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Preface

The measure of a company’s success is as much a function of the way it manages its employ-
ees as it is a function of its structures and financial resources. Compensating employees 
 represents a critical human resource management practice: Without strategic compensation 
systems, companies cannot attract and retain the best-qualified employees. Spending more 
than is necessary to attract and retain top talent adds costs unnecessarily to companies in 
search of competitive advantage.

The purpose of this book is to provide knowledge of the art and science of compensation 
practice and its role in promoting companies’ competitive advantage. Students will be best pre-
pared to assume the roles of competent compensation professionals if they possess a grounded 
understanding of compensation practices and the environments in which business professionals 
plan, implement, and evaluate compensation systems. Thus, we examine the context of compen-
sation practice, the criteria used to compensate employees, compensation system design issues, 
employee benefits, challenges of compensating key strategic employee groups, pay and benefits 
around the world, and challenges facing compensation professionals.

New to the Ninth Edition

1. Crunch the Numbers! are data driven exercises written to provide students with an 
 opportunity to analyze data about one or more compensation issue contained within  
the respective chapters. One of the key skills a successful compensation professional 
should have is quantitative analysis for making informed compensation decisions.  
There are two exercises per chapter, which are assignable. The first exercise is contained  
at the end of each chapter and in MyManagementLab. An additional exercise appears  
in MyManagementLab only. Answers are found in the Instructors Manual and in the 
instructor’s section of MyManagementLab.

2. Dozens of new company examples, including Apple Computer, Boeing, Uber, and Wyeth 
Pharmaceuticals, appear throughout the book, bringing discussions of compensation prac-
tices to life.

3. The ninth edition includes 39 additional concepts and practices to maintain the book’s 
position on leading edge knowledge and practice. Some of these concepts and practices 
include definitive proxy statements, point factor leveling, and the newly approved CEO 
pay-ratio rule. More than 150 new endnotes document the substantially updated material. 
For example, Chapter 15 includes a discussion of a  possible increase to the federal mini-
mum wage rate and its potential impact on a  company’s practice.

4. Each chapter contains a feature titled Watch It which highlights a short video of a 
 company’s experience with particular elements of compensation or HR-related issues, 
and it is integrated within the chapter material. The video and accompanying questions 
are available in MyManagementLab.

5. The ninth edition has 15 chapters, which is one fewer than in the eighth edition. 
Specifically, Chapter 10 in the eighth edition on retirement plans and health care plans has 
been revised and streamlined, and the material redistributed to Chapter 9 (Discretionary 
Benefits) and Chapter 10 (Legally Required Benefits). In the ninth edition, employer-spon-
sored retirement plans appear in Chapter 9 and employer-sponsored health care appears 
in Chapter 10, to properly represent this practice as a legally required benefit under the 
Patient Protection and Affordable Care Act of 2010.

6. An expanded chapter summary is organized by learning objectives.
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MyManagementLab Suggested Activities
For the ninth edition, the author is excited that Pearson’s MyManagementLab has been integrated 
fully into the text. These new features are outlined below. Making assessment activities available 
online for students to complete before coming to class will allow you the professor more discussion 
time during the class to review areas that students are having difficulty in comprehending.

Chapter Warm-Up
Students can be assigned the Chapter Warm-Up before coming to class. Assigning these questions 
ahead of time will ensure that students are coming to class prepared.

Watch It
This feature recommends a video clip that can be assigned to students for outside classroom view-
ing or that can be watched in the classroom. The video corresponds to the chapter material and is 
accompanied by multiple choice questions that re-enforce student’s comprehension of the chapter 
content.

Crunch The Numbers
There are two data-driven exercises per chapter, one in the book and both in MyManagementLab. 
Answers are found in the Instructors Manual and in MyManagementLab.

Assisted-Graded Writing Questions
These are short essay questions that the students can complete as an assignment and submit to you, 
the professor, for grading.

About This Book
This book contains 15 chapters, lending itself well to courses offered as 8-week modules, 10-week 
quarters or, 15-week semesters. The chapters are organized in six parts and an epilogue (contained 
in Chapter 15):

•◼ Part I: Setting the Stage for Strategic Compensation
•◼ Part II: Bases for Pay
•◼ Part III: Designing Compensation Systems
•◼ Part IV: Employee Benefits
•◼ Part V: Contemporary Strategic Compensation Challenges
•◼ Part VI: Compensation Issues Around the World
•◼ Epilogue: Challenges Facing Compensation Professionals

Course instructors on an 8-week module schedule or a 10-week schedule might consider spend-
ing about two weeks on each part. Instructors on a 15-week schedule might consider spending about 
one week on each chapter. 

A practical approach to teaching compensation will focus on the considerations and prac-
tices common in the field of compensation. This textbook is well suited to a variety of students, 
including undergraduate and master’s degree students. In addition, this text was prepared for use 
by all business students, regardless of their majors. Both human resource management majors 
and other majors (e.g., accounting, finance, general management, international management, 
marketing, and organizational behavior) will benefit equally well from Strategic Compensation. 
After all, virtually every manager, regardless of functional area, will be involved in making com-
pensation decisions. Both practitioners beginning work in compensation and current profession-
als will find Strategic Compensation a useful reference. Among the features, Compensation in 
Action will clarify the connections between compensation and other functions.
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Available Teaching and Learning Aids
The teaching and learning accessories are designed to promote a positive experience for both 
instructors and students.

A feature titled Compensation in Action appears at the end of every chapter in the text. 
This feature provides clear operational points to illustrate how line managers, employees, and 
compensation professionals interact to put compensation concepts into practice. The feature was 
prepared by Mr. Gentz Franz, Director of Development at the University of Illinois.

Short end-of-chapter cases have been included in the text. These cases were written by 
Professor Lori Long of Baldwin-Wallace College about real-world compensation issues, with 
questions to facilitate class discussion or to be used as homework assignments. The new Crunch 
the Numbers! feature, as described previously, appears in each chapter following the case as well 
as in MyManagementLab as assignable exercises. This feature provides students with an oppor-
tunity to provide a quantitative analysis of data pertinent to compensation practice.

Building Strategic Compensation Systems Project
This accompanying experiental case available online in MyManagementLab will allow students 
to work in small compensation consulting teams charged with the responsibility for developing a 
compensation plan for a company named e-sonic. The project is divided into four sections. The first 
section, Strategic Analysis, is described fully in the casebook for faculty and students who choose 
to complete this optional analysis of the business environment prior to the remaining three sections 
that directly address compensation system design, and it relates to Chapter 1 of the textbook.

Section 1: Chapter 6

Section 2: Chapter 7

Section 3: Chapters 2 through 5, 8 through 9

The development of a strategic analysis provides context for all decisions made regarding 
students’ compensation systems throughout the project. The strategic analysis reveals firm- specific 
challenges, objectives, and initiatives that allow students to align the goals of a compensation 
 system effectively with that of their company strategy.

Section 1 introduces students to the specification of internally consistent job structures. 
Through writing job descriptions, the development of job structures, and both the development 
and implementation of a point job evaluation method to quantify job differences objectively, 
 students build the framework for internal equity.

Section 2 shifts students’ focus outside of their firm to understand its relationship with the 
external marketplace. Students will use market survey data to compare pay rates of positions inside 
the firm with those in the marketplace to establish the foundations of market-competitive pay. The 
analysis of market data also leads students to the determination of appropriate pay-policy mixes 
for each of their job structures. In this section, students are asked to use CompAnalysis software 
developed by Howard Weiss at Temple University, which is also available on MyManagementLab. 
The software is enabled to work in Apple and PC products.

Finally, in Section 3, students will recognize the contributions of employees through the 
creation of a merit-pay system and put their plan into action by paying employees within their 
firm. Hypothetical pay discrepancies are introduced to each student group for resolution within 
the parameters of their designed compensation system. They are tasked with many of the difficult 
decisions that compensation professionals face on a daily basis.

The Strategic Analysis section and Sections 1 through 3 may each be completed in two to 
three weeks, which fits well with semester-long courses. Instructors whose courses include a 
variety of additional activities or span only 7 to 10 weeks may have students complete only three 
of the four sections in either configuration (Strategic Analysis and Sections 1 and 2 or Sections 1 
through 3). The instructor may have student groups prepare written reports or oral presentations 
to the class. Report outlines are included in the casebook.
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Instructor Resources
At the Instructor Resource Center, www.pearsonhighered.com/irc, instructors can easily register to 
gain access to a variety of instructor resources available with this text in downloadable format. If 
assistance is needed, our dedicated technical support team is ready to help with the media supple-
ments that accompany this text. Visit http://247.pearsoned.com for answers to frequently asked 
questions and toll-free user support phone numbers.

The following supplements are available with this text:

•◼ Instructor’s Resource Manual
•◼ Test Bank
•◼ TestGen® Computerized Test Bank
•◼ PowerPoint Presentation

Acknowledgments
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I Setting the Stage for 
Strategic compenSation

chapter 1 StrategIc compenSatIon

chapter 2 contextual InfluenceS on compenSatIon practIce

MyManagementLab®

 You can access the CompAnalysis Software to complete the online Building Strategic 
Compensation Systems Project by logging into www.mymanagementlab.com.

http://www.mymanagementlab.com
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 chapter Warm-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning objectives

When you finish studying this chapter, you should be able to:
1-1. Define strategic compensation.
1-2. Summarize the role of compensation as a strategic business partner.
1-3. Explain strategic compensation decisions.
1-4. Identify and discuss the building blocks and structural elements of strategic 

compensation systems.
1-5. Describe the fit of the compensation function in organizations.
1-6. Identify the stakeholders of the compensation function and summarize their 

stakes in the work compensation professionals perform.

Strategic compensation
a component of Human resource Systems

1

Through the early twentieth century, manpower planning was the predecessor to contemporary 
human resource (HR) management. Manpower planning focused on the effective deployment 
of employees in factories to achieve the highest manufacturing output per employee per unit of 
time. That is, management sought to increase productivity (such as the number of handmade 
garments per hour) while also maintaining or lowering employee compensation costs. All else 
equal, higher employee productivity while maintaining or lowering employee compensation 
costs contributed to higher profitability for the firm.

Through the decades, mounting government regulation involving payroll taxes and laws 
centered on ensuring a minimum wage, prevailing wage, equal pay for equal work, and equal 
employment opportunity later gave rise to the personnel management function, of which com-
pensation was a component. Legal compliance necessitated that personnel management take on 
the role of an administrative, support function to maintain compliance with the myriad details 
of employment laws (e.g., determining prevailing wages in localities). Personnel management 
departments also engaged in transactions (e.g., payroll administration) with an eye toward ad-
ministrative efficiency. Administrative efficiency is essential because it can indirectly contribute 
to company success through cost control.

Since the early 1980s, there has been growing widespread recognition that managing em-
ployees or human resources can contribute more directly to competitive advantage. Competitive 
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advantage describes a company’s success when the company acquires or develops capabilities 
that facilitate outperforming the competition. For example, Walmart is a successful retailer, in 
part, because its sheer size enables it to negotiate lower prices with suppliers (e.g., of clothing) 
than smaller retailers. In turn, Walmart is able to sell products at a price advantage relative to 
most competitors. Other resources may include the employment of highly skilled employees 
who can operate and troubleshoot problems with sophisticated robotic equipment, which can 
increase the pace of production while also maintaining quality.

Designing HR practices with competitive advantage in mind casts HR as a strategic func-
tion rather than as one that focuses exclusively on conducting transactions. In a strategic role, 
HR professionals proactively put forth forward-looking principles and ideas, and they play an 
important role in contributing to successful business outcomes by attracting, motivating, and 
retaining highly qualified employees.

Defining Strategic compenSation
“What is strategic compensation? Answering this question requires that we first answer the 
question, “What is compensation?”

What is compensation?
Compensation represents both the intrinsic and extrinsic rewards employees receive for per-
forming their jobs and for their membership as employees. Together, both intrinsic and extrinsic 
compensation describe a company’s total compensation system, which we will look at more 
closely in this chapter, and, in even greater detail throughout the remainder of this textbook.

Intrinsic compensation reflects employees’ psychological mind-sets that result from 
performing their jobs, for example, experiencing a great feeling from the belief that one’s 
work matters in the lives of others. Perhaps it is easy to imagine that many health care provid-
ers feel this way. Extrinsic compensation includes both monetary and nonmonetary rewards. 
Organizational development professionals promote intrinsic compensation through effective job 
design. Compensation professionals are responsible for extrinsic compensation, which is the 
focus of this textbook.

Compensation professionals establish monetary compensation programs to reward employ-
ees according to their job seniority, performance levels, or for learning job-related knowledge or 
skills. Some describe this exchange as a pay-effort bargain. As we will discuss shortly, monetary 
compensation represents core compensation. Nonmonetary rewards include protection programs 
(e.g., medical insurance), paid time off (e.g., vacations), and services (e.g., day care assistance). 
Most compensation professionals refer to nonmonetary rewards as employee benefits. Employees 
receive some or all of these offerings as part of an employment arrangement. Rarely do employ-
ers base employee benefits on job performance. Employee benefits are becoming an increasingly 
important element of compensation packages. Since the so-called Great Recession (2007–2009) 
ended, fewer companies have offered pay increases and, those that do, are offering lower amounts 
(from roughly an average 3.8 percent increase to less than 2 percent).1

Both monetary and nonmonetary compensation represents costs to companies. In the case 
of core compensation, employers pay an hourly wage or salary. In the case of employee benefits, 
employers pay some or all of the cost for employees to have health insurance coverage rather 
than providing dedicated monetary payments, apart from wage or salary, to pay for health care.

What is Strategic compensation?
Defining strategic compensation requires that we place the relevance and importance of 
compensation practices in a broader context where compensation practices are linked to com-
petitive business strategy, as shown in Figure 1-1. Competitive business strategy refers to the 

1-1 Define strategic 
compensation.
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planned use of company resources—financial capital, equipment capital, and human capital—
to promote and sustain competitive advantage. The time horizon for strategic decisions may 
span multiple years. For example, Exxon Mobil Corporation, a company in the oil and gas 
exploration industry, strives to be the world’s premier petroleum and petrochemical company 
by achieving superior financial and operating results while simultaneously adhering to high 
ethical standards.2 Eli Lilly and Company, a manufacturer of pharmaceutical products, pursues 
a competitive strategy, which focuses on creating innovative medicines that improve patient 
health outcomes.3

Human resource executives collaborate with company executives to develop human resource 
strategies. Human resource strategies specify the use of multiple HR practices to reinforce com-
petitive business strategy. These statements are consistent with a company’s competitive strategy. 
For example, Eli Lilly is well known for the innovative environment that it creates for employees 
to make discoveries for pharmaceutical products that will enhance the life of people throughout 
the world.4

Within the context of competitive business strategy and human resource strategy, compensa-
tion professionals practice strategic compensation. Strategic compensation refers to the design 
and implementation of compensation systems to reinforce the objectives of both HR strategies 
and competitive business strategies. Compensation and benefits executives work with the lead 
HR executive and the company’s chief financial officer (CFO) to prepare total compensation 
strategies. At Lilly, it is evident that the use of compensation and benefits practices supports 
both human resource strategies and competitive strategies. Eli Lilly is well known for offering 
a balanced compensation and benefits program which recognizes employee contributions and 
embraces employees through recognition of their needs outside the workplace.5

figUre 1-1 Relationship between Strategic Decisions  
and Compensation Practices



� Chapter�1� •� StrategiC�CompenSation� � � � 5

compenSation aS a Strategic BUSineSS 
partner
As noted earlier, personnel administration was transformed from a purely administrative 
function, engaged in transactions such as payroll processing, to a competitive resource 
in many companies emerging during the 1980s. Technological advances (e.g., the use of 
robotics in manufacturing) and global competition (e.g., increased imports of Japanese au-
tomobiles) contributed greatly to the need for a strategic approach. As a strategic business 
partner, HR and compensation professionals today need to think like the chief executive 
officer (CEO) to become a strategic partner in achieving organizational plans and results.6 
Essentially, they must know more than just HR work.7 For example, GE’s Human Resources 
Leadership Program (HRLP)8 is an exemplar of these ideas. The HRLP provides partici-
pants with opportunities to learn HR competencies, global leadership skills, and business 
acumen through formal training and rotational assignments in areas such as compensation, 
staffing, and employment relations. Participants also receive exposure to GE executives and 
HR leaders to put their work in the context of strategic issues facing the company. In doing 
so, they understand the production and service sides of the business and help to determine 
the strategic capabilities of the company’s workforce, both today and in the future. For ex-
ample, increasing sales and building brand loyalty are important goals of soft drink compa-
nies such as Coca Cola and PepsiCo. Increasing sales requires hiring highly dedicated and 
motivated sales employees whose success is rewarded through innovative sales incentive 
arrangements.

Compensation professionals can give the CEO and CFO a powerful understanding of the 
role that employees play in the organization and the way it combines with business processes 
to expand or shrink shareholder value. Compensation professionals are integrating the goals 
of compensation with the goals of the organization and focusing on expanding its strategic and 
high-level corporate participation with an emphasis on adding value.

Perhaps a useful way to better understand how HR functions serve as a strategic business 
partner is to think about the role of capital for value creation. Capital refers to the factors that 
enable companies to generate income, higher company stock prices, economic value, strong 
positive brand identity, and reputation. There is a variety of capital that companies use to create 
value, including financial capital (cash) and capital equipment (state-of-the-art robotics used in 
manufacturing). Employees represent a specific type of capital called human capital. Human 
capital, as defined by economists, refers to sets of collective skills, knowledge, and abilities that 
employees can apply to create value for their employers. Companies purchase the use of human 
capital by paying employees an hourly wage or salary and providing benefits such as paid vaca-
tion and health insurance.

Compensation professionals can help leverage the value of human capital in a variety of 
ways. For example, well-designed merit pay programs reinforce excellent performance by 
awarding pay raises commensurate with performance attainments. The use of incentive pay 
practices is instrumental in changing the prevalent entitlement mentality U.S. workers have 
toward pay and in containing compensation costs by awarding one-time increases to base pay 
once work objectives have been attained. Pay-for-knowledge and skill-based pay programs 
are key to giving employees the necessary knowledge and skills to use new workplace tech-
nology effectively. Management can use discretionary benefit offerings to promote particular 
employee behaviors that have strategic value. For example, employees who take advantage 
of tuition reimbursement programs gain knowledge and skills that directly add value to the 
work they do. In line with these ideas, Bosch offers a unique program to individuals who are 
pursuing PhD degrees at well-respected universities.9 The company hires doctoral candidates 
on a limited-term basis while these students undertake dissertation work under the auspices of 
Bosch scientists who are working on pressing company matters of scientific importance. This 

1-2 Summarize the 
role of compensation 
as a strategic business 
partner.



6    part�i� •� Setting�the�Stage�for�StrategiC�CompenSation

arrangement is a win–win situation because students have direct access to research facilities 
and Bosch benefits from individuals who are gaining state-of-the-art knowledge and skills in 
their doctoral programs.

Strategic compenSation DeciSionS
Compensation professionals provide a strategic contribution to the company when they can answer 
yes to the following three questions:

•	 Does compensation strategy fit well with the objectives of competitive business and HR 
strategies?

•	 Does the choice and design of compensation practices fit well to support compensation 
strategy?

•	 Does the implementation of compensation practices effectively direct employee behavior 
to enhance job performance that supports the choice of compensation practices?

Companies base strategy formulation on environmental scanning activities. Discerning threats 
and opportunities is the main focus of environmental scanning. A threat suggests a negative situa-
tion in which loss is likely and over which an individual has relatively little control. An opportunity 
implies a positive situation in which gain is likely and over which an individual has a fair amount 
of control.10

For instance, many oil and gas extraction companies in the United States are facing threats to 
market share and profitability as the supply of oil worldwide is increasing more quickly than the 
demand for it. Saudi Arabia, which is one of the top oil producing countries in the world, continues 
to pump crude oil, contributing to a glut. Historically, Saudi Arabia limited oil production, which 
led to lower supply relative to demand, leading to higher prices. The Saudis have departed from 
business as usual as a rivalry with U.S. energy companies has grown.11 Extraction and refining 
processes in the United States are more costly than in most other countries, including Saudi Arabia, 
which threatens the competitive advantage of the U.S.-based companies extracting and oil refining 
activities in the United States.

Government regulation provides U.S. pharmaceutical companies with the opportunity to 
recoup research and development costs as well as generate profits from the sale of products for 
which they have U.S. patent protection. For a limited period of a few to several years, the U.S. 
government grants these companies exclusivity. That is, no other company may manufacture or 
sell the product during this period. Without exclusivity provisions, pharmaceutical companies 
such as Wyeth Pharmaceuticals would be placed at a competitive disadvantage because other 
companies would manufacture and distribute a therapeutically equivalent product at a lower cost. 
For example, Wyeth Pharmaceuticals developed Protonix, a product which treats gastro esopha-
geal reflux disease. The company enjoyed exclusivity protection for several years until 2011. The 
expiration of an exclusivity clause poses a threat for, in this case, Wyeth Pharmaceuticals; yet, an 
opportunity for more pharmaceutical companies to compete for market share. For example, Teva 
Pharmaceuticals has been selling pantoprazole, a therapeutically generic version of Protonix, at a 
lower price. These so-called generic alternatives are less expensive because companies that manu-
facture and distribute them do not have research and development costs to recoup. Many health 
insurance companies refuse to provide coverage for brand name products where less expensive 
generic alternatives are available.

McDonald’s, a fast food restaurant chain, is facing at least three noteworthy threats to its 
future success.12 First, shifting consumer preferences, particularly among the younger generation 
in the United States, for healthy food options in a relaxed, casual environment is contributing to 
McDonald’s falling out of favor. While changing preferences are threatening McDonald’s future 
success, restaurant chains like Panera Bread Company are catering to changing preferences. 

1-3 Explain strategic 
compensation 
decisions.
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Second, McDonald’s less customizable menu that has a plethora of choices appears to have 
led to increasing wait times, which is contributing to declining patronage. Third, political ten-
sions between the U.S. and Moscow over the conflict in the Ukraine have led to closing many 
McDonald’s restaurants in those and other foreign countries.13

competitive Business Strategy choices
Companies use a variety of terms to describe competitive business strategy choices. These 
choices fundamentally focus on attaining competitive advantage either by achieving lowest 
cost or product (service) differentiation. In reality, most companies pursue strategies that con-
tain elements of both.

LoweSt-CoSt StRategy The cost leadership or lowest-cost strategy focuses on gaining 
competitive advantage by being the lowest-cost producer of a product or service within the 
marketplace, while selling the product or service at a price advantage relative to the industry 
average. Lowest-cost strategies require aggressive construction of efficient-scale facilities and 
vigorous pursuit of cost minimization in areas such as operations, marketing, and HR.

Ryanair, a low-cost commercial airline based in Ireland, is an excellent illustration of an 
organization that pursues a lowest-cost strategy because its management successfully reduced 
operations costs. At least four noteworthy decisions have contributed to Ryanair’s goals. First, 
Ryanair’s training and aircraft maintenance costs are lower than similar competitors’ costs 
because the airline uses only Boeing 737 aircraft. Ryanair enjoys substantial cost savings be-
cause it does not need to buy different curricula for training flight attendants, mechanics, and 
pilots to learn about procedures specific to different aircraft makes (e.g., Boeing) and models 
(e.g., Boeing 747). Second, newer aircraft sport spartan seats that do not recline, have seat-back 
pockets, or have life jackets stowed under the seat (life jackets are stowed elsewhere on Ryanair 
planes). Not only does such seating cost less, but it also allows service personnel to clean aircraft 
more quickly, saving on labor costs. Third, Ryanair airplanes have one toilet to make room for 
additional passenger seats. Fourth, Ryanair passengers are required to carry their luggage to the 
plane, reducing the costs of baggage handling.

DiffeRentiation StRategy Companies adopt differentiation strategies to develop products 
or services that are unique from those of their competitors. Differentiation strategy can take 
many forms, including design or brand image, technology, features, customer service, and price. 
Differentiation strategies lead to competitive advantage through building brand loyalty among 
devoted consumers. Brand-loyal consumers are probably less sensitive to price increases, which 
enables companies to invest in research and development initiatives to further differentiate 
themselves from competing companies.

Apple Computer relies on a differentiation strategy to increase market demand and loy-
alty. Apple’s products are successful, in large part, because they have always been designed to 
be on the leading edge compared to the competition. Even in the face of strong competition, 
Apple continually excels in creating demand for its products such as iPhones, iPads, and iPods, 
enabling them control over pricing through product differentiation, innovative advertising, and 
creative publicity prior to unveiling products.

The following Watch It! video illustrates the basics of competitive business strategy. These 
concepts, which we’ve described previously, are illustrated by comparing the strategies of two 
computer manufacturers, ACER and Hewlett-Packard.

Watch it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to�complete�the�video�exercise�titled�acer�vs.�hp:�Can�acer�Surpass�hp?
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compensation Decisions that Support the firm’s Strategy
Compensation professionals support strategic initiatives through the design and implementa-
tion of compensation systems. Two broad elements are the basis for compensation profes-
sionals’ work. These include basic building blocks and structural design elements, which 
we will indtroduce later in this chapter. For example, compensation professionals make 
decisions about whether to use (and how to design) pay-for-performance practices, whether 
setting pay levels that exceed typical  market pay rates, and whether to create a pay mix that 
emphasizes long-term over short-term incentives. The totality of choices should fit well with 
cost or differentiation objectives and with an eye toward rewarding behaviors that support 
these objectives.

employee roles associated with competitive Strategies
Common wisdom and experience tell us that HR professionals must decide which employee 
roles are instrumental to the attainment of competitive strategies. Knowledge of these required 
roles should enable HR professionals to implement HR practices that encourage enactment of 
these roles. Of course, compensation professionals are responsible for designing and implement-
ing compensation practices that elicit strategy-consistent employee roles.

For the lowest-cost strategy, the imperative is to reduce output costs per employee. The 
desired employee roles for attaining a lowest-cost strategy include repetitive and predictable 
behaviors, a relatively short-term focus, primarily autonomous or individual activity, high 
concern for quantity of output, and a primary concern for results. Compared with lowest-cost 
strategies, successful attainment of differentiation strategies depends on employee creativity, 
openness to novel work approaches, and willingness to take risks. In addition, differentiation 
strategies require longer time frames to provide sufficient opportunity to yield the benefits of 
these behaviors.

BUiLDing BLockS anD StrUctUre of 
Strategic compenSation SyStemS
As we discussed previously, extrinsic compensation includes both monetary (core compensa-
tion) and nonmonetary rewards (employee benefits). Figure 1-2 lists the main compensation 
building blocks. The building blocks are embedded within a system of three structural elements 
that ultimately support compensation strategies. These structural elements include internally 

1-4 Identify and discuss 
the building blocks and 
structural elements of 
strategic compensation 
systems.

figUre 1-2 Compensation System Building Blocks



� Chapter�1� •� StrategiC�CompenSation� � � � 9

consistent job structures, market competitive pay structures, and structures that recognize em-
ployee contributions.

Building Blocks: core compensation and employee Benefits
CoRe ComPenSation There are two categories of core compensation: base pay and base 
pay adjustments over time. The specific practices associated with each category are listed in 
Table 1-1.

Employees receive base pay, or money, for performing their jobs (Chapter 7). Base pay is 
recurring; that is, employees continue to receive base pay as long as they remain in their jobs. 
Companies disburse base pay to employees in one of two forms: hourly pay or wage, or as sal-
ary. Employees earn hourly pay for each hour worked. They earn salaries for performing their 
jobs, regardless of the actual number of hours worked. Companies measure salary on an annual 
basis. The Fair Labor Standards Act (FLSA) (Chapter 2) established criteria for determining 
whether employees should be paid hourly or by salary. In 2012, the average weekly rate for 
workers was $818.14 

Companies typically set base pay amounts for jobs according to the level of skill, effort, 
and responsibility required to perform the jobs and the severity of the working conditions. 
Compensation professionals refer to skill, effort, responsibility, and working condition fac-
tors as compensable factors because they influence pay level (Chapters 2 and 6). Courts of 
law use these four compensable factors to determine whether jobs are equal per the Equal Pay 
Act of 1963 (EPA). According to the EPA, it is against the law to pay women less than men 
for performing equal work though there are exceptions, which we will discuss in Chapter 2. 
Compensation professionals use these compensable factors to help meet three pressing chal-
lenges, which we will introduce later in this chapter: internal consistency (Chapter 6), market 
competitiveness (Chapter 7), and recognition of individual contributions (Chapter 8).

Over time, employers adjust employees’ base pay to recognize increases in the cost of living, 
differences in employees’ performance, or differences in employees’ acquisition of job-related 
knowledge and skills. We will discuss these core compensation elements next.

Cost-of-living adjustments (COLAs) represent periodic base pay increases that are founded 
on changes in prices as recorded by the Consumer Price Index (CPI). In recent years, the typical 
COLA equaled approximately 2 to 3 percent annually. COLAs enable workers to maintain their 
purchasing power and standard of living by adjusting base pay for inflation. COLAs are most 
common among workers represented by unions. Union leaders fought hard for these improve-
ments to maintain their members’ loyalty and support. Many employers use the CPI to adjust base 
pay levels for newly hired employees.

Seniority pay systems reward employees with periodic additions to base pay according 
to employees’ length of service in performing their jobs (Chapter 3). These pay plans assume 
that employees become more valuable to companies with time and that valued employees 

taBLe 1-1 elements of Core Compensation

Base Pay
•	 Hourly pay

•	 Annual salary

How Base Pay Is Adjusted over Time
•	 Cost-of-living adjustments

•	 Seniority pay

•	 Merit pay

•	 Incentive pay

•	 Person-focused pay or competency-based pay: pay-for-knowledge, skill-based pay
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will leave if they do not have a clear idea that their wages will progress over time. This ratio-
nale comes from human capital theory,15 which states that employees’ knowledge and skills 
(human capital) add value. Employees can develop such knowledge and skills from formal 
education and training, including on-the-job experience. Over time, employees presum-
ably refine existing skills or acquire new ones that enable them to work more productively. 
Seniority pay rewards employees for acquiring and refining their skills as indexed by length 
(years) of employment.

Merit pay programs assume that employees’ compensation over time should be deter-
mined, at least in part, by differences in job performance as judged by supervisors or managers 
(Chapter 3). Employees earn permanent increases to base pay according to their performance. 
Merit pay rewards excellent effort or results, motivates future performance, and helps employers 
retain valued employees.

Incentive pay or variable pay rewards employees for partially or completely attaining a 
predetermined work objective. Incentive pay is defined as compensation (other than base wages 
or salaries) that fluctuates according to employees’ attainment of some standard based on a pre-
established formula, individual or group goals, or company earnings (Chapter 4).

Person-focused pay or competency-based pay rewards employees for specifically learning 
new curricula. Pay-for-knowledge plans reward managerial, service, or professional workers for 
successfully learning specific curricula (Chapter 5). Skill-based pay, used mostly for employees 
who perform physical work, increases these workers’ pay as they master new skills (Chapter 5). 
Both skill- and knowledge-based pay programs reward employees for the range, depth, and types 
of skills or knowledge they are capable of applying productively to their jobs. This feature dis-
tinguishes pay-for-knowledge plans from merit pay, which rewards employees’ job performance. 
Said another way, pay-for-knowledge programs reward employees for their potential to make 
meaningful contributions on the job.

emPLoyee BenefitS Earlier, we noted that employee benefits represent nonmonetary rewards. 
Employee benefits include any variety of programs that provide paid time off, employee 
services, and protection programs. Companies offer many benefits on a discretionary basis. 
We refer to these as discretionary benefits (Chapter 9). In addition, the U.S. government 
requires most employers to provide particular sets of benefits to employees. We refer to these as 
legally required benefits (Chapter 10). Different forces led to the rise of legally required and 
discretionary employee benefits, which we discuss shortly.

The first signs of contemporary discretionary benefits were evident in the late 1800s when 
large companies such as American Express offered pension plans to employees. Most of the 
development in employee benefits practice for the next few decades resulted from government 
legislation, as previously noted. Discretionary benefits offerings became more prominent in the 
1940s and 1950s due in large part to federal government restrictions placed on increasing wage 
levels. Employee benefits were not subject to those restrictions.

Discretionary benefits fall into three broad categories: protection programs, paid time off, 
and services (Chapter 9). Protection programs provide family benefits, promote health, and 
guard against income loss caused by such catastrophic factors as unemployment, disability, or 
serious illness. Not surprisingly, paid time off provides employees with pay for time when they 
are not working (e.g., vacation). Services provide such enhancements as tuition reimbursement 
and day care assistance to employees and their families.

Legally required benefits historically provided a form of social insurance. Prompted 
largely by the rapid growth of industrialization in the United States during the late nineteenth 
and early twentieth centuries as well as the Great Depression of the 1930s, initial social insur-
ance programs were designed to minimize the possibility of destitution for individuals who were 
unemployed or became severely injured while working. In addition, social insurance programs 
aimed to stabilize the well-being of dependent family members of injured or unemployed indi-
viduals. Further, early social insurance programs were designed to enable retirees to maintain 
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subsistence income levels. These intents of legally required benefits remain intact today. The 
U.S. government has established programs to protect individuals from such catastrophic events 
as disability and unemployment. Legally required benefits are protection programs that attempt 
to promote worker safety and health, maintain the influx of family income, and assist families 
in crisis. Many of the key legally required benefits are mandated by the Social Security Act of 
1935, various state workers’ compensation laws, the Family and Medical Leave Act of 1993, and 
the Patient Protection and Affordable Care Act of 2010 (PPACA). All provide protection pro-
grams to employees and their dependents (Chapter 10). It especially should be noted that until 
the passage of PPACA, employers offered health insurance as a discretionary benefit. Not only 
does this law require that employers provide health insurance, but it also exerts influence on the 
design of health insurance arrangements (Chapter 10).

Employers typically spend substantial amounts to pay employees and provide benefits. 
Table 1-2 lists these costs.16 This table also includes the cost of wages and salaries based on 
a sample of occupations and industry types. The costs are expressed on an hourly basis per 
employee. For example, in September 2014, employers characteristically spent $32.20 per 
 employee per hour worked, including wages and salaries as well as benefits. Of this figure, 
$22.13 was spent on wages and salaries and $10.07 was spent on benefits ($2.47 for legally 
required benefits and $7.60 for discretionary benefits). All employee benefits costs account for 
31.3 percent of total compensation costs.

fundamental compensation System Design elements
Compensation professionals promote effective compensation systems by meeting three important 
goals: internal consistency, market competitiveness, and recognition of individual contributions, 
which corresponds to three important compensation system design elements.

inteRnaL ConSiStenCy Internally consistent compensation systems clearly define the 
relative value of each job among all jobs within a company. This ordered set of jobs represents 
the job structure or hierarchy. Companies rely on a simple, yet fundamental, principle for 
building internally consistent compensation systems: Employees in jobs that require greater 
qualifications, more responsibilities, and more complex job duties should be paid more than 
employees whose jobs require lesser qualifications, fewer responsibilities, and less-complex job 
duties. Internally consistent job structures formally recognize differences in job characteristics, 
which therefore enable compensation managers to set pay accordingly. For example, let’s 
consider two related HR jobs that differ in job characteristics. According to the Occupational 
Outlook Handbook, the work of Human Resources Specialists and Labor Relations Specialists is 
described in the following manner: 

Human resources specialists recruit, screen, interview, and place workers. They often han-
dle other human resources work, such as those related to employee relations, payroll and 
benefits, and training. Labor relations specialists interpret and administer labor contracts 
regarding issues such as wages and salaries, employee welfare, healthcare, pensions, and 
union and management practices.17

A Human Resources Manager’s work is described in the following way:

Human resources managers plan, direct, and coordinate the administrative functions of an 
organization. They oversee the recruiting, interviewing, and hiring of new staff; consult 
with top executives on strategic planning; and serve as a link between an organization’s 
management and its employees.18

A comparison shows similarities (jobs that are focused on HR functions) and differences. The 
specialist roles are transactional (e.g., conducting job interviews) while the managerial roles 
include strategic considerations based on consultations with executives. The median annual 
pay for a specialist is $56,63019 and $100,800 for the manager.20 The pay difference can be 
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attributed, in large part, to the noted dissimilarities between the jobs and the roles they play 
relative to competitive strategy attainment.

Compensation professionals use job analysis and job evaluation to achieve internal consistency. 
Job analysis is a systematic process for gathering, documenting, and analyzing information in order 
to describe jobs. Job analyses describe content or job duties, worker requirements, and sometimes 
the job context or working conditions. For example, aerospace engineers design aircraft, spacecraft, 
satellites, and missiles. In addition, they test prototypes to make sure that they function according to 
design.21 Aerospace engineers possess at least a bachelor’s degree in aerospace engineering or an-
other field of engineering or science related to aerospace systems. While some aerospace engineers 
work on projects that are related to national defense and thus require security clearances, others 
are employed in industries whose workers design or build aircraft, missiles, systems for national 
defense, or spacecraft.

Compensation professionals systematically use job evaluation to recognize differences in 
the relative worth among a set of jobs and to establish pay differentials accordingly. Whereas job 
analysis is almost purely descriptive, job evaluation partly reflects the values and priorities that 
management places on various positions. Based on job content differences (e.g., job analysis 
results) and the firm’s priorities, managers establish pay differentials for virtually all positions 
within the company.

maRket ComPetitiveneSS Market-competitive pay systems play a significant role in attracting 
and retaining the most qualified employees. Compensation professionals build market-competitive 
compensation systems based on the results of compensation surveys.

Compensation surveys collect and then analyze competitors’ compensation data. 
Compensation surveys traditionally focused on competitors’ wage and salary practices. Now, 
employee benefits are also a target of surveys because benefits are a key element of market-
competitive pay systems. Compensation surveys are important because they enable compensation 
professionals to obtain realistic views of competitors’ pay practices. In the absence of compen-
sation survey data, compensation professionals would have to use guesswork to build market-
competitive compensation systems.

ReCognizing emPLoyee ContRiButionS Pay structures represent pay rate differences for 
jobs of unequal worth and the framework for recognizing differences in employee contributions. 
No two employees possess identical credentials or perform the same jobs equally well. 
Companies recognize these differences by paying individuals according to their credentials, 
knowledge, or job performance. When completed, pay structures should define the boundaries 
for recognizing employee contributions. Well-designed structures should promote the retention of 
valued employees.

Pay grades and pay ranges are structural features of pay structures. Pay grades group jobs 
for pay policy application. Human resource professionals typically group jobs into pay grades 
based on similar compensable factors and value. These criteria are not precise. In fact, no single 
formula determines what is sufficiently similar in terms of content and value to warrant grouping 
into a pay grade. Pay ranges build upon pay grades. Pay ranges include minimum, maximum, 
and midpoint pay rates. The minimum and maximum values denote the acceptable lower and 
upper bounds of pay for the jobs in particular pay grades. The midpoint pay value is the halfway 
mark between the minimum and maximum pay rates.

alternative pay Structure configurations
There are alternative pay structure configurations, which we will explore in this book. Each 
structure comes with its own set of challenges. These structures include:

•	 Merit pay plans (chapter 8)
•	 Sales compensation plans (chapter 8)
•	 Broadband structures (chapter 8)
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•	 Two-tier wage structures (chapter 8)
•	 Executive compensation (chapter 11)
•	 Contingent worker compensation (chapter 12)
•	 Expatriate compensation (chapter 13)
•	 Compensation structures in countries other than the United States (Chapter 14)

fitting the compenSation fUnction  
in an organization’S StrUctUre
Understanding compensation professionals’ goals requires knowing the role of HR within compa-
nies and specific HR practices, particularly how HR professionals fit into the corporate hierarchy, 
and how the compensation function fits into HR departments.

how hr professionals fit into the corporate hierarchy
Line function and staff function broadly describe all employee functions. Line employees are 
directly involved in producing companies’ goods or delivering their services. Assembler, produc-
tion worker, and salesperson are examples of line jobs. Staff employees’ functions support the 
line functions. Human resource professionals and accountants are examples of staff employees. 
Human resource professionals are staff employees because they offer a wide variety of support 
services for line employees. In a nutshell, HR professionals promote the effective use of all 
employees in companies. Effective use means attaining work objectives that fit with the overall 
mission of the company. According to Jay Hannah, BancFirst Corp. executive vice president of 
financial services, “The HR department is the source and keeper of critical information, which 
is key in today’s workplace. With the information they provide, we in turn can build and design 
strategies to hire and retain the best workforce possible. And this may sound cliché, but it’s very 
true—the real competitive advantage is our company’s human resources.”22

Human resource professionals design and implement a variety of HR practices that advance 
this objective. In addition to compensation, HR practices include:

•	 Recruitment
•	 Selection
•	 Performance appraisal
•	 Training
•	 Career development
•	 Labor–management relations
•	 Employment termination
•	 Managing HR within the context of legislation

Most company structures include an HR department. Traditionally, HR departments were 
thought of as an administrative or support function for the company because the financial or 
market value of HR was not as readily apparent as sales, manufacturing, or marketing functions. 
Some practitioners and researchers are suspect about the future of internal HR functions.

the compensation profession
Various designations are used within the human resource profession, in general, and in com-
pensation, specifically. Among these are compensation executives, generalists, and specialists. 
An executive is a top-level manager who reports directly to the corporation’s CEO or to the 
head of a major division. A generalist, who may be an executive, performs tasks in a variety 
of HR-related areas. The generalist is involved in several, or all, of the compensation functions 
such as building job structures, market competitive pay systems, and merit pay structures. 
A specialist may be an HR executive, manager, or non-manager who is typically concerned 

1-5 Describe the fit 
of the compensation 
function in 
organizations.
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with only one of the areas of compensation practice. According to the Occupational Outlook 
Handbook, compensation and benefits managers do the following:

Compensation managers plan, direct, and coordinate how much an organization pays its 
employees and how employees are paid. Benefits managers plan, direct, and coordinate retire-
ment plans, health insurance, and other benefits that an organization offers its employees.23

Performance standards are established by members of the profession rather than by out-
siders. Most professions also have effective representative organizations that permit members 
to exchange ideas of mutual concern. Several well-known organizations serve the profession. 
Among the more prominent for compensation professionals are the Society for Human Resource 
Management (http://www.shrm.org), the International Foundation of Employee Benefit Plans 
(http://www.ifebp.org), and WorldatWork (http://www.worldatwork.org).

Opportunities for employment as compensation and benefits managers are projected to grow at 
an annual rate of 3 to 7 percent through 2022.24 The median annual compensation for Compensation 
and Benefits Managers was $101,490,25 which is more than double the median annual earnings for 
all jobs. The salary levels vary on a number of factors, including relevant work experience, educa-
tional credentials, and industry. For example, the mean annual compensation was lowest in local 
government ($92,540) settings and highest in the oil and gas extraction industry ($158,870).

how the compensation function fits into hr Departments
Human resource practices do not operate in isolation. Every HR practice is related to others in 
different ways. For example, as an employer, U.S. federal government agencies publicly ac-
knowledge the relationships between incentive compensation and other HR practices, including 
recruitment, relocation, and retention:

Recruitment: An agency may pay a recruitment incentive to a newly appointed career execu-
tive if the agency has determined that the position is likely to be difficult to fill in the absence 
of an incentive. A recruitment incentive may not exceed 25 percent of the executive’s annual 
rate of basic pay in effect at the beginning of the service period multiplied by the number of 
years (including fractions of a year) in the service period (not to exceed 4 years).

Relocation: An agency may pay a relocation incentive to a current career executive who 
must relocate to accept a position in a different geographic area if the agency determines that 
the position is likely to be difficult to fill in the absence of an incentive. A relocation incen-
tive may be paid only when the executive’s rating of record under an official performance 
appraisal or evaluation system is at least “fully successful” or equivalent. A relocation incen-
tive may not exceed 25 percent of the executive’s annual rate of basic pay in effect at the 
beginning of the service period multiplied by the number of years (including fractions of a 
year) in the service period (not to exceed 4 years).

Retention: An agency may pay a retention incentive to a current career executive if (1) the 
agency determines that the unusually high or unique qualifications of the executive or a special 
need of the agency for the executive’s services makes it essential to retain the executive, and 
that the executive would be likely to leave the Federal service in the absence of a retention in-
centive, or (2) the agency has a special need for the employee’s services that makes it essential 
to retain the employee in his or her current position during a period of time before the closure 
or relocation of the employee’s office, facility, activity, or organization and the employee 
would be likely to leave for a different position in the Federal service in the absence of a reten-
tion incentive. A retention incentive may be paid only when the executive’s rating of record 
under an official performance appraisal or evaluation system is at least “fully successful” or 
equivalent. A retention incentive rate, expressed as a percentage of the executive’s rate of basic 
pay, may not exceed 25 percent.26

Let’s consider additional relationships between compensation and each of the HR practices.

http://www.shrm.org
http://www.ifebp.org
http://www.worldatwork.org
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ComPenSation, ReCRuitment, anD SeLeCtion Job candidates choose to work for particular 
companies for a number of reasons, including career advancement opportunities, training, the 
company’s reputation for being a “good” place to work, location, and compensation. Companies 
try to spark job candidates’ interest by communicating the positive features of the core 
compensation and employee benefits programs. As we will discuss in Chapter 7, companies use 
compensation to compete for the very best candidates. In addition, companies may offer such 
inducements as one-time signing bonuses to entice high-quality applicants. It is not uncommon 
for signing bonuses to amount to as much as 20 percent of starting annual salaries. Signing 
bonuses are useful when the supply of qualified candidates falls short of companies’ needs for 
these candidates.

The next three sections will address performance appraisal, training, and career development. 
Before discussing these issues, however, let’s first look at how the U.S. federal government explic-
itly acknowledges the relationship between compensation and these HR practices:

Chapter 43 of Title 5, United States Code, provides for performance management for the 
Senior Executive Service (SES), the establishment of SES performance appraisal systems, 
and appraisal of senior executive performance. Agencies establish performance management 
systems that hold senior executives accountable for their individual and organizational perfor-
mance in order to improve the overall performance of Government by:

•	 Expecting excellence in senior executive performance;
•	 Linking performance management with the results-oriented goals of the Government 

Performance and Results Act of 1993;
•	 Setting and communicating individual and organizational goals and expectations;
•	 Systematically appraising senior executive performance using measures that balance or-

ganizational results with customer, employee, or other perspectives; and
•	 Using performance results as a basis for pay, awards, development, retention, removal 

and other personnel decisions.

Agencies develop performance management systems subject to Office of Personnel Management 
(OPM) regulations and approval.

The supervisor establishes performance elements and requirements in consultation with 
the executive and consistent with the goals and performance expectations in the agency’s stra-
tegic planning initiatives. The supervisor proposes the initial summary rating, based on both 
individual and organizational performance, and taking into account customer satisfaction and 
employee perspective.27

ComPenSation anD PeRfoRmanCe aPPRaiSaL Accurate performance appraisals are integral 
to effective merit pay programs. For merit pay programs to succeed, employees must know that 
their efforts toward meeting production quotas or quality standards will lead to pay raises. Job 
requirements must be realistic, and employees must be prepared to meet job goals with respect 
to their skills and abilities. Moreover, employees must perceive a strong relationship between 
attaining performance standards and receiving pay increases. Merit pay systems require specific 
performance appraisal approaches. Administering successful merit pay programs depends as 
much on sound performance appraisal practices as it does on the compensation professional’s 
skill in designing and implementing such plans.

ComPenSation anD tRaining Successful pay-for-knowledge plans depend on a company’s 
ability to develop and implement systematic training programs. When training is well designed, 
employees should be able to learn the skills needed to increase their pay, as well as the skills 
necessary to teach and coach other employees at lower skill levels. Companies implementing 
pay-for-knowledge plans typically increase the amount of classroom and on-the-job training. 
Pay-for-knowledge systems make training necessary rather than optional. Companies that adopt 
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pay-for-knowledge systems must accordingly ensure that all employees have equal access to the 
training needed to acquire higher-level skills.

ComPenSation anD CaReeR DeveLoPment Most employees expect to experience career 
development within their present companies. Employees’ careers develop in two different 
ways. First, some employees change the focus of their work—for example, from supervisor of 
payroll clerks to supervisor of inventory clerks. This change represents a lateral move across the 
company’s hierarchy. Second, others maintain their focus and assume greater responsibilities. 
This change illustrates advancement upward through the company’s hierarchy. Advancing from 
payroll clerk to manager of payroll administration is an example of moving upward through a 
company’s hierarchy. Employees’ compensation changes to reflect career development.

ComPenSation anD LaBoR–management ReLationS Collective bargaining agreements 
describe the terms of employment (e.g., pay and work hours) reached between management 
and the union. Compensation is a key topic. Unions have fought hard for general pay increases 
and regular COLAs to promote their members’ standard of living. In Chapter 2, we will review 
the role of unions in compensation, and in Chapter 3, we indicate that unions have traditionally 
bargained for seniority pay systems in negotiations with management. More recently, unions have 
been willing to incorporate particular incentive pay systems. For example, unions appear to be 
receptive to behavioral encouragement plans because improving worker safety and minimizing 
absenteeism serve the best interests of both employees and employers.

ComPenSation anD emPLoyment teRmination Employment termination takes place when 
an employee’s agreement to perform work is terminated. Employment terminations are either 
involuntary or voluntary. The HR department plays a central role in managing involuntary 
employment terminations. Companies initiate involuntary terminations for a variety of reasons, 
including poor job performance, insubordination, violation of work rules, reduced business 
activity due to sluggish economic conditions, and plant closings. Discharge represents involuntary 
termination for poor job performance, insubordination, or gross violation of work rules. 
Involuntary layoff describes termination under sluggish economic conditions or because of plant 
closings. In the case of involuntary layoffs, HR professionals typically provide outplacement 
counseling to help employees find work elsewhere. Companies may choose to award severance 
pay, which usually amounts to several months’ pay following involuntary termination and, in 
some cases, continued coverage under the employer’s medical insurance plan. Employees often 
rely on severance pay to meet financial obligations while they search for employment. In the past, 
companies commonly offered a year or more of severance pay. Severance benefits today tend to 
be less generous. For example, as part of Delta Airline’s closure of its Boston reservation center, 
the company offered only 6 weeks of severance pay regardless of seniority with the company.

Employees initiate voluntary terminations, most often to work for other companies or to re-
tire. In the case of retirement, companies sponsor pension programs. Pension programs provide 
income to individuals throughout their retirement. Companies sometimes use early retirement 
programs to reduce workforce size and trim compensation expenditures. Early retirement pro-
grams contain incentives designed to encourage highly paid employees with substantial seniority 
to retire earlier than they had planned. These incentives expedite senior employees’ retirement 
eligibility and increase their retirement income.

ComPenSation anD LegiSLation Employment laws establish bounds of both acceptable 
employment practices and employee rights. Federal laws that apply to compensation practices 
are grouped according to four themes:

•	 Income continuity, safety, and work hours
•	 Pay discrimination
•	 Medical care and the accommodation of disabilities and family needs
•	 Prevailing wage laws
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The federal government enacted income continuity, safety, and work hours laws (e.g., the Fair 
Labor Standards Act of 1938) to stabilize individuals’ incomes when the individuals became unem-
ployed because of poor business conditions or workplace injuries, as well as to set pay minimums 
and work-hour limits for children. The civil rights movement of the 1960s led to the passage of key 
legislation (e.g., the Equal Pay Act of 1963 and the Civil Rights Act of 1964) designed to protect 
designated classes of employees and to uphold their individual rights against discriminatory employ-
ment decisions, including matters of pay. Congress enacted legislation, namely, Patient Protection 
and Affordable Care Act of 2010, the Pregnancy Discrimination Act of 1978, the Americans with 
Disabilities Act of 1990, and the Family and Medical Leave Act of 1993 to provide medical care and 
accommodate employees with disabilities and pressing family needs. Prevailing wage laws (e.g., the 
Davis–Bacon Act of 1931) set minimum wage rates for companies that provide paid services—such 
as building maintenance—to the U.S. government. We will review these laws in Chapter 2.

StakehoLDerS of the compenSation SyStem
The HR department provides services to stakeholders within and outside the company. These 
include:

•	 Employees
•	 Line managers
•	 Executives
•	 Unions
•	 U.S. government

The success of HR departments depends on how well they serve various stakeholders. 
“Each constituency [stakeholder] has its own set of expectations regarding the personnel depart-
ment’s activities; each holds its own standards for effective performance; each applies its own 
standards for assessing the extent to which the department’s activities meets its expectations; 
and each attempts to prescribe preferred goals for the subunit or presents constraints to its sphere 
of discretion. Multiple stakeholders often compete directly or indirectly for the attention and 
priority of the personnel department.”28 Our focus is on some of the ways compensation profes-
sionals serve these stakeholders.

employees
As we discussed earlier, successful pay-for-knowledge programs depend on a company’s abil-
ity to develop and implement systematic training programs. Compensation professionals must 
educate employees about their training options and how successful training outcomes will lead 
to increased pay and advancement opportunities within the company. These professionals should 
not assume that employees will necessarily recognize these opportunities unless they are clearly 
communicated. Written memos and informational meetings conducted by compensation profes-
sionals and HR representatives are effective communication media.

Discretionary benefits provide protection programs, paid time off, and services. As compensa-
tion professionals plan and manage employee benefits programs, they should keep these functions 
in mind. There is probably no single company that expects its employee benefits program to meet 
all these objectives. Compensation professionals as representatives of company management, along 
with union representatives, must therefore determine which objectives are the most important for 
their particular workforce.

Line managers
Compensation professionals use their expert knowledge of the laws that influence pay and 
benefits practices to help line managers make sound compensation judgments. For example, 
the Equal Pay Act of 1963 (discussed in Chapter 2) prohibits sex discrimination in pay for 

1-6 Identify the 
stakeholders of the 
compensation function 
and summarize 
their stakes in the 
work compensation 
professionals perform.
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employees performing equal work, so compensation professionals should advise line manag-
ers to pay the same hourly pay rate or annual salary for men and women hired to perform the 
same job.

Line managers turn to compensation professionals for advice about appropriate pay rates 
for jobs. Compensation professionals oversee the use of job evaluation to establish pay differen-
tials among jobs within a company. In addition, they train line managers in how to evaluate jobs 
properly.

executives
Compensation professionals serve company executives by developing and managing sound 
compensation systems. Executives look to them to ensure that the design and implementation of 
pay and benefits practices comply with pertinent legislation. Violation of these laws can lead to 
substantial monetary penalties to companies. Executives also depend on compensation profes-
sionals’ expertise to design pay and benefits systems that will attract and retain the best-qualified 
employees.

Unions
As noted earlier, collective bargaining agreements describe the terms of employment reached 
between management and the union. Compensation professionals are responsible for adminis-
tering the pay and benefits policies specified in collective bargaining agreements. They mainly 
ensure that employees receive COLAs and seniority pay increases on a timely basis.

U.S. government
The U.S. government requires that companies comply with all employment legislation. 
Compensation professionals apply their expertise regarding pertinent legislation to design legally 
sound pay and benefits practices. In addition, since the passage of the Civil Rights Act of 1991, 
compensation professionals have applied their expertise to demonstrate that alleged discrimina-
tory pay practices are a business necessity. As we will discuss in Chapter 2, the burden of proof to 
demonstrate that alleged discriminatory pay practices are not discriminatory rests with compensa-
tion professionals.

Consistent, innovative, and fair compensation practices are 
central to ensuring the success of both human resource strate-
gies and overall company competitive strategies. While it is 
HR’s role to decide what kind of people are critical to fill roles 
that will lead to successful execution of competitive strategies, 
compensation professionals must align practices that will en-
able attraction, appropriate job placement, and development 
of these individuals. Many companies have moved from the 
personnel management model to the HR business partner 
model; however, some still look to HR to guarantee that poli-
cies are being enforced and the company mitigates legal risk. 
Depending on the company where you are employed—and 
whether you are a line manager or HR professional—you may 
find yourself in a position to understand the competitive strat-
egy of the business and align compensation practices with the 
strategic thrust of the business.

Action checklist for line managers and HR—
aligning compensation with strategy

HR takes the lead
•	 Work with line managers to fully understand which roles 

and types of employees will best support the execution of 
company strategy.

•	 Collaborate with compensation specialists to run analysis 
of market factors (competitors, industry standards, local 
labor market) to get indicators of compensation norms 
and standards in order to keep your company’s compen-
sation practices competitive.

•	 Create, together with line managers, pay structures 
wherein roles are placed into appropriate pay grades. 
Each grade will have a corresponding range that will 
serve as the basis for assigning pay rates for roles.

 c o m p e n S at i o n  i n  ac t i o n
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Line managers take the lead
•	 Educate staff positions, along with other business–leaders, 

in order for all to understand what strategy is being em-
ployed to achieve specific company objectives.

•	 Educate HR on certain aspects of roles (e.g., autonomy, 
skill variety, task significance, etc.) that, when enhanced, 
could improve intrinsic motivation, thus leading to ben-
efits for employees and employers. HR works on ways to 

couple the intrinsic compensation with the identified plan 
for the core compensation plan.

•	 Work together with HR to implement a plan that ties the 
compensation plan to a successful recruitment, training, 
and development plan, ensuring that the company is 
retaining the talent that is critical to the implementation 
and delivery of the strategic objectives.

enD of chapter revieW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

Summary
Learning objective 1: Strategic compensation refers 
to the design and implementation of compensation sys-
tems to reinforce the objectives of both HR strategies and 
competitive business strategies. The building blocks of 
strategic compensation include extrinsic compensation 
(monetary compensation or core compensation as well as 
nonmonetary compensation or employee benefits).

Learning objective 2: Compensation professionals 
must think like the Chief Executive Officer (CEO) to 
become a partner in achieving organizational plans and 
results. Compensation professionals help leverage the 
value of employees (human capital) for competitive ad-
vantage based on the design and use of various compen-
sation practices, including merit pay and incentive pay.

Learning objective 3: Compensation professionals 
design compensation systems to meet the imperatives of 
two competitive business strategy types: lowest cost strat-
egy and differentiation strategy. Success comes with be-
ing able to answer yes to each of three questions: (1) Does 
compensation strategy fit well with the objectives of com-
petitive business and HR strategies? (2) Does the choice 
and design of compensation practices fit well to support 
compensation strategy? (3) Does the implementation of 

compensation practices effectively direct employee be-
havior to enhance job performance that supports the 
choice of compensation practices?

Learning objective 4: The building blocks of compen-
sation systems include core compensation and employee 
benefits. The elements of compensation systems focus 
on achieving internally consistent job structures, market-
competitive pay systems, and alternative pay structures 
that recognize employee contributions.

Learning objective 5: Fitting compensation into an 
organization’s structure requires consideration of how 
compensation professionals fit into the corporate hierar-
chy, how compensation fits into HR departments, and the 
relationship between compensation practice and other HR 
functions (e.g., recruitment and training).

Learning objective 6: The HR department provides 
services to the several stakeholders: employees, line 
managers, executives, unions, and the U.S. government. 
Compensation professionals serve these stakeholders in 
particular ways. For example, compensation profession-
als educate employees about their training options and 
how successful training outcomes will lead to increased 
pay and advancement opportunities.
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key terms
competitive advantage 2
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MyManagementLab
 chapter QUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Quiz! and see what you’ve learned.

Discussion Questions
 1-1. Define strategic compensation.
 1-2. Identify two companies—one that you believe 

pursues a lowest-cost strategy and another that 
pursues a differentiation strategy. Relying on 
personal knowledge, company annual reports, or 
articles in newspapers and business periodicals, 
discuss these companies’ competitive strategies. 
How might compensation professionals contrib-
ute to these objectives?

 1-3. Stakeholder expectations pose challenges for 
compensation professionals. At times, there may 

be conflict among the expectations of different 
stakeholders. Give two examples and explain 
how compensation professionals meet their 
expectations.

 1-4. Are the three main elements of compensa-
tion systems—internal consistency, market 
 competitiveness, and recognizing employee 
 contributions—equally important, or do you 
 believe that they differ in importance? If differ-
ent, which do you believe is most important? 
Least important? Give your rationale.

Case 
Competitive�Strategy�at�Sportsman�Shoes

 An additional Supplemental Case can be found on MyManagementLab.

Sportsman Shoes has been a leader in the shoe industry for more than 30 years. Sportsman manufactures 
and sells athletic shoes for all types of sports. The company has pursued a low-cost strategy in order to 
sustain its success. It sells a limited number of shoe designs and has held costs low through manufacturing 
efficiency and standardized operations. However, the past years have been a struggle at Sportsman. The 
shoe market has seen a rise in the availability of low-cost imported shoes that has threatened Sportsman’s 
competitive position. As a result, company executives have decided it is time for a strategy shift.
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Sportsman executives have done extensive market research and determined that many niche athletic 
shoe markets exist where athletes are willing to pay more for shoes designed to meet the unique needs 
of their sport. There are very few competitors in these niche athletic shoe markets, and most do not have 
Sportsman’s past experience in keeping control of manufacturing costs. Sportsman has determined that with 
talented shoe designers in place, they can manufacture athletic shoes to meet the needs of the niche markets 
using their current manufacturing facilities and employees. By designing shoes that have features that differ 
from competitors and meet the specific needs of a new group of customers, Sportsman believes the company 
can create a competitive advantage. Further, while their shoes will not be as low cost as they were in the past, 
they will likely be able to sell their shoes for less than market competitors and still make a healthy profit.

Therefore, Sportsman has decided to shift from its current low-cost strategy to a differentiation strategy 
and will begin production to make specialty athletic shoes. Sportsman must now make many tactical deci-
sions in various functional areas of the company to support its decision to shift its overall business strategy. 
Its first priority is to restructure the product development function. As it will need to understand the needs 
of the niche markets and design shoes to meet those needs, it will need to hire and retain talented shoe de-
signers. The company will also need to hire operations specialists to transition its manufacturing operations 
to produce the new shoe designs. Beyond hiring new staff, Sportsman also must consider the implications 
for current employees to help them successfully transition to their new work requirements. Therefore, there 
are several considerations the company must address in the area of human resource management.

Questions:
 1-5. Following Sportsman’s shift in competitive strategy, what are some considerations for the 

company’s human resource management practices?
 1-6. What kind of challenges will Sportsman face specifically in the area of compensation?

crunch the numbers! 
Calculating the Costs of Increasing the Total Compensation 
Budget at Butcher Enterprises

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

Butcher Enterprises has experienced substantial employee turnover among its office workers. During exit 
interviews, more than 80 percent stated that low pay was the top reason for resigning. The company con-
ducted a survey of local companies’ pay practices to confirm whether this concern is valid. Indeed, Butcher 
Enterprises’ average hourly pay rate for total compensation falls well below the market. The compensation 
survey showed an average hourly rate of $23 for total compensation. Of this amount, wages are $16 per 
hour and benefits are $7 per hour. In comparison, Butcher Enterprises spends an average hourly rate of $19 
for total compensation. Of this amount, 70 percent is allocated for wages.

Questions:
 1-7. On an average hourly basis, how much does Butcher Enterprises spend on wages and benefits, 

respectively, in dollars?
 1-8. How much does the company spend on wages and benefits over the course of one year for 100 office 

workers? Assume that each worker provides 2,080 hours of service each year.
 1-9. How much additional money does the company need to match the market rates for this group of 

100 employees?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 1-10. Explain the similarities and differences between merit pay, incentive pay, and person-
focused pay. Explain the role of performance appraisals in merit pay programs.



� Chapter�1� •� StrategiC�CompenSation� � � � 23

 1-11. Discuss how compensation professionals contribute to a firm’s competitive 
advantage.

 1-12. MyManagementLab Only – comprehensive writing assignment for this chapter.
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2Contextual Influences on Compensation 
Practice

 ChaPter Warm-UP!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives

When you finish studying this chapter, you should be able to:
2-1. Discuss the reasons for interindustry wage differentials.
2-2. Explain the factors that contribute to pay differentials based on occupational 

characteristics.
2-3. Summarize the reasons for the occurrence of geographic pay differentials.
2-4. Discuss the role of labor unions in setting compensation.
2-5. Identify and discuss key employment laws pertinent to compensation practice.

In Chapter 1, we discussed strategic compensation. That discussion revealed that compensation 
professionals plan, develop, and implement compensation practices to help achieve competitive 
advantage. From this perspective, it is imperative that compensation professionals understand 
the broader context in which compensation decisions are rendered. Compensation professionals 
should understand the patterns of pay differentials outside their companies to help make in-
formed decisions about fair and competitive pay practices. Also, with these data, they may make 
compelling requests to the Chief Financial Officer (CFO) for monetary resources necessary to 
appropriately fund compensation programs for competitive advantage. These factors include 
interindustry wage differentials, occupational pay differentials, geographic pay differentials, and 
the role of labor unions. We will present basic statistical information to illustrate these differen-
tials as well as discuss possible explanations for them.

Besides these various patterns of pay differentials, compensation professionals make deci-
sions within the scope of pertinent employment and labor relations laws to maintain compliance 
with government mandates, and, in doing so, protecting the welfare of employees and serving 
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the interests of company shareholders. Employment and labor relations laws are essential to 
maintain a balance of power between employers and employees. In a nutshell:

The freedom to contract is crucial to freedom of the market; an employee may choose to 
work or not to work for a given employer, and an employer may choose to hire or not to 
hire a given applicant. As a result, the employment relationship is regulated in some impor-
tant ways. Congress tries to avoid telling employers how to manage their employees . . . . 
However, Congress has passed employment-related laws when it believes that the employee 
is not on equal footing with the employer. For example, Congress has passed laws that re-
quire employers to pay minimum wages and to refrain from using certain criteria, such as 
race or gender, in arriving at specific employment decisions. These laws reflect the reality 
that employers stand in a position of power in the employment relationship. Legal protec-
tions granted to employees seek to make the power relationship between employer and 
employee one that is fair and equitable.1

In this regard, compensation professionals strive to establish and maintain a fair pay-effort 
bargain (that is, appropriate pay for performing work according to standard), and to collaborate with 
managers and supervisors to ensure that employee performance is appropriately rewarded over time.

It should be noted that compensation professionals operate in a global context in which 
compensation practices may require modification to attract and retain employees on important 
international assignments. Also, it is necessary to understand the role governments and cultural 
values in other countries play in compensation practices. The global stage presents an important 
contextual factor. We will address those issues in Chapters 13 and 14.

InterIndUstry Wage dIfferentIaLs
Are equivalent workers performing similar work paid more in some industries than in others? Most 
often, the answer is yes. In a competitive labor market, companies attempt to attract and retain the 
best individuals for employment partly by offering lucrative wage and benefits packages. Some 
companies are unable to compete with companies in other industries on the basis of wage and 
benefits because of persistent interindustry wage differentials. Interindustry wage differentials 
represent the pattern of pay and benefits associated with characteristics of industries. Interindustry 
wage differentials can be attributed to a number of factors, including the industry’s product market, 
the degree of capital intensity, the profitability of the industry, and unionization of the workforce.2 
The basis for interindustry wage differentials will be explained shortly. Table 2-1 displays the av-
erage weekly earnings in various industries for select years between 2007 and 2015. Utilities and 

2-1 Discuss the reasons 
for interindustry wage 
differentials.

tabLe 2-1 Average Weekly Earnings by Industry Group, Select Years 2007–2015

Industry 2007 ($) 2009 ($) 2011 ($) 2013 ($) 2015 ($)a

Utilities 1,207 1,366 1,385 1,474 1,530

Mining 946 1,180 1,276 1,276 1,365

Construction 794 911 988 1,010 1,049

Manufacturing 707 885 969 976 1,022

Retail trade 380 478 506 516 541

Leisure and hospitality 316 329 338 348 372

a2015 figures are for January.
Source: U.S. Bureau of Labor Statistics. Employment, Hours, and Earnings. Data Retrieval. Available: www.bls 
.gov/webapps/legacy/cesbtab3.htm, accessed February 13, 2015.

http://www.bls.gov/webapps/legacy/cesbtab3.htm
http://www.bls.gov/webapps/legacy/cesbtab3.htm


 chapter 2 • contextual InfluenceS on compenSatIon practIce    27

mining establishments generally pay the highest wages; retail trade and leisure and hospitality es-
tablishments generally pay the lowest wages. In 2013, for instance, general office clerks who were 
employed in the coal mining industry earned an hourly wage, on average, of $16.02. In the full 
service restaurant industry, the average hourly wage was $12.85.3

Companies that operate in product markets where there is relatively little competition from 
other companies tend to pay higher wages because these companies generally exhibit substantial 
profits. This phenomenon can be attributed to factors such as higher barriers to enter into the 
product market and virtually have no influence of foreign competition. Government regulation 
and extremely expensive heavy or robotic equipment represent entry barriers. The U.S. defense 
industry and the public utilities industry have high entry barriers and virtually no threats from 
foreign competitors.

Capital intensity refers to the extent to which companies’ operations are based on the use 
of large-scale equipment. Capital intensity also explains pay differentials between industries. 
The amount of average pay varies with the degree of capital intensity. On average, capital-intensive 
industries (e.g., manufacturing) pay more than industries that are less capital intensive (e.g., retail). 
Capital-intensive businesses require highly capable employees who have the aptitude to learn how 
to use complex physical equipment such as casting machines and robotics. Workers usually receive 
on-the-job training, sometimes including employer-sponsored technical instruction. In addition, 
some employers may require specialized training or an associate’s degree for the most skilled 
 assembly and fabrication jobs. Employment settings include automotive assembly, aircraft engine 
assembly, and ship building.

Service industries such as retail are not capital intensive, and most have the reputation of pay-
ing low wages. The operation of service industries depends almost exclusively on employees with 
relatively common skills. Most retail sales workers receive on-the-job training, which usually lasts 
a few days to a few months.

Furthermore, companies in profitable industries tend to pay higher compensation, on aver-
age, than companies in less profitable industries. Employees in profitable industries presumably 
receive higher pay because their skills and abilities contribute to companies’ success and are 
more productive; however, as more companies have failed to meet financial goals over the past 
few years, they have struggled with how best to pay for performance.

As we will discuss shortly, companies in highly unionized industries tend to pay higher wages, 
on average, than do companies in lesser unionized industries. In general, the power of collectively 
negotiating employment terms, including pay, is greater than the negotiating power of a single indi-
vidual. Employees’ right to strike could cripple not only their employer, but also hurt companies that 
rely on receiving raw materials or finished goods. In 2015, for instance, workers in the Los Angeles 
area ports refused to load or unload ships’ cargo, delaying the delivery of automobiles to dealerships. 
At the same time, most highly unionized industries (e.g., manufacturing, construction, and mining) 
are capital intensive, requiring employees with the aptitude to learn and use complex production 
technology such as the cranes and hoists for loading and unloading massive cargo containers.

Pay dIfferentIaLs based On OCCUPatIOnaL 
CharaCterIstICs
An occupation is a group of jobs, found at more than one company, in which a common set 
of tasks are performed or are related in terms of similar objectives, methodologies, materials, 
products, worker actions, or worker characteristics.4 File clerk, clerk typist, administrative 
clerk, staff secretary, and administrative secretary are jobs in the office support occupation. 
Compensation analyst, training and development specialist, recruiter, and benefits counselor are 
jobs in the human resources management occupation. Considerable variation in pay between 
occupations can be explained by the complexity of knowledge, skills, and abilities (KSAs) that 

2-2 Explain the factors 
that contribute to pay 
differentials based 
on occupational 
characteristics.
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define jobs (for example, surgeons and building service workers). Another important factor is 
the labor market dynamics of the supply and demand for qualified employees.

Pay variations can also be observed within occupations, also based on the complexity of 
KSAs associated with different jobs that define an occupation, and we will look at some examples 
shortly. It should be noted that references to differences in KSAs or relative worth of different jobs 
are based exclusively on job content and demand for individuals who possess the required KSAs. 
These references do not convey value judgments about the worth of these jobs in society or to the 
value placed on the people who hold different jobs. The same applies to pay level references.

KnoWlEdGE, SKIllS, And AbIlItIES In Chapter 6, we will address the role of job analysis 
to provide detailed descriptions of jobs based on differing combinations of KSAs. Typically, 
jobs that are based on knowledge and skills, which are developed based on formal education 
(vocational education, college education) or early job experiences such as internships or 
apprenticeships (for example, in the cases of medical doctors or plumbers, respectively) are 
highly valued as measured by pay levels. Jobs with less specialized or complex KSAs are 
typically paid much less. 

Let’s consider one job from the health care practitioners and technical operations occupation 
and one from the office and administrative support occupation. According to the Occupational 
Outlook Handbook,5 anesthesiologists focus on the care of surgical patients and on pain relief. 
They also work outside of the operating room, providing pain relief in the intensive care unit, dur-
ing labor and delivery, and for those who suffer from chronic pain. Anesthesiologists work with 
other physicians and surgeons to decide on treatments and procedures before, during, and after 
surgery. Preparation for becoming an anesthesiologist requires advanced training that includes 
completion of medical school, internships, residencies, and attaining medical board certification. 
In May 2013, the average annual salary was $235,070.6

According to the Occupational Outlook Handbook,7 secretaries and administrative as-
sistants usually answer telephones and take messages or transfer calls, schedule appointments 
and update event calendars, arrange staff meetings, handle incoming and outgoing mail and 
faxes, draft routine memos, billing, or other reports, and maintain databases and filing systems. 
Typically, high school graduates who have basic office and computer skills qualify for entry-
level positions. Most secretaries learn their job in several weeks. In May 2013, the average an-
nual salary was $34,000.8

Pay differences are also evident within occupations because of different job requirements. 
Let’s consider pharmacist and pharmacist technician jobs, which are part of the health care oc-
cupation. According to the Occupational Outlook Handbook,9 pharmacists possess advanced 
training to give them the knowledge and skills to safely fill prescriptions, verifying instructions 
from physicians on the proper amounts of medication to give to patients, check whether the 
prescription will interact negatively with other drugs that a patient is taking or any medical 
conditions the patient has, and instruct patients on how and when to take a prescribed medicine 
and inform them about potential side effects they may experience from taking the medicine. 
Pharmacy technicians support the work of pharmacists while under their supervision. For ex-
ample, technicians, take the information needed to fill a prescription from customers or health 
professionals, measure amounts of medication for prescriptions, package and label prescrip-
tions, and organize inventory. Pharmacy technicians do not require advanced education; most 
of their training takes place on the job. Average annual pay reflects these differences. In 2013, 
pharmacists earned $116,500 while pharmacy technicians earned $30,840.10

SupplY And dEmAnd Companies’ demand for qualified individuals for particular jobs relative 
to supply often influences compensation. There are upward pressures to raise starting pay when 
the demand for qualified workers in particular jobs is greater than supply. These market dynamics 
require that companies compete for limited qualified workers. This appears to be the case for 
information security analysts. According to the Occupational Outlook Handbook,11 demand for 
information security analysts is expected to be very high. Cyberattacks have grown in frequency 
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and sophistication over the last few years, and many organizations are behind in their ability to 
detect these attacks. For instance, the retailer Target experienced a breach of their databases that 
contained customers’ credit card numbers. Analysts will be needed to come up with innovative 
solutions to prevent hackers from stealing critical information or creating havoc on computer 
networks. Also, the federal government is expected to greatly increase its use of information 
security analysts to protect the nation’s critical information technology (IT) systems. Further, as 
the healthcare industry expands its use of electronic medical records, ensuring patients’ privacy 
and protecting personal data are becoming more important. More information security analysts 
are likely to be needed to create the safeguards that will satisfy patients’ concerns.

A common assumption is that high demand for workers applies only to highly skilled jobs. 
But, that assumption is not correct. Recently, retailer Wal-Mart announced that it would raise 
the pay for all of its U.S. employees to at least $9 per hour, which would exceed the federal 
minimum wage level by $1.75 per hour (when this book went to press).12 Through the middle of 
2015, there were 14 states that have a minimum wage requirement that is the same as the federal 
minimum wage requirement. This move would raise the pay of more than one-third of the com-
pany’s workers. Wal-Mart made this decision, in part, because it has been more difficult to hire 
well-qualified workers at lower pay rates, particularly since the unemployment rate has declined.

geOgraPhIC Pay dIfferentIaLs
Overall, there are relative pay differentials between geographic areas. Most typically, these are 
focused on comparisons between the nation and small geographic areas such as city or state. Based 
on the most recent comprehensive analysis published by the U.S. Bureau of Labor Statistics, all 
Los Angeles, California area employees were paid, on average, 20 percent more than the national 
average.13 In Lincoln, Nebraska, employees were paid 3 percent less than the national average. 
This is an example of relative pay differentials.

We can also consider pay rate differentials (expressed in dollars as hourly or annual pay) for 
occupations based on particular geographic regions (for instance, Massachusetts, and the city of 
Boston) and the United States, overall. On a day-to-day basis, compensation professionals focus 
on pay rates and pay rate differentials. It is important to note that pay rate differentials do not 
fully match relative pay differentials because relative pay differential measures control for the 
influence of various variables, and pay rate differentials do not, which we will discuss shortly. 
Nevertheless, we generally observe consistency in the direction of the relative pay and pay rate 
differentials. For instance, both statistics show that typical pay rates in the San Francisco area 
are higher than the national average. However, the magnitude of the differences captured by 
these statistics is most often different. For example, the relative pay differential for installation 
workers employed in the San Francisco area was 17 percent higher than in the United States, 
overall.14 However, the pay rate difference was 33 percent.15

These disparities are partly based on the calculation methods. Compared to relative rate dif-
ferences, the relative pay differential calculation takes into account (controls for) other factors 
that can explain pay differences within a defined area. The idea is to present a clearer picture of 
regional-based pay differences. For example, as we have learned, interindustry wage differen-
tials represent an important factor. Other control factors include the union status of the work-
force, which we will discuss shortly, and whether employees work on a full- or part-time basis, 
which we will also discuss in Chapter 12. Additional control factors include occupational type, 
work level, whether firms operate on a profit or not-for-profit basis, and skill-level differences 
between employees who are performing the same job.16 Thus, it is important for compensation 
professionals to consider both types of statistics when evaluating geographic differences in com-
pensation decisions.

Cost-of-living differences between geographic locations also provide an additional expla-
nation. Compensation professionals sometimes consider cost-of-living differences between 

2-3 Summarize 
the reasons for 
the occurrence of 
geographic pay 
differentials.
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 locations. For example, let’s assume that a company was to offer starting pay to two equally 
qualified individuals who have been hired to perform the same job, but placed in different 
 cities—Boston, Massachusetts and Fargo, North Dakota. If a differential was to be considered, it 
might be based on the cost of housing. Housing costs are among the largest financial obligations 
most individuals assume. The median home price in Boston was $389,000, and only $173,000 
in Fargo.17 The company may consider offering the Boston-based employee a higher salary to 
help offset some of the difference in cost-of-living. The idea is to help employees in similar jobs 
to maintain comparable standards of living, which will help with recruitment and retention of 
qualified employees. Other spending categories include food, utilities, transportation, and health 
care. Oftentimes, companies choose to take into account all of the spending categories when 
setting pay rates. Cost-of-living comparison calculators (for example, one furnished by CNN, 
http://money.cnn.com/calculator/pf/cost-of-living/) may be useful. Based on this calculator, a 
$50,000 salary in Fargo is equivalent to a $73,000 salary in Boston.

LabOr UnIOns
Since the passage of the National Labor Relations Act of 1935 (NLRA), the federal govern-
ment requires private-sector employers to enter into good-faith negotiations with workers over the 
terms of employment. Workers join unions to influence employment-related decisions, especially 
when they are dissatisfied with job security, wages, benefits, and supervisory practices.

nAtIonAl lAbor rElAtIonS Act of 1935 The purpose of this act was to remove barriers to 
free commerce and to restore equality of bargaining power between employees and employers. 
Employers denied workers the rights to bargain collectively with them on such issues as wages, 
work hours, and working conditions. Employees consequently experienced poor working 
conditions, substandard wage rates, and excessive work hours. Section 1 of the NLRA declares 
the policy of the United States to protect commerce:

. . . by encouraging the practice and procedure of collective bargaining and by protecting 
the exercise by workers of full freedom of association, self-organization, and designation 
of representatives of their own choosing for the purpose of negotiating the terms and con-
ditions of employment . . . .

Sections 8(a)(5), 8(d), and 9(a) are key provisions of this act. Section 8(a)(5) provides that it 
is an unfair labor practice for an employer “. . . to refuse to bargain collectively with the represen-
tatives of his employees subject to the provisions of Section 9(a).”

Section 8(d) defines the phrase “to bargain collectively” as the “performance of the mu-
tual obligation of the employer and the representative of the employees to meet at reasonable 
times and confer in good faith with respect to wages, hours, and other terms and conditions of 
employment . . . .”

Section 9(a) declares:

Representatives designated or selected for the purposes of collective bargaining by the major-
ity of employees in a unit appropriate for such purposes shall be the exclusive representatives 
of all the employees in such unit for the purposes of collective bargaining in respect to rates of 
pay, wages, hours of employment, or other conditions of employment . . . .

A collective bargaining agreement is a written document that describes the terms of employ-
ment approved by management and employees during negotiations. It codifies the terms and 
conditions of employment regarding rates of pay and pay adjustments, hours of work or other 
working conditions of employees. Collective bargaining agreements are put in place for multiple 
years, most typically three or four years.

2-4 Discuss the role of 
labor unions in setting 
compensation.

http://money.cnn.com/calculator/pf/cost-of-living/
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The National Labor Relations Board (NLRB) oversees the enforcement of the NLRA. The 
president of the United States appoints members to the NLRB for five-year terms. The National 
Labor Relations Act covers most private-sector employers. Left out from coverage under the 
NLRA are public-sector employees, agricultural and domestic workers, independent contractors, 
employees of air and rail carriers covered by the Railway Labor Act, and supervisors.

compEnSAtIon ISSuES In collEctIvE bArGAInInG Union and management negotiations 
usually center on pay raises and employee benefits. Unions fought hard for general pay increases 
and regular COLAs. COLAs, or cost-of-living adjustments, represent automatic pay increases that 
are based on changes in prices, as recorded by the consumer price index (CPI). COLAs enable 
workers to maintain their standards of living by adjusting wages for inflation. Union leaders also 
fought hard for these improvements to maintain the memberships’ loyalty and support.

Unions generally secured high wages for their members through the early 1980s. In fact, it 
was not uncommon for union members to earn as much as 30 percent more than their nonunion 
counterparts. Unions also improved members’ employee benefits. The establishment of sound 
retirement income programs was most noteworthy. Unions’ gains also influenced nonunion 
companies’ compensation practices. Many nonunion companies offer higher compensation than 
they would if unions were nonexistent. This phenomenon is known as a spillover effect because 
management of nonunion firms generally offered somewhat higher wages and benefits to reduce 
the chance that employees would seek union representation.18 In 2014, the average weekly pay 
for all union workers (both private- and public sectors) was $970 and $763 for all nonunion 
workers. For union workers employed in the private sector, pay was $1,014 and it was $850 for 
nonunion workers. In the public sector, union workers earned $900 compared to $753 for non-
union workers.

Notwithstanding unions’ gains over the years, their influence has been in decline. Since 
1954, when union representation was at its highest (28.3 percent of the U.S. labor force),19 the 
percentage of U.S. civilian workers in both the public and private sectors represented by unions 
has declined steadily. Thirty years ago, the representation rate was 20.5 percent.20 In 2014, the 
union representation for both the private and public sectors was 11.1 percent. Union representa-
tion will probably continue to decline in the future. There are five noteworthy reasons for the 
continued decline in unionization.

First, in decades past, unions often intimidated workers to become members even if they 
did not care to do so. Unions used such tactics in order to boost their membership, thus, their 
power to negotiate with employers over terms of employment. Quite simply, it is more difficult 
to ignore the voices of many rather than the few. Over time, legislation outlawed unions’ use of 
intimidation, after which the prevalence of unions began to decline.

Second, historically, unions provided a voice to protect the rights of disadvantaged groups, 
including women, older workers, and racial minorities. However, starting in the 1960s, antidis-
crimination laws such as Title VII of the Civil Rights Act instituted protections. The array of 
legislation lessened the role of unions.

Third, globalization of business is believed to have contributed substantially to the decline 
in unionization in a variety of ways. For example, higher quality automobile imports (such as 
Toyota and Honda automobiles) than U.S. automobile manufacturers required greater invest-
ments in quality control and workforce flexibility, which unions tend to resist. Unions resist 
giving management too much discretion over employee assignments and pay out of concern that 
they would treat them unfairly; however, the survival of companies required that unions accept 
flexibility. Unions’ willingness to permit greater management discretion raised questions about 
their ability to protect workers.

Globalization through offshoring activities threatens unionization. Offshoring refers to the 
migration of all or a significant part of the development, maintenance, and delivery of services 
to a company located in another country. With rare exception, employees do not move with the 
jobs. Traditionally, the reason given for offshoring is to reduce costs. Moreover, the absence of 
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or less restrictive labor laws (for example, minimum wage laws) in other countries generally 
permit U.S. companies to lower employment costs.

Fourth, large companies such as Boeing, which have highly unionized workforces, are 
establishing new manufacturing facilities in states where unionization rates are low. German 
automobile manufacturer Volkswagen built a state-of-the-art factory in Tennessee, which possess 
right-to-work laws. Right-to-work laws prohibit management and unions from entering into 
agreements requiring union membership as a condition of employment. The prevalence of unions’ 
influence on wages varies tremendously by state based on whether there are right-to-work laws in 
place. In right-to-work states, union influence is less potent than in other states. Currently, about 
half of the states have right-to-work laws in place. Historically, most were found in southern 
states. Increasingly, northern states are adopting these laws. Michigan, which has a substantial 
population of union employees, recently adopted right-to-work laws. Private sector employees in 
right-to-work states earned an average of $738 in 2012, which is about 10 percent less than else-
where.21 These differences have been one contributing factor that has led many manufacturing 
businesses to relocate in right-to-work states where employment costs are lower, further weaken-
ing unions’ influence.

Fifth, unionization is substantially higher in the public or government sector than in the 
private sector. In 2014, the unionization rate of government workers was 35.7 percent, com-
pared to 6.6  percent among private sector employees. Still, public sector unionization is being 
challenged throughout the country. Traditionally, there was much less resistance to unionize in 
the public sector than in the private sector. But the tide is changing. For example, that began 
to change when Wisconsin Governor Scott Walker signed a law in 2011 that eliminated most 
union rights for government workers. The state lost nearly 50,000 public sector union members 
between 2011 and 2013. In Indiana, a new right-to-work law took effect in 2012 where it lost 
about 52,000 union members in both the private and public sectors. Michigan lawmakers ap-
proved a right-to-work law a few months later, losing approximately 40,000 union members in 
both the private and public sectors.

Still, the news is not all bad. In 2014, the UAW, in preparation for negotiations with Chrysler, 
Ford, and General Motors, vowed to negotiate hourly wage increases (permanent increases to 
hourly pay) after 10 years without such increases. This stance departs from the pattern of conces-
sionary bargaining that had become commonplace, in large part because the automobile compa-
nies are experiencing a boom in business activity and profitability as the U.S. auto industry has 
shown signs of rebound since the so called Great Recession (2007-2009). In addition, the UAW 
vowed to close the pay gap between newly hired auto workers whose pay has been substantially 
lower than higher seniority individuals. This pay structure is referred to as a two-tier structure, 
which we will address in Chapter 8.

emPLOyment LaWs PertInent 
tO COmPensatIOn PraCtICe
The federal constitution forms the basis for employment laws. The following four amendments 
of the Constitution are most applicable:

Article I, Section 8. “The Congress shall have Power . . . to regulate Commerce with foreign 
Nations, and among the several States, and with the Indian Tribes . . . .”
First Amendment. “Congress shall make no law respecting an establishment of religion, 
or prohibiting the free exercise thereof; or abridging the freedom of speech, or of the 
press; or the right of the people peaceably to assemble, and to petition the Government for 
a redress of grievances.”
Fifth Amendment. “No person shall . . . be deprived of life, liberty, or property, without 
due process of law . . . .”

2-5 Identify and discuss 
key employment 
laws pertinent to 
compensation practice.
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Fourteenth Amendment, Section 1. “. . . No State shall make or enforce any law which 
shall abridge the privileges or immunities of citizens of the United States, nor shall any 
State deprive any person of life, liberty, or property without due process of law; nor deny 
any person within its jurisdiction the equal protection of the laws.”

Government in the United States is organized at three levels roughly defined by geographic 
scope. A single federal government oversees the entire United States and its territories. The 
vast majority of laws that influence compensation were established at the federal level. Next, 
individual state governments enact and enforce laws that pertain exclusively to their respective 
regions (e.g., Illinois and Michigan). Most noteworthy are differences in state minimum wage 
laws, which we will discuss shortly. Finally, local governments enact and enforce laws that are 
most pertinent to smaller geographic regions (e.g., Champaign County in Illinois and the City 
of Los Angeles). Many of the federal laws have counterparts in state and local legislation. State 
and local legislation may be concurrent with federal law or may exist in the absence of similar 
federal legislation. Wherever inconsistencies in federal, state, or local laws exist, the law that 
provides individuals the greatest benefit generally prevails. For example, in addition to federal 
minimum wage legislation, many states also have minimum wage laws. In cases where an em-
ployee is subject to both the state and federal minimum wage laws, the employee is entitled to 
the higher of the two minimum wages.

Federal laws that apply to compensation practices are grouped according to four key 
themes. Table 2-2 lists that laws associated with each theme:

•	 Income continuity, safety, and work hours
•	 Pay discrimination
•	 Accommodating disabilities and family needs
•	 Prevailing wage laws

tabLe 2-2 laws that Influence compensation practice

Income Continuity, Safety, and Work Hours

Fair Labor Standards Act of 1938

Portal-to-Portal Act of 1947

Equal Pay Act of 1963

Work Hours and Safety Standards Act of 1962

McNamara–O’Hara Service Contract Act of 1965

Pay Discrimination

Equal Pay Act of 1963

Lilly Ledbetter Fair Pay Act (2009)

Civil Rights Act of 1964, Title VII

Bennett Amendment (1964)

Age Discrimination in Employment Act of 1967 (amended in 1978, 1986, and 1990)

Civil Rights Act of 1991

Accommodating Disabilities and Family Needs

Pregnancy Discrimination Act of 1978

Americans with Disabilities Act of 1990 (amended in 2008)

Family and Medical Leave Act of 1993

Prevailing Wage Laws

Davis–Bacon Act of 1931

Walsh–Healey Public Contracts Act of 1936
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Income Continuity, safety, and Work hours
Three factors led to the passage of income continuity, safety, and work hours legislation. The 
first factor was the Great Depression, the move from family businesses to large factories, and 
divisions of labor within factories. During the Great Depression, which took place in the 1930s, 
scores of businesses failed, and many workers became chronically unemployed. Government en-
acted key legislation designed to stabilize the income of an individual who became unemployed 
because of poor business conditions or workplace injuries. The Social Security Act of 1935 
(Title IX) provided temporary income to workers who became unemployed through no fault 
of their own. Workers’ compensation programs granted income to workers who were unable 
to work because of injuries sustained on the job. Supporting workers during these misfortunes 
promoted the well-being of the economy: These income provisions enabled the unemployed to 
participate in the economy as consumers of essential goods and services. We will defer a more 
detailed discussion of the Social Security Act of 1935 and workers’ compensation laws until 
Chapter 10 because these laws instituted legally required employee benefits.

Second, the main U.S. economic activities prior to the twentieth century were agriculture 
and small family businesses that were organized along craft lines. Workers began to move from 
their farms and small family businesses to capitalists’ factories for employment. The character 
of work changed dramatically with the move of workers to factories. An individual’s status 
changed from owner to employee. This status change meant that individuals lost control over 
their earnings and working conditions.

Third, the factory system also created divisions of labor characterized by differences in skills 
and responsibilities. Some workers received training, whereas others did not. This contributed 
greatly to differences in skills and responsibilities. Workers with higher skills and responsibilities 
did not necessarily earn higher wages than workers with fewer skills and responsibilities. Paying 
some workers more than others only increased costs, which is something factory owners avoided 
whenever possible.

In sum, factory workers received very low wages and worked in unsafe conditions because 
factory owners sought to maximize profits. Offering workers high wages and providing safe 
working conditions would have cut into factory owners’ profits. These conditions led to the pas-
sage of the Fair Labor Standards Act of 1938 (FLSA). The FLSA addresses major abuses that 
intensified during the Great Depression and the transition from agricultural to industrial enter-
prises. These include substandard pay, excessive work hours, and the employment of children in 
oppressive working conditions.

fAIr lAbor StAndArdS Act of 1938 The FLSA addresses three broad issues:

•	 Minimum wage
•	 Overtime pay
•	 Child labor provisions

The FLSA establishes minimum wage, overtime pay, recordkeeping, and youth employment 
standards affecting employees in the private sector and in Federal, State, and local governments. 
The U.S. Department of Labor enforces the FLSA.

Minimum Wage The purpose of the minimum wage provision is to ensure a minimally 
acceptable standard of living for workers. The original minimum wage was 25 cents per hour. 
Since the act’s passage in 1938, the federal government has raised the minimum wage several 
times. In 2007, Congress passed an increase in the federal minimum wage from $5.15 in 
increments to $7.25 in 2009. In 2014, U.S. President Barack Obama urged Congress substantially 
raise the minimum wage. An increase could create a cost burden on companies. We will consider 
this challenge in Chapter 15.

According to the U.S. Department of Labor, in January 2015, 45 states had minimum 
wage requirements.22 There were 2 states with minimum wage rates set lower than the federal 
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minimum wage. There were 29 states plus the District of Columbia with minimum wage rates set 
higher than the federal minimum wage. There were 14 states that have a minimum wage require-
ment that is the same as the federal minimum wage requirement. The remaining 5 states do not 
have an established minimum wage requirement. In January 2015, the District of Columbia had 
the highest minimum wage at $9.50 per hour while the states of Georgia and Wyoming had the 
lowest minimum wage ($5.15 per hour) of the 45 states that have a minimum wage requirement.

In general, federal minimum wage law supersedes state minimum wage laws where the federal 
minimum wage is greater than the state minimum wage. In those states where the state minimum 
wage is greater than the federal minimum wage, the state minimum wage rate prevails. Specific 
FLSA exemptions, however, permit employers to pay some workers less than the minimum wage. 
For instance, students employed in retail or service businesses, on farms, or in institutions of higher 
education may be paid less than the minimum wage with the consent of the Department of Labor. 
With explicit permission from the Department of Labor, employers can pay less than the minimum 
wage for trainee positions or to prevent a reduction in the employment of mentally or physically 
disabled individuals.

Even though the federal and some state governments raise the minimum wage from time to 
time, most workers who earn the minimum wage argue that it is insufficient to afford the basic 
necessities. In the summer of 2013, fast food workers across the United States walked off their 
jobs to protest against what they believe is insufficient pay. The following Watch It! video cap-
tures workers’ concerns about the minimum wage level and the collective response of restaurant 
owners to their concerns.

WatCh It!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com  
to complete the video exercise titled fast food Workers Walk out, Demanding 
higher pay.

It is worth noting that fast food workers’ protests may have contributed to changes in 
company policies. For example, company-operated McDonald’s stores announced that it 
would increase pay at least $1 more per hour than the local minimum wage. In addition, as the 
economy has improved since 2009, many workers have left fast food service jobs for higher 
paying jobs in other industries. Altogether, pressures for boosting pay has increased, and it is 
expected that many other fast food restaurants will follow suit.

Overtime Provisions The FLSA requires employers to pay workers at a rate at least equal to 
time and one-half for all hours worked in excess of 40 hours within a period of 7 consecutive 
days. For example, a worker’s regular hourly rate is $10 for working 40 hours or less within 
a 7-day period. The FLSA requires the employer to pay this employee $15 per hour for each 
additional hour worked beyond the regular 40 hours within this 7-day period.

The overtime provision does not apply to all jobs. Executive, administrative, learned pro-
fessional, creative professional, computer workers, and outside sales employees are generally 
exempt from the FLSA overtime and minimum wage provisions. Table 2-3 describes the defi-
nition of these job categories. Most other jobs are nonexempt. Nonexempt jobs are subject to 
the FLSA overtime pay provision.

Classifying jobs as either exempt or nonexempt is not always clear-cut. In Aaron v. City of 
Wichita, Kansas,23 the city contended that its fire chiefs were exempt as executives under the 
FLSA because they spent more than 80 percent of their work hours managing the fire department. 
The fire chiefs maintained that they should not be exempt from the FLSA because they did not 
possess the authority to hire, fire, authorize shift trades, give pay raises, or make policy decisions.

Determining whether jobs are exempt from the FLSA overtime pay provision has become 
even more complex since the U.S. Department of Labor introduced revised guidelines known as 
the FairPay Rules in August 2004. Under the FairPay Rules (as of July, 2015), workers earning 
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less than $23,660 per year—or $455 per week—are guaranteed overtime protection. The U.S. 
Department of Labor provides extensive information regarding the FairPay Rules, including in-
structional videos and a “frequently asked questions” section (www.dol.gov). In 2014, President 
Obama asked for changes in the exemption criteria. In Chapter 15, we will give consideration to 
the challenges such changes would pose for compensation professionals.

The federal government broadened the scope of the FLSA twice since 1938 through the 
passage of two acts:

•	 Portal-to-Portal Act of 1947
•	 Equal Pay Act of 1963

The Portal-to-Portal Act of 1947 defines the term hours worked that appears in the FLSA. 
Table 2-4 lists the compensable work activities. For example, time spent by state correctional of-
ficers caring for police dogs at home is compensable under the FLSA (Andres v. DuBois).24 The 
care of dogs, including feeding, grooming, and walking, is indispensable to maintaining dogs as 
a critical law enforcement tool, it is part of officers’ principal activities, and it benefits the cor-
rections department; however, this court ruled that time spent by state correction canine handlers 
transporting dogs between home and correctional facilities is not compensable under FLSA.

In a 2012 lawsuit, the judge found a Subway franchisee in Ohio to be in violation of labor 
laws after it refused to pay employees for the work they completed during the nightly closing 
routine.25 For example, the company might say a worker’s shift stopped when the store closed 
even when it actually took another half hour to shut the restaurant down and clean up.

In 2014, the U.S. Supreme Court ruled on the issue whether security screenings at the work-
place constitutes a compensable work activity (Integrity Staffing Solutions, Inc. v. Busk et al).26 
The Supreme Court heard this case on appeal from the company after a lower court ruled that 
workplace screening constitutes a compensable work activity. Integrity Staffing Solutions, Inc. 
employs workers (paid on an hourly basis) whose jobs it is to retrieve products from warehouse 
shelves and package them for delivery to Amazon.com customers. The company mandated 
these workers to undergo a security screening before leaving the warehouse each day. Former 

tabLe 2-3 flSA Exemption criteria

Executive Management of the enterprise or a recognized department or 
subdivision.

Administrative Performing office or nonmanual work directly related to the management 
or general business operations of the employer or employer’s customers.

Learned Professional Performing office or nonmanual work requiring knowledge of an 
 advanced type in a field of science or learning, customarily acquired 
by a prolonged course of specialized intellectual instruction, but which 
also may be acquired by such alternative means as an equivalent 
 combination of intellectual instruction and work experience.

Creative Professional Performing work requiring invention, imagination, originality, or talent 
in a recognized field of artistic or creative endeavor.

Computer Employed as a computer systems analyst, computer programmer, software 
engineer, or other similarly skilled worker in the computer field.

Outside Sales Making sales or obtaining orders or contracts for services or for future 
use of facilities for which a consideration will be paid by the client or 
customer. Customarily and regularly engaged away from the employer’s 
place or places of business.

