't, you don’t”. The reason it works is that

when client doesn’t do well it responds by cutting media spending and spends
more when its doing well.
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Case Histories — Advertiser #2

Compensation:

Labor based variable fee with performance bonus (% of base fee based on a

number of quantitative and qualitative measures)

Background:

Client has a strong procurement orientation toward advertising services
compensation. Accordingly, their compensation model focuses more on the
cost of services provided (i.e., the inputs) rather than the outputs (i.e., results).
Enormous amounts of time are spent estimating and reconciling fees, however,
the client is able to demonstrate to its management that the fees it is paying
have been supported.
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Case Histories — Advertiser #3

Compensation:

Commission on net sales (individually by brand and region) with a
minimum guarantee plus a bonus potential (% of base fee based on

brand and agency appraisal measures).

Background:

Client was previously on a sliding scale media commission agreement
with the Agency but wanted to change to a commission on sales in order
to align the Agency’s objectives with theirs, support media neutral
growth oriented thinking and motivate the Agency to deliver
extraordinary results. Client also wanted to keep it simple, be fair and
motivating and maintain cost/revenue neutrality.
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Case Histories — Advertiser #4

Compensation:

Labor based fixed fee for account management, brand strategy and creative (no
reconciliation) plus project fees for production. In addition, Agency is eligible for

a performance bonus (% of base fee based on brand measures and sales).

Background:

Client wanted a compensation system where they paid only for what they needed
while allowing the Agency to assign dedicated staff who will always be thinking
about their business. Accordingly, the fees for our production staff are not
charged as part of the agency base fee but are added to production estimates

and become part of the client’s production budgets.
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Case Histories — Advertiser #5

Compensation:

Labor based fixed fee (no reconciliation) with performance bonus (% of base fee

based on brand measures)

Background:

Client’s predecessor agency was compensated on a media commission basis,
however, Client felt that agency compensation should not fluctuate with media

spending and wanted agency compensation to be fixed.
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Selecting the Best Compensation Model - How?

By
defining the valued/desired characteristics of each compensation model
and

ranking their importance,

the decision can be more well informed and suitable to both parties needs
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Characteristics of Compensation Models

e Simplicity

e Administration

e Fairness

e Alignment

e Flexibility

* longevity

e Comparability

e Cost Effectiveness
e Value Focused

e Forecastable
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Tool For Selecting Best Model for Client &
Agency

The Grossman Grid (adopted by the AAAA’s)

« Weights importance of characteristics and degree to
which a compensation model fulfills such characteristic

* Means of focusing on pros/cons of each model to
prioritize balanced needs of both parties in selecting
the best compensation model
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Major Compensation Options Analysis

