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Q: ARE YOU GOING TO DEFINE PERFORMANCE?  ARE YOU SPEAKING OF BILLINGS OR HOURS BILLED?
Q: DO YOU HAVE ANY SAMPLES OF CRITERIA THAT COMPENSATION COMMITTEES ARE USING TO ALLOCATE PARTNER INCOME?

“Performance” is a word that is more art than science.  It varies from firm to firm.  But most firms would include the following on their short list of what constitutes “performance” by a partner (not in any particular order of importance):
1. Bringing in business

2. Managing a client base

3. Nurturing and mentoring staff

4. Firm management

5. Billable hours

6. Engagement management such as realization, age of WIP and A/R

7. Intangibles such as leadership, loyalty, teamwork, work ethic, etc.

8. Achieving formal, written goals

9. Fulfilling one’s role in the firm

10. Living and breathing the firm’s core values.

Q. HOW OFTEN DO YOU SEE HYBRID SYSTEMS—ONE THAT PAYS A FORMULA + ALLOCATION OF PROFITS BASED UPON OWNERSHIP? WHAT ARE PROS & CONS OF THIS TYPE OF SYSTEM?
It’s fairly common to see hybrid methods such as the one you describe.  I don’t like to see firms use ownership percentage for anything, especially for allocation of profits, which usually is a fairly significant number.  I have found ownership percentage (for each partner) to be a very poor indicator or what a partner contributes to the success and profitability of the firm.
Q: WHATEVER FORMULA YOU PICK, WHEN ARE YOU DOING THIS... AFTER YEAR END, AFTER BUSY SEASON?
Definitely before the year begins.  Partners need to know what the rules of the game are before they start playing.
Q: HOW ABOUT HAVING PENCIL -PAPER SUBMITTED BY ALL PARTNERS TO THE MP OR THE COMPENSATION COMMITTEE TO PROVIDE THEIR INPUT?
The best use of the paper and pencil system may not be the situation in which it is the primary way income is allocated.  Instead, its greatest value may be as a non-binding source of input for the compensation committee to use as it sees fit.
Q: WITHOUT GOING TO A PROFIT-CENTER SYSTEM BY PARTNER, THERE IS USUALLY WITHIN MOST FIRMS A TENDENCY TO LOOK AT THE PROFITABILTIY OF EACH DEPARTMENT (AUDIT V. TAX).  PLEASE COMMENT.
I am not a big fan of measuring profitability by department, especially when the departments measured are the two biggest departments in the firm, by far – A&A and tax.   These two services are significantly intertwined because both services are provided to virtually all of the firm’s clients and most firm personnel provide both A&A and tax services to each client they work on.  This is especially true for firms under $10M.  In order to produce department income statements, a myriad of decisions need to be made regarding splitting of revenue credit and the allocation of labor costs and overhead expenses between departments.  I have yet to see a firm be able to do this in a coherent manner that avoids arguments.   

Measuring profitability by department, and using this data as a source of data for partner income allocation, leads to lots of problems for the firm because it creates competition and arguments between the departments instead of getting them to work as a team.  Less than 5% of all firms I work with produce department income statements.
Q. DO YOU USE DIFFERENT METRICS FOR AUDIT VS TAX PARTNERS?  
Generally, not.  If an audit partner can bill out at a higher rate than the tax partner, bring in more business than the tax partner and have a higher realization than the tax partner, then their performance is differentiated and, thus, forms the basis for allocating income.  
Q: IF A COMPENSATION COMMITTEE IS BEING USED, HOW DOES COMMUNICATION FLOW TO THE INDIVIDUAL PARTNER?  DOES THE PARTNER MEET WITH THE COMMITTEE?
The short answer is yes, the partner meets with the committee.  There are 3 primary ways that the communication flows:
1. At the beginning of the year, the CC communicates to each partner what is expected of him/her, what they can do to increase their income and what will hold it back.