Note: No minimum salary requirement.
Source: U.S. Department of Labor (2007). Wage and Hour Division Web site. Available: www.dol.gov/esa/
whd, accessed February 11, 2011.

http://www.dol.gov/esa/whd
http://www.dol.gov
http://www.dol.gov/esa/whd
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tabLe 2-4 compensable Work Activities

Waiting Time: Whether waiting time is hours worked under the act depends upon the particular circum-
stances. Generally, the facts may show that the employee was engaged to wait (which is work time), or 
the facts may show that the employee was waiting to be engaged (which is not work time). For example, 
a secretary who reads a book while waiting for dictation or a fireman who plays checkers while waiting 
for an alarm is working during such periods of inactivity. These employees have been “engaged to wait.”

On-Call Time: An employee who is required to remain on call on the employer’s premises is working 
while “on call.” An employee who is required to remain on call at home, or who is allowed to leave a 
message where he/she can be reached, is not working (in most cases) while on call. Additional constraints 
on the employee’s freedom could require this time to be compensated.

Rest and Meal Periods: Rest periods of short duration, usually 20 minutes or less, are common in 
industry (and promote the efficiency of the employee) and are customarily paid for as working time. 
These short periods must be counted as hours worked. Unauthorized extensions of authorized work 
breaks need not be counted as hours worked when the employer has expressly and unambiguously 
 communicated to the employee that the authorized break may only last for a specific length of time, that 
any extension of the break is contrary to the employer’s rules, and that any extension of the break will 
be punished. Bona fide meal periods (typically 30 minutes or more) generally need not be compensated 
as work time. The employee must be completely relieved from duty for the purpose of eating regular 
meals. The employee is not relieved if he or she is required to perform any duties, whether active or 
 inactive, while eating.

Sleeping Time and Certain Other Activities: An employee who is required to be on duty for less 
than 24 hours is working even though he or she is permitted to sleep or engage in other personal 
 activities when not busy. An employee required to be on duty for 24 hours or more may agree with 
the employer to exclude from hours worked bona fide regularly scheduled sleeping periods of not 
more than 8 hours, provided adequate sleeping facilities are furnished by the employer and the 
 employee can usually enjoy an uninterrupted night’s sleep. No reduction is permitted unless at least 
five hours of sleep is taken.

Lectures, Meetings, and Training Programs: Attendance at lectures, meetings, training programs, 
and similar activities need not be counted as working time only if four criteria are met, namely: It is 
outside normal hours, voluntary, not job related, and no other work is concurrently performed. In other 
words, the time spent in employer-mandated training counts as compensable time.

Travel time: The principles that apply in determining whether time spent in travel is compensable time 
depends upon the kind of travel involved.

•	 Home-to-work travel: An employee who travels from home before the regular workday and 
returns to his or her home at the end of the workday is engaged in ordinary home-to-work travel, 
which is not work time.

•	 Home-to-work travel on a special one-day assignment, including employer-mandated training, 
in another city: An employee who regularly works at a fixed location in one city is given a special 
one-day assignment, including employer-mandated training, in another city and returns home the 
same day. The time spent in traveling to and returning from the other city is work time, except that 
the employer may deduct/not count that time the employee would normally spend commuting to the 
regular work site.

•	 Travel that is all in a day’s work: Time spent by an employee in travel as part of his or her principal 
activity, such as travel from job site to job site during the workday, is work time and must be counted 
as hours worked.

•	 Travel away from home community: Travel that keeps an employee away from home overnight 
is travel away from home. Travel away from home is clearly work time when it cuts across the 
 employee’s workday. The time is not only hours worked on regular working days during normal 
working hours but also during corresponding hours on nonworking days. As an enforcement policy, 
the U.S. Department of Labor will not consider as work time that time spent in travel away from 
home outside of regular working hours as a passenger on an airplane, train, boat, bus, or automobile.

Source: Adapted from U.S. Department of Labor. (2011). Compliance Assistance—Fair Labor Standards Act 
(FLSA). Available: http://www.dol.gov, accessed February 19, 2013.

http://www.dol.gov
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employees claimed that they were entitled to compensation under the FLSA for the roughly 25 
minutes each day that they spent waiting to undergo those screenings. They also claimed that the 
company could have substantially reduced wait times by adding more screeners or staggering 
shift terminations, and security screenings were conducted to prevent employee theft for the sole 
benefit of the employers and their customers.

The court concluded that the security screenings at issue here are not compensable activ-
ities because the screenings were not the principal activity which the employee is employed 
to perform. Integrity Staffing employed individuals to retrieve products from warehouse 
shelves and package those products for shipment to Amazon.com customers, not to undergo 
security screenings. In addition, the court ruled that the security screenings were not integral 
and indispensable to the  employees’ duties as warehouse workers. In other words, the screen-
ings were not a necessary step for retrieving products from warehouse shelves or packaging 
them for shipment.

The Equal Pay Act of 1963 prohibits sex discrimination in pay for employees performing 
equal work. We will discuss the Equal Pay Act of 1963 later in this chapter.

Child Labor Provisions The FLSA child labor provisions protect children from being 
overworked, working in potentially hazardous settings, and having their education jeopardized 
due to excessive work hours. The restrictions vary by age:

•	 Children under age 14 usually cannot be employed.
•	 Children ages 14 and 15 may work in safe occupations outside school hours if their work 

does not exceed 3 hours on a school day (18 hours per week while school is in session). 
When school is not in session, as in the summer, children cannot work more than 40 hours 
per week.

•	 Children ages 16 and 17 do not have hourly restrictions; however, they cannot work in haz-
ardous jobs (e.g., the use of heavy industrial equipment or exposure to harmful substances).

Pay discrimination
The civil rights movement of the 1960s led to the passage of key legislation designed to 
protect designated classes of employees and to uphold their rights individually against dis-
criminatory employment decisions. Some of these laws, such as the Civil Rights Act of 
1964, apply to all employment-related decisions (e.g., recruitment, selection, performance 
appraisal, compensation, and termination). Other laws, such as the Equal Pay Act of 1963, 
apply specifically to compensation practices. These laws limit employers’ authority over em-
ployment decisions.

EquAl pAY Act of 1963 Congress enacted the Equal Pay Act of 1963 to remedy a serious 
problem of employment discrimination in private industry: “Many segments of American 
industry [have] been based on an ancient but outmoded belief that a man, because of his role in 
society, should be paid more than a woman even though his duties are the same.”27 The Equal 
Pay Act of 1963 is based on a simple principle: Men and women should receive equal pay for 
performing equal work.

The Equal Employment Opportunity Commission (EEOC) enforces the Equal Pay Act of 
1963. The EEOC possesses the authority to investigate and reconcile charges of illegal discrimi-
nation. The Act applies to all employers and labor organizations. In particular,

No employer . . . shall discriminate within any establishment in which such employees are 
employed, between employees on the basis of sex by paying wages to employees in such 
establishment at a rate less than the rate at which he pays wages to employees of the oppo-
site sex . . . for equal work on jobs the performance of which requires equal skill, effort, and 
responsibility, and which are performed under similar working conditions . . . . [29 USC 206, 
Section 6, paragraph (d)]
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The Equal Pay Act of 1963 pertains explicitly to jobs of equal worth. Companies assign 
pay rates to jobs according to the skill, effort, responsibility, and working conditions required. 
Skill, effort, responsibility, and working conditions represent compensable factors. The U.S. 
Department of Labor’s definitions of these compensable factors are listed in Table 2-5.

How do we judge whether jobs are equal? The case EEOC v. Madison Community Unit 
School District No. 1228 sheds light on this important issue. The school district paid female 
athletic coaches of girls’ sports teams less than it paid male athletic coaches of boys’ teams. The 
judge concluded:

The jobs that are compared must be in some sense the same to count as “equal work” 
under the Equal Pay Act of 1963; and here we come to the main difficulty in applying 
the Act; whether two jobs are the same depends on how fine a system of job classifica-
tion the courts will accept. If coaching an athletic team in the Madison, Illinois, school 
system is considered a single job rather than a [collection] of jobs, the school district 
violated the Equal Pay Act prima facie by paying female holders of this job less than 
male holders . . . . If, on the other hand, coaching the girls’ tennis team is considered a 
different job from coaching the boys’ tennis team, and if coaching the girls’ volleyball 
or basketball team is considered a different job (or jobs) from coaching the boys’ soccer 
team, there is no prima facie violation. So, the question is how narrow a definition of 
job the courts should be using in deciding whether the Equal Pay Act is applicable. We 
can get some guidance from the language of the Act. The act requires that the jobs com-
pared have “similar working conditions,” not the same working conditions. This implies 
that some comparison of different jobs is possible . . . since the working conditions need 
not be “equal,” the jobs need not be completely identical . . . . Above the lowest rank of 
employee, every employee has a somewhat different job from every other one, even if 
the two employees being compared are in the same department. So, if “equal work” and 
“equal skill, effort, and responsibility” were taken literally, the Act would have a minute 
domain . . . .

The courts have thus had to steer a narrow course. The cases do not require an absolute 
identity between the jobs, but do require substantial identity.

Pay differentials for equal work are not always illegal. Pay differentials between men and 
women who are performing equal work are acceptable where

. . . such payment is made pursuant to (i) a seniority system; (ii) a merit system; (iii) a 
system which measures earnings by quantity or quality of production; or (iv) a differen-
tial based on any other factor other than sex: Provided, that an employer who is paying a 
wage rate differential . . . shall not . . . reduce the wage rate of any employee. [29 USC 206, 
Section 6, paragraph (d)]

tabLe 2-5 u.S. department of labor definitions of compensable factors

factor Definition

Skill Experience, training, education, and ability as measured by the performance 
requirements of a job.

Effort The amount of mental or physical effort expended in the performance of a job.

Responsibility The degree of accountability required in the performance of a job.

Working conditions The physical surroundings and hazards of a job, including dimensions such 
as inside versus outside work, heat, cold, and poor ventilation.

Source: U.S. Department of Labor, Equal pay for equal work under the Fair Labor Standards Act 
(Washington, DC: U.S. Government Printing Office, December 31, 1971).
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Civil rights act of 1964
The Civil Rights Act of 1964 is a comprehensive piece of legislation. Title VII of the Civil 
Rights Act is the most pertinent to compensation. Legislators designed Title VII to promote 
equal employment opportunities for underrepresented minorities. According to Title VII:

It shall be an unlawful employment practice for an employer—(1) to fail or refuse to hire 
or to discharge any individual, or otherwise to discriminate against any individual with re-
spect to his compensation, terms, conditions, or privileges of employment, because of such 
individual’s race, color, religion, sex, or national origin; or (2) to limit, segregate, or classify 
his employees or applicants for employment in any way which would deprive or tend to 
deprive any individual of employment opportunities or otherwise adversely affect his status 
as an employee, because of such individual’s race, color, religion, sex, or national origin. 
(42 USC 2000e-2, Section 703)

The courts have distinguished between two types of discrimination covered by Title VII: dis-
parate treatment and disparate impact. Disparate treatment represents intentional discrimination, 
occurring whenever employers intentionally treat some workers less favorably than others because 
of their race, color, sex, national origin, or religion. Applying different standards to determine 
pay increases for blacks and whites may result in disparate treatment. For example, choosing to 
award a high-performing African American employee a smaller pay raise than a lower-performing 
Caucasian employee could be considered disparate treatment.

Disparate impact represents unintentional discrimination. It occurs whenever an em-
ployer applies an employment practice to all employees, but the practice leads to unequal treat-
ment of protected employee groups. Awarding pay increases to male and female production 
workers according to seniority could lead to disparate impact if females had less seniority, on 
average, than males.

Title VII protects employees who work for all private sector employers; local, state, and fed-
eral governments; and educational institutions that employ 15 or more individuals. Title VII also 
applies to private and public employment agencies, labor organizations, and joint labor manage-
ment committees controlling apprenticeship and training.

It had become more difficult to sue employers for pay discrimination under Title VII. Title 
VII imposes a statute of limitation period, typically 180 days, after which employees may file 
claims of illegal discrimination against employers. In 2007, the U.S. Supreme Court rendered 
a very strict interpretation as to when the statute of limitations period begins for women to sue 
their employers for discrimination in pay. In Ledbetter v. Goodyear Tire & Rubber Co.,29 a 
female employee named Lilly Ledbetter sued Goodyear Tire & Rubber Co. after she learned 
that some male employees with the same job had been paid substantially more than her over a 
period of several years. Ledbetter claimed that the statute of limitation period began when each 
discriminatory pay decision was made and communicated to her. She argued that multiple pay 
decisions were made over the years each time Goodyear endorsed each paycheck, making each 
paycheck a separate act of illegal pay discrimination. The Supreme Court rejected Ledbetter’s 
allegation that each paycheck (following the initial paycheck when the pay disparity first 
existed) represented an intentionally discriminatory act by the employer. Instead, any act of 
discrimination occurred each time pay raise decisions were made. In Ledbetter’s case, the court 
argued that any discriminatory decisions literally occurred years prior to raising her concerns 
with the EEOC. The later effects of past discrimination do not restart the clock for filing an 
EEOC charge, making Ledbetter’s claim an untimely one. Not all of the judges agreed with this 
ruling, noting that given pay secrecy policies in most companies many  employees would have 
no idea within 180 days that they had received a lower raise than others. In addition, an initial 
disparity in pay may be small, leading a woman or minority group member not to make waves 
in order to try to succeed.
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In 2009, the Ledbetter court decision was overturned with the passage of the Lilly 
Ledbetter Fair Pay Act, a key initiative in closing the pay gap between men and women. This 
Act restores the law as it was prior to the narrowly decided (5–4) Supreme Court Ledbetter 
 decision in 2007. That decision tossed aside long-standing prior law and made it much 
harder for women and other workers to pursue pay discrimination claims—stating a pay dis-
crimination charge must be filed within 180 days of the employer’s initial decision to pay an 
employee less. The bill restores prior law—providing that a pay discrimination charge must 
simply be filed within 180 days of a discriminatory paycheck. The Paycheck Fairness Act is 
a second key initiative in closing the pay gap between men and women. This bill strengthens 
the Equal Pay Act of 1963 by strengthening the remedies available to put sex-based pay dis-
crimination on par with race-based pay discrimination. That is, employers are now required to 
justify unequal pay by showing that the pay disparity is not sex based, but, rather, job related. 
This act also prohibits employers from retaliating against employees who share salary infor-
mation with their coworkers.

bEnnEtt AmEndmEnt This provision is an amendment to Title VII. The Bennett Amendment 
allows female employees to charge employers with Title VII violations regarding pay only 
when the employer has violated the Equal Pay Act of 1963. The Bennett Amendment is 
necessary because lawmakers could not agree on the answers to the following questions:

•	 Does Title VII incorporate both the Equal Pay Act of 1963’s equal pay standard and the 
four defenses for unequal work [(i) a seniority system; (ii) merit system; (iii) a system 
which measures earnings by quantity or quality of production; or (iv) a differential based 
on any other factor other than sex]?

•	 Does Title VII include only the four exceptions to the Equal Pay Act of 1963 standard?

Some lawmakers believed that Title VII incorporates the equal pay standard (i.e., answering 
yes to the first question and no to the second question); however, other lawmakers believed that 
Title VII does not incorporate the equal pay standard (i.e., answering no to the first question and 
yes to the second question). If Title VII did not incorporate the equal pay standard, then employ-
ees could raise charges of illegal pay discrimination (on the basis of race, religion, color, sex, or 
national origin) for unequal jobs. Pay differentials based on different or unequal jobs fit with the 
foundation for effective compensation systems—internal consistency and market competitiveness, 
which we will address in Chapters 6 and 7, respectively.

AGE dIScrImInAtIon In EmploYmEnt Act of 1967 (AS AmEndEd In 1978, 1986, And 1990) 
Congress passed the Age Discrimination in Employment Act of 1967 (ADEA) to protect 
workers age 40 and older from illegal discrimination. This act provides protection to a large 
segment of the U.S. population known as the baby boom generation or “baby boomers.” The 
baby boom generation was born roughly between 1946 and 1964 and represented a swell in the 
American population. Some members of the baby boom generation reached age 40 in 1986, and all 
baby boomers are now over age 50.

A large segment of the population will probably continue to work beyond age 67, which 
is the retirement age for receiving Social Security retirement benefits, because many fear that 
Social Security retirement income (Chapter 10) will not provide adequate support. The U.S. 
Census Bureau predicts that individuals age 65 and older will increase from about 25 million 
in 2001 (12.4 percent of the population) to about 77 million (20.3 percent of the population) 
by 2050.30

The ADEA established guidelines prohibiting age-related discrimination in employment. Its 
purpose is “to promote the employment of older persons based on their ability rather than age, 
to prohibit arbitrary age discrimination in employment, and to help employers and workers find 
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ways of meeting problems arising from the impact of age on employment.” The ADEA specifies 
that it is unlawful for an employer:

(1) to fail or refuse to hire or to discharge any individual or otherwise discriminate 
against any individual with respect to his compensation, terms, conditions, or privileges 
of employment, because of such individual’s age; (2) to limit, segregate or classify his 
employees in any way which would deprive or tend to deprive any individual of employ-
ment opportunities or otherwise adversely affect his status as an employee, because of 
such individual’s age; or (3) to reduce the wage rate of any employee in order to comply 
with this act. (29 USC 623, Section 4)

The Older Workers Benefit Protection Act (OWBPA)31—the 1990 amendment to the 
ADEA—placed additional restrictions on employer benefits practices. When employers require 
that all employees contribute toward coverage of benefits, under particular circumstances, they 
can also require older employees to pay more for health care, disability, or life insurance than 
younger employees. This is the case because these benefits generally become more costly with 
age (e.g., older workers may be more likely to incur serious illnesses, thus, insurance compa-
nies may charge employers higher rates to provide coverage for older workers than younger 
ones). However, an older employee may not be required to pay more for the benefit as a con-
dition of employment. Where the premium has increased for an older employee, the employer 
must provide three options to older workers. First, the employee has the option of withdrawing 
from the benefit plan altogether. Second, the employee has the option of reducing his or her 
benefit coverage in order to keep his or her premium cost the same. Third, an older employee 
may be offered the option of paying more for the benefit in order to avoid otherwise justified 
reductions in coverage.

Employers can legally reduce the coverage of older workers for benefits that typically 
become more costly as employees further age only if the costs for providing those benefits are 
significantly greater than the cost for younger workers. When costs differ significantly, the em-
ployer may reduce the benefit for older workers only to the point where it is paying just as much 
per older worker (with lower coverage) as it is for younger workers (with higher coverage). This 
practice is referred to as the equal benefit or equal cost principle.

The ADEA covers private employers with 20 or more employees, labor unions with 25 or 
more members, and employment agencies. The EEOC enforces this act.

cIvIl rIGhtS Act of 1991 The Civil Rights Act of 1991 overturned several Supreme Court 
rulings. The reversal of the Atonio v. Wards Cove Packing Co. court decision is perhaps the 
most noteworthy.32 The Supreme Court ruled that plaintiffs (employees) must indicate which 
employment practice created disparate impact and demonstrate how the employment practice 
created disparate impact. Since the passage of the Civil Rights Act of 1991, employers must 
show that the challenged employment practice is a business necessity. Thus, the Civil Rights 
Act of 1991 shifted the burden of proof from employees to employers.

Two additional sections of the Civil Rights Act of 1991 apply to compensation practice. The 
first feature pertains to seniority systems. As we will discuss in Chapter 3, public sector employ-
ers commonly make employment decisions based on employees’ seniority. For example, public 
sector employers award more vacation days to employees with higher seniority than to employees 
with lower seniority. The Civil Rights Act of 1991 overturned the Supreme Court’s decision in 
Lorance v. AT&T Technologies,33 which allowed employees to challenge the use of seniority 
systems only within 180 days from the system’s implementation date. Employees may now file 
suits claiming discrimination either when the system is implemented or whenever the system 
negatively affects them.

A second development addresses the geographic scope of federal job discrimination. Prior 
to the Civil Rights Act of 1991, the U.S. Supreme Court (Boureslan v. Aramco)34 ruled that fed-
eral job discrimination laws do not apply to U.S. citizens working for U.S. companies in foreign 
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countries. Since the act’s passage, U.S. citizens working overseas may file suit against U.S. busi-
nesses for discriminatory employment practices.

The Civil Rights Act of 1991 provides coverage to the same groups protected under the 
Civil Rights Act of 1964. The 1991 act also extends coverage to Senate employees and political 
appointees of the federal government’s executive branch. The EEOC enforces the Civil Rights 
Act of 1991.

accommodating disabilities and family needs
Congress enacted the Pregnancy Discrimination Act of 1978, the Americans with Disabilities 
Act of 1990, and the Family and Medical Leave Act of 1993 to accommodate employees with 
disabilities and pressing family needs, respectively. These laws protect a significant number 
of employees: In 2000, approximately 68 percent of employed women were responsible for 
children under the age of 18. The preamble to the Americans with Disabilities Act states that it 
covers 43 million Americans. Many employees will benefit from the Family and Medical Leave 
Act if they need substantial time away from work to care for newborns or elderly family mem-
bers. Two trends explain this need. First, many elderly and seriously ill parents of the employed 
baby boom generation depend on their children. Second, both husbands and wives work full-
time jobs now more than ever  before, necessitating extended leave to care for newborns or for 
children who become ill.

prEGnAncY dIScrImInAtIon Act of 1978 The Pregnancy Discrimination Act of 1978 
(PDA) is an amendment to Title VII of the Civil Rights Act of 1964. The PDA prohibits disparate 
impact discrimination against pregnant women for all employment practices. Employers must 
not treat pregnancy less favorably than other medical conditions covered under employee 
benefits plans. In addition, employers must treat pregnancy and childbirth the same way they 
treat other causes of disability. Furthermore, the PDA protects the rights of women who take 
leave for pregnancy-related reasons. The protected rights include:

•	 Credit for previous service
•	 Accrued retirement benefits
•	 Accumulated seniority

AmErIcAnS WIth dISAbIlItIES Act of 1990 The Americans with Disabilities Act of 1990 
(ADA) prohibits discrimination against individuals with mental or physical disabilities 
within and outside employment settings, including public services and transportation, public 
accommodations, and employment. It applies to all employers with 15 or more employees, and 
the EEOC is the enforcement agency. In employment contexts, there are two ADA requirements:

•	 [P]rohibits covered employers from discriminating against a “qualified individual with a 
disability” in regard to job applications, hiring, advancement, discharge, compensation, 
training or other terms, conditions, or privileges of employment.

•	 Employers are required to make “reasonable accommodations” to the known physical 
or mental limitations of an otherwise qualified individual with a disability unless to do 
so would impose an “undue hardship.”35

Title I of the ADA requires that employers provide reasonable accommodation. 
Reasonable accommodation for disabled employees may include such efforts as making ex-
isting facilities readily accessible, restructuring job, and modifying work schedules. Every 
“qualified individual with a disability” is entitled to reasonable accommodation. A qualified 
individual with a disability, however, must be able to perform the “essential functions” of 
the job in question. Essential functions are those job duties that are critical to the job. The 
act prohibits employers from offsetting the cost of providing reasonable accommodation by 
lowering pay.
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On September 25, 2008, former president George W. Bush signed the Americans with 
Disabilities Act Amendments Act of 2008, making important changes to the definition of the 
term disability. These changes make it easier for an individual seeking protection under the ADA 
to establish that he or she has a disability within the meaning of the ADA.

The act retains the ADA’s basic definition of disability as an impairment that substantially 
limits one or more major life activities, a record of such an impairment, or being regarded as 
having such an impairment. However, it changes the way that these statutory terms should be 
interpreted. For example, it expands the definition of “major life activities” by including two 
non-exhaustive lists:

The first list includes many activities that the EEOC has recognized (e.g., walking) as well as 
activities that EEOC has not specifically recognized (e.g., reading, bending, and communicating). 
The second list includes major bodily functions (e.g., “functions of the immune system, normal 
cell growth, digestive, bowel, bladder, neurological, brain, respiratory, circulatory, endocrine, and 
reproductive functions”).

fAmIlY And mEdIcAl lEAvE Act of 1993 The Family and Medical Leave Act of 1993 
(FMLA) aimed to provide employees with job protection in cases of family or medical 
emergency. The basic thrust of the act is guaranteed leave, and a key element of that guarantee 
is the right of the employee to return to either the position he or she left when the leave began 
or to an equivalent position with the same benefits, pay, and other terms and conditions of 
employment. We will discuss this act in greater detail in Chapter 10 because compensation 
professionals treat such leave as a legally required benefit.

Prevailing Wage Laws
dAvIS–bAcon Act of 1931 The Davis–Bacon Act of 1931 establishes employment standards 
for construction contractors holding federal government contracts valued at more than $2,000. 
Covered contracts include highway building, dredging, demolition, and cleaning, as well as 
painting and decorating public buildings. This act applies to laborers and mechanics who are 
employed on site. Contractors must pay wages at least equal to the prevailing wage in the local 
area. The U.S. Secretary of Labor determines prevailing wage rates based on compensation 
surveys of different areas. In this context, “local” area refers to the general location where work 
is performed. Cities and counties represent local areas. The “prevailing wage” is the typical 
hourly wage paid to more than 50 percent of all laborers and mechanics employed in the local 
area. The act also requires that contractors offer fringe benefits that are equal in scope and value 
to fringe compensation that prevails in the local area.

WAlSh–hEAlEY publIc contrActS Act of 1936 This act covers contractors and manufacturers 
who sell supplies, materials, and equipment to the federal government. Its coverage is more 
extensive than the Davis–Bacon Act. The Walsh–Healey Public Contracts Act of 1936 
applies to both construction and nonconstruction activities. In addition, this act covers all of 
the contractors’ employees except office, supervisory, custodial, and maintenance workers who 
do any work in preparation for the performance of the contract. The minimum contract amount 
that qualifies for coverage is $10,000 rather than the $2,000 amount under the Davis–Bacon Act 
of 1931.

The Walsh–Healey Act of 1936 mandates that contractors with federal contracts meet 
guidelines regarding wages and hours, child labor, convict labor, and hazardous working condi-
tions. Contractors must observe the minimum wage and overtime provisions of the FLSA. In 
addition, this act prohibits the employment of individuals younger than 16 as well as convicted 
criminals. Furthermore, this act prohibits contractors from exposing workers to any conditions 
that violate the Occupational Safety and Health Act of 1970. This act was passed to ensure 
safe and healthful working conditions for working men and women by authorizing enforcement 
of the standards under the act.
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It is critical for HR and compensation professionals to have a 
working knowledge of legislative imperatives and organiza-
tional policies designed to oversee certain aspects of compensa-
tion and benefits. Together with the legal department, HR has 
the responsibility to educate line managers and other decision 
makers in the organization as to what should and should not be 
done in working with employees on compensation and benefits 
issues. While ultimately the administration of compensation and 
benefits will be the responsibility of HR, line managers must 
have enough awareness to make informed decisions which 
will both protect the company from certain liabilities as well as 
ensure the retention and engagement of employees critical to 
the success of the organization. The most successful line man-
agers are often quite adept at explaining these nuances and are 
respected by their employees for their concern with the factors 
that influence the employee experience.

Action checklist for line managers and HR—
understanding and applying the legal landscape

hr takes the lead
•	 Work with the legal department to conduct training  sessions 

designed to educate line managers on some of the most im-
portant legislation that will govern employee-related actions 
(e.g., FLSA, Civil Rights Acts, ADEA, ADA, and FMLA).

•	 Conduct an audit to identify certain potential for dispa-
rate impact; disparate impact training is conducted to 
ensure that line managers and other decision makers are 
aware of some of the pitfalls.

•	 Give careful consideration to private sector companies 
that hold government contracts to understand what 
 additional standards may be placed on them  
because of their relationship with the federal 
government.

•	 Provide legal updates to line managers, with legislation 
changing fairly quickly (particularly in these times). Many 
law firms provide this type of service via pro bono telecon-
ferences. In-house employment lawyers could also provide 
these updates.

•	 Make sure that the legislative necessities create a starting 
point for establishing company policy and not merely the 
justification for doing the bare minimum.

line managers take the lead
•	 Identify employees who fall into a group addressed 

specifically by law or company policy (e.g., ADA) which 
may be a new experience for you to work with as a 
manager (e.g., in most jobs, you will have more experi-
ence working with minority employees than disabled 
employees).

 C O m P e n s at I O n  I n  aC t I O n

end Of ChaPter revIeW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

summary
learning objective 1: Interindustry wage differen-
tials represent the pattern of pay and benefits associated 
with characteristics of industries. Interindustry wage 
differentials can be attributed to a number of factors, 
including the industry’s product market, the degree of 
capital intensity, the profitability of the industry, and 
unionization of the workforce.

learning objective 2: An occupation is a group of 
jobs, found at more than one company, in which a com-
mon set of tasks are performed or are related in terms of 
similar objectives, methodologies, materials, products, 

worker actions, or worker characteristics. Considerable 
variation in pay can be explained by the complexity of 
knowledge, skills, and abilities (KSAs) that define jobs 
(for example, surgeons and building service workers). 
Another important factor is the labor market dynamics 
of the supply and demand for qualified employees

learning objective 3: A number of factors influence 
geographic pay differentials. Interindustry wage differen-
tials represent an important factor. Other factors include 
the union status of the workforce, occupational type, work 
level, whether firms operate on a profit or not-for-profit 
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basis, skill-level differences between employees who are 
performing the same job, and cost-of-living.

learning objective 4: Labor unions increase the bar-
gaining power of employees by organizing into a collec-
tive to negotiate terms of employment with management. 
Wages in union settings, on average, are higher than 
wages in nonunion settings.

learning objective 5: There are a variety of laws 
that were put in place to ensure a balance of power 
between employees and employers. For the purposes 
of compensation management, these laws can be cat-
egorized in four groups as income continuity, safety, 
and work hours; pay discrimination; accommodating 
disabilities and family needs, and prevailing wage laws.

discussion Questions
 2-1. Identify the contextual influence that you believe 

will pose the greatest challenge to companies’ 
competitiveness, and identify the contextual in-
fluence that will pose the least challenge to com-
panies’ competitiveness. Explain your rationale.

 2-2. Should the government raise the minimum 
wage? Explain your answer.

 2-3. Do unions make it difficult for companies to at-
tain competitive advantage? Explain your answer.

 2-4. Explain the pros and cons of adjusting pay based 
on cost-of-living differences from a company’s 
perspective and an employee’s perspective.

 2-5. Some people argue that there is too much 
 government intervention, while others say there 
is not enough. Based on the presentation of laws 
in this chapter, do you think there is too little 
or too much government intervention? Explain 
your answer.

MyManagementLab
 ChaPter QUIz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Quiz! and see what you’ve learned.
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Case 
exempt or nonexempt?

 An additional Supplemental Case can be found on MyManagementLab.

Jane Swift is becoming frustrated with her job as a shift leader at Jones Department Store. She’s worked 
there for 6 months, and the full-time job has turned into more than full time. Several associates have left 
the store, and as a result, the past several weeks she has worked 45–50 hours each week. She doesn’t mind 
working the extra hours; she is just frustrated because she is not getting paid overtime pay.

She asked the store manager, Amy Kostner, about the overtime pay she was due. Amy informed 
Jane that shift leaders are part of the management team and are classified as exempt under the Fair Labor 
Standards Act. The store is not required to pay exempt workers overtime pay.

Jane agrees that she is part of the management team. As a shift leader, Jane runs the floor when she is 
on duty. One of the assistant managers sets the daily schedule of associates each week, but Jane and other 
shift leaders assign the associates to various work areas as needed. Depending on store traffic, associates 
need to be moved from stocking shelves and cleaning to cashiering or assisting customers. When not work-
ing on such management responsibilities, the shift leaders generally assume the duties of associates by 
assisting customers and cashiering. Jane reports that she typically spends only a little more than half of her 
time performing associate duties.

Shift leaders are also involved in managerial decisions. For example, they often sit in on employment 
interviews and typically are aware of employee terminations before the employee is fired. They also give 
feedback about the associates to the assistant managers who write the annual performance appraisals.

Just like a manager, Jane makes a lot of decisions during the course of her shift each day. If there is a 
dispute on a sale price, Jane searches the weekly sales flyer to determine the correct price. If a customer 
has a return, Jane reviews the transaction and initials it before the cashier can give a refund. However, she 
does not have complete autonomy in making decisions. For example, if a return is greater than $50.00, an 
assistant manager or the store manager needs to approve the refund.

But even though she agrees that she is part of the management team, Jane isn’t satisfied with Amy’s 
answer on her question about pay. If she isn’t eligible for overtime pay, she thinks that she should be paid 
more. While she is paid at a higher rate than most of the associates, she is not paid nearly as much as the 
assistant managers. A pay increase or overtime pay would at least make it worthwhile for her to put in the 
extra hours.

Questions:
 2-6. Why did Amy classify the shift leaders as exempt? Are there any advantages to Jones 

Department Store to having the shift leaders classified as exempt?
 2-7. Do you think that the shift leaders are properly classified as exempt? Why or why not?
 2-8. What are some factors that Amy should consider when determining whether shift leaders are 

 exempt or nonexempt?

Crunch the numbers! 
Whether to Work overtime or hire additional employees

 an additional crunch the numbers! exercise can be found on mymanagementlab.com.

The Fair Labor Standards Act requires employers to pay nonexempt status employees an overtime rate at 
least equal to 1.5 times the normal hourly wage for each hour worked beyond the 40-hour workweek period.

ACME manufacturing has just signed a lucrative contract to produce the casings for flashlights. The 
contract spans five years. During this time, ACME must increase its total manufacturing output by 10 
percent. To meet this added demand, the company’s compensation and HR leadership will have to decide 
whether to require current manufacturing employees work additional hours per week, hire additional work-
ers, or both. Making this decision will require an analysis of compensation costs and other HR-related 
expenses (for example, training).
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Overtime Pay Scenario: Let’s assume that ACME employees 1,000 manufacturing employees and each 
of these employees earns $20 per hour. Because manufacturing output will increase by 10 percent, each 
employee would have to work an additional 4 hours per week (40 hours per week × 10%). For each of these 
additional 4 hours, employees would earn $30 per hour ($20 per hour × 1.5 hourly overtime pay premium).

Hiring Additional Workers Scenario: To meet this additional demand (10% output), ACME would 
have to increase their workforce by 10 percent, or 100 employees (1,000 person workforce × 10%). 
Besides hourly pay, there are costs associated with hiring new employees. These include employee ben-
efits ($10,000 annually per new employee), recruitment ($5,000 on a one-time basis per new employee), 
training ($3,000 on a one-time basis per employee), and termination ($12,000) upon the end of the con-
tract period.

Questions:
 2-9. Is it more cost effective to have current manufacturing employees work on an overtime basis during 

the life of the contract or to hire new employees?
 2-10. Let’s assume that the unemployment rate in the area is low, which is making it difficult to attract 

new manufacturing employees. ACME is finding that it is able to overcome this problem by paying 
new employees at a higher hourly rate of $25 per hour. Under this scenario, is it more cost effective 
to have current manufacturing employees work on an overtime basis or to hire new employees?

 2-11. Would it be more cost effective to hire 50 new employees as well as having half of current manu-
facturing employees work overtime?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 2-12. How would the compensation system change if the minimum wage provision of the 
Fair Labor Standards Act of 1938 were repealed?

 2-13. Suggest ways that companies in low-paying industries can increase their ability to 
 attract and retain highly qualified individuals.

 2-14. MyManagementLab Only – comprehensive writing assignment for this chapter.
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Where We Are Now:
Part I, SettIng the Stage for StrategIc comPenSatIon explained what compen-

sation is, strategic compensation concepts, compensation professionals’ goals, employment 

laws that influence compensation practices, and the roles of unions and market forces in influ-

encing compensation practices. Now, we turn to the methods for determining employee pay.

In Part II, BaSeS for Pay, we will therefore study

Chapter 3 TrAdiTioNAl BAses For PAy

Chapter 4 iNceNTive PAy

Chapter 5 PersoN-Focused PAy

Bases for Pay ii 

MyManagementLab®

 You can access the CompAnalysis Software to complete the online Building Strategic 
Compensation Systems Project by logging into www.mymanagementlab.com.

http://www.mymanagementlab.com
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 ChaPter Warm-UP!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning objectives

When you finish studying this chapter, you should be able to:
3-1. Describe seniority and longevity pay practices.
3-2. Explain the merit pay approach to compensation.
3-3. Explore a variety of performance appraisal methods.
3-4. Discuss how compensation professionals can strengthen the pay-for-performance 

link.
3-5. Summarize the possible limitations of merit pay programs.

traditional Bases for Pay
seniority and Merit

3

For decades, companies have awarded raises to base pay according to employees’ seniority or job 
performance. Many companies, such as IBM, tended to pay employees according to performance, 
but the system became one of entitlements. Changes in the global marketplace forced many 
companies to reconsider their approach to employee compensation. Fierce global competition 
requires that employees perform their jobs better than ever before to enable companies to offer 
the best possible products and services at the lowest cost. As a solution, many companies use 
compensation programs that emphasize rewards according to performance attainment. Still, tradi-
tional seniority and longevity pay plans, which do not tie compensation to performance, remain in 
use in particular settings, which we will explore in this chapter.

In this chapter, we will consider the traditional seniority and longevity approaches to com-
pensating employees. We will then turn our attention to merit pay, which is a widely used form 
of performance-based pay in U.S. companies. In Chapter 4, we will take up a variety of incentive 
programs that also reward pay for performance.

seniority and Longevity Pay
Seniority pay and longevity pay systems reward employees with periodic additions to base pay 
according to employees’ length of service in performing their jobs. These pay plans assume that 
employees become more valuable to companies with time and that valued employees will leave if 

3-1 Describe seniority 
and longevity pay 
practices.
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they do not have a clear idea that their salaries will progress over time.1 This rationale comes from 
human capital theory,2 which states that employees’ knowledge and skills generate productive 
capital known as human capital. Employees can develop such knowledge and skills from formal 
education and training, including on-the-job experience. Over time, employees presumably refine 
existing skills or acquire new ones that enable them to work more productively. Thus, seniority 
pay rewards employees for acquiring and refining their skills as indexed by seniority.

historical overview
A quick look back into U.S. labor relations history can shed light on the adoption of seniority 
pay in many companies. President Franklin D. Roosevelt advocated policies designed to im-
prove workers’ economic status in response to the severely depressed economic conditions that 
had started in 1929. Congress instituted the National Labor Relations Act (NLRA) in 1935 to 
protect workers’ rights, predicated on a fundamental, but limited, conflict of interest between 
workers and employers. President Roosevelt and other leaders felt that companies needed to be 
regulated to establish an appropriate balance of power between the parties. The NLRA estab-
lished a collective bargaining system nationwide to accommodate employers’ and employees’ 
partially conflicting and partially shared goals.

Collective bargaining led to job control unionism,3 in which collective bargaining units negoti-
ate formal contracts with employees and provide quasi-judicial grievance procedures to adjudicate 
disputes between union members and employers. Union shops establish workers’ rights and obliga-
tions and participate in describing and delineating jobs. In unionized workplaces, terms of collective 
bargaining agreements may determine the specific type of seniority system used, whereas seniority 
tends to be the deciding factor in nearly all job scheduling, transfer, layoff, compensation, and promo-
tion decisions. Moreover, seniority may become a principal criterion for selecting one employee over 
another for transfer or promotion. Table 3-1 illustrates the rules for a seniority pay program contained 
in a collective bargaining agreement between the Board of Trustees of the University of Illinois and 
Local 698 of the American Federation of State, County, and Municipal Employees. That is, Table 3-1 
shows the actual rates for job classification and seniority level.

Political pressures probably drive the prevalence of public sector seniority pay. Seniority-
based pay systems essentially provide automatic pay increases. Performance assessments tend 
to be subjective rather than objective because accurate job performance measurements are very 
difficult to obtain. In contrast, employees’ seniority is easily indexed because time on the job 
is a relatively straightforward and concrete concept. Implementing such a system that specifies 
the amount of pay raise an employee will receive according to his or her seniority is automatic. 
Politically, “automatic” pay adjustments protect public sector employees from the quirks of 
election-year politics.4 In addition, the federal, state, and local governments can avoid direct 
responsibility for pay raises so employees can receive fair pay without political objections.

Who Participates?
Today, most unionized private sector and public sector organizations continue to base salary 
on seniority or length of employee service, though the number of these workplaces is steadily 

taBLe 3-1 hourly Wage rates by Seniority Level

Classification Title start�($)
13

Months�($)
25

Months�($)
37

Months�($)

Staff Nurse I 19.07 20.19 21.31 22.40

Nursing Assistant 9.94 10.17 10.53 10.83

Medical Assistant 14.65 15.40 16.13 16.92

Medical Technologist 17.66 18.90 20.13 21.38

Source: Based on Agreement between the Board of Trustees of the University of Illinois and Local 698 of  
The American Federation of State, County, and Municipal Employees, AFL-CIO.
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declining as described in Chapter 2. In 2014, the overall unionization rate was 11.1 percent. 
Members of union-bargaining units whose contracts include seniority provisions, usually rank-
and-file as well as clerical workers, receive automatic raises based on the number of years they 
have been with the company. In the public sector, most administrative, professional, and even 
managerial employees receive such automatic pay raises.

effectiveness of seniority Pay systems
Virtually no systematic research has demonstrated these pay plans’ effectiveness nor is there any 
documentation regarding their prevalence in the private sector. Seniority or longevity pay plans are 
likely to disappear from for-profit companies in increasingly competitive markets. Such external 
influences as increased global competition, rapid technological advancement, and skill deficits of 
new and current members of the workforce necessitate a strategic orientation toward compensa-
tion. These influences will probably force companies to establish compensation tactics that reward 
their employees for learning job-relevant knowledge and skills and for making tangible contribu-
tions toward companies’ quests for competitive advantage. Seniority pay meets neither goal.

Public sector organizations had until the 1990s, faced less pressure to change these sys-
tems because they exist to serve the public rather than make profits. For example, the Internal 
Revenue Service (IRS) is responsible for collecting taxes from U.S. citizens. Paying taxes to the 
federal government is an obligation of virtually all U.S. citizens. The amount of taxes each citi-
zen pays is based on established tax codes. The IRS is not in the business of finding new custom-
ers to pay taxes. It does not compete against any other businesses for taxpayers.

The federal government, however, has now raised questions about the effectiveness of its 
seniority pay system for white-collar workers—the General Schedule—because most employ-
ees receive raises regardless of how well they perform. Questions about the effectiveness of its 
seniority pay system are based on how the world of work has dramatically changed since the 
system’s inception in 1949. The federal government has extensively considered the strategic 
importance of moving beyond seniority-based pay by studying the experience of private sector 
companies, though it has not made noteworthy modifications to its current pay system.5

design of seniority Pay and Longevity Pay Plans
Although seniority pay and longevity pay are similar, there are some important distinctions be-
tween them. The object of seniority pay is to reward job tenure or employees’ time as members 
of a company explicitly through permanent increases to base salary. Employees begin their em-
ployment at the starting pay rate established for the particular jobs. At specified time intervals, 
which can be as short as 3 months and as long as 3 years, employees receive designated pay 
increases. These pay increases are permanent additions to current pay levels. Over time, employ-
ees will reach the maximum pay rate for their jobs. Companies expect that most employees will 
earn promotions into higher-paying jobs that have seniority pay schedules. Figure 3-1 illustrates 
a seniority pay policy for a junior clerk job and an advanced clerk job. Pay rates are associated 
with seniority. When employees reach the top pay rate for the junior clerk position, they are pre-
sumably qualified to assume the duties of the advanced clerk position.

If employees choose to remain in their job classifications or are not qualified to advance to 
the next level, longevity pay plans rewards employees who have reached pay range maximums 
and who are not likely to move into higher grades. Longevity pay plans are used to help reward 
long-service employees for their continued contributions, without regularly paying more than 
the job is worth based on knowledge, skills, abilities, and other job-related requirements.

Most federal government employees are subject to longevity pay via the General 
Schedule (GS), which is shown in Table 3-2. The General Schedule classifies federal govern-
ment jobs into 15 classifications (GS-1 through GS-15) based on such factors as skill, educa-
tion, and experience levels. The GS-1 category include the lowest-level jobs and GS-15 include 
the highest-level jobs. In addition, jobs that require high levels of specialized education (e.g., a 
physicist), influence public policy significantly (e.g., law judges), or require executive decision 
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making are classified in separate categories (the top executive in a U.S. government agency 
such as the U.S. Department of Labor): Senior Level (SL), Scientific and Professional (SP) 
positions, and the Senior Executive Service (SES).

The government typically increases all pay amounts annually to adjust for inflation. The 
2015 schedule represents a 1 percent increase over 2014 rates. The federal government relies 
on a base schedule, shown in Table 3-2, to compensate employees in most locations. Additional 
schedules are published for particular geographic areas where the cost of living differs substan-
tially from the national average. Examples include the greater Boston and Los Angeles areas.

Employees are eligible for 10 within-grade step pay increases, each increase amounts to 
about 3 percent of the employee’s salary. At present, it takes employees 18 years to progress 
from Step 1 to Step 10 if they were to remain within a single GS grade. Progression through the 
steps is based on an assumption that their job performance is acceptable. The increase from step 
to step equals the within-grade increase (WGI) amount. The waiting periods within steps are:

•	 Steps 1–3: 1 year
•	 Steps 4–6: 2 years
•	 Steps 7–9: 3 years

Position descriptions usually indicate a series of GS ranges for which the job may be classified. 
For example, a Human Resources Assistant position6 could fit within GS ranges 5 through 7. 
Determination of the grade depends upon the qualification level of the newly hired employee. 
For this position, an individual with the minimum acceptable qualifications would be placed in 
GS-5. An individual with one or more years of specialized experience would be placed in GS-6 if 
the experience were at least equivalent to GS-5 requirements. Placement in GS-7 would require 
at least one year of specialized experience fitting with GS-6 requirements. Employees could be 
eligible for promotions to classifications that are higher than advertised. For this job, movement 
to GS-8 would be based on competition under merit system principles, to be discussed in the 
next section. The pay increase associated with any promotion would typically be equal to at least 
two steps at the GS grade immediately before promotion. For this human resources assistant 
job, an employee whose classification is GS-7 (let’s assume Step 6) could be promoted to GS-8 
based on merit. Pay would increase from $40,437 to at least $42,747 based on the following cal-
culation: ($40,437 + [$1,155 × 2 steps]) where $1,155 is the WGI for Grade 7.

figUre 3-1 a Sample Seniority Policy for Junior and advanced clerk Jobs
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advantages of seniority Pay
Seniority pay offers a number of advantages to both employees and employers. Employees are 
likely to perceive they are treated fairly because they earn pay increases according to seniority, 
which is an objective standard. Seniority stands in contrast to subjective standards based on 
supervisory judgment. The inherent objectivity of seniority pay systems should lead to greater 
cooperation among coworkers.

Seniority pay offers two key advantages to employers. First, seniority pay facilitates the 
administration of pay programs. Pay increase amounts are set in advance, and employers award 
raises according to a pay schedule, much like the federal government’s GS. A second advantage 
is that employers are less likely to offend some employees by showing favoritism to others be-
cause seniority is an objective basis for making awards. The absence of favoritism should enable 
supervisors and managers effectively to motivate employees to perform their jobs even in the 
absence of a formal performance appraisal system.

fitting seniority Pay with Competitive strategies
Seniority pay does not necessarily fit well with the imperatives of competitive strategies be-
cause employees can count on receiving the same pay raises for average and exemplary perfor-
mance, and this fact represents the greatest disadvantage of seniority pay systems. Employees 
who make significant contributions in the workplace receive the same pay increases as co-
workers who make modest contributions. In addition, employees receive pay raises without 
regard to whether companies are meeting their competitive objectives. Employees clearly do 
not have any incentives to actively improve their skills or to take risks on the job because they 
receive pay raises regardless of any initiative they show. Finally, because seniority increases 
become a recurring part of base pay, the growing costs can become burdensome to employers. 
Besides, do pay raises earned years in the past continue to benefit the employer? Probably not. 
This especially would be the case if the employee were once a stellar performer and regressed 
to just an acceptable performer.

taBLe 3-2 Salary table 2015-gS (annual rates by grade and Step)

Grade step�1 step�2 step�3 step�4 step�5 step�6 step�7 step�8 step�9 step�10 WGI

1 18161 18768 19372 19973 20577 20931 21528 22130 22153 22712 VARIES

2 20419 20905 21581 22153 22403 23062 23721 24380 25039 25698 VARIES

3 22279 23022 23765 24508 25251 25994 26737 27480 28223 28966 743

4 25011 25845 26679 27513 28347 29181 30015 30849 31683 32517 834

5 27982 28915 29848 30781 31714 32647 33580 34513 35446 36379 933

6 31192 32232 33272 34312 35352 36392 37432 38472 39512 40552 1040

7 34662 35817 36972 38127 39282 40437 41592 42747 43902 45057 1155

8 38387 39667 40947 42227 43507 44787 46067 47347 48627 49907 1280

9 42399 43812 45225 46638 48051 49464 50877 52290 53703 55116 1413

10 46691 48247 49803 51359 52915 54471 56027 57583 59139 60695 1556

11 51298 53008 54718 56428 58138 59848 61558 63268 64978 66688 1710

12 61486 63536 65586 67636 69686 71736 73786 75836 77886 79936 2050

13 73115 75552 77989 80426 82863 85300 87737 90174 92611 95048 2437

14 86399 89279 92159 95039 97919 100799 103679 106559 109439 112319 2880

15 101630 105018 108406 111794 115182 118570 121958 125346 128734 132122 3388

Source: U.S. Office of Personnel Management. Available: http://www.opm.gov/policy-data-oversight/pay-leave/salaries-wages/salary-tables 
/pdf/2015/saltbl.pdf, accessed February 15, 2015

http://www.opm.gov/policy-data-oversight/pay-leave/salaries-wages/salary-tables/pdf/2015/saltbl.pdf
http://www.opm.gov/policy-data-oversight/pay-leave/salaries-wages/salary-tables/pdf/2015/saltbl.pdf
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So, in light of increased external pressures on companies to promote productivity and 
product quality, will seniority or longevity pay be gradually phased out? With the exception of 
companies that are shielded from competitive pressures, it is likely that companies that intend 
to remain competitive will set aside seniority pay practices. Although seniority pay plans reflect 
employees’ increased worth, they measure such contributions indirectly rather than based on 
tangible contributions or the successful acquisition of job-related knowledge or skills. Now 
more than ever, companies need to be accountable to shareholders, which will require direct 
measurement of employee job performance.

To illustrate the incompatibility of seniority pay structures with the attainment of competi-
tive strategy further, Toyota, a manufacturer of automobiles, is reconsidering its use of seniority-
based wage system for a performance-based pay system. Traditional Japanese companies defined 
seniority as employee age, leaving substantial pay gaps between younger and older employees. 
These gaps are making it difficult to attract younger talent to the company.7 Despite Toyota’s 
worldwide reputation as a manufacturer of high-quality automobiles, company management con-
tinually adopts employment practices that encourage even better-quality products. Performance-
based pay fits with Toyota’s mission. Other Japanese companies, Hitachi, Panasonic, and Sony, 
are following suit.8

merit Pay
Merit pay programs assume that employees’ compensation over time should be determined, 
at least in part, by differences in job performance.9 Employees earn permanent merit increases 
based on their performance. The increases reward excellent effort or results, motivate future per-
formance, and help employers retain valued employees. Merit increases are usually expressed as 
a percentage of hourly wages for nonexempt employees and as a percentage of annual salaries for 
exempt employees. In 2014, employees earned average merit increases of 3.0 percent across all 
industries, and the projected average increase for 2015 was 3.1 percent. 10 This average increase 
did not vary significantly across employee groups (exempt vs. nonexempt, nonunion vs. union); 
however, the average raise differed based on employee performance and industry. Merit increases 
for high performers averaged 4.1 percent.11 The health care and social assistance industry’s aver-
age merit increase was 2.5 and 3.8 percent for the mining industry.

Who Participates?
Merit pay is one of the most commonly used compensation methods in the United States. In 
2014, a survey of WorldatWork members revealed that 72 percent of companies indicated that 
they use a rating system with a performance score that is tied to pay increases. The rates were 65 
percent and 71 percent in 2010 and 2011, respectively.12 Merit pay programs occur most often 
in the private for-profit sector of the economy rather than in such public sector organizations as 
local and state governments.

exploring the elements of merit Pay
Managers rely on objective as well as subjective performance indicators to determine whether 
an employee will receive a merit increase and the amount of increase warranted. As a rule, 
supervisors give merit increases to employees based on subjective appraisal of employees’ per-
formance.13 Supervisors periodically review individual employee performance to evaluate how 
well each worker is accomplishing assigned duties relative to established standards and goals. 
Thus, as we will discuss later in this chapter, accurate performance appraisals are key to effec-
tive merit pay programs.

For merit pay programs to succeed, employees must know that their efforts in meet-
ing production quotas or quality standards will lead to pay raises. Job requirements must 
be realistic, and employees must have the skills and abilities to meet job goals. Moreover, 

3-2 Explain the merit 
pay approach to 
compensation.
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employees must perceive a strong relationship between attaining performance standards and 
receiving pay increases.

Furthermore, companies that use merit programs must ensure that the funds needed to fulfill 
these promises to compensate employees are available. For now, we assume that adequate fund-
ing for merit pay programs is in place. We will address the ramifications of insufficient budgets 
for funding merit pay programs in Chapter 8.

Finally, companies should make permanent adjustments to base pay according to changes in 
the cost of living or inflation before awarding merit pay raises. Then, permanent merit pay raises 
should always reward employee performance rather than represent adjustments for inflation. 
Inflation represents rises in the cost of consumer goods and services (e.g., food and health care) 
that boost the overall cost of living. Over time, inflation erodes the purchasing power of the dol-
lar. You’ve no doubt heard the comment, “It’s harder to stretch a dollar these days.” Employees 
are concerned about how well merit increases raise purchasing power. Compensation profes-
sionals attempt to minimize negative inflationary effects by making permanent increases to base 
pay, known as cost-of-living adjustments. For now, let’s assume that inflation is not an issue. (As 
a side note, this principle also applies to seniority pay. Pay increases should reflect additional 
seniority after making specific adjustments for inflation.)

Although fairly common, merit pay systems are not appropriate for all companies. 
Compensation professionals should consider two factors—commitment from top management 
and the design of jobs—before endorsing the use of merit pay systems. Top management must 
be willing to reward employees’ job performances with meaningful pay differentials that match 
employee performance differentials. Companies ideally should grant sufficiently large pay in-
creases to reward employees for exemplary job performance and to encourage similar expecta-
tions about future good work.

The amount of a merit pay increase should reflect prior job performance levels and mo-
tivate employees toward striving for exemplary performance. The pay raise amount should 
be meaningful to employees. The concept of just-meaningful pay increase refers to the 
minimum pay increase that employees will see as making a meaningful change in com-
pensation.14 The basic premise of this concept is that a trivial pay increase for average or 
better employees is not likely to reinforce their performance or to motivate enhanced future 
performance. In addition to top management’s commitment to merit pay programs, HR pro-
fessionals must design jobs explicitly enough that employees’ performance can be measured 
accurately. Merit programs are most appropriate when employees have control over their 
performance and when conditions outside employees’ control do not substantially affect their 
performance. Conditions beyond employees’ control that are likely to limit job performance 
vary by the type of job. For sales professionals, recessionary economic spells generally lead 
consumers to limit spending on new purchases because they anticipate the possibility of 
layoffs. Sales professionals certainly do not create recessionary periods nor can they allay 
consumers’ fears about the future. For production workers, regular equipment breakdowns 
will lead to lower output.

Furthermore, there must be explicit performance standards that specify the procedures 
or outcomes against which employees’ job performance can be clearly evaluated. At Pratt & 
Whitney, HR professionals and employees worked together to rewrite job descriptions. The 
purpose was to define and put into writing the major duties of a job and to specify written per-
formance standards for each duty to ensure that the job requirements provided a useful measure-
ment standard for evaluation. The main performance standards included such factors as quality, 
quantity, and timeliness of work.

Table 3-3 displays a job description for an Account Clerk II in the California Department of 
Rehabilitation Services. The description lists the activities the jobholder performs and qualifica-
tions necessary to perform the job at an acceptable level. For instance, a successful candidate 
must demonstrate knowledge of bookkeeping practice.
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PerformanCe aPPraisaL
Effective performance appraisals drive effective merit pay programs. Merit pay systems 
require specific performance appraisal approaches, as noted previously. Administering suc-
cessful merit pay programs depends as much on supervisors’ appraisal approaches as it does 
on the professionals’ skills in designing and implementing such plans. The frequency of pro-
viding employees with performance feedback is critically important. The following Watch It! 
video describes The Weather Channel’s performance appraisal process in which appraisals are 
recommended to be done on an ongoing, continual basis so that an employee always knows 
where he or she stands as far as what is expected and how well he or she is currently perform-
ing. This way, the employee can look forward to performance reviews instead of dreading 
them; they will be an official confirmation of all of the progress that the employee has been 
making under the ongoing relationship of appraisal and feedback with the employee’s man-
ager. Many other companies have followed suit, including VMware Inc., Wayfair Inc., and the 
Boston Consulting Group where they particularly instil the importance of celebrating small 
performance victories.15

3-3 Explore a variety of 
performance appraisal 
methods.

taBLe 3-3 account clerk II

Source: State of California, Department of Rehabilitation. Account Clerk II (position number 813-150-1733-
XXX). Available: http://jobs.spb.ca.gov/wvpos/more_info.cfm?recno=512397, accessed February 1, 2015.

Job: Account Clerk II

Agency/Department: California Department of Rehabilitation Services

Location: Fresno, CA

Job�summary:
Under the supervision of the Supervising Program Technician II (SPTII), the Account Clerk II provides 
support for the district accounting unit. Follow prescribed procedures involving arith-metical calculations. 
Compile, investigate and verify numerical or financial information. Follow written and oral instructions. 
Must be courteous and tactful and work cooperatively with others.

Key�Job�duties:
•	 Process revolving fund checks and bank drafts

•	 Maintain check counterfoils and bank drafts audit file

•	 Provide check/bank draft information to staff

•	 Ready invoices for processing by auditing invoice for appropriate/necessary information, number 
of copies/supporting documents, receipts, underscoring participants name, date of services, FEIN #, 
amount of invoice

•	 Verify funds are available/encumbered to make payment.

Qualifications�required:
•	 Good communication skills

•	 Willingness to learn

•	 Ability to use various assistive technology communication devices, and other adaptive re-sources in 
order to meet the needs of individuals with different abilities and diverse back-grounds

•	 Ability to use good judgment and awareness and knowledge of disability conditions to independently 
act, respond, and assist with various consumer situations

•	 Ability to interact in a team environment with consumers and coworkers in a professional manner, and 
with integrity and respect

•	 Ability to follow approved department policies and procedures

http://jobs.spb.ca.gov/wvpos/more_info.cfm?recno=512397
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WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to�complete�the�video�exercise�titled�Weather�Channel:�appraising.

types of Performance appraisal Plans
Performance appraisal methods fall into four broad categories:

•	 Trait systems
•	 Comparison systems
•	 Behavioral systems
•	 Goal-oriented systems

The four kinds of performance appraisal methods are next described in order.

traIt SyStemS Trait systems ask raters to evaluate each employee’s traits or characteristics (e.g., 
quality of work, quantity of work, appearance, dependability, cooperation, initiative, judgment, 
leadership responsibility, decision-making ability, or creativity). Appraisals are typically scored 
using descriptors ranging from unsatisfactory to outstanding. Table 3-4 contains an illustration of a 
trait method of performance appraisal.

Trait systems are easy to construct, use, and apply to a wide range of jobs. They are also 
easy to quantify for merit pay purposes. Trait systems are increasingly becoming common 
in companies that focus on the quality of interactions with customers. For example, Leon 
Leonwood Bean, founder of L. L. Bean, made customer service the foundation of his business 
from its beginning in 1912. That focus translates into employee traits of dependability, friendli-
ness, trustworthiness, and honesty.16

The trait approach does have limitations. First, trait systems are highly subjective17 because 
they are based on the assumption that every supervisor’s perception of a given trait is the same. For 
example, the trait “quality of work” may be defined by one supervisor as “the extent to which an 
employee’s performance is free of errors.” To another supervisor, quality of work might mean “the 
extent to which an employee’s performance is thorough.” Human resource professionals and supervi-
sors can avoid this problem by working together in advance to specify the definition of traits clearly.

Another drawback is that systems rate individuals on subjective personality factors rather 
than on objective job performance data. Essentially, trait assessment focuses attention on em-
ployees rather than on job performance. Employees may simply become defensive rather than 

taBLe 3-4 a trait-oriented Performance appraisal rating form

employee’s�name: employee’s�position:
supervisor’s�name: review�period:

Instructions: For each trait below, circle the phrase that best represents the employee.

1. Diligence

a. outstanding b. above average c. average d. below average e. poor

2. Cooperation with others

a. outstanding b. above average c. average d. below average e. poor

3. Communication skills

a. outstanding b. above average c. average d. below average e. poor

4. Leadership

a. outstanding b. above average c. average d. below average e. poor

5. Decisiveness

a. outstanding b. above average c. average d. below average e. poor
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trying to understand the role that the particular trait plays in shaping their job performance and 
then taking corrective actions.

comParISon SyStemS Comparison systems evaluate a given employee’s performance against 
that of other employees. Employees are ranked from the best performer to the poorest performer. 
In simplest form, supervisors rank each employee and establish a performance hierarchy such 
that the employee with the best performance receives the highest ranking. Employees may be 
ranked on overall performance or on various traits.

An alternative approach, called a forced distribution performance appraisal, assigns employees 
to groups that represent the entire range of performance. For example, three categories that might be 
used are best performers, moderate performers, and poor performers. A forced distribution approach, 
in which the rater must place a specific number of employees into each of the performance groups, 
can be used with this method. Table 3-5 displays a forced distribution rating form for an animal 
keeper job with five performance categories.

Many companies use forced distribution approaches to minimize the tendency for supervisors 
to rate most employees as excellent performers. This tendency usually arises out of supervisors’ 
self-promotion motives. Supervisors often provide positive performance ratings to most of their 
employees because they do not want to alienate them. After all, their performance as supervisors 
depends largely on how well their employees perform their jobs.

Although used by some prestigious firms, the forced distribution system appears to be un-
popular with many managers.18 Some believe it fosters cutthroat competition, paranoia, and gen-
eral ill will, and destroys employee loyalty.19 For example, David Auerback, a former Microsoft 
employee, stated that this type of appraisal system had employees feeling helpless and “encour-
aged people to backstab their co-workers.”20 Many believe that a “rank-and-yank” system such 
as forced distribution is not compatible when a company encourages teamwork. In addition, 
critics of forced distribution contend that they compel managers to penalize a good, although 
not a great, employee who is part of a superstar team. Another reason employees are opposed 
to forced ranking is that they suspect that the rankings are a way for companies to rationalize 
terminations more easily.

Forced distribution approaches have drawbacks. The forced distribution approach can dis-
tort ratings because employee performance may not fall into these predetermined distributions. 

taBLe 3-5 a forced Distribution Performance appraisal rating form

Instructions: You are required to rate the performance for the previous 3 months of the 15 workers 
 employed as animal keepers to conform with the following performance distribution:

•	 15 percent of the animal keepers will be rated as having exhibited poor performance.

•	 20 percent of the animal keepers will be rated as having exhibited below-average performance.

•	 35 percent of the animal keepers will be rated as having exhibited average performance.

•	 20 percent of the animal keepers will be rated as having exhibited above-average performance.

•	 10 percent of the animal keepers will be rated as having exhibited superior performance.

Use the following guidelines for rating performance. On the basis of the five duties listed in the job 
 description for animal keeper, the employee’s performance is characterized as:

•	 Poor if the incumbent performs only one of the duties well.

•	 Below average if the incumbent performs only two of the duties well.

•	 Average if the incumbent performs only three of the duties well.

•	 Above average if the incumbent performs only four of the duties well.

•	 Superior if the incumbent performs all five of the duties well.
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Let’s assume that a supervisor must use the following forced distribution to rate her employees’ 
performance:

•	 15 percent well below average
•	 25 percent below average
•	 40 percent average
•	 15 percent above average
•	 5 percent well above average

This distribution is problematic to the extent that the actual distribution of employee per-
formance is substantially different from this forced distribution. If 35 percent of the employees’ 
performance were either above average or well above average, then the supervisor would be 
required to underrate the performance of 15 percent of the employees. Based on this forced 
distribution, the supervisor can rate only 20 percent of the employees as having demonstrated 
above-average or well-above-average job performance. Management–employee relationships 
ultimately suffer because workers feel that ratings are dictated by unreal models rather than by 
individual performance.

A third comparative technique for ranking employees establishes paired comparisons. 
Supervisors compare each employee to every other employee, identifying the better performer 
in each pair. Table 3-6 displays a paired comparison form. Following the comparison, the em-
ployees are ranked according to the number of times they were identified as being the better per-
former. In this example, Allen Jones is the best performer because he was identified most often 
as the better performer, followed by Bob Brown (identified twice as the better performer) and 
Mary Green (identified once as the better performer).

Comparative methods are best suited for small groups of employees who perform the same 
or similar jobs. They are cumbersome for large groups of employees or for employees who per-
form different jobs. For example, it would be difficult to judge whether a production worker’s 
performance is better than a secretary’s performance because the jobs are substantively different. 
The assessment of a production worker’s performance is based on the number of units he or she 
produces during each work shift; a secretary’s performance is based on the accuracy with which 
he or she types memos and letters.

As do trait systems, comparison approaches have limitations. They tend to encourage subjec-
tive judgments, which increase the chance for rater errors and biases. In addition, small differences 
in performance between employees may become exaggerated by using such a method if supervisors 
feel compelled to distinguish among levels of employee performance.

BehavIoraL SyStemS Behavioral systems rate employees on the extent to which they 
display successful job performance behaviors. In contrast to trait and comparison methods, 
behavioral methods rate objective job behaviors. When correctly developed and applied, 
behavioral models provide results that are relatively free of rater errors and biases. The main 

taBLe 3-6 a Paired comparison Performance appraisal rating form

Instructions: Please indicate by placing an X next to which employee of each pair has  
performed most effectively during the past year.

X Bob Brown X Mary Green

Mary Green Jim Smith

X Bob Brown Mary Green

Jim Smith X Allen Jones

Bob Brown Jim Smith

X Allen Jones X Allen Jones
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types of behavioral systems are the critical incident technique (CIT) and behaviorally anchored 
rating scales (BARS).

The critical incident technique (CIT)21 requires job incumbents and their supervisors 
to identify performance incidents (e.g., on-the-job behaviors and behavioral outcomes) that 
distinguish successful performance from unsuccessful ones. The supervisor then observes the 
employees and records their performance on these critical job aspects. Supervisors usually rate 
employees on how often they display the behaviors described in each critical incident. Table 3-7 
illustrates a CIT form for an animal keeper job. Two statements represent examples of ineffec-
tive job performance (numbers 2 and 3), and two statements represent examples of effective job 
performance (numbers 1 and 4).

The CIT tends to be useful because this procedure requires extensive documentation that 
identifies successful and unsuccessful job performance behaviors by both the employee and 
the supervisor. The CIT’s strength, however, is also its weakness: Implementation of the CIT 
demands continuous and close observation of the employee. Supervisors may find the record 
keeping to be overly burdensome.

Behaviorally anchored rating scales (BARS)22 are based on the CIT, and these scales 
are developed in the same fashion with one exception. For the CIT, a critical incident would be 
written as “the incumbent completed the task in a timely fashion.” For the BARS format, this 
incident would be written as “the incumbent is expected to complete the task in a timely fash-
ion.” The designers of BARS write the incidents as expectations to emphasize the fact that the 
employee does not have to demonstrate the exact behavior that is used as an anchor in order to 
be rated at that level. Because a complete array of behaviors that characterize a particular job 
would take many pages of description, it is not feasible to place examples of all job behaviors 
on the scale. Experts therefore list only those behaviors that they believe are most representative 
of the job the employee must perform. A typical job might have 8–10 dimensions under BARS, 
each with a separate rating scale. Table 3-8 contains an illustration of a BARS for one dimension 
of an animal keeper job (i.e., cleaning animal enclosures and removing refuse from the public 
walkways). The scale reflects the range of performance on the job dimension from ineffective 
performance (1) to effective performance (7).

As with all performance appraisal techniques, BARS has its advantages and disadvan-
tages.23 Among the various performance appraisal techniques, BARS is the most defensible 

taBLe 3-7 a critical Incidents Performance appraisal rating form

Instructions: For each description of work behavior below, circle the number that best describes how 
frequently the employee engages in that behavior.

1. The incumbent removes manure and unconsumed food from the animal enclosures.

1 2 3 4 5

Never Almost never Sometimes Fairly often Very often

2. The incumbent haphazardly measures the feed items when placing them in the animal enclosures.

1 2 3 4 5

Never Almost never Sometimes Fairly often Very often

3. The incumbent leaves refuse dropped by visitors on and around the public walkways.

1 2 3 4 5

Never Almost never Sometimes Fairly often Very often

4.  The incumbent skillfully identifies instances of abnormal behavior among the animals, which 
 represent signs of illness.

1 2 3 4 5

Never Almost never Sometimes Fairly often Very often
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in court because it is based on actual observable job behaviors. In addition, BARS encourages 
all raters to make evaluations in the same way. Perhaps the main disadvantage of BARS is the 
difficulty of developing and maintaining the volume of data necessary to make it effective. The 
BARS method requires companies to maintain distinct appraisal documents for each job. As jobs 
change over time, the documentation must be updated for each job.

goaL-orIenteD SyStemS Management by objectives (MBO)24 could be the most effective 
performance appraisal technique because supervisors and employees determine objectives for 
employees to meet during the rating period and employees appraise how well they have achieved 
their objectives. Management by objectives is used mainly for managerial and professional 
employees and typically evaluates employees’ progress toward strategic planning objectives.

Employees and supervisors together determine particular objectives tied to corporate strate-
gies. Employees are expected to attain these objectives during the rating period. At the end of the 
rating period, the employee writes a report explaining his or her progress toward accomplishing 
the objectives, and the employee’s supervisor appraises the employee’s performance based on 
accomplishment of the objectives. Despite the importance of managerial employees to company 
success, it is often difficult to establish appropriate performance goals because many companies 
simply do not fully describe the scope of these positions. Management by objectives can promote 
effective communication between employees and their supervisors. On the downside, manage-
ment by objectives is time-consuming and requires a constant flow of information between 
employees and employers. Moreover, its focus is only on the attainment of particular goals, often 
to the exclusion of other important outcomes. This drawback is known as a “results at any cost” 
mentality.25 The role of automobile sales professionals historically was literally limited to making 
sales. Once these professionals and customers agreed on the price of a car, the sales profession-
als’ work with customers was completed. Automobile salespeople today remain in contact with 
clients for as long as several months following the completion of the sale. The purpose is to en-
sure customer satisfaction and build loyalty to the product and dealership by addressing questions 
about the vehicle’s features and reminding clients about scheduled service checks.

Goal-oriented systems are often a component of broader development programs that help 
employees achieve career goals.

taBLe 3-8 a Behaviorally anchored rating Scale

Instructions: On the scale below, from 7 to 1, circle the number that best describes how frequently the 
employee engages in that behavior.

7 The incumbent could be expected to clean the animal enclosures thoroughly and remove 
refuse from the public walkways as often as needed.

 ∙
6
 ∙
5 The incumbent could be expected to clean the animal enclosures thoroughly and remove 

refuse from the public walkways twice daily.
 ∙
4
 ∙
3 The incumbent could be expected to clean the animal enclosures and remove refuse from 

the public walkways in a haphazard fashion twice daily.
 ∙
2
 ∙
1 The incumbent could be expected rarely to clean the animal enclosures or remove refuse 

from the public walkways.
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exploring the Performance appraisal Process
Performance appraisals represent a company’s way of telling employees what is expected of 
them in their jobs and how well they are meeting those expectations. Performance apprais-
als typically require supervisors to monitor employees’ performance, complete performance 
appraisal forms about the employees, and hold discussions with employees about their per-
formance. Companies that use merit pay plans must assess employee job performance, which 
serves as a basis for awarding merit pay raises. Awarding merit pay increases on factors other 
than job performance, except for four exceptions (i.e., a seniority system, merit system, qual-
ity or quantity of production, and any factor besides sex), could lead some employees to level 
charges of illegal pay discrimination against the employer based on the Equal Pay Act of 1963.

One such violation of the Equal Pay Act involved two female employees of Cascade Wood 
Components Company, which remanufactures lumber products.26 The job in question was the 
sawyer job; a sawyer is responsible for cutting the best-grade wood segments that will be manufac-
tured into the highest-grade lumber. Cascade awarded pay increases to male sawyers before award-
ing pay increases to more experienced female sawyers. The court found Cascade in violation of the 
Equal Pay Act because the higher pay raises awarded to the male sawyers could not be accounted 
for by commensurate differences in job performance, seniority, a merit system that measures earn-
ings by quantity or quality of production, or any factor other than sex.

Legislation and court decisions have subjected performance appraisals to close scrutiny. In 
Brito v. Zia Company, the court found that the Zia Company violated Title VII when a dispropor-
tionate number of protected class individuals were laid off on the basis of low performance appraisal 
scores. Zia’s action was a violation of Title VII because the use of the performance appraisal sys-
tem in determining layoffs was indeed an employment test. In addition, the court ruled that the Zia 
Company had not demonstrated that its performance appraisal instrument was valid. In other words, 
the appraisal did not assess any job-related criteria based on quality or quantity of work.27

four actIvItIeS to Promote nonDIScrImInatory Performance aPPraISaL PractIceS 
Since the Brito v. Zia Company decision, court opinions and compensation experts suggest the 
following four points to ensure nondiscriminatory performance appraisal practices and to protect 
firms using merit pay systems if legal issues arise.28 Nondiscriminatory performance appraisal 
systems are key to effective merit pay systems because they accurately measure job performance.

1. Conduct job analyses to ascertain characteristics necessary for successful job 
performance. 
Companies must first establish definitions of the jobs and then discover what employee 
behaviors are necessary to perform the jobs. Job analysis is essential for the development 
of content-valid performance appraisal systems. Content validity displays connections 
between the measurable factors upon which the employee is being appraised and the job 
itself. For example, customer service associates’ performance might be judged on the  basis 
of courtesy and knowledge of the company’s products or services, and these measures 
would be content-valid dimensions.

Human resource and compensation experts must review performance appraisal tools 
regularly to ensure that the tools adequately reflect the key behaviors necessary for effec-
tive job performance. Jobholders, supervisors, and clients can often give the most relevant 
input to determine whether a performance appraisal system contains dimensions that relate 
to a particular job.

2. Incorporate these characteristics into a rating instrument.
Although the professional literature recommends rating instruments that are tied to specific 
job behaviors (e.g., behaviorally anchored rating scales), the courts routinely accept such 
less-sophisticated approaches as simple graphic rating scales and trait ranges. Regardless 
of the method, HR departments should provide all supervisors and raters with written 
 definitive standards, such as illustrated by the animal keeper job.
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3. Train supervisors to use the rating instrument properly.
Raters need to know how to apply performance appraisal standards when they make judg-
ments. The uniform application of standards is extremely important. In addition, evaluators 
should be aware of common rater errors, which will be discussed later in this chapter.

4. Several cases demonstrate that formal appeal mechanisms and review of ratings by 
upper-level personnel help make performance appraisal processes more accurate and 
effective.
Allowing employees to voice their concerns over ratings they believe to be inaccurate or 
unjust opens a dialogue between employees and their supervisors that may shed light on 
the performance appraisal outcomes. Employees may be able to point out instances of their 
performance that may have been overlooked in the appraisal process or explain particular 
extreme instances as the result of extraordinary circumstances. For example, an ill parent in 
need of regular attention is the reason for an employee’s absence.

SourceS of Performance aPPraISaL InformatIon Information for performance appraisal 
can be ascertained from five sources:

•	 Employee (i.e., the individual whose job performance is being appraised)
•	 Employee’s supervisor
•	 Employee’s coworkers
•	 Employee’s supervisees
•	 Employee’s customers or clients

More than one source can provide performance appraisal information. Although supervi-
sory input is the most common source of performance appraisal information, companies are 
increasingly calling on as many sources of information as possible to gain a more complete 
picture of employee job performance. Performance appraisal systems that rely on many appro-
priate sources of information are known as 360-degree performance appraisals. By shifting the 
responsibility for evaluation to more than one person, many of the common appraisal errors can 
be reduced or eliminated. Software is available to permit managers to give the ratings quickly 
and conveniently. Furthermore, including the perspective of multiple sources results in a more 
comprehensive and fair view of the employee’s performance by minimizing biases resulting 
from limited views of performance.

In a survey of training participants, 84 percent said their 360-degree experience was useful. 
However, some managers believe that the 360-degree feedback method has problems. General 
Electric’s (GE’s) former CEO Jack Welch maintains that the 360-degree system in his firm 
had been “gamed” and that people were saying nice things about one another, resulting in all 
good ratings. Another critical view with an opposite twist is that input from peers, who may 
be competitors for raises and promotions, might intentionally distort the data and sabotage the 
colleague. Yet, because so many firms use 360-degree feedback evaluation, it seems that many 
firms have found ways to avoid the pitfalls.

Significant risks with 360-degree feedback are confidentiality and possible legal ramifica-
tions. Many firms outsource the process to make participants feel comfortable that the informa-
tion they share and receive is completely anonymous. Information is very sensitive, and, in the 
wrong hands, could impact careers. In addition, Nesheba Kittling, an attorney at labor law firm 
Fisher & Phillips, states that “Employees’ performance reviews are an employers’ first line of 
defense against discrimination claims.” Detailed documentation of job performance “provides 
support for an employer’s contention that it had legitimate, non-discriminatory reasons” for ad-
verse action against employee such as a demotion or termination.

errorS In the Performance aPPraISaL ProceSS Almost all raters make rating errors. 
Rating errors reflect differences between human judgment processes versus objective, accurate 
assessments uncolored by bias, prejudice, or other subjective, extraneous influences.29 Rating 



� Chapter�3� •� traditional�Bases�for�pay� � � � 67

errors occur because raters must always make subjective judgments. Human resource departments 
can help raters to minimize errors by carefully choosing rating systems and to recognize and 
avoid common errors. Major types of rating errors include:30

•	 Bias errors
•	 Contrast errors
•	 Errors of central tendency
•	 Errors of leniency or strictness

Bias Errors Bias errors happen when the rater evaluates the employee based on a personal 
negative or positive opinion of the employee rather than on the employee’s actual performance. 
Four ways supervisors may bias evaluation results are first-impression effects, positive and 
negative halo effects, similar-to-me effects, and illegal discriminatory biases. A manager biased 
by a first-impression effect might make an initial favorable or unfavorable judgment about an 
employee and then ignore or distort the employee’s actual performance based on this impression. 
A positive halo effect or negative halo effect occurs when a rater generalizes an employee’s 
good or bad behavior on one aspect of the job to all aspects of the job. A similar-to-me effect 
refers to the tendency on the part of raters to judge favorably employees whom they perceive 
as similar to themselves. “Similar-to-me” errors or biases easily can lead to charges of illegal 
discriminatory bias, wherein a supervisor rates members of his or her race, sex, nationality, or 
religion more favorably than members of other classes.

Contrast Errors Supervisors make contrast errors when they compare an employee with 
other employees rather than to specific, explicit performance standards. Such comparisons 
qualify as errors because other employees are required to perform only at minimum acceptable 
standards. Employees performing at minimally acceptable levels should receive satisfactory 
ratings, even if every other employee doing the job is performing at outstanding or above-
average levels.

Errors of Central Tendency When supervisors rate all employees as average or close 
to average, they commit errors of central tendency. Such errors are most often committed 
when raters are forced to justify only extreme behavior (i.e., high or low ratings) with written 
explanations; therefore, HR professionals should require justification for ratings at every level of 
the scale and not just at the extremes.

Errors of Leniency or Strictness Raters sometimes place every employee at the high or 
low end of the scale, regardless of actual performance. With a leniency error, managers tend 
to appraise employees’ performance more highly than they really rate compared with objective 
criteria. Over time, if supervisors commit positive errors, their employees will expect higher-
than-deserved pay rates.

On the other hand, strictness errors occur when a supervisor rates an employee’s perfor-
mance lower than it would be if compared against objective criteria. If supervisors make this 
error over time, employees may receive smaller pay raises than deserved, lower their effort, and 
perform poorly. In effect, this error erodes employees’ beliefs that effort varies positively with 
performance and that performance influences the amount of pay raises.

strengthening the Pay-for-PerformanCe 
Link
Companies who don’t consider these possible limitations ultimately weaken the relationship be-
tween pay and performance. Human resource managers can employ a number of approaches to 
strengthen the link between pay and job performance.

3-4 Discuss how 
compensation 
professionals can 
strengthen the pay-for-
performance link.
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Link Performance appraisals to Business goals
The standards by which employee performance is judged should be linked to a company’s com-
petitive strategy or strategies. For example, each member of a product development team that 
is charged with the responsibility of marketing a new product might be given merit increases if 
certain sales goals are reached.

analyze Jobs
Job analysis (Chapter 6) is vital to companies that wish to establish internally consistent com-
pensation systems. As discussed earlier, job descriptions—a product of job analyses—can be 
used by supervisors to create objective performance measures. Job descriptions note the duties, 
requirements, and relative importance of a job within the company. Supervisors appraising per-
formance can match employees’ performance to these criteria. This approach may help reduce 
supervisors’ arbitrary decisions about merit increases by clarifying the standards against which 
employees’ performance is judged.

Communicate
For merit pay programs to succeed, employees must clearly understand what they need to do to 
receive merit increases and what the rewards for their performance will be. Open communication 
helps an employee develop reasonable expectations and encourages him or her to trust the system 
and those who operate it. Figure 3-2 illustrates worksheets both supervisors and employers may 
use to establish performance expectations.

establish effective appraisals
During performance appraisal meetings with employees, supervisors should discuss goals for 
future performance and employee career plans. When performance deficiencies are evident, 
the supervisor and employee should work together to identify possible causes and develop an 
action plan to remedy these deficiencies. The performance standards listed within job descrip-
tions should serve as the guides for establishing performance targets. For example, a company’s 
job description for a secretary specifies that the job incumbent must be able to use one word 
processing software package proficiently. The supervisor should clearly explain what software 
usage proficiency means. Proficiency may refer to the ability to operate certain features of the 
software well, including the mail merge utility, the table generator, and the various outlining 
utilities, or proficiency may refer to the ability to operate all features of the software well.

empower employees
Because formal performance appraisals are conducted periodically—maybe only once per year—
supervisors must empower their employees to make performance self-appraisals between formal 
sessions.31 Moreover, supervisors need to take on a coach’s role to empower their workers.32 
As coaches, supervisors must ensure that employees have access to the resources necessary to 
perform their jobs. Supervisors-as-coaches should also help employees interpret and respond to 
work problems as they develop. Empowering employees in this fashion should lead to more self-
corrective actions rather than reactive courses of action to supervisory feedback and only to the 
criticisms addressed in performance appraisal meetings.

differentiate among Performers
Merit increases should consist of meaningful increments. If employees do not see significant 
distinctions between top performers and poor performers, top performers may become frus-
trated and reduce their levels of performance. When companies’ merit increases don’t clearly 
reflect differences in actual job performance, they may need to provide alternative rewards 
(e.g., employee benefits—additional vacation days or higher discounts on the company’s prod-
uct or service—can complement merit pay increases).
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PossiBLe Limitations of merit Pay 
Programs
Despite the popularity of merit pay systems, these programs are not without potential limitations, 
which may lessen their credibility with employees. If employees do not believe in a merit pay 
program, the pay system will not bring about the expected motivational impacts. Supervisors, HR 
managers, and compensation professionals must address the following nine potential problems 
with merit pay programs.

failure to differentiate among Performers
Employees may receive merit increases even if their performance does not warrant them because 
supervisors want to avoid creating animosity among employees. Poor performers, therefore, 
may receive the same pay increase as exemplary performers, and poor performers may come to 

3-5 Summarize the 
possible limitations of 
merit pay programs.

figUre 3-2 Supervisor’s and employee’s Performance Planning Worksheets

Supervisor’s Performance Planning Worksheet

To be filled out by supervisor

name of employee: Date:

employee title: Department:

1. List what you consider to be the primary job duties or assignments at this time 
(list in order of priority):

2. Describe contributions, achievements, or improvements made by the employee 
during the past appraisal period:

3. Describe any specific change, improvements, or goals desired for the employee’s 
performance in the next appraisal period:

__________________     ______________    ___________________    ______________
Employee Date Supervisor Date

employee’s Performance Planning Worksheet

To be filled out by employee

name of employee: Date:

employee title: Department:

1. List what you consider to be your primary job duties or assignments at this time 
(list in order of priority):

2. Describe contributions or achievements that indicate your success at  improving 
your performance or exceeding job requirements during the past appraisal 
period:

3. Describe any specific changes or improvements you want to make in your 
 performance in the next appraisal period. Describe obstacles to getting your 
job done and suggest possible solutions:

______________________ _______________________________________
Employee Signature Date

__________ (Initial) I have been given the opportunity to fill this out and choose not 
to do so.
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view merit pay increases as entitlements. Superior performers consequently may question the 
value of striving for excellent performance.

Poor Performance measures
Accurate and comprehensive performance measures that capture the entire scope of an em-
ployee’s job are essential to successful merit pay programs. In most companies, employees’ 
job performance tends to be assessed subjectively, based on their supervisors’ judgments. As 
discussed, merit pay programs rely on supervisors’ subjective assessments of employees’ prior 
job performance. Developing performance measures for every single job unfortunately is both 
difficult and expensive.

supervisors’ Biased ratings of employee Job Performance
As we discussed earlier, supervisors are subject to a number of errors when they make subjective 
assessments of employees’ job performance. These errors often undermine the credibility of the 
performance evaluation process. Performance evaluation processes that lack credibility do little to 
create the perception among employees that pay reflects performance.

Lack of open Communication between management and employees
If managers cannot communicate effectively with employees, employees will not trust the 
performance appraisal processes. Trust is difficult to build when decisions are kept secret and 
employees have no influence on pay decisions. Thus, merit pay decision systems can cause con-
flict between management and employees. If mistrust characterizes the relationship, then perfor-
mance appraisals will mean little to employees and could even lead to accusations of bias. In an 
environment of secrecy, employees lack the information necessary to determine if pay actually is 
linked to job performance.

Undesirable social structures
We acknowledged that relative pay grades can reflect status differentials within a company: 
Employees with lucrative salaries are usually granted higher status than lower-paid employees. 
Permanent merit increases may rigidify the relative pay status of employees over time.33 Table 3-9 
shows the permanence of the relative pay difference between two distinct jobs that each receives 
a 5 percent merit increase each year. Even though both employees performed well and received 
“equal” merit increases in percentage terms, the actual salary differentials prevail each year. Thus, 
where pay level is an indicator of status, permanent merit increases may reinforce an undesirable 
social structure. Lower-paid employees may resent never being able to catch up.

taBLe 3-9  the Impact of equal Pay raise Percentage amounts for Distinct 
Salaries

At the end of 2015, Anne Brown earned $50,000 per year as a systems analyst and John Williams 
earned $35,000 per year as an administrative assistant. Each received a 5 percent pay increase every 
year until the year 2020.

anne�Brown�($) John�Williams�($)

2016 52,500 36,750

2017 55,125 38,587

2018 57,881 40,516

2019 60,775 42,542

2020 63,814 44,669
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mounting Costs
As is the case with seniority pay, merit pay presents an escalating cost burden to companies 
because pay increases are recurring, as illustrated in Table 3-9

factors other than merit
Merit increases may be based on factors other than merit, which will clearly reduce the emphasis 
on job performance. For example, supervisors may subconsciously use their employees’ ages or 
seniority level as bases for awarding merit increases. Studies show that the extent to which supervi-
sors like the employees for whom they are responsible determines the size of pay raises in a merit 
pay program.34 In addition, company politics assumes that the value of an employee’s contribu-
tions depends on the agenda, or goals, of the supervisor35 rather than on the objective impact of 
an employee’s contributions to a rationally determined work goal. For instance, an accounting 
manager wishes to employ accounting methods other than top management’s accounting methods. 
She believes that she can gain top management support by demonstrating that the accounting staff 
agrees with her position. The accounting manager may give generally positive performance evalu-
ations, regardless of demonstrated performance, to those who endorse her accounting methods.

Undesirable Competition
Because merit pay programs focus fundamentally on individual employees, these programs do 
little to integrate workforce members.36 With limited budgets for merit increases, employees must 
compete for a larger share of this limited amount. Competition among employees is counterpro-
ductive if teamwork is essential for successfully completing projects. Thus, merit increases are 
best suited for jobs where the employee works independently (e.g., clerical positions) and many 
professional positions from job families (e.g., accounting).

Little motivational value
Notwithstanding their intended purpose, merit pay programs may not positively influence em-
ployee motivation. Employers and employees may differ in what they see as “large enough” 
merit increases really to motivate positive worker behavior. For example, increases diminish 
after deducting income taxes and contributions to Social Security, and differences in employees’ 
monthly paychecks may be negligible.

Employee compensation will ultimately be a managerial deci-
sion. As a line manager, your focus will be on the broader 
issues of production, revenue, and competition; however, 
the rate at which employees are paid—and why—will be an 
important factor in sustaining high levels of production, rev-
enue, and competitive advantage. In making these decisions, 
line managers and HR (and in many cases the compensation 
specialist within the HR department) must work together in 
order to reward employees on measurable accomplishments 
and effectively communicate how the measured performance 
led to the resulting compensation decision.

Action checklist for line managers and  
HR—accurately tying performance to 
compensation

hr takes the lead
•	 Work with line managers to design the performance 

 appraisal plan that best fits the specific duties and 
 responsibilities of particular roles.

•	 Consider implementing a training program wherein line 
managers are trained in two areas: (1) accurately assessing 
performance and (2) recording the assessment in a way 

 C o m P e n s at i o n  i n  aC t i o n
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that is lawful and easily understood by both the employer 
and employee.

•	 Review the final distribution allocation made by the manag-
ers and, after approving the complete plan, set in motion 
the discussions between managers and employees where 
performance will be discussed and compensation increases 
will be communicated.

Line managers take the lead
•	 Determine performance criteria and accurate measure-

ments to ensure that a specific output is the expectation 
of both the employee and employer.

•	 Work with HR to become educated on the subjective 
limitations of performance reviews. While certain roles 
may have very objective standards (e.g., sales numbers) 
by which employees are measured, supervisor judgment 
is subject to error.

•	 Use appraisals to accurately compensate employees. 
Working with HR, use the total annual increase to make 
compensation increases accordingly (e.g., if you are 
 allotted a 5 percent increase to distribute among your 
employees, top performers may get an 8–10 percent 
increase, steady performers 5–6 percent, and underper-
formers 0–2 percent).

end of ChaPter revieW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

summary
Learning objective 1: Seniority and longevity pay 
 reward employees with periodic additions to base pay 
according to length of service. Whereas seniority pay in-
creases become a part of base pay, longevity awards do not.

Learning objective 2: Merit pay rewards employees 
based on performance with periodic, recurring additions 
to base pay. Merit pay systems commonly incorporate 
subjective measures of employee performance.

Learning objective 3: Performance appraisal is a 
mechanism that helps determine whether employees 
qualify for merit pay raises as well as the amount based 
on performance attainment. There are four types: trait 

systems, comparison systems, behavioral systems, and 
goal-oriented systems.

Learning objective 4: Possible limitations of per-
formance appraisal practices stand to weaken the pay-
for- performance link, ultimately, undermining merit pay 
 systems. With proper attention, compensation profession-
als can design performance appraisal methods that help to 
overcome these limitations.

Learning objective 5: Merit pay programs have in-
herent limitations. With proper attention, compensation 
professionals can help minimize the impact of these 
limitations.

key terms
seniority pay 52
longevity pay 52
human capital theory 53
job control unionism 53
General Schedule (GS) 54
merit pay programs 57
just-meaningful pay increase 58
trait systems 60

comparison systems 61
forced distribution 61
paired comparisons 62
behavioral systems 62
critical incident technique  

(CIT) 63
behaviorally anchored rating scales 

(BARS) 63

management by objectives 
(MBO) 64

Brito v. Zia Company 65
360-degree performance appraisal 

methods 66
rating errors 66
bias errors 67
first-impression effect 67
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positive halo effect 67
negative halo effect 67
similar-to-me effect 67
illegal discriminatory 

bias 67

contrast errors 67
errors of central 

tendency 67
leniency error 67
strictness errors 67

internally consistent 
compensation 
systems 68

MyManagementLab
 ChaPter QUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Quiz! and see what you’ve learned.

discussion Questions
 3-1. Human capital theory has been advanced as 

a rationale underlying seniority pay. Identify 
two individuals you know who have performed 
the same job for at least 2 years. Ask them to 
 describe the changes in knowledge and skills 
they experienced from the time they assumed 
their jobs to the present. Discuss your findings 
with the class.

 3-2. Subjective performance evaluations are subject 
to several rater errors, which makes objective 
measures seem a better alternative. Discuss when 
subjective performance evaluations might be 
 better (or more feasible) than objective ratings.

 3-3. Consider a summer job that you have held. Write 
a detailed job description for that job. Then 
develop a behaviorally anchored rating scale 
(BARS) that can be used to evaluate an individ-
ual who performs that job in the future.

 3-4. This chapter indicates that merit pay plans 
 appear to be the most common form of com-
pensation in the United States. Although widely 
used, these systems are not suitable for all kinds 
of jobs. Based on your knowledge of merit pay 
systems, identify at least three jobs for which 
merit pay may be inappropriate. Be sure to pro-
vide your rationale given the information in this 
chapter.

 3-5. Select three distinct jobs of your choice. Go 
to the Occupational Information Network 
(O*NET), http://onetonline.org. Review the 
major tasks for each job. Then, for each job, 
identify what you believe is the most appropriate 
performance appraisal method. Based on your 
choices, sketch a performance appraisal instru-
ment. Discuss the rationale for your choice of 
performance appraisal methods.

CaSE 
Appraising Performance at Precision

An additional Supplemental Case can be found on MyManagementLab.

Precision Manufacturing produces machine parts and has nearly 200 production employees and 50 employ-
ees in its front office with responsibilities ranging from data entry to marketing. Jackson Smith is the new 
compensation manager at Precision, and his first task is to implement a merit pay program that would tie to 
the company’s performance appraisal process. For the last 10 years, all employees have received an annual 
pay increase, but it has been an across-the-board increase, with all employees receiving the same percent-
age increase in base pay. Jackson and the company president have agreed that implementing a merit pay 
program to provide pay increases based on performance would support the company’s competitive strategy 
by rewarding employee productivity.

The first step in developing the merit pay program is to ensure that the performance appraisal pro-
cess aligns with the proposed program. The purpose in implementing the merit pay program is to provide 
employees with pay increases as a reward for performance, and, therefore, effective measurement of 

http://onetonline.org
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performance is essential. Jackson must now review the current appraisal process to ensure it will tie to the 
proposed merit pay program.

The current appraisal process is fairly simple. Once each year, the supervisors at Precision provide their 
employees a written performance appraisal. The supervisors use a generic form to conduct their appraisals, 
and the same form is used for all employees. The form asks the supervisor to rate the employee on a scale of 
1 to 5 in four areas: quantity of work, quality of work, attendance, and attitude. Once the form is completed, 
the supervisor meets with the employee to share the results. Both the supervisor and the employee sign the 
form, and then it is placed in the employee’s personnel file.

Jackson’s initial research on the appraisals has brought several concerns to his attention. First, employees 
do not have written job descriptions that clearly state their performance expectations. Further, his review of 
past appraisals suggests that the supervisors tend to rate all of the employees about the same. Very rarely is 
an employee rated exceptionally high or low; most are rated as average. Finally, it seems that employees and 
supervisors communicate very little about performance. Aside from the one meeting a year to deliver the per-
formance appraisal, the supervisors tend to talk to employees about their performance only if the employee is 
having a problem.

Jackson knows he has a lot of work ahead of him to create a performance appraisal process that will 
provide a reliable assessment to support a merit pay program. First, he must clearly identify the problems 
with the current performance appraisal process, and then he must lay out a plan to correct any deficiencies.

Questions:
 3-6. What are some problems with Precision’s performance appraisal process that might cause chal-

lenges for Jackson to implement a merit pay program?
 3-7. What changes do you recommend Precision make to the performance appraisal process to align 

it with a merit pay program?

Crunch the numbers! 
Costs�of�longevity�and�Merit�pay

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

We learned that merit pay increases may create a cost burden to employers because these increases carry 
over in base pay. Refer to Table 3-9, in which Anne Brown’s annual salary is listed at the end of 2015 was 
$50,000 and John Williams’ was $35,000.

Questions:
 3-8. Under a merit pay system, calculate Anne’s salary based on a 7 percent annual increase through 

the year 2020. For John, apply a 3 percent annual increase rate. What are their adjusted salaries 
for each year?

 3-9. Let’s assume that both employees have reached the maximum pay rates for their jobs in 2015. 
Under a longevity pay system, calculate the annual longevity payments for each employee 
through the year 2020. Using a 5 percent rate for each, what will the annual increases amount to? 
What will their base pay rates be at the end of 2020?

 3-10. Under a merit pay system scenario, let’s assume the goal is to provide Anne and John with the 
same annual pay increases as measured in dollars, just for 2016. It’s been determined that Anne’s 
annual increase rate will be 5 percent. What should the rate be for John? After applying the in-
crease amounts, what will Anne’s and John’s new salaries be at the end of 2016?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 3-11. A company of 15 employees has recently decided to overhaul its performance appraisal 
system. Which plan would be most appropriate for the company to adopt? Why?
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 3-12. Using the principles of seniority pay and merit pay, explain whether you believe it 
makes sense to apply both programs simultaneously.

 3-13. MyManagementLab Only – comprehensive writing assignment for this chapter.

endnotes
 1. Cayer, N. J. (1975). Public Personnel Administration in the United States. New York: St. Martin Press.
 2. Becker, G. (1975). Human Capital. New York: St. Martin Press.
 3. Kochan, T. R., Katz, H. C., & McKersie, R. B. (1994). The Transformation of American Industrial 

Relations. Ithaca, NY: ILR Press.
 4. Cayer, Public Personnel Administration.
 5. James, K. C. (April 2002). A Fresh Start for Federal Pay: The Case for Modernization. Washington, 

DC: U.S. Government Printing Office.
 6. U.S. Department of the Interior, Bureau of Land Management. Human Resources Assistant (GS-0203-

06/07). Available: http://www.usa.jobs.gov, accessed January 31, 2015.
 7. Trudell, C., & Hagiwara, Y. (2015). Toyota plans overhaul to seniority-based pay, BloombergBusiness 

(January 26). Available: http://www.bloomberg.com, accessed February 3, 2015.
 8. Inagaki, K. (2015). Japan Inc shuns seniority pay in favour of merit-based pay. The Financial Times 

(January 27). Available: http://www.ft.com, accessed February 3, 2015.
 9. Peck, C. (1984). Pay and Performance: The Interaction of Compensation and Performance Appraisal 

(Research Bulletin No. 155). New York: The Conference Board.
 10. WorldatWork. (2014). WorldatWork Salary Budget Survey, Top-Level Results. Pay Increases for U.S. 

Employees Illustrate the ‘New Normal’ by staying the course. Available: http://www.worldatwork.org, 
accessed February 21, 2015.

 11. Cohen, K. (2014). Modest pay increases a symptom of a recovering economy. Workspan 
(September): 19–22.

 12. WorldatWork (2015). Compensation Programs and Practices. Available: http://www.worldatwork.
org, accessed February 3, 2015.

 13. Latham, G. P., & Wexley, K. N. (1982). Increasing Productivity through Performance Appraisal. 
Reading, MA: Addison-Wesley.