The Grossman Grid

characteristic SIMPLICITY ADMINISTRATION FAIRNESS ALIGNMENT FLEXIBILITY LONGEVITY COMPARABILITY COST EFFECTIVE VALUE FOCUSED FORECASTABLE
weighting 2 2 3 3 1 1 2 3 3 2
Adaptable / Flexible Capable of Allows Client and Predictability /
Simple & Fair to Aligns Enough to Standing Cost Efficiency Agency to be Focused on Ease of
Easy to Easily both Client Interests & Accommodate the Test Easily and Value of Outuputs, Not Budgeting and Weighted
Understand Administered and Agency Priorities Changes of Time Cost Just Price of Services Forecasting Score
Commissions on
Media Spending and 4 1 1 2 1 3 2 4 53
Production Markup (simple formula; (easy to calculate; (ignores non-traditional (not media (compensation adjusts (applicable only (commission rates (no incentive for (up to agency to (risk associated with
information easier to apply to media; higher risk of neutral) automatically with to mainstream easily comparable agency to manage its costs) unanticipated increases
readily global accounts) agency being overpaid change in media spend advertising) but difficult to compare negotiate best or decreases in
available) or underpaid) but not reflective of unless similar pricing on media spending can result in
work performed) scope of work) and production) significant swings)
Commission on 4 4 2 4 3 3 2 3 4 3 71
Client Sales (simple formula; (easy to calculate (may be factors beyond (both agency and client (compensation adjusts (rates should not (comparability (maximizing client budgets (up to agency to (consistent with client's
(Units or $'s) information once rates agency's control that are tied to the same with fluctuation in sales have to be adjusted limited to support increased sales manage its costs) ability and history
readily established) either postiviely or measure of performance; but may not entirely on an annual basis) competitive set) which is in agency’s and budgeting and forecasting
available) negatively impact sales) media neutral) correlate to work) client's interests) sales)
Cost-Plus Fee 1 1 4 3 4 3 2 1 1 2 46
(extremely complex due to (extremely time (agency compensated (media neutral) (adjusts with scope of (each year, should only (since agencies vary in (no incentive for (heavy focus on (fees could vary
number of variables, consuming for every hour worked) work; applies to all need to update scope of | how efficiently they work, agency to be agency costs) siginficantly up or down
etc.; agency services; fee work and staffing, not results of compensation cost efficient or based on actual time/
example--govt contracts) and recordkeeping) adjusted plus or minus the structure of can vary significantly -- cost effective since costs)
based on actuals) compensation) e.g., Nissan vs. Toyota actuals are paid
agency staffing) regardless of cost)
Labor Based Fee 2 2 3 4 64
Fixed Cost (complex due to (time consuming (agency may or may not (media neutral) (adjusts with scope of (each year, should only (requires intimate (scope of work, staffing (partial focus up front (compensation
number of variables, ie itori be for work provided such need to update scope of knowledge of and costs are on agency costs but does not change
definitions, etc.) and recordkeeping) every hour worked; flexibility is built into work and staffing, not details of scope of reviewed as part of then up to agency except for significant
lower risk of being contract; applies to all the structure of work in order to do compensation to manage its costs) changes on business)
over- or under-paid) agency services) compensation) valid
Labor Based Fee 2 2 3 3 3 2 3 59
Variable Cost (complex due to (time consuming (agency may or may not (media neutral) (adjusts with scope of (each year, should only (requires intimate (scope of work, staffing (focused largely (compensation can
(Mac Methodology) number of variables, i itorir be c for work, provided such need to update scope of knowledge of and costs are on agency costs) vary within a
definitions, etc.) and recordkeeping) every hour worked; flexibility is built into work and staffing, not details of scope of reviewed as part of certain range)
lower risk of being contract; applies to all the structure of work in order to do compensation
over- or under-paid) agency services) compensation) valid ¢ i i
Fixed Fee 3 3 3 2 3 3 4 4 67
(arrival at fee may (arrival at fee may (agency may or may not (media neutral) (adjusts with significant (not rigidly structured) (requires intimate (scope of work and staffing (up to agency to (compensation
or may not be simple or may not be simple be compensated for changes in scope of work, knowledge of are generally reviewd as manage its costs) does not change
but once agreed to its but once agreed to every hour worked; provided such flexibility is details of scope of part of compensation except for significant
easily understood) requires little lower risk of being built into contract; applies work in order to do negotiations with possible changes on business)
additional work) over- or under-paid) to all agency services) valid comparisons) reference to costs)
Project or Hourly 3 3 4 2 4 2 3 2 4 2 64
Fees (generally based on (easy to administer (agency compensated (more suited for (compensation (short-term focused (hourly rates are (for hourly fees, no (up to agency to (fees could vary
agreed upon rate sheet provided agency for every hour worked) integrated services or adjusts with rather than long-term easily comparable incentive for agency to be manage its costs) siginficantly up or down
and/or estimated hours maintains accurate niche approach) changes in actual relationship and with project fees cost efficient or effective; based on actual time/
and negotiated rates) and timely work performed) brand building; less s0) less so for project fees) costs)
timesheet information) more difficult to staff
and ensure continuity)
Performance Based 2 1 70

Bonuses

(formulas and weighting
of criteria can add level
of complexity)

(time consuming
and may require
use of quantitative
advertising measures)

(agency compensated
based upon
mutually agreed upon
performance criteria)

(performance criteria
mutually agreed upon)
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(adjusts purely based
upon agency and
client performance)

(provided performance
critieria is evaluated
annually for relevance,
performance bonuses are
expected to continue)

(criteria varies so
significantly from
client to client,
comparability is
limited)

(links compensation
to performance;

management of client
budgets often a

performance criteria)

(focused on outputs
of performance
rather than
inputs/costs)

(fees could vary
siginficantly up or down
based on performance
of agency or client)

Rating System -- Degree fulfilled

[FENEREN

= not fulfilled

= largely (more than 67%) fulfilled
= mostly (33% to 66%) fulfilled
= partially or somewhat (1% to 32%) fulfilled

Weighting/Importanc
most important
next most important
= least important
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