2. During the year, monitoring and progress meetings need to be convened.  

3. At the end of the year, when each partner receives his/her “final income number,” they should receive explanations from the CC about how the number was arrived at, what they did that boosted their pay and what held it back.
A recipe for failure of a compensation committee is to allocate the income with minimal or no communication.
Q: CAN YOU PLEASE COMMENT ON OPEN V. CLOSED COMPENSATION SYSTEMS?  CLOSED BEING WHERE THE PARTNERS DO NOT KNOW WHAT OTHER PARTNERS MAKE.
The “default” approach, so to speak, is an open system.  When it comes to compensation, partners are very competitive.  Plus, they feel that being a partner gives them the “right” to have access to all confidential data and be “involved” in big decisions.  However, there are several harmful things that come with an open system that are minimized by a closed system. For example:
1. In an open system, the committee members have a tendency to award more money to a “problem partner” in order to avoid a “war” with that partner, who would go ballistic if he/she received the proper allocation. A closed system gives the compensation committee the freedom to allocate income in the way that is fairest.
2. Partners often aren’t aware of all the issues that the committee addresses in allocating income to each partner.  As a result, a partner in an open system may become upset at seeing another partner receive more income than him/herself, mistakenly believing that he/she outperformed the higher-paid partner, when in fact the opposite is true.  
When you’ve been a partner for a long time and had an open system, it’s tough to give up the involvement and access to information.  But there must be good reasons why perhaps half of the firms over $20M in size have closed systems.
Q:  ARE YOU ADVOCATING THE CLOSED SYSTEM VS. OPEN?

Yes.  I have sat in on many compensation committee meetings and watched the committee members agonize over making a choice between two options: First, what the allocation should be, based on the overall performance of each partner; Second, what the allocation needs to be to avoid angry partners, hurt feelings, depression, etc.   


Andy Grove, former Chair of Intel, had this to say about compensation:  “If people are concerned about their absolute level of compensation, then they can be satisfied.  However, if their focus is on relative standing, then they can never be satisfied.”  If partners can get past the ego implications of an open system, they usually admit that the closed system is the best choice.  I agree.
Q: ARE YOU SAYING THAT YOU HAVE SEEN BETTER RESULTS IN A CLOSED SYSTEM VS. AN OPEN ONE?

No question about it.
Q. HOW DO YOU DEFINE "CLIENT BASE"?
A partner’s client base is the block of clients for which that partner is the primary “account manager.” One of the most destructive terms in the CPA firm dictionary is “book of business,” which is the same as “client base.”  Partners often think of their book of business as being “theirs,” not the firm’s.  This, of course, is totally contrary to the one-firm philosophy of managing a CPA firm like a real business.  
Q: IF YOU HAVE A COMPENSATION COMMITTEE, HOW DO YOU DETERMINE BUYOUT WHEN A PARTNER RETIRES?
For the most part, a compensation committee has little to do with determining a retiring partner’s buyout.  If a firm wanted the compensation committee to head this up, they certainly could.  But at most firms, the focus of the compensation committee is exclusive partner compensation.  The buyout is governed by the terms of the partner agreement and usually carried out by the managing partner.
Q: WHAT IF YOUNG PARTNERS ARE MAKING GOOD EFFORTS TOWARD BUSINESS DEVELOPMENT, BUT ACTUAL $$ REALIZED HAVE NOT YET MATERIALIZED?  REWARD BASED ON EFFORTS?
Absolutely!  If a firm is really serious about attaining growth, the more partners and staff engaged in practice development activities (efforts), the more success they will have getting more business.  Make no mistake about it: results are worth more than efforts.  But results usually don’t occur without first making the effort.  

Many years ago, the MP of a successful firm introduced me to the term “pledging.”  This is what he meant by it:  When he was a young staff person, he understood the importance of bringing in business both to the firm and for his own career.  So, he became as active as he could, contacting anyone and everyone who could possibly be a source of business, despite his natural aversion to selling.  He knew that he had to “wean” himself of this aversion to selling and that the only way to do this was to practice selling, over and over and over again.  This he called “pledging.”  And over a period of time, he became good at it because (a) he was more comfortable with it, (b) he developed his own “style” and (c) as he got older, he met with more and more decision-makers.  