 14. Krefting, L. A., & Mahoney, T. A. (1977). Determining the size of a meaningful pay increase. 
Industrial Relations, 16, pp. 83–93.

 15. Feintzeig, R. (2015). Everything is awesome! Why you can’t tell employees they’re doing a bad job. 
The Wall Street Journal (February 10). Available: http://www.wsj.com, accessed February 12, 2015.

 16. Bean, L. L. Culture. Available: https://llbeancareers.com/culture.htm, accessed January 21, 2015.
 17. Bernardin, H. J., & Beatty, R. W. (1984). Performance Appraisal: Assessing Human Behavior at 

Work. Boston, MA: Kent.
 18. Brustein, J. (2013). “Microsoft Kills Its Hated Stack Rankings. Does Anyone Do Employee 

Reviews Right?” Bloomberg Businessweek (November 13). Accessed January 25, 2014, at http://
www.businessweek.com.

 19. Ryan, L. (2012). “Ten Management Practices to Throw Overboard in 2012,” BusinessWeek.com 
(January 23): 1.

 20. Brustein, J. “Microsoft Kills Its Hated Stack Rankings. Does Anyone Do Employee Reviews 
Right?” Bloomberg Businessweek (November 13, 2013). Accessed January 25, 2014, at http://www.
businessweek.com.

 21. Fivars, G. (1975). The critical incident technique: A bibliography. JSAS Catalog of Selected 
Documents in Psychology, 5, p. 210.

 22. Smith, P., & Kendall, L. M. (1963). Retranslation of expectation: An approach to the construction of 
unambiguous anchors for rating scales. Journal of Applied Psychology, 47, pp. 149–155.

 23. Latham & Wexley, Increasing Productivity.
 24. Bernardin & Beatty, Performance Appraisal.
 25. Ibid.
 26. Coe v. Cascade Wood Components, 48 FEP Cases 664 (W.D. OR. 1988).
 27. Brito v. Zia Company, 478 F2d 1200, CA 10 (1973).

http://www.usa.jobs.gov
http://www.bloomberg.com
http://www.ft.com
http://www.worldatwork.org
http://www.worldatwork.org
http://www.wsj.com
https://llbeancareers.com/culture.htm
http://www.businessweek.com
http://www.businessweek.com
http://www.businessweek.com
http://www.worldatwork.org
http://www.businessweek.com


76    part�ii� •� Bases�for�pay

 28. Barrett, G. V., & Kernan, M. C. (1987). Performance appraisal and terminations: A review of court 
decisions since Brito v. Zia Company with implication for personnel practices. Personnel Psychology, 
40, pp. 489–503.

 29. Blum, M. L., & Naylor, J. C. (1968). Industrial Psychology: Its Theoretical and Social Foundations. 
New York: Harper & Row.

 30. Bernardin & Beatty, Performance Appraisal.
 31. Noe, R. A. (2005). Employee Training (3rd ed.). Burr Ridge, IL: McGraw-Hill.
 32. Evered, R. D., & Selman, J. C. (1989). Coaching and the art of management. Organizational 

Dynamics, 18, pp. 16–33.
 33. Haire, M., Ghiselli, E. E., & Gordon, M. E. (1967). A psychological study of pay. Journal of Applied 

Psychology Monograph, 51 (Whole No. 636), pp. 1–24.
 34. Cardy, R. L., & Dobbins, G. H. (1986). Affect and appraisal: Liking as an integral dimension in 

evaluating performance. Journal of Applied Psychology, 71, pp. 672–678.
 35. Murphy, K. R., & Cleveland, J. N. (1991). Performance Appraisal: An Organizational Perspective. 

Boston, MA: Allyn & Bacon.
 36. Lawler, E. E., III, & Cohen, S. G. (1992). Designing a pay system for teams. American Compensation 

Association Journal, 1, pp. 6–19.



77

Incentive Pay 4

 ChaPter Warm-UP!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives

When you finish studying this chapter, you should be able to:
4-1. Explore the incentive pay approach.
4-2. Describe the differences between incentive pay methods and traditional pay 

methods.
4-3. Summarize five types of individual incentive pay plans.
4-4. Explain two types of group incentive plans.
4-5. Discuss two types of company-wide incentive plans.
4-6. Summarize considerations when designing incentive pay programs.

As we will discuss momentarily, incentive pay places some portion of employee compensation 
at risk. When employees, groups of employees, or entire companies fail to meet preestablished 
performance standards (e.g., annual sales), they forfeit some or all of their compensation. Expert 
incentive pay consultants argue that a critical element of successful incentive pay plans is the 
provision of regular, honest communication to employees. We will explore this issue and several 
others related to effective incentive pay design.

exPLOrIng InCentIve Pay
Incentive pay or variable pay rewards employees for partially or completely attaining a prede-
termined work objective. Incentive or variable pay is defined as compensation, other than base 
wages or salaries that fluctuate according to employees’ attainment of some standard, such as a 
preestablished formula, individual or group goals, or company earnings.1

Effective incentive pay systems are based on three assumptions:2

•	 Individual employees and work teams differ in how much they contribute to the company, 
both in what they do as well as in how well they do it.

•	 The company’s overall performance depends to a large degree on the performance of indi-
viduals and groups within the company.

•	 To attract, retain, and motivate high performers and to be fair to all employees, a company 
needs to reward employees on the basis of their relative performance.

4-1 Explore the 
incentive pay 
approach.
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Much like seniority and merit pay approaches, incentive pay augments employees’ base 
pay, but incentive pay appears as a one-time payment. Employees usually receive a combina-
tion of recurring base pay and incentive pay, with base pay representing the greater portion of 
core compensation. More employees are presently eligible for incentive pay than ever before, 
as companies seek to control costs and motivate personnel continually to strive for exemplary 
performance. Companies increasingly recognize the importance of applying incentive pay pro-
grams to various kinds of employees as well, including production workers, technical employ-
ees, and service workers.

Some companies use incentive pay extensively. Lincoln Electric Company, a manufacturer 
of welding machines and motors, is renowned for its use of incentive pay plans. At Lincoln 
Electric, production employees receive recurring base pay as well as incentive pay. The company 
determines incentive pay awards according to five performance criteria: quality, output, depend-
ability, cooperation, and ideas. The company has awarded incentive payments every year since 
1934, through prosperous and poor economic times. In 2014, the average profit sharing payment 
per employee was $33,984.3 Coupled with average base pay, total core compensation for Lincoln 
employees was $82,903. Over the past 10 years, Lincoln’s profit-sharing payments averaged 
approximately 40 percent of annual salary.4 Similarly, Southwest Airlines has distributed profit-
sharing payments to employees every year for the past 40 years.5 In 2014, Southwest announced 
that it would share $228 million in profits.6

Companies generally institute incentive pay programs to control payroll costs or to motivate 
employee productivity. Companies can control costs by replacing annual merit or seniority in-
creases or fixed salaries with incentive plans that award pay raises only when the company enjoys 
an offsetting rise in productivity, profits, or some other measure of business success. Well-developed 
incentive programs base pay on performance, so employees control their own compensation levels. 
Companies can choose incentives to further business objectives. For  example, the management of 
H. Lee Moffitt Cancer Center and Research Institute at the University of South Florida continually 
strives to improve patient care as well as control costs. Moffitt’s incentives are usually tied to net 
income or operating surplus, quality of care measures, patient satisfaction scores, and operating 
efficiencies.

COntrastIng InCentIve Pay 
WIth tradItIOnaL Pay
In traditional pay plans, employees receive compensation based on a fixed hourly pay rate or an-
nual salary. Some companies use incentive pay programs that replace all or a portion of base pay 
in order to control payroll expenditures and to link pay to performance. Since 1998, there has been 
a 47 percent increase in the use of incentive pay programs. Companies use incentive pay programs 
in varying degrees for different kinds of positions.7 Nowadays, most companies use a mix of tradi-
tional and incentive pay methods. The mix has steadily changed. In 1998, traditional pay increases 
totaled 4.2 percent of payroll while incentive pay increases amounted to 8.0 percent. In 2014, the 
amounts were 2.9 percent and 12.7 percent, respectively.8

As we discussed in Chapter 3, employees under traditional pay structures earn raises ac-
cording to their length of service in the organization or to supervisors’ subjective appraisals of 
employees’ job performance. Again, both merit pay raises and seniority pay raises are permanent 
increases to base pay. Annual merit pay increase amounts usually total no more than a small per-
centage of base pay (approximately 3 percent), but the dollar impact represents a significant cost 
to employers over time. Table 4-1 shows the contrast in rate of compensation increase between a 
traditional merit compensation plan and an incentive plan.

Companies use incentive pay to reward individual employees, teams of employees, or whole 
companies based on their performance. Incentive pay plans are not limited solely to production 
or nonsupervisory workers. Many incentive plans apply to such categories of employees as sales 

4-2 Describe the 
differences between 
incentive pay methods 
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professionals, managers, and executives. Management typically relies on business objectives to 
determine incentive pay levels such as company profits and sales growth. Management then com-
municates these planned incentive levels and performance goals to managers. Although merit pay 
performance standards aim to be measurable and objective, incentive levels tend to be based on even 
more objective criteria, such as quantity of items an employee produces per production period or 
market indicators of a company’s performance (e.g., an increase in market share for the fiscal year). 
Moreover, supervisors communicate the incentive award amounts in advance that correspond to ob-
jective performance levels. On the other hand, supervisors generally do not communicate the merit 
award amounts until after they offer subjective assessments of employees’ performance.

Incentive pay plans can be broadly classified into three categories:

•	 Individual incentive plans. These plans reward employees whose work is performed 
independently. Some companies have piecework plans, typically for their production 
 employees. Under piecework plans, an employee’s compensation depends on the number 
of units she or he produces over a given period.

•	 Group incentive plans. These plans promote supportive, collaborative behavior among 
employees. Group incentives work well in manufacturing and service delivery environ-
ments that rely on interdependent teams. In gain sharing programs, group improvements in 
productivity, cost savings, or product quality are shared by employees within the group.

•	 Company-wide incentive plans. These plans tie employee compensation to a company’s 
performance over a short time frame, usually from a one-month period to a five-year period.

Table 4-2 lists common performance measures used in individual, group, and company-wide 
incentive plans9.

IndIvIdUaL InCentIves
Individual incentive pay plans are most appropriate under three conditions. First, employees’ 
performance can be measured objectively. Examples of objective performance measures include:

•	 Number of units produced—an automobile parts production worker’s completion of a turn 
signal lighting assembly

•	 Sales amount—a Mary Kay Cosmetics sales professional’s monthly sales revenue
•	 Reduction in error rate—a word processor’s reduction in typing errors

Second, individual incentive plans are appropriate when employees have sufficient control 
over work outcomes. Factors such as frequent equipment breakdowns and delays in receipt 

4-3 Summarize five 
types of individual 
incentive pay plans.

tabLe 4-1 Permanent Annual Merit Increases versus Incentive Awards: A Comparison

(At the end of 2015, John Smith earned an annual salary of $35,000.)

Cost of Increase  
(Total Current Salary—2015  

Annual Salary equals $35,000)

Total Salary under

Permanent Merit Increase  
(Percent Increase ∙ Previous  

year annual salary) ∙ Previous  
annual salary ($)

Incentive Award  
(Percent Increase ∙ 2015  
salary) ∙ fixed Base pay  

($35,000) ($)year
Increase  

amount (%)
Permanent Merit  

Increase ($)
Incentive  
award ($)

2016 3 1,050 1,050 36,050 36,050

2017 5 2,853 1,750 37,853 36,750

2018 4 4,367 1,400 39,367 36,400

2019 7 7,122 2,450 42,122 37,450

2020 6 9,649 2,100 44,649 37,100
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of raw materials limit employees’ ability to control their performance levels. Employees are 
not likely to be diligent when they encounter interference: Chances are good that employees 
who previously experienced interference will expect to encounter interference in the future. 
Employees’ resistance threatens profits because companies will find it difficult to motivate 
people to work hard when problem factors are not present.

Third, individual incentive plans are appropriate when they do not create a level of unhealthy 
competition among workers that ultimately leads to poor quality. For example, a company may 
create unhealthy competition when it limits the number of incentive awards to only 10 percent of 
the employees who have demonstrated the highest levels of performance. If the company judges 
performance according to volume, then employees may sacrifice quality as they compete against 
each other to outmatch quantity. In addition, under an incentive plan that rewards quantity of 
output, those employees who meet or exceed the highest standard established by their employer 
may be subject to intimidation by workers whose work falls below the standard.10 Unions may 
use these intimidation tactics to prevent plan standards from being raised.

defining Individual Incentives
Individual incentive plans reward employees for meeting such work-related performance stan-
dards as quality, productivity, customer satisfaction, safety, or attendance. Any one of these 
standards by itself or in combination may be used. A company ultimately should employ the 
standards that represent work that an employee actually performs. For instance, take the case 
of telemarketers. Customer satisfaction and sales volume measures indicate telemarketers’ 

tabLe 4-2  Typical Performance Measures for Individual,  
Group, and Company-wide Incentive Plans

Individual Incentive Plans
Quantity of work output

Quality of work output

Monthly sales

Work safety record

Work attendance

Group Incentive Plans
Customer satisfaction

Labor cost savings (through gain sharing plans)

Materials cost savings

Services cost savings (e.g., utilities)

Company-wide Incentive Plans
Operational Measures:

Customer satisfaction

Operational efficiency

Service/quality

Safety/occupational injury

Financial Measures:

Revenue

Earnings per company stock share

Operating income

Revenue growth

Note: Measures such as safety records and customer satisfaction can be measured on 
an individual, group, or company-wide basis according to a company’s objectives.
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performance. Tardiness would not be as relevant unless absenteeism was a general manage-
ment problem.

Managers should also choose factors that are within the individual employee’s control 
when they create individual performance standards. Furthermore, employees must know about 
standards and potential awards before the performance period starts. When designed and imple-
mented well, individual incentive plans reward employees based on results for which they are 
directly responsible. The end result should be that excellent performers receive higher incentive 
awards than poor performers.

types of Individual Incentive Plans
There are five common types of individual incentive plans:

•	 Piecework plans
•	 Management incentive plans
•	 Behavioral encouragement plans
•	 Referral plans
•	 Spot bonuses

PIeCework PlAnS Companies generally use one of two piecework plans.11 The first, which 
is typically found in manufacturing settings, rewards employees based on their individual 
hourly production against an objective output standard and are determined by the pace at which 
manufacturing equipment operates. For each hour, workers receive piecework incentives for 
every item produced over the designated production standard. Workers also receive a guaranteed 
hourly pay rate regardless of whether they meet the designated production standard. Table 4-3 
illustrates the calculation of a piecework incentive.

Companies use piecework plans when the time to produce a unit is relatively short, usually 
less than 15 minutes, and the cycle repeats continuously. Piecework plans are usually found in 
such manufacturing industries as textiles and apparel.

Quality is also an important consideration. Companies do not reward employees for produc-
ing defective products. In the apparel industry, manufacturers attempt to minimize defect rates 
because they cannot sell defective clothing for the same price as nondefective clothing. Selling 
defective clothing at a lower price reduces company profits.

The second type of piecework incentive plan establishes individual performance standards that 
include both objective and subjective criteria. Units produced represent an objective standard. Overall 
work quality is a subjective criterion that is based on supervisors’ interpretations and judgments. For 
example, supervisors may judge customer service representatives’ performance to be higher when 

tabLe 4-3 Calculation of a Piecework Award for a Garment worker

Piecework standard: 15 stitched garments per hour

Hourly base pay rate awarded to employees when the standard is not met: $4.50 per hour

That is, workers receive $4.50 per hour worked regardless of whether they meet the piecework standard 
of 15 stitched garments per hour.

Piecework incentive award: $0.75 per garment stitched per hour above the piecework standard

Guaranteed  
Hourly  

Base pay ($)

Piecework Award  
(no. of Garments stitched  

above the Piecework  
standard ∙ piecework Incentive award)

Total Hourly  
earnings ($)

First hour 4.50 10 garments × $0.75/garment = $7.50 12.00

Second hour 4.50 Fewer than 15 stitched garments, thus  
piecework award equals $0

4.50



82    part II • Bases for pay

sales professionals emphasize the benefits of purchasing extended product warranties than when 
sales professionals merely mention the availability and price of extended product warranties.

Economists argue that there are two advantages to companies of using piecework plans in 
manufacturing settings known as the incentive effect and sorting effect.12 The incentive effect 
refers to a worker’s willingness to work diligently to produce more quality output than simply 
attending work without putting in the effort. To put this simply, employees earn much less under 
the piecework system than they would under a standard hourly pay system. Whereas employees 
are certainly expected to perform without an incentive (piece rate), research shows that incentives 
often are associated with higher employee performance.

The sorting effect addresses an employee’s choice to stay versus leave his or her employer 
for another job, presumably one without an incentive pay contingency. Specifically, a hardwork-
ing, highly skilled employee is likely to choose to remain employed under an incentive system 
because both diligence and skill presumably contribute to higher quantity and quality of output—
thus, higher pay.

MAnAGeMenT InCenTIve PlAnS Management incentive plans award bonuses to managers 
when they meet or exceed objectives based on sales, profit, production, or other measures 
for their division, department, or unit. Management incentive plans differ from piecework 
plans in that piecework plans base rewards on the attainment of one specific objective, 
and management incentive plans often require multiple complex objectives. For example, 
management incentive plans reward managers for increasing market share or reducing their 
budgets without compromising the quality and quantity of output. The best-known management 
incentive plan is management by objectives (MBO).13 In Chapter 3, MBO was presented as an 
outcome-oriented performance appraisal technique for merit pay systems. When MBO is used 
as part of merit pay systems, superiors make subjective assessments of managers’ performance, 
and they use these assessments to determine permanent merit pay increases. When used as 
part of incentive programs, superiors communicate the amount of incentive pay managers will 
receive based on the attainment of specific goals.

BehAvIorAl enCourAGeMenT PlAnS Under behavioral encouragement plans, employees 
receive payments for specific behavioral accomplishments (e.g., good attendance or safety 
records). For example, companies usually award monetary bonuses to employees who have 
exemplary attendance records for a specified period. When behavioral encouragement plans 
are applied to safety records, workers earn awards for lower personal injury or accident rates 
associated with the improper use of heavy equipment or hazardous chemicals. Table 4-4 
contains an illustration of a sample behavioral encouragement plan that rewards employees for 

tabLe 4-4  A Sample Behavioral encouragement Plan that rewards 
Employee Attendance

At the end of each 3-month period, employees with exemplary attendance records will receive 
monetary incentive awards according to the following schedule. Note that the number of days 
absent does not refer to such company-approved absences as vacation, personal illness, jury duty, 
bereavement leave, military duty, scheduled holidays, and educational leave.

number of Days  
Absent

Monetary Incentive  
award ($)

0 (perfect attendance) 250

1 200

2 100

3 50

4 25
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excellent attendance. Employees can earn $250 for perfect attendance during a three-month 
period. With perfect attendance for an entire year, employees can earn $1,000. Behavioral 
encouragement plans have the potential to save companies substantially more money than the 
cost of these awards. For example, frequent absenteeism in a company’s workforce could disrupt 
production goals and quality. Customers may respond by choosing to make purchases for better 
quality products from other companies. Loss of customer bases will have a negative impact on 
profitability and reputation that prompts prospective customers to choose alternate sources to 
purchase products.

referrAl PlAnS Employees may receive monetary bonuses under referral plans for referring 
new customers or recruiting successful job applicants. Companies commonly rely on referral 
bonuses to enhance recruitment of highly qualified employees, particularly when the supply of 
highly qualified individuals is low, or the company is experiencing explosive growth. HubSpot, 
the developer of inbound marketing software, recently experienced growth in excess of 80 
percent.14 The company relies heavily on the work of talented software engineers and designers. 
In response to this substantial growth, HubSpot offered a $30,000 bonus to employees whose 
referral was hired as a software engineer or designer. This program expands eligibility to any 
individual regardless of employment status.

A successful referral usually means that companies award bonuses only if hired referrals 
remain employed with the company in good standing beyond a designated period, often at least 
30 days. Referral plans rely on the idea that current employees’ familiarity with company culture 
should enable them to identify viable candidates for job openings more efficiently than employ-
ment agencies could because agents are probably less familiar with client companies’ cultures. 
Employees are likely to make only those referrals they truly believe are worthwhile because their 
personal reputations are at stake.

SPoT BonuSeS Many organizations today are providing spot bonuses for critical areas and 
talents. Spot bonuses are relatively small monetary gifts provided to employees for outstanding 
work or effort during a reasonably short period of time. If an employee’s performance has been 
exceptional, the employer may reward the worker with a one-time bonus with an amount as 
low as $50. For certain professional jobs it is not unheard of for a highly productive worker to 
receive $5,000 shortly after a noteworthy achievement.

advantages of Individual Incentive Pay Programs
There are three key advantages of individual incentive pay plans. First, individual incentive 
plans can promote the relationship between pay and performance. As discussed in Chapter 1, 
employees in the United States are highly motivated by earning money. Employees strive for 
excellence when they expect to earn incentive awards commensurate with their job performance.

Second, individual incentive plans promote an equitable distribution of compensation 
within companies (i.e., the amount employees earn depends on their job performance). The bet-
ter they perform, the more they earn. Equitable pay ultimately enables companies to retain the 
best performers. Paying better performers more money sends a signal that the company appro-
priately values positive job performance.

A third advantage of individual incentive plans is their compatibility with such individu-
alistic cultures as the United States. Because U.S. employees are socialized to make individual 
contributions and be recognized for them, the national culture of the United States probably 
enhances the motivational value of individual incentive programs.

disadvantages of Individual Incentive Pay Programs
Although individual incentive plans can prove effective in certain settings, these programs also 
have serious limitations. Supervisors, human resource (HR) managers, and compensation pro-
fessionals should know about three potential problems with individual incentive plans.
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First, individual incentive plans possess the potential to promote inflexibility. Because 
supervisors determine employee performance levels, workers under individual incentive plans 
become dependent on supervisors for setting work goals. If employees become highly proficient 
performers, they are not likely to increase their performance beyond their reward compensation. 
For example, let’s assume that management defines the maximum incentive award as $500 per 
month, which is awarded to employees whose productivity rates 15 percent above the perfor-
mance standard. Employees who produce more than 15 percent above the production standard 
will not receive additional incentive pay beyond the $500. With this design, employees would not 
be motivated to further improve their performance.

Second, with merit pay systems, supervisors must develop and maintain comprehensive 
performance measures to properly grant incentive awards. Individual incentive programs pose 
measurement problems when management implements improved work methods or equipment. 
When such changes occur, it will take some time for employees to become proficient performers. 
Thus, it will be difficult for companies to determine equitable incentive awards, which may lead 
to employees’ resistance to the new methods.

A third limitation of individual incentive plans is that they may encourage undesirable 
workplace behavior when these plans reward only one or a subset of dimensions that constitute 
employees’ total job performance. Let’s assume that an incentive plan rewards employees for 
quantity of output. If employees’ jobs address such various dimensions as quantity of output, 
quality, and customer satisfaction, employees may focus on the one dimension—in this case, 
quantity of output—that leads to incentive pay and thereby neglect the other dimensions.

Our focus has been on financial incentive awards. Companies may provide nonfinancial 
 incentives to employees, including companies such as hotels that operate in a low-paying industry. 
Hotel chain Joie de Vivre Hospitality does just that. Several times a year, employees are given the 
opportunity to stay in any of the company’s hotels at no charge and to take full advantage of the 
amenities. By assuming the customer role, Joie de Vivre Hospitality employees can improve job 
performance because they gain a better understanding of their guests’ needs.

WatCh It!

 If your professor has assigned this, go to the Assignments section of mymangementlab.com 
to complete the video exercise titled Joie de vivre hospitality: pay for performance and 
financial Incentives.

grOUP InCentIves
U.S. employers are increasingly using teams to get work done. Two main changes in the busi-
ness environment have led to an increased use of teams in the workplace.15 First, in the 1980s, 
many more Japanese companies were conducting business in the United States, particularly in 
the automobile industry. A common feature of Japanese companies was the use of teams, which 
contributed to superior product quality. Second, team-based job design promotes innovation in 
the workplace.16 At Newell Rubbermaid, a manufacturer of such plastic household products as 
snap-together furniture and storage boxes, product innovation has become the rule since the im-
plementation of project teams. Team members represent various cross-functional areas, including 
research and development (R&D), marketing, finance, and manufacturing. Rubbermaid attributes 
the rush on innovation to the cross-fertilization of ideas that has resulted from the work of these 
diverse teams.17

Companies that use work teams need to change individualistic compensation practices so 
that groups are rewarded for their behavior together.18 Team-based pay plans should accordingly 
emphasize cooperation between and within teams, compensate employees for additional responsi-
bilities they often must assume in their roles as members of a team, and encourage team members 
to attain predetermined objectives for the team.19 Merit, seniority, or individual incentives do not 

4-4 Explain two types 
of group incentive 
plans.
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encourage team behaviors and may potentially limit team effectiveness. Experts suggest that tradi-
tional pay programs will undermine the ability of teams to function effectively.20 Both merit- and 
seniority-based pay emphasize hierarchy among employees, which is incompatible with the very 
concept of a team.

Team-based organizational structures encourage team members to learn new skills and 
 assume broader responsibility than is expected of them under traditional pay structures that are 
geared toward individuals. Rather than following specific orders from a supervisor, employees 
who work in teams must initiate plans for achieving their team’s production. A pay plan for 
teams usually emphasizes cooperation and rewards its members for the additional responsibili-
ties they must take on, as well as the skills and knowledge they must acquire. Chapter 5 will 
show how skill- and knowledge-based pay plans can address these additional responsibilities. 

defining group Incentives
Group incentive programs reward employees for their collective performance, rather than for 
each employee’s individual performance. Group incentive programs are most effective when 
all group members have some impact on achieving the goal, even though individual contribu-
tions might not be equal. Boeing utilizes a team-based approach to manufacture its model 777 
jumbo jet. More than 200 cross-functional teams contribute to the construction of each jet, and 
the contribution of each individual is clearly not equal. Installing such interior trim features as 
upholstery is not nearly as essential to the airworthiness of each jet as are the jobs of ensuring 
the aerodynamic integrity of each aircraft.

Well-designed group incentive plans ultimately reinforce teamwork, cultivate loyalty to the 
company, and increase productivity. For instance, the Morning Star Company, which processes 
tomato production, is based almost entirely on self-management principles: “We envision an or-
ganization of self-managing professionals who initiate communication and coordination of their 
activities with fellow colleagues, customers, suppliers, and fellow industry participants, absent 
directives from others.”21 Annually, each employee negotiates a Colleague Letter of Understanding 
with other employees who are most affected by his or her work.22 Morning Star leadership believes 
that voluntary agreements among individuals can produce effective coordination.

types of group Incentive Plans
Companies use two major types of group incentive plans:

•	 Team-based or small-group incentive plans. A small group of employees shares  
a financial reward when a specific objective is met.

•	 Gain sharing plans. A group of employees, generally a department or work unit,  
is rewarded for productivity gains.

TeAM-BASed or SMAll-GrouP InCenTIve PlAnS Team-based incentives are similar to 
individual incentives with one exception. Each group member receives a financial reward for the 
attainment of a group goal. There are many kinds of team incentive programs. Most companies 
define these programs based on the type of team:23

Work (process) teams refer to organizational units that perform the work of the organiza-
tion on an ongoing basis. Membership is relatively permanent, and members work full time in 
the team. Customer service teams and assembly teams on production lines represent excellent 
examples of work teams. Work teams are effective when individuals are cross-trained to perform 
team members’ work when they are absent. The goal is to maintain consistency in performance 
quality (e.g., addressing customer concerns promptly even when one or more team members are 
absent) and output (e.g., in the case of assembly teams). Team members ultimately engage in 
performance sharing rather than focusing exclusively on one set of tasks. The knowledge and 
skill sets required to contribute effectively to the work of a process team can be acquired with 
the assistance of person-focused pay, which we discuss in Chapter 5.
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Project teams consist of a group of people assigned to complete a one-time project. 
Members usually have well-defined roles and may work on specific phases of the project, 
either full time or in addition to other work responsibilities of the team. Project teams usually 
work across such functions as engineering, product development, and marketing to ensure 
that the final product meets company specifications in terms of cost, quality, and responsive-
ness to market demands (e.g., Toyota’s hybrid vehicles). Many individuals collaborated to 
ensure the production of cars that rely less on fossil fuels, demonstrate excellent gas mileage, 
and offer the same driving experience that people have come to expect of gasoline-powered 
automobiles.

Parallel teams, or task forces, include employees assigned to work on a specific task in 
addition to normal work duties. The modifier parallel indicates that an employee works on the 
team task while continuing to work on normal duties. Also, parallel teams or task forces oper-
ate on a temporary basis until their work culminates in a recommendation to top management. 
Task forces are used to evaluate existing systems and processes, to select new technology, and to 
improve existing products. There is some evidence that team interactions on complex tasks are 
likely to influence creativity more than individual efforts, and group incentive plans may foster 
creativity. This especially seems to be the case when incentive compensation is truly an add-on, 
and independent of employees’ regular base pay.24

Teams or groups may ultimately receive incentive pay based on such criteria as customer 
satisfaction (i.e., customer service quality), safety records, quality, and production records. 
Although these criteria apply to other categories of incentive programs as well (individual, 
 company-wide, and group plans), companies allocate awards to each worker based on the 
group’s attainment of predetermined performance standards.

Human resource managers must devise methods for allocating incentives to team members. 
Although the team-based reward is generated by the performance of the team, the incentive pay-
ments are typically distributed to members of the team individually. Human resource experts 
allocate rewards in one of three ways:

•	 Equal incentive payments to all team members.
•	 Differential incentive payments to team members based on their contribution to the team’s 

performance.
•	 Differential payments determined by a ratio of each team member’s base pay to the total 

base pay of the group.

The first method—the equal incentives payment approach—reinforces cooperation among 
team members except when team members perceive differences in members’ contributions or 
 performance. The second method—the differential incentive payments approach—distributes 
rewards based to some extent on individual performance. Differential approaches obviously can 
hinder cooperative behavior. Some employees may focus on their own performance rather than 
on the group’s performance because they wish to maximize their income. As a compromise, com-
panies may base part of the incentive on individual performance, with the remainder based on 
the team’s performance. The third disbursement method—differential payments by ratio of base 
pay—rewards each group member in proportion to her or his base pay. This approach assumes 
that employees with higher base pay contribute more to the company and so should be rewarded 
in accord with that worth.

GAIn ShArInG PlAnS Gain sharing describes group incentive systems that provide participating 
employees with an incentive payment based on improved company performance for increased 
productivity, increased customer satisfaction, lower costs, or better safety records.25 Gain sharing 
was developed so that all employees could benefit financially from productivity improvements 
resulting from the suggestion system. In addition to serving as a compensation tool, most gain 
sharing reflects a management philosophy that emphasizes employee involvement. The use of 
gain sharing is most appropriate where workplace technology does not constrain productivity 
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improvements. For example, assembly line workers’ abilities to improve productivity may be 
limited. Increasing the speed of the conveyor belts may compromise workers’ safety.

Most gain sharing programs have three components:26

•	 Leadership philosophy
•	 Employee involvement systems
•	 Bonus

The first component—leadership philosophy—refers to a cooperative organizational climate 
that promotes high levels of trust, open communication, and participation. The second component—
employee involvement systems—drives organizational productivity improvements. Employee in-
volvement systems use broadly based suggestion systems. Anyone can make suggestions to a 
committee made up of both hourly and management employees who oversee the suggestion imple-
mentation. This involvement system also may include other innovative employee involvement prac-
tices (e.g., problem-solving task forces).

The bonus is the third component of a gain sharing plan. A company awards gain sharing 
bonuses when its actual productivity exceeds its targeted productivity level. The gain sharing 
bonuses are usually based on a formula that measures productivity that employees perceive 
as fair and the employer believes will result in improvements in company performance. 
Employees typically receive gain sharing bonuses on a monthly basis. Most bonuses range 
between 5 and 10 percent of an employee’s base annual pay. A noteworthy exception to this 
norm is AmeriSteel. On average, AmeriSteel’s gain sharing plan pays out between 35 and 45 
percent of base pay.

Although many accounts of gain sharing use can be found in the practitioner and scholarly 
literature, no one has completed a comprehensive, soundly designed investigation of the ef-
fectiveness of gain sharing programs.27 Meanwhile, gain sharing programs’ success has been 
attributed to company cultures that support cooperation among employees.28 Some gain shar-
ing attempts have failed. Such organizational, external environmental and financial information 
factors, including poor communications within and across departments, highly competitive 
product markets, and variable corporate profits over time can inhibit effective gain sharing 
programs.29 Poor communications will stifle the creativity needed to improve the efficiency 
of work processes when employees  focus exclusively on their own work. Highly competitive 
product markets often require companies to make frequent changes to their production meth-
ods, as in the automobile industry, where such changes occur each year with the introduction 
of new models. When companies make frequent or sudden changes, employees must have 
time to learn the new processes well before they can offer productive suggestions. Companies 
that experience variable profits from year to year most likely do not use gain sharing because 
management sets aside as much excess cash as possible in reserve for periods when profits are 
down and excess cash is scarce.

The Scanlon, Rucker, and Improshare gain sharing plans are the most common forms 
used in companies, and they were also the first types of gain sharing plans developed and 
used by employers. These plans were adopted wholesale in the early days of gain sharing. 
Employers today generally modify one of these traditional plans to meet their needs or adopt 
hybrid plans.

The SCAnlon PlAn Joseph Scanlon first developed the gain sharing concept in 1935 as an 
employee involvement system without a pay element.30 The hallmark of the Scanlon plan is its 
emphasis on employee involvement. Scanlon believed that employees will exercise self-direction 
and self-control if they are committed to company objectives and that employees will accept 
and seek out responsibility if given the opportunity.31 Current Scanlon plans include monetary 
rewards to employees for productivity improvements. Scanlon plans assume that companies will 
be able to offer higher pay to workers, generate increased profits for stockholders, and lower 
prices for consumers. The Scanlon plan is a generic term referring to any gain sharing plan that 
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has characteristics common to the original gain sharing plan devised by Scanlon. Scanlon plans 
have the following three components:32

•	 An emphasis on teamwork to reduce costs, assisted by management-supplied information 
on production concerns.

•	 Suggestion systems that route cost-saving ideas from the workforce through a labor–
management committee that evaluates and acts on accepted suggestions.

•	 A monetary reward based on productivity improvements to encourage employee 
involvement.

Scanlon plan employee involvement systems include a formal suggestion program struc-
tured at two levels. Production-level committees, usually including a department foreman 
or supervisor and at least one elected worker, communicate the suggestion program and its 
reward features to workers. Production committee members encourage and assist workers in 
making suggestions and formally record suggestions for consideration. Production committees 
may also reject suggestions that are not feasible, but they must provide a written explanation 
of the reasons for the rejection to the worker who made the suggestion. Providing the written 
rationale under this circumstance is key to helping employees understand why the suggestions 
are not feasible and, thus, workers are not discouraged from making suggestions in the future. 
After employees’ suggestions have been fully implemented, they typically receive bonuses on 
a monthly basis.

The production committee forwards appropriate suggestions to a company-wide screening 
committee, which also includes worker representatives. This committee reviews suggestions 
referred by the production committees, serves as a communications link between management 
and employees, and reviews the company’s performance each month.

Actual gain sharing formulas are designed to suit the individual needs of the company.33 
Formulas are usually based on the ratio between labor costs and sales value of production 
(SVOP).34 The SVOP is the sum of sales revenue plus the value of goods in inventory.

Smaller Scanlon ratios indicate that labor costs are lower relative to SVOP. Companies 
definitely strive for lower ratios, as Table 4-5 illustrates. In addition, Table 4-5 shows the calcu-
lation for a bonus distribution under a Scanlon plan.

The ruCker PlAn Similar to Scanlon’s plan, the Rucker plan was developed by Allan W. 
Rucker in 1933. Both the Scanlon and Rucker plans emphasize employee involvement and 
provide monetary incentives to encourage employee participation. The main difference lies in 
the formula used to measure productivity. Rucker plans use a value-added formula to measure 
productivity. Value added is the difference between the value of the sales price of a product and 
the value of materials purchased to make the product. The following example illustrates the 
concept of value added based on the sequence of events that eventually lead to selling bread 
to consumers. These events include growing the wheat, milling the wheat, adding the wheat to 
other ingredients to make bread, and selling the bread to consumers.

A farmer grows the wheat and sells it to a miller; the added value is the difference in the in-
come the farmer receives for the wheat and the costs incurred for purchasing seed, fertilizer, fuel, 
and other supplies. The miller, in turn, buys the wheat from the farmer, mills it, and then sells it 
to a bakery. The difference in the cost of buying the wheat and the price it is sold for to the baker 
is the amount of “value” the miller “adds” in the milling processes. The same process is repeated 
by the baker, as the flour that was milled by the miller is mixed with other ingredients, baked, 
and sold as bread either to the consumer or to a retailer who in turn sells it to the consumer. The 
baker “adds value” by blending in the other ingredients to the flour and baking the bread. If the 
bread is sold to the consumer through a retailer, then the retailer also “adds value” by buying 
the bread from the bakery, transporting it to a store convenient for the consumer, displaying the 
bread, and selling it. The total of all the added values from each step along the way equals the 
total contribution to the overall economy from the chain of events.35
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The following ratio is used to determine whether bonuses will be awarded under a Rucker plan:

Value added
Total employment costs

In contrast to the Scanlon ratio, companies prefer a larger Rucker ratio. A larger Rucker ra-
tio indicates that the value added is greater than total employment costs. Table 4-6 illustrates the 
calculation for bonus distribution under the Rucker plan.

Invented by Mitchell Fein in 1973, Improshare—Improved Productivity through Sharing—
measures productivity physically rather than in terms of dollar savings like those used in the 
Scanlon and Rucker plans. These programs aim to produce more products with fewer labor 
hours. Under Improshare, the emphasis is on providing employees with an incentive to finish 
products. The Improshare bonus is based on a labor hour ratio formula. A standard is de-
termined by analyzing historical accounting data to find the number of labor hours needed to 
complete a product. Productivity is then measured as a ratio of standard labor hours and actual 
labor hours. Unlike the Rucker and Scanlon plans, employee participation is not a feature, and 
workers receive bonuses on a weekly basis.

In summary, the Scanlon, Rucker, and Improshare plans are among the best-known kinds of 
gain sharing programs that are used by companies. Although the principle underlying these different 
plans is the same (i.e., a group incentive system that provides all or most employees a bonus pay-
ment based on improved performance), they each rest on slightly different assumptions.

advantages of group Incentives
The use of group incentive plans has two advantages for companies. First, companies can more 
easily develop performance measures for group incentive plans than they can for individual 

tabLe 4-5 Illustration of a Scanlon Plan

For the period 2012–2014, the labor costs of XYZ Manufacturing Company have averaged 
$44,000,000 per year. During the same 3-year period, the sales value of XYZ’s production (SVOP) 
averaged $83,000,000 per year. (As an aside, of the $83,000,000, $65,000,000 represents sales 
 revenue and $18,000,000 represents the value of goods held in inventory.) The Scanlon ratio for 
XYZ Manufacturing Company is:

$44,000,000/$83,000,000 = 0.53

The ratio of 0.53 is the base line or standard. Any benefits that result from an improvement in production 
methods produce results. Labor cost savings are shared with workers. In other words, when improvements 
lead to a Scanlon ratio that is lower than the standard of 0.53, employees will receive gain sharing bonuses.

The operating information for XYZ Manufacturing Company for March 2015 was as follows:

Total labor costs $3,100,000

SVOP $7,200,000

The Scanlon ratio, based on March 2015 information was

$3,100,000

$7,200,000
= 0.43

The Scanlon ratio for March 2015 was less than the standard of 0.53. In order for there to be a pay-
out, labor costs for March 2015 must be less than $3,816,000 (i.e., 0.53 × $7,200,000); $3,816,000 
represents allowable labor costs for March 2015 based on the Scanlon standard established for XYZ 
Manufacturing.

In summary, the allowable labor costs for March 2015 were $3,816,000. The actual labor costs were 
$3,100,000. Thus, the savings $716,000 ($3,816,000–$3,100,000) is available for distribution as a bonus.
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incentive plans. There are obviously fewer groups in a company than individuals. Thus, compa-
nies generally use fewer resources (e.g., staff time) to develop performance measures. In addition, 
judging the quality of the final product makes the most sense because companies must deliver 
high-quality products to maintain competitiveness. During the late 1970s and early 1980s, U.S. 
automobile manufacturers lost substantial market share to foreign automobile manufacturers 
because foreign automakers marketed automobiles of substantially higher quality than U.S. auto-
makers. The trend did not change until U.S. automakers manufactured high-quality vehicles on a 
consistent basis.

Greater group cohesion is the second advantage associated with group incentive plans.36 
Cohesive groups usually work more effectively toward achieving common goals than do individual 
group members focusing on the specific tasks for which they are responsible. Working collabora-
tively is undoubtedly in group members’ best interests in order to maximize their incentive awards.

disadvantages of group Incentives
The main disadvantage of group incentive compensation is employee turnover. Companies’ 
implementation of group incentive programs may lead to turnover because of the free-rider 

tabLe 4-6 Illustration of a rucker Plan

Calculating the Standard:
For the 2012 – 2015 period, ABC Manufacturing Company generated average net sales of $7,500,000. 
The company paid $3,200,000 for materials, $250,000 for sundry supplies, and $225,000 for such 
 services as liability insurance, basic maintenance, and utilities. On the basis of these data, average 
value added was $3,825,000 (i.e., net sales – costs of materials, supplies, and services rendered), for 
this example, $7,500,000 - ($3,200,000 + $250,000 + $225,000).

For the same period, average total employment costs were $2,400,000, which includes hourly 
wages for nonexempt workers, annual salaries for exempt employees, payroll taxes, and all benefit 
costs. Based on the Rucker formula, the ratio of value added to total employment costs was 1.59 
($3,825,000/$2,400,000).

If there are to be bonuses at the end of 2016, each dollar attributed to employment costs must be 
 accompanied by creating at least $1.59 of value added.

 Value added $3,825,000

 Total employment costs $2,400,000

The Rucker ratio, based on this information, was:

$3,825,000

$2,400,000
= 1.59

Applying the Standard to a 2016 Performance:
The operating information for ABC Manufacturing Company for 2016 was as follows:

 Value added $670,000

 Total employment costs $625,000

The Rucker ratio, based on 2016 data, was:

$670,000

$625,000
= 1.07

This Rucker ratio for 2016 was less than the standard of 1.59. In order for there to be a payout, value 
added for 2016 must be more than the standard, which would be $1,065,300 (1.59 × $670,000). 
However, based on the Rucker ratio obtained for this month (1.07), value added was only $716,900 
(1.07 × $670,000). Therefore, employees of ABC Manufacturing will not receive any gain sharing 
 bonuses based on 2016 performance.
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effect. Some employees may make fewer contributions to the group goals because they possess 
lower ability, skills, or experience than other group members. In some groups, members may 
deliberately choose to put forth less effort, particularly when each group member receives the 
same incentive compensation regardless of individual contributions to the group goals. In any 
case, the free-rider effect initially leads to feelings of inequity among those who make the great-
est contributions to the attainment of the group goal. Over time, members who make the greatest 
contributions are likely to leave.

Group members may feel uncomfortable with the fact that other members’ performance in-
fluences their compensation level. Exemplary performers are more likely to feel this way when 
other group members are not contributing equally to the attainment of group goals. The lower 
performance of a few group members may lead to lower earnings for all members of the group. 
Discomfort with group incentive plans is likely to be heightened where incentive compensation 
represents the lion’s share of core compensation.

COmPany-WIde InCentIves
The use of company-wide incentive plans can be traced to the nineteenth century. Companies 
instituted profit sharing programs to ease workers’ dissatisfaction with low pay and to change 
their beliefs that company management paid workers substandard wages while earning substan-
tial profits. Quite simply, management believed that workers would be less likely to challenge 
managerial practices if they received a share of company profits.

defining Company-wide Incentives
Company-wide incentive plans reward employees when the company exceeds minimum ac-
ceptable performance standards (e.g., profits or the overall value of the company based on its 
stock price). As competitive pressures on companies increased, management sought methods to 
improve employee productivity. Companies presently use company-wide incentive programs to 
motivate employees to work harder for increased profits or increased company value to owners. 
Advocates of company-wide incentive plans believe that well-designed programs make workers’ 
and owners’ goals more compatible as workers strive toward increasing company profits or value.

types of Company-wide Incentive Plans
Companies use two major types of company-wide incentive plans:

•	 Profit sharing plans. Employees earn a financial reward when their company’s profit 
 objective is met.

•	 Employee stock option plans. Companies grant employees the right to purchase shares 
of company stock.

ProfIT ShArInG PlAnS Profit sharing plans pay a portion of company profits to employees, 
separate from base pay, cost-of-living adjustments, or permanent merit pay increases. Two basic 
kinds of profit sharing plans are used widely today. First, current profit sharing plans award cash 
to employees, typically on a quarterly or annual basis. Current profit sharing represents a form of 
short-term incentive because of the frequency of payout potential. Second, deferred profit sharing 
plans place cash awards in trust accounts for employees. These trusts are set aside on employees’ 
behalf as a source of retirement income, and can also be considered a long-term incentive. Aircraft 
manufacturer Boeing offers current profit sharing plans to all employee groups, except for ones 
that are represented by labor unions. Under the plan, nonmanagement employees can earn from 
1 to 20 days of regular pay.37 In 2015, nonmanagement employees were granted 12.5 days’ extra 
pay.38 Management employees received awards that ranged from 12.5 to 22.5 of their salaries.

Calculating Profit Sharing Awards HR professionals determine the pool of profit sharing 
money with any of three possible formulas. A fixed first-dollar-of-profits formula uses a specific 

4-5 Discuss two 
types of company-
wide incentive plans.
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percentage of annual profits, contingent upon the successful attainment of a company goal. For 
instance, a company might establish that the profit sharing fund will equal 7 percent of corporate 
profits; however, payment is contingent on a specified reduction in scrap rates.

Second, companies may use a graduated first-dollar-of-profits formula instead of a fixed 
percentage. For example, a company may choose to share 3 percent of the first $8 million of 
profits and 6 percent of the profits in excess of that level. Graduated formulas motivate employ-
ees to strive for extraordinary profit targets by sharing even more of the incremental gain.

Third, profitability threshold formulas fund profit sharing pools only if profits exceed a pre-
determined minimum level but fall below some established maximum level. Companies establish 
minimums to guarantee a return to shareholders before they distribute profits to employees. They 
establish maximums because they attribute any profits beyond this level to factors other than 
 employee productivity or creativity (e.g., technological innovation).

After management selects a funding formula for the profit sharing pool, they must consider 
how to distribute pool money among employees. Companies usually make distributions in one 
of three ways: equal payments to all employees, proportional payments to employees based on 
annual salary, and proportional payments to employees based on their contribution to profits. 
Equal payments to all employees reflect a belief that all employees should share equally in the 
company’s gain in order to promote cooperation among employees; however, employee con-
tributions to profits probably vary. Most employers accordingly divide the profit sharing pool 
among employees based on a differential basis.

Companies may disburse profits based on proportional payments to employees based on 
their annual salaries. As we will detail in Chapters 6 and 7, salary levels vary based on both 
internal and external factors; in general, the higher the salary, the more value the company as-
signs to a job. Higher-paying jobs presumably indicate more potential to influence a company’s 
competitive position. For any given job, pay will differ according to performance or seniority. 
Chapter 3 notes that higher performance levels and seniority result in greater worth.

Still another approach is to disburse profits as proportional payments to employees based on 
their contribution to profits. Some companies measure employee contributions to profit based on 
job performance; however, this approach is not very feasible because it is difficult to isolate each 
employee’s contributions to profits. For example, how does a secretary’s performance (based 
on answering telephones, greeting visitors, and typing memos) directly contribute to company 
performance?

Advantages of Profit Sharing Plans The use of a profit sharing plan has two main 
advantages, one for employees and the other for companies. When properly designed, profit 
sharing plans enable employees to share in companies’ fortunes. As employees benefit from 
profit sharing plans, they will be more likely to work productively to promote profits. The upshot 
of enhanced employee productivity obviously is greater profits for companies that use profit 
sharing plans.

Companies that use profit sharing programs gain greater financial flexibility. As we dis-
cussed, monetary payouts to employees vary with profit levels. During economic downturns, 
payout levels are significantly lower than they are during economic boom periods. This feature 
of profit sharing plans enables companies to use limited cash reserves where needed (e.g., for 
R&D activities).

Disadvantages of Profit Sharing Plans There are two main disadvantages associated with 
profit sharing plans. The first one directly affects employees; the second affects companies. Profit 
sharing plans may undermine the economic security of employees, particularly if profit sharing 
represents a sizable portion of direct compensation. Because company profits vary from year to 
year, so do employees’ earnings. Thus, employees will find it difficult to predict their earnings, 
which will affect their saving and buying behavior. If there is significant variability in earnings, 
a company’s excellent performers are likely to leave for employment with competitors. The 
turnover of excellent performers certainly represents a significant disadvantage to companies.
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Employers also find profit sharing programs to be problematic under certain conditions. 
Profit sharing plans may fail to motivate employees because they do not see a direct link between 
their efforts and corporate profits. Hourly employees in particular may have trouble seeing this 
connection because their efforts appear to be several steps removed from the company’s perfor-
mance. For instance, an assembly line worker who installs interior trim (e.g., carpeting and seats) 
in automobiles may not find any connection between his or her efforts and the level of company 
profits because interior trim represents just one of many steps in the production of automobiles.

eMPloyee SToCk oPTIon PlAnS Employee stock option plans represent a long-term 
company-wide incentive plan that provide employees with stock options. Under these plans, 
companies grant employees the right to purchase shares of company stock. Company stock 
represents total equity of a company. Company stock shares represent equity segments 
of equal value. Equity interest increases positively with the number of stock shares. Stock 
options describe an employee’s right to purchase company stock. Employees do not actually 
own stock until they exercise the stock option rights. This is done by purchasing stock at a 
designated price after a company-chosen time period lapses, usually no more than 10 years. 
Employee stock options provide an incentive to work productively, with the expectation 
that collective employee productivity will increase the value of company stock over time. 
Employees earn monetary compensation when they sell the stock at a higher price than they 
originally paid for it.

desIgnIng InCentIve Pay PrOgrams
When designing an incentive pay plan, HR professionals and line managers should consider five 
key factors:

•	 Whether the plan should be based on group or individual employee performance.
•	 The level of risk employees will be willing to accept in their overall compensation package.
•	 Whether incentive pay should replace or complement traditional pay.
•	 The criteria by which performance should be judged.
•	 The time horizon for goals—long term, short term, or a combination of both.

group versus Individual Incentives
Companies considering various design alternatives should choose a design that fits the structure 
of the company. Group incentive programs are most suitable where the nature of the work is 
interdependent and the contributions of individual employees are difficult to measure. In such 
situations, companies require cooperative behavior among their employees. Companies may be 
able to encourage team behavior by linking compensation to the achievement of department or 
division goals and eliminating from the pay determination process such factors that are outside 
the group’s control as the late delivery of raw materials by an independent vendor.

On the other hand, individual incentive plans reward employees for meeting or surpassing 
such predetermined individual goals as production or sales quotas. The attainment of individual 
goals should be well within employees’ grasp as is the case for group incentives. Moreover, goals 
for individual incentive programs should be based on independent work rather than interdependent 
work. For example, it would be appropriate to base an employee’s incentive on typing accuracy 
because the work can be performed independently and there are few external constraints on an 
employee’s ability to complete such work. At the group level, it would be reasonable to provide 
incentives to the individual members of a sales team. In the case of computer hardware and net-
works, the sale and implementation of these products involve a team of marketing professionals 
and technical experts who depend on the others’ expertise to identify the appropriate configuration 
of hardware and networking equipment (i.e., meeting the client’s needs) and to install the equip-
ment in the client’s company successfully.

4-6 Summarize 
considerations when 
designing incentive 
pay programs.
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Level of risk
Careful consideration should be given to the level of risk employees are willing to accept. 
As mentioned previously, incentive pay may complement base salary or may be used in place 
of all or a portion of base salary. The level of risk clearly increases as incentive pay represents a 
greater proportion of total core compensation. The level of risk tends to be greater among higher-
level employees than among those who are at the lower levels of a company’s job structure. It is 
reasonable to infer that the attainment of a first-line supervisor’s goal of maintaining a packing 
department’s level of productivity above a predetermined level is less risky than the achievement 
of a sales manager’s goal of increasing market share by 10 percent in a market where the competi-
tion is already quite stiff. Apart from an employee’s rank, the level of risk chosen should depend 
on the extent to which employees control the attainment of the desired goal. The adoption of 
 incentive pay programs makes the most sense when participants have a reasonable degree of con-
trol over the attainment of the plan’s goals. Incentive programs logically are bound to fail when 
the goals are simply out of reach because they are too difficult or because extraneous factors are 
hampering employees’ efforts to meet goals.

Complementing or replacing base Pay
When complementing base pay, a company awards incentive pay in addition to an employee’s 
base pay and benefits. On the other hand, companies may reduce base pay by placing the reduced 
portion at risk in an incentive plan. For instance, if a company grants its employees 10 percent 
raises each year, the company could, instead, grant its employees a 4 percent cost-of-living 
increase and use the remaining 6 percent as incentive by awarding none of it to below-average 
performers, only half of it to employees whose performance is average, and the entire 6 percent to 
employees whose performance is above average. In this scenario, the 6 percent that was expected 
by the employees to become part of their base pay is no longer a guarantee because that potential 
salary has been placed at risk. By introducing risk into the pay program, employees have the po-
tential to earn more than the 6 percent because poor performers will receive less, leaving more to 
be distributed to exemplary performers.

Companies in such cyclical industries as retail sales could benefit by including an incentive 
component in the core compensation programs they offer to employees. During slow business 
periods, the use of regular merit pay programs that add permanent increments to base pay can 
create budget problems. If incentive pay were used instead of permanent merit raises, then the 
level of expenditure on compensation would vary with levels of business activity. In effect, the 
use of incentive pay can lower payroll costs during lean periods and enhance the level of rewards 
when business activity picks up.

Performance Criteria
As seen in the discussion of performance appraisal in Chapter 3, the measures used to appraise 
employee performance obviously should be quantifiable and accessible. For incentive pay pro-
grams, common measures of employee performance are company profits, sales revenue, and 
number of units produced by a business unit. The measures chosen preferably should relate to 
the company’s competitive strategy. For instance, if a company is attempting to enhance qual-
ity, its incentive plan would probably reward employees on the basis of customer satisfaction 
with quality.

In reality, more than one performance measure may be relevant. In such instances, a com-
pany is likely to employ all of the measures as a basis for awarding incentives. The weighting 
scheme would reflect the relative importance of each performance criterion to the company’s 
competitive strategy [e.g., company performance (10 percent), unit performance (40 percent), 
and individual performance (50 percent), incorporating all of the organizational levels]. An 
employee clearly would receive an incentive even if company or departmental performance 
was poor. In effect, the relative weights are indicative of the degree of risk to an employee that 
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is inherent in these plans. Compared with the previous example, the following plan would be 
quite risky: 50 percent company performance, 35 percent departmental performance, and 15 
percent individual performance. Employees’ earnings would depend mainly on company and 
departmental performance over which they possess less control than they do over their own 
performance.

time horizon: short term versus Long term
A key feature of incentive pay plans is the time orientation. There are no definitive standards to 
distinguish between short term and long term. A general rule of thumb is that short-term goals 
generally can be achieved in five years or less and that long-term goals may require even longer. 
Most companies offer one or more short-term plans.39 Among the most popular plans are spot 
awards, profit sharing, and team-based incentives.

On the other hand, incentive programs for professionals and executives also have a long-
term orientation. Stock option plans are among the most commonly used.40 For instance, re-
warding an engineer’s innovation in product design requires a long-term orientation because 
it takes an extended amount of time to move through the series of steps required to bring the 
innovation to the marketplace (e.g., patent approval, manufacturing, and market distribution). 
The incentives that executives receive are based on a long-term horizon because their success is 
matched against the endurance of a company over time.

The use of incentive pay by an employer can be an effective way 
to tie individual or team performance to compensation. Many 
of the items in the Action Checklist are critical to the proper 
formation and administration of an incentive pay program (i.e., 
accurate criteria and measurement along with ongoing and 
honest performance discussions). Once this critical foundation is 
established, line managers and HR and compensation specialists 
must ensure that the plan is understood by employees and they 
can see the link between their performance and the portion of 
pay at risk.

Action checklist for line managers and HR—
establishing an incentive pay program

hr takes the lead
•	 Work with compensation specialists on your team to 

benchmark industry competitors to identify whether 
individual, group, or company-wide programs are being 
used (to stay current with trends and ensure that the best 
people are retained).

•	 Work with line managers, based on the chosen program 
(individual, group, or company-wide), to choose which 
types of plan are utilized.

•	 Hold roundtable discussions with employees to gather 
feedback on the proposed program and to identify 
 potential areas where additional buy-in may be necessary.

line managers take the lead
•	 Work with HR to identify the desired behavior(s) you want 

to tie to incentives—ensuring that the focus on these 
behaviors does not come at the expense of other desired 
outcomes.

•	 Seek the education of HR to understand limitations of the 
chosen plan and how to overcome some of the potential 
pitfalls; plan should be monitored and/or tailored if these 
obstacles lead to the wrong behaviors being rewarded.

•	 Provide proper information to HR so that a communica-
tion plan is created for rollout and implementation of the 
program—HR will form frequently asked questions (FAQs) 
and talking points that detail rationale for the change.
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summary
learning objective 1: Incentive pay or variable 
pay is defined as compensation, other than base wages 
or salaries, which fluctuates according to employees’ 
attainment of some standard, such as a preestab-
lished formula, individual or group goals, or company 
earnings.

learning objective 2: In traditional pay plans, em-
ployees receive compensation based on a fixed hourly 
pay rate or annual salary. Annual raises are added 
to base pay according to seniority or a supervisor’s 
evaluation of past performance. In incentive plans, 
employees receive one-time payments that correspond 
to the level of performance attainment based on objec-
tive goals.

learning objective 3: Individual incentive plans re-
ward employees whose work is performed independently 

and can be quantified objectively such as by sales volume 
or number of units produced.

learning objective 4: Group incentive plans promote 
supportive, collaborative behavior among employees. In 
general, members of a group or team receive the same 
incentive award for the group’s performance.

learning objective 5: Company-wide incentive plans 
tie employee compensation to a company’s performance 
over a relatively short time frame, not uncommonly, from 
three months to five years.

learning objective 6: Compensation professionals 
give consideration to at least five important factors when 
designing effective incentive pay plans. These include: 
(a) group versus individual incentives, (b) level of risk, 
(c) compensating or replacing base pay, (d) performance 
criteria, and (e) short- or long-term time horizon.
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discussion Questions
 4-1. Indicate whether you agree or disagree with the 

following statement: “Individual incentive plans 
are less preferable than group incentives and 
company-wide incentives.” Explain your answer.

 4-2. There is currently a tendency among business 
professionals to endorse the use of incentive pay 

plans. Identify two jobs for which individual in-
centive pay is appropriate and two jobs for which 
individual incentive pay is inappropriate. Be sure 
to include your justification.

 4-3. Critics of profit sharing plans maintain that these 
plans do not motivate employees to perform at 
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higher levels. Under what conditions are profit 
sharing plans not likely to motivate employees?

 4-4. Unlike individual incentive programs, group 
and company-wide incentive programs reward 
individuals based on group (e.g., cost savings 
in a department) and company-wide (e.g., prof-
its) performance standards, respectively. Under 
group and company-wide incentive programs, it 

is possible for poor performers to benefit with-
out making substantial contributions to group or 
company goals. What can companies do to en-
sure that poor performers do not benefit?

 4-5. Opponents of incentive pay programs argue that 
these programs manipulate employees more than 
seniority and merit pay programs. Discuss your 
views of this statement.

CASe 
Individual or Team Reward?

An additional Supplemental Case can be found on MyManagementLab.

Jack Hopson has been making wood furniture for more than 10 years. He recently joined Metropolitan 
Furniture and has some ideas for Sally Boston, the company’s CEO. Jack likes working for Sally because she 
is very open to employee suggestions and is serious about making the company a success. Metropolitan is cur-
rently paying Jack a competitive hourly pay rate for him to build various designs of tables and chairs. However, 
Jack thinks that an incentive pay plan might convince him and his coworkers to put forth more effort.

At Jack’s previous employer, a competing furniture maker, Jack was paid on a piece-rate pay plan. The 
company paid Jack a designated payment for every chair or table that he completed. Jack felt this plan pro-
vided him an incentive to work harder to build the furniture pieces. Sally likes Jack’s idea; however, Sally 
is concerned about how such a plan would affect the employees’ need to work together as a team.

While the workers at Metropolitan build most furniture pieces individually, they often need to pitch in 
and work as a team. Each worker receives individual assignments, but as a delivery date approaches for a 
preordered furniture set due to a customer, the workers must help each other complete certain pieces of the 
set to ensure on-time delivery. A reputation for on-time delivery differentiates Metropolitan from its competi-
tors. Several companies that compete against Metropolitan have a reputation of late deliveries, which gives 
Metropolitan a competitive edge. Because their promise of on-time delivery is such a high priority, Sally is 
concerned that a piece-rate pay plan may prevent employees from working together to complete furniture sets.

Sally agrees with Jack that an incentive pay plan would help boost productivity, but she thinks that a 
team-based incentive pay plan may be a better approach. She has considered offering a team-based plan 
that provides a bonus payment when each set of furniture is completed in time for scheduled delivery. 
However, after hearing from Jack about the success of the piece-rate pay plan at his previous employer, she 
is unsure of which path to take.

Questions:
 4-6. What are some advantages of offering a piece-rate pay plan to the furniture builders at 

Metropolitan Furniture?
 4-7. What are some advantages of offering a team-based incentive pay plan?
 4-8. What do you think Sally should do?

Crunch the numbers! 
Calculating Piecework Pay Awards

 an additional Crunch the numbers! exercise can be found on mymanagementlab.com.

Table 4-3 illustrates the calculation of a piecework award for a garment worker who has completed two 
hours of service. Over the course of a six-hour shift, his productivity varies:

First hour: 10 garments above the hourly standard
Second hour: no garments above the hourly standard
Third hour: 15 garments above the hourly standard
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Fourth hour: 13 garments above the hourly standard
Fifth hour: 9 garments above the hourly standard
Sixth hour: 3 garments above the hourly standard

Questions:
 4-9. Calculate the worker’s total earnings for his shift.
 4-10. How many dollars did the garment worker earn in incentive payments?
 4-11. On the following day, the garment worker completed a six-hour shift, but did not exceed the standard 

at any time during this shift. How much did he earn for the day?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 4-12. How can incentive pay systems, when properly applied, contribute to companies 
meeting the goals of lowest cost and differentiation strategies?

 4-13. Considering our discussion of employee roles in strategic compensation (Chapter 1), 
how can companies explain employees’ contributions to company profits? How 
would the conversation go with administrative staff members compared to sales 
professionals?

 4-14. MyManagementLab Only – comprehensive writing assignment for this chapter.
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 Chapter Warm-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives

When you finish studying this chapter, you should be able to:
5-1. Define person-focused pay.
5-2. Describe the usage of person-focused pay.
5-3. Name and explain the reasons companies adopt person-focused pay programs.
5-4. Summarize the varieties of person-focused pay programs.
5-5. Contrast person-focused pay with job-based pay.
5-6. Explain the advantages and disadvantages of person-focused pay plans.

person-Focused pay5

Improved performance, the bottom-line purpose of training and development, is a strategic goal 
for organizations. Toward this end, many companies strive to become learning organizations. 
A learning organization is a firm that recognizes the critical importance of continuous perfor-
mance-related training and development, and takes appropriate action. Learning organizations 
view learning and development opportunities in all facets of their business. In a learning orga-
nization, employees are rewarded for learning and are provided enriched jobs, promotions, and 
compensation. Person-focused compensation programs provide the basis for such rewards that 
are tightly coupled with strategic training and development activities.

DeFining persOn-FOCUseD pay:  
COmpetenCy-BaseD, pay-FOr-KnOWLeDge, 
anD sKiLL-BaseD pay
Person-focused pay plans reward employees for acquiring job-related, knowledge, skills, or 
competencies rather than for demonstrating successful job performance. Person-focused pay 
rewards employees for the promise of performance in the future; merit pay and incentive pay 
reward employees for promise fulfilled (job performance). This approach to compensating em-
ployees often refers to three basic types of person-focused pay programs: pay-for-knowledge, 

5-1 Define person-
focused pay.



� Chapter�5� •� person-FoCused�pay� � � � 101

skill-based pay, and competency-based pay. Sometimes, companies combine person-focused 
pay programs with traditional merit pay programs by awarding pay raises to employees accord-
ing to how well they demonstrate competencies.

Pay-for-knowledge plans reward managerial, service, or professional workers for success-
fully learning specific curricula. Skill-based pay, a term used mostly for employees who do 
physical work, increases the workers’ pay as they master new skills. For example, both unions 
and contractors who employ carpenters use skill-based pay plans. Carpenters earn additional pay 
as they master more advanced woodworking skills (e.g., cabinet making).

Both skill- and knowledge-based pay programs reward employees for the range, depth, 
and types of skills or knowledge they are capable of applying productively to their jobs. This 
feature distinguishes pay-for-knowledge plans from merit pay, which rewards employees’ job 
performance. Said another way, again, pay-for-knowledge programs reward employees for their 
potential to make meaningful contributions on the job.

Human resource (HR) professionals can design person-focused pay plans to reward em-
ployees for acquiring new horizontal skills, vertical skills, or a greater depth of knowledge or 
skills. Employees can earn rewards for developing skills in one or more of these dimensions 
based on the kind of skills the company wants to foster. Horizontal skills (or horizontal knowl-
edge) refer to similar skills or knowledge. For example, clerical employees of a retail store 
might be trained to perform several kinds of record-keeping tasks. They may maintain employee 
attendance records, schedule salespeople’s work shifts, and monitor the use of office supplies 
(e.g., paper clips and toner cartridges for laser printers) for reordering. Although focused on dif-
ferent aspects of a store’s operations, all three of these tasks are based on employees’ fundamen-
tal knowledge of record keeping.

Vertical skills (or vertical knowledge) are those skills traditionally considered supervisory 
(e.g., scheduling, coordinating, training, and leading others). These types of supervisory skills 
are often emphasized in person-focused pay plans designed for self-managed work teams be-
cause team members often need to learn how to manage one another.1 Such work teams, which 
can be referred to as self-regulating work groups, autonomous work groups, or semiautonomous 
work groups, typically bring employees together from various functional areas to plan, design, 
and complete one product or service. For example:

A manager of a food processing plant [who] wanted employees who were “a combination 
of self-reliant and resourceful.” In this plant, good hiring systems and excellent training sys-
tems were critical, including systems for training operators in maintenance skills. Several 
plants had adopted interesting innovations to promote good training and certification. These 
innovations included:

•	 Several plants put all training on their intranet, so employees could access it at any time.
•	 One plant used hundreds of “One-Point Lessons” (OPLs—one-page sheets including 

a digital photograph of the appropriate equipment). Because each OPL focused on 
only one problem and its solution, OPLs were easy to search and use on the job.

•	 Several plants invested heavily in documentation of training and required practical 
skills demonstration.2

Depth of skills (or depth of knowledge) refer to the level of specialization or expertise an 
employee brings to a particular job. Some person-focused pay plans reward employees for increas-
ing their depth of skills or knowledge. Human resource professionals may choose to specialize 
in managing a particular aspect of the HR function (e.g., compensation, benefits administration, 
training evaluation, or new employee orientation). To be considered a compensation specialist, HR 
professionals must develop depth of knowledge perhaps by taking courses offered by WorldatWork 
on job evaluation, salary survey analysis, principles of person-focused pay system design, merit 
pay system design, and incentive pay system design, among others. The more compensation topics 
HR professionals master, the greater will be their depth of knowledge about compensation.
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The term competency has become an increasingly important topic in HR practice because 
of the changing nature of work. Competencies build upon the use of knowledge, skills, and abili-
ties, which we describe with job analysis. A competency refers to an individual’s capability to 
orchestrate and apply combinations of knowledge and skills consistently over time to perform 
work successfully in the required work situations. Traditionally, as we have seen, work has been 
described by many dimensions including knowledge, skills, and abilities. Indeed, although while 
this is largely still the case, HR and compensation professionals have embraced the ideas of 
competencies as the field has increasingly taken on strategic importance.

A competency model specifies and defines all the competencies necessary for success in a 
group of jobs that are set within an industry context. Figure 5-1 shows the basic framework for 
the Department of Labor’s competency model structure.

Foundational competencies At the base of the model, Tiers 1 through 3 represent 
competencies that provide the foundation for success in school and in the world of work. 
Foundational competencies are essential to a large number of occupations and industries. 
Employers have identified a link between foundational competencies and job performance and 
have also discovered that foundational competencies are a prerequisite for workers to learn 
industry-specific skills.

industry-related competencies The competencies shown on Tiers 4 and 5 are referred to as 
industry competencies and are specific to an industry or industry sector. Industry-wide technical 
competencies cut across industry sub-sectors making it possible to create career lattices where 
a worker can move easily across industry sub-sectors. Rather than narrowly following a single 
occupational career ladder, this model supports the development of an agile workforce.

occupation-related competencies The competencies on Tiers 6, 7, 8, and 9 are referred 
to as occupational competencies. Occupational competency models are frequently developed to 

FigUre 5-1 u.s. department of labor competency model
Source: U.S. Department of Labor Employment and Training Administration, “Competency Model General 
Instructions,” CareerOneStop (2014). Online http://www.careeronestop.org/CompetencyModel/CareerPathway/
CPWGenInstructions.aspx. Accessed March 1, 2015.

http://www.careeronestop.org/CompetencyModel/CareerPathway/CPWGenInstructions.aspx
http://www.careeronestop.org/CompetencyModel/CareerPathway/CPWGenInstructions.aspx
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define performance in a workplace, to design competency-based curriculum, or to articulate the 
requirements for an occupational credential such as a license or certification.

Figure 5-2 illustrates an example of a competency model for Solar Photovoltaic Installers who 
work in the renewable energy industry. The lower tiers, from personal effectiveness competencies 
through industry-sector technical competencies, apply to most jobs within the renewable energy 
industry. Hydroelectric production managers and wind engineers are examples of jobs within this 
industry. The top tiers, in this case, management competencies and occupation-specific competen-
cies, apply to one or more, but not all, jobs within this industry. Figure 5-2 lists sample manage-
ment competencies and occupation-specific competencies for the solar photovoltaic installer job.

Usage OF persOn-FOCUseD pay prOgrams
A wide variety of employers have established person-focused pay programs.3 Some targeted stud-
ies and anecdotal information suggest that companies of various sizes use person-focused pay 
programs. Many of the companies known to be using this kind of pay system employ between 

5-2 Describe the 
usage of person-
focused pay.

Industry-Sector Technical Competencies

Industry-Wide Technical Competencies

Workplace Competencies

Academic Competencies

Personal Effectiveness Competencies

Management
Competencies

Occupation-Specific
Requirements

Monitor Processes, Materials,
or Surroundings 

Organizing, Planning, and
Prioritizing Work

Biomass

Fundamentals of
Energy and Power

Business
Funda-
mentals

Teamwork

Science

Interpersonal
Skills

Integrity Professionalism Initiative Dependability
& Reliability

Lifelong Learning

Basic
Computer

Skills
Mathematics Reading Writing

Communication -
Listening &
Speaking

Critical &
Analytic
Thinking

Information
Literacy

Adaptability/
Flexibility

Marketing
& Customer

Focus

Planning,
Organizing,

and
Scheduling

Problem
Solving &
Decision
Making

Working
with

Tools &
Technology

Checking,
Examining &
Recording

Sustainable
Practices

Energy
Efficiency

Renewable
Energy

Technologies

Quality Assurance
and

Continuous
Improvement

Policies,
Laws and

Regulations

Health,
Safety, and

Security

Solar Wind Geothermal Water Fuel Cells and
Hydrogen Energy

Identify installation locations with
proper orientation, area, solar
access, or structural integrity for
photovoltaic (PV) arrays.

Install photovoltaic (PV) systems in
accordance with codes and
standards using drawings,
schematics, and instructions.

FigUre 5-2 u.s. department of labor competency model
Source: U.S. Department of Labor Employment and Training Administration, “Renewable Energy,” CareerOneStop 
(2014). Online http://www.careeronestop.org/CompetencyModel/pyramid.aspx?RE=Y. Accessed March 1, 2015.

http://www.careeronestop.org/CompetencyModel/pyramid.aspx?RE=Y
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approximately 150 and 2,000 employees, the majority operate in the manufacturing industry, and 
the average age of the companies is approximately 10 years.4 This study also conjectures that 
hundreds of Fortune 1,000 firms use skill-based pay for its manufacturing or production workers. 
There is limited published evidence regarding the effectiveness of person-focused pay plans. One 
study found that a skill-based pay plan in a manufacturing setting increased plant productivity by 
58 percent, lowered labor cost per part by 16 percent, and generated favorable quality outcomes 
(82 percent scrap reduction).5 Another study demonstrated that participants in a skill-based pay 
program increased their skills, and maintained increased skill levels back on the job.6 A more re-
cent study examined attitudes among participants in a skill-based pay plan. The researchers found 
that these plans are perceived to produce superior work outcomes.7

These programs are most fitting for continuous process settings (e.g., manufacturing com-
panies that use assembly lines where one employee’s job depends on the work of at least one 
other employee).8 At Bell Sports, a manufacturer of motorcycle safety helmets and auto racing 
helmets, the assembly process includes applying enamel and attaching visors to the helmets. Both 
tasks clearly require different sets of skills. Applying enamel requires the ability to use automated 
sprayers. This skill specifically demands that workers possess strong literacy skills so they can 
interpret readouts from the sprayers that suggest possible problems. Attaching visors to the hel-
mets requires proficient motor skills that involve eye–hand coordination. When employees learn 
how to perform different jobs, they can cover for absent coworkers. In the event of absenteeism 
or turnover, Bell Sports benefits from having cross-trained employees because they are more 
 capable of meeting its production schedules.

Person-focused pay programs that emphasize vertical skills work well at manufacturing 
companies that organize work flow around high-performance work teams in which employees 
are expected to learn both functional and managerial tasks (e.g., work scheduling, budgeting, and 
quality control). This means that groups of employees work together to assemble entire products.

reasOns tO aDOpt persOn-FOCUseD 
pay prOgrams
Person-focused pay programs represent important innovations in the compensation field. 
Person-focused pay systems imply that employees must move away from viewing pay as an 
entitlement. Instead, these systems treat compensation as a reward earned for acquiring and 
implementing job-relevant knowledge and skills. Advocates of person-focused pay programs 
offer two key reasons that firms seeking competitive advantage should adopt this form of com-
pensation: technological innovation and increased global competition.9

technological innovation
In an age of technological innovation in which robots, telecommunications, artificial intelli-
gence, software, and lasers perform routine tasks, some skills have become obsolete.10 Jobs, 
therefore, require new and different worker skills. The skills needed by automobile mechan-
ics, for instance, have changed dramatically. Competent automobile mechanics previously 
were adept at manually assembling and disassembling carburetors. Since then, electronic 
fuel injection systems, which are regulated by onboard computers, have replaced carburetors, 
necessitating that auto mechanics possess different kinds of skills. Auto mechanics, specifi-
cally, must now be able to use computerized diagnostic systems to assess the functioning of 
fuel injectors.

As technology leads to the automation of more tasks, employers combine jobs and confer 
broader responsibilities on workers. For example, the technology of advanced automated manu-
facturing (e.g., in the automobile industry) has required some employees to begin doing the jobs 
of other employees, including the laborer, the materials handler, the operator-assembler, and 
the maintenance person. A single employee now performs all of these tasks in a position called 

5-3 Name and 
explain the reasons 
companies adopt 
person-focused pay 
programs.
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“manufacturing technician.” The expanding range of tasks and responsibilities in this job de-
mands higher levels of reading, writing, and computation skills than did its predecessor, which 
required strong eye–hand coordination. Most employees must possess better reading skills than 
before because they must be able to read the operating manuals and, when problems arise, the 
troubleshooting manuals of automated manufacturing equipment based on computer technology. 
The design of manufacturing equipment previously was relatively simple and easy to operate, 
based on such simple mechanical principles as pulleys.

These technological changes have fostered increased autonomy and team-oriented work-
places, which also demand different job-related skills than employees needed previously.11 The 
manufacturing technician’s job is generally more autonomous than was his or her predecessor’s. 
Thus, technicians must be able to manage themselves and their time.

Employers now rely on working teams’ technical and interpersonal skills to drive ef-
ficiency and improve quality. Today’s consumers often expect customized products and ap-
plications, and employees must have sufficient technical skill to tailor products and services 
to customers’ needs, as well as the interpersonal skills necessary to determine client needs and 
handle customer service.12 Telephone service providers such as AT&T and Verizon seek com-
petitive advantage by serving clients’ present needs as well as by anticipating possible changes 
in customers’ service needs.

Further dramatic advances in robotic technology have created machines that have taken on 
human-like qualities. For example, Google launched a specially equipped fleet of driverless cars, 
which safely traveled approximately 700,000 miles on California roads.13 In addition, there are 
machines that can read human facial expressions and take initiative in interactions with workers.14 
The goal is not to replace workers, but rather to further enhance their productivity. These advances 
will undoubtedly demand even more skill and knowledge sets that eclipse current workplace reali-
ties. Many experts believe that such technology will create new, yet-to-be imagined work.15

increased global Competition
Increased global competition has forced companies in the United States to become more pro-
ductive. Now more than ever, to sustain competitive advantage, companies must provide their 
employees with leading-edge skills and encourage employees to apply their skills proficiently. 
Evidence clearly shows that foreign workers are better skilled and able to work more produc-
tively than U.S. employees in at least two ways.

First, employers in both the European Common Market and some Pacific Rim economies 
emphasize learning. In both cases, employers use classes and instruction as proactive tools for 
responding to strategic change. In Ireland, the private sector offers graduate employment pro-
grams to employees in such skill areas as science, marketing, and technology.16 An example of a 
marketing skill is the application of inferential statistics to a market analysis. Marketing profes-
sionals use inferential statistics to draw conclusions about whether the level of satisfaction with 
Brand A athletic shoes among a small sample of Brand A athletic shoe owners represents the 
level of satisfaction among every person who has purchased Brand A athletic shoes.

Second, both Western European and some Pacific Rim cultures provide better academic 
preparation and continuing workplace instruction for the non-college-bound portions of their 
workforces. Although the United States is well regarded for the quality of education its colleges 
and universities provide to such skilled professionals as engineers, the Europeans are much bet-
ter at educating the “vocational” segment of their workforces. Western European workplaces 
emphasize applied rather than theoretical instruction for vocational employees. The European 
apprenticeship structure mixes academic and applied learning both in “high schools” and in 
continuing education for employees. Success has been attributed to a number of reasons, mainly 
because of the collaborative efforts between schools and industry. According to Wilfried Porth, 
who is in charge of HR and labor relations at automobile manufacturer Daimler, “You need a 
school system which supports it. We have this tradition in Germany of being loyal to the com-
pany. We also have a technology focus here in Germany.”17 
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Companies strive to market the highest quality of products and services in the face of in-
creased global competition and the availability of new technology. To establish and maintain 
competitive advantage, companies should carefully consider person-focused pay systems. As 
discussed earlier, many companies already compensate employees on this basis because they 
have discovered the advantages of such plans. Of course, as companies consider adopting these 
pay systems, they must tailor compensation programs to the particular kinds of skills they wish 
to foster. Human resource professionals can guide employee development through a variety of 
person-focused pay systems.

Training lies at the heart of person-focused pay programs. Indeed, as technological ad-
vances occur at a breakneck pace and as competition among companies intensifies, companies 
must make a number of decisions, including whether to develop talent internally or to hire talent 
away from competitors.

Varieties OF persOn-FOCUseD pay prOgrams
There are four varieties of common person-focused pay structures. The first, a stair–step model 
actually resembles a flight of stairs, much like the arrangement illustrated in Figure 5-3, for an 
assembly technician. The steps represent jobs from a particular job family that differ in terms of 
complexity. Jobs that require more skills are more complex than jobs with fewer skills. For exam-
ple, an Assembly Technician 1 job requires employees to possess two skills: line restocking and 
pallet breakdown. An Assembly Technician 3 job requires employees to possess six skills: line re-
stocking, pallet breakdown, burr removal, line jockey, major assembly, and soldering. In terms of 
the stairs, higher steps represent jobs that require more skills than lower steps. Compensation spe-
cialists develop separate stair–step models for individual job families (e.g., clerks or accountants). 
Thus, a company may have more than one stair–step model, each corresponding to a particular 
job family such as accounting, finance, or clerical. No stair–step model should include both cleri-
cal workers and skilled trade workers (e.g., carpenters, electricians, and plumbers).

How do employees earn increases in hourly pay based on a stair–step model? Using the 
model in Figure 5-3, Howard Jones wants to become an assembly technician. ABC Manufacturing 
Company hires Howard as an assembly technician trainee at $8 per hour. Howard starts by com-
pleting three core workshops designed for Assembly Technician 1: a company orientation, a 
safety workshop, and a quality workshop. After successfully completing all three courses, based 

5-4 Summarize 
the varieties of 
person-focused pay 
programs.
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Core Required

Employees must complete all three workshops.

 1.  Orientation Workshop: The goal of this workshop is to familiarize employees with ABC’s pay schedule, 
o�erings of employee benefits, work hours, holiday and vacation policies, and grievance procedures.

 2.  Safety Workshop: The goal of this workshop is to educate employees about the procedures for ensuring 
the health and safety of themselves and coworkers while using and being around the machinery.

 3.  Quality Workshop: The goal of this workshop is to acquaint employees with ABC’s procedures for 
maintaining quality standards for parts assembly.

Core Electives

 Employees must complete all core elective courses for the designated job before they assume the 
commensurate duties and responsibilities.

Assembly Technician 1:  a. Line restocking
 b. Pallet breakdown

Assembly Technician 2:  a. Core electives for Assembly Technician 1
 b. Burr removal
 c. Line jockey

Assembly Technician 3:  a. Core electives for Assembly Technician 2
 b. Major assembly
 c. Soldering

Assembly Technician 4:  a. Core electives for Assembly Technician 3
 b. Acid bath
 c. Final inspection

Assembly Technician 5:  a. Core electives for Assembly Technician 4
 b. Equipment calibration

 c. Training

Optional Electives

Employees may choose to complete up to two optional electives at each step.
Administrative procedures
Public relations
Group facilitation
Grievance resolution
Training
Marketing fundamentals (basic)
Marketing fundamentals (intermediate)
Finance fundamentals (basic)
Finance fundamentals (intermediate)
Accounting fundamentals (basic)
Accounting fundamentals (intermediate)
Human resource management fundamentals (basic)
Human resource management fundamentals (intermediate)

FigUre 5-3 continued

on earning greater than the minimum scores on tests for each subject, he receives a $0.50 per hour 
pay increase, making his total hourly pay $8.50. In addition, Howard completes the core electives 
designated for his Assembly Technician 1 job: He learns how to restock lines and break down pal-
lets. Upon successfully completing both courses, he receives a $0.65 per hour pay raise, making 
his total hourly pay $9.15 and earning him the Assembly Technician 1 title. Howard may continue 
to learn more skills for an assembly technician by completing the curriculum for the Assembly 2 
level. If he chooses so thereafter, Howard can complete the curricula to move to Level 3.
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Training courses may be offered in-house by the company, at a local vocational school, or at 
a local community college or four-year university. Companies usually offer specialized courses 
in-house for skills that pertain to highly specialized work or to work that bears on a company’s 
competitive advantage. Federal Express sponsors customer service training internally because 
the skills and knowledge required to be an effective Federal Express customer service employee 
distinguish its service from other express mail companies, including United Parcel Service 
(UPS). For more common skills or skills that do not have an effect on competitive advantage, 
companies typically arrange to have their employees take training courses offered by such 
 external agents as community colleges.

Careful planning and orchestration of training methods and systems is essential to achieving 
effective performance outcomes. The Watch It! video describes Wilson Learning’s approach and 
philosophy. The company offers sales training, leadership training, and workforce development 
to help drive business results in organizations worldwide.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the video exercise titled Wilson Learning: Training.

The second variety of person-focused pay plans is the skill blocks model. The skill blocks 
model also applies to jobs from within the same job family. Just as in the stair–step model, em-
ployees progress to increasingly complex jobs; however, in a skill blocks program, skills do not 
necessarily build on each other. Thus, an employee may progress two or more steps, earning the 
pay that corresponds with each step. Although similar, the stair–step model and the skill blocks 
model differ in an important way. The stair–step model addresses the development of knowledge 
or skills depth. In particular, Howard Jones could develop his skills depth as an assembly techni-
cian by mastering the five separate curricula. With the successful completion of each curriculum, 
Howard will enhance the depth of his skills as an assembly technician. As we will see shortly, 
the skill blocks model emphasizes both horizontal and vertical skills.

As shown in Figure 5-4, Pro Company hired Bobby Smith as a Clerk 1 because her employ-
ment tests demonstrated her proficiency in the skills and knowledge that she needs for this level 
job. These required skills correspond to Clerk 1 core requirements (i.e., filing, typing, and pos-
sessing a working knowledge of one word processing program). Moreover, Bobby knows tran-
scription and shorthand, which are Level 1 core electives. During employee orientation for new 
clerical hires, an HR representative explained the pay-for-knowledge pay program available to 
this employee group. In particular, Bobby knows that she can advance to any level in the clerical 

FigUre 5-4 a skill Blocks model at pro company
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pay structure by successfully completing the corresponding curriculum. To make her goal of 
becoming a Clerk 4, Bobby simply needs to complete the Level 4 curriculum. She need not take 
the curricula for the Clerk 2 and Clerk 3 jobs. Taking the Clerk 2, 3, or 4 curricula will enhance 
Bobby’s horizontal skills. The Clerk 3 curriculum provides the knowledge required to success-
fully manage different types of ledgers. Taking the Clerk 5 curriculum will increase Bobby’s 
vertical skills, including project scheduling and assigning personnel to projects.

The third variety is the job-point accrual model. A job-point accrual model encourages 
employees to develop skills and learn to perform jobs from different job families. A company 
would benefit if its employees were proficient in a small subset of jobs. Employees are generally 
not free to learn as many jobs as they would like. Companies limit the number of jobs employees 
are allowed to learn in order to avoid having them become “jacks of all trades.” Job-point accrual 
methods create organizational flexibility and promote company goals by assigning a relatively 
greater number of points to skills that address key company concerns (e.g., customer relations). 
The more points that employees accrue, the higher their core compensation level will be.

For example, let’s assume that ZIP-MAIL is a new company that competes in express 
mail delivery service against established firms in the business (e.g., Federal Express and UPS). 

Core Required

All employees must be proficient in all of the following skills or take the necessary courses that are 
 o�ered by Pro Company in order to become proficient.

Principles of filing

Typing skill, 40 words per minute minimum speed

Working knowledge of one word processing program such as Word or WordPerfect

Core Electives

Employees must complete all core elective courses for the designated job before they assume the com-
mensurate duties and responsibilities.

Clerk 1: a. Transcription
 b. Shorthand

Clerk 2: a. Maintaining o�ce supplies inventory
 b. Ordering o�ce supplies from local vendor

Clerk 3: a. Accounts receivable ledgers
 b. Accounts payable ledgers
 c.  Working knowledge of one spreadsheet program, for example, Lotus 1-2-3
 or Excel

Clerk 4: a. Payroll records
 b. Maintaining records of sick pay usage, vacation usage, and performance
 bonus awards based on company policy

Clerk 5: a. Project scheduling
 b. Assigning personnel to projects

Optional Electives

Employees may choose to complete up to two optional electives at each step.
Public relations (basic, intermediate, advanced)
Supervisory skills
Resolving minor employee conflicts
E�ective written communication skills (basic, intermediate, advanced)
E�ective oral communication skills (basic, intermediate, advanced)

FigUre 5-4 continued
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ZIP-MAIL couriers must meet their delivery promise of 7:30 a.m., which is at least a half-hour 
earlier than some of the competitors. They must also convey a professional image and establish 
rapport with corporate clients to encourage individuals and representatives from client compa-
nies to choose ZIP-MAIL over other competitors. In other words, customer relations skills are 
essential to ZIP-MAIL’s success. ZIP-MAIL stands to benefit from a person-focused pay pro-
gram, particularly one that follows the job-point accrual model. Under this system, employees 
who successfully complete customer relations training courses would earn more points than they 
would earn by taking other kinds of training offered by ZIP-MAIL, creating an incentive for 
employees to learn customer relations skills over other kinds of skills.

The fourth variety of person-focused pay plans is the cross-departmental model. Cross-
departmental models promote staffing flexibility by training employees in one department with 
critical skills they would need to perform effectively in other departments. If the shipping depart-
ment experienced a temporary staffing shortage, a production department supervisor who has been 
trained in distribution methods can be “lent” to the shipping department. The cross-departmental 
model can help production environments manage sporadic, short-term staffing shortages. Such 
cross-training can also help companies meet seasonal fluctuations in demand for their products or 
services. The job-point accrual model and the cross-departmental model are similarly arranged, but 
the intended purposes of these programs differ. The job-point accrual model encourages employees 
to learn skills and acquire knowledge that bear directly on companies’ attainment of competitive 
advantage, as in the case of ZIP-MAIL.

The holiday shopping rush represents an excellent context in which a company can benefit 
from cross-departmental training systems. Retail business activity varies widely, with enhanced 
volume during the holiday shopping season during the fall months. Business activity tends to 
subside dramatically. Let’s consider a company that manufactures and distributes custom-made 
shoes. For weeks prior to the holidays, employees in the production department are working 
rapidly to complete all the telephone gift orders that must be shipped before Chanukah and 
Christmas Day. Within a few days of the holidays, the company is likely to receive fewer orders 
because purchasers of custom-made shoes recognize that they need to place orders well in ad-
vance of the date they expect to receive their shoes. As orders drop off, many workers in both 
sales and production will be less busy than workers in the distribution department. Under the 
cross-departmental person-focused pay system, sales and production department workers will be 
rewarded for learning how to package shoes properly and how to complete express mail invoices 
so they can assist the shipping department during its peak activity periods.

COntrasting persOn-FOCUseD pay  
With JOB-BaseD pay
Companies institute job-based pay plans or person-focused pay plans based on very different 
fundamental principles and goals. Table 5-1 lists the key differences between these two pay pro-
grams. Job-based pay compensates employees for jobs they currently perform, which include 
seniority pay, merit pay, and incentive pay. Human resource professionals establish a minimum 
and maximum acceptable amount of pay for each job. Under seniority plans, employees receive 
automatic increases over time based on the assumption that they are further developing their ca-
pabilities, which translate into higher job performance. In the case of merit pay, managers evalu-
ate employees based on how well they fulfilled their designated roles as specified by their job 
descriptions and periodic objectives. Managers then award a permanent merit addition to base 
pay, based on employee performance.

With incentive pay, managers award one-time additions to base pay. Pay raise amounts are 
based on the attainment of work goals, which managers communicate to employees in advance.

Person-focused pay compensates employees for developing the flexibility and skills to 
perform a number of jobs effectively. Moreover, these programs reward employees on their 

5-5 Contrast person-
focused pay with 
job-based pay.
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potential to make positive contributions to the workplace based on their successful acquisition of 
work-related skills or knowledge. Job-based pay plans reward employees for the work they have 
done as specified in their job descriptions or periodic goals (i.e., how well they have fulfilled 
their potential to make positive contributions in the workplace).

Finally, job-based pay programs apply to an organization-wide context because employees 
earn base pay rates for the jobs they perform. (We will address how management establishes 
these pay rates in Chapter 7.) (Person-focused pay plans apply in more limited contexts because 
not all jobs require complex skill or knowledge. Table 5-2 describes the duties that toll booth op-
erators perform. This position would clearly not be appropriate in a person-focused pay system 
because the job is narrowly defined and the skills are very basic. Toll booth operators probably 
master the required skills and knowledge soon after assuming their responsibilities.

aDVantages anD DisaDVantages  
OF persOn-FOCUseD pay prOgrams
Although no large-scale studies have clearly demonstrated these benefits, case studies suggest 
that employees and companies enjoy advantages from person-focused pay programs. Well-
designed person-focused pay systems can provide employees and employers with distinct advan-
tages over traditional pay systems. There are potential limitations of person-focused programs.

advantages
Employees usually like person-focused pay systems for the following two reasons. First, they 
can provide employees with both job enrichment and job security. Job enrichment refers to a job 

5-6 Explain the 
advantages and 
disadvantages of 
person-focused pay 
plans.

taBLe 5-1 person-Focused and Job-Based pay: a comparison

Feature person-Focused Job-Based

Pay level determination Market basis for skill valuation Market basis for job valuation

Base pay Awarded on how much an  employee 
knows or on skill level

Awarded on the value of 
 compensable factors

Base pay increases Awarded on an employee’s gain in 
knowledge or skills

Awarded on attaining a  
job-defined goal

Job promotion Awarded on an employee’s skills 
base and proficiency on past work

Awarded on seniority or  exceeding 
job performance standards

Key advantage to employees Job variety and enrichment Perform work and receive pay 
for a defined job

Key advantage to employers Work scheduling flexibility Easy pay system administration

taBLe 5-2 Job description for a toll collector

Collects toll charged for use of bridges, highways, or tunnels by motor vehicles, or fare for vehicle 
and passengers on ferryboats. Collects money and gives customer change. Accepts toll and fare tickets 
previously purchased. At end of shift balances cash and records money and tickets received. May sell 
round-trip booklets. May be designated according to place of employment as toll-bridge attendant 
(government service), or type of fare as vehicle-fare collector (motor trans.; water trans.). May admit 
passengers through turnstile and be designated turnstile collector (water trans.).

Source: Reprinted from Dictionary of Occupational Titles, Vol. 1, 4th ed. (Washington, DC: U.S. Government 
Printing Office, 1991).
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design approach that creates more intrinsically motivating and interesting work environments. 
Companies can enrich jobs by combining narrowly designed tasks so an employee is responsible 
for producing an entire product or service.18

At W.L. Gore, employees are required to demonstrate specific competencies to build a 
performance record by increasing their depth by becoming an expert in a certain specialized 
field, or by increasing their breadth by assuming broader responsibilities.19 Employees are 
given opportunities through internal training, continuous learning, and external education. The 
company’s learning and development team offers hundreds of workshops on topics including 
communications, computer skills, leadership, project management, sales training, safety, and 
technical skills.

So far, evidence does suggest that person-focused pay plans lead to increased employee 
commitment, enhanced work motivation, and improved employee satisfaction.20 These results 
are probably due to the fact that well-designed, person-focused pay plans promote skill variety 
and autonomy. Some experts attribute these positive outcomes of person-focused pay programs 
to the fact that employees can increase their skills and be paid for it.21

The second advantage for employees is that, because person-focused pay programs create 
more flexible workers, these programs can actually represent better job security for employees. 
Rather than being laid off during periods of low product demand, employees can perform a 
variety of jobs that draw on the skills they have attained through person-focused pay programs. 
During periods of slow sales, many companies conduct inventories of their products. Customer 
service employees who have learned inventory accounting techniques are less likely to be laid 
off during periods of low sales than those who have not. Furthermore, employees who update 
their skills will also be more attractive applicants to other employers. Clerical employees who 
become proficient in the use of Windows-based computer software will definitely have more 
employment opportunities available to them than clerical employees who have resisted learning 
these programs. Likewise, HR professionals who become familiar with important employment 
laws, such as the Fair Labor Standards Act, will probably have more employment opportuni-
ties available to them than will HR professionals who choose not to become familiar with these 
 pertinent laws.

Employers like person-focused pay systems because, when properly designed and imple-
mented, these programs can lead to enhanced job performance, reduced staffing, and greater 
flexibility. First, person-focused pay programs can influence both the quantity and the quality of 
an employee’s work. Employees who participate in a person-focused pay program often exhibit 
higher productivity levels because employees who know more about an entire process may also 
be able to identify production shortcuts that result in increased productivity. For example, elec-
trical wiring in an automobile runs along the vehicle’s interior beneath the seats and carpeting. 
Members of auto assembly teams familiar with all aspects of the automobile manufacturing pro-
cess could potentially identify and fix problems with the wiring before the seats and carpeting are 
installed. If such problems were identified after the seats and carpeting were installed, completion 
of the vehicle would be delayed, and fewer automobiles could be counted as finished.

Second, companies that use person-focused pay systems can usually rely on leaner staff-
ing because multiskilled employees are better able to cover for unexpected absenteeism, 
family or medical leave, and training sessions that take individual employees away from their 
work. The successful operation of a restaurant depends on coordinated efforts from busper-
sons, waitstaff, chefs, and other food preparers. When one or two buspeople are absent, the 
restaurant will not be able to serve its reservations customers on time. If employees are cross-
trained in a number of jobs, fewer employees will have to be on hand to provide backup for 
absent buspeople.

Third, person-focused pay systems provide companies with greater flexibility in meeting 
staffing demands at any particular time. Quite simply, because participants in person-focused 
pay plans have acquired a variety of skills, they can perform a wider range of tasks. This kind of 
staffing flexibility helps companies when unexpected changes in demand occur. After a tornado 
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devastated a densely populated area in Illinois, the municipal water supply was not fit for drink-
ing because areawide power outages disabled the pumps that purify the water. As a result, resi-
dents living in the affected areas rushed to grocery stores to purchase bottled water. Because this 
sudden demand exceeded the normal inventories of bottled water in grocery stores, such whole-
sale distributors as SuperValu had to respond quickly by moving bottled water inventories from 
their warehouses to the retail grocery stores.

Disadvantages
Although person-focused pay programs present many advantages, they have four possible  
limitations. First, employers feel that the main drawback of person-focused pay systems is 
that hourly labor costs, training costs, and overhead costs can all increase. Hourly labor costs 
 often  increase  because greater skills should translate into higher pay levels for the majority of 
 workers. Because training is an integral component of person-focused pay systems, training 
costs are generally higher than they are at companies with job-based pay programs. These costs 
can be  especially high during initial start-up periods as HR professionals attempt to standardize 
 employee backgrounds. This process begins with assessing the skill levels of employees. Federal 
Express tests its employees twice per year.22 The company pays for 4 hours of study time and 
2 hours of actual test time, which are bound to be quite expensive.

Second, person-focused pay systems may not mesh well with existing incentive pay sys-
tems.23 When both person-focused and incentive pay systems are in operation, employees may 
not want to learn new skills when the pay increase associated with learning a new skill is less than 
an incentive award employees could earn based on skills they already possess. Employees often 
place greater emphasis on maximizing rewards in the short term rather than preparing themselves 
to maximize the level of rewards over time, which can be facilitated through person-focused pay 
programs.

An assembly-line worker chooses to focus on his or her work because he or she receives 
monetary incentives for meeting weekly production goals set by management rather than taking 
skills training in inventory control for which he or she will earn additional pay upon successful 
completion of the training. In the short term, this worker is earning a relatively large sum of 
money; in the long term, however, he or she may be jeopardizing earnings potential and job se-
curity. In the future, the company may experience reduced demand for its product, which would 
eliminate the incentive program. During such times, the company may also place production 
workers in other jobs (e.g., in the warehouse) until the demand for the product returns to normal. 
Without the skills required to work in the warehouse, this employee may be targeted for a layoff 
or a reduced work schedule, clearly leading to lower personal earnings.

Third, effective person-focused pay programs depend, in large part, on well-designed 
training programs. There is a lot at stake: Person-focused pay systems include costly training 
programs, and these systems award pay raises to employees who successfully complete train-
ing. These programs also require that employers bear the price of base pay and benefits while 
employees attend training during regular work hours. Companies must wait patiently before 
realizing a return on investment for training. Several months may pass before employees apply 
newly learned knowledge and skills to their jobs. After all, practice makes perfect, and training 
programs cannot anticipate all the circumstances employees face when performing their jobs.

Fourth, companies struggle with determining the monetary value of skill and knowledge 
sets. As we will discuss in Chapter 7, compensation surveys report the monetary value of 
entire jobs rather than individual skill sets. This fact is not surprising because most com-
panies subscribe to job-based pay approaches that we described in Chapters 3 and 4, so it 
makes sense that surveys will focus on whole job value. In addition, knowledge and skill 
sets are usually company specific, which would make comparability difficult if surveys were 
common.
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Go to mymanagementlab.com to complete the problems marked with this icon .

summary
learning objective 1: Person-focused pay plans re-
ward employees for acquiring job-related knowledge, 
skills, or competencies rather than for demonstrating 
successful job performance. Person-focused pay rewards 
employees for the promise of performance in the future; 
merit pay and incentive pay reward employees for prom-
ise fulfilled (job performance).

learning objective 2: Some targeted studies and 
anecdotal information suggest that companies of vari-
ous sizes use person-focused pay programs. Many of the 
companies known to be using this kind of pay system 
employ between approximately 150 and 2,000 employ-
ees, the majority operate in the manufacturing industry, 
and the average age of the companies is approximately 
10 years. There is grounded speculation that hundreds of 
Fortune 1000 firms use skill-based pay for its manufac-
turing or production workers.

learning objective 3: Advocates of person-focused 
pay programs offer two key reasons that firms seeking 

competitive advantage should adopt this form of com-
pensation: technological innovation and increased 
global competition.

learning objective 4: There are four varieties of 
common person-focused pay structures: stair-step 
model, skill blocks model, job-point accrual model, and 
cross-departmental model.

learning objective 5: Person-focused pay rewards 
employees for acquiring job-relevant knowledge, skills, 
and competencies. Job-based pay rewards employees 
for the work they actually perform. Seniority, merit, and 
incentive pay programs are forms of job-based pay.

learning objective 6: Person-focused pay offers sev-
eral advantages, including job enrichment, higher com-
mitment, enhanced job performance, staffing flexibility, 
and leaner staffing. Disadvantages include higher labor 
costs and possible incompatibility with other types of 
compensation plans in use.

Whether your company is considering the transition into a 
person-focused pay program or already has such a program 
in place, as a line manager or HR professional, you will have 
responsibilities to guide the process and keep critical features at 
the forefront. By clearly outlining the expectations and metrics of 
the program, you will be able to provide a program that equips 
the company with tools to deliver its strategy and employees 
who possess valuable skills that will help them internally as they 
perform and externally should they choose to test their market-
ability in other companies or organizations.

Action checklist for line managers and HR—
keeping the focus in person-focused pay

Hr takes the lead
•	 Work with line managers to ensure that the benefit of 

the program is measurable and can be easily explained to 
employees and members of senior management.

•	 Communicate with employees and line managers so they 
understand the long-term benefits of the approach and 
how it will allow both parties to achieve individual and 
shared objectives.

•	 Explore potential partnerships with local community 
colleges or universities that could provide the neces-
sary training	to	enhance	the	identified	competen-
cies	at a	fraction	of	the	cost,	but	with	added	benefit	
to	the employees	(e.g.,	college	credit	and	degree	
completion).

line managers take the lead
•	 Educate HR on the competencies that are critical to 

company strategy.
•	 Inform HR of jobs that have obvious potential for cross-

training. Some jobs will lend themselves to cross-training, 
while others may require too much training with relatively 
little return.

 C O m p e n s at i O n  i n  aC t i O n
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Discussion Questions
 5-1. “Person-focused pay plans are least preferable 

compared with individual incentive pay programs.” 
Indicate whether you agree or disagree with this 
statement. Detail your arguments to support your 
position.

 5-2. Person-focused pay is becoming more prevalent 
in companies; however, person-focused pay 
programs are not always an appropriate basis 
for compensation. Discuss the conditions under 
which incentive pay is more appropriate than 
person-focused pay programs. Be sure to include 
your justification.

 5-3. The use of drones has been proposed by retailers 
like Amazon.com as a method for package deliv-
ery. If drones eventually become a widely  adopted 
technology for this purpose, some workers who 

are employed by delivery services or warehouses 
might become displaced. If the displaced workers 
were to become drone operators, explain some of 
the key knowledge and skill sets they could ascer-
tain in a person-focused pay program.

 5-4. Discuss your reaction to the following state-
ment: “Companies should not provide training 
to employees because it is the responsibility of 
individuals to possess the necessary knowledge 
and skills prior to becoming employed.”

 5-5. As discussed in the chapter, person-focused pay 
programs are not suitable for all kinds of jobs. 
Based on your understanding of person-focused 
pay concepts, identify at least one job for which 
this basis for pay is inappropriate. Be sure to 
 provide your rationale.

Case
person-Focused�pay�at�Mitron�Computers

An additional Supplemental Case can be found on MyManagementLab.

The technicians at Mitron Computers are integral to the company’s success. Mitron builds custom per-
sonal computers for several office supply chains. The company’s ability to build a quality product to 
specifications in an efficient manner allows Mitron to hold an advantage over competitors. However, 
recently the company has experienced some delays in shipments, and the plant manager is growing 
concerned.

Mitron works directly with the retail locations of the office supply chains to meet the needs of custom-
ers ordering computers with specific capabilities. A customer at a retail store orders a computer with certain 
components, and the order is sent to Mitron to be fulfilled within a specified time frame. The technicians 
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work in teams to build the computers to the desired specifications. It is a complex process, and the techni-
cian’s ability to build the computers efficiently has helped build Mitron’s reputation as a quality producer 
of personal computers.

Depending on the specifications, building each computer can involve between 10 and 18 different 
steps. Most technicians have the knowledge and skills to complete one or two of the steps, but some techni-
cians can complete multiple steps. The technicians that can complete multiple steps provide the company 
greater flexibility in scheduling and ensuring the computers are built on time. Each step in the building pro-
cess involves intricate procedures, and a technician must take the initiative to attend training to learn each 
new step. However, there is little incentive for the technicians to attend the training.

The technicians work in teams to build the computers, and they are paid an hourly pay rate plus a team-
based bonus payment for each computer that is built on time with no defects. The teams are composed of 
technicians that have complementary skills, but the company has had some delays when a team member 
with the skills to complete a certain step is absent or already working on another computer. This problem 
occurs often as few technicians have the skills to complete the higher-level steps in the building process. 
Most technicians do not want to take time away from their work to attend the training as they will likely 
lose some of their team-based bonuses.

Holly Turner, Mitron’s human resource director, has been asked by the plant manager to examine the 
technician’s pay structure to determine if a change in the structure could affect the technician’s efficiency. 
Holly is confident that the more steps each technician can complete, the more efficient Mitron will be in 
building computers. Therefore, Holly is considering implementing a person-focused program that would 
tie the technician’s pay to the steps in the building process that he or she is trained to complete. By doing 
so, Holly believes the technicians will be more likely to attend training and learn the new skills. With more 
technicians trained to complete the higher-level steps in the building process, the teams will be better pre-
pared to meet shipping deadlines.

Questions:
 5-6. What are some advantages of a person-focused pay system at Mitron?
 5-7. What are some disadvantages?
 5-8. What approach would you recommend for Holly to take in designing a person-focused 

pay system?

Crunch the numbers! 
training�Budget�Costs

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

Training programs are at the heart of person-focused pay programs. The following is a sample training 
budget:24

A. Development costs (e.g., salaries and benefits of personnel, equipment): $30,000
B. Direct implementation costs (e.g., training materials, technology costs, facilities, travel, equipment, 

instructor’s salary and benefits): $12,500
C. Indirect implementation costs (e.g., overhead, general and administrative): $95,000
D. Compensation for employees while in training: $240,000
E. Lost productivity or costs of “backfilling” positions during training: $200,000

Questions:
 5-9. What is the total cost of training based on the current budget?
 5-10. Let’s assume that 100 employees will participate in this training program. What is the 

average training cost per employee?
 5-11. Employee salaries are based on an hourly rate of $20 and 100 employees receive training. 

Based on total compensation for employees while in training (line D), how many hours 
does each employee spend in training?



� Chapter�5� •� person-FoCused�pay� � � � 117

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 5-12. As manufacturing companies continue to use even more advanced robotics that have 
human-like traits, what are some of the skills that employees will have to learn? 

 5-13. Compare and contrast person-focused pay and job-based pay. Discuss the advantages 
of person-focused pay to employers.

 5-14. MyManagementLab Only – comprehensive writing assignment for this chapter.
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Where We Are Now:
Part II, Bases for Pay, explained the concepts and practices available to compensation 

professionals for setting base pay as well as for determining pay increases over time. After 

gaining an understanding of these basics, compensation professionals turn to using tools 

to determine the relative worth of jobs, set base pay, and award pay increases according 

to the chosen basis for pay. We therefore turn to methods for building internally consis-

tent job structures, establishing market-competitive pay rates, and creating pay structures 

that recognize employee contributions according to the bases for pay concepts.

In Part III, we wIll cover

Chapter 6 BuildiNg iNterNAlly CoNsisteNt CompeNsAtioN systems 

Chapter 7 BuildiNg mArket-Competitive CompeNsAtioN systems 

Chapter 8  BuildiNg pAy struCtures thAt reCogNize employee 
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 You can access the CompAnalysis Software to complete the online Building Strategic 
Compensation Systems Project by logging into www.mymanagementlab.com
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 Chapter Warm-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning objectives

When you finish studying this chapter, you should be able to:
6-1. Explain the concept of internal consistency.
6-2. Summarize the practice of job analysis.
6-3. Describe the practice of job evaluation.
6-4. Summarize various job evaluation techniques.
6-5. Explain how internally consistent compensation systems and competitive strategy 

relate to each other.

Building internally Consistent 
Compensation systems

6 

Job descriptions serve as a cornerstone in the development of internally consistent compensation 
systems as well as in describing selection standards and performance criteria in performance 
evaluation systems. Well-written job descriptions provide compensation professionals with suf-
ficiently well-specified information about job duties and worker requirements upon where to be-
gin making judgments about the relative worth of jobs based on differences in job content. With 
these judgments in hand, compensation professionals will be well positioned to survey market 
pay rates to establish competitive pay levels (Chapter 7) to attract and retain talented employees.

internaL ConsistenCy
Internally consistent compensation systems clearly define the relative value of each job among 
all jobs within a company. This ordered set of jobs represents the job structure or hierarchy. 
Companies rely on a simple, yet fundamental principle for building internally consistent compen-
sation systems: Jobs that require higher qualifications, more responsibilities, and more complex 
job duties should be paid more than jobs that require lower qualifications, fewer responsibilities, 
and less-complex job duties. Internally consistent job structures formally recognize differences 
in job characteristics that enable compensation managers to set pay accordingly. Figure 6-1 il-
lustrates an internally consistent job structure for employee benefits professionals. As Figure 6-1 
indicates, a benefits manager should earn substantially more than a benefits counselor I. Benefits 

6-1 Explain the 
concept of internal 
consistency.
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managers have far greater responsibility for ensuring effective benefits practices than does the 
entry-level counselor. The difference in average pay rates between benefits counselor II and 
benefits counselor I jobs should be far less than that between benefits manager and benefits coun-
selor I jobs because the differences in responsibility between benefits counselor II and benefits 
counselor I are far less than the differences between benefits manager and benefits counselor I.

Compensation experts and HR professionals create internally consistent job structures 
through two processes—job analysis followed by job evaluation. Job analysis is almost purely 
a descriptive procedure; job evaluation reflects value judgments. Effective job analysis identi-
fies and defines job content. Job content describes job duties and tasks as well as such pertinent 
factors as the skill and effort (i.e., compensable factors) needed to perform the job adequately.

Benefits Counselor I

Provides basic counseling services to employees and assistance to higher-level personnel in
more complex benefits activities. Works under general supervision of higher-level counselors
or other personnel.

Benefits Counselor II

Provides skilled counseling services to employees concerning specialized benefits programs 
or complex areas of other programs. Also completes special projects or carries out assigned
phases of the benefits counseling service operations. Works under general supervision from
Benefits Counselor III or other personnel.

Benefits Counselor III

Coordinates the daily activities of an employee benefits counseling service and supervises its
staff. Works under direction from higher-level personnel.

Manager of Benefits

Responsible for managing the entire benefits function from evaluating benefits programs
to ensuring that Benefits Counselors are adequately trained. Reports to the Director of
Compensation and Benefits.
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FigUre 6-1 Internally consistent compensation structure
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Human resource specialists lead the job analysis process. As we will discuss shortly, they so-
licit the involvement of employees and supervisors, who offer their perspectives on the nature of the 
jobs being analyzed. Based on this information, HR specialists write job descriptions that describe 
the job duties and minimum qualifications required of individuals to perform their jobs effectively.

Job evaluation is key for casting internally consistent compensation systems as strategic 
tools. Compensation professionals use job evaluation to establish pay differentials among em-
ployees within a company. The descriptive job analysis results directly aid compensation profes-
sionals in their pay-setting decisions by quantifying the key similarities and differences between 
jobs based on job content identified in the job analysis process.

JoB anaLysis
Competent compensation professionals are familiar with job analysis concepts, the process of 
conducting job analysis, and fundamental job analysis techniques. Job analysis is a systematic 
process for gathering, documenting, and analyzing information in order to describe jobs. Job 
analyses describe content or job duties, worker requirements or job specifications, and, some-
times, the job context or working conditions.

Job content refers to the actual activities that employees must perform on the job. Job-
content descriptions may be broad, general statements of job activities or detailed descriptions 
of duties and tasks performed on the job. Greeting clients is common to receptionist jobs. The 
job activity of greeting clients represents a broad statement. Describing the particular activities 
associated with greeting clients (e.g., saying “hello,” asking the clients’ names, using the tele-
phone to notify the employees of their clients’ arrivals, and offering beverages) represents a 
detailed statement.

Worker requirements represent the minimum qualifications and the knowledge, skills, and 
abilities (KSAs) that people must have to perform a particular job. Such requirements usually 
include education; experience; licenses; permits; and specific abilities and skills such as typing, 
drafting, or editing. For example, HR managers must have knowledge of principles and proce-
dures for recruitment, selection, training, compensation and benefits, labor relations and nego-
tiations, and HR information systems. Active listening and critical thinking are two examples 
of many necessary skills for effective HR managers. Human resource managers must possess 
abilities such as oral comprehension and written comprehension.

Working conditions are the social context or physical environment where work will 
be performed. For instance, social context is a key factor for jobs in the hospitality industry. 
Hospitality industry managers emphasize the importance of employees’ interactions with guests. 
Hotel registration desk clerks should convey an air of enthusiasm toward guests and be willing 
to accommodate each guest’s specific requests for a nonsmoking room or an early check-in time.

Physical environments vary along several dimensions, based on the level of noise and pos-
sible exposure to hazardous factors, including hazardous chemicals. Work equipment also de-
fines the character of the physical environment. Nuclear power plant employees work in rather 
hazardous physical environments because of possible exposure to dangerous radiation levels. 
Accountants perform their jobs in relatively safe working environments because office buildings 
must meet local building safety standards.

steps in the Job analysis process
The job analysis process has five main activities:

•	 Determine a job analysis program.
•	 Select and train analysts.
•	 Direct job analyst orientation.
•	 Conduct the study: data collection methods and sources of data.
•	 Summarize the results: writing job descriptions.

6-2 Summarize 
the practice of job 
analysis.
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DetermIne a JoB analysIs Program A company must decide between using an established 
system or developing its own system tailored to specific requirements. Both established and 
custom job analysis programs vary in the method of gathering data. The most typical methods for 
collecting job analysis information are questionnaires, interviews, observation, and participation. 
Administrative costs often represent a major consideration in selecting a job analysis method.

select anD traIn analysts Job analysts generally must be able to collect job-related 
information through various methods, relate to a wide variety of employees, analyze the 
information, and write clearly and succinctly. A task force of representatives from throughout 
the company ideally conducts the analysis, and HR staff members coordinate it. Although some 
companies rely on HR professionals to coordinate and conduct job analysis, many use teams to 
represent varying perspectives on work because virtually all employees interact with coworkers 
and supervisors.

Before the task force embarks on a job analysis, members need to be taught about the ba-
sic assumptions of the model and the procedures they must follow. The training should include 
discussions of the study’s objectives, how the information will be used, methodology overviews, 
and discussions and demonstrations of the information-gathering techniques. Analysts also 
should be trained to minimize the chance that they will conduct ineffective job analyses. For ex-
ample, analysts should involve as many job incumbents as possible within the constraints of staff 
time to have representative samples of job incumbents’ perceptions.

Finally, job analysts must be familiar with the structure of pertinent job data. Job analysis 
data are configured in levels, hierarchically from specific bits of information to progressively 
broader categories that include the prior specific pieces. Table 6-1 defines representative analysis 

taBLe 6-1 Units of analysis in the Job analysis Process

1. An element is the smallest step into which it is practical to subdivide any work activity without ana-
lyzing separate motions, movements, and mental processes involved. Connecting a flash drive into 
a USB port is an example of a job element.

2. A task is one or more elements and is one of the distinct activities that constitute logical and nec-
essary steps in the performance of work by the worker. A task is created whenever human effort, 
physical or mental, is exerted to accomplish a specific purpose. Keyboarding text into memo format 
represents a job task.

3. A position is a collection of tasks constituting the total work assignment of a single worker. There 
are as many positions as there are workers. John Smith’s position in the company is clerk typist. 
His tasks, which include keyboarding text into memo format, running a spell check on the text, and 
printing the text on company letterhead, combine to represent John Smith’s position.

4. A job is a group of positions within a company that are identical, with respect to their major or sig-
nificant tasks, and sufficiently alike to justify their being covered by a single analysis. There may be 
one or many persons employed in the same job. For example, Bob Arnold, John Smith, and Jason 
Colbert are clerk typists. With minor variations, they essentially perform the same tasks.

5. A job family is a group of two or more jobs that call for either similar worker characteristics or 
similar work tasks. File clerk, clerk typist, and administrative clerk represent a clerical job family 
because each job mainly requires employees to perform clerical tasks.

6. An occupation is a group of jobs, found at more than one establishment, in which a common set of 
tasks are performed or are related in terms of similar objectives, methodologies, materials, products, 
worker actions, or worker characteristics. File clerk, clerk typist, administrative clerk, staff secre-
tary, and administrative secretary represent an office support occupation. Compensation analyst, 
training and development specialist, recruiter, and benefits counselor represent jobs from the human 
resources management occupation.

Source: U.S. Department of Labor (1991). The Revised Handbook for Analyzing Jobs. Washington, DC: U.S. 
Government Printing Office.
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levels and lists examples of each one. The most specific information is a job element, and the 
broadest element is an occupation.

The U.S. Office of Management and Budget published The Standard Occupational 
Classification System (SOC), which identifies 840 detailed occupations. These detailed occupa-
tions are subdivided into 461 broad occupational groups. The broad occupational groups are 
subdivided into 97 minor groups. These minor groups are subdivided into the broadest category 
of 23 major occupational groups. Table 6-2 lists the 23 major occupational groups based. The 
following is an example:

•	 Major occupational group: Architecture and Engineering Occupations
•	 Minor group:               Engineers
•	 Broad occupational group: Industrial Engineers
•	 Detailed occupation:           Health and Safety Engineers1

These occupational group concepts are relevant for making compensation decisions. As we will 
see shortly, this classification system links to the Occupational Information Network (O*NET), 
which contains detailed information to facilitate compensation professionals making precise 
comparisons for pay-setting purposes.

DIrect JoB analyst orIentatIon Before analysts start specific job analysis techniques, they 
must analyze the context in which employees perform their work to better understand influencing 

taBLe 6-2  major occupational groups of the  
standard occupational classification

•	 Management occupations

•	 Business and financial operations occupations

•	 Computer and mathematical occupations

•	 Architecture and engineering occupations

•	 Life, physical, and social science occupations

•	 Community and social service occupations

•	 Legal occupations

•	 Education, training, and library occupations

•	 Arts, design, entertainment, sports, and media occupations

•	 Health care practitioners and technical occupations

•	 Health care support occupations

•	 Protective service occupations

•	 Food preparation and serving-related occupations

•	 Building and grounds cleaning and maintenance occupations

•	 Personal care and service occupations

•	 Sales and related occupations

•	 Office and administrative support occupations

•	 Farming, fishing, and forestry occupations

•	 Construction and extraction occupations

•	 Installation, maintenance, and repair occupations

•	 Production occupations

•	 Transportation and material-moving occupations

•	 Military-specific occupations

Source: U.S. Bureau of Labor Statistics (2010). 2010 SOC User Guide. Available: 
www.bls.gov/soc/, accessed August 25, 2013.

http://www.bls.gov/soc/
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factors. In addition, analysts should obtain and review such internal information as organizational 
charts, listings of job titles, classifications of each position to be analyzed, job incumbent names 
and pay rates, and any instructional booklets or handbooks for operating equipment. Job analysts 
may also find pertinent job information in such external sources as The Standard Occupational 
Classification System, trade associations, professional societies, and trade unions.

conDUct the stUDy: Data collectIon methoDs anD soUrces of Data Once analysts 
have gathered and made sense of these preliminary data, they can begin gathering and recording 
information for each job in the company. Analysts should carefully choose the method 
of data collection and the sources of data. The most common methods are questionnaires 
and observation. Questionnaires direct job incumbents’ and supervisors’ descriptions of the 
incumbents’ work through a series of questions and statements, for example:

•	 Describe the task you perform most frequently.
•	 How often do you perform this task?
•	 List any licenses, permits, or certifications required to perform duties assigned to your 

position.
•	 List any equipment, machines, or tools you normally operate as part of your position’s 

duties.
•	 Does your job require any contacts with other department personnel, other departments, 

outside companies, or agencies? If yes, please describe.
•	 Does your job require supervisory responsibilities? If yes, for which jobs and for how 

many employees?

Observation requires job analysts to record perceptions they form while watching employees 
perform their jobs.

The most common sources of job analysis data are job incumbents, supervisors, and the job 
analysts. Job incumbents should provide the most extensive and detailed information about how 
they perform job duties. Experienced job incumbents will probably offer the most details and 
insights. Supervisors also should provide extensive and detailed information, but with a different 
focus. Supervisors specifically are most familiar with the interrelationships among jobs within 
their departments. They are probably in the best position to describe how employees performing 
different jobs interact. Job analysts also should involve as many job incumbents and supervisors 
as possible because employees with the same job titles may have different experiences.

For example, parts assembler John Smith reports that a higher level of manual dexterity is 
required than parts assembler Barbara Bleen reports. Parts assembler supervisor Jan Johnson 
indicates that assemblers interact several times a day to help each other solve unexpected prob-
lems, and supervisor Bill Black reports no interaction among parts assemblers. Including as 
many job incumbents and supervisors as possible will provide a truer assessment of the parts 
assembler job duties.

Of course, job analysts represent a source of information. In the case of observation, job an-
alysts write descriptions. Job analysts, when using questionnaires, often ask follow-up questions 
to clarify job incumbents’ and supervisors’ answers. In either case, job analysts’ HR expertise 
should guide the selection of pertinent follow-up questions.

Companies ultimately strive to conduct job analyses that meet reliability and validity crite-
ria. A reliable job analysis method yields consistent results under similar conditions. For ex-
ample, let’s assume that two job analysts independently observe John Smith perform his job as 
a retail store manager. The method is reliable if the two analysts reach similar conclusions about 
the duties that constitute the retail store manager job. Although important, reliable job analysis 
methods are not enough. Job analyses also must be valid.

A valid job analysis method accurately assesses each job’s duties or content. In this regard, 
we are referring to a particular type of validity – content validity. Unfortunately, neither re-
searchers nor practitioners can demonstrate whether job analysis results are definitively accurate 
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or content valid. At present, the best approach to producing valid job descriptions requires that 
results among multiple sources of job data (e.g., job incumbents, analysts, supervisors, and cus-
tomers) and multiple methods (e.g., interview, questionnaire, and observation) converge.2

Reliable and valid job analysis methods are essential to building internally consistent com-
pensation systems. The factors that describe a particular job should indeed reflect the actual 
work. Failure to match accurately compensable factors with the work employees perform may 
result in either inadequate or excessive pay rates. Both cases are detrimental to the company. 
Inadequate pay may lead to dysfunctional turnover (i.e., the departure of high-quality employ-
ees). Excessive pay represents a cost burden to the company that can ultimately undermine its 
competitive position. Moreover, basing pay on factors that do not relate to job duties leaves a 
company vulnerable to allegations of illegal discrimination.

What can compensation professionals do to increase the likelihood that they will use reli-
able and valid job analysis methods? Whenever time and budgetary constraints permit, job ana-
lysts should use more than one data collection method, and they should collect data from more 
than one source. Including multiple data collection methods and sources minimizes the inherent 
biases associated with any particular one. For example, job incumbents may view their work as 
having greater impact on the effectiveness of the company than does the incumbents’ supervisor. 
Observation techniques do not readily indicate why an employee performs a task in a specific 
way, but the interview method provides analysts with an opportunity to make probing inquiries.

sUmmarIze the resUlts: wrItIng JoB DescrIPtIons Job descriptions summarize a job’s 
purpose and list its tasks, duties, and responsibilities, as well as the KSAs necessary to perform 
the job at a minimum level. Effective job descriptions generally explain:

•	 What the employee must do to perform the job
•	 How the employee performs the job
•	 Why the employee performs the job in terms of its contribution to the functioning of the 

company
•	 Supervisory responsibilities, if any
•	 Contacts (and purpose of these contacts) with other employees inside or outside the 

company
•	 The skills, knowledge, and abilities the employee should have or must have to perform the 

job duties
•	 The physical and social conditions under which the employee must perform the job

Job descriptions usually contain four sections:

•	 Job title
•	 Job summary
•	 Job duties
•	 Worker specifications

Table 6-3 contains a job description for a training and development specialist.
Job titles indicate the name of each job within a company’s job structure. In Table 6-3, the 

job title is training and development specialist. The job summary statement concisely sum-
marizes the job with two to four descriptive statements. This section usually indicates whether 
the job incumbent receives supervision and by whom. The training and development specialist 
works under general supervision from higher-level training and development professionals or 
other designated administrators.

The job duties section describes the major work activities and, if pertinent, supervisory re-
sponsibilities. For instance, the training and development specialist evaluates training needs of em-
ployees and departments by conducting personal interviews, questionnaires, and statistical studies.

The worker specifications section lists the education, KSAs, and other qualifications 
individuals must possess to perform the job adequately. Education refers to formal training. 
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Minimum educational levels can be a high school diploma or a general equivalency diploma 
(GED) through such advanced levels as masters’ or doctoral degrees.

The Equal Employment Opportunity Commission (EEOC) guidelines distinguish among 
the terms skill, ability, and knowledge. Skill refers to an observable competence to perform 
a learned psychomotor act. Typing 50 words per minute is an example of a psychomotor act. 
Typing requires knowledge of the keyboard layout and manual dexterity. According to the 
EEOC, ability refers to a present competence to perform an observable behavior or a behavior 
that results in an observable product. For example, possessing the competence to mediate a dis-
pute between labor and management successfully reflects ability. Knowledge refers to a body of 
information applied directly to the performance of a function. Companies measure knowledge 
with tests, or they infer that employees have knowledge based on formal education completed. 
For instance, compensation professionals should know about the Fair Labor Standards Act’s 
overtime pay requirements. Since these definitions were issued, the United States slightly modi-
fied the definitions of KSAs. These definitions are largely consistent with each other. We will 
work with the revised definitions when we review O*NET later in this chapter.

Legal Considerations for Job analysis
The government does not require companies to conduct job analysis; however, conducting 
job analyses increases the chance that employment decisions are based solely on pertinent 
job requirements. Under the Equal Pay Act (Chapter 2), companies must justify pay differ-
ences between men and women who perform equal work. Different job titles do not suffice as 

taBLe 6-3 Job Description: training and Development specialist

Job Title
Training and Development Specialist

Job�summary
Training and development specialists perform training and development activities for supervisors,  
managers, and staff to improve efficiency, effectiveness, and productivity. They work under general 
supervision from higher-level training and development professionals.

Job�duties
A training and development specialist typically:

1. Recommends, plans, and implements training seminars and workshops for administrators and  
supervisors, and evaluates program effectiveness.

2. Evaluates training needs of employees and departments by conducting personal interviews, 
 questionnaires, and statistical studies.

3. Researches, writes, and develops instructional materials for career, staff, and supervisor workshops 
and seminars.

4. Counsels supervisors and employees on policies and rules.

5. Performs related duties as assigned.

Worker�specifications
1. Any one or any combination of the following types of preparation:

a. credit for college training leading to a major or concentration in education or other fields closely 
related to training and development (such as human resource management or vocational education).

—or—

b. Two years of work experience as a professional staff member in a human resource management 
department.

2. Two years of professional work experience in the training and development area in addition to the 
training and experience required in item 1, above.
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justification. Instead, companies must demonstrate substantive differences in job functions. Job 
analysis helps HR professionals discern whether substantive differences between job functions 
exist. Job analysis is also useful for determining whether a job is exempt or nonexempt under 
the Fair Labor Standards Act (FLSA). As we discussed in Chapter 2, failure to pay nonexempt 
employees an overtime hourly pay rate violates the FLSA.

Companies may perform job analysis to see if they comply with the Americans with 
Disabilities Act (ADA) and the American with Disabilities Act Amendments Act of 2008, also 
discussed in Chapter 2. The amendments emphasize that the definition of disability should be 
construed in favor of broad coverage of individuals to the maximum extent permitted by the 
terms of the ADA. As long as disabled applicants can perform the essential functions of a job 
with reasonable accommodation, companies must not discriminate against these applicants by 
paying them less than other employees performing the same job. Human resource professionals 
use job analysis to define essential job functions systematically.

Job analysis techniques
Human resource professionals can either choose from a variety of established job analysis tech-
niques or custom-design them. Most companies generally choose to use established job analysis 
techniques because the costs of custom-made job analysis techniques often outweigh the ben-
efits. Besides, many of the established job analysis techniques apply to a wide variety of jobs 
and both researchers and practitioners have already tested and refined them.

Choosing one established plan over another depends on two considerations: applicability 
and cost. Some job analysis techniques apply only to particular job families (e.g., managerial 
jobs), but others can be applied more broadly. In addition, some methods are proprietary, yet 
others are available to the public at no charge. Private consultants or consulting firms charge 
substantial fees to companies that use their methods, but the U.S. Department of Labor does 
not charge fees to use its job analysis resources. Next, we will review the U.S. Department of 
Labor’s Occupational Information Network (O*NET).

U.s. Department of Labor’s occupational information network 
(o*net)
O*NET is a database. The U.S. Department of Labor’s employment and training administration 
spearheaded its creation for two reasons: First, it is designed to describe jobs in the relatively 
new service sector of the economy (e.g., wireless telecommunications). Second, O*NET more 
accurately describes jobs that evolved as the result of technological advances (e.g., software and 
hardware engineering).

O*NET is comprehensive because it incorporates information about both jobs and workers. 
The O*NET Content Model lists six categories of job and worker information. Job informa-
tion contains the components that relate to the actual work activities of a job (i.e., information 
that HR professionals should include in the summary and duties sections of job descriptions). 
Worker information represents characteristics of employees that contribute to successful job per-
formance. Figure 6-2 shows the six categories of the O*NET Content Model. According to the 
creators of O*NET, the Content Model was developed using research on job and organizational 
analysis. It embodies a view that reflects the character of occupations (via job-oriented descrip-
tors) and people (via worker-oriented descriptors). The Content Model also allows occupational 
information to be applied across jobs, sectors, or industries (cross-occupational descriptors) 
and within occupations (occupational-specific descriptors). A description of each content area 
follows.

exPerIence reqUIrements Experience requirements include:

•	 Experience and training
•	 Licensing
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Experience and training information describes specific preparation required for entry into a job 
plus past work experience contributing to qualifications for an occupation. Licensing informa-
tion describes licenses, certificates, or registrations that are used to identify levels of skill that 
are required for entry and advancement in an occupation. Preferred education or training, and 
 required apprenticeships will be documented by this part of the model. Table 6-4 lists the spe-
cific experience requirements.

occUPatIonal reqUIrements Occupational requirements include:

•	 Generalized work activities
•	 Organizational context
•	 Work context

The occupational requirements domain includes information about typical activities required 
across occupations. Identifying generalized work activities and detailed work activities summa-
rizes the broad and more specific types of job behaviors and tasks that may be performed within 
multiple occupations. Using this framework makes it possible to use a single set of descriptors 
to describe many occupations. Contextual variables such as the physical, social, or structural 
context of work that may impose specific demands on the worker or activities are also included 
in this section.

Generalized work activities information describes general types of job behaviors occur-
ring on multiple jobs. Organizational context information indicates the characteristics of the 
organization that influence how people do their work. Work context information describes 

FigUre 6-2 o*net content model
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physical and social factors that influence the nature of work. Table 6-5 lists examples of particu-
lar occupational requirements.

occUPatIon-sPecIfIc InformatIon reqUIrements Occupation-specific information 
requirements detail a comprehensive set of elements that apply to a single occupation or a 
narrowly defined job family. These particular requirements are occupational skills, knowledge, 

taBLe 6-4 o*net content model: experience requirements (sample of full list)

Experience Requirements

•	 Experience and training

•	 Related work experience

•	 On-site or in-plant training

•	 On-the-job training

•	 Licensing

•	 License, certificate, or registration required

•	 Education, training, examination or other requirements for license, certificate, or registration

•	 Post-secondary degree

•	 Graduate degree

•	 On-the-job training

•	 Additional education and training

•	 Organization and agency requirements

•	 Legal requirement

•	 Employer requirement

•	 Union, guild, or professional association requirement

Source: Occupational Information Network Consortium. Content model. Available: www.onetcenter.org/
content.html, accessed March 1, 2015.

taBLe 6-5  o*net content model: occupational requirements  
(sample of full list)

•	 Human resources systems and practices

•	 Recruitment and selection

•	 Recruitment operations

•	 Reward system

•	 Basis of compensation

•	 Which of the following is part of your compensation package?

•	 Profit sharing

•	 Gain sharing

•	 Knowledge/skill-based pay

•	 Pay based on your individual performance

•	 Pay based on the performance of your team

•	 Pay based on customer satisfaction

•	 Pay based on job tenure/seniority

Pay based on job attributes

Source: Occupational Information Network Consortium. Content model. Available: www.onetcenter.org/
content.html, accessed March 1, 2015.

http://www.onetcenter.org/content.html
http://www.onetcenter.org/content.html
http://www.onetcenter.org/content.html
http://www.onetcenter.org/content.html
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tasks, duties, machines, tools, and equipment. This domain parallels other Content Model 
domains because it includes requirements such as work-related knowledge, skills, and tasks in 
addition to the machines, equipment, tools, software, and information technology workers may 
use in their workplace.

workforce characterIstIcs Workforce characteristics refer to variables that define 
and describe the general characteristics of occupations that may influence occupational 
requirements. Organizations do not exist in isolation. They must operate within a broader social 
and economic structure. To be useful, an occupational classification system must incorporate 
global contextual characteristics. O*NET provides this information by linking descriptive 
occupational information to statistical labor market information. This includes compensation 
and wage data, employment outlook, and industry size information. Much of this information 
is collected outside of the O*NET program’s immediate scope. Collaborative efforts with such 
organizations as the Bureau of Labor Statistics, the Department of Commerce, the Department 
of Defense, Career One Stop, the U.S. Bureau of the Census, and the Employment and 
Training Administration facilitate these labor market information linkages. These characteristics  
include:

•	 Labor market information
•	 Occupational outlook

Labor market information describes current labor force characteristics of occupations. 
Occupational outlook describes future labor force characteristics of occupations.

worker characterIstIcs Worker characteristics information includes:

•	 Abilities
•	 Interests
•	 Work styles

Abilities are enduring attributes of the individual that influence performance. Interests describe 
preferences for work environments and outcomes. Work styles are personal characteristics that 
describe important interpersonal and work style requirements in jobs and occupations. Table 6-6 
lists a sample of worker characteristics.

Worker characteristics, such as interests and work styles, often rank highly in the employee 
selection process. Patagonia is a designer of outdoor clothing and gear for a variety of sports. 
The company strives to hire new employees whose interests and work styles are consistent with 
the company’s mission and work culture. For example, Patagonia requires that new employees 
have a passion for and participate in outdoor activities as well as are fanatical about protecting 
the environment. The following video describes Patagonia’s requirements.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to�complete�the�video�exercise�titled�patagonia:�employee�testing�and�selection.

worker reqUIrements Worker requirements include:

•	 Basic skills
•	 Cross-functional skills
•	 Knowledge
•	 Education

Worker requirements represent developed or acquired attributes of an individual that may be 
related to work performance such as work-related knowledge and skill. Knowledge repre-
sents the acquisition of facts and principles about a domain of information. Experience lays 
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the foundation for establishing procedures to work with given knowledge. These procedures 
are more commonly known as skills. Skills may be divided further into basic skills and cross-
functional skills. Basic skills (e.g., reading) facilitate the acquisition of new knowledge. Cross-
functional skills (e.g., problem solving) extend across several domains of activities.

Basic skills information describes developed capacities that facilitate learning or the more 
rapid acquisition of knowledge. Cross-functional skills information indicates developed ca-
pacities that facilitate performance of activities that occur across jobs. Knowledge information 
describes organized sets of principles and facts applying in general domains. Education informa-
tion details prior educational experience required to perform in a job. Knowledge refers to orga-
nized sets of principles and facts applying in general domains. Education refers to prior educa-
tional experience required to perform in a job. Table 6-7 lists a sample of worker requirements.

UsIng o*net Human resource professionals use O*NET by consulting the O*NET User’s 
Guide as well as the most current O*NET database.3 They may find the latest O*NET 
information on the U.S. Department of Labor Employment and Training Administration’s Web 
site (http://online.onetcenter.org).

JoB evaLUation
Compensation professionals use job evaluation to systematically recognize differences in the 
relative worth among a set of jobs and to establish pay differentials accordingly. Whereas job 
analysis is almost purely descriptive, job evaluation partly reflects the values and priorities that 

6-3 Describe the 
practice of job 
evaluation.

taBLe 6-6  o*net content model: worker characteristics 
(sample of full list)

•	 Abilities

•	 Cognitive abilities

•	 Verbal abilities

•	 Oral comprehension

•	 Written comprehension

•	 Oral expression

•	 Written expression

•	 Idea generation and reasoning abilities

•	 Fluency of ideas

•	 Originality

•	 Problem sensitivity

•	 Quantitative abilities

•	 Mathematical reasoning

•	 Number facility

•	 Memory

•	 Memorization

•	 Perceptual abilities

•	 Speed of closure

•	 Flexibility of closure

•	 Perceptual speed

Source: Occupational Information Network Consortium. Content model. Available:  
www.onetcenter.org/content.html, accessed March 1, 2015.

http://online.onetcenter.org
http://www.onetcenter.org/content.html
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management places on various positions. Based on job content and the firm’s priorities, manag-
ers establish pay differentials for virtually all positions within the company.

Compensable Factors
Compensation professionals generally base job evaluations on compensable factors, which are 
the salient job characteristics by which companies establish relative pay rates. Most companies 
consider skill, effort, responsibility, and working conditions, which were derived from the Equal 
Pay Act. These four dimensions help managers determine whether dissimilar jobs are “equal.”

Skill, effort, responsibility, and working conditions are universal compensable factors 
because virtually every job contains these four factors. How, then, can meaningful distinctions 
regarding the value of jobs be made with such broad factors? Many companies break these gen-
eral factors into more specific factors. For example, responsibility required could be further clas-
sified as responsibility for financial matters and responsibility for personnel matters.

Most jobs today can be described broadly in terms of KSAs given the evolution of jobs 
that require greater cognitive skills and mental (versus physical) effort. A working conditions 
compensable factor is most helpful when a company expects a substantial difference in working 
conditions for similar jobs. For example, a company may employ geologists, but while some of 
them are required to work in the field where possible dangers are greater, other geologists are 
required to work within the safe confines of a laboratory.

In any event, compensation professionals should choose compensable factors based on two 
considerations. First, factors must be job related. The factors that describe a particular job should 
indeed reflect the actual work that is performed.

Second, compensation professionals should select compensable factors that further a com-
pany’s strategies. For example, companies that value product differentiation probably consider 
innovation to be an important compensable factor for research scientist and marketing manager 

taBLe 6-7  o*net content model: worker requirements 
(sample of full list)

•	 Basic Skills

•	 Content

•	 Reading comprehension

•	 Active listening

•	 Writing

•	 Process

•	 Critical thinking

•	 Active learning

•	 Learning strategies

•	 Cross-functional skills

•	 Social skills

•	 Social perceptiveness

•	 Coordination

•	 Persuasion

•	 Complex problem-solving skills

•	 Problem identification

•	 Information gathering

•	 Information organization

Source: Occupational Information Network Consortium. Content model. Available: 
www.onetcenter.org/content.html, accessed March 1, 2015.

http://www.onetcenter.org/content.html
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jobs. Companies that distinguish themselves through high-quality customer relations are likely 
to place great value on such compensable factors as product knowledge and interpersonal skills. 
Lowest-cost strategies may emphasize different kinds of compensable factors (e.g., efficiency 
and timeliness).

the Job evaluation process
The job evaluation process entails six steps:

•	 Determining single versus multiple job evaluation techniques
•	 Choosing the job evaluation committee
•	 Training employees to conduct job evaluations
•	 Documenting the job evaluation plan
•	 Communicating with employees
•	 Setting up the appeals process

DetermInIng sIngle versUs mUltIPle JoB evalUatIon technIqUes Compensation 
professionals must determine whether a single job evaluation technique is sufficiently broad to 
assess a diverse set of jobs. In particular, the decision is prompted by such questions as, “Can we 
use the same compensable factors to evaluate a forklift operator’s job and the plant manager’s 
job?” If the answer is yes, then a single job evaluation technique is appropriate. If not, then more 
than one job evaluation approach should be employed. Job evaluation plans are differentiated 
based on sets of compensable factors that are common to one set of jobs, but different from 
others. It is not reasonable to expect that a single job evaluation technique, based on one set 
of compensable factors, can adequately assess diverse sets of jobs (i.e., operative, clerical, 
administrative, managerial, professional, technical, and executive). A carpenter’s job is clearly 
distinct from a certified public accountant’s position because manual dexterity is an important 
compensable factor that describes carpentry work and is not nearly as central to an accounting 
position. Ultimately, compensation professionals will create as many job structures as there 
are job evaluation techniques that are appropriate for groups of like jobs. As described earlier, 
Figure 6-1 illustrates an internally consistent job structure for employee benefits professionals.

choosIng the JoB evalUatIon commIttee Human resource professionals help put 
together a committee of rank-and-file employees, supervisors, managers, and, if relevant, union 
representatives to design, oversee, and evaluate job evaluation results. The functions, duties, 
responsibilities, and authority of job evaluation committees vary considerably from company to 
company. In general, committees simply review job descriptions and analyses and then evaluate 
jobs. Larger companies with a multitude of jobs often establish separate committees to evaluate 
particular job classifications such as nonexempt, exempt, managerial, and executive jobs. The 
immense number of jobs in large companies would otherwise preclude committee members 
from performing their regular duties.

Job evaluation is an important determinant of a job’s worth within many companies. All 
employees, regardless of their functions, wish to be compensated and valued for their efforts. 
All employees strive for a reasonable pay-effort bargain (i.e., a compensation level consistent 
with their contributions). Managers strive to balance employee motivation with cost control be-
cause they have limited resources for operating their departments. Union representatives strive 
to ensure that members enjoy a good standard of living. Therefore, unions try to prevent the 
undervaluation of jobs.

Job evaluation committees help ensure commitment from employees throughout compa-
nies. They also provide a checks-and-balances system. Job evaluation procedures are not sci-
entifically accurate because these evaluation decisions are based on ordinary human judgment. 
Therefore, a consensus of several employees helps to minimize the biases of individual job 
evaluators.



� Chapter�6�� •� Building�internally�Consistent�Compensation�systems� � � � 135

traInIng emPloyees to conDUct JoB evalUatIons Individuals should understand the 
process objectives. In addition to knowing company objectives, evaluators also should practice 
using the chosen job evaluation criteria before applying them to actual jobs. Similar to job 
analysis procedures, evaluators should base their decisions on sound job- and business-related 
rationales to ensure legal compliance.

DocUmentIng the JoB evalUatIon Plan Documenting the job evaluation plan is useful for 
legal and training purposes. From an employer’s perspective, a well-documented evaluation 
plan clearly specifies job- and business-related criteria against which jobs are evaluated. Well-
documented plans can allow employees to understand clearly how their jobs were evaluated and 
the outcome of the process. In addition, well-documented plans provide guidelines for clarifying 
ambiguities in the event of employee appeals or legal challenges.

commUnIcatIng wIth emPloyees Job evaluation results matter personally to all employees. 
Companies must formally communicate with employees throughout the job analysis and 
evaluation processes to ensure employees’ understanding and acceptance of the job evaluation 
process and results. Information sessions and memoranda are useful media. Employers should 
share basic information, and employees should be given the opportunity to respond to what 
they believe are either unsatisfactory procedures or inaccurate outcomes of the job evaluation 
process.

settIng UP the aPPeals Process Companies should set up appeals procedures that permit 
reviews on a case-by-case basis to provide a check on the process through reexamination. 
Such appeals reduce charges of illegal discrimination that would be more likely to occur if 
employees were not given a voice. Compensation professionals usually review employees’ 
appeals. Companies increasingly process appeals through committees made up of compensation 
professionals and a representative sample of employees and supervisors. Grievants are more 
likely to judge appeal decisions as fair if committees are involved: Committee decisions should 
reflect the varied perspectives of participants rather than the judgment of one individual.

JoB evaLUation teChniqUes
Compensation professionals categorize job evaluation methods as either market-based evalua-
tion or job-content evaluation techniques. Market-based evaluation plans use market data to 
determine differences in job worth. Many companies choose market-based evaluation methods 
because they wish to assign job pay rates that are neither too low nor too high relative to the 
market. Setting pay rates too low will make it difficult to recruit talented candidates, whereas 
setting pay rates too high will result in an excessive cost burden for the employer. Compensation 
professionals rely on compensation surveys to determine prevailing pay rates of jobs in the rel-
evant labor market. We will address that issue in Chapter 7.

Job-content evaluation plans emphasize the company’s internal value system by estab-
lishing a hierarchy of internal job worth based on each job’s function in company strategy. 
Compensation professionals review preliminary structures for consistency with market pay 
rates on a representative sample of jobs known as benchmark jobs. Compensation professionals 
ultimately must balance external market considerations with internal consistency objectives. In 
practice, compensation professionals judge the adequacy of pay differentials by comparing both 
market rates and pay differences among jobs within their companies. They consult with the top 
HR official and chief financial officer when discrepancies arise, particularly if company pay 
rates are generally lower than the market rates. Upon careful consideration of the company’s fi-
nancial resources and the strategic value of the jobs in question, these executives decide whether 
to adjust internal pay rates for jobs with below-market pay rates.

6-4 Summarize 
various job 
evaluation 
techniques.
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Neither market-based nor job-content evaluation approaches alone enable compensation pro-
fessionals to balance internal and external considerations. Most companies therefore rely on both 
approaches. The point method is the most popular job-content method because it gives compensa-
tion professionals better control over balancing internal and market considerations. Chapter 7 fully 
addresses how compensation professionals combine point method results with market approaches. 
Nevertheless, a brief overview will follow our discussion of the point method in this chapter.

the point method
The point method is a job-content valuation technique that uses quantitative methodology. 
Quantitative methods assign numerical values to compensable factors that describe jobs, and 
these values are summed as an indicator of the overall value for the job. The relative worth of 
jobs is established by the magnitude of the overall numerical value for the jobs.

The point method evaluates jobs by comparing compensable factors. Each factor is defined 
and assigned a range of points based on the factor’s relative value to the company. Compensable 
factors are weighted to represent the relative importance of each factor to the job. Job evaluation 
committees follow seven steps to complete the point method.

steP 1: select Benchmark JoBs Point method job evaluations use benchmark jobs to develop 
factors and their definitions to select jobs to represent the entire range of jobs in the company. 
Benchmark jobs, found outside the company, provide reference points against which jobs within 
the company are judged.

steP 2: choose comPensaBle factors BaseD on Benchmark JoBs Managers must define 
compensable factors that adequately represent the scope of jobs slated for evaluation. Each 
benchmark job should be described by those factors that help distinguish it from the value 
of all other jobs. In addition to the “universal” factors (e.g., skill, effort, responsibility, and 
working conditions), additional factors may be developed to the extent that they are job- and 
business-related.

Compensable factor categories may be broken down further into specific related factors or 
subfactors. For example, skill may include job knowledge, education, mental ability, physical 
ability, accuracy, and dexterity. Effort may include factors relating to both physical and mental 
exertion. Responsibility may include considerations related to fiscal, material, or personnel 
responsibilities. Working conditions may be unpleasant because of extreme temperatures or pos-
sible exposure to hazardous chemicals.

The number of compensable factors companies should use varies. Compensation profes-
sionals should select as many compensable factors as are needed to describe the range of bench-
mark jobs adequately.

steP 3: DefIne factor Degrees Although compensable factors describe the range of benchmark 
jobs, individual jobs vary in scope and content. Evaluators must therefore divide each factor into 
a sufficient number of degrees to identify the level of a factor present in each job. To clarify this 
idea of factor degrees, it is helpful to think about a paint sample that can be found in any home 
improvement store. Specifying a color such as gray is not straightforward because there are 
various shades of gray. Likewise, a compensable factor is similar to a color. For example, the 
compensable factor writing ability can be described in degrees (shades of color) ranging from the 
ability to write simple sentences to the ability to write paragraphs of complex information.

Table 6-8 illustrates a factor definition for writing ability and its degree statements. 
Degree definitions should set forth and limit the meaning of each degree so evaluators can uni-
formly interpret job descriptions. It is generally helpful to include a few actual work examples 
as anchors.

The number of degrees will vary based on the comprehensiveness of the plan. For example, 
if the plan covers only a limited segment of jobs (e.g., clerical employees), fewer degrees will 
be required than if the plan covered every group of employees. Take education as an example. 
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Only two degrees may be necessary to describe the educational requirements for clerical jobs 
(i.e., high school diploma or equivalent and an associate’s degree). More than two degrees would 
be required to describe adequately the educational requirements for administrative, production, 
managerial, and professional jobs (i.e., high school diploma or equivalent, associate’s degree, 
bachelor’s degree, master’s degree, and doctorate). Most analyses anchor minimum and maxi-
mum degrees, with specific jobs representing these points.

steP 4: DetermIne the weIght of each factor Weighting compensable factors represents 
the importance of the factor to the overall value of the job. The weights of compensable 
factors are usually expressed as percentages. Weighting is often done by management or by a 
job evaluation committee’s decision. All of the factors are ranked according to their relative 
importance, and final weights are assigned after discussion and consensus. For example, let’s 
assume the relative importance of skill, effort, responsibility, and working conditions to ABC 
Manufacturing Corporation:

•	 Skill is the most highly valued compensable factor, weighted at 60 percent.
•	 Responsibility is the next most important factor, weighted at 25 percent.
•	 Effort is weighted at 10 percent.
•	 The working conditions factor is least important, weighted at 5 percent.

steP 5: DetermIne PoInt valUes for each comPensaBle factor Compensation 
professionals set point values for each compensable factor in three stages. First, they must 
establish the maximum possible point values for the complete set of compensable factors. This 
total number is arbitrary, but it represents the possible maximum value jobs can possess. As a 
rule of thumb, the total point value for a set of compensable factors should be determined by a 
simple formula (e.g., the number of compensable factors times 250). ABC Manufacturing sets 
1,000 (4 compensable factors x 250) as the possible maximum number of points.

taBLe 6-8 writing ability: factor Definition and Degree statements

Definition Capacity to communicate with others in written form.

First Degree Print simple phrases and sentences, using normal work order and present and 
past tenses.

Sample Anchor Prints shipping labels for packages, indicating the destination and the contents 
of the packages.

Second Degree Write compound and complex sentences, using proper end punctuation and 
adjectives and adverbs.

Sample Anchor Fills requisitions, work orders, or requests for materials, tools, or other stock 
items.

Third Degree Write reports and essays with proper format, punctuation, spelling, and gram-
mar, using all parts of speech.

Sample Anchor Types letters, reports, or straight-copy materials from rough draft or corrected 
copy.

Fourth Degree Prepare business letters, expositions, summaries, and reports using prescribed 
format and conforming to all rules of punctuation, grammar, diction, and style.

Sample Anchor Composes letters in reply to correspondence concerning such items as request 
for merchandise, damage claims, credit information, or delinquent accounts or 
to request information.

Fifth Degree Write manuals or speeches.

Sample Anchor Writes service manuals and related technical publications concerned with 
installation, operation, and maintenance of electronic, electrical, mechanical, 
and other equipment.
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Second, the maximum possible point value for each compensable factor is based on total 
weight as described in Step 4. Again, for ABC Manufacturing, skill equals 60 percent, responsi-
bility 25 percent, effort 10 percent, and working conditions 5 percent:

•	 The maximum possible total points for skills equal 600 points (60 percent × 1,000 points).
•	 The maximum possible total points for responsibility equal 250 points (25 percent × 1,000 

points).
•	 The maximum possible total points for effort equal 100 points (10 percent × 1,000 points).
•	 The maximum possible total points for working conditions equal 50 points (5 percent × 

1,000 points).

Third, compensation professionals distribute these points across degree statements within 
each compensable factor. The point progression by degrees from the lowest to the highest 
point value advances arithmetically (i.e., a scale of even incremental values). This character-
istic is  essential for conducting regression analysis (i.e., a statistical analysis method that we 
will address in Chapter 7 in the discussion of integrating internal job structures—based on job 
evaluation points—with external pay rates for benchmark jobs).

How do compensation professionals assign point values to each degree? Let’s illustrate 
this procedure by example, using the skill compensable factor. Let’s also assume that the skill 
factor has five degree statements. Degree 1 represents the most basic skill level, and degree 5 
represents the most advanced skill level. The increment from one degree to the next highest is 
120 points (600 point maximum divided by 5 degree statements).

•	 Degree 1 = 120 points (120 points × 1)
•	 Degree 2 = 240 points (120 points × 2)
•	 Degree 3 = 360 points (120 points × 3)
•	 Degree 4 = 480 points (120 points × 4)
•	 Degree 5 = 600 points (120 points × 5)

steP 6: verIfy factor Degrees anD PoInt valUes Committee members should independently 
calculate the point values for a random sample of jobs. Table 6-9 shows a sample job evaluation 
worksheet. After calculating the point values for this sample, committee members should 
review the point totals for each job. Committee members give careful consideration to whether 
the hierarchy of jobs makes sense in the context of the company’s strategic plan, as well as to 
the inherent content of the jobs. For instance, sales jobs should rank relatively high on the job 
hierarchy within a sales-oriented company, such as the pharmaceuticals industry. Research 
scientist jobs ought to rank relatively high for a company that pursues a differentiation strategy. 
Messenger jobs should not rank more highly than claims analyst jobs in an insurance company. 
In short, where peculiarities are apparent, committee members reconsider compensable factor 
definitions, weights, and actual ratings of the benchmark jobs.

steP 7: evalUate all JoBs Committee members evaluate all jobs in the company once the 
evaluation system has been tested and refined. Each job then is evaluated by determining which 
degree definition best fits the job and by assigning the corresponding point factors. All points are 
totaled for each job, and all jobs are ranked according to their point values.

BalancIng Internal anD market consIDeratIons UsIng the PoInt methoD How do 
compensation professionals balance internal and market considerations with point method 
results? They convert point values into the market value of jobs through regression analysis, a 
statistical technique. As we will discuss in Chapter 7, regression analysis enables compensation 
professionals to set base pay rates in line with market rates for benchmark or representative jobs. 
Companies identify market pay rates through compensation surveys. Of course, a company’s 
value structure for jobs based on the point method will probably differ somewhat from the 
market pay rates for similar jobs. Regression analysis indicates base pay rates that minimize the 
differences between the company’s point method results and the market pay rates.
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alternative Job-Content evaluation approaches
Most other job-content approaches use qualitative methods. Qualitative methods evaluate en-
tire jobs and typically compare jobs with each other or some general criteria. These criteria are 
usually vague (e.g., importance of jobs to departmental effectiveness). Four prevalent kinds of 
qualitative job evaluation techniques include:

•	 Simple ranking plans
•	 Paired comparisons
•	 Alternation ranking
•	 Classification plans

sImPle rankIng Plans Simple ranking plans order all jobs from lowest to highest according 
to a single criterion (e.g., job complexity or the centrality of the job to the company’s competitive 
strategy). This approach considers each job in its entirety, usually used in small companies that 
have relatively few employees. In large companies that classify many jobs, members of job 
evaluation committees independently rank jobs on a departmental basis. Different rankings will 
likely result. When this occurs, job evaluation committees discuss the differences in rankings 
and choose one set of rankings by consensus.

PaIreD comParIson anD alternatIon rankIng Two common variations of the ranking 
plan are paired comparison and alternation ranking. The paired comparison technique is 
useful if there are many jobs to rate, usually more than 20. Job evaluation committees generate 
every possible pair of jobs. For each pair, committee members assign a point to the job with 
the highest value, whereas the lowest-value job does not receive a point. After evaluating each 
pair, the evaluator sums the points for each job. Jobs with higher points are more valuable than 
are jobs with fewer points. The job with the most points is ranked the highest; the job with the 
fewest points is ranked the lowest.

The alternation ranking method orders jobs by extremes. Yet again, committee mem-
bers judge the relative value of jobs according to a single criterion (e.g., job complexity or the 

taBLe 6-9 sample Job evaluation worksheet

Job Title: ________________          

Evaluation Date: ________________          

Name of Evaluator: ________________          

degree

Compensable Factor 1 2 3 4 5 Total

Skill

Mental skill 60 120 180 240 300 300

Manual skill 60 120 180 240 300 120

Effort

Mental effort 10 20 30 40 50 50

Physical effort 10 20 30 40 50 30

Responsibility

Supervisory 25 50 75 100 125 75

Department budgeting 25 50 75 100 125 25

Working conditions

Hazards 10 20 30 40 50 40

Total job value 640
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centrality of the job to the company’s competitive strategy). This ranking process begins by 
determining which job is the most valuable, followed by determining which job is the least valu-
able. Committee members then judge the next most valuable job and the next least valuable job. 
This process continues until all jobs have been evaluated.

Despite the simplicity of ranking plans, they exhibit three limitations. First, ranking results 
rely on purely subjective data; the process lacks objective standards, guidelines, and principles 
that would aid in resolving differences of opinion among committee members. Companies usu-
ally do not fully define their ranking criteria. For example, the criterion job complexity can be 
defined as level of education or as number of distinct tasks that the workers must perform daily.

Second, ranking methods use neither job analyses nor job descriptions, which makes this 
method difficult to defend legally. Committee members rely on their own impressions of the 
jobs.

Third, ranking approaches do not incorporate objective scales that indicate how different 
in value one job is from another. For instance, let’s assume that a committee decides on the fol-
lowing ranking for training and development professionals (listed from most valuable to least 
valuable):

•	 Director of training and development
•	 Manager of training and development
•	 Senior training and development specialist
•	 Training and development specialist
•	 Training and development assistant

Rankings do not offer standards for compensation professionals to facilitate answering such 
questions as, “Is the director of training and development job worth four times as much as the 
training and development assistant job?” Compensation professionals’ inability to answer such 
questions makes it difficult to establish pay levels according to job-content differences.

classIfIcatIon Plans Companies use classification plans to place jobs into categories 
based on compensable factors. Public sector organizations (e.g., civil service systems) use 
classification systems most prevalently. The federal government’s classification system is a 
well-known example. As we discussed in Chapter 3, the General Schedule classifies federal 
government jobs into 15 classifications (GS-1 through GS-15) based on such factors as skill, 
education, and experience levels. In addition, jobs that require high levels of specialized 
education (e.g., a physicist), significantly influence public policy (e.g., law judges), or require 
executive decision making are classified in separate categories: Senior Level (SL) positions, 
Scientific and Professional (SP) positions, and the Senior Executive Service (SES).

alternatives to Job evaluation
Compensation professionals assign pay rates to jobs in numerous ways other than through the 
job evaluation process as previously defined. These alternate methods include reliance on market 
pay rates, pay incentives, individual rates, and collective bargaining. Many companies determine 
the value of jobs by paying the average rate in the external labor market. The procedures for as-
sessing market rates are addressed fully in Chapter 7.

In addition to the market pay rate, pay incentives may also be the basis for establishing the 
core compensation for jobs. As we discussed extensively in Chapter 4, incentives tie part or all 
of an employee’s core compensation to the attainment of a predetermined performance objective. 
Next, both core and fringe compensation may be determined through negotiations between an in-
dividual and an employer. The employer typically uses the market rate as a basis for negotiations, 
agreeing to higher pay if the supply of talented individuals is scarce and the individual in question 
has an established track record of performance. Finally, when unions are present, pay rates are 
established through the collective bargaining process, which we already considered in Chapter 2.
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internaLLy Consistent Compensation 
systems anD Competitive strategy
We established the importance of instituting internally consistent compensation systems. Tightly 
specified job descriptions that focus on work efficiency may be appropriate for companies that 
pursue a lowest cost strategy. There may be limitations; however, that hamper agility for com-
panies that strive to differentiate themselves from their competition. For example, internally 
consistent pay systems may reduce a company’s flexibility to respond to changes in competitors’ 
pay practices because job analysis leads to structured job descriptions and job structures. In ad-
dition, job evaluation establishes the relative worth of jobs within the company. Responding to 
the competition may require employees to engage in duties that extend beyond what’s written in 
their job descriptions whenever competitive pressures demand. In the process, the definitions of 
jobs become more fluid, which makes equity assessments more difficult.

Another potential limitation of internally consistent compensation structures is the resultant 
bureaucracy. Companies that establish job hierarchies tend to create narrowly defined jobs that 
lead to greater numbers of jobs and staffing levels.4 Such structures promote heavy compensa-
tion burdens. Employees’ core compensation depends on the jobs they perform, how well they 
perform their jobs, or the skills they possess. Employee benefits (Chapters 9 and 10), however, 
represent fixed costs that typically do not vary with employees’ job performance or their skills. 
Employing a larger number of workers to staff a multitude of narrowly defined jobs contributes 
substantially to exorbitant fixed costs for employee benefits.

6-5 Explain how 
internally consistent 
compensation 
systems and 
competitive strategy 
relate to each other.

Creating a clear expectation of performance and organizing 
employee roles in a way that aligns strategy, pay, and perfor-
mance will benefit you as a line manager or HR professional. 
Line managers and HR should employ the help of those who 
know roles the best—the employees who fill those roles—in 
order to arrive at conclusions that are fair, informed, and 
consistent. Line managers will have insight in many cases to 
choose the right people to help out in this process. HR will 
ensure that these individuals receive proper training and are 
equipped to assess roles and provide appropriate and objec-
tive recommendations. As a line manager or HR professional, 
your main responsibility in creating a system is to ensure that 
employee compensation is equitable internally and competitive 
externally.

Action checklist for line managers and HR—
building an equitable and competitive system

hr takes the lead
•	 Capture the analysis provided by incumbents and create 

job descriptions for each role.
•	 Compare the newly created job descriptions with those 

found on O*NET to validate the decisions made based on 
the incumbent information.

•	 Compensation specialists work with HR professionals 
to identify the compensable factors within each job de-
scription; these factors will serve as the basis for pay dif-
ferentials (the more critical these factors are to company 
strategy, the more they will be compensated).

•	 Work with compensation specialists to evaluate differen-
tials across departments in the organization and compare 
them with similar jobs in other organizations (ideally com-
petitors); consult with line managers and senior finance 
executives as discrepancies arise and adjustments appear 
to be necessary.

•	 Monitor the match of performance expectations and job 
descriptions to guard against role stagnation in the face 
of competition that could require jobs to flex and people 
to take on unexpected responsibilities—monitor equity 
carefully.

line managers take the lead
•	 Partner with job incumbents to understand job content of 

their roles.
•	 Select workers to sit on committees that will be given 

the task of assessing the accuracy of the assigned pay 
differentials.

 C o m p e n s at i o n  i n  aC t i o n
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enD oF Chapter revieW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

summary
learning objective 1: Internal consistency is a char-
acteristic of job structures that clearly define the relative 
value of each job among all jobs within a company.

learning objective 2: Job analysis is a systematic 
process that describes job content.

learning objective 3: Job evaluation is a systematic 
process that recognizes differences in the relative worth 
among a set of jobs and helps to establish pay differen-
tials accordingly.

learning objective 4: There are a variety of job 
evaluation techniques. A clear distinction is made 

between two approaches: job-content evaluation and 
market-based evaluation. There are a variety of job- 
content job evaluation practices. The point method is 
among the most prominent.

learning objective 5: Internally consistent com-
pensation systems can facilitate lowest cost strategies 
by clearly defining job duties and responsibilities that 
focus  on efficiency. On the other hand, internal con-
sistency could create rigid job structures that limit 
flexibility.

Key terms
internally consistent compensation 

systems 120
job analysis 121
job content 121
job evaluation 122
worker requirements 122
working conditions 122
reliable job analysis method 125
valid job analysis method 125

job descriptions 126
job titles 126
job summary 126
job duties 126
worker specifications 126
education 126
Equal Employment Opportunity 

Commission (EEOC) 127
skill 127

ability 127
knowledge 127
Occupational Information Network 

(O*NET) 128
Content Model 128
experience and training 129
licensing 129
occupational requirements 129
generalized work activities 129
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organizational context 129
work context 129
occupation-specific information 

requirements 130
workforce characteristics 131
worker characteristics 131
abilities 131
interests 131
work styles 131

basic skills 132
cross-functional skills 132
knowledge 132
education 132
O*NET User’s Guide 132
O*NET database 132
compensable factors 133
universal compensable factors 133
market-based evaluation 135

job-content evaluation 135
point method 136
benchmark jobs 136
simple ranking plans 139
paired comparison 139
alternation ranking 139
classification plans 140

MyManagementLab
 Chapter qUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Quiz! and see what you’ve learned.

Discussion questions
 6-1. Discuss the differences between job analysis and 

job evaluation. How do these practices help es-
tablish internally consistent job structures?

 6-2. Write a draft job description (no longer than one 
page) for a job that you have had according to 
the principles described in this chapter.

 6-3. This chapter provides rationale for conducting 
job analysis, and indicates some of the limita-
tions. Take a stand for or against the use of job 

analysis, and provide convincing arguments for 
your position.

 6-4. Respond to the statement “Building an internally 
consistent job structure is burdensome to com-
panies. Instead, it is best to simply define and 
evaluate the worth of jobs by surveying the  
market.”

 6-5. Do you consider job evaluation to be an art or a 
science? Please explain.

Case 
Internal Consistency at Customers First

An additional Supplemental Case can be found on MyManagementLab.

After 3 months in her new role as Director of Human Resources (HR) at Customers First, Deborah Ketson 
feels confident she has identified the significant HR issues at the company. She has prioritized the issues 
and is meeting with company president Joan Bates to make her recommendations. Deborah is prepared to 
discuss her top priority, which is to conduct an organization-wide job analysis and job evaluation project in 
order to start building a more internally consistent pay structure.

Customers First is a company that provides customer service for other companies. Small-to-medium-
sized companies outsource their customer service function to Customers First, which manages all customer 
service for their clients through a call center and also via an online customer service center. The company 
works with a diverse group of clients ranging from small retail stores to larger online retailers. Customers 
First has grown quickly in the 5 years since Joan started the company, and now employs more than 150 
customer service representatives (CSRs) and other support staff.

The company’s quick growth has led to several problems with its compensation structure. Much of the 
company’s hiring has occurred in response to a new contract, and pay was set based on the current market 
rate for CSRs in order to attract the right talent. For example, an early client was a small retail store that 
needed fairly simple customer support. Four CSRs were hired and their pay was set at just slightly above 
minimum wage. In comparison, a more recent client required hiring 18 CSRs. The labor market was com-
petitive at the time, and the company hired these 18 new employees at a pay rate well above what others at 
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Crunch the numbers! 
modifying�a�Job�evaluation�Worksheet

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

This chapter discusses the concept and practice of the point method system. The discussion also specifies 
the six steps necessary to develop and implement a plan. Table 6-9 shows the job evaluation sheet template, 
which compensation professionals will use to rate the relative worth of jobs based on content.
 6-9. Refer to Step 5 in the discussion of the point method (in this chapter), and let’s assume that the 

total possible number of job evaluation points is 875 rather than 1,000. Based on the following 
weighting scheme, what is the possible maximum value of each compensable factor?
•	 Skill: 20%
•	 Effort: 15%
•	 Responsibility: 60%
•	 Working Conditions: 5%

 6-10. The sample worksheet (Table 6-9) shows point values for each compensable factor degree. Based 
on the information provided in and your answers to question 6-9, calculate the revised amounts.

 6-11. Based on the revised sample worksheet (question 6-10), calculate the job point total with the fol-
lowing degree selection per compensable factor:
•	 Skill: 3
•	 Effort: 3
•	 Responsibility: 5
•	 Working Conditions: 1

the company were paid. Such variance has occurred often in the hiring process, resulting in groups of CSRs 
at much different levels of pay for doing substantially similar work.

Deborah has heard many complaints from the supervisors about inequities in the pay of the CSRs. The 
supervisors are concerned that the inequities may lead to turnover among some of the staff. Deborah has 
examined the pay rates of the CSRs across the organization and agrees with the supervisors that there are 
some concerns. One particular concern is that the lowest paid group of CSRs is primarily female, while the 
highest paid group includes all male employees. By talking with the supervisors, Deborah has learned that 
there are some CSRs with different levels of responsibilities and skills, but they all hold the same job title. 
Deborah believes that an organization-wide job analysis and job evaluation is necessary to build an inter-
nally consistent compensation structure.

However, when she shared her recommendation with Joan, she did not receive the response she ex-
pected. Joan is resistant of the job analysis and job evaluation process as she thinks that having such a 
structured compensation system will limit the company’s ability to be flexible in the marketplace. Often 
hiring happens quickly in response to a new client contract, and they must hire the right skill set, which 
might vary based on the current market rates. Further, Joan suggested the entire project would be too time-
consuming for Deborah and the other staff that would need to be involved. She felt their time would be 
better spent on other concerns such as recruiting new staff.

Questions:
 6-6. Do you think that job analysis and job evaluation will benefit Customers First?
 6-7. What is your opinion on Joan’s view on job analysis and job evaluation?
 6-8. What do you recommend Customers First do? Why?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 6-12. Why must a job analysis be reliable and valid? What can a compensation profes-
sional do to ensure that a job analysis is reliable and valid?
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 6-13. After completing the job analysis, your boss has asked you to conduct a job evalua-
tion of the various positions in the company. Detail the steps you would take in ac-
complishing this task.

 6-14. MyManagementLab Only – comprehensive writing assignment for this chapter.

endnotes
 1. U.S. Bureau of Labor Statistics (2010). Standard Occupational Classification. Available: http://www 

.bls.gov/soc/, accessed February 20, 2015.
 2. Cascio, W. F., & Aguinis, H. (2011). Applied Psychology in Personnel Management (7th ed.). Upper 

Saddle River, NJ: Prentice Hall.
 3. U.S. Department of Labor, Employment and Training Administration. (2011). O*NET. Washington, 

DC: Government Printing Office. Available: www.onetcenter.gov, accessed January 11, 2011.
 4. Lawler, E. E., III. (1986). What’s wrong with point-factor job evaluation? Compensation and Benefits 

Review, 18, pp. 20–28.
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7 Building Market-Competitive 
Compensation Systems

 Chapter WarM-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives 

When you finish studying this chapter, you should be able to:
7-1. Explain the concept of market-competitive compensation systems and summarize 

the four activities compensation professionals engage in to create these systems.
7-2. Discuss compensation survey practices.
7-3. Describe how compensation professionals integrate internal job structures with 

external market pay rates.
7-4. Explain the basic concepts of compensation policies and strategic mandates: pay 

mix and pay level.

Compensation surveys function as a cornerstone in the development of market-competitive 
compensation systems. Well-designed and executed surveys provide compensation profession-
als with sufficient data about other companies’ pay rates and practices to begin establishing 
 competitive pay policies that are focused on pay level and pay mix. With sound data in hand, 
compensation professionals will be well positioned to establish pay structures (Chapter 8) that 
fulfill strategic mandates and to effectively attract and retain talented employees.

Market-COMpetitive pay SySteMS:  
the BaSiC BUiLding BLOCkS
Market-competitive pay systems represent companies’ compensation policies that fit the 
imperatives of competitive advantage. Market-competitive pay systems play a significant role 
in attracting and retaining the most qualified employees. Well-designed pay systems should 
promote companies’ attainment of competitive strategies. Paying more than necessary can 
undermine lowest-cost strategies: Excessive pay levels represent an undue burden. In addi-
tion, excessive pay restricts companies’ abilities to invest in other important strategic activities 
(e.g., research and development, training) because money is a limited resource. Companies that 

7-1. Explain the 
concept of market-
competitive 
compensation systems 
and summarize 
the four activities 
compensation 
professionals engage 
in to create these 
systems.



� Chapter�7�� •� Building�Market-CoMpetitive�CoMpensation�systeMs� � � � 147

pursue differentiation strategies must strike a balance between offering sufficiently high salaries 
to attract and retain talented candidates and providing sufficient resources to enable them to be 
productively creative.

Compensation professionals create market-competitive pay systems based on four activities:

•	 Conducting strategic analyses
•	 Assessing competitors’ pay practices with compensation surveys
•	 Integrating the internal job structure with external market pay rates
•	 Determining compensation policies

First, a strategic analysis entails an examination of a company’s external market context and 
internal factors. Examples of external market factors include industry profile, information about 
competitors, and long-term growth prospects. Internal factors encompass financial condition 
and functional capabilities (e.g., marketing and human resources). If your instructor assigned 
this, you will have the opportunity to develop a strategic analysis plan in the Building Strategic 
Compensations Systems case, which is available in MyManagementLab.

Second, compensation surveys involve the collection and subsequent analysis of competitors’ 
compensation data. Compensation surveys traditionally focused on competitors’ wage and salary 
practices. Employee benefits have more recently become a target of surveys because  benefits are a 
key element of market-competitive pay systems. Compensation surveys are  important because they 
enable compensation professionals to obtain realistic views of competitors’ pay practices. In the 
absence of compensation survey data, compensation professionals would have to use guesswork to 
try to build market-competitive compensation systems, and making too many wrong guesses could 
lead to noncompetitive compensation systems that undermine competitive advantage.

Third, compensation professionals integrate the internal job structure (Chapter 6) with the 
external market pay rates identified through compensation surveys. This integration results in 
pay rates that reflect both the company’s and the external market’s valuations of jobs. Most 
 often, compensation professionals rely on regression analysis, a statistical method, to achieve 
this integration.

Finally, compensation professionals recommend pay policies that fit with their companies’ 
standing and competitive strategies. As we discuss later in this chapter, compensation profession-
als must strike a balance between managing costs and attracting and retaining the best-qualified 
employees. Top management ultimately makes compensation policy decisions after careful 
 consideration of compensation professionals’ interpretation of the data.

Ideally, companies engage in these steps annually to ensure that their systems remain com-
petitive as market pay rates generally rise over time. Recent survey data indicates that most com-
panies update their pay structures on an annual basis followed by companies that update their 
structures as needed based on market conditions.1 Compensation plans represent the selection 
and implementation of pay level and pay mix policies over a specified time period, usually one 
year.

COMpenSatiOn SUrveyS
Compensation surveys contain data about competing companies’ compensation practices.

preliminary Considerations
There are two important preliminary considerations compensation professionals take under ad-
visement before investing time and money into compensation surveys:

•	 What companies hope to gain from compensation surveys
•	 Custom development versus use of an existing compensation survey

7-2. Discuss 
compensation survey 
practices.
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What Companies hope to Gain from Compensation surveys Clarifying what companies 
hope to gain from compensation surveys is critical to developing effective compensation systems. 
Compensation professionals usually want to learn about competitors’ compensation practices and 
something about employees’ preferences for alternative forms of compensation due to economic 
changes. Staying abreast of new developments in market surveys will enable compensation 
professionals to get the most out of surveys. Oftentimes, compensation professionals think about 
surveys as a translator.2 Information to be learned about competitors’ compensation offerings 
includes base pay levels and mix of total monetary compensation. We will discuss pay level policies 
and pay mix policies in more detail later in this chapter. For example, a company may choose to 
set base pay levels that exceed the average market pay rate by 5 percent. Pay mix can be described 
as the percentage of employer compensation costs applied to core compensation and benefits. For 
example, 60 percent of an employee’s core compensation may consist of core compensation, and 
40 percent of employee benefits. Said another way, for every dollar that an employer spends on 
total compensation, $0.60 funds core compensation and $0.40 funds employee benefits.

Compensation professionals wish to make sound decisions about pay levels based on what 
the competition pays its employees. Sound pay decisions promote companies’ efforts to sustain 
competitive advantage, and poor pay decisions compromise those efforts. Compensation surveys 
enable compensation professionals to make sound judgments about how much to pay employees. 
Offering too little will limit a company’s ability to recruit and retain high-quality employees. Paying 
well above the competition represents opportunity costs. Financial resources are limited. Companies 
therefore cannot afford to spend money on everything they wish. Excessive pay represents an oppor-
tunity cost because it is money companies could have spent on other important matters.

Custom Development versus use of an existinG Compensation survey Managers 
must decide whether to develop their own survey instruments and administer them or rely on 
the results of surveys conducted by others. In theory, customized surveys are preferable because 
the  survey taker can tailor the questions the survey asks and select respondent companies 
to provide the most useful and informative data. Custom survey development should enable 
employers to monitor the quality of the survey developers’ methodologies.

In practice, companies choose not to develop and implement their own surveys for three 
reasons. First, most companies lack employees qualified to undertake this task. Developing and 
implementing valid surveys require specialized knowledge and expertise in sound questionnaire 
design, sampling methods, and statistical methods.

Second, rival companies are understandably reluctant to surrender information about their 
compensation packages to competitors because compensation systems are instrumental to 
competitive advantage issues. If companies are willing to cooperate, the information may be 
incomplete or inaccurate. For example, rival companies may choose to report the salaries for 
their lowest-paid accountants instead of the typical salary levels. Such information may lead 
the surveying company to set accountants’ salaries much lower than if they had accurate, com-
plete information about typical salary levels. Setting accountants’ salaries too low may hinder 
recruitment efforts. Thus, custom development is potentially risky.

Third, custom survey development can be costly. Although cost figures are not readily avail-
able, it is reasonable to conclude that most companies use published survey data to minimize 
such costs as staff salaries and benefits (i.e., for those involved in developing a compensation 
survey as well as analyzing and interpreting the data), distribution costs, and statistical packages 
for data analyses.

Using published Compensation Survey data
Companies usually rely on existing compensation surveys rather than creating their own. Using 
published compensation survey data starts with two important considerations:

•	 Survey focus: core compensation or employee benefits
•	 Sources of published compensation surveys
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survey foCus: Core Compensation or employee Benefits Human resource professionals 
should decide whether to obtain survey information about base pay, employee benefits, or 
both. Companies historically competed for employees mainly on the basis of base pay. Many 
companies offered similar, substantial benefits packages to employees without regard to the 
costs. Companies typically did not use benefits offerings to compete for the best employees.

Times have changed. Benefits costs are now extremely high, which has led to greater 
variability in benefits offerings among companies. As of December 2014, companies spent 
an  average approaching $15,000 per employee annually to provide discretionary benefits.3 
In  2014, discretionary benefits accounted for as much as 23.6 percent of employers’ total 
payroll costs. When we factor in legally required benefit costs as well, total employee benefits 
 account for 31.3 percent of total compensation costs. That is a huge cost to employers, one 
that has been rising rapidly over time,4 but one that cannot be avoided; benefits have become 
a basis for attracting and retaining the best employees, particularly as noted earlier in this 
chapter. As a result, employers are likely to use compensation surveys to obtain information 
about competitors’ base pay and benefits practices so they can compete effectively for the best 
candidates.

sourCes of puBlisheD Compensation surveys Companies can obtain published survey 
data from various sources such as professional associations, industry associations, consulting 
firms, and the federal government. Oftentimes, it makes sense to obtain multiple surveys 
because differences in survey methodology can lead to differences in results. Using multiple 
surveys should give compensation professionals a more accurate picture of market practices.5 
For example, as we discussed in Chapter 2, interindustry wage differentials explain some of 
the variation we observe in average pay rates for similar or identical jobs. In that chapter, we 
explained that capital intensive businesses tend to pay more highly than do service industry 
businesses. In this case, a survey of exclusively capital intensive companies will show higher 
average pay rates than a survey of exclusively service industry companies.

Professional and industry associations survey members’ salaries, compile the information 
in summary form, and disseminate the results to members. The survey data tend to be accurate 
because participants—as well as association members—benefit from the survey results. In addi-
tion, membership fees often entitle members to survey information at no additional cost.

For example, the Society for Industrial and Organizational Psychology’s (SIOP) primary 
membership includes college and university faculty members and practitioners who specialize 
in such HR management-related fields as selection, training, performance appraisal, and career 
development. SIOP periodically provides members’ salary information based on gender, age, 
employment status (i.e., part time versus full time), years since earning degree, and geographic 
region according to metropolitan area (e.g., Boston, San Francisco/San Jose, and Washington, 
DC). Employers use the survey results to judge whether they are paying employees too much or 
too little relative to the market and to determine how much to pay new hires. Employees use the 
survey results to judge the adequacy of job offers and to ask their deans for pay raises when their 
salaries fall below the market rates.

Professional associations that specialize in the field of compensation often conduct surveys 
that focus on broader types of employees and employers. WorldatWork collects comprehensive 
data on an annual basis.

Consulting firms are another source of compensation survey information. Some firms spe-
cialize in particular occupations (e.g., engineers) or industries (e.g., financial services); other 
firms do not. Examples of consulting firms that provide compensation services include:

•	 Aon (www.aon.com/human-capital-consulting/)
•	 Frederic W. Cook & Company (www.fwcook.com)
•	 Hay Group (www.haygroup.com)
•	 Pearl Meyer & Partners (www.pearlmeyer.com)

http://www.aon.com/human-capital-consulting/
http://www.fwcook.com
http://www.haygroup.com
http://www.pearlmeyer.com
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•	 Towers Watson (www.towerswatson.com)
•	 William M. Mercer (www.mercer.com)
•	 Xerox-Buck Consultants (www.services.xerox.com)

You will find useful updates about compensation and benefits on these firms’ Web sites. Clients 
may have two choices. First, consulting firms may provide survey data from recently completed 
surveys. Second, these firms may literally conduct surveys from scratch exclusively for a client’s 
use. In most cases, the first option is less expensive to companies than the second option; how-
ever, the quality of the second option may be superior because the survey was custom-designed 
to answer a client’s specific compensation questions.

The federal government is an invaluable source of compensation survey information. The 
U.S. Bureau of Labor Statistics (BLS) provides free salary survey results to the public. Highly 
qualified survey takers and statisticians are responsible for producing these surveys. Many 
factors contributed to the implementation of BLS pay and benefits surveys. The government 
began collecting compensation data in the 1890s to assess the effects of tariff legislation on 
wages and prices. The government’s survey programs have been rooted in competitive con-
cerns ever since.

The BLS publishes a large amount of information on the wages, earnings, and benefits of 
workers. Generally, this information is grouped in one or more of the following eight categories:

•	 Employment cost trends
•	 National compensation data
•	 Wages by area and occupation
•	 Earnings by demographics
•	 Earnings by industry
•	 County wages
•	 Employee benefits
•	 Compensation costs in other countries

The following summary of these programs was excerpted from the public domain U.S. Bureau 
of Labor Statistics Web site (www.bls.gov).

employment Cost trenDs This program publishes quarterly statistics that measure change 
in labor costs (also called employment costs or compensation costs) over time; quarterly 
data measuring the level of costs per hour worked are also published. Indexes are available 
for total labor costs, and separately for wages and salaries and for benefit costs. Some 
information is available by region, major industry group, major occupational group, and 
bargaining status.

national Compensation Data The National Compensation Survey (NCS) provides 
comprehensive measures of occupational earnings; compensation cost trends, benefit incidence, 
and detailed plan provisions. Detailed occupational earnings are available for metropolitan and 
non-metropolitan areas, broad geographic regions, and on a national basis. The index component 
of the NCS – Employer Cost Index (ECI) – measures changes in labor costs. Average hourly 
employer cost for employee compensation is presented in the Employer Costs for Employee 
Compensation (ECEC) feature.

WaGes By area anD oCCupation Wage data are available by occupation for the nation, 
regions, states, and many metropolitan areas. Wage data by area and occupation are derived from 
the National Compensation Survey, Occupational Employment Statistics Survey, or the Current 
Population Survey.

earninGs By DemoGraphiCs Data are available by demographic characteristics such as age, 
sex, race, and Hispanic or Latino ethnicity.

http://www.towerswatson.com
http://www.mercer.com
http://www.services.xerox.com
http://www.bls.gov
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earninGs By inDustry The Current Employment Statistics survey is a monthly survey of the 
payroll records of business establishments that provides national estimates of average weekly 
hours and average hourly earnings for the private sector for all employees and for production and 
nonsupervisory employees. Average weekly overtime hours in manufacturing are also available. 
State and area estimates of hours and earnings from this survey are available for all employees as 
well as for production workers (in the goods-producing industries) and nonsupervisory workers 
(in the private service-providing industries).

County WaGes (Quarterly Census of employment anD WaGes) Annual and quarterly wage 
data are available by detailed industry for the Nation, states, and many metropolitan areas and counties.

employee Benefits national Compensation survey This survey provides information 
on the share of workers who participate in specified benefits, such as health care, retirement 
plans, and paid vacations. These data also show the details of those benefits, such as deductible 
amounts, retirement ages, and amounts of paid leave.

Compensation Costs in other Countries Comparative hourly compensation costs in 
national currencies and U.S. dollars for production workers and all employees in manufacturing 
are available on the International Labor Comparisons Hourly Compensation Costs tables. (The 
Bureau of Labor Statistics discontinued the International Labor Comparisons program; the most 
recent data are for 2012.) Since then, the Conference Board (http://www.conference-board.org) 
has incorporated surveys of international labor costs into its portfolio of survey research. (The 
Conference Board is a global, international business and membership research association.)

Compensation Surveys: Strategic Considerations
Two essential strategic considerations are:

•	 Defining the relevant labor market
•	 Choosing benchmark jobs

DefininG the relevant laBor market Relevant labor markets represent the fields of 
potentially qualified candidates for particular jobs. Companies collect compensation survey data 
from the appropriate relevant labor markets. Relevant labor markets are defined on the basis of 
occupational classification, geography, and product or service market competitors.

As we discussed in Chapter 6, an occupation is a group of jobs found at more than one 
 establishment, in which a common set of tasks are performed or are related in terms of similar 
objectives, methodologies, materials, products, worker actions, or worker characteristics. The 
U.S. Bureau of Labor Statistics’ Standard Occupational Classification System (SOC) helps 
 business professionals and government economists make proper occupational matches for 
 collecting compensation data. As we noted in Chapter 6, the SOC links to the O*NET, a Web 
site containing detailed job description information to facilitate compensation professionals 
making precise comparisons for pay-setting purposes.

Companies that plan to hire accountants and auditors should consider data about accoun-
tants and auditors only, rather than individuals from such other job families as engineers. After 
all, the worker characteristics and work tasks are clearly different: Accountants and auditors 
prepare, analyze, and verify financial reports and taxes, as well as monitor information systems 
that furnish this information to managers in business, industrial, and government organizations. 
Engineers apply the theories and principles of science and mathematics to the economical solu-
tion of practical technical problems. For example, civil engineers design, plan, and supervise the 
construction of buildings, highways, and rapid transit systems.

Companies search over a wider geographical area for candidates for jobs that require 
 specialized skills or skills that are low in supply relative to the demand. For instance, hospitals 
are likely to search nationwide for neurosurgeons because their specialized skills are scarce. 
Companies are likely to limit searches for clerical employees to more confined local areas 

http://www.conference-board.org
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 because clerical employees’ skills are relatively common, and their supply tends to be higher 
relative to companies’ demand for them. For example, an insurance company based in Hartford, 
Connecticut, most likely restricts its search for clerical employees to the Hartford area.

Companies use product or service market competitors to define the relevant labor market when 
industry-specific knowledge is a key worker qualification and competition for market share is keen. 
For example, beverage companies probably prefer to lure marketing managers away from industry 
competitors rather than from such unrelated industries as software or  medical and surgical supplies. 
Knowledge about the features of software has little to do with customers’ preferences for soft drinks.

Occupational classification, geographic scope, and product or service market competitors 
are not necessarily independent dimensions. For example, a company uses product or service 
market competitors as the basis for defining the relevant labor market for product managers; 
however, this dimension overlaps with geographic scope because competitor companies are 
 located throughout the country (e.g., Boston, San Francisco, Dallas, and Miami).

With many professional, technical, and management positions, all three factors (i.e., job 
family, geographic scope, and companies that compete on the basis of product or service) can be 
applicable. For more information about relevant labor markets for various occupations, employ-
ers can consult professional and industrial associations and consulting firms.

ChoosinG BenChmark JoBs As we discussed in Chapter 6, benchmark jobs are key to 
conducting effective job evaluations. They also play an important role in compensation surveys. 
Human resource professionals determine the pay levels for jobs based on typical market pay 
rates for similar jobs. In other words, HR professionals rely on benchmark jobs as reference 
points for setting pay levels. Benchmark jobs have four characteristics:6

•	 The contents are well known, relatively stable over time, and agreed upon by the employ-
ees involved.

•	 The jobs are common across a number of different employers.
•	 The jobs represent the entire range of jobs that are being evaluated within a company.
•	 The jobs are generally accepted in the labor market for the purposes of setting pay levels.

Why are benchmark jobs necessary? Human resource professionals ideally would match 
each job within their companies to jobs contained in compensation surveys; however, in reality, 
one-to-one matches are not feasible for two reasons. First, large companies may have hundreds 
of unique jobs, making one-to-one matches tedious, time-consuming, and expensive because 
of the salary and benefits paid to staff members responsible for making these matches. Second, 
it is highly unlikely that HR professionals will find perfect or close matches between each of a 
company’s jobs and jobs contained in the compensation surveys: Companies adapt job duties 
and scope to fit their particular situations. In other words, jobs with identical titles may differ 
somewhat in the degrees of compensable factors. Perfect matches are the exception rather than 
the rule. For example, Company A’s Secretary I job may require only a high school education 
or GED equivalent. Company B’s Secretary I job may require an associate’s degree in office 
administration.

The following Watch It! video describes talent management at the Weather Channel. The 
company’s executive vice president of human resources discusses the importance of job analysis 
and job descriptions in this practice. Compensation professionals contribute to talent manage-
ment in a variety of ways. Related to this chapter’s material, they determine the extent to which 
benchmark job duties and responsibilities match the company’s job description so that they may 
accurately assess market pay rates. Failure to do so may result in setting pay rates too low, which 
would undermine efforts to recruit and retain talent.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to�complete�the�video�exercise�titled�Weather�Channel:�talent�Management.
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Companies can make corrections for differences between their jobs and external  benchmark 
jobs. These corrections are based on subjective judgment rather than on objective criteria. 
This process is referred to as job leveling. There are a variety of job leveling approaches. 
Compensation professionals can adopt a point rating approach referred to as point factor 
 leveling7 to achieve the job leveling objective. Table 7-1 illustrates a physical environment 
 factor. Participants will rate a job based on a standard set of compensable factors that have point 
values associated with each level of the factor, much like we accomplished with the point rating 
job evaluation approach (Chapter 6). Table 7-2 illustrates a rating sheet that shows the relevant 
compensable factors, point totals, and point ranges. Both job incumbents and supervisors should 
complete a rating form separately to achieve job leveling based on all of the relevant factors. 
Independent ratings should help to minimize rater biases. Differences in ratings generally can be 
reconciled through discussion.

Compensation Survey data
Compensation professionals should be aware of three compensation survey data characteristics. 
First, compensation surveys contain immense amounts of information. A perusal of every datum 
point would be mind-boggling even to the most mathematically inclined individuals. In addi-
tion, there is bound to be wide variation in pay rates across companies, making it difficult to 
build market-competitive pay systems. Thus, compensation professionals should use statistics 
to describe large sets of data efficiently. Second, compensation survey data are outdated because 

taBLe 7-1  sample Compensable factor and point-level Definitions: 
Physical Environment

Factor 4. Physical Environment
•	 Nonstrenuous with Low Risk (See definitions below.) 10 Points

•	 Moderately Strenuous with Low Risk or

•	 Nonstrenuous with Moderate Risk (See definitions below.)

25 Points

•	 Strenuous with Low Risk or

•	 Moderately Strenuous with Moderate Risk (See definitions below.)

40 Points

•	 Moderately Strenuous with High Risk or

•	 Strenuous with Moderate Risk (See definitions below.)

70 Points

•	 Strenuous with High Risk (See definitions below.) 100 Points

Definition

Nonstrenuous—Primarily sedentary with some walking, standing, and carrying of light objects.

Moderately strenuous— Often lifts 30 to 50 pounds, walks over uneven surfaces, and/or stands for 
long periods.

Strenuous—Often lifts more than 50 pounds, climbs high, runs, or defends against physical attack.

Low risk— Adequately lighted, ventilated, and heated area where normal precautions must be 
observed.

Moderate risk— Requires special mitigating precautions and/or protective gear or clothing due  
to potential risk from such sources as moving machinery, chemicals, animals, or 
diseases.

High risk— Extreme temperatures, likelihood of physical attack, or potential exposure to smoke  
and fire.

Source: U.S. Bureau of Labor Statistics (2013) National Compensation Survey: Guide for Evaluating Your Firm’s 
Jobs and Pay (revised, May). Available: http://www.bls.gov, accessed March 3, 2015.

http://www.bls.gov


154    part�iii� •� designing�CoMpensation�systeMs

there is a lag between when the data were collected and when employers implement the com-
pensation plan based on the survey data. Third, compensation professionals must use statistical 
analyses to integrate their internal job structures (based on job evaluation points; see Chapter 6) 
with the external market based on the survey data. We will discuss this matter in detail later in 
this chapter.

Table 7-3 contains sample salary information collected from a salary survey of 35 account-
ing jobs according to seniority. Accountant I incumbents possess less than 2 years of account-
ing work experience. Accountant II incumbents have 2 to less than 4 years of accounting work 
experience. Accountant III incumbents possess 4 to 6 years of work experience as accountants. 
Seven companies (A–G) from Atlanta participated in the survey, and most have more than one 
incumbent at each level. Company B has three accountant I incumbents, three accountant II in-
cumbents, and two accountant III incumbents.

As a starting point, let’s begin with basic tabulation of the survey data. Basic tabulation 
helps organize data, promotes decision makers’ familiarization with the data, and reveals 

taBLe 7-2 leveling instructions and points

After recording the level for each factor for a job, determine points associated with that level from the 
chart below. Sum the points to determine overall work level.

points associated with each factor

Factor Factor number

Knowledge  50 200 350 550 750  950 1250 1550 1850

Job controls and 
complexity

100 300 475 625 850 1175 1450 1950   X

Contacts  30  75 110 130 280   X   X   X   X

Physical environment  10  25  40  70 100   X   X   X   X

points range by work level

level Minimum�points Maximum�points

 1  190 254

 2  255 454

 3  455 654

 4  655 854

 5  855 1104

 6 1105 1354

 7 1355 1604

 8 1605 1854

 9 1855 2104

10 2105 2354

11 2355 2754

12 2755 3154

13 3155 3604

14 3605 4054

15 4055 and up

Source: U.S. Bureau of Labor Statistics (2013) National Compensation Survey: Guide for Evaluating Your Firm’s 
Jobs and Pay (revised, May). Available: http://www.bls.gov, accessed March 3, 2015.

http://www.bls.gov
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taBLe 7-3  raw Compensation survey Data for accountants 
in atlanta, Georgia

Company Job Title 2015�annual�salary�($)

A Accountant I 33,000

A Accountant I 34,500

A Accountant II 36,000

A Accountant III 43,500

B Accountant I 33,000

B Accountant I 33,000

B Accountant I 36,000

B Accountant II 37,500

B Accountant II 36,000

B Accountant II 37,500

B Accountant III 45,000

B Accountant III 43,500

C Accountant I 34,500

C Accountant II 37,500

C Accountant III 43,500

D Accountant I 36,000

D Accountant I 36,000

D Accountant III 55,000

E Accountant I 33,000

E Accountant I 33,000

E Accountant I 34,500

E Accountant II 36,000

E Accountant II 36,000

E Accountant II 37,500

E Accountant III 45,000

F Accountant I 34,500

F Accountant II 37,500

F Accountant III 45,000

F Accountant III 45,000

F Accountant III 43,500

G Accountant I 34,500

G Accountant I 33,000

G Accountant II 37,500

G Accountant II 37,500

G Accountant III 43,500

possible extreme observations (i.e., outliers). Table 7-4 displays a frequency table, and Figure 
7-1 displays a histogram. Both indicate the number of job incumbents whose salaries fall within 
the specified intervals. For example, 11 accountants’ annual salaries range between $30,000 
and $35,000. Only one job incumbent falls in the $45,001 and above interval, which suggests 
the possibility of an outlier. We’ll discuss the importance of recognizing outliers shortly.
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usinG the appropriate statistiCs to summarize survey Data Two properties describe 
numerical data sets:

•	 Central tendency
•	 Variation

Central tendency represents the fact that a set of data clusters or centers around a central point. 
Central tendency is a number that represents the typical numerical value in the data set. What is the 
typical annual salary for accountants in our data set? Two types of central tendency measures are 
pertinent to compensation—arithmetic mean (often called mean or average) and median.

We calculate the mean annual salary for accountants by adding all the annual salaries in 
our data set and then dividing the total by the number of annual salaries in the data set. The 
sum of the salaries in our example is $1,337,500 based on 35 salaries. Thus, the mean equals 
$38,214.29 (i.e., $1,337,500 divided by 35). In this example, the mean informs compensation 
professionals about the “typical” salary or going market rate for the group of accountants I, II, 
and III. Compensation professionals often use the mean as a reference point to judge whether 
employees’ compensation is below or above the market.

We use every data point to calculate the mean. As a result, one or more outliers can lead to a 
distorted representation of the typical value. The mean understates the “true” typical value when 
there is one or more extremely small value, and it overstates the “true” typical value when there 
is one or more extremely large value. The mean’s shortcoming has implications for compensa-
tion professionals.

Understated mean salaries may cause employers to set starting salaries too low to attract 
the best-qualified job candidates. Overstated mean salaries probably promote recruitment efforts 

taBLe 7-4 frequency table for accountants

salary�interval�($) number�of�salaries�from�survey

30,000−35,000 11

35,001−40,000 14

40,000−45,000 9

45,000+ 1
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FigUre 7-1 histogram of survey Data for accountants
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because employers may set starting salaries higher than necessary, a condition that creates a cost 
burden to companies.