One thing that was critical to this educational process was the support he had from his firm.  They understood that if the efforts are made, the results will come, sooner or later.  So, somewhere in your compensation system, partners need to get “credit” for the efforts they make to bring in business.
Q: WHAT DO YOU MEAN BY “RETURN OF CAPITAL”?  DEFINE “CAPITAL” PLEASE.
Capital is the net accrual basis book value of the firm.  Every firm has a method of determining the portion of the firm’s total capital that is “owned” by each partner.  Return on capital is one of three common tiers of income that comprise the firm’s total partner income.  It’s usually very small—5-10% of total partner compensation.  

The basis for paying this interest lies in the fact that every partner is both a shareholder and an operating officer in the firm.  Shareholders in business enterprises are often entitled to a return on their investment, like dividends.  The return on capital is designed to give an incentive to partners to initially buy into the firm and to keep their money invested in the firm.
Q: ANY DISTINCTION BETWEEN INCOME AND EQUITY PARTNERS?
CPA firms used the role of “income” or non-equity partner for several reasons, some of which are: (1) It’s a training ground toward becoming an equity partner; (2) Bestowing the title of “partner” on someone is a way to recognize the importance of a long time manager who is not a business-getter; and (3) It can be a “holding” area for people who satisfy all the criteria for partner except business-getting.  If they begin to bring in business, or the firm grows, or they have clients transferred to them, then income partners may be promoted to equity partners.  

The compensation of income partners is usually determined in the same manner as that of managers.  But the criteria for evaluating the performance of income partners can, and probably should, be identical to that of equity partners.
Q: WITHOUT BILLING BOOKS AND FORMUALS AS A STARTING POINT, HOW DO YOU GIVE NEW PARTNERS A FEELING FOR THEIR COMPENSATION AND TIE IT TO PERFORMANCE?
This is equally important to current partners as it is for new partners.  It’s one of the most puzzling issues for firms who move away from formulas to either a managing partner-decides or a compensation committee system.  After all, we are all accountants.  We’re comfortable with numbers and formulas.  They make sense to us.  We also know that the move away from the formula was done to improve the firm because the formula encouraged hoarding and failed to recognize intangibles.  The change to a subjective approach gives a firm the most flexibility possible in aligning the way it rewards its partners with achievement of the firm’s vision plan.  

The fear that I’ve seen many partners have is this: They can see themselves, as compensation committee members, spending two solid days diligently pouring through a mountain of data and then, when it’s time to put an income number next to each partner’s name, being unable to avoid reverting to a formula in some manner.  

My advice:  Trust me.  When you reach the final stage of allocating the income, it’s not that difficult.  The key, for young as well as older partners, is to make crystal clear (1) what constitutes good performance and (2) what is expected of the partner.  If this is done, it then becomes a relatively simple matter to compare actual performance to the expectations and allocate the income accordingly.
Q: WHAT METHODS ARE COMPENSATION COMMITTEES USING?
The compensation committee is, by itself, a method.  It means that the firm has selected a panel of fair-minded, credible partners to carefully study the performance of each partner and align the income allocation with the partners’ relative performance.

At some firms, the compensation committee’s main tasks are (1) to decide what system will be used by the firm to allocate partner income: formula, paper and pencil, MP-decides, compensation committee, pay-equal, etc., and (2) oversee the implementation of that system.
Q: I AM CURRENTLY STUDYING VARIOUS COMPENSATION SYSTEMS FOR OUR FIRM.  DO YOU HAVE ANY BOOKS, ETC. YOU CAN RECOMMEND?
It’s kind of interesting.  Partner compensation is easily one of the most sensitive areas of practice management and is either at the top of or on a short list of the most popular MAP conference topics.  Yet, throughout my 20+ years of consulting to CPA firms, I have never seen any book that is THE definitive book on partner compensation.  I personally have written several journal articles on partner compensation and would be happy to send them to you.  Email me at marc@rosenbergassoc.com.
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