The median is the middle value in an ordered sequence of numerical data. If there is an odd 
number of data points, the median literally is the middle observation. Our data set contains an odd 
number of observations. The median is $36,000. Table 7-5 illustrates the calculation of the median.

taBLe 7-5  Calculation of the median for accountant 
survey Data

The salary data are arranged in ascending order. The median is (n + 1)/2, 
where n equals the number of salaries. The median is item 18 ([35 + 1]/2). 
Thus, the median value is $36,000.

 1. $33,000

 2. $33,000

 3. $33,000

 4. $33,000

 5. $33,000

 6. $33,000

 7. $34,500

 8. $34,500

 9. $34,500

10. $34,500

11. $34,500

12. $36,000

13. $36,000

14. $36,000

15. $36,000

16. $36,000

17. $36,000

18. $36,000 a Median

19. $37,500

20. $37,500

21. $37,500

22. $37,500

23. $37,500

24. $37,500

25. $37,500

26. $43,500

27. $43,500

28. $43,500

29. $43,500

30. $43,500

31. $45,000

32. $45,000

33. $45,000

34. $45,000

35. $55,000
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If there is an even number of data points, the median is the mean of the values correspond-
ing to the two middle numbers. Let’s assume that we have four salaries, ordered from the small-
est value to the highest value: $25,000, $28,000, $29,500, and $33,000. The median is $28,750. 
The median does not create distorted representations like the mean because its calculation is 
independent of the magnitude of each value.

Variation is the second property used to describe data sets. Variation represents the amount 
of spread or dispersion in a set of data. Compensation professionals find three measures of dis-
persion to be useful (i.e., standard deviation, quartile, and percentile).

Standard deviation refers to the mean distance of each salary figure from the mean 
(i.e., how larger observations fluctuate above the mean and how smaller observations fluctuate 
below the mean). Table 7-6 demonstrates the calculation of the standard deviation for our data set.

The standard deviation equals $5,074.86. Compensation professionals find standard 
 deviation to be useful for two reasons. First, as we noted previously, compensation professionals 
often use the mean as a reference point to judge whether employees’ compensations are below 
or above the market. The standard deviation indicates whether an individual salary’s departure 
below or above the mean is “typical” for the market. For example, Irwin Katz’s annual salary is 
$27,500. His salary falls substantially below the typical average salary: The difference  between 
the mean salary and Katz’s salary is $10,714.29 ($38,214.29 - $27,500). This difference is 
much greater than the typical departure from the mean because the standard deviation is just 
$5,074.86.

Second, the standard deviation indicates the range for the majority of salaries. The majority of 
salaries fall between $33,139.43 ($38,214.29 - $5,074.86) and $43,289.15 ($38,214.29 + $5,074.86). 
Remember, $38,214.29 is the mean, and $5,074.86 is the standard deviation. Compensation profes-
sionals can use this range to judge whether their company’s salary ranges are similar to the market’s 
salary ranges. A company’s salary ranges are not typical of the market if most fall below or above the 
market range. A company will probably find it difficult to retain good employees when most salaries 
fall below the typical market range.

Both quartiles and percentiles describe dispersion by indicating the percentage of figures 
that fall below certain points. Table 7-7 illustrates the use of quartiles and percentiles for our 
survey data. Quartiles allow compensation professionals to describe the distribution of data—in 
this case, annual base pay amount—based on four groupings. The 1st quartile is $34,500. In 
other words, 25 percent of the salary figures are less than or equal to $34,500. The 2nd quartile 

taBLe 7-6  Calculation of the standard Deviation (s.D.) for accountant 
Survey Data

S.D. = Ta
n

i=1
Xi

2 - n M2

n - 1

Where

a
n

i= 1
Xi

2 = the sum of the squares of the individual salary observations.

nM 2 = the sample size (n; i.e., 35 salaries) multiplied by the square of the mean for the 35 salaries.

S.D. = C(+33,0002 + +33,0002 + c + +55,0002) - 35(+38,214.92)2

35 - 1

S.D. = A51,987,260,000 - 51,111,618,000

34

S.D. = +5,074.86



� Chapter�7�� •� Building�Market-CoMpetitive�CoMpensation�systeMs� � � � 159

is $36,000. Fifty percent of the salary figures are less than or equal to $36,000. The 3rd quartile 
is $43,500. Seventy-five percent of the salary figures are less than or equal to $43,500. The 4th 
quartile is $55,000. One hundred percent of the salary figures are less than or equal to $55,000. 
There are one hundred percentiles ranging from the first percentile to the 100th percentile. For 
our data, the 10th percentile equals $33,000, and the 90th percentile equals $45,000.

Quartiles and percentiles complement standard deviations by indicating the percentage of 
observations that fall below particular figures. Compensation professionals’ reviews of percen-
tiles and quartiles can enhance their insights into the dispersion of salary data. For example, 

taBLe 7-7  percentile and Quartile ranks 
for Accountant Survey Data

$55,000 a 4th quartile

$45,000

$45,000 a 90th percentile

$45,000

$45,000

$43,500

$43,500

$43,500 a 3rd quartile

$43,500

$43,500

$37,500

$37,500

$37,500

$37,500

$37,500

$37,500

$37,500

$36,000

$36,000

$36,000

$36,000

$36,000

$36,000

$36,000 a 2nd quartile (also, the 50th percentile)

$34,500

$34,500

$34,500 a 1st quartile

$34,500

$34,500

$33,000

$33,000

$33,000 a 10th percentile

$33,000

$33,000

$33,000
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compensation professionals want to know the percentage of accountants earning a particular sal-
ary level or less. If $33,000 represents the 10th percentile for accountants’ annual salaries, then 
only 10 percent earn $33,000 or less. Compensation professionals are less likely to recommend 
similar pay for new accountant hires. Although paying at this level represents a cost savings, 
companies are likely to experience retention problems because 90 percent of accountants earn 
more than $33,000.

It is important to keep in mind that statistics of a given type (e.g., central tendency) provide 
consistent information for a given set of data. As we discussed, the mean and median are mea-
sures of central tendency. The mean and median are often different for a given set of data points. 
When the distribution of data is skewed to the left (i.e., there is a higher frequency of larger 
values than smaller values), the mean will be less than the median. On the other hand, when the 
distribution of data is skewed to the right (i.e., there is a lower frequency of larger values than 
smaller values), the mean will be greater than the median.

Let’s look at an example. The mean hourly wage rate for production workers in Company 
A is $8.72. The union in Company A is demanding that management grant pay raises to pro-
duction workers because the mean hourly pay rate for production workers in Company B is 
higher—$9.02. The mean value for Company B is based on the following survey of its produc-
tion workers:

Hourly Wage Rates of Production Workers

$8.15 $8.39 $8.51 $8.55 $8.60 $10.25 $10.72

Company A’s management is unwilling to raise production workers’ pay: Company A’s pro-
duction workers earn a higher mean hourly wage ($8.72) than the median hourly wage rate of 
Company B’s production workers ($8.55).

Updating the Survey data
Compensation professionals must rely on historical salary data to build market-competitive pay 
systems. Obviously, it is impossible to obtain future salary data for an upcoming compensation 
plan. Changes in the cost of living tend to make survey data obsolete fairly quickly. Over time, 
the average cost of goods and services usually increases. Failure to adjust pay rates could lead 
to a situation where real compensation falls below nominal compensation. Real compensation 
measures the purchasing power of a dollar while nominal compensation is the face value of a 
dollar. Increases in the costs of goods and services cause nominal pay to be less than real pay. 
For example, let’s assume that an employee accepted a job at $10 per hour. This figure—$10 per 
hour—represents nominal pay. At the same time, $10 also represents real pay. However, over 
1 year, let’s assume that the price of goods and services increased, on average, 5 percent. At the 
end of the year, nominal pay remains at $10. Real pay, on the other hand, declined by 5 percent, 
or $0.50. In other words, $10 purchases only $9.50 worth of goods and services. In this example, 
$9.50 represents real pay.

To remain competitive, companies therefore update salary survey data with the consumer 
price index (CPI), the most commonly used method for tracking cost changes, or consumer 
 inflation, throughout the United States. CPI data are available on the U.S. BLS Web site (www.bls 
.gov). Table 7-8 provides descriptive information about the CPI as well as how to calculate cost 
changes between two periods. The Crunch the Numbers! feature illustrates how to update salary 
survey data. It is important to note that the CPI does not permit for comparison between loca-
tions (e.g., cost of living differences between Chicago and Seattle); rather, it only allows for a 
comparison of cost of living differences over time within a single location.

Several additional factors play an important role in updating. The most influential could 
be the supply relative to demand for labor as we discussed in Chapter 2. We noted that there 
tend to be pressures to raise starting pay when the demand for qualified workers in particular 

http://www.bls.gov
http://www.bls.gov
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taBLe 7-8 the Consumer price index: Basic facts and interpretation issues

Basic�Facts

The CPI indexes monthly price changes of goods and services that people buy for day-to-day living. The index is based on a rep-
resentative sample of goods and services. The BLS gathers price information from thousands of retail and service establishments. 
Thousands of landlords provide information about rental costs, and thousands of home owners give cost information pertaining to 
home ownership.

The CPI represents the average of the price changes for the representative sample of goods and  services within each of the follow-
ing areas:

•	 Urban United States

•	 4 regions

•	 4 class sizes based on the number of residents

•	 27 local metropolitan statistical areas

The BLS publishes CPI for two population groups: a CPI for All Urban Consumers (CPI-U) and the CPI for Urban Wage Earners 
and Clerical Workers (CPI-W). The CPI-U represents the spending habits of 80 percent of the population of the United States. The 
CPI-U covers wage earners; clerical, professional, managerial, and technical workers; short-term and self-employed workers; unem-
ployed persons; retirees; and others not in the labor force. The CPI-W represents the spending habits of 32 percent of the population, 
and it applies to consumers who earn more than one-half of their income from clerical or wage occupations. The distinction between 
the CPI-U and CPI-W is important because the CPI-U is most representative of all consumers, whereas unions and management use 
the CPI-W during negotiations to establish effective cost-of-living adjustments; most unionized jobs are clerical or wage jobs rather 
than salaried professional, managerial, or executive jobs.

CPI data are both available as not seasonally adjusted and seasonally adjusted. Seasonal adjustment removes the effects of recur-
ring seasonal influences from many economic series, including consumer prices. For example, changing climatic conditions, 
production cycles, model changeovers, and holidays can cause seasonal variation in prices. Automobile makers often discount car 
prices for current model year vehicles in preparation for incoming new model year vehicles.

The BLS also computes a chained CPI-U (C CPI-U). It is based on the idea that when prices go up for some goods, consumers will 
substitute the higher priced goods with lower priced goods. For example, increases in the price of beef may lead many consumers 
to choose a less expensive alternative such as chicken. Compared to the CPI-U, the C CPI-U shows a slower cost increase rate than 
the CPI-U  because of the substitution effect.

Interpreting the CPI: Percentage Changes versus Point Changes

The span from 1982 to 1984 is the base period for the CPI-U and CPI-W, which is 100. For example, how much did consumer 
prices increase in Atlanta between the base period and December 2014?

The CPI database indicates that the 2014 CPI-U for Atlanta was 218.05. We know that the base period CPI is 100. Consumer prices 
in Atlanta increased 118.05 percent between December 2014 and the base period. We determine price change with the formula:

(Current CPI - Previous CPI)

Previous CPI
 * 100,

For this example:

(218.05 - 100)

100
 * 100, = 118.05,

Compensation professionals are most concerned with annual CPI changes because they are updating recently collected survey 
data. The same formula yields price changes between periods other than the base period. How much did prices increase in Atlanta 
between December 2013 and December 2014? The CPI database indicates that the December 2013 CPI-U for Atlanta was 216.01, 
and we know that the December 2014 average is 218.05

(218.05 - 216.01)

216.01
 * 100, = 0.94,

Consumer prices in Atlanta increased approximately 0.94 percent between December 2013 and December 2014.

Source: Based on U.S. Bureau of Labor Statistics. Consumer Price Index. Available: http://www.bls.gov, accessed March 1, 2015.

http://www.bls.gov
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jobs is greater than supply. These market dynamics require that companies compete for limited 
qualified workers. This appears to be the case for information security analysts. According to the 
Occupational Outlook Handbook,8 demand for information security analysts is expected to be 
very high because cyberattacks have grown in frequency and sophistication.

integrating internaL JOB StrUCtUreS With 
externaL Market pay rateS
In Chapter 6, we discussed that compensation professionals use job evaluation methods to estab-
lish internally consistent job structures. In other words, companies value jobs that possess higher 
degrees of compensable factors (e.g., 10 years of relevant work experience) than jobs with fewer 
degrees of compensable factors (e.g., 1 year of relevant work experience). These valuation dif-
ferences ultimately should correspond to pay differences based on compensation survey data.

Earlier, we indicated that paying well below or well above the typical market rate for jobs can 
create a competitive disadvantage for companies. Thus, it is important that companies set pay rates 
by using market pay rates as reference points. To this end, we use regression analysis, which is a 
statistical analysis technique. Regression analyses enable compensation professionals to establish 
pay rates for a set of jobs that are consistent with typical pay rates for jobs in the external market.

We’ll apply regression analysis to determine pay rates for the accountant I, accountant II, 
and accountant III jobs listed in Table 7-3. Before presenting the regression analysis technique, 
we need two sets of information: the job evaluation point totals for each accountant job based 
on job evaluation and the updated salary survey data. In this sample, the accountant jobs have 
the following job evaluation points: accountant I (100 points), accountant II (500 points), and 
accountant III (1,000) points.

Regression analysis enables decision makers to predict the values of one variable from 
another. A compensation professional's goal is to predict salary levels for each job based on 
job evaluation points. Why not simply “eyeball” the list of salaries in the survey to identify the 
market rates? There are two reasons. First, companies pay different rates to employees who are 
performing the same (or very similar) jobs. Our salary survey indicates that accountant III pay 
rates vary between $43,500 and $55,000. “Eyeballing” the typical rate from the raw data is dif-
ficult when surveys contain large numbers of salaries.

Second, we wish to determine pay rates for a set of jobs in a particular company  
(i.e.,  accountant I, accountant II, and accountant III) based on their relative worth to typical mar-
ket pay rates for the corresponding jobs contained in the salary survey. Our focus is on pricing a 
job structure in the market pay context, not pricing one job in isolation.

How does regression analysis work? Regression analysis finds the best-fitting line between 
two variables. Compensation professionals use job evaluation points assigned to benchmark jobs 
(based on the matching process discussed earlier) and the salary survey data for the benchmark 
jobs. They refer to the best-fitting line as the market pay line. The market pay line is represen-
tative of typical market pay rates, expressed as a mean or median, relative to a company’s job 
structure. Pay levels that correspond with the market pay line are market-competitive pay rates. 
Figure 7-2 displays the regression results.

The following equation models the prediction.

 Yn = a + bX

 Yn = predicted salary

 X = job evaluation points

 a = the Y intercept (This is the Y value at which X = 0.)

 b = the slope

7-3. Describe how 
compensation 
professionals integrate 
internal job structures 
with external market 
pay rates.
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The slope represents the change in Y for every one unit change in job evaluation points. In 
other words, the slope represents the dollar value of each job evaluation point. For example, let’s 
assume that the slope is 26. A job consisting of 301 job evaluation points is worth $26 more than 
a job consisting of 300 job evaluation points.

For our data, the equation is:

Yn = +32,315.66 + +12.21X

Thus, this market policy line indicates the following market pay rates:

•	 Accountant I: $33,536.66

Yn = +32,315.66 + (+12.21 * 100 job evaluation points)

•	 Accountant II: $38,420.66

Yn = +32,315.66 + (+12.21 * 500 job evaluation points)

•	 Accountant III: $44,525.66

Yn = +32,315.66 + (+12.21 * 1,000 job evaluation points)

The regression analysis provides an additional important statistic known as R2. This statis-
tic tells us how well the variation in the company’s valuation of jobs based on job evalua-
tion points  explains the variation in market pay rates from the compensation survey. The R2 
 statistic can range in numerical value between 0 and 1. When R2 equals 0, none (0 percent, 
i.e., 0.0 × 100 percent) of the variation in market pay rates can be explained by the company’s 
job structure. When R2 equals one, this means that all (100 percent) of the variation in mar-
ket pay rates can be explained by the company’s job structure. Just one more example—when 
R2 equals 0.52, 52 percent (i.e., 0.52 × 100 percent) of the variation in market pay rates can 
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be explained by the company’s job structure. As you can see, we interpret R2 in this context as 
the percentage variation in y values (market pay rates) that can be explained by x values (job 
evaluation points).

By now, you may be asking how to describe the difference between an R2 equal to 1.0 and, 
for example, an R2 equal to 0.71 in this situation. The difference (0.29) refers to the percentage 
of variation in market pay rates that cannot be explained by the company’s job structure. In this 
illustration, 29 percent of the variation is unexplained. Discrepancies often exist between the job 
duties of the jobs specified in the compensation survey (i.e., the benchmark jobs) and the com-
pany’s job definitions.

Your HR colleagues are likely to ask you to interpret your conclusion even further 
 because they will want to know whether the obtained R2 value represents a small, medium, or 
large amount. As a rule of thumb, R2 values between 0.0 and 0.30 represent a small amount; 
between 0.31 and 0.70 represent a medium amount; and between 0.71 and 1.0 represent a 
large amount.

COMpenSatiOn pOLiCieS  
and StrategiC MandateS
Compensation policies refer to choices that compensation professionals make to promote com-
petitive advantage. Broadly, choices are made about pay level policies and pay mix policies.

pay Level policies
Companies can choose from three pay level policies:

•	 Market lead
•	 Market lag
•	 Market match

The market lead policy distinguishes a company from the competition by compensating em-
ployees more highly than most competitors. Leading the market denotes pay levels that place in 
the area above the market pay line (Figure 7-2). The market lag policy also distinguishes a com-
pany from the competition, but by compensating employees less than most competitors. Lagging 
the market indicates that pay levels fall below the market pay line (Figure 7-2). The market 
match policy most closely follows the typical market pay rates because companies pay accord-
ing to the market pay line. Thus, pay rates fall along the market pay line (Figure 7-2). Most often, 
market lead policies are set to the 3rd quartile (also, 75th percentile) ranking in the salary survey. 
Similarly, market match policies are set to the 2nd quartile (also, 50th percentile or median) rank-
ing, and market lag policies are set to the 1st quartile (also, 25th percentile) ranking.

The market lead policy is clearly most appropriate for companies that pursue differentia-
tion strategies. A company may choose a market lead pay policy for its accountants because the 
company needs the very best accountants to promote its competitive strategy of being the top 
manufacturer of lightest-weight surgical instruments at the lowest possible cost by 2018.

The market lag policy appears to fit well with lowest-cost strategies because companies 
realize cost savings by paying lower than the market pay line. Paying well below the market 
will yield short-term cost savings; however, these short-term savings will probably be offset 
by long-term costs. Companies that use the market lag policy may experience difficulties in 
recruiting and retaining highly qualified employees. Too much turnover will undercut a com-
pany’s ability to operate efficiently and to market goods and services on a timely basis. Thus, 
companies that adopt market lag policies need to balance cost savings with productivity and 
quality concerns.

7-4. Explain the 
basic concepts 
of compensation 
policies and strategic 
mandates: pay mix and 
pay level.
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The market match policy represents a safe approach for companies because they gener-
ally are spending no more or less on compensation (per employee) than competitors. This 
pay policy does not fit with the lowest-cost strategy for obvious reasons. It does fit better 
with differentiation strategies. This statement appears to contradict previous ones about 
differentiation strategies (i.e., pay “high” salaries to attract and retain the best talent). 
Some companies that pursue differentiation strategies follow a market match policy to fund 
 expensive operating or capital needs that support differentiation (e.g., research equipment 
and research laboratories).

pay Mix policies
Pay mix policies refer to the combination of core compensation and employee benefits compo-
nents that make up an employee’s total compensation package. In Chapter 1, we identified and 
briefly described the various elements of core compensation and employee benefits; then we 
discussed core compensation elements fully in Chapters 3, 4, and 5. We will review the main 
elements of employee benefits in Chapters 9 and 10.

Pay policy mix may be expressed in dollars (or other currency as relevant) or as a percent-
age of total dollars allocated for an employee’s total compensation. The following is an example 
of a pay policy mix:

Benefits
27%

Base Wage
57%

Short-Term
Incentives

6%

Long-Term
Incentives

10%

This example indicates that base pay accounts for 57 percent of the money allocated to an 
employee’s total compensation. Let’s assume that the company spends $200,000 annually to 
fund a particular employee’s total compensation package. Of the total, an employee receives 
base pay in the amount of $114,000 (that is, $200,000 × 57 percent).

What is an appropriate pay mix? For policy purposes, it makes sense to consider guide-
lines for jobs within a particular structure (for example, managerial, administrative, or sales) 
because of the common job content and worker requirements of jobs within a particular struc-
ture. For example, in a technology company, a greater portion of bonus compensation might 
be allocated to engineers than to administrative staff. Engineers possess crucial skills relating 
to the company’s ability to find innovative applications of technology, and bonus incentives 
throughout the year may promote innovation initiatives. On the other hand, the administrative 
staff, though important to the company, may not play as important a role in determining the 
company’s profitability or objectives. Therefore, less of their total compensation would likely 
be devoted to bonus funds. Also, with some job structures, such as sales, employees may 
 receive the majority of their compensation in the form of bonuses. In order to motivate a sales 
force to continually exceed quarterly targets, quarterly bonuses equal to or exceeding their 
 annual base salaries might be used.
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What employees are paid internally can have a significant 
impact on what happens externally. As with any business 
function, an overemphasis on the activities within the firm can 
blind decision makers to the activities outside the firm, which 
could undermine competitive advantage. Paying too little for 
top talent will ensure that those highly sought-after individuals 
go elsewhere for employment; paying too much could come at 
the cost of investing additional capital into resources that are 
critical to the execution and delivery of company strategy. By 
measuring the right variables and seeking data that will lead to 
informed and up-to-date decisions, you as line managers, HR 
professionals, and compensation specialists will work together 
in providing a system that is in line with the needs of the orga-
nization and the objectives of the individual.

Action checklist for line managers and  
HR—staying current and attracting the 
right employees

hr takes the lead

•	 Work with compensation specialists to access compensa-
tion and benefits data from other firms to find out what 
they are offering employees; the means by which this 
data will be collected—customized survey, professional 
organization, or compensation consultant—will depend 

on budget, relationships with competitors, and expertise 
of staff.

•	 Together with line managers, compare internal roles with 
external roles to create job matches that, although sub-
jective, will allow a side-by-side comparison to see how 
compensation matches up.

•	 Compensation specialists analyze data using appropriate 
statistics to identify consistencies with competitors and 
areas of high discrepancy.

line managers take the lead

•	 Identify the types of resources necessary to carry out 
 company strategy; if talent is the top priority, HR will  
seek to establish a compensation system that will lead com-
petitors; if other resources are deemed a higher priority  
(e.g., infrastructure and research), the sought-after compen-
sation system will be lower than the industry standard (this 
will be the context within which the data are assessed).

•	 Lead the identification of the internal employee market 
(e.g., marketing professionals, accountants, and finance 
managers in China) that needs to be assessed.

•	 Partnering with HR, recommendations are made to mem-
bers of senior management based on the data that are 
revealed and the assessment of these data in relation to 
the strategy of the firm.

C O M p e n S at i O n  i n  aC t i O n

Data are analyzed—
consistencies and 
discrepancies are 
highlighted  

Recommendations are
made for how to proceed 
based upon new information

Means of achieving
company strategy is 

established  

Decide on which
employee market is 

to be assessed  

Compensation and
benefit data are 

collected from other 
firms  

Internal jobs are matched
up with most similar external 
jobs for comparison

In summary, a “one size fits all” approach to pay policy selection is inappropriate. Most 
companies use more than one pay policy simultaneously. For example, companies gener-
ally use market match or market lead policies for professional and managerial talent because 
these  employees contribute most directly to a company’s competitive advantages. Companies 
typically apply market match or market lag policies to clerical, administrative, and unskilled 
employees (e.g., janitorial). Companies’ demands for these employees relative to supply in the 
relevant labor markets are low, and these employees’ contributions to attainment of competitive 
advantage are less direct. Companies are likely to apply different pay policy mixes to jobs in dif-
ferent structures given differences in the level of strategic importance placed on jobs as well as 
to promote desired behaviors as previously discussed.
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end OF Chapter revieW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

Summary
learning objective 1: Market-competitive pay sys-
tems represent companies’ compensation policies that fit 
the imperatives of competitive advantage. Compensation 
professionals create market-competitive pay systems 
based on four activities: Conducting strategic analyses, 
conducting compensation surveys, integrating the inter-
nal job structure with external market pay rates, and 
determining compensation policies.

learning objective 2: Compensation surveys involve 
the collection and subsequent analysis of competitors’ 
compensation data.

learning objective 3: Integrating internal job 
structures with external market pay rates is based on 

statistical analysis, most often, regression analysis. 
Regression analyses enable compensation professionals 
to establish pay rates for a set of jobs that are consistent 
with typical pay rates for jobs in the external market.

learning objective 4: Compensation professionals 
develop two types of compensation policies. The first, 
pay-level, is the relationship between the company’s 
pay rates and the market pay rates for corresponding 
jobs. A company can choose to match, lead, or lag the 
market. The second, pay mix, refers to the combination 
of core compensation and employee benefits compo-
nents that make up an employee’s total compensation 
package.

key terms
market-competitive pay  

systems 146
strategic analysis 147
compensation surveys 147
compensation plans 147
relevant labor markets 151
job leveling 153
point factor leveling 153

central tendency 156
mean 156
median 157
variation 158
standard deviation 158
quartiles 158
percentiles 159
real compensation 160

nominal compensation 160
consumer price index  

(CPI) 160
regression analysis 162
market pay line 162
market lead policy 164
market lag policy 164
market match policy 164

MyManagementLab
 Chapter QUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Quiz! and see what you’ve learned.
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Case 
nutriment’s�new�hires

 An additional Supplemental Case can be found on MyManagementLab.

With the demand for more nutritional food options growing, Nutriment Biotech is positioned to become 
a leader in agricultural biotechnology. Nutriment is a start-up biotech company that is working to develop 
genetically engineered food crops that offer enhanced nutrition along with easier production for farmers. 
Emily Hart and Harold James established Nutriment as a research organization through national grant 
funding 5 years ago. Nutriment is one of only a few agricultural biotechnology companies focused on 
enhancing nutrition in food crops. The company currently has an edge over competitors as its research has 
led to some scientific discoveries that now position them to grow their company significantly. As a result, 
Nutriment is ready to start hiring staff to get operations started.

Emily and Harold have hired Jack Stewart, an HR management consultant, to help them determine how 
to hire the most talented staff to grow their business. Jack works mostly with start-up technology-based 
companies and plans to help Nutriment implement a recruiting and hiring plan and establish its preliminary 
HR management practices such as its pay structure.

Nutriment has secured additional funding to allow it to ramp up full operations quickly. An analysis of 
its projected workload suggests it will need to hire approximately 15 new employees to get started. It will 
need to hire not only 10 new scientists but also administrative staff members including a receptionist, an 
office manager, a lab manager, a marketing professional, and an accountant.

As an experienced recruiter, Jack is confident that he will be able to quickly identify strong candidates 
for the administrative staff positions. The current labor market works in Nutriment’s favor, and, therefore, 
Jack will be able to easily generate a pool of qualified applicants. The scientists, on the other hand, will 
be challenging to find as they need specific expertise related to agricultural biotechnology and genetic 
engineering. The number of scientists with this combination of skills is limited, and the scientists are in 
demand by competitors. However, Nutriment is located in a geographic area rich with research universities 
and other biotech firms, so Jack is confident that it can attract a good pool of talent if it is able to offer an 
opportunity that is attractive to the scientists.

To start the recruiting process, Jack must first establish a pay structure. Before he starts researching 
market rates, Jack plans to meet with Emily and Harold to establish pay level policies and discuss other 
strategic aspects of determining the compensation structure for the new employees. Nutriment must offer a 
pay package that will allow it to attract and retain both the administrative staff members and the scientists. 
Establishing the right pay practices will help ensure that the recruitment process allows it to put talent in 
place to position Nutriment for success.

Questions:
 7-6. What are some strategic considerations in establishing a pay structure at Nutriment?
 7-7. Should Jack suggest a pay policy to lead, lag, or match the market? Explain your 

recommendation.

discussion Questions
 7-1. You are a compensation analyst for a pharmaceu-

ticals company, which is located in Los Angeles, 
California. Define the scope of the relevant labor 
markets for chemists and for data entry clerks. 
Describe the rationale for your definitions.

 7-2. Can companies easily develop compensation that 
is both internally consistent and market competi-
tive? What are some of the challenges to this goal?

 7-3. Which do you believe is most important for 
a company’s competitive advantage: internal 

consistency or market competitiveness? Explain 
your answer.

 7-4. Refer to the regression equation presented earlier 
in this chapter. When b = 0, the market pay line 
is parallel to the x-axis (i.e., job evaluation point 
scale). Provide your interpretation.

 7-5. Refer to Table 7-3. Cross out salaries for 
Company F and Company G. Calculate the 
mean and median for the set of Companies A 
through E.
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Crunch the numbers! 
updating�salary�survey�data

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

As a newly hired compensation analyst, you’ve been asked by the Director of Compensation to assist with 
the preparation of next year’s compensation plan. The period for the compensation plan is January  1 –  
December 31, 2015. Your assignment is to update salary survey data using the CPI-U to estimate new salary 
information. Also, assume that it is July 1, 2014, and you have been asked to submit your analysis within the 
next two days. The salary survey data were current through the end of 2013, and the initial average salary 
reported for accountant jobs in the survey was $50,000. The salary data will be 12 and 24 months old at the 
pay plan’s implementation (on January 1, 2015) and end (December 31, 2015), respectively. You have been 
provided with national CPI-U data, which were obtained from the BLS website.

year Jan Feb Mar Apr May Jun Jul Aug sep oct nov dec

2009 211.933 212.705 212.495 212.709 213.022 214.790 214.726 215.445 215.861 216.509 217.234 217.347
2010 217.488 217.281 217.353 217.403 217.290 217.199 217.605 217.923 218.275 219.035 219.590 220.472
2011 221.148 221.904 223.044 224.060 224.869 224.841 225.419 226.082 226.676 226.811 227.157 227.145
2012 227.759 228.285 228.866 229.172 228.785 228.626 228.584 229.911 231.104 231.741 231.202 231.165
2013 231.444 232.803 232.245 231.672 231.990 232.583 232.980 233.413 233.773 233.903 234.038 234.697
2014 235.128 235.356 235.790 236.240 236.950 237.348

Questions:
 7-8. By what percent did the cost of goods and services change between December 2013 and June 

2014?
 7-9. (A) By what percent might you expect the average cost of goods and services to change over the 

second 6-month period of 2014? Hint: First, calculate the percentage cost change for the period 
July through December for each of the previous years: 2009 through 2013. Second, take the 
 average of these five figures. This calculation gives us the average percent cost change. We often 
rely on multiple years for estimations to give us a more stable picture of percent cost changes.
(B) What is the estimated average salary for December 31, 2014? Hint: [(initial average salary × 
average percent cost change) + initial average salary] × 100%.

 7-10. (A) By what percent might you expect the average cost of goods and services to change between 
January 1, 2015 and December 31, 2015? Hint: First, calculate the percent cost change for the 
 period January through December for each of the previous years: 2009 through 2013. Second, 
take the average of these five figures to calculate the average percent cost change.
(B) What is the estimated average salary for December 31, 2015? Hint: [(December 2014 average 
salary × average percentage cost change) + December 2014 average salary] × 100%.

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 7-11.   Is it appropriate to utilize the same pay mix arrangement for clerical employees and 
sales professionals? Explain your answer and how the pay mix arrangements might 
differ.

 7-12.   Explain what the market pay line is. How is it used in the context of pay level poli-
cies such as market lead, market lag, and market match?

 7-13.   MyManagementLab Only – comprehensive writing assignment for this chapter.
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Building Pay Structures That Recognize 
Employee Contributions

8 

 ChaPTER WaRm-UP!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives

When you finish studying this chapter, you should be able to:
8-1. Explain the concept of pay structures and the five steps necessary to construct 

pay structures.
8-2. Discuss the components of merit pay systems.
8-3. Summarize the features of sales compensation plan design.
8-4. Describe the essentials of person-focused pay program design.
8-5. Summarize pay structure variations.

Pay structures assign different pay rates for jobs of unequal worth and provide the framework 
for recognizing differences in individual employee contributions. No two employees possess 
identical credentials, nor do they perform the same jobs equally well. Companies recognize 
these differences by paying individuals according to their credentials, knowledge, or job 
 performance. When completed, pay structures should define the boundaries for recognizing 
employee contributions. Employee contributions in this context correspond to the pay bases that 
we addressed in previous chapters (i.e., seniority, merit, incentive pay, and person-based pay). 
Pay structures also have strategic value. Well-designed structures should promote the retention 
of valued employees.

In this chapter, we will address how companies structure these pay bases, with the exception 
of seniority, which we addressed in Chapter 3. We will start out by considering the fundamental 
process of constructing pay structures. Then we will move on to specific pay structures,  including 
merit pay, sales incentive pay, person-focused pay, broadbanding, and two-tier structures.

COnSTRUCTing a Pay STRUCTURE
Compensation specialists develop pay structures based on five steps:

•	 Deciding on the number of pay structures
•	 Determining a market pay line

8-1. Explain the 
concept of pay 
structures and the 
five steps necessary 
to construct pay 
structures.
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•	 Defining pay grades
•	 Calculating pay ranges for each pay grade
•	 Evaluating the results

Step 1: Deciding on the number of Pay Structures
Most companies often establish more than one pay structure, depending on market rates and the 
company’s job structure.1 Common pay structures include exempt and nonexempt structures, pay 
structures based on job families, and pay structures based on geography. A large-scale survey 
estimates that approximately 37 percent of companies establish pay structures on the basis of job 
exemption criteria, 17 percent based on job families, and 30 percent based on geographic scope.2

ExEmpt And nonExEmpt pAy StructurES As you will recall, these categories reflect a 
distinction in the Fair Labor Standards Act (FLSA). Exempt jobs are not subject to the overtime 
pay provisions of the act. Core compensation terms for these jobs are usually expressed as an 
annual salary. Nonexempt jobs are subject to the overtime pay provision of the act. The core 
compensation for these jobs is therefore expressed as an hourly pay rate. Companies establish 
these pay structures for administrative ease. Some broadly consistent features distinguish 
exempt from nonexempt jobs: Exempt jobs, by the definition of the Fair Labor Standards Act, 
are generally supervisory, professional, managerial, or executive jobs that contain a wide variety 
of duties. Nonexempt jobs are generally nonsupervisory in nature, and the duties tend to be 
narrowly defined.

pAy StructurES BASEd on JoB FAmily Executive, managerial, professional, technical, 
clerical, and craft jobs represent distinct job families. Pay structures are also defined on the 
basis of job family, each of which shows a distinct salary pattern in the market. For example, the 
Davis–Bacon Act requires contractors and subcontractors to pay wages at least equal to those 
prevailing in the area where work is performed. This act applies only to employers with federal 
or federally financed contracts worth more than $2,000 for the construction, alteration, or repair 
of public works or buildings. Moreover, the Davis–Bacon Act also applies only to laborers 
and mechanics, excluding clerical, professional, and managerial employees. Thus, companies 
holding federal contracts meeting these criteria have limited latitude for setting pay for certain 
jobs; however, the latitude for setting pay rates for other jobs is greater.

pAy StructurES BASEd on GEoGrAphy Companies with multiple, geographically dispersed 
locations such as sales offices, manufacturing plants, service centers, and corporate offices 
may establish pay structures based on going rates in different geographic regions because local 
conditions may influence pay levels. As we discussed in Chapter 2, the cost of living is an 
important consideration. Cost of living varies considerably between broad regions (e.g., the 
northeast versus the southeast) and more narrowly focused areas (e.g., Boston, Massachusetts 
versus Fargo, North Dakota). Cost-of-living comparison calculators (for example, one furnished by 
CNN, http://money.cnn.com/calculator/pf/cost-of-living/) may be useful. Based on this calculator, 
a $50,000 salary in Fargo was equivalent to a $73,000 salary in Boston as of mid-2015. Among 
companies that deploy geographic-based pay structures, approximately half do so according to 
U.S. city or metropolitan area.3

Step 2: Determining a market Pay Line
In Chapter 7, we discussed that companies rely on surveys to help establish pay policy levels 
and mixes. Our focus here will be on pay level policy considerations. We also discussed how to 
 determine the market pay line in Chapter 7. Again, the market pay line is representative of typi-
cal market pay rates relative to a company’s job structure. Pay levels that correspond with the 
market pay line are market-competitive pay rates. It is important to recall that surveys can pro-
vide a plethora of information pertaining to competitors’ full range of compensation practices, 
including base pay levels, types and value of incentives, and employee benefits. Approximately 

http://money.cnn.com/calculator/pf/cost-of-living/
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more than 80 percent of companies establish their competitive pay-level position (matching, 
leading, or lagging the market) on base pay. 4

Figure 8-1 illustrates a market pay line for a series of clerical jobs. Pay rates that fall along 
the market pay line represent competitive pay rates based on the company’s selection of a 

Clerk I

Employees receive training in basic of�ce support procedures, the operation of of�ce equipment,
and the speci�c activities of the unit.Tasks assigned are simple and repetitive in nature
and are performed in accordance with explicit instructions and clearly established guidelines.
Sample duties include: �les materials in established alphabetical order and prepares new �le
folders and af�xes labels. Clerk Is must possess a high school diploma or equivalent.

Clerk II

Employees work under general supervision in support of an of�ce.They perform routine of�ce 
support tasks that require a knowledge of standard of�ce procedures and the ability to operate 
a variety of of�ce equipment. Sample duties include: prepares simple factual statements
or reports involving computations such as totals or subtotals and composes memos requesting
or transmitting factual information. Clerk IIs must possess a high school diploma or equivalent
and 1 year work experience performing simple clerical tasks.

Clerk III

Employees work under general supervision in support of an of�ce.They perform of�ce support 
tasks requiring knowledge of general of�ce and departmental procedures and methods and 
ability to operate a variety of of�ce equipment. Sample duties include: reconciles discrepancies 
between unit records and those of other departments and assigns and reviews work performed 
by Clerks I and II. Clerk IIIs must possess a high school diploma or equivalent, 2 years
work experience performing moderately complex clerical tasks, and completed coursework
(�ve in all) in such related topics as word processing and basic accounting principles.

Chief Clerk

Employees work under direction in support of an of�ce.They perform a wide variety of of�ce
support tasks that require the use of judgment and initiative.A knowledge of the organization,
programs, practices, and procedures of the unit is central to the performance of the duties.
Chief clerks must possess a high school diploma or equivalent, 4 years work experience performing
moderately dif�cult clerical tasks, and an associate’s degree in of�ce management.

FigURE 8-1 pay Structure for clerk Jobs



174    part III • DesIgnIng CompensatIon systems

relevant labor market, and these rates promote internal consistency because pay rates increase 
with the value of jobs based on a company’s systematic job evaluation. The clerk I job has the 
least complex and demanding duties, and it has fewer worker requirements than do the remain-
ing clerk jobs (clerk II, clerk III, and chief clerk).

Step 3: Defining Pay grades
Pay grades group jobs for pay policy application. Human resource (HR) professionals typically 
group jobs into pay grades based on similar compensable factors and value. These criteria are 
not precise. In fact, no one formula determines what is sufficiently similar in terms of content 
and value to warrant grouping jobs into a pay grade.

Job groupings are ultimately influenced by such other factors as management’s philosophy. 
Wider pay grades (i.e., grades that include a relatively larger number of jobs) minimize hierar-
chy and social distance between employees. Narrower pay grades tend to promote hierarchy and 
social distance. Figure 8-2 illustrates pay grade definitions, based on the jobs used in Figure 8-1.

Human resource professionals can develop pay grade widths as either “absolute” job evalu-
ation point spreads or as percentage-based job evaluation point spreads. When absolute point 
spreads are used, grades are based on a set number of job evaluation points for each grade. For 
example, a compensation professional establishes pay grades equal to 200 points each. Grade 1 
includes jobs that range from 1 to 200 job evaluation points, Grade 2 contains jobs that range 
from 201 to 400 points, and so on.

Companies may choose to vary the “absolute” point spread by increasing the point spread 
as they move up the pay structure, in recognition of the broader range of skills that higher pay 
grades represent. For example, certified public accounting jobs require a broader range of skills 
(e.g., knowledge of financial accounting principles and both state and federal tax codes) than do 
mailroom clerk jobs. Companies often assign trainee positions to the lower, narrower pay grades 
because trainees generally have limited job-relevant skills. For instance, Grade 1 may contain 

FigURE 8-2 pay Grade definitions
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FigURE 8-3 pay range definitions

trainee positions with job evaluation scores that range from 1 to 150, Grade 2 may contain basic 
jobs beyond traineeships with scores of 151–400, and Grade 3 may include advanced jobs with 
scores of 401–1,000.

Step 4: Calculating Pay Ranges for Each Pay grade
Pay ranges build upon pay grades. Pay grades represent the horizontal dimension of pay struc-
tures (i.e., job evaluation points). Pay ranges represent the vertical dimension (pay rates). Pay 
ranges include midpoint, minimum, and maximum pay rates. The minimum and maximum 
values denote the acceptable lower and upper bounds of pay for the jobs within particular pay 
grades. Figure 8-3 illustrates pay ranges.

Human resource professionals establish midpoints first, followed by minimum and maxi-
mum values. The midpoint pay value is the halfway mark between the range minimum and 
maximum rates. Midpoints generally match values along the market pay line, representing the 
competitive market rate determined by the analysis of compensation survey data. Thus, the mid-
point may reflect the market average or median (Chapter 7).

A company sets the midpoints for its pay ranges according to its competitive pay policy, as 
discussed in Chapter 7. If the company wants to lead the market with respect to pay offerings 
(market lead policy), it sets the midpoint of the ranges higher than the average for similar jobs 
at other companies. Companies wanting to pay according to the market norm (market match 
policy) should set midpoints equal to the market average. Companies wanting to lag the market 
(market lag policy) would set the midpoints below the market average. A company’s base-pay 
policy line graphically connects the midpoints of each pay grade.

How do compensation professionals calculate pay grade minimums and maximums? 
They may fashion pay grade minimums and maximums after the minimums and maximums 
for pay grades that their competitors have established. An alternate approach is to set the pay 
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grade minimums and maximums on the basis of range spread. A range spread is the difference 
between the maximum and minimum pay rates of a given pay grade. It is expressed as a percent-
age of the difference between the minimum and maximum divided by the minimum.

Companies generally apply different range spreads across pay grades. Most companies 
apply range spreads that vary typically between 20 percent and 80 percent.5 They most com-
monly use progressively higher range spreads for pay grades that contain more valuable jobs 
in terms of the companies’ criteria. Smaller range spreads characterize pay grades that contain 
relatively narrowly defined jobs that require simple skills with generally low responsibility. 
Entry-level clerical employees perform limited duties ranging from filing folders alphabeti-
cally to preparing file folders and affixing labels. These jobs presumably represent bottom-floor 
opportunities for employees who will probably advance to higher-level jobs as they acquire the 
skills needed to perform these jobs proficiently. Advanced clerical employees review and ana-
lyze forms and documents to determine the adequacy and acceptability of information.

Higher-level jobs afford employees greater promotion opportunities than entry-level jobs. 
Employees also tend to remain in higher pay grades longer, and the specialized skills associated 
with higher pay grade jobs are considered valuable. It therefore makes sense to apply larger range 
spreads to these pay grades. The following are typical range spreads for different kinds of positions:6

•	 10–50 percent: hourly employees
•	 45–65 percent: salaried (non-executives)
•	 45–85 percent: executive

After deciding on range spread, compensation professionals calculate minimum and maximum 
rates. Figure 8-4 illustrates the calculation of minimum and maximum rates based on knowledge 
of the pay grade midpoint (as discussed earlier in Step 1) and the chosen range spread. Table 8-1 

TaBLE 8-1  the impact of Alternative range Spreads on pay range minimum 
and maximum Values, with midpoint of $25,000

range spread ($)

 20%  50%  80%  120%

Minimum: 
midpoint

100 + (range spread/2)

$22,727 $20,000 $17,857 $15,625

Maximum:
minimum + (range spread * minimum) $27,272 $30,000 $32,143 $34,375

Difference between maximum  
and  minimum values

 $4,545 $10,000 $14,286 $18,750

Steps

1. Identify the midpoint: $20,000 Maximum $23,333.33

2. Determine the range spread: 40%

3. Calculate the minimum:

$16,666.67

4. Calculate the maximum:
minimum (range spread     minimum) $16,666.67 (40% $16,666.67)

$23,333.33

$20,000midpoint
100% + (range spread/2)

=

100% (40%/2)+

+ ×+

Range spread 40%=

Midpoint $20,000=

Minimum $16,666.67=
×

FigURE 8-4 calculation of range Spread
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illustrates the impact of alternative range spread values on minimum and maximum values. This 
approach is typically applied when a company chooses to base the minimum and maximum rates 
on budgetary constraints, we will discuss budgeting issues later in this chapter. Pay range spread 
percentage amounts can be calculated with knowledge of a pay range’s minimum and maximum 
values: (maximum rate – minimum rate)/minimum rate.

Adjacent pay ranges usually overlap with other pay ranges so that the highest rate paid in 
one range is above the lowest rate of the successive pay grade. Figure 8-5 illustrates how to cal-
culate pay range overlap. Overlapping pay ranges allow companies to promote employees to the 
next level without adding to their pay. Approximately 36 percent of companies that responded 
to a large-scale survey indicate that they promote employees to higher pay grades without pay 
increases.7 For those that offer pay increases based on job promotions, the average increase 
was 7.6 percent for nonexempt employees, 8.8 percent for exempt employees, and 10.1 percent 
for officers/executives. Nonoverlapping pay ranges require pay increases for job promotions. 
Compensation professionals express overlap as a percentage. In this example, the degree of 
overlap between pay range A and pay range B is about 33 percent.

pAy comprESSion The minimum pay rate for a range usually is the lowest pay rate that the 
company will pay for jobs that fall within that particular pay grade. In theory, newly hired 
employees receive pay that is at or near the minimum. In practice, new employees often receive well 
above minimum pay rates, sometimes only slightly below or even higher than the pay moderately 
tenured employees receive. Pay compression occurs whenever a company’s pay spread between 
newly hired or less qualified employees, and more qualified job incumbents is small.8

Two situations result in pay compression. The first is a company’s failure to raise pay range 
minimums and maximums. Companies that retain set range maximums over time limit increase 

$40,000

$35,000

A

B

$60,000

$40,000

D

The overlap between range A and 
range B is 33.33%

The overlap between range C and 
range D is 0%

100% ×
($40,000 $40,000)
($40,000 $30,000)

100% ×
(max. rate for C min. rate for D)
(max. rate for C min. rate for C)

100%
($35,000 $30,000)
($35,000 $20,000)

100%
(max. rate for A min. rate for B)
(max. rate for A min. rate for A)

$20,000

$30,000

$30,000

$40,000

C

×

× −
−

−
−

−
−

−
−

FigURE 8-5 calculating pay range overlap
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amounts. For example, let’s assume that the entry-level starting salaries for newly minted 
certified public accountants have increased 7 percent annually for the past 5 years. Tax-It, a 
small accounting firm, did not increase its pay range minimums and maximums for entry-level 
accountants during the same period because of lackluster profits. Nevertheless, Tax-It hired sev-
eral new accountants at the midpoint pay rate. Failure to pay competitive pay rates would hinder 
Tax-It’s ability to recruit talented accountants. As a result, many of the Tax-It accountants with 
5 or fewer years’ experience have lower salaries (or slightly higher salaries at best) than newly 
hired accountants without work experience. The second situation that results in pay compression 
is a scarcity of qualified candidates for particular jobs. When the supply of such candidates falls 
behind companies’ demand, wages for newly hired employees rise, reflecting a bidding process 
among companies for qualified candidates.

Pay compression can threaten companies’ competitive advantage. Dysfunctional employee 
turnover is a likely consequence of pay compression. Dysfunctional turnover represents high-
performing employees’ voluntary termination of their employment. High-performing employees 
will probably perceive their pay as inequitable because they are receiving lower pay relative to 
their positive contributions (i.e., experience and demonstrated performance) than newly hired 
employees who are receiving similar pay.

How can companies minimize pay compression? Maximum pay rates represent the most that 
a company is willing to pay an individual for jobs that fall in that particular range. Maximum pay 
rates should be set close to the maximum paid by other companies in the labor market for similar 
jobs. Setting competitive maximum rates enables a company to raise pay rates for high-quality 
employees who may consider employment opportunities with a competitor; however, maximum 
rates should not exceed maximum rates offered by competitors for comparable jobs because high 
maximums represent costs to the company over and above what are needed to be competitive.

GrEEn circlE pAy rAtES Employees sometimes receive below-minimum pay rates for their 
pay ranges, especially when they assume jobs for which they do not meet every minimum 
requirement in the worker specification section of the job description. Below-minimum pay 
range rates are known as green circle rates. The pay rates of employees who are paid at green 
circle rates should be brought within the normal pay range as quickly as possible, which requires 
that both employer and employee take the necessary steps to eliminate whatever deficiencies in 
skill or experience that warranted paying below the pay range minimum. In addition, companies 
should regularly review current employees’ pay relative to the starting pay rates for newly hired 
employees in comparable jobs to plan for necessary pay adjustments before current employees’ 
pay falls below the minimum rates.9

rEd circlE pAy rAtES On occasion, companies must pay certain employees greater than 
maximum rates for their pay ranges. Known as red circle rates, these higher pay rates help retain 
valued employees who have lucrative job offers from competitors. On the other hand, exemplary 
employees may receive red circle rates for exceptional job performance, particularly when a 
promotion to a higher pay grade is not granted. For these exemplary performers, companies 
may provide lump sum pay awards that are not added to regular base pay.10 Red circle rates 
also apply to employees who receive job demotions to pay grades with lower maximum rates 
than the employees’ current pay. Companies usually reduce demoted employees’ pay over time 
until they receive pay that is consistent with their new jobs. In this case, red circle rates allow 
employees a chance to adjust to pay decreases.

Step 5: Evaluating the Results
After compensation professionals establish pay structures according to the previous steps, they 
must evaluate the results. They must specifically analyze significant differences between the 
company’s internal values for jobs and the market’s values for the same jobs. If discrepancies are 
evident, the company must reconsider the internal values they have placed on jobs. If their valua-
tion of particular jobs exceeds the market’s valuation of the same jobs, they must decide whether 
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higher-than-market pay rates will undermine attainment of competitive advantage. If a company 
undervalues jobs relative to the market, managers must consider whether these discrepancies 
will limit the company’s ability to recruit and retain highly qualified individuals.

Compensation professionals must also consider each employee’s pay level relative to the 
midpoint of the pay grade. Again, the midpoint represents a company’s competitive stance rela-
tive to the market. Compa-ratios index the relative competitiveness of internal pay rates based 
on pay range midpoints. Compa-ratios are calculated as follows:

Employee>s pay rate

Pay range midpoint

Compa-ratios are interpreted as follows: A compa-ratio of 1 means that the employee’s pay 
rate equals the pay range midpoint. A compa-ratio less than 1 means that the employee’s pay rate 
falls below the competitive pay rate for the job. Companies with market lag policies strive for 
compa-ratios of less than 1. A compa-ratio that is greater than 1 means that an employee’s pay 
rate exceeds the competitive pay rate for the job.

Human resource professionals also can use compa-ratios to index job groups that fall within a 
particular pay grade. Compa-ratios specifically may be calculated to index the competitive position 
of a job—by averaging the pay rates for each job incumbent. Moreover, compa-ratios may be cal-
culated for all jobs that comprise a pay grade, departments, or such functional areas as accounting.

Compa-ratios provide invaluable information about the competitiveness of companies’ 
pay rates. Compensation professionals can use compa-ratios as diagnostic tools to judge the 
competitiveness of their companies’ pay rates. Compa-ratios that exceed 1 tell compensation 
professionals that pay is highly competitive with the market. Compa-ratios that fall below 1 tell 
them that pay is not competitive with the market and that they should consider another course of 
action to increase pay over a reasonable period.

We’ve reviewed the elements of pay structures and the steps compensation professionals 
follow to construct them. Next, we will consider three popular pay structures that should be 
familiar to compensation professionals:

•	 Merit pay structure
•	 Sales incentive compensation structure
•	 Person-focused structure

DESigning mERiT Pay SySTEmS
As we noted in Chapter 3, companies that use merit pay systems must ensure that employees see 
definite links between pay and performance. We also reviewed the rationale for using merit pay 
systems, as well as the possible limitations of this kind of pay system. Establishing an effective 
merit pay program that recognizes employee contributions requires avoiding such pitfalls as inef-
fective performance appraisal methods and poor communication regarding the link between pay 
and performance. In addition to these considerations, managers interested in establishing a merit 
pay system must determine merit increase amounts, timing, and the type of merit pay increase 
(i.e., permanent or recurring increases versus one-time or nonrecurring additions to base pay). 
They must also settle on base-pay levels relative to the base pay of functionally similar jobs.11

merit increase amounts
Merit pay increases should reflect prior job performance levels and motivate employees to 
 perform their best. As managers establish merit increase amounts, they must consider both 
past performance levels and establish rates that will motivate employees even after the impact 
of inflation and payroll deductions. Updating compensation survey data should account for 
increases in consumer prices (Chapter 7). As we noted in Chapter 3, “just-meaningful pay 

8-2. Discuss the 
components of merit 
pay systems.
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 increases” refer to the minimum amounts employees will see as making a meaningful change 
in their compensation.12 Trivial pay increases for average or better employees will not reinforce 
their performance or motivate them.

No precise mathematical formula determines the minimum merit increase that will positively 
affect performance; managers must consider three research findings.13 First, boosting the merit 
increase amount will not necessarily improve productivity because research has shown diminish-
ing marginal returns on each additional dollar allocated to merit increases.14 In other words, each 
additional merit increase amount was associated with a smaller increase in production.

Second, employees’ perceptions of just-meaningful differences in merit increases depend on 
their cost of living, their attitudes toward the job, and their expectations of rewards from the job. 
For employees who value pay for meeting economic necessity, a just-meaningful difference in 
pay increase tends to depend on changes in the cost of living. On the other hand, for employees 
who value pay as a form of recognition, the size of the expected pay raise (versus cost of living) 
affects a just-meaningful difference.15

Third, for the pay increase to be considered meaningful, the employee must see the size of 
the increase as substantive in a relative sense as well as in an absolute sense.16 Equity theory 
suggests that an employee must regard his or her own ratio of merit increase pay to performance 
as similar to the ratio for other comparably performing people in the company. In practical 
terms, managers should award the largest merit pay increases to employees with the best perfor-
mance, and they should award the smallest increases to employees with the lowest acceptable 
performance. The difference between these merit increases should be approximately equal to the 
differences in performance.

It is also essential that compensation professionals design plans that reinforce employees’ 
motivation to perform well, with just-meaningful pay increases and merit increase percentages 
that clearly distinguish among employees based on their performance; however, the best-laid 
plans don’t always lead to the desired results. Well-designed merit pay structures (and others 
that we discuss shortly) will fail without adequate funding.

Compensation budgets are blueprints that describe the allocation of monetary resources 
to fund pay structures. Compensation professionals index budget increases that fund merit pay 
programs in percentage terms. For example, a 10 percent increase for next year’s budget means 
that it will be 10 percent greater than the size of the current year’s budget. This value is often an 
indicator of the average pay increase employees will receive. It is obvious that the greater the 
increase in the compensation budget, the more flexibility compensation professionals will have 
in developing innovative systems with substantial motivating potential.

The magnitude of the increases in compensation budgets in recent years has unfortunately 
been just slightly more than the average increases in cost of living. For example, the average 
earnings for social workers in the United States increased only 1.6 percent between May 2013 
and May 2014.17 Although this value varies by occupation, industry, and region of the country, 
it does reflect a trend in the United States of stagnant growth in compensation budgets. The 
picture becomes less positive because the increase in cost of living for the same period was 
2.1 percent.18 This means that, on average, annual merit pay raises fell below the increase in cost 
of living by 0.5 percent, taking the motivational value out of pay increases.

Timing
The vast majority of companies allocate merit increases, as well as cost-of-living and other 
increases, annually. At present, companies typically take one of two approaches in timing these 
pay raises. Companies may establish a common review date or common review period so that 
all employees’ performances are evaluated on the same date or during the same period (e.g., the 
month of June, which immediately follows a company’s peak activity period). Best suited for 
smaller companies, common review dates reduce the administrative burden of the plan by con-
centrating staff members’ efforts to limited periods.
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On the other hand, companies may review employee performance and award merit increases 
on the employee’s anniversary date (i.e., the day on which the employee began to work for the 
company). Most employees will thus have different evaluation dates. Although these staggered 
review dates may not monopolize supervisors’ time, this approach can be administratively bur-
densome because reviews must be conducted regularly throughout the year.

Recurring versus nonrecurring merit Pay increases
Companies have traditionally awarded merit pay increases permanently, and permanent increases 
are sometimes associated with some undesirable side effects (e.g., placing  excessive cost burdens 
on the employer). In terms of costs, U.S. companies are increasingly concerned with contain-
ing costs as just one initiative in their quest to establish and sustain competitive advantage in the 
marketplace. Companies may advocate nonrecurring merit increases (i.e., lump sum bonuses), 
which lend themselves well to cost containment and have recently begun to gain some favor 
among unions, including the International Brotherhood of Electrical Workers.19 Lump sum 
bonuses strengthen the pay-for-performance link and minimize costs because these increases are 
not permanent, and subsequent percentage increases are not based on higher base-pay levels.

The Watch It! Video discusses the performance appraisal process at Hautelook. The HR 
Director discusses that informal performance appraisals may take place multiple times during a 
year; however, decisions about permanent pay increases, bonuses, and promotions take place annu-
ally during the formal performance appraisal process. This video also discusses the company’s 
performance appraisal process and possible limitations, some of which we addressed in Chapter 3.

WaTCh iT!

 If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the video exercise titled Hautelook: Appraising.

Present Level of Base Pay
Pay structures specify acceptable pay ranges for jobs within each pay grade. Thus, each job’s 
base-pay level should fall within the minimum and maximum rates for its respective pay grade. 
In addition, compensation professionals should encourage managers to offer similar base pay to 
new employees performing similar jobs unless employees’ qualifications (i.e., education and rel-
evant work experience) justify pay differences. This practice is consistent with the mandates of 
several laws (Chapter 2) such as Title VII of the Civil Rights Act of 1964 and the Equal Pay Act 
of 1963. Of course, employees’ merit pay increases should vary with their performance.

Rewarding Performance: The merit Pay grid
Table 8-2 illustrates a typical merit pay grid that managers use to assign merit increases to 
employees. Managers determine pay raise amounts by two factors jointly: employees’ perfor-
mance ratings and the position of employees’ present base-pay rates within pay ranges. Pay raise 
amounts are expressed as percentages of base pay. For instance, let’s say that two employees will 
each receive a 5 percent merit pay increase. One employee is paid on an hourly basis, earning 
$8.50 per hour, and the other is paid on an annual basis, earning $32,000. The employee whose 
pay is based on an hourly rate (usually nonexempt in accord with the Fair Labor Standards Act; 
one who must be paid overtime for time worked in excess of 40 hours per week) receives a pay 
raise of $0.44 per hour, increasing her hourly pay to $8.94. The employee whose pay is based 
on an annual rate, typically exempt from the Fair Labor Standards Act provisions, receives a pay 
increase of $1,600, boosting her annual pay to $33,600.

In Table 8-2, employees whose current annual salary falls in the 2nd quartile of the pay 
range and whose performance rates an average score receive a 6 percent merit pay increase. 
Employees whose current annual salary falls in the 1st quartile of the pay range and whose job 
performance is excellent receive a 12 percent merit pay increase. The term cell (as in spre adsheet 
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software programs such as Microsoft Excel) is used to reference the intersection of quartile rank-
ing and performance rating. Table 8-2 contains 20 cells.

EmployEES’ pErFormAncE rAtinGS Merit pay systems use performance appraisals 
to determine employees’ performance. Where merit pay systems are in place, an overall 
performance rating guides the pay raise decision. In Table 8-2, an employee receives any one 
of five performance ratings ranging from “Poor” to “Excellent.” As you can see when we hold 
position in pay range constant, pay raise amounts increase with level of performance. This 
pattern fits well with the logic underlying pay-for-performance principles—it recognizes higher 
performance with greater rewards.

EmployEES’ poSitionS within thE pAy rAnGE Employees’ positions within the pay range 
are indexed by quartile ranking, which, in Chapter 7, we described as a measure of dispersion. 
Again, quartiles allow compensation professionals to describe the distribution of data (i.e., in 
this case, hourly or annual base-pay amount) based on four groupings known as quartiles. In 
Table 8-2, the 1st quartile is the point below which 25 percent of the salary data lie (and above 
which 75 percent of the salary data are found), which is $25,000. In this example, 25 percent of 
the salary figures are less than or equal to $25,000 and 75 percent of these figures are greater 
than $25,000. The 2nd quartile is the point below which 50 percent of the salary data lie (and 
above which 50 percent of the salary figures are found), which is $40,000 for this example. 
The 3rd quartile is the point below which 75 percent of the salary figures lie (and above which 
25 percent of the salary figures are found), which is $55,000 for this example. The 4th quartile 
is the point below which all of the salary data lie, which is $70,000. The lower a person’s pay 
falls within its designated pay grade (e.g., the 1st quartile versus the 3rd quartile), the higher the 
percentage pay raise, all else being equal. Along those lines, the higher a person’s pay within its 
grade, the lower the percentage pay raise, all else being equal.

Holding performance ratings constant, compensation professionals reduce merit pay increase 
percentages as quartile ranks increase to control employees’ progression through their pay ranges. 
Pay grade minimums and maximums reflect both corporate criteria about the value of various 
groups of unlike jobs and may be dictated by budgeting. We’ll look at the issue of budgeting 
shortly. Let’s take the case of two employees whose performance ratings are identical but whose 

TaBLE 8-2 merit pay increase Grid

Performance Rating

excellent 
(%)

Above 
average (%)

Average 
(%)

Below  
average (%) poor (%)

Q4 1 $70,000

$65,000 5 3 1 0 0

$60,000

Q3 1 $55,000

$50,000 7 5 3 0 0

$45,000

Q2 1 $40,000

$35,000 9 7 6 2 0

$30,000

Q1 1 $25,000

$20,000 12 10 8 4 0

$15,000
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base pay places them in different quartiles of the pay grade (i.e., one in the 3rd quartile and the 
other in the 1st quartile). If these employees were to receive the same pay raise percentage, the 
base-pay rate for the employee in the 3rd quartile likely would exceed the maximum pay rate for 
the range more quickly than would the base-pay rate for the employee in the 1st quartile.

merit Pay increase Budgets
Now that we’ve considered the design principles for merit pay grids, we’ll take a closer look at 
budgetary considerations. Budgets limit the merit pay increase percentages in each cell. A merit 
pay increase budget is expressed as a percentage of the sum of employees’ current base pay. For 
instance, let’s assume that a company’s top financial officers and compensation professionals 
agree to a 5 percent merit pay increase budget. Let’s also assume that the sum of all employees’ 
current base pay is $10 million based on an employee population of 350. A 5 percent merit pay 
increase budget for this example equals $500,000, that is, 5 percent of the sum of all employees’ 
current base pay totaling $10,000,000 (5 percent × $10,000,000). In other words, the company 
will distribute $500,000 to increase current base pay of its employees. As described earlier, 
merit pay increases awarded to individual employees will vary according to performance level 
and position in the pay range; however, the total of the individual pay increases must not exceed 
the allotted merit pay increase budget, again, $500,000 in this example. As an aside, the typical 
merit pay increase budget today ranges between 2 and 3 percent for the small proportion of com-
panies that even have awarded pay increases in the past few years. This range is much lower than 
the average 4 percent increase in recent past years.

Compensation professionals begin plans for setting the merit increase pay grid within the 
estimated merit increase pay budget with the following six steps:

1. Compensation professionals ask managers and supervisors to indicate the percentage of em-
ployees who they expect will fall in each of the performance categories in the performance 
appraisal instrument. Managers will often use the actual distribution of employees based on 
recent past years as an estimate for budget planning. The sample merit pay grid illustrated 
in Table 8-2 lists five performance categories. For illustrative purposes, let’s assume the fol-
lowing performance distribution for employees:

•	 Excellent: 10 percent
•	 Above average: 20 percent
•	 Average: 40 percent
•	 Below average: 25 percent
•	 Poor: 5 percent

2. Compensation professionals rely on position in the pay range to determine the percentage of 
employees whose pay falls into each pay quartile. For example, let’s assume the following 
distribution of employees in each pay quartile:

•	 Q4: 20 percent
•	 Q3: 25 percent
•	 Q2: 40 percent
•	 Q1: 15 percent

In other words, 20 percent of employees earn pay that falls in the range from $55,000 
to $70,000 (4th quartile) in Table 8-2. Similarly, 25 percent of the employees earn pay that 
falls in the range from $40,000 to $55,000 (3rd quartile). The same rationale applies to the 
1st and 2nd quartiles.

3. Compensation professionals combine both sets of information to determine the percentage 
of employees who fall into each cell. The percentage of employees whose performance rat-
ing is excellent and whose base pay falls in the 4th quartile equals 2 percent (10 percent × 
20 percent). The sum of the cell percentages totals 100 percent.
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excellent (%) above average (%) average (%) Below average (%) poor (%)

Q4 10 × 20 = 2 20 × 20 = 4 40 × 20 = 8 25 × 20 = 5 5 × 20 = 1
Q3 10 × 25 = 2.5 20 × 25 = 5 40 × 25 = 10 25 × 25 = 6.25 5 × 25 = 1.25
Q2 10 × 40 = 4 20 × 40 = 8 40 × 40 = 16 25 × 40 = 10 5 × 40 = 2
Q1 10 × 15 = 1.5 20 × 15 = 3 40 × 15 = 6 25 × 15 = 3.75 5 × 15 = 0.75

4. Next, compensation professionals calculate the expected number of employees who 
fall into each cell. It is important to remember that this is the expected (versus actual) 
number of  employees because managers provide only an estimate of employees’ perfor-
mance  distribution. For this example, let’s assume that the company employs 350 people. 
The number of employees whose performance rating is excellent and whose base pay falls 
in the 4th quartile equals 7 (350 people × 2 percent).

 excellent Above Average  Average  Below average  Poor

Q4 350 × 2% = 7 350 × 4% = 14 350 × 8% = 28 350 × 5% = 17.5 350 × 1% = 3.5
Q3 350 × 2.5% = 8.75 350 × 5% = 17.5 350 × 10% = 35 350 × 6.25% = 21.875 350 × 1.25% = 4.375
Q2 350 × 4% = 14 350 × 8% = 28 350 × 16% = 56 350 × 10% = 35 350 × 2% = 7
Q1 350 × 1.5% = 5.25 350 × 3% = 10.5 350 × 6% = 21 350 × 3.75% = 13.125 350 × 0.75% = 2.625

5. Compensation professionals now distribute the merit increase budget amount ($500,000) to 
each cell based on the following formula:

Expected number of employees in cell × Desired pay increase for cell %  
× Current median pay level for the current quartile

We calculated the expected number of employees in each cell in the previous step. The 
desired pay increase amount is an estimate that we made (see Table 8-2). Compensation 
professionals usually specify these percentage amounts initially on pay-for-performance 
and equity considerations as described earlier (i.e., holding performance constant, individu-
als in higher pay quartiles receive smaller percentage increases than employees in lower pay 
quartiles). We calculate the median values as described in Chapter 7. Let’s assume for this 
example that the medians for each quartile are:

•	 Q4: $65,000
•	 Q3: $50,000
•	 Q2: $35,000
•	 Q1: $20,000

 excellent  Above Average  Average  Below average  Poor

Q4 7 × 5% × $65,000  
= $22,750

14 × 3% × $65,000  
= $27,300

28 × 1% × $65,000  
= $18,200

17.5 × 0% × $65,000  
= $0

0.5 × 0% × $65,000  
= $0

Q3 8.75 × 7% × $50,000  
= $30,625

17.5 × 5% × $50,000  
= $43,750

35 × 3% × $50,000  
= $52,500

21.875 × 0% × $50,000  
= $0

4.375 × 0% × $50,000  
= $0

Q2 14 × 9% × $35,000  
= $44,100

28 × 7% × $35,000  
= $68,600

56 × 6% × $35,000  
= $117,600

35 × 2% × $35,000  
= $24,500

7 × 0% × $35,000  
= $0

Q1 5.25 × 12% × $20,000  
= $12,600

10.5 × 10% × $20,000  
= $21,000

21 × 7% × $20,000  
= $29,400

13.125 × 4% × $20,000  
= $10,500

2.625 × 0% × $20,000  
= $0

The sum of expected merit pay increases equals $523,425.
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6. Compensation professionals check whether the expected merit increase total fits within the 
actual budgeted amount. In this example, the sum of expected increases exceeds the bud-
geted amount by $23,425 (i.e., $523,425 – $500,000). When the expected increase amount 
exceeds the budgeted amount, compensation professionals adjust the percentages in the 
cells with the following considerations in mind: lowering costs, recognizing performance 
differences, and considering equity.

Pay structures based on merit differ from sales compensation in at least two key ways. 
First, whereas sales compensation programs center on incentives that specify rewards an 
employee will receive for meeting a preestablished—often objective—level of performance, 
merit pay programs generally base an employee’s reward on someone else’s (most often the 
employee’s supervisor’s) subjective evaluation of the employee’s past performance. Second, 
in most instances, a sales employee’s compensation is variable to the extent that it is com-
posed of incentives. Under a merit pay system, an employee earns a base pay appropriate 
for the job (as discussed earlier in this chapter) that is augmented periodically with perma-
nent pay raises or one-time bonuses.

DESigning SaLES inCEnTivE 
COmPEnSaTiOn PLanS
Compensation programs for salespeople rely on incentives.20 Sales compensation programs 
can help businesses meet their objectives by aligning the financial self-interest of sales profes-
sionals with the company’s marketing objectives.21 By extension, sales compensation programs 
can help companies achieve strategic objectives by linking sales professionals’ compensation 
to fulfilling customer needs or other marketing objectives (e.g., increasing market share). Thus, 
sales compensation plans derive their objectives more or less directly from strategic marketing 
objectives, which, in turn, are derived from company competitive strategy. Particular sales objec-
tives include:22

•	 Improve sales productivity: More volume and profit from current investment in sales 
resources.
•	 New-customer sales volume
•	 New-product sales volume
•	 New balanced product-line sales
•	 Reduced “churn” among current customers

•	 Improve sales coverage of current customers: Regardless of industry, customers want 
flexibility, customization, faster response, and personalized service. To meet these require-
ments, market-leading companies improve the coverage of their current customers. This 
often means investments in new ways to interact with customers.
•	 Overall account volume
•	 Greater share of the account’s business
•	 Achievement of customer objectives
•	 More lines of business sold
•	 Account profitability

•	 Grow sales overall: Track the percentage of sales realized from the following:
•	 New direct customers
•	 New distribution channels
•	 New products

8-3. Summarize the 
features of sales 
compensation plan 
design.
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alternative Sales Compensation Plans
Companies usually use one of five kinds of sales incentive plans. The type of plan appropriate 
for any given company will depend on the company’s competitive strategy. The order of presen-
tation roughly represents the degree of risk (from lowest to highest) to employees.

•	 Salary-only plans
•	 Salary-plus-bonus plans
•	 Salary-plus-commission plans
•	 Commission-plus-draw plans
•	 Commission-only plans

SAlAry-only plAnS Under salary-only plans, sales professionals receive fixed base 
compensation, which does not vary with the level of units sold, increase in market share, or 
any other indicator of sales performance. From the employees’ perspective, salary-only plans 
are relatively risk-free because they can expect a certain amount of income. From a company’s 
perspective, salary-only plans are burdensome because the company must compensate its sales 
employees regardless of their achievement levels. Thus, salary-only plans do not fit well with the 
directive to link pay with performance through at-risk pay. Nevertheless, salary-only plans may 
be appropriate for such particular kinds of selling situations as:

•	 Sales of high-priced products and services or technical products with long lead times for sales
•	 Situations in which sales representatives are primarily responsible for generating  

demand, but other employees actually close the sales
•	 Situations in which it is impossible to follow sales results for each salesperson  

(i.e., where sales are accomplished through team efforts)
•	 Training and other periods when sales representatives are unlikely to make sales  

on their own

SAlAry-pluS-BonuS plAnS Salary-plus-bonus plans offer a set salary coupled with a bonus. 
Bonuses usually are single payments that reward employees for achievement of specific, 
exceptional goals. For a real estate agent, generating in excess of $2 million in residential sales 
for a 1-year period may mean earning a bonus totaling several thousand dollars.

SAlAry-pluS-commiSSion plAnS Commission is a form of incentive compensation based 
on a percentage of the selling price of a product or service. Salary-plus-commission plans 
spread the risk of selling between the company and the sales professional. The salary component 
presumably enhances a company’s ability to attract good employees and allows a company to 
direct its employees’ efforts to deter employees from undertaking tasks that do not lead directly 
to commissions (e.g., participating in further training or servicing accounts). The commission 
component serves as the employees’ share in the gains they generated for the company.

commiSSion-pluS-drAw plAnS Commission-plus-draw plans award sales professionals 
with subsistence pay or draws—money to cover basic living expenses—yet provide them with a 
strong incentive to excel. This subsistence pay component is known as a draw. Unlike salaries, 
however, companies award draws as advances, which are charged against commissions that sales 
professionals are expected to earn.

Companies use two types of draws. Recoverable draws act as company loans to employ-
ees that are carried forward indefinitely until employees sell enough to repay their draws. 
Nonrecoverable draws act as salary because employees are not obligated to repay the loans 
if they do not sell enough. Nonrecoverable draws clearly represent risks to companies because 
these expenses are not repaid if employee sales performance is lackluster. Companies that adopt 
nonrecoverable draws may stipulate that employees cannot continue in the employment of the 
company if they fail to cover their draw for a specified number of months or sales periods during 
the year. This arrangement is quite common among car salespeople.
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commiSSion-only plAnS Under commission-only plans, salespeople derive their entire 
income from commissions. Three particular types of commissions warrant mention. Straight 
commission is based on a fixed percentage of the sales price of the product or service. For 
instance, a 10 percent commission would generate a $10 incentive for a product or service sold 
that is priced at $100 and $55 for a product or service sold that is priced at $550.

Graduated commissions increase percentage pay rates for progressively higher sales vol-
ume. For example, a sales professional may earn a 5 percent commission per unit for sales vol-
ume up to 100 units, 8 percent for each unit from 101 to 500 units, and 12 percent for each unit 
in excess of 500 sold during each sales period.

Finally, multiple-tiered commissions are similar to graduated commissions, but with one 
exception. Employees earn a higher rate of commission for all sales made in a given period if 
the sales level exceeds a predetermined level. For instance, employees might earn only 8 percent 
for each item if total sales volume falls short of 1,000 units. If total sales volume exceeds 1,000 
units, however, then employees might earn a per-item commission equal to 12 percent for every 
item sold. Evidence encourages the use of multiple-tiered commissions because a pattern of 
higher performance was achieved prior to the use of these structures.23 Commission-only plans 
are well suited for situations in which:

•	 The salesperson has substantial influence over the sales.
•	 Low-to-moderate training or expertise is required.
•	 The sales cycle—the time between identifying the prospect and closing the sale—is short.

In contrast to salespeople on salary-only plans, commission-only salespeople shoulder all the 
risk: Employees earn nothing until they sell. Despite this risk, potential rewards are substantial, 
particularly with graduated and multiple-tiered commission plans.

Although commissions may fit well with cost-cutting measures, these incentives are not 
always the best tactic for compensating sales professionals. In fact, commission structures prob-
ably suffer from many of the same limitations of individual incentive plans that we discussed in 
Chapter 4 (e.g., competitive behaviors among employees). Moreover, some sales experts argue 
that commissions undermine employees’ intrinsic motivation to sell (i.e., their genuine interest 
for the challenge and enjoyment that selling brings). These experts argue that once salespeople 
have lost that intrinsic motivation, commissions act essentially as controls to maintain sales 
professionals’ performance levels. Said another way, such professionals may simply go through 
the motions in order to earn money without regard to quality and customer satisfaction.24 In 
addition, the younger generation appears to be more risk averse than older generations, which is 
making it difficult for companies to fill sales positions because members of the younger genera-
tion prefer higher certainty associated with earning base pay.25

For any sales compensation plan, it is critical that companies establish realistic total sales 
targets and individual performance standards. Beyond reasonable limits, it is possible that sales 
compensation plans will backfire. Consequences of such backfire include lower employee moti-
vation, unprofessional behavior, and compromised profits.

Sales Compensation Plans and Competitive Strategy
Sales plans with salary components are most appropriate for differentiation strategies. Under 
 salary-based sales plans, employees can count on receiving income. By design, salary plans 
do not require employees to focus on attaining sales volume goals or other volume indicators 
(e.g., market share). Sales professionals who receive salaries can turn their attention to addressing 
clients’ needs during the presale and servicing phases of the relationship. Salary-based sales com-
pensation applies to the sale and servicing of such technical equipment as computer networks, 
including the hardware (e.g., the individual computers and network server) and the software 
(e.g., applications programs such as Microsoft Excel or the Microsoft Windows operating system).

Commission-oriented sales compensation plans are best suited for lowest-cost strate-
gies because compensation expenditures vary with sales revenue. As a result, only the most 
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productive employees earn the best salaries. Commissions essentially represent rewards for 
“making the sale.” For example, real estate sales agents’ earnings depend on two factors: number 
of houses sold and their selling price. New-car salespersons’ earnings similarly depend on the 
number of cars sold and their selling price. In either situation, customers are likely to have ques-
tions and concerns following sales transactions. Many real estate sales companies employ real 
estate assistants at low salaries who mediate such buyers’ queries of the sellers as, “What grade 
of rock salt is most appropriate for the water softener apparatus?” Real estate assistants are often 
training to be full-fledged real estate agents, and they view low pay as a necessary trade-off for 
learning the ropes.

Regardless of competitive strategy, rapidly growing companies, including ones that 
acquire new businesses, run the risk of undermining competitive advantage. Cisco Systems 
faced this problem in its sales function because sales approaches and strategies within the 
company were decentralized. Communication across the businesses was poor and concerns 
about undermining sales performance increased. Cisco Systems implemented a sales center of 
excellence (COE) to help remedy this problem.26 COEs are established to serve as a capabil-
ity center for a specific area or focus. It allows management to maximize leverage and create 
alignment and consistency in how systems, methodologies, and business processes are devel-
oped and communicated.

Determining Fixed Pay and the Compensation mix
Managers must balance fixed and incentive pay elements to directly affect employee motivation. 
The mix depends mainly on three factors:

•	 Influence of the salesperson on the buying decision
•	 Competitive pay standards within the industry
•	 Amount of nonsales activities required

inFluEncE oF thE SAlESpErSon on thE BuyinG dEciSion For the most part, the more 
influence sales professionals have on “buying” decisions, the more the compensation mix will 
emphasize incentive pay. Salespeople’s influence varies greatly with the specific product or 
service marketed and the way these are sold. Many sales professionals assume an order-taker 
role, with little influence over purchase decisions. For example, salespeople in such large 
department stores as Best Buy have little influence over the merchandise for sale because these 
stores send their buyers to manufacturers to purchase lines of products that will be sold in their 
stores throughout the United States and beyond. Product display and promotional efforts are 
determined by store management.

On the other end of the spectrum, some employees serve as consultants to the client. For 
instance, when a company decides to invest in computerizing its entire worldwide operations, 
it may approach a computer manufacturer such as Dell to purchase the necessary equipment. 
Given the technical complexity of computerizing a company’s worldwide operations, the  client 
would depend on Dell to translate its networking needs into the appropriate configuration of 
hardware and software. These Dell sales professionals ultimately influence the purchaser’s deci-
sion to buy.

compEtitiVE pAy StAndArdS within thE induStry A company’s compensation mix must 
be as enticing as that offered by competitors if the company wants to recruit high-quality 
sales professionals. Industry norms and the selling situation are among the key determinants 
of compensation mix. For instance, competitive standards may dictate that the company must 
give greater weight to either incentive or fixed pay, which we addressed earlier. Incentive 
(commission) pay weighs heavily in highly competitive retail industries, including furniture, 
home electronics, and auto sales. Salary represents a significant pay component in such high 
entry-barrier industries as pharmaceuticals. In the case of pharmaceuticals, barriers to entry 
include the U.S. Food and Drug Administration regulations on testing new products that 
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significantly extend the time from product conception through testing to marketing for general 
use. Salary is an appropriate compensation choice because pharmaceutical companies face little 
risk of new competition.

Amount oF nonSAlES ActiVitiES rEquirEd In general, the more nonsales duties salespeople 
have, the more their compensation package should tend toward fixed pay. Some companies 
and products, for instance, require extensive technical training or customer servicing activities. 
An excellent example is again the pharmaceuticals industry. Sales professionals employed by 
such companies as Bristol-Myers Squibb, Eli Lilly and Company, and Merck & Company must 
maintain a comprehensive understanding of their products’ chemical compositions, clinical uses, 
and contraindications.

DESigning PERSOn-FOCUSED PROgRamS
As indicated in Chapters 3 and 4, merit pay and incentive pay represent job-based approaches 
to compensating employees. In Chapter 5, we discussed the importance of person-focused pay 
that many companies recognize. For this discussion, we use the terms knowledge and skills 
interchangeably, as the design features for both structures are virtually the same. In their purest 
form, person-focused programs reward employees for the acquisition of job-related knowledge 
(or skills, in the case of skill-based pay plans). In practice, companies are concerned with how 
much employees’ performance improves as a result of their newly acquired knowledge. Our 
focus in this section is on the latter.

A fundamental issue in person-focused programs is whether investments in training pro-
vide measurable payoffs to companies. The American Society for Training and Development, 
a premier professional organization of training and development professionals, offered some 
insight. Based on a research study involving approximately 2,500 companies, training invest-
ments are positively related to future total stockholder return, gross profit margin, and income 
per employee.27 In addition, executives within and outside the training function at IBM maintain 
that training programs have strategic value for companies.28

Establishing Skill Blocks
Skill (knowledge) blocks are sets of skills (knowledge) necessary to perform a specific job (e.g., 
typing skills versus analytical reasoning) or group of similar jobs (e.g., junior accounting clerk, 
intermediate accounting clerk, and senior accounting clerk). Table 8-3 contains an example of 
a knowledge block—building market-competitive compensation systems—discussed in the 
accompanying companion casebook Building Strategic Compensation Systems.

The number of skill blocks included in a person-focused structure can range from two to 
several. The appropriate number of blocks depends on the variety of jobs within a company. The 
development of skill blocks should occur with three considerations in mind.

First, the company must develop job descriptions, which we discussed in Chapter 6. Job 
descriptions should be treated as blueprints for the creation of a person-focused system. Well-
crafted job descriptions should facilitate the identification of major skills, the training programs 
employees need to acquire horizontal and vertical skills, and accurate measures of performance.

Second, individual jobs should be organized into job families, or groups of similar jobs such 
as clerical, technical, and accounting. The information conveyed within a job description should 
enable the plan developers to identify skills that are common to all jobs in the family and skills 
that are unique for individual jobs in the family. Based on these groupings, all tasks necessary to 
perform the jobs in a job family should be listed to facilitate the identification of the skills neces-
sary to perform the tasks.

Third, skills should be grouped into blocks. There are no hard-and-fast rules compen-
sation professionals can follow to determine skill blocks. A general guideline is that the 
blocked knowledge should relate to specific job tasks and duties. Referring again to Table 8-3, 

8-4. Describe the 
essentials of person-
focused pay program 
design.
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knowledge about the external environment and a company’s internal capabilities—two distinct 
sets of knowledge—together form the foundation of strategic analyses.

Transition matters
A number of initial considerations arise in the transition from using job-based pay exclusively to 
using person-focused programs as well. These issues include assessment of skills, alignment of 
pay with the knowledge structure, and access to training.29

SkillS ASSESSmEnt The skills assessment issue centers on who should assess whether 
employees possess skills at levels that justify a pay raise, on what basis assessments should be 
made, and when assessments should be conducted. Gaining employee trust is critical during 
the transition period because employees may view new systems as threats to job security. 
Some combination of peer and self-assessments, as well as input from known “experts” such as 
supervisors, therefore, might be essential. The important ingredients here are employee input 
and the expertise of supervisors and managers. In the case of knowledge assessment, paper-and-
pencil tests are useful tools.

Having established who should conduct assessments, on what basis should assessments be 
made? During the transition, companies use conventional performance measures that reflect 
employees’ proficiency in skills use, complemented by employees’ self-assessments. The use of 
both types of data is likely to increase an employee’s understanding of the new system as well as 
build faith in it, particularly when testimony and the more conventional performance measures 
converge.

A final assessment matter concerns timing. During transition phases, managers should 
assess employees’ performance more frequently to keep employees informed of how well they 
are doing under the new system. In addition, more frequent assessments should reinforce the key 
aim of pay for knowledge (i.e., to encourage employees to learn more). Performance feedback is 
essential for this process.

AliGninG pAy with thE knowlEdGE StructurE One of the most difficult tasks that 
managers face as they guide employees toward a person-focused system is aligning pay with the 
knowledge structure.30 This is often the case because most compensation surveys price whole 
jobs (e.g., surgeons) rather than specific knowledge or skill sets that make up particular jobs, 
such as jobs that require manual dexterity. (See the article by Judy Canavan listed in endnote 30, 
which addresses strategies for pricing skills.) Still, upon implementation of pay for knowledge, 
employees’ core compensation must reflect the knowledge or skills they have that the company 
incorporates into its person-focused structure. If employees’ actual earnings are more than what 
the person-focused system indicates, managers must develop a reasonable course of action so 
that employees can acquire skills that are commensurate with their current pay. If employees are 
underpaid, the company must provide pay adjustments as quickly as possible. The length of time 
required to make these necessary adjustments will depend on two factors: the number of such 
employees and the extent to which they are underpaid. With limited budgets, companies will 

TaBLE 8-3  knowledge Block: Building market-competitive  
compensation Systems

I. Strategic analyses

A. External market environment

B. Internal capabilities

II. Compensation surveys

A. Using published compensation survey data

B. Compensation surveys: Strategic considerations

C. Compensation survey data: Summary, analysis, and interpretation
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obviously require more extended periods as either the number of underpaid employees or the 
pay deficit increases.

AccESS to trAininG A final transition matter is access to training. Person-focused systems 
make training necessary, rather than optional, for those employees who are motivated for 
self-improvement. Companies that adopt pay for knowledge must therefore ensure that all 
employees have equal access to the needed training for acquiring higher-level skills. They must 
do so both to meet the intended aim of person-focused programs (i.e., to reward employees for 
enhancing their skills) and to address legal imperatives. Restricting access to training can lead to 
a violation of key laws (i.e., Title VII of the Civil Rights Act of 1964 and the Age Discrimination 
in Employment Act of 1967; see Chapter 2). Companies must also educate employees about 
what their training options are and how successful training will lead to increased pay and 
advancement opportunities within the company. In other words, employers should not assume 
that employees will necessarily recognize the opportunities that are available to them unless they 
are clearly communicated. Written memos, e-mails, and informational meetings conducted by 
HR representatives are effective communication media.

Training and Certification
Successful person-focused programs depend on a company’s ability to develop and implement 
systematic training programs. For many of the reasons cited in earlier chapters (i.e., intense 
domestic and global competition, rapid technological advancement, and educational deficits of 
new  workforce entrants), progressive companies in the United States have adopted a continuous 
learning philosophy, which, like person-focused pay programs, encourages employees to take 
responsibility for enhancing their skills and knowledge.31 Training clearly represents a key 
venue for continuous learning.

Because employees are required to learn new skills constantly, training becomes an 
 ongoing process. Companies implementing pay for knowledge typically increase the amount 
of classroom and on-the-job training.32 When training is well designed, employees should be 
able to learn the skills needed to increase their pay as well as the skills necessary to teach and 
coach other employees at lower skill levels. Accurate job descriptions are useful in determining 
 training needs and focusing training efforts.

Employers must make necessary training available to employees so they can progress 
through the person-focused system. A systematic method for ensuring adequate training cover-
age involves matching training programs with each skill block. Accessibility does not require 
that employers develop and deliver training themselves. Training that is developed and delivered 
by an agency not directly affiliated with the company (e.g., community college, vocational train-
ing institute, university, or private consultant) can be just as accessible when the employer inte-
grates the offering of these other sources with its person-focused program.

in-house or Outsourcing Training
The following criteria should be used to determine whether to develop and deliver training 
within the workplace or to outsource.33

Expertise Specialized training topics require greater expertise, and more generic topics require 
less expertise. Employers generally turn to in-house resources if they can draw on existing 
expertise. If in-house expertise is lacking, employers often seek an outside provider either to fill the 
need directly or to train individuals who become instructors. Employers usually rely on in-house 
expertise for employer- and product-specific training. Such training is governed by employer 
philosophies and procedures and is, therefore, not readily available in the external market.

Timeliness Employers often seek outside services if the in-house staff does not have adequate 
time to develop and deliver the program within the time frame requested. For example, Oracle, a 
business applications software development company, trains its clients on how to use the systems 
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it installs. Over time, client companies experience turnover, which often includes the departure 
of employees who are well trained to use installed Oracle systems. To maintain effective 
business operations, client companies require training on demand. PeopleSoft offers training on 
demand to its clients through different forms of media, including the Internet and DVDs.

Size of the Employee Population to Be Trained Employers typically rely on in-house 
resources for larger groups of employees. The major impetus behind this decision is economics. 
If there is a large demand for training, the program is more likely to be delivered more than once, 
resulting in economies of scale.

Sensitivity or Proprietary Nature of the Subject Matter Sensitive or proprietary 
training is defined as training used to gain a competitive advantage or training that gives access 
to proprietary, product, or strategic knowledge. Employers rarely issue security clearances to 
outside resources to provide training of this nature. If the area of the training is sensitive or 
proprietary, the training is likely to be done in-house regardless of the other factors just discussed.

cErtiFicAtion And rEcErtiFicAtion Certification ensures that employees possess at least a 
minimally acceptable level of skill proficiency upon completion of a training unit. If employees 
do not have an acceptable degree of skill, then the company quite simply wastes any skill-based 
compensation expenditure. Supervisors and coworkers, who are presumably most familiar with 
the intricacies of their work, usually certify workers. Certification methods can include work 
samples, oral questioning, and written tests.

Recertification, under which employees periodically must demonstrate mastery of all the 
jobs they have learned or risk losing their pay rates, is necessary to maintain the workforce 
 flexibility offered by a person-focused plan.34 The recertification process typically is handled by 
retesting employees, retraining employees, or requiring employees to occasionally perform jobs 
that use their previously acquired skills.

For example, the Society for Human Resource Management (SHRM) offers two types 
of professional certification: the SHRM-CP (CP: certified professional) and the SHRM-SCP 
(SCP: senior certified professional). Individuals with at least one year of HR work experi-
ence earn certification when they pass a comprehensive examination of knowledge in the HR 
domain. Because the field of HR knowledge changes over time, individuals with certification 
must periodically earn continuing education credits to maintain certification. Credits are earned 
through a wide variety of activities, including course and/or conference attendance, member-
ship in professional organizations, leadership with the association, teaching, speaking, writing, 
and projects completed on the job. This updating process is known as recertification.

Pay STRUCTURE vaRiaTiOnS
The principles of pay structure development reviewed previously apply to the majority of estab-
lished pay structures in companies throughout the United States. Broadbanding and two-tier pay 
structures represent variations to those pay structure principles.

Broadbanding

thE BroAdBAndinG concEpt And itS AdVAntAGES Companies may choose broadbanding 
to consolidate existing pay grades and ranges into fewer, wider pay grades and broader pay 
ranges.35 Figure 8-6 illustrates a broadbanding structure and its relationship to traditional 
pay grades and ranges. Broadbanding represents the organizational trend toward flatter, less 
hierarchical corporate structures that emphasize teamwork over individual contributions alone.36 
Some federal government agencies, including the Navy, the General Accounting Office, and the 
Central Intelligence Agency, began experimenting with the broadbanding concept in the 1980s 
to introduce greater flexibility to their pay structures. Some private sector companies began 

8-5. Summarize pay 
structure variations.
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using broadbanding in the late 1980s for the same reason. General Electric’s former plastics 
business is a noteworthy adopter of broadbanding.

Broadbanding uses only a few large salary ranges to span levels within the organization 
previously covered by several pay grades. Thus, HR professionals place jobs that were separated 
by one or more pay grades in old pay structures into the same band under broadbanding systems. 
For example, condensing three consecutive grades into a single broadband eliminates the hier-
archical differences among the jobs evident in the original, narrower pay grade configuration. 
Employees holding jobs in a single broadband now have equal pay potential, unlike employ-
ees in a multiple pay grade configuration. In addition, elimination of narrow bands broadens 
employees’ job duties and responsibilities.

Some companies establish broadbands for distinct employee groups within the organizational 
hierarchy (e.g., upper management, middle management, professionals, and staff). This approach 
reduces management layers dramatically, and it should promote quicker decision-making cycles. 
Other companies create broadbands on the basis of job families (e.g., clerical, technical, and 
administrative). Job–family-based bands should give employees broader duties within their job 
classes. Still others may set broadbands according to functional areas, collapsing across job 
families. For example, a broadband may be established for all HR specialists (i.e., training, com-
pensation, recruitment, and performance appraisal). These bands should encourage employees to 
expand their knowledge and skills in several HR functions.

Broadbanding shifts greater responsibility to supervisors and managers for administering 
each employee’s compensation within the confines of the broadbands. Because broadbands 
include a wider range of jobs than narrowly defined pay grades, supervisors have greater latitude 
in setting employees’ pay according to the tasks and duties they perform. Under traditional pay 
grades, employees receive pay and pay increases based on a limited set of duties stated in their 
job descriptions.

limitAtionS oF BroAdBAndinG Notwithstanding the benefits of broadbanding, it does possess 
some limitations. Broadbanding is not a cure-all for all compensation-related dysfunction within 
companies. For instance, broadbanding changes how compensation dollars are allocated, but not 
how much is allocated. Managers often think that flatter organizational structures reduce costs. 
To the contrary, broadbanding may lead to higher compensation expenses because managers 
have greater latitude in assigning pay to their employees. In fact, the federal government’s 
limited experience showed that broadbanding structures were associated with more rapid 
increases in compensation costs than traditional pay structures.37

Broadbanding also necessitates a trade-off between the flexibility to reward employees 
for their unique contributions and a perception among employees that fewer promotional 
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opportunities are available. This transition from multiple narrowly defined pay grades to 
fewer broadbands reduces organizational hierarchies that support job promotions. Employers 
and employees alike need to rethink the idea of promotions as a positive step through the job 
hierarchy.

Two-Tier Pay Structures

thE two-tiEr pAy SyStEm concEpt And itS AdVAntAGES Two-tier pay structures reward 
newly hired employees less than established employees. Under the temporary basis, employees 
have the opportunity to progress from lower entry-level pay rates to the higher rates enjoyed 
by more senior employees. Permanent two-tier systems reinforce the pay-rate distinction 
by retaining separate pay scales: Lower-paying scales apply to newly hired employees, and 
current employees enjoy higher-paying scales. Although pay progresses within each scale, the 
maximum rates to which newly hired employees can progress are always lower than more senior 
employees’ pay scales. Table 8-4 illustrates a typical two-tier wage structure.

Two-tier wage systems are more prevalent in unionized companies. For example, at Ford 
Motor Company, a two-tier wage structure will compensate new hires substantially less than 
other employees, including an hourly base rate that is $10 below the previous one.38

Labor representatives have reluctantly agreed to two-tier wage plans as a cost-control mea-
sure. In exchange for reduced compensation costs, companies have promised to limit layoffs. 
These plans represent a departure from unions’ traditional stance of single base-pay rates for all 
employees within job classifications.

Two-tier pay structures also enable companies to reward long-service employees while 
keeping costs down by paying lower rates to newly hired employees who do not have an 
 established performance record within the company. As senior employees terminate their 
employment (i.e., taking jobs elsewhere or retiring), they are usually replaced by workers who 
are compensated according to the lower-paying scale.

In 2015, Ford Motor Company’s management decided to hire approximately 1,500 new 
hourly employees because of increased business demand.39 The collective bargaining agreement 
between the company and the United Auto workers, set to expire at the end of 2015, limited the 
number of employees who can be paid at the lower-tier wage to 20 percent of the unionized 

TaBLE 8-4 two-tier wage Structures

typical Base rate

assembler ($) tool & Die ($)

Base Rate—Contract End 26.86 31.52

COLA Fold-In 1.19 1.19

New Agreement Base 28.05 32.71

Beginning COLA Float 1.06 1.06

Base Rate Plus COLA 29.11 33.77

lump sum examples

assembler ($) tool & Die ($)

October 2014 Settlement Bonus 3,000 3,000

September 2015 Performance Bonus (3%) 2,171 2,534

September 2016 Performance Bonus (4%) 2,894 3,377

September 2017 Performance Bonus (3%) 2,170 2,533

Note: Based on a standard 2,080-year, plus 10 percent overtime, with projected COLA 
adjustments based on inflation averaging 2.44 percent.
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hourly workforce. As a result, the company has been moving hundreds of workers from lower-
tier (entry) wages to a higher pay rate.

limitAtionS oF two-tiEr pAy StructurES A potentially serious limitation of two-tier plans is 
that the lower pay scale applied to newly hired workers may restrict a company’s ability to recruit 
and retain the most highly qualified individuals. Resentment can build among employees on the 
lower tier toward their counterparts on the upper tier, which may lead to lower-tier employees’ 
refusal to perform work that extends in any way beyond their job descriptions. Such resentment 
may lead employees on the upper tier to scale back their willingness to take on additional work 
to the extent that they perceive pay premiums are not sufficiently large to compensate for extra 
duties. In addition, opponents of two-tier wage systems contend that pay differentials cause 
lower employee morale. Finally, conflict between the tiers may lead to excessive turnover. When 
high performers leave, then the turnover is dysfunctional to the company and can have long-term 
implications for productivity and quality.

As a line manager or HR manager, you will be faced with the 
challenge of determining which pay structures best suit the 
employee populations you serve. Regardless of the specifics 
of the plan (several specific plans are covered in this chapter), 
there are general guidelines that should be followed to build 
the link between the pay structure and the successful recogni-
tion of employee contributions. As you are educated by com-
pensation specialists, you will provide senior executives with 
recommendations that appropriately identify correct incentives 
and produce desired behaviors.

Action checklist for line managers and HR—
keeping the focus on employees as structures 
are built

hr takes the lead

•	 Assess the organization, and identify factors that will 
determine the pay structures within the organization 
(e.g., hourly versus salaried and geographic location). Line 
managers help in this assessment and provide additional 
insight to identify the correct factors.

•	 Partner with compensation specialists to group employees 
into pay grades that are determined by some similarity in 

the work they produce; corresponding ranges will also be 
established for each grade.

•	 Compensation specialists conduct market analyses to cer-
tify that current employees are being compensated at the 
right levels and that offers are being made to prospective 
employees that are comparable to the offers made by 
competitors (retain and attract top talent).

line managers take the lead

•	 Communicate with HR regarding behaviors in employee 
population—HR and line managers work together to 
ensure that the compensation and benefits incentives are 
continuing to target the correct behaviors. HR carefully con-
siders subtle changes to the system in face of market pres-
sures or new leadership and direction within the company.

•	 Employees will continue to progress within the grade 
in which they have been placed, receiving pay increases 
(as determined by line manager in consultation with HR) 
commensurate with their individual performance— 
compensation specialists will work with HR to ensure 
that, with these merit increases, equity still exists in 
the grade and that the percentage increases in pay 
 correspond with superior levels of performance.

 C O m P E n S aT i O n  i n  aC T i O n

Market analysis is
conducted to maintain 

competitiveness 

Identify compensable
factors that will

serve as basis for  
pay structure

Continue monitoring to ensure 
the correct behaviors are being 

rewarded—changes 
made as appropriate  

Pay increases remain in
same range and retain 

equity within grade 

Pay grades and
corresponding ranges are 

established for each 
structure 
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MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

Summary
learning objective 1: Pay structures assign differ-
ent pay rates for jobs of unequal worth and provide the 
framework for recognizing differences in individual 
employee contributions. Compensation professionals 
develop pay structures based on five steps: deciding 
on a number of pay structures, determining the market 
pay line, defining pay grades, calculating pay ranges for 
each pay grade, and evaluating the results.

learning objective 2: Merit pay systems reward 
employees for past performance. The key considerations 
include merit increase amounts, timing of increases, 
recurring versus nonrecurring increases, present level of 
base pay, merit pay grid design, and merit pay increase 
budget.

learning objective 3: The main components of sales 
incentive compensation plans is the choice of commis-
sion, bonus, salary, and the mix of these elements.

learning objective 4: Person-focused pay programs 
require consideration of skill blocks establishment, tran-
sition matters from job-based plans, and training and 
certification.

learning objective 5: Two common pay structure 
variations include broadbanding and two-tier pay struc-
tures. Broadbanding consolidates existing pay grades 
and ranges into fewer, wider pay grades and broader 
pay ranges. Two-tier pay structures reward newly hired 
 employees less than established employees.

MyManagementLab
 ChaPTER QUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Quiz! and see what you’ve learned.
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CaSE 
a new sales representative

 An additional Supplemental Case can be found on MyMangementLab.

After 10 years in business, John Shurtman has determined that it is time to hire a sales representative. As 
the founder and president of United Fleet Service (UFS), John has been the main driver of new business 
sales for the company. However, as UFS has grown, John has found that he must spend more time on plan-
ning and administration, leaving little time to generate new sales leads or call on potential customers.

UFS provides maintenance, mechanical repair services, and body repair services to organizations that 
maintain fleets of large vehicles. UFS customers include mostly school districts that own bus fleets and 
municipalities that own fleets of fire and police vehicles. While UFS has a strong hold on these public 
 sector organizations, John sees many opportunities for expansion through targeting other potential custom-
ers such as utility companies and commercial trucking companies.

UFS has several competitors in its geographic area, but none provide as comprehensive a service as 
UFS. For example, several competitors provide mechanical repair services, but do not provide body repair 
services; on the other hand, several competitors provide body repair services, but do not provide mechani-
cal repair services. UFS also has a reputation for high-quality repairs and fast turnaround times on service. 
With these strengths in mind, John is convinced that an effective sales representative that can take the time 
to contact and develop relationships with potential customers can help lead the organization to expansion.

John has experienced steady growth over the past 10 years, acquiring just two or three new customers 
each year. Leads on potential new customers have come primarily through referrals from current custom-
ers. John personally called on the leads to secure sales. Once a target was established as a customer, John 
handed the customer account over to a service advisor. The service advisor’s role is to process incoming 
vehicles and communicate work progress with customers. Service advisors are also encouraged to gener-
ate new sales from current customers by suggesting add-on services or establishing ongoing maintenance 
schedules. Due to increased volume growth, the service advisors have had little time to develop more 
significant relationships with customers. Because of this, UFS has missed out on many add-on sales 
opportunities.

Therefore, John plans to hire a new sales representative to both call on new customers and develop bet-
ter relationships with current customers. Cultivating new customers will require cold-calling on potential 
customers as well as following up on referrals from current customers. Because most companies that have 
vehicle fleets establish contractual relationships with mechanical service providers, some new custom-
ers may take a long time to acquire. That is, the sales representative may have to interact with a potential 
new customer over an extended period of time until the company’s contract with another service provider 
expires.

Discussion Questions
 8-1. Respond to the following statement: “Pay grades 

limit a company’s ability to achieve competitive 
advantage.” Do you agree? Provide a rationale 
for your position.

 8-2. Two employees perform the same job, and each 
received exemplary performance ratings. Is it 
fair to give one employee a smaller percentage 
merit increase because his pay falls within the 
3rd quartile but give a larger percentage merit 
increase to the other because his pay falls within 
the 1st quartile? Please explain your answer.

 8-3. Describe some ethical dilemmas sales 
 professionals may encounter. How can sales 
compensation programs be modified to minimize 
ethical dilemmas?

 8-4. React to the statement: “Merit pay grids have the 
potential to undermine employee motivation.” 
Please discuss your views.

 8-5. Compression represents a serious dysfunction of 
pay structures. Discuss some of the major ramifi-
cations of compression. Also, discuss how com-
panies can minimize or avoid these ramifications.
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Working with current customers will require significant interaction with the service advisors to 
 understand each customer’s past history of services and identify opportunities to increase the number and 
frequency of services provided. Growing business from current customers will also require spending time 
developing relationships with each customer.

Before he begins recruiting for this position, John must determine how to compensate the new sales 
representative. He’s researched market rates for sales representatives in his industry and has a targeted sal-
ary range, but he wants to make sure that the compensation plan provides enough incentive to both secure 
new sales and spend time developing relationships with current customers.

Questions:
 8-6. What are the sales objectives for the new sales representative?
 8-7. What role will the compensation design play in motivating the new sales 

representative?
 8-8. What kind of sales incentive plan do you recommend? Why?

Crunch the numbers! 
Calculating pay range minimums, maximums,  
and pay range overlap

 an additional Crunch the numbers! exercise can be found on mymanagementlab.com

You have been assigned to calculate the pay range minimum and maximum values for two pay grades as 
well as the overlap between these two pay ranges.

Questions:
 8-9. Pay Range A: For a pay range midpoint equal to $47,500, calculate the minimum and maximum 

pay values for a 15 percent range spread.
 8-10. Pay Range B: For a pay range midpoint equal to $53,750, calculate the minimum and maximum 

pay rates for a 25 percent range spread.
 8-11. What is the overlap between pay range A and pay range B?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 8-12. How should companies address red circle rates for high performers and low 
 performers, respectively?

 8-13. Briefly discuss designing job-based pay systems (e.g., merit pay, sales incentive pay) 
and person-focused programs. What considerations arise when making a transition 
from using a job-based pay system to using a person-focused plan?

 8-14. MyManagementLab Only – comprehensive writing assignment for this chapter.
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EmployEE BEnEfits IV

Where We Are Now:
PART III, DESIGNING COMPENSATION SYSTEMS, explained the concepts and  methods 

to build compensation systems that meet important goals of compensation profession-

als, including internal consistency, market competitiveness, and recognition of employee 

contributions. Our focus was on core compensation issues. We do know that employee 

benefits represent an important component of total compensation. Now we turn to 

the myriad employee benefits – discretionary benefits, and legally-required benefits. We 

also give attention to designing and planning the benefits program in the discretionary 

benefits chapter.

In PART IV, WE WILL COVER

Chapter 9  DIscretIoNAry BeNefIts

Chapter 10 LegALLy requIreD BeNefIts

MyManagementLab® 
 You can access the CompAnalysis Software to complete the online Building Strategic 

Compensation Systems Project by logging into www.mymanagementlab.com.

http://www.mymanagementlab.com
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9 Discretionary Benefits

Today, discretionary benefits represent a significant cost to companies. In 2014, on average, 
companies spent nearly $15,000 per employee.1 For the same period, discretionary benefits 
 accounted for nearly 23 percent of employers’ total payroll costs.

As the term implies, discretionary benefits are offered at the will of company management. 
Discretionary benefits fall into three broad categories: protection programs, paid time off, and 
 services. Protection programs provide family benefits, promote wellness, and guard against 
 income loss caused by such catastrophic factors as disability, serious illness, or death. Retirement 
plans assist employees to accumulate wealth as an income source throughout retirement. Paid time 
off, not surprisingly, provides employees time off with pay for such events as vacations. Services 
provide such enhancements as tuition reimbursement and day care assistance to  employees and 
their families.

origins of DisCrEtionary BEnEfits
In the past several decades, firms have offered a tremendous number of both legally required and 
discretionary benefits. In Chapter 10, we will discuss how the growth in legally required benefits 
from a select body of federal and state legislation developed out of social welfare philosophies. 
Quite different from these reasons are several factors that have contributed to the rise in discre-
tionary benefits.

9-1. Discuss the  
origins of discretion ary 
benefits.

learning objectives

When you finish studying this chapter, you should be able to:
9-1. Discuss the origins of discretionary benefits.
9-2. Explain the three categories of discretionary benefits.
9-3. Summarize legislation that pertains to discretionary benefits.
9-4. Discuss the fundamentals of designing and planning the benefits program.
9-5. Explain the benefits and costs of discretionary benefits.

 ChaptEr Warm-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.
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The rise of retirement plans, in particular, pension plans, appeared as one of the first signs 
in the use of discretionary benefits. According to the Employee Benefit Research Institute,2 the 
first pension plan in the United States was established in 1759 to benefit widows and children of 
Presbyterian ministers. In 1875, the American Express Company established a formal pension 
plan. From that point until World War II, pension plans were adopted primarily in the railroad, 
banking, and public utility industries. The most significant growth occurred after the favorable 
tax treatment of pensions was established through the passage of the Revenue Act of 1921, and 
government-imposed wage increase controls during World War II in the early 1940s led more 
companies to adopt discretionary employee benefits.

Because of the government-imposed wage freezes, companies invested in expanded discre-
tionary benefits offerings as an alternative to pay hikes as a motivational tool. As a result, many 
companies began to offer welfare practices. Welfare practices were “anything for the comfort 
and improvement, intellectual or social, of the employees, over and above wages paid, which is 
not a necessity of the industry nor required by law.”3 Moreover, companies offered employees 
welfare benefits to promote good management and to enhance worker productivity.

The opportunities for employees through welfare practices varied. For example, some 
employers offered libraries and recreational areas, and others provided financial assistance for 
education, home purchases, and home improvements. In addition, employers’ sponsorships of 
medical insurance coverage became common, which, until the Patient Protection and Affordable 
Care Act of 2010, was made on a discretionary basis.

Quite apart from the benevolence of employers, employee unions also directly contributed 
to the increase in employee welfare practices through the National Labor Relations Act of 1935 
(NLRA), which legitimized bargaining for employee benefits. Even today, union workers tend to 
have greater access to discretionary benefits than do nonunion employees.4 Table 9-1 illustrates 
some of the differences in particular benefits between nonunion and union employees as well as 
by major occupational groups, and full- and part-time work status.

Unions also indirectly contributed to the rise in discretionary benefits offerings in nonunion 
settings. As we discussed in Chapter 2, nonunion companies often fashion their employment 
practices after union companies as a tactic to minimize the chance that their employees will seek 
union representation5 and may offer their employees benefits that are comparable to the benefits 
received by employees in union shops.

taBlE 9-1  Percentage of Workers with Access to Selected Employee Benefits in  
Private Industry: March 2014

Worker Characteristics Vacation
sick�

Leave
Retirement 

Plans

Employee-
Assistance 

Plans

on-site� 
and�off-site�
Child Care

Wellness 
Programs

flexible� 
Workplace

Total 77 61 65 54 11 39 6

Management occupations 88 82 80 54 17 54 17

Production, transporta-
tion, and material-moving  
occupations

82 56 70 49  5 32  5

Service occupations 55 40 38 38  8 24  8

Full-time 91 74 74 59 12 43 12

Part-time 35 24 37 38  6 25  6

Union 91 70 92 77 16 50 16

Nonunion 75 60 62 50 10 37 10

Source: Based on U.S. Bureau of Labor Statistics. (2014). National Compensation Survey: Employee Benefits in the United States,  
March 2014 (Bulletin 2779). Available: www.bls.gov, accessed March 11, 2015.

http://www.bls.gov
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Through many decades, discretionary benefit offerings were based on a relatively homog-
enous workforce, characterized by males who were the sole bread winners and provided for 
their wives and children. In recent decades, the labor force has become more diverse in terms of 
age, gender, race, ethnicity, and definition of families based on same-sex civil unions and mar-
riage.6 Increasing diversity has given rise to flexible benefit plans, which we discuss later in this 
chapter. According to the U.S. Bureau of Labor Statistics, labor force diversity will continue to 
increase. A standardized, one-size-fits-all employer-sponsored benefits program is most effec-
tive when the workforce is relatively similar in terms of needs and preferences.

For example, let’s assume a company’s workforce has 60 percent women and 40 percent 
men. Most of the women are of child-bearing age and most of the men range in age between 
their 50s and 60s. One could reasonably expect that there will be substantial differences in the 
needs and preferences for benefits. Chances are that most of the women in this example may 
place a high value on day care benefits while most of the men will not have a need for such 
 benefits because their children are likely to be near or at adulthood.

CatEgoriEs of DisCrEtionary BEnEfits
Several benefits practices fall into the category of discretionary employee benefits. We can 
explore these practices by recognizing the three broad goals employers hope to achieve when 
offering discretionary benefits: protection, paid time off, and services to enhance work and life 
experiences.

protection programs
Three important discretionary protection programs include disability insurance, life insurance, 
and retirement programs. Until recently, employer-sponsored health insurance benefits were 
offered on a discretionary basis, falling into the protection category. Since the passage of the 
Patient Protection and Affordable Care Act of 2010, the government has imposed an employer 
mandate for health insurance. As such, we will review health insurance as a legally required 
benefit in Chapter 10.

DISABILITY INSuRANCE Disability insurance replaces income for employees who become 
unable to work because of sicknesses or accidents. Employees unfortunately need this kind of 
protection. At all working ages, the probability of being disabled for at least 90 consecutive days 
is much greater than the chance of dying while working; one of every three employees will have 
a disability that lasts at least 90 days.7

Employer-sponsored or group disability insurance typically takes two forms. The first, 
short-term disability insurance provides benefits for a limited time, usually less than 
6 months.8 Approximately 40 percent of private sector workers had access to employer-
sponsored short-term disability plans in 2014.9 Access was greater in more hazardous work 
environments, such as manufacturing, where approximately 63 percent of workers had 
 access. The second, long-term disability insurance provides benefits for extended periods 
between 6 months and life. Approximately 34 percent of private sector workers had access 
to employer-sponsored short-term disability plans in 2014.10 Access was greater in more 
hazardous work environments, such as manufacturing, where approximately 44 percent of 
workers had access.

Disability criteria differ between short- and long-term plans. Short-term plans usually 
consider disability as an inability to perform any and every duty of the disabled person’s occu-
pation. Long-term plans use a more stringent definition, specifying disability as an inability to 
engage in any occupation for which the individual is qualified by reason of training, education, 
or experience.

9-2. Explain the 
three categories of 
discretionary benefits.
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Short-term disability plans classify short-term disability as an inability to perform the  duties 
of one’s regular job. Manifestations of short-term disability include the following temporary 
(short-term) conditions:

•	 Recovery from injuries
•	 Recovery from surgery
•	 Treatment of an illness requiring any hospitalization
•	 Pregnancy—the Pregnancy Discrimination Act of 1978 mandates that employers treat 

pregnancy and childbirth the same way they treat other causes of disability (Chapter 2)

Most short-term disability plans pay employees 60 to 70 percent of their pretax salary on a 
monthly or weekly basis.11 Many companies set a maximum benefit amount. In 2014, the typi-
cal maximum annual benefit amount was $2,400.

Three additional features of short-term disability plans include the preexisting condition 
clause, two waiting periods, and exclusions of particular health conditions. Similar to health insur-
ance plans, a preexisting condition is a mental or physical disability for which medical advice, 
diagnosis, care, or treatment was received during a designated period preceding the beginning of 
disability insurance coverage. The designated period is usually any time prior to employment and 
enrollment in a company’s disability insurance plan. Insurance companies impose preexisting con-
ditions to limit their liabilities for disabilities that predate an individual’s coverage.

Two waiting periods include the preeligibility period and an elimination period. The 
 preeligibility period spans from the initial date of hire to the time of eligibility for coverage 
in a disability insurance program. Once the preeligibility period has expired, an elimination 
period refers to the minimum amount of time an employee must wait after becoming disabled 
before disability insurance payments begin. Elimination periods exclude insignificant illnesses 
or  injuries that limit a person’s ability to work for just a few days.

Short-term disability plans often contain exclusion provisions. Exclusion provisions list 
the particular health conditions that are ineligible for coverage. Disabilities that result from self-
inflicted injuries are almost always excluded. Short-term disability plans often exclude most 
mental illnesses or disabilities due to chemical dependencies (e.g., addictions to alcohol or ille-
gal drugs). Many employers support addicted workers through employee assistance programs, 
which we will discuss shortly.

Long-term disability insurance provides a monthly benefit to employees who, due to illness 
or injury, are unable to work for an extended period of time. Payments of long-term disability 
benefits usually begin after three to six months of disability and continue for a specified number 
of months. Payments generally equal a fixed percentage of pre-disability earnings, most typi-
cally, 50 to 60 percent.12

Long-term disability insurance companies rely on a two-stage definition for long-term dis-
ability. Long-term disability initially refers to illnesses or accidents that prevent an employee 
from performing his or her “own occupation” over a designated period. The term own occupa-
tion applies to employees based on education, training, or experience. After the designated 
period elapses, the definition becomes more inclusive by adding the phrase “inability to perform 
any occupation or to engage in any paid employment.” The second-stage definition is consistent 
with the concept of disability in workers’ compensation programs (Chapter 10). There are four 
types of disabilities: temporary total, permanent total, temporary partial, and permanent partial.

Full benefits usually equal 50 to 70 percent of monthly pretax salary, subject to a maximum 
dollar amount. As for short-term plans, the monthly maximum may be as high as $5,000. Long-
term benefits are generally subject to a waiting period of anywhere from 6 months to 1 year and 
usually become active only after an employee’s sick leave and short-term disability benefits have 
been exhausted.

Long-term disability plans also include preexisting condition and exclusion clauses. These 
are similar to the provisions in short-term disability plans. Long-term plans impose two waiting 
periods: preeligibility period and elimination period. The preeligibility periods for short- and 
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long-term plans are usually identical. When companies offer both plans, the elimination period 
expires upon the exhaustion of short-term benefits. As discussed earlier, long-term plans become 
effective immediately following the end of short-term benefit payments, making the elimination 
period virtually nonexistent. When companies offer long-term plans only, the elimination period 
runs three to six months following a disability.

Both short- and long-term disability plans may duplicate disability benefits mandated by the 
Social Security Act and state workers’ compensation laws (Chapter 10). These employer-sponsored 
plans generally supplement legally required benefits. Employer-sponsored plans do not replace dis-
ability benefits mandated by laws – workers’ compensation and disability benefits through the Social 
Security Act of 1935, which we will discuss in Chapter 10.

LIfE INSuRANCE Employer-provided life insurance protects employees’ families by paying a 
specified amount to an employee’s beneficiaries upon the employee’s death. Most policies pay 
a fixed multiple of the employee’s salary. Customarily, the multiple equals one to two times 
an employee’s annual salary. Employer-sponsored life insurance plans also frequently include 
accidental death and dismemberment claims, which pay additional benefits if death was the result 
of an accident or if the insured incurs accidental loss of a limb. In 2014, approximately 57 percent 
of private sector employees had access to employer-sponsored life insurance protection.13

There are three kinds of life insurance: term life insurance, whole life insurance, and universal 
life insurance. Term life insurance, the most common type offered by companies, provides protec-
tion to employees’ beneficiaries only during a limited period based on a specified number of years 
(e.g., 5 years) subject to a maximum age (e.g., 65 or 70). After that, insurance protection automati-
cally expires. Neither the employee nor his or her beneficiaries receives any benefit upon expiration.

Whole life insurance pays an amount to the designated beneficiaries of the deceased 
employee, but unlike term policies, whole life plans do not terminate until payment is made to 
beneficiaries. As a result, whole life insurance policies are substantially more expensive than are 
term life policies, making the whole life insurance approach an uncommon feature of employer-
sponsored insurance programs. From the employee’s or his or her beneficiary’s perspective, 
whole life insurance policies combine insurance protection with a savings (or cash accumulation 
plan). That is, a portion of the money paid to meet the policy’s premium will be available in the 
future. The amount will be augmented with a low fixed annual interest rate of usually no more 
than two or three percent. Universal life insurance combines features of term life insurance and 
whole life insurance. The insured may shift money between the insurance and savings compo-
nents of the policy, making this a more flexible alternative to whole life insurance.

RETIREMENT PROGRAMS Retirement programs provide income to employees and their 
beneficiaries during some or all of their retirement. Individuals may participate in more than one 
program simultaneously where employers offer this option. Companies establish retirement or 
pension plans following one of three design configurations: a defined benefit plan (commonly 
referred to as pension plan), a defined contribution plan, or hybrid plans that combine features 
of traditional defined benefit and defined contribution plans. According to the U.S. Bureau of 
Labor Statistics, nearly 55 percent of workers employed in the private sector participated in at 
least one company-sponsored retirement plan from 1992–1993.14 In 2014, the participation rate 
has increased to approximately 65 percent as displayed in Table 9-1.15 However, there has been 
a noticeable decrease in participation rates for defined benefit plans over the past several years. 
In 1992–1993, 32 percent of private sector employees participated in defined contribution plans, 
and slightly fewer participated in defined benefit plans.16 In 2014, 60 percent participated in 
defined contribution plans, but only 19 percent participated in defined benefit plans.17

Defined benefit plans guarantee retirement benefits specified in the plan document. This 
benefit is usually expressed in terms of a monthly sum equal to a percentage of a participant’s 
preretirement pay multiplied by the number of years he or she has worked for the employer. 
Employees typically forfeit their benefits if they leave their employer before meeting a minimum 
age and years of service requirement. Although the benefit in these plans is fixed by a formula, 
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the level of required employer contributions fluctuates from year to year. The level depends on 
the amount necessary to make certain that benefits promised will be available when participants 
and beneficiaries are eligible to receive them. One of the reasons for the decline in defined ben-
efit plans is increasing longevity. On average, a 65-year old man will live to be 86.6 years old 
and a 65-year-old woman will live to be 88.8 years old.18 Longevity increases an employer’s 
necessary to ensure that these plans have sufficient funds to support longer-living retirees.

Annual benefits are usually based on age, years of service, and final average wages or sal-
ary. Retirement plan formulas specify annual retirement benefits as a percentage of final average 
salary. Table 9-2 illustrates these percentages for one retirement plan based on age and years of 
service. Looking at this table, let’s assume Mary retires at age 59 with 35 years of service. Let’s 
also assume her final average salary is $52,500. Mary multiplies $52,500 by the annual percent-
age of 68.20 percent. Her annual benefit is $35,805.00 ($52,500 * 68.20 percent).

Under defined contribution plans, employees have the option to make regular contributions 
to separate accounts in their names, based on a formula contained in the plan document. Formulas 
typically call for employers to contribute a given percentage of compensation annually with these 
funds automatically deducted from pay in equal amounts. Employers invest these funds on behalf 
of the employee, choosing from a variety of investment vehicles such as company stocks, diver-
sified stock market funds, or federal government bond funds. Most often employees are given a 
choice of investment vehicles based on the guidelines established by the employer.

Oftentimes, employers contribute money to defined contribution plans in the form of a com-
pany match. A recent survey revealed that 92 percent of companies made matching contribu-
tions to defined contribution plans. Company matches are typically expressed as a percentage of 
an employee’s contribution, up to a limit, and this amount varies according to employer policy. 
When company matches are made, a company may provide a 50 percent match ($0.50 per dollar 
contributed by the employee) in the range of three to six percent of the salary. In other words, 
a company will not provide matching contributions for employee contributions below 3 percent 
or above 6 percent of salary. This approach challenges employees to save as much as possible.

taBlE 9-2 Annual Retirement Benefits for a Defined Benefit Plan

Age
years�of�service 60 59 58 57 56 55

  5 … … … … … …

  6 … … … … … …

  7 … … … … … …

  8 13.36 12.56 11.76 10.96 10.15  9.35

  9 15.03 14.13 13.23 12.32 11.42 10.52

 10 16.70 15.70 14.70 13.69 12.69 11.69

.

.

.

.

 35 68.20 68.20 68.20 68.20 68.20 68.20

 36 70.50 70.50 70.50 70.50 70.50 70.50

 37 72.80 72.80 72.80 72.80 72.80 72.80

 38 75.10 75.00 75.00 75.00 75.00 75.00

 39 77.40 75.00 75.00 75.00 75.00 75.00

 40 79.70 75.00 75.00 75.00 75.00 75.00

+40 80.00 75.00 75.00 75.00 75.00 75.00
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Defined contribution plans specify rules for making contributions. Unlike defined benefit 
plans, defined contribution plans do not guarantee particular benefit amounts. Participants bear 
the risk of possible investment gain or loss. Account balances mainly depend on several factors, 
including contribution amounts, company matches, and investment performance. Compared to 
defined benefit plans, defined contribution plans are portable. That is, an employee is able to 
take the balance of the account from employer to employer.

The Internal Revenue Code (IRC), which is the body of tax regulation in the United 
States, sets annual contribution amounts to these plans on a pretax basis. That is, contributions 
are not subject to income tax. Annual addition refers to the annual maximum allowable contri-
bution to a participant’s account in a defined contribution plan. In 2015, annual additions were 
limited to the lesser of $53,000, or 100 percent of the participant’s compensation mainly based 
on the sum of employer and employee contributions.19 Of the annual addition, an employee’s 
contribution was limited to $18,000 ($24,000 for employees age 50 or above) or 100 percent of 
salary, whichever is less. Withdrawals in retirement are taxed.

There are a variety of defined contribution plans. The most common are 401(k) plans, Roth 
401(k) plans, and deferred profit sharing plans. Section 401(k) plans are retirement plans named 
after the section of the IRC that created them. Following the previous description of defined 
contribution plans, 401(k) plans enable employees and employers to defer part of employee 
compensation to an employee’s account. Only private sector employers are eligible to sponsor 
401(k) plans. The IRC established Roth 401(k) plans in 2006. These plans are similar to 401(k) 
plans, but there are two noticeable differences. First, employee contributions are taxed at the 
individual’s income tax rate. Second, upon retirement, employee withdrawals are not taxed. 
Roth 401(k) plans are becoming an increasingly popular offering to help employees manage the 
uncertainty of possible changes in future income tax rates. For example, it is difficult to predict 
what income tax rates will be when an individual retires. The rates could be equal to, lower than, 
or greater than current income tax rates. Higher future income tax rates would require greater 
withdrawal amounts to meet retirees’ needs. Higher withdrawal rates would lower the value of 
a 401(k) plan more quickly, affecting the number of years in which available funds will provide 
income. Similar to 401(k) plans are Section 403(b) plans and Section 457 plans. 403(b) plans 
may be offered to employees of government and tax-exempt groups, such as schools, hospitals 
and churches. Section 457 plans apply to state government employees.

Companies set up profit sharing plans to distribute money to employees. Companies 
choose between offering a current profit sharing plan as an incentive or a deferred profit shar-
ing plan for retirement savings. Current profit sharing plans award employees with a share of 
the company’s profits, usually on an annual basis. Alternatively, deferred profit sharing plans 
set aside money in employee accounts for use in retirement. For deferred plans, employees do 
not pay taxes until they make withdrawals in retirement. In 2015, companies could take a tax 
deduction for their contributions not to exceed 25 percent of each participant’s compensation or 
$53,000, whichever is the lesser amount.20

Table 9-3 summarizes selected differences between defined benefit and defined contribu-
tion plans.

Hybrid plans combine features of traditional defined benefit and defined contribution plans. 
The cash–balance plan is the most common hybrid plan. Cash–balance plans are structured as 
“defined benefit plans that define benefits for each employee by reference to the amount of the 
employee’s hypothetical account balance.”21 Cash–balance plans are a relatively new  phenomenon 
compared to traditional defined benefit and defined contribution plans. Many companies have 
chosen to convert their defined benefit plans to cash balance plans for two key reasons. First, cash 
balance plans are less costly to employers than defined benefit plans. Second, these plans pay ben-
efits in a lump sum instead of a series of payments. Companies are presumably in a better position 
to recruit more mobile workers. Under a traditional defined benefit plan, an employee who leaves 
employment prior to qualifying for a retirement annuity (a series of monthly payments for the rest 
of one’s life) will forfeit the annuity.
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paid time off
The second type of discretionary benefit is paid time off. This category is relatively straight-
forward. As the name implies, paid time off policies compensate employees when they are not 
 performing their primary work duties as defined by the Portal-to-Portal Act (Chapter 2). The 
major types of paid time off benefits are:

•	 Holidays
•	 Vacation
•	 Sick leave
•	 Personal leave
•	 Jury duty
•	 Funeral leave
•	 Military leave
•	 Clean-up, preparation, or travel time
•	 Rest period “break”
•	 Lunch period
•	 Integrated paid time off policies
•	 Sabbatical leave
•	 Volunteerism

Companies offer most paid time off as a matter of custom, particularly paid holidays, vacations, 
and sick leave. In unionized settings, the particulars about paid time off are in the collective bargain-
ing agreement. The paid time off practices that are most typically found in unionized settings are jury 
duty, funeral leave, military leave, clean-up, preparation, travel time, rest period, and lunch period.

For employees and employers, paid time off benefits are significant. These benefits provide 
employees the opportunity to balance work and nonwork interests and demands. Companies stand 
to gain from sponsoring these benefits. Employees may legitimately take time off from scheduled 
work without incurring loss of pay and benefits, which should help reduce unapproved absentee-
ism from work. By keeping absenteeism in check, overall productivity and product or service 
quality should be higher. These benefits also contribute toward positive employee attitudes and 
commitment to the company, particularly for employees with longer lengths of service. The length 
of paid time off, such as vacation time, can increase to several weeks with years of service.

A standout example of paid vacation policy can be found at the Internet company 
FullContact. Not only do employees receive their pay while on vacation, which is standard, but 
the founder of this company also provides each employee with $7,500 cash to spend on their 

taBlE 9-3 Selected Differences between Defined Benefit and Defined Contribution Plans

Characteristic Defined�Benefit�plan Defined�Contribution�plan

Benefit formula Determines pension due at normal retirement age. Determines amount regularly contributed 
to individual account.

Form of benefit expressed 
by formula

An annuity—a series of payments beginning 
at the plan’s normal retirement age for the life  
of  the participant.

A single lump sum distribution at any time.

Funding Annual funding is based on an actuarial formula 
subject to strict limits set by the IRC and is not 
equivalent to annual increases in pension benefits.

Annual contributions and investment earnings 
are held in an individual account.

Investment risk/profit Employee is guaranteed benefits regardless of  
investment returns on trust. Employer is  
responsible for ensuring sufficient funding  
to pay promised benefit.

Employee bears the investment risk, which 
can result in higher investment returns or 
the loss of previously accumulated pension 
benefits.

Source: U.S. General Accounting Office (2000). Cash Balance Plans: Implications for Retirement Income, GAO/HEHS-00-207. Washington, 
DC: General Accounting Office, pp. 9–10.
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vacation. The following Watch It! video describes this unique approach to paid vacations and the 
company’s rationale for offering this generous benefit.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to�complete�the�video�exercise�titled�Best�Boss�ever�pays�employees�to�Go�on�vacation.

As previously shown in Table 9-1, the majority of workers received paid time off benefits 
in 2014. There have been three developments in paid time off offerings: integrated paid time 
off policies, sabbatical leave, and volunteerism. We will discuss each of these practices in turn, 
highlighting the benefits of such paid time off practices to employers.

Integrated paid time off policies or paid time off banks combine holiday, vacation, sick 
leave, and personal leave policies into a single paid time off policy. Such policies do not distin-
guish among reasons for absence as do specific policies. The idea is to provide individuals the 
freedom to schedule time off without justifying the reasons. This freedom should presumably 
substantially reduce the incidence of unscheduled absences that can be disruptive to the work-
place because these policies require advance notice unless sudden illness is the cause (e.g., you 
went to sleep one evening feeling fine and then wake up the next morning on a scheduled work 
day with a stomach virus). Integrated paid time off policies have become an increasingly popu-
lar alternative to separate holiday, vacation, sick leave, and personal leave plans because they 
are more effective in controlling unscheduled absenteeism than other types of absence control 
policies.22 In 2014, approximately 41 percent of companies used a paid time off bank arrange-
ment.23 Integrated policies also relieve the administrative burden of managing separate plans and 
the necessity to process medical certifications in the case of sick leave policies.

Paid time off banks do not incorporate all types of time off with pay. Bereavement and funeral 
leave are stand-alone policies because the death of a friend or relative is typically an unanticipated 
event beyond an employee’s control. Integrating funeral leave into paid time off banks would also 
likely create dissatisfaction among workers because it would signal that grieving for a deceased 
friend or relative is equivalent to a casual day off. Jury duty and witness leave, military leave, and 
nonproduction time are influenced by law, and nonproduction time is negotiated as part of a collec-
tive bargaining agreement. Sabbatical leaves are also not included in paid time off banks because 
these are extended leaves provided as a reward to valued, long-service employees.

Sabbatical leaves are paid time off for such professional activities as a research project 
or curriculum development. These practices are common in college and university settings and 
apply most often to faculty members. Most universities grant sabbatical leaves to faculty mem-
bers who meet minimum service requirements (e.g., 3 years of full-time service) with partial or 
full pay for up to an entire academic year. The service requirement is applied each time, which 
limits the number of leaves taken per faculty member.

Outside academia, sabbatical leaves are usually limited to professional and managerial employ-
ees who stand to benefit from intensive training opportunities outside the company’s sponsorship. 
Sabbatical leaves are most suitable for such employees as computer engineers whose standards of 
knowledge or practice are rapidly evolving. Companies establish guidelines regarding qualification, 
length of leave, and level of pay. An important guideline pertains to minimum length of employ-
ment following completion of a sabbatical. For example, companies require employees to remain 
employed for a minimum of 1 year following the sabbatical or repay part or all of one’s salary 
received during the sabbatical. This provision is necessary to protect a company’s investment and 
to limit moves to competitors. For example, Capterra, which maintains a comprehensive catalog of 
business software, offers a 5-week, fully paid sabbatical every five years to each of its employees.24 
According to Capterra’s CEO, the cost of a  sabbatical equals a 10 percent reduction in productivity 
on an annual basis, but only 2 percent over a 5-year period. He maintains that the benefit to the com-
pany and the employee’s health and personal growth is a worthwhile expense.
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Volunteerism refers to giving of one’s time to support a meaningful cause. More and more 
companies are providing employees with paid time off to contribute to causes of their choice. 
In 2013, approximately 20 percent of companies offered paid time off for volunteer activities, 
trending up since 2007.25 In many instances, companies tout this benefit as a form of work–life 
balance and a mechanism for the betterment of the community. Brokerage company Charles 
Schwab provides employees with eight paid hours per year for this purpose. Managers have 
the discretion to provide additional paid time off for volunteer activities.26 From a company’s 
standpoint, a meaningful cause is associated with the work of not-for-profit organizations, such 
as the United Way, to help improve the well-being of people. There are a multitude of meaning-
ful causes throughout the world including improving literacy, providing comfort to terminally 
ill patients, serving food at shelters for individuals who cannot afford to feed themselves, 
serving as a mentor to children who do not have one or more parents, and spending time with 
elderly or disabled residents of nursing homes who may no longer have living friends or family. 
Companies generally do not dictate the causes for which employees would receive paid time 
off, except they exclude political campaign and political action groups for eligibility because of 
 possible conflicts of interest with company shareholders and management.

Companies favor providing paid time off for volunteer work for three reasons. First, volun-
teer opportunities allow employees to balance work and life demands. Second, giving employees 
the opportunity to contribute to charitable causes on company time represents positive corpo-
rate social responsibility, enhancing the company’s overall image in the public eye. Third, paid 
time off to volunteer is believed to help promote retention. Employees are likely to feel that the 
employer shares similar values, possibly boosting commitment to the company. The amount of 
time off ultimately varies considerably from company to company, ranging anywhere between 
1 hour per week and, in limited cases for long-service employees, several weeks.

services
EMPLOYEE ASSISTANCE PROGRAMS Employee assistance programs (EAPs) help employees 
cope with such personal problems that may impair their job performance as alcohol or drug abuse, 
domestic violence, the emotional impact of AIDS and other diseases, clinical depression, and 
eating disorders. In 2014, approximately 54 percent of private-sector employees and 74 percent of 
government employees had access to an EAP.27

Companies offer EAPs because many employees are likely to experience difficulties that 
interfere with job performance. Although EAP costs are substantial, the benefits seem to out-
weigh the costs. For example, the annual cost per employee of an EAP is approximately $50 to 
$60. Anecdotal evidence, however, indicates that employers’ gains outweigh their out-of-pocket 
expenses for EAPs: savings from reduced employee turnover, absenteeism, medical costs, unem-
ployment insurance rates, workers’ compensation rates, accident costs, and disability insurance 
costs. Most important, the majority of employees who take advantage of EAP resources benefit; 
unfortunately, large-scale evaluation studies are virtually nonexistent.

Depending on the employer, EAPs provide a range of services and are organized in various 
ways. In some companies, EAPs are informal programs developed and run on-site by in-house 
staff. Other employers contract with outside firms to administer their EAPs, or they rely on a 
combination of their own resources and help from an outside firm.

fAMILY ASSISTANCE PROGRAMS Family assistance programs help employees provide elder 
care and child care. Elder care programs provide physical, emotional, or financial assistance for 
aging parents, spouses, or other relatives who are not fully self-sufficient because they are too 
frail or disabled. Child care programs focus on supervising preschool-age dependent children 
whose parents work outside the home. Many employees now rely on elder care programs 
because of their parents’ increasing longevity and the growing numbers of dual-income 
families. Child care needs arise from the growing number of single parents and dual-career 
households with children.
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A variety of employer programs and benefits can help employees cope with their family 
responsibilities. The programs range from making referrals to on-site child care or elder care 
centers to company-sponsored day care programs, and they vary in the amount of financial and 
human resources needed to administer them. The least expensive and least labor-intensive pro-
grams are generally referral services. Referral services are designed to help workers identify and 
take advantage of available community resources, conveyed through such media as educational 
workshops, videos, employee newsletters and magazines, and EAPs.

Flexible scheduling and leave allows employees the leeway to take time off during work hours 
to care for relatives or react to emergencies. Flexible scheduling, which includes compressed work 
weeks (e.g., 10-hour days or 12-hour days), flextime, and job sharing, helps employees balance 
the demands of work and family. In addition to flexible work scheduling, some companies allow 
employees to extend their legally mandated leave sanctioned by the Family and Medical Leave Act 
(see Chapter 10). Under extended leave, employers typically continue to provide such employee 
benefits as insurance and promise to secure individuals  comparable jobs upon their return.

Day care is another possible benefit. Some companies subsidize child or elder day care in 
community-based centers. Elder care programs usually provide self-help, meals, and entertain-
ment activities for the participants. Child care programs typically offer supervision, preschool 
preparation, and meals. Facilities must usually maintain state or local licenses.

TuITION REIMBuRSEMENT Companies offer tuition reimbursement programs to promote their 
employees’ education. Under a tuition reimbursement program, an employer fully or partially 
reimburses an employee for expenses incurred for education or training. There is substantial 
variability in the percentage of tuition an employer reimburses. Some companies vary the 
percentage of tuition reimbursed according to the relevance of the course to the companies’ 
goals or the grades employees earn.

Tuition reimbursement programs are not synonymous with pay-for-knowledge programs 
(Chapter 5). Instead, they fall under the category of employee benefits. Under these programs, 
employees choose the courses they wish to take when they want to take them. In addition, employ-
ees may enroll in courses that are not directly related to their work. As we discussed in Chapter 5, 
pay-for-knowledge is one kind of core compensation. Companies establish set curricula that employ-
ees take, and they generally award pay increases to employees who successfully complete courses 
within the curricula. Pay increases are not directly associated with tuition reimbursement programs.

TRANSPORTATION SERVICES Some employers sponsor transportation services, programs that 
help bring employees to the workplace and back home again by using more energy-efficient 
forms of transportation. They may sponsor public transportation or vanpools: employer-
sponsored vans or buses that transport employees between their homes and the workplace.

Employers provide transit subsidies to employees working in metropolitan and suburban 
areas served by mass transportation (e.g., buses, subways, and trains). Companies may offer 
transit passes, tokens, or vouchers. Practices vary from partial subsidy to full subsidy.

Many employers must offer transportation services to comply with the law. Local and state 
governments increasingly request that companies reduce the number of single-passenger auto-
mobiles commuting to their workplace each day because of government mandates for cleaner 
air. The Clean Air Act Amendments of 1990 require employers in large metropolitan areas such 
as Los Angeles to comply with state and local commuter-trip reduction laws. Employers may 
also offer transportation services to recruit individuals who do not care to drive in rush-hour 
traffic. Furthermore, transportation services enable companies to offset deficits in parking space 
availability, particularly in congested metropolitan areas.

Employees obviously stand to benefit from these transportation services. For example, 
using public transportation or joining a vanpool often saves money by eliminating such commut-
ing costs as gas, insurance, car maintenance and repairs, and parking fees. Moreover, commuting 
time can be quite lengthy for some employees. By leaving the driving to others, employees can 
use the time more productively by reading, completing paperwork, or “unwinding.”
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OuTPLACEMENT ASSISTANCE Some companies provide technical and emotional support 
through outplacement assistance to employees who are being laid off or terminated. They do 
so with a variety of career and personal programs designed to develop employees’ job-hunting 
skills and strategies and to boost employees’ self-confidence. A variety of factors leads to 
employee termination. Those best suited to outplacement assistance programs include:

•	 Layoffs due to economic hardship
•	 Mergers and acquisitions
•	 Company reorganizations
•	 Changes in management
•	 Plant closings or relocation
•	 Elimination of specific positions, often the result of changes in technology

Outplacement assistance provides such services as personal counseling, career assessments 
and evaluations, training in job search techniques, resume and cover letter preparation, interview-
ing techniques, and training in the use of such basic workplace technology as computers. Although 
beneficial to employees, outplacement assistance programs hold possible  benefits for companies as 
well. They can promote a positive image of the company among those being terminated, as well as 
their families and friends, by helping these employees prepare for  employment opportunities.

WELLNESS PROGRAMS In the 1980s, employers began sponsoring wellness programs to 
promote and maintain employees’ physical and psychological health. Wellness programs vary in 
scope. They may emphasize weight loss only, or they may emphasize a range of activities such 
as weight loss, smoking cessation, and cardiovascular fitness. Programs may be offered on- or 
off-site. Although some companies invest in staffing professionals for wellness programs, others 
contract with such external vendors as community health agencies or private health clubs. An 
important goal besides promoting employee health is containing health care costs. The evidence 
appears to be mixed.28 Nowadays, nearly 90 percent of employers offer financial incentives or 
prizes to employees who strive for better health.29 For example, Johnson & Johnson employees 
pay $500 less for their annual health insurance premium if they complete a health profile, which 
the company uses to recommend wellness activities. Some employers, on the other hand, impose 
penalties for employees who do not engage in at least three wellness activities (for example, 
completing a health assessment). For instance, Houston, Texas, municipal employees take a 
$25 monthly pay reduction for failure to complete designated wellness activities.

Companies need to ensure that wellness programs are not a condition of employment. 
Recently, the U.S. Equal Employment Opportunity Commission charged that Orion Energy vio-
lated the Americans with Disabilities Act by requiring an employee to submit to medical exams 
and inquiries that were not job-related or of business necessity.30 This employee refused to par-
ticipate in the wellness program. In response, the company deducted the entire cost of the health 
insurance premium from this employee’s pay, and, ultimately, terminated her employment. The 
disposition of the case was not reached by the time this edition of the book went to press.

Smoking cessation, stress reduction, nutrition and weight loss, exercise and fitness 
activities, and health-screening programs are the most common workplace wellness programs. 
Smoking cessation plans range from simple campaigns that stress the negative aspects of smok-
ing to intensive programs directed at helping individuals to stop smoking. Many employers offer 
courses and treatment to help and encourage smokers to quit. Other options include offering 
nicotine replacement therapy (e.g., nicotine gum and patches) and self-help services. Many 
companies sponsor such antismoking events as the Great American Smoke-Out, during which 
companies distribute T-shirts, buttons, and literature that discredit smoking.

Stress management programs can help employees cope with many factors inside and outside 
work that contribute to stress. For instance, job conditions, health and personal problems, and per-
sonal and professional relationships can make employees anxious and therefore less  productive. 
Symptoms of stressful workplaces include low morale, chronic absenteeism, low productivity, and 
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high turnover rates. Employers offer stress management programs to teach workers to cope with 
conditions and situations that cause stress. Seminars focus on recognizing signs of stress and burn-
out, as well as on how to handle family- and business-related stress. Stress reduction techniques 
can improve quality of life inside and outside the workplace. Employers benefit from increased 
employee productivity, reduced absenteeism, and lower health care costs.

Weight control and nutrition programs are designed to educate employees about proper 
nutrition and weight loss, both of which are critical to good health. Information from the medical 
community has clearly indicated that excess weight and poor nutrition are significant risk factors 
in cardiovascular disease, diabetes, high blood pressure, and cholesterol levels. Over time, these 
programs should give employees better health, increased morale, and improved appearance. For 
employers, these programs should result in improved productivity and lower health care costs.

Companies can contribute to employees’ weight control and proper nutrition by sponsoring 
memberships in such weight-loss programs as Weight Watchers. Sponsoring companies may 
also reinforce weight-loss programs’ positive results through support groups, intensive counsel-
ing, competitions, and other incentives. Companies sometimes actively attempt to influence 
employee food choices by stocking vending machines with nutritional food.

fINANCIAL EDuCATION Some companies have added financial education to employee benefit 
offerings. Financial education programs provide employees with the resources for managing 
personal budgets and long-term savings (e.g., for retirement). Companies are increasingly 
including financial education as part of the benefits program. These companies reason that 
financial education is a relatively low-cost benefit that helps employees plan current and future 
(retirement) budgets.

lEgislation pErtinEnt to 
DisCrEtionary BEnEfits
Many laws guide the design and implementation of discretionary employee benefits practices. 
In Chapter 2, we reviewed the relationship between core compensation and the National Labor 
Relations Act, the Fair Labor Standards Act, and key antidiscrimination laws such as Title VII of 
the Civil Rights Act of 1964. These laws also have bearing on discretionary benefits practice in 
a more general way. Here we review additional key laws that influence discretionary employee 
benefits practice: the Internal Revenue Code (IRC), the Employee Retirement Income Security 
Act of 1974 (ERISA), and the Pension Protection Act of 2006.

internal revenue Code
As noted previously, the IRC is the set of regulations pertaining to taxation in the United States 
(e.g., sales tax, company [employer] income tax, individual [employee] income tax, and prop-
erty tax). Taxes represent an essential source of revenue to fund federal, state, and local govern-
ment programs. The Internal Revenue Service (IRS) is the government agency that develops 
and implements the IRC and levies penalties against companies and individuals who violate 
the IRC. Since the early 1900s, the federal government has encouraged employers to provide 
retirement benefits to employees with tax breaks or deductions. In other words, the government 
allowed employers to exclude retirement plan payments from their income subject to taxation. 
This “break” reduced the amount of a company’s required tax payments. In general, the larger 
the contributions to retirement plans, the greater the reduction in the amount of taxes owed to the 
government. The IRC also permits employees to make contributions to benefits such as health 
care and retirement plans on a pretax basis. Earlier in the chapter we discussed 401(k) plans. The 
tax deductibility of benefits costs also requires that employers meet particular requirements set 
forth by the Employee Retirement Income Security Act (ERISA), which we discuss next.

9-3. Summarize 
legislation that pertains 
to discre tionary 
benefits.



� Chapter�9�� •� DisCretionary�Benefits� � � � 215

Employee retirement income security act of 1974 (Erisa)
The Employee Retirement Income Security Act of 1974 (ERISA) was established to regulate the 
implementation of various employee benefits programs, including medical, life, and disability pro-
grams, as well as pension programs. The essence of ERISA is protection of employee benefits rights.

ERISA addresses matters of employers’ reporting and disclosure duties, funding of benefits, 
the fiduciary responsibilities for these plans, and vesting rights. Companies must provide their 
employees with straightforward descriptions of their employee benefit plans, updates when substan-
tive changes to the plan are implemented, annual synopses on the financing and operation of the 
plans, and advance notification if the company intends to terminate the benefits plan. The funding 
requirement mandates that companies meet strict guidelines to ensure having  sufficient funds when 
employees reach retirement. Similarly, the fiduciary responsibilities require that companies not 
engage in transactions with parties having interests adverse to those of the recipients of the plan and 
not deal with the income or assets of the employee benefits plan in the  company’s own interests.

As noted, tax incentives encourage companies to offer retirement programs. Some of the 
ERISA Title I and Title II provisions set the minimum standards required to qualify pension 
plans for favorable tax treatment. Qualified plans entitle employers and employees to substan-
tial tax benefits. Employers and employees specifically do not pay tax on their contributions 
within dollar limits that differ for defined benefit and defined contribution plans. In addition, 
the investment earnings of the trust in which plan assets are held are generally exempt from tax. 
Finally, participants or beneficiaries generally do not pay taxes on the value of retirement ben-
efits until they receive distributions. A company’s failure to meet any of the minimum standard 
provisions “disqualifies” pension plans from receiving favorable tax treatment. Nonqualified 
plans refer to pension plans that fail to meet at least one of the minimum standard provisions. 
Qualified plans possess 13 fundamental characteristics. Table 9-4 lists these characteristics. We 
will briefly discuss four of the more fundamental standards next – participation requirements, 
coverage requirements, vesting rules, and nondiscrimination rules.

Participation requirements apply to pension plans. Employees must specifically be allowed to 
participate in pension plans after they have reached age 2131 and have completed 1 year of  service 
(based on 1,000 work hours).32 These hours include all paid time for performing work and paid time 
off (e.g., vacation, sick leave, and holidays). Coverage requirements limit the freedom of employers 
to exclude employees. Qualified plans do not disproportionately favor highly compensated employ-
ees.33 The IRS specifies the criteria for highly compensated employee  status. We will review these 
criteria in Chapter 11 on executive compensation. Vesting refers to an employee’s nonforfeitable 
rights to retirement plan benefits.34 There are two aspects of vesting. First, employees are always 

taBlE 9-4 Characteristics of Qualified Retirement Plans

•	 Participation requirements

•	 Coverage requirements

•	 Vesting rules

•	 Accrual rules

•	 Nondiscrimination rules

•	 Key employee and top-heavy provisions

•	 Minimum funding standards

•	 Social Security integration

•	 Contribution and benefit limits

•	 Plan distribution rules

•	 Qualified survivor annuities

•	 Qualified domestic relations orders

•	 Plan termination rules and procedures
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vested in their contributions to pension plans. Second, companies must grant full vesting rights to 
employer contributions on one of the following two schedules: cliff vesting or 6-year graduated 
schedule. Cliff vesting schedules must grant employees 100  percent vesting after no more than 
3 years of service. That is, after 3 years of participation in the pension plan, an employee has the 
right to receive all of the contributions plus interest on the contributions made by the employer. This 
schedule is known as cliff vesting because leaving one’s job prior to becoming vested under this 
schedule is tantamount to falling off a cliff—an employee loses all of the accrued employer contri-
butions. On the other hand, companies may use a gradual vesting schedule. The 6-year graduated 
schedule allows workers to become 20 percent vested after 2 years and to vest at a rate of 20 percent 
each year thereafter until they are 100 percent vested after 6 years of service. Nondiscrimination 
rules prohibit employers from discriminating in favor of highly compensated employees in contri-
butions or benefits, availability of benefits, rights, or plan features.35 In addition, employers may not 
amend pension plans so that highly compensated employees are favored.

pension protection act of 2006
The Pension Protection Act (PPA) was designed to strengthen employee rights and is an amend-
ment to ERISA. The PPA focuses on bettering employee rights in at least two ways. The first con-
sideration applies to defined benefit plans and the second applies to defined  contribution plans.

DEfINED BENEfIT PLANS First, this law should strengthen the financial condition of the Pension 
Benefit Guaranty Corporation (PBGC), which is a self-financed corporation established 
by ERISA to insure private-sector defined benefit plans. Companies that offer defined benefit 
plans are required to pay an insurance premium to protect retirement income promised by 
these retirement plans. Companies that underfund these plans pay substantially higher costs for 
insurance protection because they are at greater risk for not having the funds to pay promised 
retirement benefits. The PPA aims to strengthen the PBGC financial condition by making it 
more difficult for companies to skip making premium payments. Finally, the PPA raises the 
amount that employers can contribute to pension funding with tax advantages, creating an 
additional incentive to adequately fund pension plans.

DEfINED CONTRIBuTION PLANS The PPA makes it easier for employees to participate in defined 
contribution plans. Millions of workers who are eligible to participate in their employers’ 
defined contribution plans do not contribute to them. In 2014, only 70 percent with access to a 
defined contribution plan chose to participate.36 There are a variety of reasons why employees 
choose not to participate; however, a prominent reason is that most individuals feel they do not 
have sufficient knowledge about how to choose investment options that will help them earn 
sufficient money for retirement. In addition, once employees make the decision to participate 
in these plans and have been making regular contributions, they are not likely to stop. With 
these issues in mind, the PPA enables companies to enroll their employees automatically in 
defined contribution plans and provides greater access to professional advice about investing for 
retirement. In addition, this Act requires companies to offer multiple investment options to allow 
employees to select how much risk they are willing to bear.

DEsigning anD planning thE 
BEnEfits program
As noted earlier, discretionary benefits can work strategically by offering protection programs, 
paid time off, and services. As they plan and manage employee benefits programs, HR profes-
sionals should keep these functions in mind. There is probably no single company that expects 
its employee benefits program to meet all these objectives. Company management, along with 

9-4. Discuss the 
fundamentals of 
designing and planning 
the benefits program.
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union representatives as appropriate, must therefore determine which objectives are the most 
important for a particular workforce.

Many experts argue that employee input is essential to developing a successful program. 
Such input helps companies target the limited resources they have available for employee 
 benefits to those areas that best meet employees’ needs. For example, if a company’s workforce 
includes mostly married couples who are raising young children, family assistance programs 
would probably be a priority. By involving employees in program development, they are most 
likely to accept and appreciate the benefits they receive. Companies can involve employees 
in the benefits determination process in such ways as surveys, interviews, and focus groups. 
Fundamental design issues include:

•	 Who receives coverage
•	 Financing of benefits
•	 Employee choice
•	 Cost containment
•	 Communication

Employers can ascertain key information from employees that can be useful in design-
ing these programs. The areas of input emphasize employees’ beliefs about other employers’ 
b enefits offerings and employees’ thoughts about the value of the benefits they receive.

Determining Who receives Coverage
Companies decide whether to extend benefits coverage to full-time and part-time employees or 
to full-time employees only. As shown in Table 9-1, part-time workers have much less access to 
benefits than full-time employees.

Another scope issue companies must address is employees’ status. In many companies, 
employees’ initial term of employment (usually shorter than 6 months) is deemed a  probationary 
period, and companies view such periods as an opportunity to ensure that they have made sound 
hiring decisions. Many companies choose to withhold discretionary employee benefits for all 
probationary employees. Companies benefit directly through lower administration-of-benefits 
costs for these employees during the probationary period.

financing
Human resource managers must consider how to finance benefits. In fact, the available 
resources and financial goals may influence, to some extent, who will receive coverage. 
Managers may decide among noncontributory, contributory, and employee-financed pro-
grams or some combination thereof. Noncontributory financing implies that the company 
assumes total costs for each discretionary benefit. Under contributory financing, the com-
pany and its employees share the costs. Under employee-financed benefits, employers do 
not contribute to the financing of  discretionary benefits. The majority of benefit plans today 
are contributory, largely because the costs of benefits have risen so dramatically. In 2014, the 
percentage of employees who were required to contribute to funding the following benefits is 
as follows: Life insurance (6 percent), long-term disability (8 percent), short-term disability 
(17 percent), and health insurance (100%).37 On average, the employee share of the contribu-
tions for health insurance was 31 percent.

Employee Choice
Human resource professionals must decide on the degree of choice employees should have in 
determining the set of benefits they will receive. If employees within a company can choose 
from among a set of benefits, as opposed to all employees receiving the same set of benefits, the 
company is using a flexible benefits plan or cafeteria plan. Companies implement cafeteria 
plans to meet the challenges of diversity, as discussed earlier. Although there is limited evidence 
regarding employees’ reactions to flexible benefits, the existing information indicates benefit 
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satisfaction, overall job satisfaction, pay satisfaction, and understanding of benefits increased 
after the implementation of a flexible benefits plan.38 Many of these outcomes are desirable 
 because they are known to lead to reduced absenteeism and turnover.

Cafeteria plans vary,39 so only the two most common will be discussed here. Flexible spend-
ing accounts (FSAs) permit employees to pay for certain benefits expenses (e.g., health care or 
child care) with pretax dollars. Each year, employees elect the amount of salary-reduction 
dollars they wish to allocate to this kind of plan. Employers then use this money to reimburse 
employees for expenses incurred during the plan year that qualify for repayment. IRS regula-
tions limit the amount an employee may set aside each year in their FSA. In 2015, an employee 
was eligible to contribute up to $2,550 for his or her own medical expenses. For dependent care 
FSA accounts, the limit was $5,000.

Core plus option plans extend a preestablished set of such benefits as medical insurance 
as a program core, which is usually mandatory for all employees. Beyond the core, employees 
may choose from an array of benefits options that suit their personal needs. Companies estab-
lish upper limits of benefits values available to each employee. If employees do not choose the 
maximum amount of benefits, employers may offer an option of trading extra benefits credits for 
cash. Table 9-5 illustrates the choices of a typical core plus plan.

Cost Containment
Overall, HR managers today try to contain costs. As indicated earlier, the rise in health care costs 
is phenomenal, so employee benefits now account for a substantial percentage of total compensa-
tion costs incurred by companies. In 2014, total employee benefits accounted for 31.2 percent.40 
Discretionary benefits costs accounted for nearly 25 percent. The current amount has risen dra-
matically over the past few decades. This increase would not necessarily raise concerns if total 
 compensation budgets were increasing commensurably. As we discussed in Chapter 8, the growth in 
funds available to support all compensation programs has stagnated. As a consequence, employers 
face difficult trade-offs between employee benefits offerings and increases in core compensation.

Communication
Earlier, we noted that employees often regard employee benefits as an entitlement. Thus, it is 
reasonable to infer that employees are not aware of their value. In fact, employees are either not 
aware of or undervalue the employee benefits they receive. Given the significant costs associated 
with offering employee benefits, companies should try to convey to employees the value they are 
likely to derive from having such benefits. For example, a personal benefits summary, displayed 

taBlE 9-5 Core Plus Option Plan

The core plus option plan contains two sets of benefits: core benefits and optional benefits.

All employees receive a minimum level of core benefits:

•	 Term life insurance equal to one times annual salary

•	 Health protection coverage (e.g., indemnity plan, self-funded, HMO, PPO) for the employee and 
dependents

•	 Disability insurance

All employees receive credits equal to 4 to 7 percent of salary, which can be used to purchase optional benefits:

•	 Dental insurance for employee and dependents

•	 Vision insurance for employee and dependents

•	 Additional life insurance coverage

•	 Paid vacation time up to 10 days per year

If an employee has insufficient credits to purchase the desired optional benefits, he or she can purchase 
these credits through payroll deduction.



� Chapter�9�� •� DisCretionary�Benefits� � � � 219

in Table 9-6, is a useful approach. A benefits communication plan is therefore essential. An 
effective communication program should have three primary objectives:41

•	 To create an awareness of and appreciation for the way current benefits improve the financial 
security and the physical and mental well-being of employees

•	 To provide a high level of understanding about available benefits
•	 To encourage the wise use of benefits

Companies have traditionally used printed brochures to summarize the key features of 
the benefits program and to help potential employees compare benefits offerings with those of 
other companies they may be considering. When new employees join the company, initial group 
 meetings with benefits administrators or audiovisual presentations can detail the elements of the 
company’s benefits program. Shortly after group meetings or audiovisual presentations (usually 

taBlE 9-6 Sample Personal Statement of Benefits

A PERSONAL BENEFITS STATEMENT FOR:
John Doe

REVIEW OF YOUR CURRENT BENEFIT CHOICES
As of March 2013, our records indicate you have chosen the 
following benefits (rates may change July 1, 2013):

MEDICAL
For you:

PERSONAL CARE HMO

For your dependent(s):

NONE

Employer’s monthly contribution:

For you: $285.00

For your dependent(s): None

Your monthly contribution: $37.50

DENTAL
QUALITY CARE DENTAL PLAN

Your monthly contribution: $9.50

Employer’s annual contribution:

For you: $110.00

For your dependent(s): None

DEPENDENTS

SSN: xxx-xx-xxxx Date of Birth:
Marital Status: Single 04/10/61

LIFE INSURANCE
As a full-time employee, you receive employer-paid life insur-
ance equal to your annual salary. If you work part-time, your 
employer-paid amount is less. When you retire at age 60 or older, 
you still receive $5,000 worth of employer-paid life insurance.

Employer’s monthly contribution for your employer-paid life 
insurance:

Basic life ($90,000): $32.50

Your monthly contribution for the following optional coverage:

For you (None): None

Spouse life       (None):     None

Child life        (None):     None

Accidental Death and Dismemberment:

(None):     None

FLEXIBLE SPENDING ACCOUNTS

You are enrolled in the following plan(s):

Dependent Care Assistance Plan

Annual deduction    Not Enrolled

Medical Care Assistance Plan

Annual deduction    Not Enrolled

You have chosen to cover the following dependent(s) under your Health Plan:

No Dependents

DOLLAR VALUE OF YOUR BENEFITS

Your total annual compensation is your salary or retirement payment plus the value of employer-paid medical, dental, and life 
insurance coverage.

Employer-paid medical insurance coverage for you:

Employer contribution for medical insurance coverage for 
your dependent(s):

Employer-paid dental insurance coverage for you and your 
dependent(s):

Employer-paid life insurance coverage for you:

Total Value of Your State-Paid Benefits:

$3,420.00

None

$110.00

$390.00

$3,920.00



220    part�iv� •� employee�Benefits

within a month), new employees should meet individually with benefits administrators, sometimes 
known as “counselors,” to select benefits options. After employees select benefits, the company 
should provide them with personal benefits statements that detail the scope of coverage and value 
of each component. Beyond these particulars, companies may update employees on changes in 
benefits (i.e., reductions in or additions to benefits choices or coverage) with periodic newsletters.

Contemporary information sources include a company’s intranet. An intranet is a useful way 
to communicate benefits information to employees on an ongoing basis beyond the legally required 
written documents. In an era of the paperless office, employees are less likely to have written materi-
als readily available. Employees can review general information about the benefits program  whenever 
they want. For example, Table 9-7 lists general information about the kinds of benefits options avail-
able at the University of Illinois. In the online version of such a list, each item (e.g., announcements, 
benefits directory) would contain a hyperlink that leads to more detailed information.

thE BEnEfits anD Costs of 
DisCrEtionary BEnEfits
Discretionary benefits, like core compensation, can contribute to a company’s competitive 
advantage for the reasons discussed earlier (e.g., tax advantages and recruiting the best-qualified 
candidates). Discretionary benefits can also undermine the imperatives of strategic compensa-
tion. Companies that provide discretionary benefits to employees as entitlements are ultimately 
less likely to promote competitive advantage than companies that design discretionary employee 
benefits programs to fit the situation.

Management can use discretionary benefit offerings to promote particular employee 
behaviors that have strategic value. For instance, when employees take advantage of tuition 
reimbursement programs, they are more likely to contribute to the strategic imperatives of 
product or service differentiation or cost reduction. Knowledge acquired from job-relevant 
 education may enhance the creative potential of employees, as well as their ability to sug-
gest more cost-effective modes of work. On the other hand, deferred profit sharing plans may 
 contribute to companies’ strategic imperatives by instilling a sense of ownership in employees 
and a drive to help position the company to earn significant profits over the long run.

9-5. Explain the 
benefits and costs of 
discretionary benefits.

taBlE 9-7 Menu of Employee Benefit Options

This section is designed to provide detailed information regarding your benefits as a University of Illinois employee. It will give 
you a comprehensive explanation of each benefit and the resources you will need to initiate enrollment, make changes, or find 
answers to questions regarding your benefits.

Please select from the following categories:

•	 Announcements—Provides announcements of upcoming sign-up periods or events and updated information relating to your benefits.

•	 Benefits Directory—Provides a listing of staff members, including addresses, phone numbers, and e-mail addresses for the 
Benefits Service Center and each campus.

•	 Benefit Choice—Benefit Choice is an annual open enrollment period that allows employees to make changes to their state of 
Illinois health, dental, and life insurance coverages, and enroll or  re-enroll in flexible spending accounts.

•	 Benefit Forms—Provides links to printable and online benefit forms.

•	 Benefits Statement—Provides a statement outlining your current benefit enrollments and instructions for accessing that 
information.

•	 Benefits Summary—Provides a detailed, comprehensive description of each benefit plan and its provisions.

•	 Frequently Asked Questions—Provides a list of commonly asked questions relating to your benefits.

•	 Leave Information—Provides time off related information for such benefits as family medical leave, sick leave, and vacation leave.

•	 Retirement Planning Seminars—Provides dates and sign-up information.
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A company can use discretionary benefits to distinguish itself from the competition. In 
effect, competitive benefits programs potentially convey the message that the company is a good 
place to work because it invests in the well-being of its employees. Lucrative benefits programs 
will presumably attract a large pool of applicants that include high-quality candidates, position-
ing a company to hire the best possible employees.

Finally, the tax advantage afforded companies from offering particular discretionary benefits 
has strategic value. In effect, the tax advantage translates into cost savings to companies. These 
savings can be applied to promote competitive advantage. For example, companies pursuing 
differentiation strategies may invest these savings into research and development programs or 
employee development. Companies pursuing lowest-cost strategies may be in a better position to 
compete because these savings may enable companies to lower the prices of their products and 
services without cutting into profits.

Many employees feel entitled to certain benefits that they con-
sider to be the positive consequence of organizational mem-
bership. While some benefits are required by law, it will be up 
to the organization to decide on other benefits that are offered 
and administered. As a line manager or HR professional, you 
might be in charge of creating a benefits program, but you will 
certainly be called on to interpret policy in order to meet the 
requests of employees. Whether you are dealing with the cre-
ation or interpretation of benefits, you will want to have access 
to accurate information so your organization’s offerings serve 
as true benefits for employees and not a source of frustration 
and ambiguity.

Action checklist for line managers and HR—
helping employees understand and fully utilize 
benefits

HR takes the lead
• Ensure that the employee benefits handbook is up to 

date and accurate. Depending on the employee popu-
lation, both an online version and a hard copy of the 
manual should be accessible.

• Create workshops to help employees understand the 
unique aspects of the benefits offered by the organiza-
tion—highlight confusing aspects and aspects that are 
not well known.

• While many companies now have call centers that answer 
benefits questions for employees, seek to stay up to date 
on company policies and legal requirements so that, when 
more complex benefits issues arise (e.g., long-term disabil-
ity, sabbaticals, and outplacement services), the questions 
can be dealt with in a sensitive and timely manner.

Line managers take the lead
• Suggest ways to keep the “explaining your benefits” 

portion of new employee orientation engaging and 
 interesting. The session should be conducted by HR 
(or the benefits specialist).

• Keep track of the most common benefits questions that 
arise. Seek to be educated by HR on the specifics of 
these specific policies so responses can be given quickly 
and accurately.

• When changes to benefits are made, call employees 
together to discuss rationale and what can be done 
to make full use of the existing benefits.

 C o m p E n s at i o n  i n  aC t i o n

Benefits call centers should not be used as a crutch—these issues are
important to employees and should be treated as such

Ensure employee
handbook is up to date

and accessible

New employees
receive orientation to
understand benefit

options

Education of line 
managers so they can
respond swiftly and 

accurately

Workshops to help
employees become

acquainted with
specifics of program

offerings

Changes to benefits are
given importance and

communicated
accordingly
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EnD of ChaptEr rEviEW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

summary
Learning Objective 1: A variety of social and eco-
nomic factors contributed to companies’ adoption of 
discretionary employee benefit practices. For example, 
the federal government provided tax incentives to com-
panies that offered benefits. Wage freezes during World 
War II prompted companies to offset those freezes with 
new or enhanced benefits.

Learning Objective 2: The three categories of dis-
cretionary benefits include protection programs, paid 
time off, and services. An example of a protection 
program is life insurance. Vacation is one among many 
paid time off benefits. Wellness programs provide im-
portant services to employees’ health and welfare.

Learning Objective 3: A host of laws influence 
the  design and implementation of discretionary benefit  

practices, including the Internal Revenue Code, the 
Employee Retirement Income Security Act, and the 
Pension Protection Act.

Learning Objective 4: Benefit program design en-
tails consideration of many factors including who is 
eligible to participate, financing of benefits, employee 
choice in determining benefits, cost containment meth-
ods, and communication plans.

Learning Objective 5: Discretionary benefits are an 
essential component of the total compensation system. 
When designed properly, discretionary benefit practices 
can help promote particular behaviors through promot-
ing wellness, financial security, work-life balance, and 
so forth.

Key terms
welfare practices 203
short-term disability insurance 204
long-term disability insurance 204
short-term disability 205
preexisting condition 205
preeligibility period 205
elimination period 205
exclusion provisions 205
long-term disability 205
life insurance 206
term life insurance 206
whole life insurance 206
universal life insurance 206
retirement programs 206
pension plan 206
defined benefit plans 206
defined contribution plans 207
company match 207
Internal Revenue Code (IRC) 208
annual addition 208

Section 401(k) plans 208
Roth 401(k) plans 208
Section 403(b) plans 208
Section 457 plans 208
profit sharing plans 208
deferred profit sharing plans 208
hybrid plans 208
cash-balance plans 208
integrated paid time off 

policies 210
paid time off banks 210
sabbatical leaves 210
volunteerism 211
employee assistance programs 

(EAPs) 211
family assistance programs 211
flexible scheduling and leave 212
day care 212
tuition reimbursement 

programs 212

transportation services 212
outplacement assistance 213
wellness programs 213
smoking cessation 213
stress management 213
weight control and nutrition 

programs 215
Employee Retirement Income Security 

Act of 1974 (ERISA) 214
qualified plans 215
nonqualified plans 215
participation requirements 215
coverage requirements 215
vesting 215
cliff vesting 215
6-year graduated schedule 216
Nondiscrimination rules 216
Pension Benefit Guaranty   

Corporation (PBGC) 216
probationary period 217



� Chapter�9�� •� DisCretionary�Benefits� � � � 223

noncontributory 
financing 217

contributory financing 217

employee-financed 
benefits 217

flexible benefits plan 217

cafeteria plan 217
core plus option plans 218

MyManagementLab
 ChaptEr QUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Quiz! and see what you’ve learned.

Discussion Questions
 9-1. Many compensation professionals are faced 

with making choices about which discretionary 
benefits to drop because funds are limited and 
the costs of these benefits continually increase. 
Assume you must make such choices. Rank-order 
discretionary benefits from the ones you would 
most likely eliminate to the ones you would least 
likely eliminate. Explain your rationale. Do such 
factors as the demographic composition of the 
workforce of the company matter? Explain.

 9-2. Discuss your views about whether discretionary 
employee benefits should be an entitlement or 
something earned based on job performance.

 9-3. Assume that you are an HRM professional 
whose responsibility is to develop a brochure for 

the purpose of conveying the value of your com-
pany’s benefits program to potential employees. 
Your company has asked you to showcase the 
benefits program in a manner that will encourage 
recruits to join the company. Develop a brochure 
(of no more than one page) that lists the benefits 
and the objectives.

 9-4. Conduct some research in order to identify 
 examples of innovative benefit practices.  
A useful starting point is an Internet search 
 using phrases such as “best companies to 
work for.”

 9-5. Are employees more likely to favor defined con-
tribution plans over defined benefit plans? How 
about employers? Explain your answers.

Case 
time�off�at�superior�software�services

 Case can be found on MyManagementLab.

As she hangs up the telephone, Joan Jackson realizes that she needs to consider changing her company’s 
time off policies. She just received a call from an employee reporting off work because he is sick. This 
is the second employee on the same project team to call off this week, and the unscheduled absence will 
likely cause a delay in meeting the project deadline.

Joan, the president of Superior Software Services, is proud that her company has earned a reputation 
for providing high-quality software solutions. Superior recruits and retains top software engineers and also 
boasts an impressive administrative staff. However, even with a talented staff, Joan is concerned about the 
company’s ongoing ability to meet project deadlines.

Over the past few months, unscheduled absences have caused Superior to delay the delivery of soft-
ware products to a few clients. When a staff member calls in to take a sick day without prior notice, shifting 
employees to cover the work in order to meet a deadline is difficult. Joan believes Superior’s time off poli-
cies may be causing some of the problems.

Superior offers employees 7 vacation days and 5 sick days each year. The company has a policy that 
employees may use sick days only for illness or emergencies. Employees may not schedule sick days in 
advance. Vacation days are scheduled at the beginning of the year. Employees receive approval of their 
 requested vacation days on a seniority basis, so most employees designate the days they will take their 
 vacation within the first few weeks of a new year so they are able to effectively plan vacation travel.
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Joan believes Superior’s current time off policy creates an incentive for employees to call off at the last 
minute. She has learned from supervisors that many employees use their sick days to take care of personal 
business such as attending parent–teacher conferences or running personal errands. These are often events 
that could be prescheduled time off, but employees do not feel they have a time off option to address such 
needs. Sick days can’t be prescheduled, and vacation days are often already committed at the beginning of 
the year.

Joan believes that changing the time off policies could reduce the number of unscheduled absences, 
but she is not sure if her idea will address her concerns. She is considering replacing the current vacation/
sick day allowance with a paid time off (PTO) bank. Employees would receive 12 PTO days each year. 
They would be permitted to schedule preferred days off at the beginning of the year so that they can make 
vacation travel plans, and the remaining days could be saved for days when the employee is ill or could be 
scheduled ahead of time to take care of personal business. Joan believes this change will encourage em-
ployees to schedule their time off in advance when possible. With advance notice of absences, supervisors 
will be better able to plan projects and meet deadlines.

Questions:
 9-6. Do you think changing Superior’s time off policies will decrease unscheduled time off?
 9-7. Beyond reducing occurrences of unscheduled time off, are there any other benefits to offering PTO?
 9-8. Are there any disadvantages to offering PTO?

Crunch the numbers! 
401(k)�plan�Contributions:�allowable�amounts�and�
employer�match

� an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

You have just begun work at XYZ Manufacturing Company. Among its benefits offerings is a generous 
qualified 401(k) plan with an employer match. In 2015, your annual salary is $45,000 and you are age 55. 
You’ve decided to contribute 10 percent of your annual salary to your 401(k) plan even though the Internal 
Revenue Service allows you to contribute up to $24,000 in 2015 ($18,000 plus a $6,000 catch up contribu-
tion for employees age 50 or more). The annual addition is $53,000.

Questions:
 9-9. How much more money would you need to contribute to meet the allowable maximum 

contribution?
 9-10. In 2015, the company offers a $0.75 match for each dollar that you contribute between 3 percent 

and 6 percent of your annual salary. How much is the company match based on your 10 percent 
contribution?

 9-11. Based on the sum of your answers to questions 9-9 and 9-10, what is the difference between the 
IRS maximum annual addition for 2015 and the total contribution to your 401(k) plan?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:
 9-12. If a company’s budget were extremely limited and could only afford to offer one benefit, 

which would you select? Provide your rationale.
 9-13. Name at least one discretionary benefit practice that would help companies to have better 

 control over absenteeism.
 9-14. MyManagementLab Only – comprehensive writing assignment for this chapter.
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Legally Required Benefits 10

 ChapteR WaRm-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives

When you finish studying this chapter, you should be able to:
10-1. Discuss the origins of legally required benefits.
10-2. Summarize the four main categories of legally required benefits.
10-3. Describe fee-for-service plans, traditional managed care approaches, and more 

recent consumer-driven approaches to providing health care coverage.
10-4. Summarize two additional key laws pertaining to legally required benefits.
10-5. Discuss the main benefits and costs of legally required benefits.

Today, legally required benefits represent a significant cost to companies. In 2014, companies spent 
an annual average of $5,200 per employee to provide legally required benefits.1 For the same pe-
riod, these benefits accounted for 7.9 percent of the employers’ total payroll costs. That percentage 
will rise substantially because the Patient Protection and Affordable Care Act of 2010 now requires 
employers to offer health insurance to their employees. Adding health insurance as a component of 
legally required benefits propels the annual average cost to approximately $10,100 (based on recent 
data when health insurance was offered on a discretionary basis). This figure amounts to more than 
15.6 percent of total compensation cost. Given limited increases in compensation budgets, the costs 
of legally required benefits slowly cut into an employer’s discretion in setting pay level and pay mix. 
Perhaps if these trends continue, some employers could be placed at a competitive disadvantage.

ORigins Of LegaLLy ReqUiRed Benefits
Legally required benefits historically provided a form of social insurance. Prompted largely by 
the rapid growth of industrialization in the United States in the early nineteenth century and the 
Great Depression of the 1930s, initial social insurance programs were designed to minimize the 
possibility that individuals who became unemployed or severely injured while working would 
become destitute. In addition, social insurance programs aimed to stabilize the well-being of 
dependent family members of injured or unemployed individuals. Furthermore, early social 

10-1 Discuss the 
origins of legally 
required benefits.
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insurance programs were designed to enable retirees to maintain subsistence income levels. 
These intents of legally required benefits remain intact today.

Workers’ compensation insurance came into existence during the early decades of the twenti-
eth century, when industrial accidents were very common and workers suffered from occupational 
illnesses at alarming rates.2 The first constitutionally acceptable workers’ compensation law was 
enacted in 1911. By 1920, all but six states had instituted workers’ compensation laws.3 State 
workers’ compensation laws are based on the principle of liability without fault4 (i.e., an employer 
is absolutely liable for providing benefits to employees that result from occupational disabilities or 
injuries, regardless of fault). Another key principle of workers’ compensation laws is that employ-
ers should assume costs of occupational injuries and accidents. These expenses presumably repre-
sent costs of production that employers are able to recoup through setting higher prices.

Income discontinuity caused by the Great Depression led to the Social Security Act as a 
means to protect families from financial devastation in the event of unemployment. The Great 
Depression of the 1930s was a time when many businesses failed and masses of people became 
chronically unemployed. During this period, employers shifted their focus from maximizing 
profits to simply staying in business. Overall, ensuring the financial solvency of employees dur-
ing periods of temporary unemployment and following work-related injuries promoted the well-
being of the economy and contributed to some companies’ ability to remain in business. These 
subsistence payments specifically contributed to the viability of the economy by providing 
temporarily unemployed or injured individuals with the means to contribute to economic activ-
ity by making purchases that resulted in demand for products and services. The Social Security 
Act of 1935 also addresses retirement income and the health and welfare of employees and their 
families. Many employees could not meet their financial obligations (e.g., housing expenses and 
food) on a daily basis, and most employees could not retire because they were unable to save 
enough money to support themselves in retirement. Furthermore, employees’ poor financial situ-
ations left them unable to afford medical treatment for themselves and their families.

Until recently, employers offered health insurance on a discretionary basis. President 
Barack Obama maintained that every American should have health insurance. The Patient 
Protection and Affordable Care Act (PPACA), enacted on March 23, 2010, is a comprehensive 
law that requires employers to offer health insurance to employees (the employer mandate). As 
an aside, if individuals do not have insurance through employment, they are required to purchase 
their own insurance (the individual mandate). In either case, monetary penalties are assessed for 
failure to meet the law’s insurance mandates. Since the act’s passage, the employer requirements 
have been implemented in phases. The full implementation of all provisions will be complete by 
2018. The federal government documents the features and implementations of the PPACA on a 
dedicated Web site (www.healthcare.gov).

CategORies Of LegaLLy ReqUiRed Benefits
There are four categories of legally required benefits: Social Security programs (unemployment 
insurance, old age, survivor, disability insurance, and Medicare under the Social Security Act of 
1935), workers’ compensation (various state compulsory disability laws), unpaid family and medi-
cal leave (Family and Medical Leave Act of 1993), and health insurance (Patient Protection and 
Affordable Care Act of 2010). All provide protection programs to employees and their dependents.

social security programs
The Social Security Act established the following programs:

•	 Unemployment insurance
•	 Old Age, Survivor, and Disability Insurance (OASDI)
•	 Medicare

Each of those programs will be reviewed in turn.

10-2 Summarize the 
four main categories 
of legally required 
benefits.

http://www.healthcare.gov
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Unemployment InsUrance The Social Security Act founded a national federal–state 
unemployment insurance program for individuals who become unemployed through no fault of 
their own. Each state administers its own program and develops guidelines within parameters 
set by the federal government. States pay into a central unemployment tax fund administered by 
the federal government. The federal government invests these payments, and it disburses funds 
to states as needed. The unemployment insurance program applies to virtually all employees 
in the United States, with the exception of most agricultural and domestic workers (e.g., 
housekeepers).

Individuals must meet several criteria to qualify for unemployment benefits. Unemployment 
itself does not necessarily qualify a person, although these criteria vary somewhat by state. 
Those applying for unemployment insurance benefits must have been employed for a minimum 
period of time. This base period tends to be the first four of the last five completed calendar 
quarters immediately prior to becoming unemployed. In addition, all states require sufficient 
previous earnings during the base period, which is determined by each state. Other criteria are 
listed in Table 10-1.

Individuals who meet the eligibility criteria receive weekly benefits. Because the federal 
government places no limits on a maximum allowable amount, the benefits amount varies 
widely from state to state. Most states calculate the weekly benefits as a specified fraction of an 
employee’s average wages during the highest calendar quarter of the base period. Unemployed 
individuals usually collect unemployment insurance benefits for several weeks. The average du-
ration of benefits has ranged between 12 and 18 weeks. The average duration refers to the mean 
number of weeks for which unemployment insurance claimants collect benefits under regular 
state programs. Provisions are in place to provide extended benefits during periods of high un-
employment, which was the case during and following the 2007–2009 recession.

Unemployment insurance benefits are financed by federal and state taxes levied on employ-
ers under the Federal Unemployment Tax Act (FUTA). State and local governments as well as 
not-for-profit companies (e.g., American Cancer Association) are generally exempt from FUTA, 
although some states have elected to participate in this program. Employer contributions amount 
to 6.2 percent of the first $7,000 earned by each employee (i.e., the taxable wage base). FUTA 
specifies $7,000 as the minimum allowable taxable wage base. Relatively few states’ taxable 
wage base is as low as the FUTA-specified minimum. In 2015, states’ taxable wage bases ranged 
from $7,000 in Louisiana to $40,900 in Hawaii. Some states do require employee contributions.

old age, sUrvIvor, and dIsabIlIty InsUrance OASDI contains a number of benefits that 
were amended to the Social Security Act following its enactment in 1935. Besides providing 
retirement income, the amendments include survivors’ insurance (1939), and both disability 
insurance and Medicare (1965). The phrase old age in the title refers to retirement benefits. 
Virtually all U.S. workers are eligible for protections under the OASDI and Medicare programs.

old age benefIts Individuals may receive various benefit levels upon retirement, or under 
survivors’ and disability programs, based on how much credit they have earned through eligible 
payroll contributions. They earn credit based on quarters of coverage, which each equal three 

taBLe 10-1 eligibility criteria for Unemployment Insurance benefits

To be eligible for unemployment insurance benefits, an individual must:

•	 Not have left a job voluntarily

•	 Be able and available for work

•	 Be actively seeking work

•	 Not have refused an offer of suitable employment

•	 Not be unemployed because of a labor dispute (exception in a few states)

•	 Not have had employment terminated because of gross violations of conduct within the workplace
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consecutive months during the calendar year. In 2015, a worker earned credit for one quarter of 
coverage for each quarter in which she made at least $1,220 of Social Security taxable income. 
This figure is based on the average total wages of all workers as determined by the Social 
Security Administration (SSA). Workers may earn up to four quarters of coverage credit each 
year. Individuals become fully insured when they earn credit for 40 quarters of coverage, or  
10 years of employment, and remain fully insured during their lifetime.

An individual who has become fully insured must meet additional requirements before 
receiving benefits under the particular programs. Under the retirement program, fully insured 
individuals may choose to receive benefits as early as age 62, although their benefit amounts 
will be permanently reduced if elected prior to full retirement age. Congress instituted changes 
in the minimum age for receiving full benefits. It increased the full retirement age from age 
65 for people born in 1938 or later because of higher life expectancies. The age for collecting 
full Social Security retirement benefits is gradually increasing to age 67 in 2022. The average 
monthly benefit for all retired workers was $1,328 in 2015.5

sUrvIvor benefIts The SSA calculates survivors’ benefits based on the insureds’ employment 
status and the survivors’ relationship to the deceased. Dependent, unmarried children of the 
deceased and a spouse of the deceased who is caring for a child or children may receive 
survivors’ benefits if the deceased worker was fully insured. A widow or widower at least age 60 
or a parent at least age 62 who was dependent on the deceased employee is entitled to survivors’ 
benefits if the deceased worker was fully insured. In 2015, the average monthly benefit was 
$1,253.6

dIsabIlIty benefIts The SSA pays benefits to seriously disabled workers and family members. 
In particular, Social Security pays only for total disability. Disability under Social Security is 
based on a person’s inability to perform work done before becoming disabled and the inability 
to adjust to other work because of the medical condition. The disability must also last, or be 
expected to last, for at least 1 year or to result in death.

Disability benefits are available to disabled workers who are unable to work as a result of a 
serious medical or mental impairment that lasts at least 12 months. Seriously disabled workers 
are eligible to receive disability benefits as long as they meet two criteria. First, the worker must 
have accumulated at least 40 credits. Second, the worker must have earned at least 20 credits of 
the last 40 calendar quarters in the last 10 years ending with the year of disablement.

Younger workers need fewer quarters of coverage because they have fewer years to accumu-
late them. For example, workers ages 21–31 may qualify with half as many credits between age 21 
and becoming disabled. Becoming disabled at age 29 requires credit for 4 years of employment 
(equivalent to 16 credits based on earning 4 credits per year) since the 8-year period beginning at 
age 21. The average monthly disability benefit in 2015 was $1,146.7

medIcare The Medicare program serves nearly all U.S. citizens age 65 or older by providing 
insurance coverage for hospitalization, convalescent care, and major doctor bills. The Medicare 
program includes five separate features:

•	 Medicare Part A —Hospital insurance
•	 Medicare Part B —Medical insurance
•	 Medigap —Voluntary supplemental insurance to pay for services not covered in Parts A 

and B
•	 Medicare Part C: Medicare Advantage —Choices in health care providers, such as through 

HMOs and PPOs
•	 Medicare Part D: Medicare Prescription Drug Benefit —Prescription drug coverage

Most individuals who are eligible to receive protection under Medicare may choose to re-
ceive coverage in one of two ways. A person may receive coverage under the original Medicare 
Plan or Medicare Advantage Plans as illustrated in Figure 10-1.



 ChaptEr 10 • lEgally rEquIrEd BEnEfIts    231

The original Medicare Plan is a fee-for-service plan that is managed by the federal government. 
We will discuss the features of fee-for-service plans later in this chapter. Participants in fee-for- 
service plans possess the choice to receive care from virtually any licensed health care provider or 
facility. On the other hand, Medicare Advantage Plans offer a variety of insurance options, includ-
ing health maintenance organizations, preferred provider organizations, Medicare special needs 
plans, and Medicare medical savings account plans (MSA). Medicare Advantage Plans are run 
by private companies subject to strict regulations specified in the Medicare program. Restrictions  
pertain to pricing of the different plans.

medIcare part a coverage This compulsory hospitalization insurance covers both inpatient 
and outpatient hospital care and services. Social Security beneficiaries, retirees, voluntary 
enrollees, and disabled individuals are all entitled. Both employers and employees finance 
Medicare Part A benefits through payroll taxes of 1.45 percent on all earnings, to be noted shortly.

Examples of Part A coverage include:

•	 Inpatient hospital care in a semiprivate room, meals, general nursing, and other hospital 
supplies and services.

•	 Skilled nursing facility care, including semiprivate room, meals, skilled nursing and reha-
bilitative services, and supplies for up to 100 days per year. Examples of skilled nursing 
care include physical therapy after a stroke or serious accident.

Individuals who meet the eligibility criteria do not pay a premium for Part A coverage; how-
ever, those who do not meet the eligibility criteria paid a monthly premium up to $407 in 2015.

Original Medicare Plan

Part A
(Hospital)

Part B
(Medical)

Medicare provides this coverage. Part B is optional. You
have your choice of doctors. Your costs may be higher
than in Medicare Advantage plans.

Part D
(Prescription Drug Coverage)

You can choose this coverage. Private companies
approved by Medicare run these plans. Plans cover
different drugs. Medically necessary drugs must be
covered.

Part D
(Prescription Drug Coverage)

Most Part C plans cover prescription drugs. If they don’t
you may be able to choose this coverage. Plans cover
different drugs. Medically necessary drugs must be
covered.

You can choose to buy this private coverage (or an
employer/union may offer similar coverage) to fill in gaps
in Part A and Part B coverage. Costs vary by policy and
company.

Medigap (Medicare Supplement
Insurance) Policy

OR
Medicare Advantage Plans

like HMOs and PPOs

Called “Part C,” this option combines your
Part A (Hospital) and Part B (Medical)

Private insurance companies approved by Medicare
provide this coverage. Generally, you must see
doctors in the plan. Your cost may be lower than in
the Original Medicare Plan, and you may get extra
benefits.+

+

+

figURe 10-1 options for receiving medicare benefits
Source: Based on U.S. Department of Health and Human Services. (2011). Medicare & You. Available: www.medicare.
gov,  accessed February 14, 2011.

http://www.medicare.gov
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medIcare part b coverage This voluntary supplementary medical insurance covers 80 
percent of medical services and supplies after the enrolled individual pays an annual deductible 
for services furnished under this plan. Part B helps pay for physicians’ services and for some 
medical services and supplies not covered under Part A. Medicare Part B pays for medical 
care such as doctors’ services, outpatient care, clinical laboratory services (e.g., blood tests and 
urinalysis) and some preventive health services (e.g., cardiovascular screenings and bone mass 
measurement). Part B also provides ambulance services to a hospital or skilled nursing facility 
when transportation in any other vehicle would endanger a person’s health.

Part A coverage automatically qualifies an individual to enroll in Part B coverage for a 
monthly premium. The premium amounts will be revised annually. In 2015, monthly Part B pre-
miums ranged from $104.90 to $335.70, based on income level.

medIgap InsUrance Medigap insurance supplements Part A and Part B coverage and is 
available to Medicare recipients in most states from private insurance companies for an extra 
fee. Most Medigap plans help cover the costs of coinsurance, copayments, and deductibles. 
Federal and state laws limit the sale of these plans to up to 10 different standardized choices that 
vary in terms of the level of protection. For example, some policies cover costs not covered by 
the original Medicare plan.

Some insurers offer Medicare Select plans. Medicare Select plans are Medigap policies 
that offer lower premiums in exchange for limiting the choice of health care providers. Three 
states (Massachusetts, Minnesota, and Wisconsin) do not subscribe to this system for offering 
Medigap insurance. Separate rules apply in these states.

medIcare part c coverage—medIcare advantage The Balanced Budget Act of 1997 
established Medicare+Choice—renamed to Medicare Advantage in 2004 as a third Medicare 
program—as an alternative to the original program (Parts A and B). The Medicare Advantage 
program, informally referred to as Part C, provides beneficiaries the opportunity to receive 
health care from a variety of options, including private fee-for-service plans, managed care 
plans, or medical savings accounts. Fee-for-service plans provide protection against health 
care expenses in the form of cash benefits paid to the insured or directly to the health care 
provider after receiving health care services. These plans pay benefits on a reimbursement basis. 
Medicare Parts A and B are based on fee-for-service arrangements. As we will discuss later in 
this chapter, managed care plans often pay a higher level of benefits if health care is received 
from approved providers.

medIcare prescrIptIon drUg benefIt The passage of the Medicare Prescription Drug, 
Improvement, and Modernization Act of 2003 (also known as the Medicare Modernization 
Act of 2003 for short) instituted a prescription drug benefit for Medicare program participants. 
Commonly referred to as Part D, the drug benefit was first offered in 2006. Medicare covers a 
percentage of prescription drug costs after a calendar year deductible of $320 in 2015, up to 
$2,960. After that, expenditures up to $4,750 are not covered by Medicare. This coverage gap is 
known as the “donut hole” because Medicare contributes to the payment of approved prescription 
medications for amounts outside the $2,960–$4,750 range less the annual deductible. While in 
the “donut hole,” the insured pays more for prescription medications. The amount for which the 
insured is responsible while in the donut hole range is decreasing each year until it reaches no 
more than 25 percent of the medication cost. This reduction is one of the many mandates set 
forth in the PPACA.

fInancIng oasdI and medIcare programs Funding for OASDI and Medicare programs 
requires equal employer and employee contributions under the Federal Insurance Contributions 
Act (FICA).8 FICA requires that employers pay a tax based on their payroll; employees 
contribute a tax based on earnings, which is withheld from each paycheck. The Self-Employment 
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Contributions Act (SECA)9 requires that self-employed individuals contribute to the OASDI and 
Medicare programs, but at a higher tax rate. In either case, the tax rate is subject to an increase 
each year in order to fund OASDI programs sufficiently.

oasdI programs The largest share of the FICA tax funds OASDI programs. In 2015, of the 
total 7.65 percent FICA tax, 6.20 percent was set aside. Self-employed individuals contributed 
15.30 percent, of which 12.40 percent was set aside for the OASDI program. OASDI taxes are 
subject to a taxable wage base. Taxable wage bases limit the amount of annual wages or payroll 
cost per employee subject to taxation. The taxable wage base may also increase over time to 
account for increases in the cost of living. In 2015, the taxable wage base was $118,500 for the 
OASDI portion of the FICA tax. Annual wages, payroll costs per employee, and self-employed 
earnings above the taxable wage base are not taxed.

medIcare programs The Medicare tax, or hospital insurance tax (HI) a portion of FICA, 
supports the Medicare Part A program. Employers, employees, and self-employed individuals 
contribute 1.45 percent. Self-employed individuals contribute double the amount, or 2.9 percent. 
The Medicare tax is not subject to a taxable wage base. All payroll amounts and wages are taxed.

According to the Social Security Administration, many people believe that the Social 
Security taxes they pay are held in interest-bearing accounts set aside by the federal government 
to meet their own future retirement income needs. To the contrary, the Social Security system 
represents a pay-as-you-go retirement system. In other words, Social Security taxes paid by 
today’s workers and their employers are used to pay the benefits for today’s retirees and other 
beneficiaries. There is ongoing debate within the U.S. Congress regarding how to shore up these 
programs for future generations.

Workers’ Compensation
Workers’ compensation insurance programs, run by states individually, are designed to cover 
expenses incurred in employees’ work-related accidents. Maritime workers within U.S. borders 
and federal civilian employees are covered by their own workers’ compensation programs. The 
maritime workers’ compensation program is mandated by the Longshore and Harborworkers’ 
Compensation Act, and federal civilian employees receive workers’ compensation protection 
under the Federal Employees’ Compensation Act. Thus, workers’ compensation laws cover 
virtually all employees in the United States, except for domestic workers, some agricultural 
workers, and small businesses with fewer than a dozen regular employees.10

Workers’ compensatIon objectIves and oblIgatIons to the pUblIc Six basic objectives 
underlie workers’ compensation laws:11

•	 Provide sure, prompt, and reasonable income and medical benefits to work-accident 
 victims or income benefits to their dependents, regardless of fault.

•	 Provide a single remedy and reduce court delays, costs, and workloads arising out of per-
sonal injury litigation.

•	 Relieve public and private charities of financial drains.
•	 Eliminate payment of fees to lawyers and witnesses as well as time-consuming trials and 

appeals.
•	 Encourage maximum employer interest in safety and rehabilitation through appropriate 

experience-rating mechanisms.
•	 Promote frank study of causes of accidents (rather than concealment of fault), reducing 

preventable accidents and human suffering.

Employers must fund workers’ compensation programs according to state guidelines. 
Participation in workers’ compensation programs is compulsory in all states with the exception 
of Texas, where employers are not required to provide workers’ compensation insurance (with 
limited exceptions such as businesses that hold construction contracts with the government). 
Self-insurance, another funding option allowed in the majority of states, requires companies to 
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deposit a surety bond, enabling them to pay their own workers’ claims directly.12 Many compa-
nies select self-insurance because it gives employers more discretion in administering their own 
risks. Nevertheless, self-insured companies must pay their workers the same benefits as those 
paid by state funds or private insurance carriers.

The following Watch It! video describes the California Healthcare Foundation’s approach 
to ensuring workplace safety. Efforts to promote workforce safety, by making it everyone’s re-
sponsibility, may lead to fewer workers’ compensation claims. In addition, an employer’s use of 
wellness programs, many of which we discussed in Chapter 9, can play an instrumental role in 
promoting workplace safety.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the video exercise titled the California healthcare foundation: safety.

hoW Workers’ compensatIon compares to socIal secUrIty benefIts Workers’ com-
pensation differs from Social Security disability insurance and Medicare in important ways. Workers’ 
compensation pays for medical care for work-related injuries beginning immediately after the injury 
occurs; it pays temporary disability benefits after a waiting period of 3–7 days; it pays permanent 
partial and permanent total disability benefits to workers who have lasting consequences of disabilities 
caused on the job; in most states, it pays rehabilitation and training benefits for those unable to return 
to pre-injury careers; and it pays benefits to survivors of workers who die of work-related causes. 
Social Security, in contrast, pays benefits to workers with long-term disabilities from any cause, but 
only when the disabilities preclude work. Social Security also pays for rehabilitation services and 
for survivor benefits to families of deceased workers. Social Security begins after a 5-month waiting 
period and Medicare begins 29 months after the onset of medically verified inability to work.

recent trends In Workers’ compensatIon In recent years, workers’ compensation claims 
have risen dramatically in terms of both numbers of claims and claims amounts. The increased 
prevalence of repetitive strain injuries resulting from the use of keyboards has contributed to 
this trend. In September 2014, workers’ compensation cost nearly 18 percent of all legally 
required benefits.13 The proportion in industries that generally pose substantial worker 
hazards spent a greater proportion of their legally required benefits dollars to provide workers’ 
compensation insurance. For example, this proportion was approximately 34 percent in the 
construction industry.

fInancIng Workers’ compensatIon programs Workers’ compensation laws specify the 
permissible methods of funding. Employers generally subscribe to workers’ compensation 
insurance through private carriers or, in some instances, through state funds. A third funding 
option, self-insurance, requires companies to deposit a surety bond, enabling them to pay their 
own workers’ claims directly.14 Many employers select self-insurance when available because 
it gives them greater discretion in administering their own risks. Nevertheless, self-insured 
companies must pay their workers the same benefits paid by state funds or private insurance 
carriers. In most states, the insurance commissioner sets the maximum allowable workers’ 
compensation insurance premium rates for private insurance carriers.

family and medical Leave
The Family and Medical Leave Act of 1993 (FMLA) aims to provide employees with job pro-
tection in cases of family or medical emergency. The basic thrust of the act is guaranteed leave, 
and a key element of that guarantee is the right of the employee to return either to the position he 
or she left when the leave began or to an equivalent position with the same benefits, pay, and other 
terms and conditions of employment. The passage of the FMLA reflects a growing recognition 
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that many employees’ parents are becoming elderly, rendering them susceptible to a serious ill-
ness or medical condition. These elderly parents are likely to require frequent (if not constant) 
attention for an extended period while ill, which places a burden on their adult children.

The passage of the FMLA also recognizes the increasing prevalence of two-income families 
and the changing roles of men regarding child care. Both partners are now more likely to work full 
time and share family responsibilities, including child rearing. Much like elderly parents, children 
can also become seriously ill, requiring parents’ attention. The FMLA also enables fathers to take 
paternity leave to care for their newborn babies. Until the passage of the FMLA, men did not have 
protection comparable to what women receive under the Pregnancy Discrimination Act.

Title I of the FMLA states:

An eligible employee is entitled to 12 unpaid work weeks of leave during any 12-month 
period for three reasons: because of the birth or placement for adoption or foster care of a 
child; because of the serious health condition of a spouse, child, or parent; or because of 
the employee’s own serious health condition. Leave may be taken for birth or placement of 
a child only within 12 months of that birth or placement.

. . . family leave provisions apply equally to male and female employees: “A father, as 
well as a mother, can take family leave because of the birth or serious health condition of 
his child; a son as well as a daughter is eligible for leave to care for a parent.”

The minimum criteria for eligibility under this act include the following: Eligible workers 
must be employed by a private employer or by a civilian unit of the federal government. Eligible 
workers must also have been employed for at least 12 months by a given employer. Finally, eli-
gible workers have provided at least 1,250 hours of service during the 12 months prior to making 
a request for a leave. Employees who do not meet these criteria are excluded, as are those who 
work for an employer with fewer than 50 employees within a 75-mile radius of the employee’s 
home. The FMLA does not explicitly define “hours of service.” As a result, many disgruntled 
employees have filed lawsuits against employers’ definitions of hours of service.

Employers may require employees to use paid personal, sick, or vacation leave first as part 
of the 12-week period. If an employee’s paid leave falls short of the 12-week mandated period, 
then the employer must provide further leave—unpaid—to total 12 weeks. While on leave, em-
ployees retain all previously earned seniority or employment benefits, though employees do not 
have the right to add such benefits while on leave. Furthermore, while on leave, employees are 
entitled to receive health insurance benefits. Finally, employees may be entitled to receive health 
benefits if they do not return from leave because of a serious health condition or some other  
factor beyond their control.

The first major revisions to the FMLA were instituted in January 2009. The changes created 
leave opportunities for military families and required employees to adhere to stricter guidelines 
for taking leave. Relatives of seriously injured members of the military may take up to 26 weeks 
off from work to care for their injured military family members. In addition, relatives of members 
of the National Guard or reserves who are called to activity duty may receive up to 12 weeks of 
leave to attend military programs (official send-off of the family member’s troop), arrange child 
care, or make financial arrangements. Nonmilitary workers who claim to have chronic health con-
ditions (e.g., ongoing back pain) must see their doctor at least twice per year for documentation. 
Additional revisions to the FMLA may be on the horizon. For example, President Barack Obama 
may ask Congress to extend coverage by including companies that employ at least 25 workers. As 
noted, the current law applies to companies that employ at least 50 workers.

A more recent revision effective March 27, 2015, incorporates a broader definition of 
spouse. Eligible employees in legal same-sex marriages will be able to take FMLA leave to care 
for their spouse or family member, regardless of where they live. This will ensure that the FMLA 
will give spouses in same-sex marriages the same ability as all spouses to fully exercise their 
FMLA rights.
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One final comment about family and medical leave warrants mention. As discussed, the 
FMLA provides unpaid leave. On September 23, 2002, the California governor signed legisla-
tion that allows employees to take partially paid family leave beginning after July 1, 2004. This 
paid family leave program allows workers to take up to 6 weeks off to care for a newborn, a 
newly adopted child, or an ill family member. Under this law, employees are eligible to receive 
55 percent of their wages during their absence.

health insurance
Health insurance covers the costs of a variety of services that promote sound physical and 
mental health, including physical examinations, diagnostic testing, surgery, hospitalization, 
psychotherapy, dental treatments, and corrective prescription lenses for vision deficiencies. 
The Patient Protection and Affordable Care Act of 2010 (PPACA) is a comprehensive 
law that mandates health insurance coverage and sets minimum standards for insurance. 
(We will discuss health insurance design alternatives in the next section of this chapter.) 
Individuals who can afford to purchase health insurance must do so either by participating in 
an employer-sponsored plan or purchasing health insurance coverage independently. Starting 
in 2016, companies with at least 50 employees are required to offer affordable health insur-
ance under the law. These requirements are known as the individual mandate and employer 
mandate, respectively.

Employers and individuals are subject to monetary penalties for failure to provide or carry 
insurance coverage. Individuals who do not receive coverage through employment or are un-
employed pay a penalty; oftentimes, some refer to this as a tax rather than as a penalty. Without 
this mandate, many individuals would likely put off purchasing health insurance until they 
need it, that is, at the onset of a serious medical condition, when premium rates are highest (as 
compared to purchasing health insurance when healthy). This practice would also cause insur-
ance premiums to rise for those who maintain coverage, including the cost of health insurance 
premiums to employers: Insurance companies may spread rate increases to protect profits.

Many provisions of the law will have a broad impact on employment-sponsored health insur-
ance plans that do not have grandfathered status. PPACA distinguishes between health plans that 
existed prior to the March 23, 2010, enactment date and those that come into existence afterward. 
Individual and group health plans already in existence prior to enactment are referred to as grand-
fathered plans. New health plans (or preexisting plans that have been substantially modified after 
March 23, 2010) are referred to as non-grandfathered plans. Grandfathered plans could lose this 
status if at least one of the following modifications were made:

•	 Elimination of all or substantially all benefits to diagnose or treat a particular condition.
•	 Increase in a percentage cost-sharing requirement (e.g., raising an individual’s coinsurance 

requirement from 20 percent to 25 percent).
•	 Increase in a deductible or out-of-pocket maximum by an amount that exceeds medical 

 inflation plus 15 percentage points.
•	 Increase in a copayment by an amount that exceeds medical inflation plus 15 percentage 

points (or, if greater, $5 plus medical inflation).
•	 Decrease in an employer’s contribution rate towards the cost of coverage by more than 

5 percentage points.
•	 Imposition of annual limits on the dollar value of all benefits below specified amounts.15

Reducing or eliminating coverage for one or more “essential benefits” will cause a grandfa-
thered plan to lose this status. Essential health benefits must include items and services within at 
least the following 10 categories:

•	 Ambulatory patient services
•	 Emergency services
•	 Hospitalization
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•	 Maternity and newborn care
•	 Mental health and substance use disorder services, including behavioral health treatment
•	 Prescription drugs
•	 Rehabilitative services and devices
•	 Laboratory services
•	 Preventive and wellness services and chronic disease management
•	 Pediatric services, including oral and vision care

Companies that fail to offer health insurance are also subject to a penalty. If a company 
owes the penalty because it didn’t cover workers, it must pay approximately $2,000 per full-time 
employee (excluding first 30 employees). The fee is assessed on a monthly basis per employee. 
In other words, the per-employee penalty is divided by 12 months and paid for each month the 
insurance requirement is not met. Starting in 2016, the penalty amount in health insurance has 
increased. The formula is complex and is subject to change based on possible legislative rule 
changes and experience.

The PPACA instituted requirements that health plans remove annual dollar limits on most 
health benefits as well as eliminated preexisting condition clauses altogether. Starting in 2018, 
the Cadillac tax will apply to high-cost employer-sponsored health plans. Plans that cost more 
than $10,200 annually for individual coverage and $27,500 for family coverage are subject 
to the Cadillac tax. The tax equals 40 percent of the amount that exceeds those limits. For 
example, if an individual plan costs $14,000, the employer would pay 40 percent of $3,800 
($14,000 minus $10,200), or $1,520 for each covered individual. The tax was intended to be a 
disincentive for employers to provide overly rich health benefits, and the cost of the health plan 
is one way to assess the level of benefits. It is expected that these limits will increase from time 
to time.

heaLth insURanCe pROgRam design 
aLteRnatives
Employers usually enter into a contractual relationship with one or more insurance companies 
to provide health-related services for their employees and, if specified, employees’ dependents. 
An insurance policy refers to a contractual relationship between the insurance company and 
the beneficiary. The insurance policy specifies the amount of money the insurance company will 
pay, for such particular services as physical examinations. Employers pay insurance companies 
a negotiated amount, or premium, to establish and maintain insurance policies. In this chapter, 
the term insured refers to employees covered by the insurance policy.

Companies can choose from the following ways to provide health insurance coverage. 
These include fee-for-service plans, as well as alternative managed care plans, and plans associ-
ated with the consumer-driven approach.

fee-for-service plans
Fee-for-service plans provide protection against health care expenses in the form of a cash 
benefit paid to the insured or directly to the health care provider after the employee has received 
health care services. These plans pay benefits on a reimbursement basis. Three types of eligible 
health expenses are hospital expenses, surgical expenses, and physician charges. Under fee-
for-service plans, the insured may generally select any licensed physician, surgeon, or medical 
facility for treatment, and the insurer reimburses the insured after medical services are rendered.

There are two types of fee-for-service plans. The first type, indemnity plans, is based on a 
contract between the employer and an insurance company. The contract specifies the expenses 
and rate that are covered. The second type, self-funded plans, operates in the same fashion as 
indemnity plans.

10-3 Describe fee-
for-service plans, 
traditional managed 
care approaches, and 
more recent consumer-
driven approaches to 
providing health care 
coverage.



238    part IV • EmployEE BEnEfIts

The main difference between insurance plans offered by insurance companies and self-
funded insurance plans centers on how benefits are financed. When companies elect indemnity 
plans, they establish a contract with an independent insurance company. Insurance companies 
pay benefits from their financial reserves, which are based on the premiums companies and 
employees pay to receive insurance. Companies may instead choose to self-fund employee 
insurance. Such companies pay benefits directly from their own assets with either current cash 
flow or funds set aside in advance for potential future claims. The decision to self-fund is based 
on financial consideration. Self-funding makes sense when a company’s financial burden of 
covering employee medical expenses is less than the cost to subscribe to an insurance company 
for coverage. By not paying premiums in advance to an independent carrier, a company retains 
these funds for current cash flow.

Fee-for-service plans provide three types of medical benefits under a specified policy: 
hospital expense benefits, surgical expense benefits, and physician expense benefits. 
Companies sometimes select major medical plans to provide comprehensive medical cover-
age instead of limiting coverage to the three specific kinds just noted, or to supplement these 
specific benefits.

Fee-for-service plans contain a variety of stipulations designed to control costs and to limit 
a covered individual’s financial liability. Common fee-for-service stipulations include deduct-
ibles, coinsurance, out-of-pocket maximums, preexisting condition clauses, and maximum  
benefits limits.

dedUctIble A common feature of fee-for-service plans is the deductible. Over a designated 
period, employees must pay for services (i.e., meet a deductible) before insurance benefits 
become active. The deductible amount can vary widely based on the plan specifics, ranging 
anywhere between a few hundred dollars to a few thousand dollars. Deductible amounts may 
also depend on annual earnings, expressed either as a fixed amount for a range of earnings or as 
a percentage of income.

coInsUrance Insurance plans feature coinsurance, which becomes relevant after the insured 
pays the annual deductible. Coinsurance refers to the percentage of covered expenses paid by 
the insured. Most indemnity plans stipulate 20 percent coinsurance. This means that the plan 
will pay 80 percent of covered expenses, whereas the insured is responsible for the difference, in 
this case, 20 percent.

Coinsurance amounts vary according to the type of expense. Insurance plans most com-
monly apply no coinsurance for diagnostic testing and 20 percent for other medical services. 
Many insurance plans provide benefits for mental health services. Coinsurance rates for these 
services tend to be the highest, often as much as 50 percent.

oUt-of-pocket maxImUm Health care costs are on the rise. Despite generous coinsurance 
rates, the expense amounts for which individuals are responsible can be staggering. These 
amounts are often beyond the financial means of most individuals. Thus, most plans specify the 
maximum amount the insured must pay per calendar year or plan year, known as the out-of-
pocket maximum provision.

The purpose of the out-of-pocket maximum provision is to protect individuals from 
catastrophic medical expenses or expenses associated with recurring episodes of the same 
illness. Out-of-pocket maximums are usually stated as a fixed dollar amount and apply to 
expenses beyond the deductible amount. Individuals often have lower annual out-of-pocket 
maximums than family coverage. For example, the out-of-pocket maximum might be lim-
ited to $1,000 for individual coverage and $2,500 for family coverage. As an illustration, an 
insurance plan specifies a $200 deductible. An individual is responsible for the first $200 of 
expenses plus additional expenses up to $800 per year (i.e., the out-of-pocket maximum) for 
a total of $1,000.
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preexIstIng condItIon claUses A preexisting condition is a condition for which medical 
advice, diagnosis, care, or treatment was received or recommended during a designated period 
preceding the beginning of coverage. Prior to the Patient Protection and Affordable Care Act, 
insurance plans oftentimes excluded preexisting conditions from coverage. Insurance companies 
chose to impose preexisting conditions to limit their liabilities for serious medical conditions 
that predate an individual’s coverage. The Patient Protection and Affordable Care Act has 
eliminated preexisting condition clauses altogether.

maxImUm benefIt lImIts Insurance companies specify maximum benefit limits, expressed 
as a dollar amount over the course of 1 year or over an insured’s lifetime. In many cases, 
insurance policies specified both annual maximums and lifetime maximums. Until the passage 
of the PPACA, employers could purchase health insurance plans with lower maximum benefit 
limits at correspondingly lower costs. The Patient Protection and Affordable Care Act prohibits 
limits on most benefits.

managed Care approach
The managed care approach emphasizes cost control by limiting an employee’s choice of doc-
tors and hospitals. Three common managed care plans are health maintenance organizations 
(HMOs), preferred provider organizations (PPOs), and point-of-service (POS) plans.

health maIntenance organIzatIons HMOs are sometimes described as providing 
prepaid medical services because fixed periodic enrollment fees cover HMO members for 
all medically necessary services only if the services are delivered or approved by the HMO. 
HMOs generally provide inpatient and outpatient care as well as services from physicians, 
surgeons, and other health care professionals. Most medical services are either fully covered 
or, in the case of some HMOs, participants are required to make nominal copayments. 
Copayments represent nominal payments an individual makes as a condition of receiving 
services. HMOs express copayments as fixed amounts for different services (e.g., office 
visits, prescription drugs, and emergency room treatment). It should be noted that the 
ranges of figures that follow are simply approximations. Common copayment amounts vary 
between $15 and $50 for each doctor’s office visit and between $10 and $70 per prescription 
drug. We address the reason for the wide variation in prescription drug copayment amounts 
later in this chapter.

HMO plans share several features in common with fee-for-service plans, including out-
of-pocket maximums. HMOs differ from fee-for-service plans in three important ways. First, 
HMOs offer prepaid services, whereas fee-for-service plans operate on a reimbursement basis. 
Second, HMOs include the use of primary care physicians as a cost-control measure. Third, co-
insurance rates are generally lower in HMO plans than in fee-for-service plans.

prImary care physIcIans HMOs designate some of their physicians, usually general or 
family practitioners, as primary care physicians. HMOs assign each member to a primary 
care physician or require each member to choose one. Primary care physicians determine 
when patients need the care of specialists. HMOs use primary care physicians to control costs 
by significantly reducing the number of unnecessary visits to specialists. As primary care 
physicians, doctors perform several duties. The most important duty is perhaps to diagnose 
the nature and seriousness of an illness promptly and accurately, after which the primary care 
physician refers the patient to the appropriate specialist.

copayments The most common HMO copayments apply to physician office visits, hospital 
admissions, prescription drugs, and emergency room services. Office visits are nominal amounts, 
ranging from $15 to $50 per visit. Hospital admissions and emergency room services are higher, 
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ranging between $50 and $500 for each occurrence. Mental health services and substance 
abuse treatment require copayments as well. Inpatient services require copayments that are 
similar in amount to those for hospital admissions for medical treatment; however, copayments 
for outpatient services (e.g., psychotherapy, consultation with a psychiatrist, or treatment at a 
substance abuse facility) are generally expressed as a fixed percentage of the fee for each visit or 
treatment. HMOs usually charge a copayment ranging between 15 and 25 percent.

preferred provIder organIzatIons Under a preferred provider organization (PPO), a 
select group of health care providers agrees to furnish health care services to a given population 
at a higher level of reimbursement than under fee-for-service plans. Physicians qualify 
as preferred providers by meeting quality standards, agreeing to follow cost-containment 
procedures implemented by the PPO, and accepting the PPO’s reimbursement structure. In 
return, the employer, insurance company, or third-party administrator helps guarantee the 
provider the physician’s minimum patient loads by furnishing employees with financial 
incentives to use the preferred providers.

PPO plans include features that resemble fee-for-service plans or HMO plans. Features 
most similar to fee-for-service plans are out-of-pocket maximums and coinsurance, and those 
most similar to HMOs include the use of nominal copayments. PPOs contain deductible and 
coinsurance provisions that differ somewhat from other plans.

dedUctIbles PPOs include deductible features. The structure and amount of deductibles under 
PPO plans most closely resemble practices commonly used in fee-for-service plans. Unlike fee-
for-service plans, PPOs often apply different deductible amounts for services rendered within 
and outside the approved network. Higher deductibles are set for services rendered by non-
network providers to discourage participants from using services outside the network.

coInsUrance Coinsurance is a feature of PPO plans—its structure is most similar to fee- 
for-service plans. PPOs calculate coinsurance as a percentage of fees for covered services. PPOs also 
use two sets of coinsurance payments: The first set applies to services rendered within the network 
of care providers and the second applies to services rendered outside the network. Coinsurance rates 
for network services are substantially lower than they are for non-network services. Coinsurance 
rates for network services range between 10 and 20 percent. Non-network coinsurance rates run 
between 60 and 90 percent.

poInt-of-servIce plans A point-of-service plan (POS) combines features of fee-for-service 
systems and HMOs. Employees pay a nominal copayment for each visit to a designated 
network of physicians. In this regard, POS plans are similar to HMOs. Unlike HMOs, however, 
employees possess the option to receive care from health care providers outside the designated 
network of physicians, but they pay somewhat more for this choice. This choice feature is 
common to fee-for-service plans.

specialized insurance Benefits
Employers often use separate insurance plans to provide specific kinds of benefits. Benefits 
professionals sometimes refer to these plans as carve-out plans. Carve-out plans are set up to 
cover dental care, vision care, prescription drugs, mental health and substance abuse, and ma-
ternity care. Specialty HMOs or PPOs usually manage carve-out plans based on the expectation 
that single-specialty practices may control costs more effectively than multispecialty medical 
practices. We will focus on prescription drug plans and mental health and substance abuse plans 
because of the rampant inflation in prescription drug costs and the increased recognition that 
mental health disorders may hinder worker productivity.

prescrIptIon drUg plans Prescription drug plans cover the costs of drugs. These plans 
apply exclusively to drugs that state or federal laws require to be dispensed by licensed 
pharmacists. Prescription drugs dispensed to individuals during hospitalization or treatment 
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in a long-term care facility are not covered by prescription drug plans. Insurers specify which 
prescription drugs are covered, how much they will pay, and the basis for paying for drugs.

Three kinds of prescription drug programs are currently available to companies who choose 
to provide these benefits to employees. The first, medical reimbursement plans reimburses 
employees for some or all of the cost of prescription drugs. These programs are usually associ-
ated with self-funded or independent indemnity plans. The second kind of plan, often referred to 
as a prescription card program, operates similarly to managed care programs because it offers 
prepaid benefits with nominal copayments. The name arose from the common practice of phar-
macies requiring the presentation of an identification card. Prescription card programs limit ben-
efits to prescriptions filled at participating pharmacies, similar to managed care arrangements for 
medical treatment.

The third type of plan, a mail order prescription drug program, dispenses expensive med-
ications used to treat chronic health conditions such as human immunodeficiency virus (HIV) or 
such neurological disorders as Parkinson’s disease. Health insurers specify whether participants 
must receive prescription drugs through mail order programs or locally approved pharmacies. 
Cost is the driving factor for this decision. Mail order programs offer a cost advantage because 
they purchase medications at discounted prices in large volumes.

mental health and sUbstance abUse Approximately 20 percent of Americans experience 
some form of mental illness (e.g., clinical depression) at least once during their lifetimes.16 
Nearly 20 percent develop a substance abuse problem. As a result, insurance plans provide 
mental health and substance abuse benefits designed to cover treatment of mental illness and 
chemical dependence on alcohol and legal and illegal drugs. Delivery methods include fee-for-
service plans and managed care options. Employee assistance programs (EAPs) represent a 
portal to taking advantage of employer-sponsored mental health and substance abuse treatment 
options. EAPs help employees cope with personal problems that may impair their personal lives 
or job performance, including alcohol or drug abuse, domestic violence, the emotional impact of 
AIDS and other diseases, clinical depression, and eating disorders. EAPs also assist employers 
in helping troubled employees identify and solve problems that may be interfering with their job 
or personal life.

Mental health and substance abuse plans cover the costs of a variety of treatments, including 
prescription psychiatric drugs (e.g., antidepressant medication), psychological testing, inpatient 
hospital care, and outpatient care (e.g., individual or group therapy). Mental health benefits 
amounts vary by the type of disorder. Psychiatrists and psychologists rely on the Diagnostic and 
Statistical Manual of Mental Disorders (DSM-5) to diagnose mental disorders based on symp-
toms, and both fee-for-service and managed care plans rely on the DSM-5 to authorize payment 
of benefits.

Consumer-driven health Care
Managed care plans became popular alternatives to fee-for-service plans mainly to help employ-
ers and insurance companies more effectively manage the costs of health care. As discussed, 
managed care plans by design imposed substantial restrictions on an employee’s ability to make 
choices about from whom they could receive medical treatment, the gatekeeper role of primary 
care physicians, and the level of benefits they could receive based on designated in- and out-of-
network providers.

Despite the cost control objectives of managed care, health care costs have continued to 
rise dramatically over the years while restricting employee choice. Consumer-driven health 
care refers to the objective of helping companies maintain control over costs while also enabling 
employees to make smarter choices about health care. This approach may enable employers to 
lower the cost of insurance premiums by selecting fee-for-service plans or managed care plans 
with higher employee deductibles. The most popular consumer-driven approaches couple health 
plan flexible spending accounts and health reimbursement accounts. These accounts provide 
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employees with resources to pay for medical and related expenses not covered by higher deduct-
ible insurance plans at substantially lower costs to employers.

Flexible spending accounts (FSAs) permit employees to pay for specified health care costs 
that are not covered by an employer’s insurance plan. Prior to each plan year, employees elect 
the amount of pay they wish to allocate to this kind of plan. Employers then use this money 
to reimburse employees for medical expenses incurred during the plan year that qualify for 
repayment.

A significant advantage to employees is the ability to make contributions to their FSAs 
on a pretax basis; however, a noteworthy drawback is the “use it or lose it” provision of 
FSAs. FSAs require employees to estimate the amount of money they think they will need 
for eligible medical expenses. Of course, it is difficult to predict many medical needs and to 
estimate the costs of anticipated medical needs. Employees lose contributions to their FSAs 
when they overestimate the cost of medical needs because employers neither allow employees 
to carry balances nor do employers reimburse employees for balances remaining at the end of 
the year.

On the other hand, employers may establish health reimbursement accounts (HRAs). The 
purposes of HRAs and FSAs are similar with three important differences. First, employers make 
the contributions to each employee’s HRA, whereas employees fund FSAs with pretax contribu-
tions deducted from their pay. Employees do not contribute to HRAs. HRA arrangements are 
particularly appealing to employees with relatively low salaries or hourly wage rates because 
they do not contribute to them. Second, HRAs permit employees to carry over unused account 
balances from year to year, whereas employees forfeit unused FSA account balances present at 
the end of the year. Third, employers may offer employees HRAs as well as FSAs, and the use 
of these accounts is not limited to participation in high-deductible health care plans, which is the 
case for HSAs.

The idea of consumer-driven health care has most recently received substantially greater 
attention than before because of the Bush administration (President George W. Bush) and the 
Republican-led Congress, who favor greater employee involvement in their medical care and 
reducing the cost burden for companies to help maintain competitiveness in the global market. 
The Medicare Prescription Drug, Improvement and Modernization Act of 200317 added 
Section  223 to the IRC, effective January 1, 2004, to permit eligible individuals to establish 
health savings accounts (HSAs) to help employees pay for medical expenses. In 2015, an 
employer, an employee, or both may contribute as much as $3,350 annually for unmarried 
employees without dependent children or as much as $6,550 for married or unmarried em-
ployees with dependent children. Employers may require employees to contribute toward these 
limits. Employee contributions would be withheld from an employee’s pay on a pretax basis. 
Employers offer HSAs along with a high deductible insurance policy, established for employees. 
High-deductible health insurance plans require substantial deductibles and low out-of-pocket 
maximums. For individual coverage, the minimum annual deductible was $1,300 with a maxi-
mum out-of-pocket limit at or below $6,450 in 2015. For family coverage, the deductible was 
$2,600 with maximum out-of-pocket limits at or below $12,900.

HSAs offer four main advantages to employees relative to FSAs and HRAs. First, HSAs 
are portable, which means that the employee owns the account balance after the employment 
relationship ends. Second, HSAs are subject to inflation-adjusted funding limits. Third, em-
ployees may receive medical services from doctors, hospitals, and other health care providers 
of their choice, and they may choose the type of medical services they purchase, including such 
items as long-term care, eye care, and prescription drug coverage. FSAs and HRAs substan-
tially limit employee choice. Fourth, HSA assets must be held in trust and cannot be subject to 
forfeiture. That is, any unspent balances in the HSA can be rolled over annually and accumu-
late tax-free until the participant’s death. FSAs and HRAs have no legal vesting requirement, 
which means employees do not possess the right to claim unused balances when they terminate 
employment.
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additiOnaL heaLth CaRe LegisLatiOn
Besides PPACA, a variety of laws influence employer-sponsored health care offerings. We review 
two of the key laws in chronological order: the Consolidated Omnibus Budget Reconciliation Act 
of 1985 and the Health Insurance Portability and Accountability Act of 1996.

Consolidated Omnibus Budget Reconciliation act of 1985 (COBRa)
The Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) was enacted to 
provide employees with the opportunity to continue receiving their employer-sponsored medical 
care insurance temporarily under their employer’s plan if their coverage otherwise would cease 
because of termination, layoff, or other change in employment status. COBRA applies to a wide 
variety of employers, with exemptions available only for companies that normally employ fewer 
than 20 workers, church plans, and plans maintained by the U.S. government. COBRA is an 
amendment to the Employee Retirement Income Security Act of 1974.

Under COBRA, individuals may continue their coverage, as well as coverage for their 
spouses and dependents, for up to 18 months. Coverage may extend for up to 36 months for 
spouses and dependents facing a loss of employer-provided coverage because of an employee’s 
death, a divorce or legal separation, or certain other qualifying events, which include employee 
termination, retirement, and layoff. Table 10-2 displays the maximum continuation period for 
particular qualifying events.

Companies are permitted to charge COBRA beneficiaries a premium for continuation cov-
erage of up to 102 percent of the cost of the coverage to the plan. The 2 percent markup reflects 
a charge for administering COBRA. Employers that violate the COBRA requirements are sub-
ject to an excise tax per affected employee for each day that the violation continues. In addition, 
plan administrators who fail to provide required COBRA notices to employees may be person-
ally liable for a civil penalty for each day the notice is not provided.

health insurance portability and accountability act of 1996 (hipaa)
The Health Insurance Portability and Accountability Act of 1996 (HIPAA) contains three 
main provisions. The first provision is intended to guarantee that employees and their depen-
dents that leave their employer’s group health plan will have ready access to coverage under a 
subsequent employer’s health plan, regardless of their health or claims experience. The second 
provision sets limits on the length of time that health plans and health insurance issuers may 

10-4 Summarize two 
additional key laws 
pertaining to legally 
required benefits.

taBLe 10-2 cobra continuation requirements

qualifying Events maximum Continuation period

Employee

a.  Termination of employment for any reason, including 
termination of disability benefits and layoff (except for 
gross misconduct)

18 monthsa

b. Loss of eligibility due to reduction in work hours 18 months

c. Determination by the Social Security Administration 
(SSA) of disability that existed at time of qualifying event

18 months

Dependent

a. Loss of dependent child status 36 months

b. Employee’s death, divorce, or legal separation 36 months

Spouse (entitled to Medicare) 36 months

aThis 18-month period may be extended for all qualified beneficiaries if certain conditions are met in cases 
where a qualified beneficiary is determined to be disabled for purposes of COBRA.
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impose preexisting health conditions and identify conditions to which no preexisting condi-
tion may apply. As noted previously, since the passage of the Patient Protection and Affordable 
Care Act, preexisting condition clauses were eliminated. The third provision protects the trans-
fer, disclosure, and use of health care information.

the Benefits and COsts Of LegaLLy 
ReqUiRed Benefits
Employee benefits are unlike most bases for monetary compensation (e.g., merit, pay-for-
knowledge, and incentives). Under these programs, the amount of compensation employees 
receive varies with their level of contributions to the company. Instead, benefits tend to empha-
size social adequacy. Under the principle of social adequacy, benefits are designed to provide 
subsistence income to all beneficiaries regardless of their performance in the workplace.18 Thus, 
although humanitarian, legally required benefits do not directly meet the imperatives of com-
petitive strategy. Legally required benefits, however, may contribute indirectly to competitive 
advantage by enabling individuals to remain participants in the economy.

Nevertheless, legally required benefits may be a hindrance to companies in the short term 
because these offerings require substantial employer expenditures (e.g., contributions mandated 
by the Social Security Act and various state workers’ compensation laws). Without these man-
dated expenditures on compensation, companies could choose to invest these funds in direct 
compensation programs designed to boost productivity and product or service quality.

How can HR managers and other business professionals minimize the cost burden associ-
ated with legally required benefits? Let’s consider this issue for both workers’ compensation 
and unemployment insurance benefits. In the case of workers’ compensation, employers can 
respond in two ways. The first response is to reduce the likelihood of workers’ compensation 
claims. The implementation of workplace safety programs is one strategy for reducing work-
ers’ compensation claims. Effective safety programs include teaching safe work procedures 
and safety awareness to employees and supervisors. Another strategy for reducing workers’ 
compensation claims is health promotion programs that include inspections of the workplace 
to identify health risks (e.g., high levels of exposure to toxic substances) and then to eliminate 
those risks.

The second employer response is to integrate workers’ compensation benefits into the rest 
of the benefits program. Because of the rampant cost increases associated with workers’ com-
pensation, several state legislatures have considered integrating employer-sponsored medical 
insurance and workers’ compensation programs. This “24-hour” coverage would specifically 
roll the medical component of workers’ compensation into traditional employer-provided health 
insurance. Some companies have already experimented with 24-hour coverage. For instance, 
Polaroid Corporation found cost advantages associated with integrating medical insurance and 
workers’ compensation: reduced administrative expense through integration of the coverages, 
better access to all employee medical records, and a decrease in litigation.19

Use of 24-hour coverage is not widespread for a number of reasons.20 Many insurance com-
panies view this approach as complicated. In addition, some companies are concerned that this 
coverage would cost them in unanticipated ways.

Employers also can contain their costs for unemployment insurance. As discussed earlier, 
the amount of tax employers contribute to providing unemployment insurance depends partly on 
their experience rating. Thus, employers can contain costs by systematically monitoring the rea-
sons they terminate workers’ employment and avoiding terminations that lead to unemployment 
insurance claims whenever possible. For example, it is not uncommon for companies to employ 
workers on a full-time basis when they experience increased demand for their products or ser-
vices. Adding full-time workers is reasonable when companies expect that the higher demand 

10-5 Discuss the main 
benefits and costs 
of legally required 
benefits.
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MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

will last for an extended period (e.g., more than 2 years); however, when demand is lower in 
the short term, companies usually reduce their workforce through layoffs. Unless the laid-off 
employees immediately find employment, they will file claims with their local employment  
security office for unemployment insurance. Their claims contribute to the companies’ unem-
ployment experience rating and, thus, their cost expenditures.

To both employees and employers, legally required benefits 
can, at first glance, appear to be a burden. These costs mean 
that less capital will be devoted to investments or available 
for expenditures in other areas. However, by thoroughly un-
derstanding the principles behind the establishment of these 
laws, they will be viewed as less of a burden and more of a 
benefit. As HR and line managers, you will have the responsi-
bility of educating employees about the broader array of ben-
efits options, as well as protecting the company from  liabilities 
associated with a failure to comply with certain legally  
mandated benefits.

Action checklist for line managers and HR—
protecting the company and educating employees

hr takes the lead
•	 Benchmark other companies to see how flexible benefit 

plans are chosen and administered. This flexibility will 
empower employees and will likely lead to positive work-
related outcomes (e.g., reduced absenteeism and low 
turnover).

•	 Involve employees in the discussion as the benefits plan is 
adjusted to better align the cost of the benefits plan and 
its attractiveness to employees.

•	 Make recommendations on wellness programs and  
other benefits that support and enhance legally required  
benefits (which could also decrease overall cost for the 
company; e.g., health care). Assess the cost up front  
and provide justification for the cost by comparing it to 
potential future costs.

line managers take the lead
•	 Ensure that all employees are properly trained on equip-

ment and that the work environment is safe. This will 
serve as a preventative measure against certain benefits 
that have a cost to employee and employer (e.g.,  
workers’ compensation).

•	 Seek education on certain legally required benefits 
that are likely to be encountered (e.g., FMLA). Become 
comfortable with talking about these issues; dealing 
sensitively with these issues when they are brought up 
by employees may mitigate the risk of employees filing a 
grievance on how their legally granted right was compro-
mised (akin to “bedside manners” with hospitals).

•	 Work with HR to create a communication plan that 
clearly demonstrates the benefits of the plan, describes 
how to take full advantage of its benefits, and increases 
awareness and appreciation.

 C O m p e n s at i O n  i n  aC t i O n

Recommend
benefits

Roll out communication plan
that is focused on raising

awareness and appreciation 

Benchmark other
companies to

assess benefits
offerings

Involve employees in
discussions as
benefits evolve

Proper training of
employees to ensure

safety

Deal with employee
discussions on benefits

effectively and with 
sensitivity 
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summary
learning objective 1: Legally required benefits pro-
vide a form of social insurance. Various benefits arose 
out of particular undesirable social, work, and eco-
nomic conditions as well as President Barack Obama’s 
call for all Americans to possess health insurance 
protection.

learning objective 2: There are four main catego-
ries of legally required benefits: Social Security pro-
grams (retirement, survivor and disability insurance, 
and Medicare under the Social Security Act of 1935), 
workers’ compensation (various state compulsory dis-
ability laws), unpaid family and medical leave (Family 
and Medical Leave Act of 1993), and health insurance 
(Patient Protection and Affordable Care Act).

learning objective 3: Alternative health insurance 
design options include fee-for-service plans, various 
managed care plans, and consumer-driven health care.

learning objective 4: Additional legislation influ-
ences legally required benefit practices, including the 
Consolidated Omnibus Budget Reconciliation Act of 
1985 (COBRA) and the Health Insurance Portability 
and Accountability Act of 1994.

learning objective 5: Legally required benefits are 
costly to employers; however, they do provide advan-
tages. Legally required benefits such as health insurance 
can promote a productive workforce. From a societal 
perspective, these benefits provide a form of social  
insurance and contribute to work–life balance.
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Case 
a health savings account at frontline pr

An additional Supplemental Case can be found on MyManagementLab.

Susan Berry just returned from a national conference on compensation and benefits where she attended a 
session on health savings accounts (HSAs). Susan is the human resources director at Frontline PR, and the 
company has been struggling with the cost of health care insurance. After speaking with several experts at 
the conference, Susan now thinks an HSA might be a viable option for the company.

Frontline PR is a public relations firm located in the Northeast that employs close to 150 people in four 
different offices. Public relations professionals make up most of the staff, but the company also employs 
a complete administrative and operations staff. All of Frontline’s employees work full-time schedules and 
are eligible to participate in its health care insurance plan. Frontline currently offers a standard fee-for-
services health care insurance option. The plan has a modest deductible of $300 per year and a 20 percent 
coinsurance requirement. In addition, the company offers a flexible spending account (FSA) that allows 
employees to set aside pretax earnings to pay for the deductible, coinsurance, and other medical expenses.

Susan is considering offering an HSA along with a high-deductible health insurance plan instead of 
the current insurance plan and FSA. At the conference, Susan learned that making such a change could 
result in significant cost savings for a company. The high-deductible health insurance plan would cost a lot 
less for the company than the standard fee-for-services plan that Frontline currently offers. While Susan 
suggests that Frontline make contributions to each employee’s HSA, the overall costs for the health care 
benefit would still be less than its current option. Beyond cost savings on premiums, many believe that 
consumer-driven health care tends to reduce overall health care costs. Some of the experts Susan spoke to 
at the conference stated that when employees have a greater say in their health care decisions, they make 
wiser decisions and do not spend as much on health care.

MyManagementLab

 ChapteR qUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter quiz! and see what you’ve learned. 

discussion questions
 10-1. Except for the Patient Protection and Affordable 

Care Act, the remaining legally required benefits 
were conceived more than a decade ago. What 
changes in the business environment and society 
might affect the relevance or perhaps the viabil-
ity of any of these benefits? Discuss your ideas.

 10-2. Describe the principles of fee-for-service plans 
and managed care plans. What are the similarities 
and differences?

 10-3. Discuss some of the choices an employer may 
make to help control health care costs.

 10-4. In what ways may legally required benefits 
have contributed to an employee entitlement 

mentality regarding discretionary benefit  
offerings? Explain your rationale.

 10-5. Conduct some research on the future of the 
Social Security programs (see the Web site 
www.ssa.gov). Based on your research, prepare 
a statement, not to exceed 250 words, that de-
scribes your view of the Social Security pro-
grams (e.g., whether they are necessary, their 
viability, or whether there should be changes 
in how the programs are funded). How has this 
research influenced your views?

http://www.ssa.gov
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Crunch the numbers! 
Calculating Taxes under the Patient Protection 
and affordable Care act

 an additional Crunch the numbers! exercise can be found on mymanagementlab.com.

The PPACA imposes taxes on employers who choose not to provide health insurance benefits or who 
choose to offer highly expensive health insurance plans. Let’s assume that a company has 500 workers. 
Calculate the costs of the following scenarios.

Questions:
 10-9. The company chooses not to provide health insurance. How much will the penalty be based on the 

formula presented in this chapter?
 10-10. The company prices health insurance for its workforce, and determines that the annual cost is 

$2,500,000. Based on your answer to question 10-9, how much money would it save by not  
offering health insurance?

 10-11. The company is considering the purchase of a high-priced health insurance option. The cost is 
equal to $16,000 per employee for individual coverage and $30,000 per employee for family cov-
erage. Half of the employees subscribe to individual coverage. Based on the guidelines presented 
in this chapter, calculate the Cadillac tax.

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

  10-12. How does a state determine if an individual is eligible for unemployment insurance 
benefits?

  10-13. Define health insurance concepts such as insurance policy and premium, and  
explain the different types of health insurance programs. What are the main  
differences among these programs?

 10-14. MyManagementLab Only—comprehensive writing assignment for this chapter.

Susan has discussed the HSA option with Frontline’s director of finance, Allison Jones. From the 
financial perspective, Allison agrees that the option would be a good step to start controlling health care 
costs. However, as an employee who would use the benefit, Allison isn’t so sure that an HSA with a high-
deductible health insurance plan is the right option for the company. Based on Susan’s initial explanation, 
Allison didn’t really understand how the HSA worked. Further, she was concerned that she would have to 
spend more out of pocket on her own health care.

Susan is convinced that the HSA option would offer a significant cost savings to Frontline. However, 
after her discussion with Allison, Susan is still unsure if it is the right path to recommend for her company.

Questions:
 10-6. What are some advantages of implementing the HSA option?
 10-7. What are some potential disadvantages of the HSA option?
 10-8. What do you recommend? Why?
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Where We Are Now:
Part IV, EmPloyEE BEnEfIts, explained the most widely used employee benefits 

practices and approaches to planning the employee benefits program. We have studied 

the context for compensation, concepts for awarding pay increases, tools for structuring 

core compensation (base pay and pay increases), and employee benefits, rounding out the 

principles and practices for building strategic total compensation systems. Now we turn 

to contemporary strategic compensation challenges. Our focus will be on two important 

strategic employee groups: executives and the flexible workforce. Many principles and 

practices for compensating these two employee groups differ from what we applied to the 

vast majority of employee groups.

In Part V, wE wIll coVEr

Chapter 11 CompeNsAtiNg exeCutives 

Chapter 12 CompeNsAtiNg the Flexible WorkForCe 

Contemporary StrategiC 
CompenSation ChallengeS

v 

MyManagementLab®

 You can access the CompAnalysis Software to complete the online Building Strategic 
Compensation Systems Project by logging into www.mymanagementlab.com.

http://www.mymanagementlab.com
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 Chapter Warm-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

learning objectives

When you finish studying this chapter, you should be able to:
11-1. Explain the difference between executive pay and pay for nonexecutives.
11-2. Define executive status.
11-3. List the components of executive compensation packages.
11-4. Discuss the principles and processes of setting executive compensation.
11-5. Summarize the executive compensation disclosure rules and the reasons why 

they have been established.
11-6. Briefly explain the executive compensation controversy as it relates to whether 

U.S. executives are paid too much.

Compensating executives11 

Executive compensation practices in U.S. companies have received substantial attention in the 
press. Questions about whether executives’ compensation packages are tied to company perfor-
mance is among the major issues. As we will see, executive pay practices have raised concerns 
that many executives receive lucrative compensation and benefits even when company perfor-
mance falls below shareholder expectations. Many critics have questioned whether such practices 
may interfere with some executives’ motivation to achieve excellent performance. Other concerns 
have been voiced by labor unions, which focus on social injustice given the substantial gap in pay 
between executive and nonexecutive employees, particularly when executive-level management 
chooses to limit labor through extensive reductions-in-force of nonexecutive employees.

ContraSting exeCUtive pay With pay 
for nonexeCUtive employeeS
From an economic standpoint, the chief executive officer (CEO) is the seller of his or her ser-
vices, and the compensation committee is the buyer of these services. Under classic economic 
theory, a reasonable price is obtained through negotiations that are at arm’s length between an 
informed seller and an informed buyer. An awkward situation can result when the CEO hires a 
professional compensation director or compensation consultant. In this case, the compensation 

11-1 Explain the 
difference between 
executive pay and pay 
for nonexecutives.
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consultant who makes the recommendation to the compensation committee works for the CEO. 
In theory, the CEO hires the consultant to perform an objective analysis of the company’s execu-
tive pay package and to make whatever recommendations the consultant feels are appropriate. 
This relationship has the potential to promote a conflict of interest because of the perceived 
pressure for the consultant to protect the CEO’s financial interests. The irony is that the con-
sultant is often viewed as representing the shareholders’ interests. In a sense, the buyers of the 
CEO’s services are the shareholders and their representatives, the compensation committee of 
the board of directors. They tend to act upon the compensation consultant’s recommendation.1

It is possible that applying such practices to executives contradicts the main assumptions 
of performance-based pay, as discussed in Chapters 3 and 4. Successful performance triggers 
merit and incentive awards and the degree of success determines the amount of award. After all, 
pay-for-performance applies to most nonexecutive employees in U.S. companies. In some in-
stances, executives are rewarded even after they have not performed well, with multimillion dol-
lar awards contingent on their leaving the company. It is not surprising that those instances are 
often referred to as pay-for-nonperformance or, more harshly, pay-for-failure, and have become 
increasingly more common events in the world of executive compensation.

Defining exeCUtive StatUS
It is important to define executive status because it is not an arbitrary designation. In fact, the 
Internal Revenue Code (IRC), which is the tax code of the United States, provides criteria to guide 
us in the definition of executives as these are key employees and highly compensated employees.

Who are executives?
Virtually all the components of executive compensation plans provide favorable tax treatment 
for both the executive and the company. Who are executives? From a tax regulation perspec-
tive, the IRC recognizes two groups of employees who play a major role in a company’s policy 
decisions: highly compensated employees and key employees. The IRC uses “key employees” 
to determine the necessity of top-heavy provisions in employer-sponsored qualified retirement 
plans that cover most nonexecutive employees. As an aside, a plan is said to be top-heavy if the 
accrued benefits or account balances for key employees exceed 60 percent of the accrued ben-
efits or account balances for all employees. For clarity, an accrued benefit is the amount that a 
participant has earned under the plan’s terms at a specified time.

The IRC uses “highly compensated employees” for nondiscrimination rules in employer-
sponsored health insurance benefits. Although these two designations were created for federal 
tax rule applications, employees in both groups typically participate in executive compensation 
and benefits plans.

Key employees and highly compensated employees hold positions of substantial responsi-
bility. Figure 11-1 illustrates the placement of key employees in a typical organizational struc-
ture. Although titles vary from company to company and in pay structures, CEOs, presidents, 
executive vice presidents, vice presidents of functional areas (e.g., human resources), and the 
directors below them usually meet the criteria for key employees.

Key employees
The term key employee means any employee who at any time during the year is:2

•	 An officer having annual pay of more than $170,000, OR
•	 an individual who for 2015 was either of the following:

a. A 5 percent owner of the employer’s business.
b. A 1 percent owner of the employer’s business whose annual pay was more than $150,000.

11-2 Define executive 
status.
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U.S. Treasury Regulations define the term officer used in this definition of key employees:3

Generally, the term officer means an administrative executive who is in regular and con-
tinued service. The term officer implies continuity of service and excludes those employed 
for a special and single transaction. An employee who merely has the title of an officer 
but not the authority of an officer is not considered an officer for purposes of the key em-
ployee test. Similarly, an employee who does not have the title of an officer but has the 
authority of an officer is an officer for purposes of the key employee test.

figUre 11-1 Examples of Key Employees
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highly Compensated employees
The IRC defines a highly compensated employee as one of the following during the current 
year or preceding year:4

•	 A 5 percent owner at any time during the year or the preceding year, OR
•	 for the preceding year,

•	 the employee had compensation from the employer in excess of $120,000 in 2015, AND
•	 if the employer so chooses, the employee was in the top-paid group of employees where 

top-paid employees are the top 20 percent most highly compensated employees.

We have pointed out to the complexity of defining executive status. It is worth stepping 
aside for a moment to consider the real-world challenges of executives. In the Watch It! video, 
you will hear about the challenges that Microsoft’s CEO Satya Nadella is facing in changing its 
direction in software applications to become more competitive with other companies.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab 
.com�to�complete�the�video�exercise�titled�microsoft’s�nadella�takes�Charge.

exeCUtive CompenSation paCKageS
Executive compensation has both core and employee benefits elements, much like compensa-
tion packages for other employees; however, one noteworthy feature distinguishes executive 
compensation packages from nonexecutive compensation packages. Executive compensation 
packages emphasize long-term or deferred rewards over short-term rewards. The main compo-
nents of executive compensation include (we describe the components here and defer examples 
to later in this chapter):

•	 Current or annual core compensation
•	 Deferred core compensation: equity agreements
•	 Deferred core compensation: separation agreements
•	 Clawback provisions
•	 Employee benefits: enhanced protection program benefits and perquisites

Components of Current Core Compensation
Executive current core compensation packages contain two components: annual base pay and 
bonuses.

BasE Pay Base pay is the fixed element of annual cash compensation. Companies that use 
formal salary structures may have specific pay grades and pay ranges (Chapter 8) for nonexempt 
employees and exempt employees, including supervisory, management, professional, and 
executive jobs, with the exception of the CEO.

Chief executive officer jobs do not fall within formal pay structures for two reasons. First, 
CEOs’ work is highly complex and unpredictable. It is not possible to specify discrete responsibili-
ties and duties. The choice of competitive strategy by CEOs and other executives and the influence 
of external and internal market factors make it impossible to describe CEOs’ jobs. Second, setting 
CEO compensation differs dramatically from the rational processes compensation professionals 
use to build market-competitive pay structures (Chapter 7). We will discuss agency theory, tourna-
ment theory, and social comparison theory later as explanations for setting CEO compensation.

In most cases, annual base pay represents a relatively small part of a CEO’s total com-
pensation for two reasons. First, it typically takes years before the fruits of the CEOs’ stra-
tegic initiatives are realized. Second, the IRS limits the amount of annual salary a company 

11-3 List the 
components 
of executive 
compensation 
packages.
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may exclude as a business expense. Only the first $1 million annually for an executive’s pay 
may be excluded from the company’s income tax liability as long as the pay is not deemed to 
be pay-for-performance.5 Base pay would fall under this rule. This ruling was put into place 
to keep companies from boosting CEO annual pay to astronomical levels for the purposes of 
tax savings.

BonusEs Bonuses represent single pay-for-performance payments companies use to reward 
employees for achievement of specific, exceptional goals. As discussed in previous chapters, 
compensation professionals design bonuses for merit pay programs (Chapter 3), gain sharing 
plans and referral plans (Chapter 4), and sales incentive compensation programs (Chapter 8). 
Bonuses also represent a key component of executive compensation packages.

Companies’ compensation committees recommend bonus awards to boards of directors for 
their approval (as we will discuss later in this chapter). Four types of bonuses are common in 
executive compensation:

•	 Discretionary bonus
•	 Performance-contingent bonus
•	 Predetermined allocation bonus
•	 Target plan bonus

As the term implies, boards of directors award discretionary bonuses to executives on an 
elective basis. They weigh four factors in determining the amount of discretionary bonus: com-
pany profits, the financial condition of the company, business conditions, and prospects for the 
future. For example, boards of directors may award discretionary bonuses to executives when a 
company’s position in the market is strong.

Executives receive performance-contingent bonuses based on the attainment of specific 
performance criteria. The performance appraisal system for determining bonus awards is often 
the same appraisal system used for determining merit increases or general performance reviews 
for salary (Chapter 3).

Unlike the previous executive bonuses, the total bonus pool for the predetermined alloca-
tion bonus is based on a fixed formula. The central factor in determining the size of the total 
bonus pool and bonus amounts is company profits.

The target plan bonus ties bonuses to executives’ performance. The bonus amount in-
creases commensurately with performance. Executives do not receive bonuses when their per-
formance falls below minimally acceptable standards. The target plan bonus differs from the 
predetermined allocation bonus in an important way: Predetermined allocation bonus amounts 
are fixed, regardless of how well executives perform.

short-tErm IncEntIVEs Companies award short-term incentive compensation to executives 
to recognize their progress toward fulfilling competitive strategy goals. Executives may 
participate in current profit sharing plans and gain sharing plans. Whereas short-term objectives 
reward nonexempt and lower-level management employees for achieving major milestone 
work objectives, short-term incentives applied to executives are designed to reward them for 
meeting intermediate performance criteria. The performance criteria relate to the performance 
of a company as dictated by competitive strategy. Change in the company’s earnings per share 
over a 1-year period, growth in profits, and annual cost savings are criteria that may be used in 
executives’ short-term incentive plans.

Short-term incentive compensation programs usually apply to a group of select executives 
within a company. The plan applies to more than one executive because the synergy that results 
from the efforts and expertise of top executives influences corporate performance. The board of 
directors distributes short-term incentive awards to each executive based on rank and compensa-
tion levels. Thus, the CEO will receive a larger performance award than will the executive vice 
president, whose position is lower in the company’s structure than the CEO’s position.
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For example, let’s assume that the CEO and executive vice president of a chain of general 
merchandise retail stores have agreed to lead the corporation as the lowest-cost chain of stores in 
the general merchandise retail industry. The CEO and executive vice president establish a 5-year 
plan to meet this lowest-cost competitive strategy. The vice president of compensation recom-
mends that the company adopt a gain sharing program to reward top executives for contributing 
to the cost reduction objective. After 1 year, the complementary decisions made by the CEO and 
executive vice president have enabled the corporation to save $10,000,000. The board of direc-
tors agrees that the executives’ collaborative decisions led to noteworthy progress toward meet-
ing the lowest-cost strategy and award the CEO 2 percent of the annual cost savings ($200,000) 
and the executive vice president 1 percent ($100,000).

Components of Deferred Core Compensation
Deferred compensation refers to an agreement between an employee and a company to render 
payments to an executive at a future date. Deferred compensation is a hallmark of executive 
compensation packages. As an incentive, deferred compensation is supposed to create a sense of 
ownership, aligning the interests of the executive with those of the owners or shareholders of the 
company over the long term. The rationale for creating an ownership stake for the executive is 
explained by agency theory, which we will discuss later in this chapter. Broadly speaking, there 
are two general types of deferred compensation plans. The first, equity plans, provides an ex-
ecutive with ownership stakes in the company through a variety of mechanisms, including vari-
ous stock option plans and stock purchase plans. The second, separation agreements, guarantee 
that an executive will receive a lucrative compensation package upon employment termination.

The prevalent way in which companies create ownership interests, also known as equity 
interests, is by making the executive an owner of the company. Company stock ownership or 
company stock options create an equity interest in the company.

equity agreements
Company stock and stock options provide the foundation for equity agreements. Company stock 
represents total equity of the firm. Company stock shares represent equity segments of equal 
value. Equity interest increases positively with the number of stock shares. Stocks are bought and 
sold every business day in a public stock exchange. The New York Stock Exchange is among the 
best-known of the stock exchanges. Table 11-1 lists basic terminology pertaining to stocks.

Companies design executive stock compensation plans to promote an executive’s sense of 
ownership of the company. A sense of ownership should presumably motivate executives to strive 
for excellent performance. Stock value generally increases with gains in company performance. 
In particular, a company’s stock value rises in response to reports of profit gains; however, fac-
tors outside executives’ control often influence stock prices despite executives’ performance. For 
example, forecasts of economy-wide recession, increases in the national unemployment rate, and 
threats to national security or political instability are often associated with declines in stock value.

table 11-1 Employee stock terminology

Stock option. A right granted by a company to an employee to purchase a number of stocks at a desig-
nated price within a specified period of time.

Stock grant. A company’s offering of stock to an employee.

Exercise of stock grant. An employee’s purchase of stock, using stock options.

Disposition. Sale of stock by the stockholder.

Fair market value. The average value between the highest and lowest reported sales price of a stock on 
the New York Stock Exchange on any given date. The Internal Revenue Service specifies whether an 
option has a readily ascertainable fair market value at grant. An option has a readily ascertainable fair 
market value if the option is actively traded on an established stock exchange at the time it is granted.
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Five particular forms of deferred (stock) compensation include:

•	 Stock options
•	 Restricted stock and restricted stock units
•	 Stock appreciation rights
•	 Phantom stock plans
•	 Employee stock purchase plans

stocK oPtIons Broadly, there are two particular types of stock options—incentive stock 
options and nonstatutory stock options. Incentive stock options entitle executives to purchase 
their companies’ stock in the future at a predetermined price. The predetermined price usually 
equals the stock price at the time an executive is granted the stock option. In effect, executives 
are purchasing the stocks at a discounted price. Executives generally exercise their option to 
purchase the stock after the price has increased dramatically. An executive receives capital 
gains as the difference between the stock price at the time of purchase and the lower stock price 
at the time an executive receives the stock option. Executives receive income tax benefits by 
participating in incentive stock option plans. They are not required to pay tax on the capital gains 
until they sell their stock shares. The tax rate for such transactions is called the capital gains rate. 
It is typically substantially lower than the executive’s ordinary income tax rate, further adding 
incentive value to incentive stock options. If stock price at the time of disposition were lower 
than at the price of the stock option grant, the executive would experience a capital loss.

Much like incentive stock options, companies award stock options to executives at dis-
counted prices. In contrast to incentive stock options, nonstatutory stock options do not qualify 
for favorable tax treatment. Executives pay income taxes on the difference between the dis-
counted price and the stock’s fair market value at the time of the stock grant, not at the time of 
disposition, and they do so at their ordinary income tax rate. They do not pay taxes in the future 
when they choose to exercise their nonstatutory stock options.

Nonstatutory stock options do provide executives an advantage. Executives’ tax liability is 
ultimately lower over the long term: Stock prices generally increase over time. As a result, the 
capital gains will probably be much greater in the future when executives exercise their options 
rather than when their companies grant these options.

rEstrIctEd stocK Plans, rEstrIctEd stocK unIts, and PErformancE stocK awards  
Under restricted stock plans, a company may grant executives with stock options at market 
value or discounted value, or they may provide stock. Under restricted stock plans, executives 
do not have any ownership control over the disposition of the stock for a predetermined 
period, often many years. This predetermined period is known as the vesting period, much like 
vesting rights associated with employer-sponsored retirement plans (Chapter 9). Alternatively, 
companies may provide executives with restricted stock units. Restricted stock units are shares 
of company stock that are awarded to executives at the end of the restriction period.

Similar to restricted stock plans and restricted stock units in terms of the vesting period, 
a company may choose to add to the vesting period a performance criterion for determining 
whether to award stock options or stock units. This type of equity agreement is referred to as 
a performance plan. A company’s board of directors determines the performance criteria. For 
example, a company’s earnings per stock share is often used. Coca-Cola Company recently 
modified its executive-level and top-management equity agreements to follow performance plan 
standards. These leaders will receive fewer stock shares, but additional performance share units. 
One of the main reasons for this change is shareholders’ dissatisfaction with the company’s 
weak performance in the U.S. market.6

stocK aPPrEcIatIon rIghts Stock appreciation rights provide executives income at the 
end of a designated period, much like restricted stock options; however, executives never have 
to exercise their stock rights to receive income. The company simply awards a bonus payment 
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to executives based on the difference in stock price between the time the company granted the 
stock rights at fair market value to the end of the designated period, permitting the executives 
to keep the stock. Executives pay tax on any income, from gains in stock value to when they 
exercise their stock rights,7 presumably after retirement when their tax rates are lower.

Phantom stocK Plans A phantom stock plan is a compensation arrangement whereby 
boards of directors promise to pay a bonus in the form of the equivalent of either the value of 
company shares or the increase in that value over a period of time. Phantom stock plans are 
similar to restricted stock plans because executives must meet specific conditions before they 
can convert these phantom shares into real shares of company stock.8 There are generally two 
conditions. First, executives must remain employed for a specified period, usually several years. 
Second, executives must retire from the company. Upon meeting these conditions, executives 
receive income equal to the increase in the value of company stock from the date the company 
granted the phantom stock to the conversion date. Phantom stock plans provide executives with 
tax advantages. Executives pay taxes on the capital gains after they convert their phantom shares 
to real shares of company stock during retirement.

EmPloyEE stocK PurchasE Plans A company may choose to offer a formal employee stock 
purchase plan that allows participating employees to purchase stock after a designated period 
of time. In anticipation of making a stock purchase, employees set aside money through payroll 
deduction for this specific purpose during the offering period, which is the point in time when 
they may purchase the employer’s stock based on the money set aside in their accounts. The 
span of time over which employees are permitted to contribute to their accounts is referred to 
as the offering period. Companies have the option of setting up employee stock purchase plans 
as qualified or nonqualified. To qualify for favorable tax treatment, companies’ plans must meet 
several criteria. For example, all full-time employees with 2 or more years of service must be 
allowed to participate.

Separation agreements
goldEn ParachutEs Most executives’ employment agreements contain a golden parachute 
clause. Golden parachutes provide pay and benefits to executives after a termination that 
results from a change in ownership or corporate takeover, that is, the merger or combining of 
two separate companies. Approximately 80 percent of Standard & Poor’s 500 companies offer 
golden parachute packages to CEOs who are replaced due to corporate takeover.9 For example, 
Compuware, which developed software for use on mainframe computers, was taken over by a 
private equity firm Thoma Bravo, LLC. in 2014. The top six executives of the company held 
golden parachute agreements equaling approximately $23 million in cash, stock, and other 
benefits.10 Among these top executives, former CEO Bob Paul’s golden parachute was valued 
at approximately $6.6 million. Boards of directors often include golden parachute clauses 
for at least three reasons. First, golden parachutes limit executives’ risks in the event of these 
unforeseen events. Second, golden parachutes promote recruitment and retention of talented 
executives. Third, in the event that a takeover bid would benefit the company, it is possible that a 
CEO would work against it in order to save his or her job.

Companies benefit from golden parachute payments because they can treat these payments 
as business expenses. This means that companies can reduce their tax liability by increasing 
the parachute amount. The total value of golden parachutes came to exceed executives’ annual 
income levels by far. Public outcry led to government-imposed intervention that limited tax 
benefits to companies. Companies may generally receive tax deductions on golden parachutes.

PlatInum ParachutEs In an ideal world, CEOs will perform on an exemplary basis, 
making decisions to drive up company profits. As you know, we do not live in a perfect world; 
sometimes, CEOs do not perform their jobs well and companies lose out on profit opportunities. 
After a period of unsatisfactory performance as determined by shareholders and other company 
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executives, CEOs may often be terminated even before the expiration of their employment 
contracts. Many companies reach agreements with CEOs to terminate employment, awarding a 
platinum parachute as an incentive. Platinum parachutes are lucrative awards that compensate 
departing executives with severance pay, continuation of company benefits, and even stock 
options. Companies typically use platinum parachutes to avoid long legal battles or critical 
reports in the press, essentially by paying off a CEO to give up his or her post. For example, 
Louis Chenevert resigned from United Technologies amid growing criticism from investors that 
he had become disengaged from the business. He left the company with a platinum parachute 
worth $195 million including approximately $136.3 million in stock options and about $31 
million in pension benefits.11 Apart from this example, it is important to reiterate that golden 
parachutes became common when hostile corporate takeovers were occurring in large numbers 
during the 1980s and 1990s. As such activity slowed down, many companies continued to offer 
golden parachutes, but extended the use for a CEO’s termination for other reasons, such as 
poor performance. For this purpose, it is not uncommon to see the terms golden parachute and 
platinum parachute used interchangeably.

Clawback provisions
Clawback provisions in CEO employment contracts allow boards of directors to take back per-
formance-based compensation if they were to subsequently learn that performance goals were 
not actually achieved, regardless of whether the CEO was responsible for performance falling 
short of target levels. Increasingly, these provisions are becoming more common  because of the 
increasing scrutiny of CEO compensation packages by the public and shareholders, particularly 
since the global financial crisis in the late 2000s. For example, Wilmington Trust Corporation 
 rescinded more than $1.8 million in compensation from Chief Executive Donald Foley. As 
it turns out, Wilmington’s purchase of another bank at a price below market value lowered 
the overall value of the combined company. Government agencies may also follow suit. For 
 instance, Department of Veterans Affairs (VA) Eric Shinseki rescinded a monetary bonus from 
Sharon Helman, Director of the Phoenix VA system.12 Shinseki acted on allegations of falsified 
data on delays in doctor appointments, and the death of some veterans which occurred while 
awaiting care. More broadly, well-publicized corporate accounting scandals led to tighter ac-
counting standards. Modified corporate tax law put tighter restrictions on deferred compensa-
tion payouts to prevent corporate executives from siphoning money out of their corporations. 
There specifically was a rash of executives withdrawing deferred compensation money before 
their companies went bankrupt. Perhaps the most well-known scandal occurred at Enron. In 
response to corporate accounting scandals, the Securities and Exchange Commission (SEC) 
administered the Sarbanes-Oxley Act of 2002. The Sarbanes-Oxley Act is perhaps the most 
significant legislation because it imposes rigorous requirements for companies’ financial dis-
closure to limit the chance that covert misuses of corporate funds will occur. In 2002, President 
George W. Bush strengthened the oversight of the SEC when he signed the Sarbanes-Oxley 
Act of 2002 into law. The act mandates a number of reforms to enhance corporate responsi-
bility, enhance financial disclosures, and combat corporate and accounting fraud in response 
to corporate accounting scandals, such as in Enron, Tyco, and other large U.S. corporations. 
The act established Public Company Accounting Oversight Board (PCAOB) to oversee the 
 activities of the auditing profession.

employee benefits: enhanced protection  
program benefits and perquisites
Executives receive discretionary benefits like other employees; however, executives’ discretion-
ary benefits differ in two ways. First, protection programs include supplemental coverage that 
provides enhanced benefit levels. Second, the services component contains benefits exclusively 
for executives. These exclusive executive benefits are known as perquisites or perks.
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EnhancEd ProtEctIon Program BEnEfIts Supplemental life insurance and supplemental 
executive retirement plans distinguish protection programs for executive employees from 
protection programs for other employees. As discussed in Chapter 9, employer-provided 
life insurance protects employees’ families by paying a specified amount to an employee’s 
beneficiaries upon an employee’s death. Most policies pay some multiple of the employee’s 
salary (e.g., benefits paid at twice the employee’s annual salary). In addition to regular life 
insurance, executives receive supplemental life insurance protection that pays an additional 
monetary benefit. Companies design executives’ supplemental life insurance protection to 
meet two objectives.13 First, supplemental life insurance increases the benefit to designated 
beneficiaries upon their deaths. Life insurance programs may be designed to provide greater 
benefits than standard plans usually allow. Second, these programs provide executives with 
favorable tax treatments.

Supplemental retirement plans are designed to restore benefits restricted under qualified 
plans. In Chapter 9, we discussed some of the characteristics of qualified plans. A qualified plan 
generally entitles employees to favorable tax treatment of the benefits they receive upon their 
retirement. Any investment income that is generated in the pension program is not taxed until the 
employee retires.

The IRS limited the annual earnings amount for determining qualified plan benefits to 
$265,000 in 2015 (indexed for inflation, in increments of $5,000). In general, all annual earn-
ings greater than this level cannot be included in defined benefit plan formulas or the calculation 
of annual additions to defined contribution plans. In addition, the IRS limits the annual benefit 
amounts for defined benefit plans to the lesser of $210,000 in 2015, indexed for inflation, or 
100 percent of the highest average compensation for 3 consecutive years.14 For example, an 
executive’s three highest annual salaries are $690,000, $775,000, and $1,100,000. The average 
of these three highest salaries is $855,000. Of course, $210,000 is less than $855,000; therefore, 
an executive’s retirement income based on the company’s qualified pension plan cannot exceed 
$210,000 adjusted for inflation.

A supplemental retirement plan can make up this difference. For illustrative purposes, let’s 
assume that the annual benefit under a qualified pension plan is 60 percent of the final average 
salary for the past 15 years of service, which is $400,000. Based on this formula, the executive 
should receive an annual retirement benefit of $240,000 ($400,000 * 60 percent). This annual 
benefit exceeds $210,000 (the statutory limit for qualified retirement plans). Because of the 
statutory limit, companies may offer a supplemental executive retirement plan that provides the 
difference between the value derived from the pension formula ($240,000) and the statutory 
limit ($210,000). In this example, the executive would receive a supplemental annual retirement 
benefit of $30,000.

PErquIsItEs Executive perquisites are an integral part of executive compensation. Perquisites 
cover a broad range of benefits, from free lunches to the free use of corporate jets. Table   11 -2 
lists common executive perks. Perquisites serve at least four purposes. First, these benefits 
recognize executives’ attained status. Membership in an exclusive country club reinforces 
executives’ attained social status. Second, executives use perks for personal comfort or as a 
business tool. For example, a company may own a well-appointed cabin in Vail, Colorado. 
Executives may use the cabin for rest and relaxation or as a place to court new clients or close 
a lucrative business deal. Arranging relaxing weekends in Vail benefits executives and their 
families and provides executives opportunities to develop rapport with prospective clients. Third, 
the use of corporate aircraft may be considered a security measure for executives who are public 
figures.15 The CEOs from a majority of Fortune 100 companies have this perk, with an average 
annual cost approaching $150,000.16 Promoting security goes beyond the use of corporate jets. 
A variety of security measures have cost Fortune 100 companies a median value of $28,618 in 
2013. The cost ranged from as low as $284 for Phillips 66 CEO to as high as $1.6 million for 
Amazon.com’s CEO.17 Fourth, particular perks, such as having a chauffeur or tax and financial 
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planning services, permit executives to have fewer distractions, providing for more opportunities 
to attend to work matters.

Despite the rationale for providing lucrative perks, many companies have begun scaling 
back offerings. For example, Regeneron Pharmaceuticals decided to reduce perks for its top 
executives.18 The company is eliminating perks such as car allowances, credit card fees, and its 
CEO’s golf membership, costing $18,500 per year.

It is possible that companies will provide cash in lieu of perquisites because of stricter 
reporting requirements by the Securities and Exchange Commission. Particularly after the cor-
porate scandals at Enron and other corporations, company shareholders expect management to 
display greater accountability for the nonbusiness use of such company property as corporate 
jets. Since 2008, companies have had to report perks valued at $10,000 or more apiece.

A survey of executive compensation practices in Fortune 500 companies revealed that a sig-
nificant number of companies, about 85 percent, offer executive perks, but fewer of them than in 
the past.19 In particular, between 2008 and 2013, the percentage of companies offering three or 
more executive perks dropped from 60 percent to 33 percent. In the same time frame, the num-
ber of companies that eliminated executive perks altogether jumped from 6 percent to 15 per-
cent. The prevalence of fewer perks offerings may be due to greater economic uncertainties and 
the recent requirement that companies report perks valued at $10,000, or more, apiece. Greater 
shareholder scrutiny is also a contributing factor, as more emphasis is given on performance-
based rewards.

prinCipleS anD proCeSSeS for Setting 
exeCUtive CompenSation
We discussed the processes compensation professionals use to reward performance (e.g., 
merit pay and alternative incentive pay methods) and acquisition of job-related knowledge and 
skills (e.g., pay-for-knowledge and skilled-based pay) in previous chapters. Although pay-for-
performance is the public rationale for setting executive compensation, reality is often quite 
different. Three alternative theories explain the principles and processes for setting executive 
compensation: agency theory, tournament theory, and social comparison theory. We will begin 
by discussing the key players in setting executive compensation.

the Key players in Setting executive Compensation
Different individuals and groups participate in setting executive compensation. They include 
compensation consultants, compensation committees, and boards of directors. Each plays a dif-
ferent role in setting executive compensation.

ExEcutIVE comPEnsatIon consultants Executive compensation consultants usually 
propose several recommendations for alternate pay packages. Executive compensation consultants 
are often employed by large consulting firms that specialize in executive compensation or advise 

11-4 Discuss the 
principles and 
processes of 
setting executive 
compensation.

table 11-2 common Executive Perks

•	 Company cars

•	 Supplemental life insurance

•	 Legal services (e.g., income tax preparation)

•	 Recreational facilities (e.g., country club and athletic club memberships)

•	 Security detail (protection)

•	 Travel perks (e.g., use of corporate jet)
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company management on a wide variety of business issues. The regulations involving executive 
compensation plans are extremely complex. To understand them fully requires expertise often 
found in leading executive compensation and benefits consulting firms. Some of the leading and 
most well-respected firms in this area include the following:

•	 Frederic W. Cook & Company (www.fwcook.com)
•	 The Hay Associates (www.haygroup.com)
•	 Pearl Meyer & Partners (www.pearlmeyer.com)
•	 Towers Watson (www.towerswatson.com)
•	 William M. Mercer (www.mercer.com)

Consultants make recommendations about what and how much to include in executive 
compensation packages based on strategic analyses, which entail an examination of a company’s 
external market context and internal factors. Examples of external market factors include indus-
try profile, information about competitors, and long-term growth prospects. Financial condition 
is the most pertinent internal factor regarding executive compensation. Strategic analyses permit 
compensation consultants to see where their client company stands in the market based on exter-
nal and internal factors. Strong companies should be able to devote more financial resources to 
fund lucrative executive compensation programs than weaker companies. More often than not, 
executive compensation consultants find themselves in conflict-of-interest situations:

Ostensibly, compensation consultants were hired by the CEO to perform an objective 
analysis of the company’s executive pay package and to make whatever recommendations 
the consultant felt were appropriate. In reality, if those recommendations did not cause 
the CEO to earn more money than he was earning before the compensation consultant ap-
peared on the scene, the latter was rapidly shown the door.20

Executive compensation consultants’ professional survival may depend on recommending 
lucrative compensation packages. Recommending the most lucrative compensation packages 
will quickly promote a favorable impression of the consultant among CEOs, leading to future 
consulting engagements.

Since 2008, the Securities and Exchange Commission rulings require companies to in-
clude the identity of the consulting firm in public disclosure statements. This ruling has created 
concerns about possible conflicts of interest for consulting firms that also provide consulting 
services in other areas (e.g., performance management and change management) for the same 
client firms. Executive compensation consulting represents just one of many possible areas of 
management consulting. The conflict potentially arises when a consultant intentionally recom-
mends a more-lucrative-than-warranted executive compensation package in the hope of gaining 
management favor and additional other management consulting opportunities. Of course, com-
pensation consulting firms are concerned about the public image of possible conflicts of interest 
and have considered a variety of practices to ensure the integrity of their recommendations to 
client firms. For example, there has been some speculation that executive consulting practices 
will be spun off into independent businesses. Many companies are concerned about their own 
public image and have instituted policies to prevent compensation consultants from conducting 
other work for management.

Board of dIrEctors A board of directors represents shareholders’ interests by weighing the 
pros and cons of top executives’ decisions. Boards of directors have approximately 15 members. 
These members include CEOs and top executives of other successful companies, distinguished 
community leaders, well-regarded professionals (e.g., physicians and attorneys), and possibly a 
few top-level executives of the company.

Boards of directors give final approval of the compensation committee’s recommenda-
tion. Some critics of executive compensation have argued that CEOs use compensation to co-
opt board independence.21 CEOs often nominate candidates for board membership, and their 

http://www.fwcook.com
http://www.haygroup.com
http://www.pearlmeyer.com
http://www.towerswatson.com
http://www.mercer.com
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nominations usually lead to candidates’ placement on the board. Board members receive com-
pensation for their service to the boards. It’s not uncommon for a board member to earn more 
than $50,000 per year plus a fee ($10,000 or more) for each board meeting attended. Along with 
monetary and stock compensation, companies are using such benefits as medical insurance, life 
insurance, and retirement programs to attract top-notch individuals to join boards of directors. 
In general, board members’ failure to cooperate with CEOs may lead either to fewer benefits or 
their removal.

The board determines the pay of the CEO. But who determines the pay of the outside 
directors? Here, a sort of formal Japanese Kabuki has developed. The board of directors 
determines the pay of the CEO, and for all practical purposes, the CEO determines the pay 
of the board of directors. Is it any accident, then, that there is a statistical relationship be-
tween how highly the CEO is paid and how highly his outside directors are paid?22

As we will discuss shortly, recent changes in Securities and Exchange Commission rulings 
and the passage of the Dodd-Frank Act have increased the transparency of how executives are 
compensated, as well as board members’ accountability for approving sound executive compen-
sation packages—supportive of shareholders’ best interests.

comPEnsatIon commIttEE Board of directors members within and outside the company make 
up a company’s compensation committee. Outside board members serve on compensation 
committees to minimize conflict of interest. Thus, outside directors usually are the committee’s 
membership majority.

Compensation committees perform three duties. First, compensation committees review 
consultants’ alternate recommendations for compensation packages. Second, compensation 
committee members discuss the assets and liabilities of the recommendations. The complex tax 
laws require compensation committees to consult compensation experts, legal counsel, and tax 
advisors. Third, based on these deliberations, the committee recommends the consultant’s best 
proposal to the board of directors for its consideration.

theoretical explanations for Setting executive Compensation
Three prominent theories describe the processes related to setting executive compensation: 
agency theory, tournament theory, and social comparison theory. The following discussion pro-
vides concrete interpretations of these theories. In addition to the works cited throughout this 
chapter, several excellent scholarly journal articles provide full explanations of these theoretical 
frames as applied to executive compensation.23

agEncy thEory Ownership is distributed among many thousands of shareholders in such large 
companies as Microsoft, General Electric, General Motors, and IBM. For example, owning at 
least one share of stock in IBM bestows ownership rights in IBM. Each shareholder’s ownership 
is quite small, amounting to far less than 1 percent. Inability to communicate frequently or face 
to face to address business concerns is a major disadvantage of thousands of shareholders.

Under agency theory, shareholders delegate control to top executives to represent their 
ownership interests; however, top executives usually do not own majority shares of their com-
panies’ stocks. As a result, executives usually do not necessarily share the same interests as the 
collective shareholders. These features make it possible for executives to pursue activities that 
benefit themselves rather than the shareholders. The actions of executives on behalf of their own 
self-interest are known as the agency problem.24 Executives may specifically emphasize the at-
tainment of short-term gains (e.g., increasing market share through lower costs) at the expense 
of long-term objectives (e.g., product differentiation). Boards of directors may be willing to pro-
vide executives generous annual bonuses for attaining short-term gains.

Shareholders negotiate executive employment contracts with executives to minimize 
loss of control. Executive employment contracts define terms of employment pertaining to 
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performance standards and compensation, specifically current and deferred compensation and 
benefits. The main shareholder objective is to protect the company’s competitive interests. 
Shareholders use compensation to align executives’ interests with shareholders’ interests. As 
discussed earlier, boards of directors award company stock to align executives’ interests with 
shareholders’ interests.

tournamEnt thEory Tournament theory casts lucrative executive compensation as the 
prize in a series of tournaments or contests among middle- and top-level managers who aspire 
to become CEOs.25 Winners of the tournament at one level enter the next tournament level. 
In other words, an employee’s promotion to a higher rank signifies a win, and more lucrative 
compensation (e.g., higher base pay, incentives, enhanced benefits, and perks) represents the 
prize. The ultimate prize is promotion to CEO and a lucrative executive compensation package. 
The chance of winning competitions decreases dramatically as employees rise through the 
ranks: There are fewer positions at higher levels in corporate hierarchical structures. Figure 11-2 
depicts a visual representation of CEO compensation as a tournament.

socIal comParIson thEory According to social comparison theory, individuals need to 
evaluate their accomplishments, and they do so by comparing themselves to similar individuals.26 
Demographic characteristics (e.g., age or race) and occupation are common comparative bases. 
Individuals tend to select social comparisons who are slightly better than themselves.27 Researchers 
have applied social comparison theory to explain the processes for setting executive compensation.28

As we discussed earlier, compensation committees play an important role in setting execu-
tive compensation, and compensation committees often include CEOs from other companies of 

figUre 11-2 cEo compensation as a tournament
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equal or greater stature. Based on social comparison theory, compensation committee members 
probably rely on their own compensation packages and the compensation packages of CEOs in 
companies of equal or greater stature to determine executive compensation.

exeCUtive CompenSation DiSCloSUre rUleS
Disclosure of executive compensation components and engagement of shareholder opinion set 
executive compensation practices apart from compensating other employee groups. Two laws, in 
particular, are responsible for these requirements: Securities and Exchange Act of 1934 and the 
Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank Act).

Securities and exchange act of 1934
Companies that sell and exchange securities (e.g., company stocks and bonds) on public stock 
exchanges are required to file a wide variety of information with the Securities and Exchange 
Commission (SEC), including executive compensation practices. One of the main goals is to 
help prospective investors understand the financial matters of importance to themselves. The 
SEC is a nonpartisan, quasi-judicial federal government agency with responsibility for admin-
istering federal securities laws. The Securities Exchange Act of 1934 applies to the disclosure 
of important company financial information as well as information about executive compensa-
tion practices. Each year, companies are required to file a Form 10-K, which contains a detailed 
picture of a company’s business, the risks it faces, and the operating and financial results for the 
fiscal year. In addition, the 10-K includes management’s perspective on their business results 
and what is influencing them.

Companies are also required to complete a Definitive Proxy Statement under Section 
14A of the Securities Exchange Act, typically referred to as a DEF 14A. It reveals detailed 
information about the compensation of the CEO and Named Executive Officers (NEOs), 
who generally are the four most highly compensated officers after the CEO. Within the DEF 
14A, companies must disclose multiple types of information, which are listed in Table 11-3. 
The information should be presented in narrative and tabular form. The narrative is referred to 
as the Compensation Discussion and Analysis (CD&A) where it must present an unambigu-
ous explanation of all executive compensation information contained in the tables. Disclosing 
detailed information about executive compensation should increase the accountability of com-
pany boards of directors for executive compensation policies and decisions. Failure to comply 
with SEC reporting rules can lead to hefty monetary penalties. For example, Polycom Inc. paid 
the SEC $750,000 to settle civil charges that the company failed to report when a CEO used 
nearly $200,000 for personal perks.29

11-5 Summarize 
the executive 
compensation 
disclosure rules and the 
reasons why they have 
been established.

table 11-3  securities and Exchange commission disclosure requirements 
for Executive Compensation

•	 Stock option and stock appreciation right tables

•	 Long-term incentive plan table

•	 Pension plan table

•	 Performance graph comparing the company’s stock price performance against a market index and 
a peer group

•	 Report from the compensation committee of the board of directors explaining compensation levels 
and policies

•	 Description of the directors’ compensation, disclosing all amounts paid or payable

•	 Disclosure of certain employment contracts and golden parachutes
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DEF 14As must be filed each year in advance of the annual meeting of the board of direc-
tors and company shareholders. This information is available to the public through a company’s 
annual report, which can be found on its website. Also, the SEC offers a database on its site 
(http://www.sec.gov) referred to as EDGAR, which contains all of the required filings.

There are several tables contained within the DEF 14A, but the most important here is the 
Summary Compensation Table,30 which discloses compensation information for the CEO and 
the four most highly paid executives over a 3-year period. As you can see in Table 11-3, the 
Summary Compensation Table for General Electric covers the compensation paid to the named 
executive officers during the past completed fiscal year and the two preceding fiscal years. 
The table contains two main subheadings: annual compensation and long-term compensation. 
Annual compensation includes salary (i.e., base pay), bonus, and other annual compensation. 
Long-term compensation includes restricted stock awards, stock appreciation rights, and long-
term incentive payouts. The last column, “All Other Compensation ($),” is a catchall column to 
record other forms of compensation. Information in this column must be described in a footnote.

In 2008, the SEC unveiled additional rules for disclosing executive compensation. These 
rules require that companies reveal how much executives are paid, making such previously hard-
to-find information as pension and estimated severance package totals transparent. Although the 
new rules represent a substantial improvement in pay disclosure, the SEC made a revision that 
resulted in a less-meaningful disclosure of stock options.

In 2009, the SEC chairperson announced further changes in the disclosure of execu-
tive compensation in a company’s Summary Compensation Table. The change pertains to the 

table 11-4 2008 summary compensation table

 
Annual 

Compensation

 
long-term�

Compensation

all�other�
Compensation 

($)

Keith S. Sherin,  
Vice Chairman and CFO 2008 $1,500,000 $2,550,000 $2,987,493

2007 $1,354,167 $3,000,000 $3,076,095

2006 $1,225,000 $2,550,000 $2,808,919

Michael A. Neal,  
Vice Chairman 2008 $1,650,000 $2,900,000 $3,512,898

2007 $1,550,000 $3,880,000 $4,212,201

2006 $1,400,000 $3,300,000 $3,906,929

John G. Rice,  
Vice Chairman 2008 $1,650,000 $2,700,000 $3,659,090

2007 $1,550,000 $3,000,000 $4,406,900

2006 $1,400,000 $2,550,000 $4,122,437

Brackett B. Denniston,  
Senior Vice President, General  
Counsel and Secretary 2008 $1,200,000 $1,850,000 $2,284,110

David R. Nissen,  
Former President & CEO, GE 
Money 2008 $1,350,000 $1,310,000 $6,777,594

Robert C. Wright,  
Former Vice Chairman 2008 $916,667 $2,783,000 —

2007 $2,750,000 $7,590,000 $1,943,665

2006 $2,500,000 $6,900,000 $2,516,712

Source: Based on Summary Compensation Table: 17 C.F.R 229.402(b), as amended November 29, 1993, 
effective January 1, 1994.

http://www.sec.gov
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reported value for stock options and stock awards. The SEC disclosure rules show components 
of compensation previously hidden as well as provide clarity into elements of compensation al-
ready disclosed. The most significant changes follow:

Total. The Summary Compensation Table of a company’s proxy will now have a column 
that adds up and displays the total compensation an executive received for the previous year. 
In the SEC pay database this year, this is labeled SEC Total.

Change in Pension Value and Nonqualified Deferred Compensation. This column in the 
Summary Compensation Table shows the increase in actuarial value to the executive officer 
of all defined benefit pension plans and earnings on nonqualified deferred compensation 
plans.

All Other. This column captures compensation that does not fit in any other column of 
the Summary Compensation Table, including perquisites and other personal items (e.g., 
aircraft usage, car service, and club memberships). Each item of compensation included 
in All Other that exceeds $10,000 will now be separately identified and quantified in a 
footnote.

Pension Benefits. The new rules require companies to disclose the present value of accu-
mulated pension benefits, showing the total lump sum amount of money an executive would 
receive in retirement.

Severance Benefits. Companies must disclose any termination or change-in-control agree-
ments with executives. They must disclose the specific circumstances that will trigger pay-
ment and the estimated total payments and benefits provided for each circumstance.

The following table describes each component of the All Other Compensation column.

2008�all�other�Compensation�table
We provide our named executives with additional benefits, reflected in the table below for 2008, that we believe are reasonable, com-
petitive, and consistent with the company’s overall executive compensation program. The costs of these benefits constitute only a small 
percentage of each named executive’s total compensation.

name�of�
Executive

other�
Benefitsa  

($)

Tax 
Paymentsb  

($)

value�of� 
supplemental�life� 

Insurance Premiumsc  
($)

Payments Relating to  
employee�savings�pland  

($)
Total  
($)

Immelt 212,293 0 152,476 8,050 372,819
Sherin 178,522 14,403 87,743 8,050 288,718
Neal 185,253 0 150,741 8,050 344,044
Rice 130,547 12,915 109,561 8,050 261,073
Denniston 74,943 21,000 146,864 8,050 250,857
Nissen 34,695 4,923 142,758 8,050 190,426
Wright 1,274,024 13,195 784,789 8,050 2,080,058

a See the 2008 Other Benefits Table for additional information.
b This column reports amounts reimbursed for the payment of taxes with respect to financial counseling, tax preparation services, and the 
personal use of car service. Starting in 2009, the company will no longer reimburse named executives for the payment of these taxes. See the 
2008 Other Benefits Table for the incremental costs associated with providing these services.
c This column reports taxable payments made to the named executives to cover premiums for universal life insurance policies owned by the  
executives. These policies include: (1) Executive Life, which provides universal life insurance policies for the named executives totaling 
$3 millionincoverageatthetimeofenrollment,increased4percentannuallythereafter,and(2)LeadershipLife,whichprovidesuniversal
life insurance policies for the named executives with coverage of two times their salary plus 100 percent of their latest bonus payments. The 
amountforMr. WrightalsoincludesSupplementalLife,thepredecessorplantoExecutiveLife.
d This column reports company matching contributions to the named executives’ 401(k) savings accounts of 3.5 percent of pay up to the  
limitations imposed under IRS rules.
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The following table describes other benefits and the cost to the company of providing them. 
The total amount of these other benefits is included in the All Other Compensation Table for 
each named executive.

2008�other�Benefits
The following table describes other benefits and the incremental cost to the company of providing them in 2008. The total amount of 
these other benefits is included in the 2008 All Other Compensation Table above for each named executive.

name�of�
Executive

Use of Aircrafta 
 ($)

leased�Carsb  
($)

Financial Counseling  
and Tax Preparationc  

($)
otherd  

($)
Total  
($)

Immelt 189,449 0 0 22,844 212,293
Sherin 116,673 31,170 20,575 10,104 178,522
Neal 175,060 0 0 10,193 185,253
Rice 69,484 18,534 18,450 24,079 130,547
Denniston 9,713 28,620 30,000 6,610 74,943
Nissen 0 21,040 7,033 6,622 34,695
Wright 244,083 8,832 12,790 1,008,319 1,274,024

a The calculation of incremental cost for personal use of company aircraft includes the variable costs incurred as a result of personal flight ac-
tivity: a portion of ongoing maintenance and repairs, aircraft fuel, satellite communications, and any travel expenses for the flight crew. It ex-
cludes nonvariable costs, such as exterior paint, interior refurbishment, and regularly scheduled inspections, which would have been incurred 
regardless of whether there was any personal use of the aircraft.
b Includes expenses associated with the leased cars program, such as leasing and management fees, administrative costs, and gas allowance.
c Includes expenses associated with the use of advisors for financial, estate, and tax preparation and planning, as well as investment analysis 
and advice.
d This column reports the total amount of other benefits provided, none of which individually exceeded the greater of $25,000 or 10 percent 
of the total amount of these benefits for the named executive. These other benefits included: (1) car service fees, (2) home alarm and genera-
tor installation, maintenance, and monitoring, (3) costs relating to company-sponsored events at board meetings for the executives’ spouses, 
(4) participation in the Executive Products and Lighting Program pursuant to which executives can receive GE appliances or other products with 
incrementalcostcalculatedbasedonthefairmarketvalueoftheproductsreceived,and(5)anannualphysicalexamination.ForMr. Wright,
the amount includes contributions aggregating $1 million made by the company to charitable organizations upon Mr. Wright’s retirement as 
a director.

Wall Street reform and Consumer protection act of 2010  
(Dodd-frank act)
President Barack Obama signed the Wall Street Reform and Consumer Protection Act of 2010 
to further enhance the transparency of executive compensation practices. Also commonly referred 
to as the Dodd-Frank Act, the act requires the companies that trade stock on public exchanges 
to comply with four major provisions. The first provision requires say on pay. Say on pay gives 
company shareholders the right to vote yes or no on executive compensation proposals that are 
contained in proxy statements, including current and deferred components and golden parachute 
agreements. The frequency is determined by shareholder vote. Although the say on pay provi-
sion guarantees shareholders the right to vote on executive compensation proposals, the vote is 
nonbinding. That is, the outcome of shareholders’ voting does not overrule any compensation 
decision made by the company’s board of directors. The nonbinding vote advises the company’s 
board of directors of possible concerns about the structure of executive compensation packages, 
including excessive perks and the lack of clarity between compensation and business results. In 
2013, shareholder support for executive compensation programs exceeded 90 percent, and only 
2 percent of companies failed the vote based on receiving fewer than 50 percent support.31

The second provision details independence requirements for compensation committee mem-
bers and their advisors, such as compensation consultants and legal counsel. Members of compen-
sation committees typically receive compensation for their services, and this practice is considered 
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to be acceptable. However, possible violations of the Dodd-Frank independence  requirement may 
arise when at least one committee member also receives compensation as a company employee. 
For example, a compensation committee member who also serves as the company’s executive 
vice president may be considered violating the independence requirement. On the other hand, a 
compensation committee member who does not receive compensation from the company as an 
employee or external consultant would not violate the independence requirement.

Similarly, the Dodd-Frank Act specifies independence requirements for advisors to the 
compensation committee such as compensation consultants and legal counsel. A company’s 
compensation committee must consider whether the fees charged by advisors exceed reasonable 
limits based on the amount of the fees as a percentage of the company’s total revenue. Another 
consideration is whether an advisor has a business or personal relationship with committee 
members.

The third provision requires that companies disclose the circumstances under which an ex-
ecutive would benefit from a golden parachute arrangement. Specifically, disclosure is required 
of all agreements and understandings that the acquiring and target companies have with the ex-
ecutive officers of both companies.

The fourth provision requires that companies report the ratio of CEO compensation to 
the median compensation of its employees in SEC filings that require executive compensation 
disclosure. This disclosure will help inform shareholders when taking a “say on pay” vote. The 
SEC adopted this rule in August 2015, with which companies must comply for their first fis-
cal year beginning on or after January 1, 2017. The rule provides companies with flexibility in 
calculating this pay ratio.  For instance, a company may choose the methodology for identifying 
its median employee and that employee’s compensation.  Statistical sampling of its employee 
population is considered to be an acceptable method.

exeCUtive CompenSation: are U.S. exeCUtiveS 
paiD too mUCh?
Are U.S. executives paid too much? Popular press and newspaper accounts generally suggest 
that executives are overpaid. Of course, you should form your own opinion based on the follow-
ing pertinent information:

•	 Comparison between executive compensation and other worker groups
•	 Strategic questions: Is pay for performance?
•	 Ethical considerations: Is executive compensation fair?
•	 International competitiveness

Comparison between executive Compensation  
and Compensation for other Worker groups
The median annual earnings for all civilian workers was $47,230 in May 2014.32 Among the 
nonexecutive employees, fast food cooks earned the least ($19,480) and anesthesiologists earned 
the most ($246,320).33 The U.S. Bureau of Labor Statistics reports that the median annual salary 
for top executives was $180,200.34 However, other surveys provide substantially higher esti-
mates. For example, the Wall Street Journal/Hay Group survey reports that average annual total 
compensation amounts to approximately $11.4 million, of which $1.2 million is annual salary, 
$2.3 is annual incentives, and $7.9 million is based on long-term incentives. The difference in 
reported amounts for CEO pay is staggering, but closer consideration of sample characteristics 
helps to explain some of this gap. The U.S. Bureau of Labor Statistics conducts a nationwide 
survey of a representative sample of companies in the private and public sectors, by different 
ownership types, and company size. The Wall Street Journal/Hay Group study is based on the 
300 largest firms based on an analysis of proxy statements filed with the SEC.35

11-6 Briefly explain 
the executive 
compensation 
controversy as it relates 
to whether  
U.S. executives are 
paid too much.
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Strategic Questions: is pay for performance?
There are several measures of corporate performance (Table 11-5). Are CEOs compensated 
commensurately with their companies’ performance? It is difficult to answer just yes or no be-
cause the evidence is mixed based on decades of academic research and the compensation of 
executives relative to company performance; therefore, a simple statement cannot be made about 
the relationship between CEO pay and company performance. Shareholder returns most often 
describe company performance, but there are complex forces beyond the control of CEOs that 
may influence shareholder returns. For example, in the pharmaceutical industry, substantial in-
vestments in research to identify promising medicines require trial and error before a promising 
outcome occurs in the laboratory. Then lengthy clinical trials that span multiple years may show 
that the new medication does not cure an illness for which it was created. Such public failures 
often result in lower confidence in the company, which often translates into lower shareholder 
returns. In the intervening time, the company hires a new CEO who was not involved in the 
decision to pursue the failed initiative, raising the question whether she should receive lower 
compensation following a decline in shareholder returns.

table 11-5 corporate Performance measures

size
•	 Sales

•	 Assets

•	 Profits

•	 Market value

•	 Number of employees

growth
•	 Sales

•	 Assets

•	 Profits

•	 Market value

•	 Number of employees

profitability
•	 Profit margin

•	 Return on assets (ROA)

•	 Return on equity (ROE)

Capital�markets
•	 Dividend yield

•	 Total return to shareholders

•	 Price–earnings ratio

•	 Payout

liquidity
•	 Current ratio

•	 Quick ratio

•	 Working capital from operations

•	 Cash flow from operations

leverage
•	 Debt-to-equity ratio

•	 Short-term vs. long-term debt

•	 Cash flow vs. interest payments
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Nevertheless, some companies do reduce CEO pay when company performance does not 
meet a preestablished standard. For example, Credit Suisse cut its CEO’s incentive pay in 2014 
by more than 1 million Swiss francs when the company reported a 19 percent decline in profits 
because of costly legal battles in which the company has been involved.36 Canadian aircraft 
manufacturer Bombardier cut its former CEO’s pay drastically in 2014 from $6.02 million the 
year before to $5.16 million when the company failed to meet its deadline for a new product 
launch.37

ethical Considerations: is executive Compensation fair?
Is executive compensation fair? Three considerations drive this question: companies’ abilities 
to attract and retain top executives, income disparities between executives and other employees, 
and layoffs of thousands of nonexecutive employees.

attract and rEtaIn toP ExEcutIVEs Many compensation professionals and board of 
directors members argue that the trends in executive compensation are absolutely necessary for 
attracting and retaining top executives. Even though most CEOs are promoted from within, it is 
often the case that companies that hire new CEOs from other companies pay them substantially 
more than individuals who are promoted to CEO from within the company ranks. For example, 
median total pay for internal promotions was $7.76 million while nearly 42 percent higher 
for external hires, amounting to $10.99 million.38 However, regardless of source, the typical 
percentage of total compensation awarded in equity plans was approximately 50 percent.

IncomE dIsParItIEs Table 11-6 illustrates the marked income disparity between annual pay 
for various nonexecutive jobs and pay for CEOs. The typical annual earnings for the lowest-
paid occupation (fast food cooks) amounted to a mere 0.55 percent (yes, about one-half of 
1 percent) of the average annual CEO salary and bonus. The ratio of highest-paid occupation 
(anesthesiologiests) to the average annual CEO salary and bonus was not much better (i.e., 
7.0 percent). Said differently, the typical CEO’s annual salary plus bonus was nearly 180 times 
greater than the typical fast food cook’s annual pay and approximately 15 times greater than the 
typical anesthesiologist’s annual pay!

Labor unions continually argue that substantial pay discrepancies between CEOs and non-
CEOs are socially unjust and promote economic inequality. The AFL-CIO indicates that the 
CEO-to-minimum wage pay ratio was 774:1.39 In addition, they maintain that the full-time 

table 11-6  selected median annual nonexecutive  
Earnings, may 2014

occupation Annual Earnings ($)

Anesthesiologists 246,320

Lawyers 133,470

General and operations managers 117,200

Registered nurses   69,700

Construction and equipment operators   47,340

Office clerks   30,820

Teacher assistants   26,000

Fast-food cooks   19,480

Source: U.S. Bureau of Labor Statistics. (2015). Occupational Employment 
Wages—May 2014 (USDL: 15-0479). Available: www.bls.gov, accessed 
April 7, 2015.

http://www.bls.gov
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minimum wage earners would work 1,372 hours to earn one hour of former CEO Michael 
Duke’s (Walmart) pay.

layoffs BornE By worKErs But not ExEcutIVEs Millions of workers have been laid 
off since 1990. Between late 2008 and mid-2009 alone, more than 2 million employees lost 
their jobs.40 Top management typically advances several reasons that necessitate these layoffs 
(e.g., global competition, reductions in product demand, technological advances that perform 
many jobs more efficiently than employees, mergers and acquisitions, establishing production 
operations in foreign countries with lower labor costs, and the steep economic downturn 
following the recession). A scant few executives lost their jobs, but millions of workers lost 
theirs in the years following the start of the 2008 economic recession.

international Competitiveness
Increased global competition has forced companies in the United States to become more 
productive. Excessive expenditures on compensation can threaten competitive advantage. 
Compensation expenditures are excessive when they outpace the quality and quantity of em-
ployees’ contributions. In addition, compensation expenditures may be excessive when they are 
substantially higher than competitors’ compensation outlays. Concerns about U.S. companies’ 
competitiveness in global markets are common because of the vast differences in compensation 
levels between the CEOs of U.S. and foreign companies.

IntErnatIonal comPEnsatIon comParIsons The SEC rules require the disclosure of 
executive compensation in U.S. companies; however, comparable rules do not exist in many 
foreign countries. As a result, it is difficult to make detailed comparisons between U.S. and 
foreign executive compensation. Nevertheless, recent research has studied the levels and 
composition of CEO compensation in the U.S. and in other countries where disclosure laws 
necessitate reporting of CEO pay. Prior to and since this scientific study, surveys indicated 
that U.S. CEOs make upwards of 300 percent more than their counterparts in other countries. 
However, while this study demonstrates that CEOs make more than their counterparts, the gap 
is far more modest. Specifically, the average pay premium was only 26 percent after controlling 
for relevant characteristics such as company size, ownership and board of directors structure, 
and CEO characteristics such as source of CEO (internal or external hire), age, and past industry 
experience.41 This study found that non-U.S. CEOs earned an annual median total compensation 
of $1.6 million and U.S. CEOs earned $3.3 million. The levels varied tremendously among non-
U.S. CEOs, ranging from $0.9 million in Belgium to $2.7 million in Italy. Composition also 
varied. For instance, the typical Canadian CEO earned only 33 percent of total compensation in 
salary while the typical Swedish CEO earned 62 percent of total compensation in salary.

undErmInIng u.s. comPanIEs’ aBIlIty to comPEtE At present, there is no evidence showing 
that U.S. executive compensation pay practices have undermined U.S. companies’ ability 
to compete with other companies in the global marketplace. Might executive compensation 
practices undermine U.S. companies’ competitiveness in the future?

On one hand, it is reasonable to predict that CEO pay will not undermine U.S. companies’ 
ability to compete because CEO pay increased as company profits increased. On the other hand, 
the current wave of widespread layoffs may hinder U.S. companies’ competitiveness. The U.S. 
companies use layoffs to maintain profits and cut costs, heightening workers’ job insecurities. 
The remaining workers may lose their faith in pay-for-performance systems and their trust in 
their employers as colleagues lose their jobs and CEOs continue to receive higher compensa-
tion. Workers may not feel that working hard will lead to higher pay or job security; therefore, 
they may choose not to work proficiently. As a result, reduced individual performance and 
destabilized workforces may make it difficult for U.S. companies to compete against foreign 
companies.
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Executive compensation, long under the watchful eye of the 
public and politicians, has been under a microscopic lens dur-
ing the recent global economic crisis. Executive compensation 
decisions are approved in the end by the board of directors 
(in response to recommendations provided to them by the 
compensation committee of the board and external executive 
compensation consultants); however, line managers and HR 
should seek to understand the principles being applied and the 
compensation plans being employed. This knowledge will help 
as employees raise questions about executive compensation, 
and it will make you more aware of practices that are fair and 
successful versus practices that are blatantly contrary to law, 
thus being able to protect the company and its employees. 
Perhaps if line managers and HR managers had been more 
vigilant about these processes, the tragedies at Enron and Tyco 
would never have occurred.

Action checklist for line managers and HR—
assessing executive compensation in your 
company

hr takes the lead
• Conduct an analysis of the company’s culture, ideals, val-

ues, and history. Does the executive compensation plan 
align with those factors?

• Is the executive compensation plan balanced with regards 
to cash versus equity, reward versus risk, short-term 

versus long-term performance? An overemphasis on any 
one side could result in behaviors that help executives but 
hurt the shareholders and the company in the end.

• What severance plans are being offered? Do the platinum 
parachutes in your company essentially minimize all risks 
for executives? Will the financial windfall be so large that 
an executive has little reason to avoid failure?

• If you believe the practices of your organizations are 
not in accordance with the disclosure regulations of the 
SEC or the requirements outlined explicitly under the 
Sarbanes-Oxley Act, it may be necessary for you to bring 
this to the attention of line managers. Together you 
can take these concerns to the proper people inside or 
 outside the company.

line managers take the lead
• What are the objectives by which the executives in your 

company are being measured? Are these similar to the 
objectives by which you are measured?

• What are the long-term incentives? Is this completely tied 
to stock price? Ideally, the long-term plan should include 
multiyear stock and a cash plan. With the plan too tied to 
stock price (through stock options), the wrong behaviors 
are encouraged and shareholders suffer in the long term. 
(Note: At the start of 2000, 90 percent of long-term 
incentives were in the form of stock options; now it is 
closer to 50 percent.)

 C o m p e n S at i o n  i n  aC t i o n

enD of Chapter revieW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .
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Summary
learning objective 1: Executive compensation is 
determined by a company’s board of directors who 
are usually high-level executives, either within and 
outside the company, as well as prominent community 
 members, such as lawyers. The recommendation for ex-
ecutive compensation comes from a compensation con-
sultant, who is often hired by the CEO. Compensation 
for nonexecutive employees is typically based on market 
rates or from the negotiations between union and man-
agement, and is adjusted according to performance or 
acquisition of new knowledge or skills.

learning objective 2: The Internal Revenue Code 
defines two group of employees—key employees and 
highly compensated employees—who are deemed to 
have executive status. Although the criteria differ some-
what between these two groups, both criteria are gener-
ally based on salary level and ownership stake in the 
company.

learning objective 3: The components of execu-
tive compensation packages include four main compo-
nents: (1) current or annual core compensation, various 
types of deferred compensation, including (2) stock-
based compensation, and (3) separation agreements 
such as golden parachutes and platinum parachutes, 

(4)  enhanced employee benefits and perquisites, and  
(5) clawback provisions.

learning objective 4: The principles and processes 
for setting executive compensation are based on three 
theories. These include agency theory, tournament the-
ory, and social comparison theory.

learning objective 5: Executive compensation dis-
closure rules were established to protect the interests of 
potential and current investors (or, shareholders) of com-
panies. Both the Securities and Exchange Act of 1934 
and the Wall Street Reform and Consumer Protection Act 
of 2010 (Dodd-Frank Act) require extensive reporting of 
executive compensation amounts and the rationale for 
these amounts for the CEO and named executive offers, 
and shareholder engagement through nonbinding votes 
on proposed executive compensation packages.

learning objective 6: There is ongoing public con-
troversy regarding whether executives are excessively 
highly compensated. The debate draws on various data 
and principles, such as international competitiveness, 
fairness, and social justice. There is not a straightfor-
ward solution to this controversy based on differences in 
data presented to support each side’s arguments as well 
as differences in ideology.
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Case 
Ceo�pay�in�the�news

 An additional Supplemental Case can be found on MyManagementLab.

A recent campaign by organized labor unions has brought the issue of executive compensation into the 
public eye. Media coverage of executive compensation concerns has been extensive over the past few weeks 
with articles in national publications and a featured story on a television special, in addition to stories on 
local news stations. This extensive coverage has highlighted public concerns of the high level of pay that 
top executives receive. The union promotes an executive compensation awareness campaign every year as a 
strategy to build awareness of perceived inequities between the pay of CEOs and frontline employees. Such 
awareness often prompts employees to consider forming a union, resulting in the growth of national unions.

The publicity has caused some turmoil at Oakwood Lawns. For the first time, the company’s CEO pay 
is featured as an example of perceived excess in the executive suite. Several field managers have been in 
touch with Don Henry, the director of human resources, to report that employees are outraged at the rate 
of pay of the company CEO and other top executives. In addition to the company’s desire to remain union-
free, Don also knows that such outrage could lead to low morale and other problems at Oakwood.

The union targeted Oakwood because it is a big company that has faced some financial challenges. The 
landscaping company has more than 15,000 employees in offices throughout the Midwest, and most of its 
employees are frontline laborers. The media coverage has been extensive in the area, and many company 
employees who viewed the story were surprised to learn the CEO is among the highest paid in the United 
States. The news was especially difficult to hear as the company recently announced that employees would 
not receive an annual pay increase due to the financial challenges the company is facing.

Oakwood CEO’s annual salary is $975,000. Add in a bonus, stock awards, retirement benefits, and 
other benefits, and his total compensation is close to $10 million a year. The average landscaping techni-
cian is paid $28,000 annually. The disparity is clear, and Don must now plan a response to address the 
employees’ concerns.

Questions:
 11-6. What additional information about the CEO’s pay package should Don identify to potentially 

share with the employees?
 11-7. How can Don explain the pay disparity to the employees to ease their concerns about the fair-

ness of the CEO’s pay?

MyManagementLab

 Chapter QUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
complete to the Chapter Quiz! and see what you’ve learned.

Discussion Questions
 11-1. What can be done to make the function of  

compensation committees consistent with  
shareholders’ interests? Explain your  
answer.

 11-2. Which component of compensation is most 
 essential to motivate executives to lead com-
panies toward competitive advantage? Discuss 
your rationale.

 11-3. Discuss your position on executive compensa-
tion. Is executive compensation universally 
 excessive or appropriate?

 11-4. Discuss the differences between enhanced ben-
efits and perquisites.

 11-5. Consult a recent news article about a company’s 
executive pay. Summarize the main issues 
 detailed within the article.
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Crunch the numbers! 
Comparison of Pay within and Across Industries

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

As a newly hired compensation analyst, you have been asked to conduct analyses to determine differences 
in pay for similar jobs between two industries, the ratio of pay for similar jobs within two industries, and 
the ratio of pay for different jobs within an industry. The data represent annual base wages and exclude 
incentives or employee benefits. These data were extracted from the U.S. Bureau of Labor Statistics 
Occupational Employment Statistics Query System (www.bls.gov) for May, 2014.

Industry

oil�and�gas�extraction Retail

occupation
Annual median wage  

($)
Annual median wage  

($)

Chief Executives 187,199 180,360

Human Resources Managers 118,730 95,020

Accountants and Auditors 71,780 64,920

File Clerks 30,700 23,430

Questions:
 11-8. By what percent does annual median pay differ between the oil and gas extraction industry and 

the retail trade industry for (a) chief executives, (b) human resources managers, (c) accountants 
and auditors, and (d) file clerks?

 11-9. In the oil and gas extraction industry relative to the retail trade industry, what are the pay ratios 
between (a) chief executives, (b) human resources managers, (c) accountants and auditors, and  
(d) file clerks, respectively?

 11-10. In the oil and gas extraction industry, what are the pay ratios for the chief executives job to 
(a) human resources managers, (b) accountants and auditors, and (c) file clerks? In the retail 
trade industry, what is the ratio of pay for chief executives to (d) human resources managers, 
(e)  accountants and auditors, and (f) file clerks, respectively?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 11-11. Summarize three forms of deferred (stock) compensation.
 11-12. What are the objectives of the say-on-pay rule? Do you think that shareholders 

should be limited to taking an advisory vote or should shareholders be able to deter-
mine an executive’s compensation?

 11-13. MyManagementLab Only—comprehensive writing assignment for this chapter.
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Compensating the Flexible Workforce
Contingent Employees and Flexible 
Work Schedules

12 

 Chapter Warm-Up!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives

When you finish studying this chapter, you should be able to:
12-1. Describe the four groups of contingent workers.
12-2. Discuss pay and benefits issues for contingent workers.
12-3. Summarize the three categories of flexible work schedules.
12-4. Discuss the pay and employee benefits issues for flexible work schedules, 

compressed workweeks, and telecommuting arrangements.
12-5. Describe unions’ reactions to contingent work and flexible work schedule 

arrangements.
12-6. Identify strategic issues and choices companies have regarding the use of 

contingent workers.

Changing business conditions and personal preferences for work–life balance have led to an increase 
in contingent workers and the use of flexible work schedules in the United States. This chapter 
looks at compensation issues for contingent workers and demonstrates that compensating contingent 
workers is a complex proposition. Human resource (HR) and compensation professionals encounter 
tremendous challenges in managing pay and benefits for these individuals. Many companies employ 
both types of individuals, often in the same jobs. To the casual onlooker, including others in the 
workplace, there are no visible differences; however, HR and compensation professionals must take 
many factors into consideration. As we will learn in this chapter, compensation professionals should 
be aware of the differences between core employees and contingent workers and the complexities of 
compensating contingent workers, particularly, pertaining to the domain of legally required benefits.

the COntingent WOrkFOrCe
The previous chapters addressed compensation issues for core employees. Core employees have 
full-time jobs or part-time jobs, and they generally plan long-term or indefinite relationships 
with their employers. In addition, all core employees were assumed to work standard schedules 

12-1 Describe the four 
groups of contingent 
workers.
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(i.e., fixed 8-hour work shifts, 5 days per week). Compensation practices differ somewhat for the 
flexible workforce. According to the U.S. Bureau of Labor Statistics, contingent workers1 are 
those who do not have an implicit or explicit contract for ongoing employment. Persons who do 
not expect to continue in their jobs for such personal reasons as retirement or returning to school 
are not considered contingent workers, provided that they would have the option of continuing 
in the job were it not for these reasons. Alternatively, some refer to contingent employment as 
‘on-demand’ employment.2 This idea relies on job security as the basis for distinguishing be-
tween contingent and noncontingent employment. Figure 12-1 details questions that determine 
whether workers expect their employment to continue, that is, whether their work arrangement 
is considered to be contingent.

groups of Contingent Workers
There are four distinct groups of contingent workers:

•	 Part-time employees
•	 Temporary and on-call employees
•	 Leased employee arrangements
•	 Independent contractors, freelancers, and consultants

Part-time emPloyees The Bureau of Labor Statistics defines a part-time worker as an individual 
who works fewer than 35 hours per week.3 The Bureau also distinguishes between two kinds of 
part-time employees: voluntary and involuntary. A voluntary part-time employee chooses 
to work fewer than 35 hours per regularly scheduled workweek. In some cases, individuals 
supplement full-time employment with part-time employment to meet financial obligations.

Some workers, including a small but growing number of professionals, elect to work part-
time as a lifestyle choice. These part-timers sacrifice pay, and possibly career advancement, in 
exchange for more free time to devote to family, hobbies, and personal interests. They often have 
working partners or spouses whose benefits, generally including medical and dental insurance, 
extend coverage to family members.

Involuntary part-time employees work fewer than 35 hours per week because they are 
unable to find full-time employment. Involuntary part-time work represents a substantial share 
of all part-time employment. There is a commonly held but inaccurate stereotype of involuntary 
part-time workers as being low skilled and uninterested in career advancement. To the contrary, 
many involuntary part-time workers hold entry-level career-track jobs.4 Although we have dis-
cussed voluntary and involuntary part-time work as part of the contingent workforce, it is impor-
tant to emphasize that many core workers negotiate part-time schedules with employers.

Table 12-1 lists the specific reasons for part-time work and the number of individuals who 
work part-time, defined as fewer than 35 hours weekly, for each reason. The table also shows 
those who usually work on a full-time or part-time basis, for economic reasons, the majority of 
the workers who were employed on a part-time basis because of slack work or business condi-
tions, or they could only find part-time work. We can reasonably say that those individuals are 
probably working part-time on an involuntary basis. Noneconomic reasons explain approxi-
mately 80 percent of those who usually work part-time. Most of those workers indicate that they 
usually work part-time because they are in school or training, are retirees whose Social Security 
retirement benefit requirements place a limit on additional earnings. The average weekly hours 
worked for individuals who usually work part-time based on economic reasons was 22.6 hours 
and 19.8 hours for noneconomic reasons.

Companies may experience advantages and disadvantages from employing part-time work-
ers. Flexibility is the key advantage. Most companies realize a substantial cost savings because 
they offer few or no discretionary benefits. In addition, companies realize cost savings for 
benefits that are linked to hours worked (e.g., retirement plan contributions). Table 12-2 shows 
employers’ costs for providing various discretionary benefits and legally required benefits to 
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full-time and part-time employees. Employers save a considerable amount of money in the areas 
of paid leave, insurance, and legally required benefits. In Chapter 9 we discussed that a greater 
percentage of full-time workers receive employee benefits than part-time workers.

Companies also save on overtime pay expenses. Hiring part-time workers during peak 
business periods minimizes overtime pay costs. As we discussed in Chapter 2, the Fair Labor 

Employment
expected to continue

Employment NOT
expected to continue

FigUre 12-1 Questions that Determine Whether Workers expect 
their employment to Continue
Source: Polivka, A. E. (1996). Contingent and alternative work arrangements, defined. Monthly Labor Review,  
119(10), p. 5.
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tabLe 12-1  reasons for Working less than 35 Hours per Week, February 2015 
(Numbers in thousands)

reasons�for�Working�less�than�35�hours Total
Usually Work 
Full-time

Usually Work 
Part-Time

Total, 1 to 34 hours 35,719 10,170 25,549

Economic reasons 6,772 1,660 5,112

Slack or casual work or business conditions 4,011 1,399 2,612

Could only find part-time work 2,355 — 2,355

Seasonal work 297 152 145

Job started or ended in the middle of week 109 109 —

Noneconomic reasons 28,947 8,510 20,437

Child-care obstacles 1,016 101 915

Other family or personal obligations 5,020 697 4,323

Health or medical limitations 844 — 844

In school or training 6,385 55 6,331

Retired or Social Security limit on earnings 2,316 — 2,316

Vacation time or personal day 2,836 2,836 —

Holiday, legal, or religious obligation 604 604 —

Weather-related curtailment 1,463 1,463 —

All other reasons 8,464 2,755 5,709

Average weekly hours, economic reasons 22.9 24 22.6

Average weekly hours, noneconomic reasons 21.5 25.6 19.8

Note: Dash indicates no data or data that does not meet publication criteria.
Source: U.S. Bureau of Labor Statistics. (March 6, 2015). Labor Force Statistics from the Current Population 
Survey. Available: http://www.bls.gov/web/empsit/cpseea25.htm, accessed March 17, 2015.

tabLe 12-2  employers’ Hourly Costs for Full- and Part-time 
employee Benefits, December 2014

benefit Full-time�($) part-time�($)

Total hourly benefits costs 11.80 3.37

Paid leave 2.77 0.45

Supplemental pay 1.41 0.22

Insurance 3.18 0.70

Retirement and savings 1.65 0.32

Legally required benefits 2.78 1.68

Source: U.S. Bureau of Labor Statistics. (2015). Employer Costs for Employee 
Compensation, December 2014. USDL: 15-0386. Available: http://www.bls.gov, 
accessed March 9, 2015.

Standards Act of 1938 (FLSA) requires that companies pay nonexempt employees at a rate 
equaling one and one-half times their regular hourly pay rates. Retail businesses save by em-
ploying part-time sales associates during the peak holiday shopping season.

Job sharing is a special kind of part-time employment agreement. Two or more part-time 
employees perform a single full-time job. These employees may perform all job duties or share 
the responsibility for particular tasks. Some job sharers meet regularly to coordinate their efforts. 

http://www.bls.gov/web/empsit/cpseea25.htm
http://www.bls.gov
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Job sharing represents a compromise between employees’ needs or desires not to work full-time 
and employers’ needs to staff jobs on a full-time basis. Both employers and employees benefit 
from the use of job sharing. Table 12-3 lists some of the benefits of job sharing to employers and 
employees.

temPorary aND oN-Call emPloyees Companies traditionally hire temporary employees for 
two reasons. First, temporary workers fill in for core employees who are on approved leaves of 
absence, including sick leave, vacation, bereavement leave, jury duty, and military leave. Second, 
temporary workers offer extra sets of hands when companies’ business activities peak, during 
such times as the holiday season for retail businesses or summer for amusement parks. Temporary 
employees perform jobs on a short-term basis usually measured in days, weeks, or months.

Companies have been hiring temporary workers for three additional reasons. First, tempo-
rary employment arrangements provide employers the opportunity to evaluate whether legiti-
mate needs exist for creating new positions. Second, temporary employment arrangements give 
employers the opportunity to decide whether to retain particular workers on an indefinite basis. 
“The temp job is often what one university placement director calls the ‘3-month interview’—
and a gateway to a full-time job and perhaps a new career.”5 In effect, the temporary arrange-
ment represents a probationary period, when employers observe whether workers are meeting 
job performance standards. As a corollary, such temporary arrangements provide workers the 
chance to decide whether to accept employment on a full-time basis after they have had time to 
“check things out.” Third, employing temporary workers is often less costly than employing core 
workers because temporary workers are less likely to receive costly discretionary benefits (e.g., 
medical insurance coverage).

Companies hire temporary employees from a variety of sources. The most common source 
is a temporary employment agency. Companies employed approximately 2.9 million tempo-
rary workers.6 Most temporary employment agencies traditionally placed clerical and adminis-
trative workers. Since then, many temporary agencies also place workers with specialized skills 
(e.g., auditors, computer systems analysts, and lawyers). Temporary agencies are becoming 
more common. Nowadays, there has been an expansion into blue collar work. For example, jobs 
in transportation and material moving and production account for approximately 42 percent of 
the temporary employment industry.7

Companies generally establish relationships with temporary employment agencies based on 
several factors. First, companies consider agencies’ reputations as an important factor, judging 

tabLe 12-3 Benefits of Job sharing

benefits�to�employers

•	 Maintenance of productivity because of higher morale and maintenance of employee skills

•	 Retention of skilled workers

•	 Reduction or elimination of the training costs that result from retraining laid-off employees

•	 Greater flexibility in deploying workers to keep operations going

•	 Minimization of postrecession costs of hiring and training new workers to replace those who found 
other jobs during layoff

•	 Strengthening employees’ loyalty to the company

benefits�to�employees

•	 Continued employee benefits protection

•	 Continued employment when the likelihood of unemployment is high

•	 Maintenance of family income

•	 Continued participation in qualified retirement programs
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reputations by how well agencies’ placements work out. Some agencies place a wide range of 
employees, yet others specialize in one type of placement (e.g., financial services professionals). 
When companies plan to hire a variety of temporary workers, it is often more convenient to work 
with agencies that do not specialize. Companies should ultimately judge these agencies’ place-
ment records for each type of employee.

Second, companies also should consider agencies’ fees. Cost is a paramount consideration 
for companies that are pursuing lowest-cost competitive strategies. Temporary agencies base 
fees as a percentage of their placements’ pay rates. The percentage varies from agency to agency. 
The competition among temporary agencies fortunately keeps these rates in check.

Although temporary employees work in a variety of companies, their legal employers are 
the temporary employment agencies. Temporary employment agencies take full responsibility for 
selecting temporary employee candidates and determine candidates’ qualifications through inter-
views and testing. Many temporary agencies train candidates to use such office equipment as fax 
machines, e-mail, and spreadsheet and word processing software programs, particularly for cleri-
cal and administrative jobs. Temporary employees receive compensation directly from the agency.

Companies may hire temporary employees through other means. For example, some com-
panies hire individuals directly as temporary workers. Under direct hire arrangements, tem-
porary employees typically do not work for more than 1 year. In addition, the hiring companies 
are the temporary workers’ legal employers. Thus, companies take full responsibility for all HR 
functions that affect temporary employees, including performance evaluation, compensation, 
and training.

On-call arrangements are another method for employing temporary workers. On-call 
employees work sporadically throughout the year when companies require their services. 
Companies can schedule workers for several days or weeks in a row. Some unionized skilled 
trade workers are available as on-call employees when they are unable to secure permanent, 
full-time employment. These employees’ unions maintain rosters of unemployed members who 
are available for work. When employed, on-call workers are employees of the hiring companies. 
Thus, the hiring companies are responsible for managing and implementing HR policies, includ-
ing compensation.

leaseD emPloyee arraNgemeNts Lease companies employ qualified individuals and place 
them in client companies on a long-term basis. Most leasing companies bill the client for the 
direct costs of employing the workers (e.g., payroll, benefits, and payroll taxes) and then charge 
a fixed fee. Lease companies base these fees on either a fixed percentage of the client’s payroll 
or a fixed fee per employee.

Leasing arrangements are common in the food service industry. ARAMARK is just one 
example of a leasing company that provides cafeteria services to client companies. ARAMARK 
staffs these companies’ in-house cafeterias with cooks, food preparers, and checkout clerks. 
These cafeteria workers are employees of the leasing company, not the client company. Leasing 
companies also operate in other industries, including security services, building maintenance, 
and administrative services. Lease companies and temporary employment agencies are similar 
because both manage all HR activities. Thus, lease companies provide both wages and benefits 
to their employees. Lease companies and temporary employment agencies differ in an important 
respect, however. Lease company placements generally remain in effect for the duration of the 
lease company’s contract with the host company.

iNDePeNDeNt CoNtraCtors, FreelaNCers, aND CoNsultaNts Independent contractors, 
freelancers, and consultants (the term independent contractor will be used in this discussion) 
establish working relationships with companies on their own rather than through temporary 
employment agencies or lease companies. Traditionally, independent contractors typically 
possess specialized skills that are in short supply in the labor market. It is estimated that 34 
percent of the U.S. workforce qualify as freelancers.8 Companies select independent contractors 
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to complete particular projects of short-term duration (i.e., usually a year or less). In recent 
years, technology has created opportunities for an emerging group of independent contractors 
who become connected with prospective customers through smartphone apps. For example, 
Uber Technologies has created a smartphone app that allows customers to arrange automobile 
transportation with the company’s independent contractors. Uber’s independent contractors use 
their own vehicles to transport customers to destinations of their choice, such as from a hotel 
to an airport. Cleaning service Handy connects customers with independent contractors who 
provide household services, facilitated by a smartphone app.

Until now, we have been examining compensation issues of employees in this and previ-
ous chapters. Independent contractors are not employees of a company. Black’s Law Dictionary 
defines employee as “a person in the service of another under any contract of hire, express or 
implied, oral or written, where the employer has the power or right to control and direct the em-
ployee in the material details of how the work is to be performed.”9 An independent contractor is 
one who, “in the exercise of an independent employment, contracts to do a piece of work accord-
ing to his own methods and is subject to his employer’s only as to the end product or final result 
of his work.”10 There are three legal tests to determine a worker’s status: the common-law test, the 
economic realities test, and a hybrid test that incorporates various elements of both tests. We will 
review the first two tests and their relationships to pay and to benefits for independent contractors 
later in this chapter. Table 12-4 contains a brief description of each test as well as the federal laws 
under which the test has been applied by courts of laws to determine a worker’s status.

reasons for U.S. employers’ increased reliance on Contingent Workers
Structural changes in the U.S. economy have contributed to the rise of contingent employment:

•	 Economic recessions
•	 International competition
•	 Shift from manufacturing to a service economy

tabLe 12-4  tests for Determining Whether a Worker is an employee

Test Description
laws�under�which�test�has�been�
applied�by�courts

Common-law 
test (used by 
Internal Revenue 
Service (IRS))

Employment relationship exists if 
employer has right to control work 
process, as determined by evaluating 
totality of the circumstances and 
specific factors

Federal Insurance Contributions Act 
Federal Unemployment Tax Act 
Income tax withholding
Employment Retirement and Income 
Security Act
National Labor Relations Act
Immigration Reform and Control Act 
(IRS test)

Economic 
realities test

Employment relationship exists if 
individual is economically dependent 
on a business for continued 
employment

Fair Labor Standards Act
Title VII
Age Discrimination in Employment Act
Americans with Disabilities Act
Family and Medical Leave Act (likely 
to apply)

Hybrid test Employment relationship is 
evaluated under both common-law 
and economic reality test factors, 
with a focus on who has the right to 
control the means and manner of a 
worker’s performance

Title VII
Age Discrimination in Employment Act
Americans with Disabilities Act

Source: Muhl, C. J. (2002). What is an employee? The answer depends on the Federal law. Monthly Labor 
Review (January), p. 6.
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eCoNomiC reCessioNs Many companies layoff segments of their workforces during economic 
recessions as a cost-control measure. Following economic recessions, some companies restore 
staffing levels with permanent employees. Many companies are increasingly restoring staffing 
levels with contingent workers. Since the early 1970s, the U.S. economy experienced several 
economic recessions. These repeated recessions have shaken employers’ confidence about 
future economic prosperity. Staffing segments of workforces with contingent workers represents 
a form of risk control because employers save on most discretionary benefits costs. In 
addition, companies can terminate contingent workers’ services more easily: These employment 
relationships are explicitly tentative. Both the host employer and the workers understand that 
these engagements are of limited duration. As a rule, companies rebuild the core employee 
workforce following the end of economic recessions; however, this has not been the case since 
the recession that took place for the years 2007–2009. Over the course of 2014, employers 
added more than 3 million full-time workers, which falls short of full-time staffing levels just 
prior to the recession.11 Much anecdotal evidence suggests that the noteworthy damaging effect 
of the recession on business activity has shaken the confidence of many businesses. Some are 
hedging against uncertainty by relying on, in part, leaner staffing levels of core employees. It is 
also possible that companies are choosing to employ more part-time workers because of lower 
compensation costs for this workforce segment.

iNterNatioNal ComPetitioN International competition is another pertinent structural change. 
American companies no longer compete just against each other. Many foreign businesses have 
demonstrated the ability to manufacture goods at lower costs than their American competitors. 
As a result, successful American companies have streamlined operations to control costs. Where 
possible, U.S. companies’ streamlining aims to lower labor costs, oftentimes by reducing the 
number of core employees and using contingent workers as an alternative. Greater reliance on 
contingent workers in U.S. operations can be explained because wages and salaries in many other 
countries, particularly in Asia, have generally been lower than in the United States.12 Offshoring 
growth concentrates in information technology, software development, and innovation services 
(product design, research and development, and engineering services).13

tHe sHiFt From maNuFaCturiNg to a serviCe eCoNomy The service sector refers to six 
broad divisions of industries: transportation, communication, and public utilities; wholesale 
trade; retail trade; finance, insurance, and real estate; services; and government. Manufacturing 
companies’ (e.g., automobile makers and textiles) employment declined substantially during the 
past several years,14 and economic forecasts predict a loss of jobs in the manufacturing, federal 
government, agriculture, information, and utilities industry sectors through 2022.15 During this 
period, a steady decrease in employment in manufacturing industries is expected to be offset by 
a substantial rise in employment in the construction industry section and service sectors such as 
professional and business services as well as health care and social assistance.16 Service sector 
employment is expected to add approximately 14 million new jobs to the economy by 2022.17 In 
addition, contingent workers typically find employment in service businesses, which are more 
labor intensive than capital intensive (e.g., heavy manufacturing equipment).

pay and empLOyee beneFitS 
FOr COntingent WOrkerS
Compensation practices for contingent workers vary. We will discuss these practices shortly. 
Nevertheless, all parties involved in employing or hosting contingent workers possess liability 
under federal and state laws, including:

•	 Overtime and minimum wages required under the FLSA
•	 Paying insurance premiums required under state workers’ compensation laws

12-2 Discuss pay and 
benefits issues for 
contingent workers.
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•	 Nondiscriminatory compensation and employment practices under the
•	 Employee Retirement Income Security Act of 1974 (ERISA)
•	 National Labor Relations Act (NLRA)
•	 Title VII of the Civil Rights Act of 1964
•	 Americans with Disabilities Act of 1990 (ADA)
•	 Age Discrimination in Employment Act (ADEA)

•	 Patient Protection and Affordable Care Act of 2010 (PPACA)

Temporary employment agencies and leasing companies that place workers in clients’ firms 
are liable under these laws. In addition, the client company may also be liable. “The fact that a 
worker is somebody else’s employee while he or she is on your premises, or performing services 
for the business, is not necessarily a defense to alleged violations of federal and state labor laws 
including Title VII of the Civil Rights Act, the Fair Labor Standards Act, and the Americans with 
Disabilities Act.”18

part-time employees
Companies that employ part-time workers are the legal employers, as is the case for core em-
ployees. Compensating part-time employees poses the following challenges for employers:

•	 Should companies pay part-time workers on an hourly basis or a salary basis?
•	 Do equity problems arise between core employees and part-time employees?
•	 Do companies offer benefits to part-time workers?

Pay Part-time employees earn less, on average, than core employees. In December 2014, part-
time workers in private industry earned an average $12.71 per hour, whereas full-time employees 
earned $24.91 per hour.19 Full-time management and professional employees earned $39.31 per 
hour, whereas their part-time counterparts earned $29.70 per hour. Full-time production workers 
earned substantially more than their part-time counterparts ($18.82 per hour versus $11.88 per 
hour). Full-time service employees similarly earned more than part-timers ($12.64 per hour 
versus $9.39 per hour).20

Companies often expect salaried part-time employees to do much more than their fair share 
of the work because the effective hourly pay rate decreases as the number of hours worked in-
creases. An explicit agreement pertaining to work–hour limits can minimize this problem. An 
agreement similarly may specify explicit work goals. On the other hand, companies may avoid 
this problem by paying part-time employees on an hourly basis. Part-time and full-time employ-
ees may perceive the situation as inequitable under certain circumstances. For example, equity 
problems may arise when salaried full-time employees and hourly part-time employees work 
together. It is possible that highly skilled full-time employees might effectively be underpaid 
relative to less-skilled part-time employees performing the same work (i.e., full-time employees’ 
“hourly” pay rate will be lower when they perform more and better work in a shorter period than 
less-skilled part-time workers).

emPloyee BeNeFits Companies generally do not provide discretionary benefits to part-
time employees; however, benefits practices for part-time workers vary widely according to 
company size as well as between the private and public sectors. In March 2014, approximately 
37 percent of part-time employees had access to retirement benefits compared to 74 percent 
of full-time employees.21 As noted earlier, fewer part-time workers had access to medical care 
benefits.

Employers are not required to offer protective insurance (e.g., medical, dental, vision, or 
life insurance) to part-time employees even with the PPACA; however, part-time employees who 
do receive health insurance coverage under employer-sponsored plans are entitled to protection 
under the Consolidated Omnibus Budget Reconciliation Act (COBRA). As discussed in Chapter 
10, COBRA provides employees the opportunity to continue receiving employer-sponsored 
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health care insurance coverage temporarily following termination or layoff. Employees who 
qualify for COBRA protection receive insurance coverage that matches the coverage level dur-
ing employment.

Employers may be required to provide qualified retirement programs to part-time employ-
ees.22 Part-time employees who meet the following two criteria are eligible to participate in 
qualified retirement programs:

•	 Minimum age of 21 years
•	 Completion of at least 1,000 hours of work in a 12-month period (i.e., “year of service”)

Special considerations apply to seasonal employees’ eligibilities for qualified retirement 
benefits because most seasonal employees do not meet the annual service pension eligibility 
criterion. Maritime industries, such as fishing, represent seasonal employment, and fishermen 
are seasonal employees. The U.S. Department of Labor defines 125 service days as the “year of 
service” for maritime workers. Part-time and seasonal employees cannot be excluded from pen-
sion plans if they meet the U.S. Department of Labor’s “year of service” criterion.

temporary employees
Temporary employment agencies are the legal employers for temporary employees. Temporary 
employment agencies are therefore responsible for complying with federal employment leg-
islation with one exception (i.e., workers’ compensation), which we will address shortly. 
Compensating temporary employees poses challenges for companies.

•	 Do equity problems arise between core employees and temporary employees?
•	 How do the FLSA overtime provisions affect temporary employees?
•	 Do companies offer temporary workers benefits?
•	 Who is responsible for providing workers’ compensation protection: the temporary agency 

or the client company?

Pay In 2014, temporary workers earned an average hourly rate of $12.40 while full-time 
workers earned slightly more than double – $21.72.23 Pay rates varied widely by occupation 
and workers’ particular qualifications. Equity problems may (or may not) arise where core and 
temporary employees work together. On one hand, temporary employees may work diligently 
because they know that their assignments in client companies are explicitly of limited duration. 
In addition, frequent moves from one company to the next may limit workers’ opportunities 
or desires to build careers with any of these companies. Furthermore, temporary workers may 
neither take the time nor have the time to scope out pay differences because their engagements 
are brief (i.e., anywhere from 1 day to a few weeks). These temporary employees are therefore 
not likely to perceive inequitable pay situations.

On the other hand, some temporary employees may not work diligently because they 
did not choose temporary employment arrangements. Individuals who lose their jobs because 
of a sudden layoff and who have few core job alternatives are most susceptible. Pay differences 
between these temporary employees and core employees are likely to intensify perceptions of 
inequity.

It is important to distinguish between temporary employees and seasonal employees for 
determining eligibility under the FLSA minimum wage and overtime pay provisions. Companies 
hire temporary employees to fill in as needed. This means that companies may hire temporary 
employees at any time throughout a calendar year; however, seasonal employees work during set 
regular periods every year. Lifeguards on New England beaches are seasonal employees because 
they work only during the summer months when people visit beaches to swim. Summer camp 
counselors are also seasonal employees.

The FLSA extends coverage to temporary employees. Temporary employment agencies 
must therefore pay temporary workers at least the federal minimum wage rate. In addition, the 
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FLSA requires employers to provide overtime pay at one and one-half times the normal hourly 
rate for each hour worked beyond 40 hours per week. Host companies are responsible for FLSA 
compliance if temporary employment agencies are not involved, as in the case of direct hire or 
on-call arrangements.

Some seasonal employees are exempt from the FLSA’s minimum wage and overtime pay 
provisions.24 The FLSA itself as drafted does not explicitly address minimum wage and over-
time pay practices for seasonal employees; however, professional legal opinions were added 
as needed to resolve ambiguities and guide practice. The opinions pertain to specific employ-
ers’ questions about the act’s scope of coverage (e.g., the applicability of FLSA overtime and 
minimum wage provisions to seasonal amusement park workers). Professional opinions do not 
automatically generalize to all seasonal employees. For example, all amusement or recreational 
establishment employees are covered by the FLSA’s minimum wage and overtime pay provi-
sions when the establishments operate at least 7 months per year; however, youth counselors 
employed at summer camps are generally exempt from the FLSA minimum wage and overtime 
pay provisions.

emPloyee BeNeFits Anecdotal evidence indicates that companies typically do not provide 
discretionary benefits to temporary employees. This information should not be surprising. As 
we discussed earlier, many companies employ temporary workers to minimize discretionary 
benefits costs; however, temporary employees (and seasonal workers) are eligible for qualified 
pension benefits if they meet ERISA’s minimum service requirements for seasonal and part-time 
employees, as discussed earlier.

The dual employer common law doctrine establishes temporary workers’ rights to receive 
workers’ compensation.25 According to this doctrine, temporary workers are employees of both 
temporary employment agencies and the client companies. The written contract between the em-
ployment agency and the client company specifies which organization’s workers’ compensation 
policy applies in the event of injuries.

Leased Workers
Designating leased employees’ legal employers is less clear than it is for part-time and tempo-
rary employees. Leasing companies are the legal employers regarding wage issues and legally 
required benefits; however, leasing companies and client companies are the legal employers re-
garding particular discretionary benefits. Compensating leased employees is therefore complex.

•	 Do leased employees receive discretionary benefits?
•	 Who is responsible for providing discretionary benefits: the leasing company or the client 

company?

Pay In February 2005, leased employees who worked on a full-time basis typically earned 
$756 per week; part-time leased workers earned $204.26 These data are the most recent available 
at the time of publication. However, it is possible to adjust these rates for inflation between 
2005 and 2014 using the U.S. Bureau of Labor Statistics’ CPI Inflation Calculator (http://
data.bls.gov/cgi-bin/cpicalc.pl). Accordingly, full-time, leased employees would earn about 
$916 per week and part-time, leased employees would earn about $247 per week. Factors 
other than inflation may have an influence on these estimates, among them, the changing skill 
composition of the leased workforce, economic recession, and so forth. Therefore, the inflation-
adjusted estimates may be biased because making adjustments on these other factors is not 
straightforward.

emPloyee BeNeFits Both pension eligibility and discretionary benefits are key issues. Leased 
employees are generally entitled to participation in the client companies’ qualified retirement 
programs; however, the leasing company becomes responsible for leased employees’ retirement 
benefits when the safe harbor rule27 requirements are met. Table 12-5 lists the safe harbor rule 
requirements.

http://data.bls.gov/cgi-bin/cpicalc.pl
http://data.bls.gov/cgi-bin/cpicalc.pl
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Another section of the Internal Revenue Code (IRC) influences companies’ discretionary 
benefits policies (excluding retirement benefits) for leased employees.28 Under this rule, client 
companies are responsible for providing leased employees with group medical insurance, group 
life insurance, educational assistance programs, and continuation coverage requirements for 
group health plans under COBRA.

independent Contractors, Freelancers, and Consultants
The Bureau of Labor Statistics does not monitor pay levels for independent contractors. 
Companies are neither obligated to pay the following on behalf of independent contractors, free-
lancers, and consultants:

•	 Federal income tax withholding;
•	 Overtime and minimum wages required under the FLSA; however, employers are obligated 

to pay financially dependent workers overtime and minimum wages;
•	 Insurance premiums required under state workers’ compensation laws, except where states 

explicitly require that companies maintain workers’ compensation coverage for all workers 
regardless of whether they are independent contractors;

nor are companies required to provide protection under the following laws, which we addressed 
in previous chapters:

•	 Protection under the Employee Retirement Income Security Act of 1974 (ERISA),
•	 Family and Medical Leave Act,
•	 National Labor Relations Act (NLRA),
•	 Title VII of the Civil Rights Act of 1964,
•	 Americans with Disabilities Act (ADA).

Following Table 12-4, the courts rely on three tests to determine whether a worker qualifies 
as an employee. We will focus on the common-law test and the economic realities test.

CommoN-laW test Common law is developed by judges through court proceedings that 
decide individual cases. At issue is whether the employer has the right to control based on IRC 
criteria. According to the Internal Revenue Service (IRS), evidence of the degree of control and 
independence fall into three categories:

•	 Behavioral: Does the company control or have the right to control what the worker does 
and how the worker does his or her job?

•	 Financial: Are the business aspects of the worker’s job controlled by the payer? (These 
include things like how the worker is paid, whether expenses are reimbursed, who provides 
tools/supplies, etc.)

•	 Type of Relationship: Are there written contracts or employee type benefits (i.e., pension 
plan, insurance, vacation pay, etc.)? Will the relationship continue and is the work per-
formed a key aspect of the business?29

tabLe 12-5 safe Harbor rule requirements

•	 The leased employee must be covered by the leasing company’s pension plan, which must (1) be 
a money purchase plan with a nonintegrated employer contribution rate for each participant of at 
least 10 percent of compensation, (2) provide for full and immediate vesting, and (3) allow each 
employee of the leasing organization to immediately participate in such a plan; and

•	 Leased employees cannot constitute more than 20 percent of the recipient’s “nonhighly compensated 
workforce.” Nonhighly compensated workforce means the total number of (1) nonhighly 
compensated individuals who are employees of the recipient and who have performed services 
for the recipient for at least 1 year, or (2) individuals who are leased employees of the recipient 
(determined without regard to the leasing rules).

Source: I.R.C. §414(n)(5).
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These questions are based on 10 factors used to determine whether a worker is an employee. 
Table 12-6 lists the 10 specific criteria of this common-law test. Companies must consider all 
of these factors when making a determination about a worker’s status. There is not an absolute 
criterion to determine whether workers meet the criteria under this test.

eCoNomiC realities test The economic realities test is most significantly applied in 
the context of the Fair Labor Standards Act.30 Its focus is on the determination of whether 
employees are financially dependent. Table 12-7 lists the criteria to determine whether workers 
are financially dependent on the employer. For example, are topless nightclub dancers entitled 
to minimum wage under FLSA? A nightclub’s owners claimed that the dancers were not eligible 
because they were independent contractors:

•	 The dancers could perform whenever and wherever they wanted.
•	 The club had no control over the manner of performance.
•	 The dancers must furnish their own costumes.

A federal district court ruled that the nightclub’s topless dancers were entitled to minimum 
wage because they were economically dependent on the nightclub.31 The dancers were economi-
cally dependent on the nightclub for the following reasons:

•	 The club owners set hours in which the dancers could perform.
•	 The club owners issued guidelines on dancers’ behavior at the club.
•	 The club owners deducted 20 percent from the credit card tips of each dancer to cover ad-

ministrative costs.

tabLe 12-6  Factors used to Determine a Worker’s status under the 
Common-law test

Factor Worker is an employee if—
Worker is an independent  
contractor if—

Right to control Employer controls details of the work Worker controls details of the work

Type of business Worker is not engaged in business or 
occupation distinct from employer’s

Worker operates in business that is 
distinct from employer’s business

Supervision Employer supervises worker Work is done without supervision

Skill level Skill level need not be high or unique Skill level is specialized, is unique, 
or requires substantial training

Tools and materials Employer provides instrumentalities, 
tools, and location of workplace

Worker provides instrumentalities 
and tools of workplace and works at 
a site other than the employer’s

Continuing 
relationship

Worker is employed for extended, 
continuous period

Worker is employed for specific 
project or for limited time

Method of payment Worker is paid by the hour, or other 
computation based on time worked is 
used to determine pay

Worker is paid by the project

Integration Work is part of employer’s regular 
business

Work is not part of employer’s 
regular business

Intent Employer and worker intend to create 
an employer-employee relationship

Employer and worker do not intend 
to create an employer-employee 
relationship

Employment by 
more than one firm

Worker provides services only to one 
employer

Worker provides services to more 
than one business

Source: Muhl, C. J. (2002). What is an employee? The answer depends on the Federal law. Monthly Labor 
Review (January), p. 7.
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The economic realities test and common-law test are similar.32 The common-law test 
focuses on whether the economic reality, as informed by various factors, is that a worker de-
pends on someone else’s business for continued employment. If there is such dependence, then 
the worker is classified as an employee; otherwise, the worker is classified as an independent 
contractor.

In recent years, there has been a spate of protests and lawsuits by a variety of independent 
contractors over their status with the companies for which they provide services. Many claim 
that companies misclassify them as independent contractors when, in fact, they maintain that 
they are employees. For example, FedEx was found to have misclassified several delivery-truck 
drivers as independent contractors. A court ruled that the drivers were employees, not inde-
pendent contractors, because FedEx required them to wear company uniforms, drive company 
trucks, and maintain an appearance specified in company policy.

Technology driven companies such as Handy and Uber appear to have created negative 
sentiments among many of their independent contractors. For example, individuals who had 
performed cleaning services filed a class action suit against Handy. The plaintiffs argued that 
they were entitled to minimum wage and other legal protections because they did not possess 
control over their work. One of the lead plaintiffs expressed the following sentiment: “We are 
not robots; we are not a remote control; we are individuals.”33

FLexibLe WOrk SChedULeS: FLextime, 
COmpreSSed WOrkWeekS, and 
teLeCOmmUting
Many companies now offer employees flexible work schedules to help them balance work and 
family demands. Flextime and compressed workweek schedules are the most prominent flexible 
work schedules used in companies. Flexible work schedule practices apply to both core employ-
ees and contingent employees. Telecommuting arrangements have become increasingly popular 

tabLe 12-7  Factors used to Determine a Worker’s status under the  
economic realities test

Factor Worker is an employee if—
Worker is an independent 
contractor if—

Integration Worker provides services that are 
a part of the employers regular 
business

Worker provides services outside 
the regular business of the employer

Investment in facilities Worker has no investment in the 
work facilities and equipment

Worker has a substantial investment 
in the work facilities and equipment

Right to control Management retains a certain type 
and degree of control over the work

Management has no right to control 
the work process of the worker

Risk Worker does not have the 
opportunity to make a profit or 
incur a loss

Worker has the opportunity to make 
a profit or incur a loss from the job

Skill Work does not require any special 
or unique skills or judgment

Work requires a special skill, 
judgment, or initiative

Continuing relationship Worker has a permanent or 
extended relationship with the 
business

Work relationship is for one project 
or a limited duration

Source: Muhl, C. J. (2002). What is an employee? The answer depends on the Federal law. Monthly Labor 
Review (January), p. 8.

12-3 Summarize 
the three categories 
of flexible work 
schedules.
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and commonplace. Research shows that employees highly value flexibility as a workplace pol-
icy, as do many progressive employers. For example, Patagonia is a designer of outdoor clothing 
and gear for a variety of sports. The following Watch It! video showcases Patagonia’s flexible 
work policies and the company’s culture that strongly favors work–life balance. Employees may 
take time off with pay to take care of a sick child as needed. The only requirement is that em-
ployees are expected to complete their work assignments.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to�complete�the�video�exercise�titled�patagonia:�human�resource�management.

Flextime Schedules
Flextime schedules allow employees to modify their work schedules within specified limits 
set by the employer. Employees adjust when they will start work and when they will leave. 
Flextime, however, generally does not lead to reduced work hours. For instance, an employee 
may choose to work between 10 a.m. and 6 p.m., 9 a.m. and 5 p.m., or 8 a.m. and 4 p.m.

All workers must be present during certain workday hours when business activity is regu-
larly high. This period is known as core hours. The number of core hours may vary from com-
pany to company, by departments within companies, or by season. Although employees are rela-
tively free to choose start and completion times that fall outside core hours, management must 
carefully coordinate these times to avoid understaffing. Some flextime programs incorporate a 
banking hours feature that enables employees to vary the number of work hours daily as long as 
they maintain the regular number of work hours on a weekly basis.

Employers can expect three possible benefits from using flextime schedules. First, flextime 
schedules lead to less tardiness and absenteeism. Flexibly defining the workweek better enables 
employees to schedule medical and other appointments outside work hours. As a result, workers 
are less likely to be late or miss work altogether.

Second, flexible work schedules should lead to higher work productivity. Employees have 
more choice about when to work during the day. Individuals who work best during the morning 
hours may schedule morning hours, and individuals who work best during the afternoons or eve-
nings can choose these times. In addition, possessing the flexibility to attend to personal matters 
outside work should help employees focus on doing better jobs.

Third, flexible work schedules benefit employers by creating longer business hours and bet-
ter service. Staggering employees’ schedules should enable businesses to stay open longer hours 
without incurring overtime pay expenses. In addition, customers should perceive better service 
because of expanded business hours. Companies that conduct business by telephone on national 
and international bases are more likely to be open during customers’ normal operating hours in 
other time zones.

Two possible limitations of flexible work schedules are increased overhead costs and coor-
dination problems. Maintaining extended operations leads to higher overhead costs, including 
support staff and utilities. In addition, flexible work schedules may lead to work coordination 
problems when some employees are not present at the same time.

Compressed Workweek Schedules
Compressed workweek schedules enable employees to perform their work in fewer days than 
a regular 5-day workweek. As a result, employees may work four 10-hour days or three 12-hour 
days. These schedules can promote companies’ recruitment and retention successes by:

•	 Reducing the number of times employees must commute between home and work
•	 Providing more time together for dual-career couples who live apart
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telecommuting
Telecommuting represents an alternative work arrangement in which employees work at home 
or at some other location besides the office. Telecommuters generally spend part of their time 
working in the office and the other part working at home. This alternative work arrangement is 
appropriate for work that does not require regular direct interpersonal interactions with other 
workers (e.g., accounting, systems analysis, and telephone sales). Telecommuters stay in touch 
with coworkers and superiors through e-mail, telephone, and faxes. Table 12-8 summarizes the 
variety of possible telecommuting arrangements.

Potential benefits for employers include increased productivity and lower overhead costs 
for office space and supplies. Telecommuting also serves as an effective recruiting and reten-
tion practice for employees who strongly desire to perform their jobs away from the office. 
Employers may also increase the retention of valued employees who choose not to move when 
their companies relocate.

Employees find telecommuting beneficial. Telecommuting enables parents to be near their 
infants or preschool-age children and to be home when older children finish their school days. In 
addition, telecommuting arrangements minimize commuting time and expense, which are excep-
tional in such congested metropolitan areas as Boston, Los Angeles, and New York City. Travel 
time may increase threefold during peak “rush hour” traffic periods. Parking and toll costs can be 
hefty. Monthly parking rates alone often exceed thousands of dollars per car. Finally, employees’ 
involvement in office politics will be reduced, which should promote higher job performance.

Telecommuting programs may also lead to disadvantages for employers and employees. 
Some employers are concerned about not having direct contact with employees, which makes 
conducting performance appraisals more difficult. Employees sometimes feel that work-at-home 
arrangements are disruptive to their personal lives. In addition, some employees feel isolated 
because they do not personally interact as often with coworkers and superiors.

Flexible Work Schedules: balancing the demands of Work Life 
and home Life
Some U.S. companies use flexible work schedules to help employees balance the demands of work 
and home. Flextime, compressed workweeks, and telecommuting should provide single parents or 
dual-career parents the opportunity to spend more time with their children. Flextime gives parents 
the opportunity to schedule work around special events at their children’s schools. Compressed 
workweeks enable parents on limited incomes to save on day care costs by reducing the number 
of days at the office. Parents can benefit from telecommuting in a similar fashion. Likewise, dual-
career couples living apart also benefit from flexible work schedules. Compressed workweeks and 
telecommuting reduce the time partners or spouses have to spend away from each other.

tabLe 12-8 alternative telecommuting arrangements

•	 Satellite work center. Employees work from a remote extension of the employer’s office that 
includes a clerical staff and a full-time manager.

•	 Neighborhood work center. Employees work from a satellite office shared by several employers.

•	 Nomadic executive office. Executives who travel extensively maintain control over projects through 
use of telephone, fax, and e-mail.

•	 Employees sometimes work entirely outside the office. Others might work off-site only once a month 
or 2–3 days a week.

•	 Telecommuters can be full- or part-time employees. 

•	 Telecommuting arrangements can be temporary or permanent. A temporarily disabled employee may 
work at home until fully recovered. A permanently disabled employee may work at home exclusively.

Source: Adapted from Bureau of National Affairs, Telecommuting. (2005). Compensation & Benefits. Available: 
www.bna.com, accessed March 7, 2005.

http://www.bna.com
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pay and empLOyee beneFitS FOr  
FLexibLe empLOyeeS
The key pay issue for flexible work schedules is overtime pay. The main employee benefits 
issues are paid time-off benefits and working condition fringe benefits.

pay
In many cases, “flexible” employees work more than 40 hours during some weeks and fewer 
hours during other weeks. The FLSA requires that companies compensate nonexempt employees 
at an overtime rate equal to one and one-half times the normal hourly rate for each hour worked in 
excess of 40 hours per week. The overtime provisions are based on employees working set hours 
during fixed work periods. How do FLSA overtime provisions apply to flexible work schedules?

Let’s assume the following flexible work schedule: An employee works 40 hours during the 
first week, 30 hours during the second week, and 50 hours during the third week. Although this 
employee worked 40 hours per week, on average, for the 3-week period ([40 + 30 + 50 hours]/ 3 
weeks), is that employee entitled to overtime pay for the additional 10 hours worked during the 
third week?

Some employees’ weekly flexible schedules may fluctuate frequently and unpredictably 
according to such nonwork demands as chronically ill family members. Unpredictable flexible 
schedules make overtime pay calculations difficult. It is possible that companies may make inad-
equate or excessive overtime payments. A Supreme Court ruling (Walling v. A. H. Belo Corp.)34 
requires employers to guarantee fixed weekly pay for employees whose work hours vary from 
week to week:

•	 The employer typically cannot determine the number of hours employees will work 
each week.

•	 The workweek period fluctuates both greater and less than 40 hours per week.

This pay provision guarantees employees fixed weekly pay regardless of how many hours 
they work, and it enables employers to control weekly labor cost expenditures. The use of 
compressed workweek schedules may lead to differences in overtime practices in some states. 
Whereas the federal government bases overtime pay on a weekly basis, some states use other 
time bases to determine overtime pay eligibility. Table 12-9 lists maximum hour provisions for 
select states. As you can see, there is wide variation in daily overtime practices.

employee benefits
Flexible workweek schedules have the greatest impact on paid time off benefits. Many compa-
nies determine employees’ sick leave benefits and vacation days based on the number of hours 
they work each month. The determination of paid vacation and sick leave for employees on 
standard work schedules is relatively straightforward; however, flexible employees work fewer 
hours some months and more hours during other months. This variability complicates compa-
nies’ calculations of paid time-off benefits.

Another issue is the treatment of paid time-off for holidays. Under standard work schedules, 
the vast majority of employees work five 8-hour days from Monday through Friday. For example, 
all employees take Thanksgiving Day off (a Thursday) with pay. Under flexible schedules, some 
employees may not be scheduled to work on Thursdays. As a result, standard-schedule employees 
receive 1 day off with pay during Thanksgiving week, and some flexible employees work their 
regular schedules, missing a paid day off from work. Companies must establish policies that pro-
vide flexible workers with comparable paid time off benefits or alternative holidays. Such policies 
are necessary to maintain equity among employees; however, scheduling alternative holidays may 
lead to coordination problems for small companies: Companies with small staffs may not have 
enough employees to cover for flexible workers during their alternative holiday time off work.

12-4 Discuss the pay 
and employee benefits 
issues for flexible work 
schedules, compressed 
workweeks, and 
telecommuting 
arrangements.
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An employee benefits issue known as working condition fringe benefits applies to tele-
commuters. Employers are likely to provide telecommuters with the necessary equipment to 
perform their jobs effectively while off-site: computers, modems, printers, photocopy machines, 
sundry office supplies, and Telex machines. In addition, some employers provide similar equip-
ment to employees who wish to work additional hours outside their regular work schedules dur-
ing the evenings or weekends. This arrangement does not qualify as telecommuting.

The IRS treats the home use of office equipment and supplies as employees’ taxable income 
when the use falls outside established telecommuting relationships; however, employees are not 
taxed when the home use of employer-provided equipment falls within established telecommut-
ing relationships. Under this condition, the IRS treats the home use of employer-provided equip-
ment as a working condition fringe benefit.

UniOnS’ reaCtiOnS tO COntingent WOrkerS 
and FLexibLe WOrk SChedULeS
Unions generally do not support companies’ use of contingent workers and flexible work 
schedules. Most union leaders believe that alternative work arrangements threaten members’ job 
security and are prone to unfair and inequitable treatment. The most common concerns include:

•	 Employers exploit contingent workers by paying them lower wages and benefits than core 
employees.

•	 Employers’ efforts to get cheap labor will lead to a poorly trained and less skilled 
workforce that will hamper competitiveness.

tabLe 12-9 maximum Hours before overtime for selected states

Alaska

Under a voluntary flexible work hour plan approved by the Alaska Department of Labor, a 10-hour 
day, 40-hour workweek may be instituted with premium pay after 10 hours a day instead of after 
8  hours.

California

Any work in excess of 8 hours in one workday and any work in excess of 40 hours in one workweek 
and the first 8 hours worked on the seventh day of work in any one workweek shall be at the rate of 
one and one-half times the regular rate of pay. Any work in excess of 12 hours in one day and any work 
in excess of 8 hours on any seventh day of a workweek shall be paid no less than twice the regular 
rate of pay. California Labor Code Section 510. Exceptions apply to an employee working pursuant 
to an alternative workweek adopted pursuant to applicable Labor Code sections and for time spent 
commuting.

Oregon

Premium pay required after 10 hours a day in nonfarm canneries, driers, or packing plants and in mills, 
factories, or manufacturing establishments (excluding sawmills, planning mills, shingle mills, and log-
ging camps).

Rhode Island

Time and a half premium pay for work on Sundays and holidays in retail and certain other busi-
nesses is required under two laws that are separate from the Fair Labor Standards Act minimum wage 
provision.

Washington

Premium pay is not applicable to employees who request compensating time off in lieu of premium pay.

Source: U.S. Department of Labor. (2015). Minimum Wage Laws in the States. Available: http://www.dol.gov/
whd/minwage/america.htm#footnote, accessed March 17, 2015.

12-5 Describe 
unions’ reactions to 
contingent work and 
flexible work schedule 
arrangements.

http://www.dol.gov/whd/minwage/america.htm#footnote
http://www.dol.gov/whd/minwage/america.htm#footnote
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•	 Part-time employees are difficult to organize because their interests are centered on 
activities outside the workplace. Part-time workers are therefore probably not good union 
members.

•	 Part-time employment erodes labor standards: Part-time workers are often denied employee 
benefits, job security, and promotion opportunities. Increasing part-time employment 
would promote inequitable treatment.

•	 Temporary employees generally have little concern about improving the productivity of a 
company for which they will work for only a brief period.

•	 Unions’ bargaining power becomes weak when companies demonstrate their ability to 
perform effectively with temporaries.

•	 The long days of compressed workweeks or flextime could endanger workers’ safety and 
health, even if the workers choose these long days themselves.

•	 Concerns about employee isolation, uncompensated overtime, and company monitoring in 
the home are among the reasons unions have been reluctant to permit telecommuting by 
their members.

Unions’ positions against contingent employment are unlikely to change because this 
practice undermines efforts to secure high wages and job security for members; however, some 
unions, particularly in the public sector, have begun to accept the use of flexible work schedules. 
The benefits of these arrangements (e.g., increased productivity, lower absence rates, and tardi-
ness) strengthen unions’ bargaining power.

StrategiC iSSUeS and ChOiCeS in USing 
COntingent and FLexibLe WOrkerS
What role do contingent workers and flexible work schedules play in promoting competitive 
advantage? These work arrangements, when properly applied, can ultimately contribute to meet-
ing the goals of cost control and product or service innovation; however, the rationale for the ap-
propriateness of contingent employment and flexible work schedules differs according to these 
objectives.

A cost control objective requires firms to reduce output costs per employee. Contingent 
employment saves companies considerable amounts of money because they do not give these 
workers most discretionary benefits or provide less generous amounts of such benefits.

Employers’ use of well-trained contingent workers also contributes through reduced train-
ing costs; however, not all contingent workers know company-specific work practices and pro-
cedures. Company-specific training represents a significant cost to companies. Companies that 
do not employ contingent workers long enough to realize the productivity benefits from training 
undermine cost control objectives. Company-sponsored training may seem to contradict the 
lowest-cost imperative in the short term.

The following factors can increase short-term costs:

•	 Costs of training materials and instructors’ professional fees
•	 Downtime while employees are participating in training
•	 Inefficiencies that may result until employees master new skills

A longer-term perspective, however, may lead to the conclusion that contingent work arrange-
ments support the lowest-cost imperatives. Over time, productivity enhancements and increased 
flexibility should far outweigh the short-run costs if companies establish track records of high 
productivity, quality, and exemplary customer service. Flexible schedules should also contribute 
to lowest-cost imperatives. Strong evidence indicates that employees on flexible work schedules 
exhibit higher productivity and lower absenteeism than employees with fixed work schedules.35 
Flexible work schedules had greater effects on boosting productivity and reducing absenteeism.

12-6 Identify strategic 
issues and choices 
companies have 
regarding the use of 
contingent workers.
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A product and service innovation objective requires creative, open-minded, risk-taking 
employees. Compared with cost control objectives, companies that pursue differentiation strate-
gies must take a longer-term focus to attain their preestablished objectives. Both arrangements 
should contribute to innovation; however, systematic studies that demonstrate these relationships 
are lacking. Contingent employment probably is appropriate because companies will benefit 
from the influx of “new” employees from time to time who bring fresh ideas with them. Over 
the long run, contingent employment should minimize problems of groupthink, which occurs 
when all group members agree on mistaken solutions because they share the same mind-set and 
view issues through the lens of conformity.36 In recent years, companies have joined or estab-
lished contractor exchanges to boost innovative capacity. Consumer Products company Procter 
& Gamble (P&G) created Connect + Develop—a network of external scientific and marketing 
talent from which the company draws to promote innovation. The company maintains that more 
than 35 percent of its new products originated from outside P&G, and 45 percent of the initia-
tives in product development portfolio have external origins.37 Also, P&G reports that since the 
Connect + Develop initiative, the company increased research and development productivity by 
nearly 60 percent.

Flexible work schedules should also promote differentiation strategies for two reasons. 
First, flexible work schedules enable employees to work when they are at their physical or men-
tal best. Some individuals are most alert during morning hours, whereas others are most alert 
during afternoon or evening hours because of differences in biorhythms. Second, flexible work 
schedules allow employees to work with fewer distractions and worries about personal matters. 
The inherent flexibility of these schedules allows employees to attend to personal matters as 
needed.

 C O m p e n S at i O n  i n  aC t i O n

Both companies and people adopt strategies to achieve the 
professional outcomes they desire. As those desired outcomes 
shift, so too do the strategies. The use of a flexible workforce 
(in the form of temporary workers or contractors) is one 
method for companies to deal with the changing needs of the 
company. At the individual level, changes in family demands 
and career priorities may prompt employees to seek flexible 
work arrangements that allow them to balance various de-
mands. You will likely have the challenge of managing both 
of these scenarios as a line manager or HR professional. There 
will be factors that must be assessed to ensure the company 
continues to operate at a high level, while at the same time 
providing a work arrangement that meets the needs of the 
people who are critical to the company’s success. By under-
standing the needs of the employer and the employee, you will 
be prepared to manage the situation in a way that allows both 
parties to meet their goals.

Action checklist for line managers and HR—
leveraging flexibility to address changing needs
Hr takes the lead

•	 Identify various options (e.g., part-time employees, tem-
porary workers, and contractors) that may be employed 
to meet the pressing business factors.

•	 Pulse current employees to gain insight on the 
value placed on flexible work arrangements. Assess 
whether these types of desired arrangements might 
support the needs of the business and what associated 
costs and cost savings would be with the offering of the 
arrangement.

•	 Ensure that compensation and benefits being offered to 
flexible workers are in accordance with provisions out-
lined by FLSA and other legally mandated standards.

line managers take the lead

•	 Identify business factors that may make the use of flexible 
workers a necessity (e.g., predictable season of increased 
customer demand, layoffs to cut headcount, and desire 
to employ lowest-cost strategy).

•	 Recognize which jobs may be carried out by some type 
of flexible work arrangement (e.g., telecommuter and 
temporary worker) and work with HR to identify which 
arrangement works best for those jobs.

•	 After plan is in place and successful arrangements have 
been realized, work with HR to create a communication 
plan outlining these successes in order to further promote 
the feasibility and validity of these types of arrangements. 
Produce online testimonial videos that speak to the value 
these arrangements offer to the business and its people.
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Summary

learning objective 1: Contingent workers are those 
who do not have an implicit or explicit contract for ongo-
ing employment. The four categories of contingent work-
ers are (a) part-time employees, (b) temporary workers, 
(c) leased employees, and (d) independent contractors, 
freelancers, and consultants.

learning objective 2: There are a variety of issues 
that distinguish contingent workers’ pay and benefits 
from core workers’ pay and benefits. There are substan-
tial differences in these practices among the categories of 
these workers and with whom the responsibility falls for 
providing pay and benefits.

learning objective 3: The three categories of flex-
ible work schedules are (a) flextime schedules, (b) com-
pressed workweek schedules, and (c) telecommuting.

learning objective 4: In general, there are not likely 
to be substantial differences in pay and benefits between 
workers with flexible schedules and fixed work sched-
ules. FLSA overtime pay requirements apply to nonex-
empt workers assigned to flexible work schedules, but 
overtime pay determination is more challenging for the 
flexible workforce. Every state possesses standards for 
ensuring compliance with the overtime pay provision 
for the flexible workforce. Depending on the arrange-
ment, there stand to be challenges calculating vaca-
tion accrual and how to address paid holidays when a 
worker’s schedule would not coincide with a holiday. For 

telecommuting, companies must be familiar with rules 
pertaining to working condition fringe benefits.

learning objective 5: Unions generally do not favor 
contingent or flexible work arrangements. For exam-
ple, they believe that employers may exploit contingent 
workers by paying them lower wages and benefits than 
core employees. Also, they express concerns that work-
ers in telecommuting arrangements may not be fully 
compensated for all of the extra hours they may contrib-
ute to work activities.

learning objective 6: Contingent work arrangements, 
when properly applied, can ultimately contribute to meet-
ing the goals of cost control and product or service in-
novation; however, the rationale for the appropriateness 
of contingent employment and flexible work schedules 
differs according these objectives. A cost control objec-
tive requires firms to reduce output costs per employee. 
Contingent employment saves companies considerable 
amounts of money because they do not give these work-
ers most discretionary benefits or provide less generous 
amounts of such benefits. A product and service innova-
tion objective requires creative, open-minded, risk-taking 
employees. Compared with cost control objectives, com-
panies that pursue differentiation strategies must take a 
longer-term focus to attain their preestablished objectives. 
From time to time, contingent employment is appropriate 
because companies will benefit from the influx of “new” 
employees who bring fresh ideas with them.
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discussion Questions
 12-1. Discuss some of the problems that companies 

are likely to face when both contingent workers 
and core employees work in the same location. 
Does it matter whether contingent workers and 
core employees are performing the same jobs? 
Explain your answer.

 12-2. Companies generally pay temporary employees 
lower wages and offer fewer benefits than they 
extend to their core counterparts. Nevertheless, 
what are some of the possible drawbacks for 
companies that employ temporary workers? Do 
you believe that these drawbacks outweigh the 
cost savings? Explain your reasoning.

 12-3. What arguments can be made in favor of using 
compressed workweek schedules for companies 
that pursue lowest-cost strategies? What are the 
arguments against using compressed workweek 
schedules in such situations?

 12-4. What impact will flexible work schedules have 
on employees’ commitment to their employ-
ers? On employee productivity? On company 
effectiveness?

 12-5. Discuss whether you believe that telecommuting 
arrangements should apply to certain job groups 
rather than all job groups in a company. Provide 
rationale.

Case 
telecommuting�at�medex

An additional Supplemental Case can be found on MyManagementLab.

Harry Davis just finished interviewing a candidate to fill another medical billing specialist opening. As the 
human resources manager for MedEx, a medical billing company, Harry is concerned about the high turn-
over rate for the specialists. Turnover is very costly for the company, and Harry is trying to identify ways to 
lower the turnover rate. The candidate he just interviewed asked Harry if any of the specialists worked from 
home. Harry informed him that they do not right now, but telecommuting may be an option in the near future.

MedEx employs more than medical billing specialists in its office located in a busy downtown metro-
politan area. Each specialist works on a group of specific accounts, coding medical records and entering 
them into the computer system. The specialist position requires an intense 3-week training program to learn 
the coding system, but once they are proficient at their work, the specialists work independently on their 
assigned accounts.

MyManagementLab

 Chapter QUiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
complete to the Chapter Quiz! and see what you’ve learned.
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In an attempt to identify the cause of the high turnover rate, Harry asked the specialists to complete 
an employee survey that asked about their satisfaction with their pay, benefits, and working conditions. In 
general, the employees indicated satisfaction with pay levels and benefits, but were not satisfied in some 
other areas. In the “comments” section of the survey, several employees noted challenges in getting to work 
each day. Some mentioned heavy traffic that caused long commutes, while others noted the high cost of 
parking downtown. Further, many employees noted high stress levels due to trying to balance their work 
and personal responsibilities.

When asked for specific ideas on how to improve the work environment, more than half of the special-
ists noted the option to telecommute as a desirable benefit. Because the specialists work independently, 
telecommuting is a feasible option. The specialists would need to work in the office at least 1 or 2 days per 
week in order to get updates on their accounts, but it would be possible for the employees to work from 
home the other days. Harry now must carefully consider whether to recommend offering the telecommut-
ing option.

Questions:
 12-6. Would offering telecommuting as an option benefit MedEx? How?
 12-7. Are there any disadvantages or challenges in offering telecommuting?
 12-8. What do you recommend MedEx do? Why?

Crunch the numbers! 
Calculating�the�Costs�of�Full-time�and� 
Part-Time Employment

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

In your role as a compensation analyst, you have been assigned to calculate and compare the estimated 
costs of hiring full-time and part-time employees in anticipation of staffing a project. It will take 100,000 
work hours to complete the project, and the project must be completed within a 5-workweek period. The 
workweek runs Monday through Friday, within the daily hours of 8 am to 4 pm. Full-time workers provide 
40 hours of weekly service. Part-time workers provide 20 hours of weekly service. Assume that the hourly 
wage rate for full-time workers is $20, and the rate is $12 for part-time workers. Both categories of workers 
perform the same sets of tasks. Also, assume that costs of benefits equal the amounts displayed in Table 12-2.

Questions:
 12-9. Based exclusively on employing full-time workers, (a) How many are needed to complete the 

project? (b) What is the estimated total cost of wages and benefits?
 12-10. Based exclusively on employing part-time workers, (a) How many are needed to complete the 

project? (b) What is the estimated total cost of wages and benefits?
 12-11. Assume that your company has asked you to calculate the cost of staffing the project with  

a combination of full- and part-time workers. You’ve already hired 15 full-time workers.  
(a) How many part-time workers should you hire? (b) What is the total cost of wages and 
benefits based on employing this mix of full- and part-time workers?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 12-12. Explain leased employee arrangements. Discuss employee benefits for leased 
workers.

 12-13. Provide your reactions to the following statement: Contingent workers should be 
compensated on a pay-for-knowledge system.

 12-14. MyManagementLab Only—comprehensive writing assignment for this chapter.
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Where We Are Now:
Part V, ContemPorary StrategiC ComPenSation ChallengeS, explained the 

principles and practices for compensating executives and the flexible workforce. Until 

now, we studied compensation principles and practices employed by U.S. companies in 

the United States context. Compensation practices outside the United States require your 

attention because companies are becoming increasingly global in their reach. Now, we 

turn to the principles and practices of expatriate compensation and employee benefits 

in  addition to a review of compensation and benefits in a sample of countries around

the world.

In Part Vi, we will CoVer

Chapter 13 CompeNsAtiNg expAtriAtes 

Chapter 14 pAy ANd BeNefits outside the uNited stAtes 

Compensation issues 
around the World

Vi

MyManagementLab®

 You can access the CompAnalysis Software to complete the online Building Strategic 
Compensation Systems Project by logging into www.mymanagementlab.com.

http://www.mymanagementlab.com
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 Chapter Warm-up!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Warm-Up! and see what you already know. After read-
ing the chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve 
learned.

learning objectives

When you finish studying this chapter, you should be able to:
13-1. Discuss competitive advantage and how international activities fit in.
13-2. Describe and explain preliminary considerations compensation professionals 

should take under advisement before designing international compensation 
programs.

13-3. List the main components of international compensation programs.
13-4. Discuss the balance sheet approach for U.S. expatriates’ compensation 

packages.
13-5. Describe repatriation issues.

Compensating expatriates13

International compensation programs have strategic value as U.S. businesses continue to estab-
lish operations in such foreign locales as Pacific Rim countries, Eastern Europe, and Mexico. 
The general trend for expanding operations overseas serves as just one indicator of the global-
ization of the economy. U.S. companies place professional and managerial (U.S. citizen) em-
ployees overseas to establish and operate satellite plants and offices. Although there are many 
glamorous aspects about working overseas, the glamour comes at the price of personal and, 
sometimes, professional sacrifices. Compensation takes on strategic value by providing these 
employees minimal financial risk associated with working overseas, as well as lifestyles for 
them and their families comparable to their lifestyles in the United States. Multinational com-
panies develop special compensation packages to help compensate for the personal sacrifices 
international assignees and their immediate families make. These sacrifices are associated with 
cultural variations that affect their lifestyle.
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Competitive advantage and hoW 
international aCtivities Fit in
The presence of U.S. companies in foreign countries is on the rise. You might forget that you are 
in China while taking a taxi ride through the streets of Beijing: Billboards and establishments 
for such U.S. companies as McDonald’s, Pizza Hut, Pepsi, and Coca-Cola are common sights. 
In addition, many large U.S. companies such as General Motors have manufacturing establish-
ments there.

Several factors have contributed to the expansion of global markets. These include such free 
trade agreements as the North American Free Trade Agreement (NAFTA), the unification of 
the European market, and the gradual weakening of Communist influence in Eastern Europe and 
Asia. Likewise, foreign companies have greater opportunities to invest in the United States.

lowest-Cost producers’ relocations to Cheaper production areas
Many U.S. businesses have established manufacturing and production facilities in Asian coun-
tries and in Mexico because labor is significantly less expensive than it is in the United States. 
There are two key reasons for the cost difference. First, labor unions generally do not have much 
bargaining power in developing Asian countries or in Mexico, where the governments possess 
extensive control over workplace affairs. Second, some Asian and South American governments 
historically have not valued individual employee rights as much as does the U.S. government.

differentiation and the search for new global markets
Coca-Cola and Pepsi products are well known worldwide because these companies aggressively 
introduced their soft drink products throughout numerous countries. Coke and Pepsi products 
worldwide could distinguish themselves from competing companies by taking on new business 
initiatives that depart from “business as usual” and meet specific market needs.

For Coke and Pepsi, “business as usual” means marketing soft drink products (i.e., 
 carbonated water with artificial colors and flavors). Marketing bottled spring water would 
clearly be a departure from business as usual for them. The People’s Republic of China (PRC) 
possesses a definite need for bottled spring water: The Chinese government is unable to provide 
its citizens and visitors with drinkable water because the country does not maintain adequate 
water  purification plants. Coke and Pepsi could distinguish themselves from other soft drink 
companies by marketing spring water along with their regular soft drink products. Coke and 
Pepsi would be known as companies that serve necessary (bottled water) and recreational (soft 
drinks) beverage needs.

how globalization is affecting hr departments
The globalization of business requires that companies send employees overseas to establish 
and operate satellite plants and offices. Companies naturally must invest in the development of 
 appropriate human resource (HR) practices. International business operations are destined to fail 
without the “right” people.1 HR professionals must be certain to identify the selection criteria 
that are most related to successful international work assignments. For example, do candidates 
possess adequate cultural sensitivity? Do they believe that U.S. customs are the only appropriate 
way to approach problems? Are candidates’ families willing to adjust to foreign lifestyles?

Another key HR function is training. Expatriates must understand the cultural values that pre-
dominate in foreign countries; otherwise, they risk hindering business. For example, one of Procter 
& Gamble’s Camay soap commercials was successful in the United States, but the Japanese per-
ceived the very same commercial that aired in Japan to be rude. The commercial  depicted a man 
barging into the bathroom on his wife while she was using Camay soap. Japanese cultural values 
led Japanese viewers to judge this commercial as offensive. The Japanese deemed the commercial 
as acceptable after Procter & Gamble modified the commercial to show a woman using Camay 

13-1 Discuss 
competitive advantage 
and how international 
activities fit in.
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soap in privacy. Language proficiency is another critical focus. For instance, many languages rely 
on nouns that can be feminine or masculine. In Italian, the word ‘the’ is either “il’ or ‘gli’ (mascu-
line), or ‘la’ or ‘le’ (feminine). Not using these words appropriately could undermine an expatri-
ate’s credibility and ability to get work done. Many other topics include differences in negotiation 
style and interpersonal exchanges such as gestures for greetings (hand shaking versus bowing). In 
the Watch It! video, Chris Denars, a senior talent recruiter at CH2MHill, discusses the benefits of 
international assignments as well as the challenges that are faced in preparing for them.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagement-
lab. com� to� complete� the� video� exercise� titled� Ch2mhill:�management� in� the� global�
Environment.

Companies’ investments in cross-cultural training vary. Some companies provide release 
time from work to take foreign-language courses at local colleges or universities. Globally 
focused, progressive companies, specifically among many, GE and McDonald’s, run corporate 
universities that offer preparation for overseas assignments.

The use of international assignments is an important issue addressed by companies located 
in countries across the world. A multitude of large consulting firms (e.g., Mercer, www.mercer 
.com) conduct extensive research for client companies to ensure the most effective deployment 
of expatriates worldwide. Such consulting firms focus on pay and benefits issues for expatriates, 
labor law, and useful information to help expatriates select and train local country nationals. For 
example, “The most sophisticated companies are trying to integrate international programs with 
talent management programs,” said ORC Worldwide executive vice president Geoffrey W. Latta: 
“These companies understand the importance of integrating international experience with local 
talent, particularly if the company wants to become a true leader among global organizations.”2 
GE Crotonville is an exemplar of this approach, educating management- and executive-level 
employees to take on challenge assignments around the world.

Complexity of international Compensation programs
The development and implementation of international compensation programs typically pose 
four challenges to companies that U.S. compensation programs do not have to consider. First, 
successful international compensation programs further corporate interests abroad and encour-
age employees to take foreign assignments. Second, well-designed compensation programs 
minimize financial risk to employees and make their and their families’ experiences as pleasant 
as possible. Third, international compensation programs promote a smooth transition back to life 
in the United States upon completion of the international assignment. Repatriation is the pro-
cess of making the transition from an international assignment and living abroad to a domestic 
assignment and living in the home country. Fourth, sound international compensation programs 
promote U.S. businesses’ lowest-cost and differentiation strategies in foreign markets.

preliminary Considerations
We must take some basic issues under advisement before examining the elements of international 
compensation programs. Compensation professionals must distinguish among host country 
 nationals (HCNs), third country nationals (TCNs) (to be discussed next), and expatriates as com-
pensation recipients with their own unique issues. In addition, compensation professionals should 
consider such matters as terms of the international assignment, staff mobility, and equity because 
these factors pertain directly to the design elements of international compensation programs.

13-2 Describe and 
explain preliminary 
considerations 
compensation 
professionals 
should take under 
advisement before 
designing international 
compensation 
programs.

http://www.mercer.com
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host Country nationals, third Country nationals, and expatriates: 
definitions and relevance for Compensation issues
There are three kinds of recipients of international compensation:

•	 Host country nationals (HCNs)
•	 Third country nationals (TCNs)
•	 Expatriates

We will define these recipients as employees of U.S. companies doing business in foreign 
countries; however, these definitions also apply to employees of non-U.S. companies doing 
business in foreign countries.

Host country nationals (HCN) are foreign national citizens who work in U.S. companies’ 
branch offices or manufacturing plants in their home countries. Japanese citizens working for 
General Electric in Japan are HCNs.

Third country nationals (TCN) are foreign national citizens who work in U.S. compa-
nies’ branch offices or manufacturing plants in foreign countries—excluding the United States 
and their own home countries. Australian citizens working for General Motors in the People’s 
Republic of China are TCNs.

Expatriates are U.S. citizens employed in U.S. companies with work assignments outside 
the United States. U.S. citizens employed in CitiBank’s London, England, office are expatriates.

Our primary focus is on compensation for expatriates. Following an extensive discussion of 
expatriate compensation, we will consider some of the challenges compensation professionals 
face when compensating HCNs and TCNs.

As a reminder, our focus is on U.S. companies, and these definitions reflect this focus. 
Other countries can be the focus as well. For example, let’s define HCN, TCN, and expatriate 
from the Australian perspective. BHP, an Australian company, conducts business worldwide in 
such countries as the People’s Republic of China and the United States. A Chinese citizen who 
works for BHP in Shanghai is an HCN. A U.S. citizen who works for BHP in Shanghai is a 
TCN. An Australian citizen who works for BHP in Shanghai is an expatriate.

HR professionals construct international compensation packages on the basis of three main 
factors:

•	 Term of international assignment
•	 Staff mobility
•	 Equity: pay referent groups

term of international assignment
The term of the international assignment is central in determining compensation policy. Short-
term assignments (i.e., usually less than 1 year in duration) generally do not require substantial 
modifications to domestic compensation packages; however, extended assignments neces-
sitate features that promote a sense of stability and comfort overseas. These features include 
 housing allowances, educational expenses for children, and adjustments to protect expatriates 
from  paying “double” income taxes (i.e., U.S. federal and state taxes as well as applicable 
foreign taxes).

staff mobility
Companies must also consider whether foreign assignments necessitate employees’ moving 
from one foreign location to another (e.g., from Beijing, China, to the Special Economic Zone 
in China or from England to Brazil). Such moves within and across foreign cultures can disrupt 
expatriates’ and their families’ lives. Staff mobility comes at a price to companies in the form 
of monetary incentives and measures to make employees’ moves as comfortable as possible.
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equity: pay referent groups
Well-designed U.S. compensation programs promote equity among employees: Employees’ pay 
is commensurate with performance or knowledge attainment. Expatriates are likely to evaluate 
compensation, in part, according to equity considerations. Many U.S. companies use domestic 
employees as the pay referent groups when developing international compensation packages 
because virtually all expatriate employees eventually return to the United States.

Some companies use local employees as the pay referent groups for long-term  assignments 
because they wish to facilitate expatriates’ integration into foreign cultures. As we discuss 
later, Mexican managerial employees’ compensation packages include base pay and such cash 
 allowances as Christmas bonuses. On the other hand, the main components of U.S. managerial 
employees’ compensation packages include base pay and long-term incentives. U.S. expatriates 
working in Mexico on long-term assignments are likely to have compensation packages that are 
similar to Mexican managerial employees’ compensation packages.

Components oF international 
Compensation programs
The basic structure of international compensation programs is similar to the structure of do-
mestic compensation programs. The main components include base pay and employee benefits. 
The inclusion of nonperformance-based incentives and allowances distinguishes international 
compensation packages from domestic compensation packages. Table 13-1 lists the main com-
ponents of international compensation programs.

setting Base pay For u.s. expatriates
U.S. companies must determine the method for setting expatriates’ base pay. Final determina-
tion should come only after companies carefully weigh the strengths and limitations of alter-
native methods. In addition, the purchasing power of base pay is an important consideration. 
Purchasing power affects standard of living. The following quote from a U.S. expatriate sta-
tioned in Italy captures the essence of purchasing power for expatriates: “Does the euro in Italy 
purchase as much macaroni today as it did yesterday?” Two key factors influence purchasing 
power: the stability of local currency and inflation, both of which we discuss shortly.

13-3 List the main 
components of 
international 
compensation 
programs.

taBle 13-1 U.S. expatriates’ Compensation Package

Core Compensation

•	 Base pay

•	 Incentive compensation

•	 Foreign service premium

•	 Hardship allowance

•	 Mobility premium

Employee Benefits

•	 Standard benefits

•	 Protection programs

•	 Paid time off

Enhanced Benefits

•	 Relocation assistance

•	 Educational reimbursement for expatriates’ children

•	 Home leave and travel reimbursement

•	 Rest and relaxation leave allowance
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methods for setting Base pay
U.S. companies use one of three methods to calculate expatriates’ base pay:

•	 Home country-based method
•	 Host country-based method
•	 Headquarters-based method

home CoUntry-BaSed method The home country-based pay method compensates 
expatriates the amount they would receive if they were performing similar work in the United 
States. Job evaluation procedures enable employers to determine whether jobs at home are 
equivalent to comparable jobs in foreign locations based on compensable factors. How does 
location create differences in jobs that are otherwise considered equal? One example may be that 
foreign-language skills are probably essential outside English-speaking countries. Adjustments 
to expatriates’ pay should reflect additional skills.

The home country-based pay method is often most appropriate for expatriates. Equity prob-
lems are not very likely to arise because expatriates’ assignments are too short to establish local 
national employees as pay referents. Instead, expatriates will base pay comparisons on their 
home country standards. In general, the home country-based pay method is most suitable when 
expatriate assignments are short in duration and local nationals performing comparable jobs 
receive substantially higher pay. As we discussed earlier, expatriates may rely on local cultural 
norms over extended periods as the standard for judging the equitableness of their compensation.

hoSt CoUntry-BaSed method The host country-based method compensates expatriates 
based on the host countries’ pay scales. Companies use various standards for determining base 
pay, including market pricing, job evaluation techniques, and jobholders’ past relevant work 
experience. Other countries use different standards. For instance, the Japanese emphasize 
seniority. Expatriates’ base pay will be competitive with other employees’ base pay in the host 
countries, and companies may be seen as more legitimate employers by following local norms.3

The host country-based method is most suitable when assignments are of long duration. As 
we noted previously, expatriates are then more likely to judge the adequacy of their pay relative to 
their local coworkers rather than to their counterparts at home. In addition, sacrificing large incen-
tive payments for host-country pay standards is considered to be reasonable when promotional 
opportunities are made available for employees upon return from international assignments.4

headqUarterS-BaSed method The headquarters-based method compensates all employees 
according to the pay scales used at the headquarters. Neither the location of the international 
work assignment nor home country influences base pay. This method makes the most sense for 
expatriates who move from one foreign assignment to another and rarely, if ever, work in their home 
countries. This system is administratively simple because it applies the pay standard of one country 
to all employees regardless of the location of their foreign assignment or their country of citizenship.

purchasing power
Decreases in purchasing power lead to lower standards of living. Expatriates quite simply cannot 
afford to purchase as many goods and services as they could before, or they must settle for lower 
quality. Diminished purchasing power undermines the strategic value of expatriates’ compensa-
tion because top-notch employees are probably not willing to settle for lower standards of living 
while stationed at foreign posts. In addition, changes in the factors that immediately influence 
standard of living (i.e., the stability of currency and inflation) are somewhat unpredictable. This 
unpredictability creates a sense of uncertainty and risk. As we will discuss later in this section, 
most U.S. companies use the balance sheet approach to minimize this risk.

CUrrenCy StaBilization Most U.S. companies award expatriates’ base pay in U.S. currency, 
not in the local foreign currency; however, foreign countries as a rule do not recognize U.S. 
currency as legal tender. Expatriates must therefore exchange U.S. currency for local foreign currency 
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based on daily exchange rates. An exchange rate is the price at which one country’s currency 
can be swapped for another.5 Exchange rates are expressed in terms of foreign currency per 
U.S. dollar or in terms of U.S. dollars per unit of foreign currency. For example, on April 10, 
2015, the exchange rate for the Chinese yuan was 6.21 yuan renminbi for each U.S. $1. It is also 
possible to receive fewer units of foreign currency for each U.S. dollar exchanged. On the same 
day, the exchange rate was 0.64 British pound sterling for each U.S. dollar exchanged.

Government policies and complex market forces cause exchange rates to fluctuate daily. 
Exchange rate fluctuations have direct implications for expatriates’ purchasing power. For  example, 
let’s start with the previous exchange rate of 6.21 Chinese yuan renminbi per U.S. $1. In addition, the 
exchange rate was 8.27 Chinese yuan renminbi per U.S. $1 on December 31, 1999. This example illus-
trates a decline in the exchange rate for Chinese money. U.S. expatriates experience lower purchasing 
power because nowadays they receive less Chinese yuan renminbi for every U.S. $1 they exchange.

inflation Inflation is the increase in prices for consumer goods and services. Inflation erodes 
the purchasing power of currency. Let’s assume that ABC Corporation did not award pay 
increases to its expatriates stationed in the United Kingdom during 2012 and 2013. Expatriates’ 
purchasing power remains unaffected as long as there isn’t any inflation (and reduced exchange 
rate) during the same period. These expatriates, however, had lower purchasing power because 
inflation was between 2 and 3 percent, respectively. Figure 13-1 shows the annual inflation rates 
for various countries for the years 2012 and 2013.
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This report consists of monthly and annual figures on Consumer Price Indexes (CPI) and Harmonized Indexes of 
Consumer Prices (HICP). Data for each countryor area are presented as indexes and average annual growth rates 
from 1999 to 2013.

In June 2013, HICP monthly percent change from the previous year increased in all 16 countries compared. Netherlands
experienced the highest growth, followed by the United Kingdom. Japan and Switzerland had the lowest growth.

The CPI and HICP both measure the average change in prices over time paid by consumers for a market basket of 
customary goods and services. However, the CPI measures have not been adjusted for comparability; in contrast, the 
HICP are an internationally comparable measure of consumer price inflation.

For 2012, HICP increased in 14 of the 16 countries compared. Italy had the highest inflation followed by the United 
Kingdom. Japan had no change. Switzerland had the lowest HICP.
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Figure 13-1 hiCP monthly and annual Comparison, 16 Countries
Source: U.S. Bureau of Labor Statistics, Division of International Labor Comparisons
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inCentive Compensation For  
u.s. expatriates
In the United States, companies offer incentives to promote higher job performance and to mini-
mize dysfunctional turnover, which results when high performers quit their jobs. International 
compensation plans include a variety of unique incentives to encourage expatriates to accept and 
remain on international assignments. These incentives also compensate expatriates for their will-
ingness to tolerate less desirable living and working conditions. The main incentives are foreign 
services premiums, hardship allowance, and mobility premiums.

Foreign service premiums
Foreign service premiums are monetary payments above and beyond regular base pay. 
Companies offer foreign service premiums to encourage employees to accept expatriate assign-
ments. These premiums generally apply to assignments that extend beyond 1 year. The use of 
foreign service premiums is widespread.

Companies calculate foreign service premiums as a percentage of base pay, and these pre-
miums range between 10 and 30 percent of base pay. The percentage amount increases with the 
length of the assignment. Larger amounts are sometimes necessary when there is a shortage of 
available candidates. Companies disburse payment of the foreign service premium over several 
installments to manage costs and to “remind” expatriates about the incentive throughout their 
assignments.

Employers that use foreign service premiums should consider the possible drawbacks. 
First, employees may misconstrue this premium as a regular permanent increase to base pay, 
and  resentment toward the employer may develop following the last installment. Second, for-
eign service premiums may not have incentive value when employers make several small in-
stallments rather than fewer large installments. Third, employees may feel as if their standard 
of living has declined when they return to the United States because they no longer receive 
this extra money.

hardship allowances
The hardship allowance compensates expatriates for their sacrifices while on assignment. 
Specifically, these allowances are designed to recognize exceptionally hard living and 
working conditions at foreign locations. Employers disburse hardship allowances in small 
amounts throughout the duration of expatriates’ assignments. It is easy for expatriates to lose 
sight of the foreign service premiums and hardship allowances because they appear as rela-
tively small increments to their paychecks. Companies should take care to communicate the 
role of these payments.

Companies offer hardship allowances at exceptionally severe locations only. The U.S. 
Department of State has established a list of hardship posts where the living conditions are con-
sidered unusually harsh. Most multinational companies award hardship allowances to executive, 
managerial, and supervisory employees. Hardship allowances range from 5 percent to 35 per-
cent of base pay (i.e., the greater the hardship, the higher the premium). The U.S. Department of 
State uses three criteria to identify hardship locations:

•	 Extraordinarily difficult living conditions (e.g., inadequate housing, lack of recreational fa-
cilities, isolation, inadequate transportation facilities, and lack of food or consumer services)

•	 Excessive physical hardship, including severe climates or high altitudes and the presence of 
dangerous conditions affecting physical and mental well-being

•	 Notably unhealthy conditions (e.g., diseases and epidemics, lack of public sanitation, and 
inadequate health facilities)

The U.S. Department of State has deemed more than 150 places as hardship locations. 
Table 13-2 lists examples of hardship locations and recommended hardship differentials.
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mobility premiums
Mobility premiums reward employees for moving from one assignment to another. Companies 
use these premiums to encourage employees to accept, leave, or change assignments—usually 
between foreign posts or between domestic positions to ones in a foreign country. Expatriates 
typically receive mobility premiums as single lump sum payments.

estaBlishing employee BeneFits  
For u.s. expatriates
Benefits represent an important component of expatriates’ compensation packages. Companies 
design benefits programs to attract and retain the best expatriates. In addition, companies design 
these programs to promote a sense of security for expatriates and their families. Furthermore, 
well-designed programs should help expatriates and their families maintain regular contact with 
other family members and friends in the United States.

Benefits fall into three broad categories: protection programs, paid time off, and services. 
Protection programs provide family benefits, promote health, and guard against income loss 
caused by such catastrophic factors as unemployment, disability, or serious illnesses. Paid time 
off provides employees such paid time off, such as vacation. Service practices vary widely. 
Services provide such enhancements as tuition reimbursement and day care assistance to em-
ployees and their families.

Just like domestic employee benefits packages, international employee benefits plans include 
such protection programs as medical insurance and retirement programs. In most cases, U.S. citizens 
working overseas continue to receive medical insurance and participate in their retirement programs.

International and domestic plans are also similar in that they offer paid time off; however, 
international packages tend to incorporate more extensive benefits of this kind, which we will 
discuss later. Moreover, international employee benefits differ from domestic compensation with 
regard to the types of allowances and reimbursements. For international assignees, these pay-
ments are designed to compensate for higher costs of living and housing, relocation allowances, 
and education allowances for expatriates’ children.

taBle 13-2  hardship locations, differentials, and danger Pay, 
Effective April 5, 2015

Source: A complete listing of current locations with hardship differential for federal civilian employees can be 
found in Section 920 of the Department of State Standardized Regulations (Government Civilians, Foreign 
Areas), available from the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 
20402. Available: http://aoprals.state.gov/Web920/hardship.asp, accessed April 5, 2015.

Country�name post�name Rate (%)

AFGHANISTAN Kabul 35

CHINA Beijing 15

INDIA Mumbai 20

IRAQ Baghdad 30

KENYA Wangige 25

MEXICO Mexico City, D.F. 15

PHILIPPINES Manila 15

RUSSIA Saint Petersburg 15

TAIWAN Taipei  0

VENEZUELA Caracas 20

http://aoprals.state.gov/Web920/hardship.asp
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Employers should take several considerations into account when designing international 
benefits programs, including:6

•	 Total remuneration: What is included in the total employee pay structure (e.g., cash wages, 
benefits, mandated social programs, and other perquisites)? How much can the business 
afford?

•	 Benefit adequacy: To what extent must the employer enhance mandated programs to 
achieve desired staffing levels? Programs already in place and employees’ utilization of 
them should be critically examined before determining what supplementary programs are 
needed and desirable.

•	 Tax effectiveness: What is the tax deductibility of these programs for the employer and 
 employee in each country, and how does U.S. tax law treat expenditures in this area?

•	 Recognition of local customs and practices: Companies often provide benefits and services 
to employees based on those extended by other businesses in the locality, independent of 
their own attitude toward these same benefits and services.

International employee benefits packages contain the same components as domestic employee benefits 
packages and enhancements. U.S. expatriates receive many of the same standard benefits as their coun-
terparts working in the United States. Expatriates also receive enhanced benefits for taking overseas 
assignments.

standard Benefits for u.s. expatriates
Protection programs and paid time off are the most pertinent standard benefits.

ProteCtion ProgramS We previously discussed legally required protection programs and 
discretionary protection programs. Let’s consider the application of each kind to the international 
context.

Equal employment opportunity laws apply to U.S. expatriates: Title VII of the Civil Rights 
Act of 1964, the Age Discrimination in Employment Act, the Americans with Disabilities Act, 
and the Equal Pay Act. Additionally, expatriates continue to participate in the main Social 
Security programs (i.e., retirement insurance, benefits for dependents, and Medicare). The 
Family and Medical Leave Act also applies to expatriates; however, state workers’ compensa-
tion laws generally do not. Instead, U.S. companies can elect to purchase private insurance that 
provides equivalent protection.

Discretionary protection programs provide family benefits, promote health, and guard 
against income loss caused by such catastrophic factors as unemployment, disability, or serious 
illnesses. U.S. companies provide these protection programs to expatriates for the same reasons 
they do in the United States (i.e., as a strategic response to workforce diversity and to retain the 
best-performing employees). Withholding these benefits from expatriates would create a disin-
centive for employees to take international assignments.

Paid time off Standard paid time off benefits include annual vacation, holidays, and emergency 
leave.

Expatriates typically receive the same annual vacation benefits as do their domestic coun-
terparts. These benefits are particularly common among expatriates with relatively short-term 
assignments. Companies do not provide expatriates extended regular vacation leave because 
expatriates are likely to perceive the removal of these benefits on their return to domestic as-
signments as punitive; however, U.S. companies must comply with foreign laws that govern the 
amount of vacation awarded.

Expatriates generally receive paid time off for foreign national or local holidays that apply 
to their foreign locations. Foreign holiday schedules may provide fewer or more holidays than 
the United States. In addition, some countries require employers to provide all employees paid 
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time off for recognized holidays. In the United States, companies offer paid holidays as a discre-
tionary benefit or as set in collective bargaining agreements.

Paid leave for personal or family emergencies is also a component of most expatriate com-
pensation packages. Such emergencies may include critically ill family members or their deaths 
in the United States or in the foreign posts. Most companies provide paid emergency leave, but 
some companies provide unpaid leaves of absence. In either case, companies cover travel ex-
penses between the foreign post and the United States.

enhanced Benefits for u.s. expatriates
Enhanced benefits for U.S. expatriates include:

•	 Relocation assistance
•	 Education reimbursements for expatriates’ children
•	 Home leave benefits and travel reimbursements
•	 Rest and relaxation leave and allowance

reloCation aSSiStanCe Relocation assistance payments cover expatriates’ expenses to 
relocate to foreign posts. Table 13-3 lists the items most commonly covered under relocation 
assistance programs. Relocation assistance is generally large enough to pay for major expenses. 
Companies usually base these payment amounts on three main factors: distance, length of 
assignment, and rank in the company.

edUCation reimBUrSementS for exPatriateS’ Children Expatriates typically place their 
children in private schools designed for English-speaking students. Tuition in foreign countries 
is often more expensive than tuition for private U.S. schools. These companies choose to 
reimburse expatriate children’s education for two reasons. First, some foreign public schools are 
generally not comparable to U.S. public schools. Some are better, and others are below the U.S. 
standard. Companies make generous educational reimbursements where public school quality 
is low. Second, most U.S. children do not speak foreign languages fluently. Thus, they cannot 
enroll in foreign public schools.

home leaVe BenefitS and traVel reimBUrSementS Companies offer home leave benefits 
to help expatriates manage the adjustment to foreign cultures and to maintain direct personal 
contact with family and friends. As the name implies, home leave benefits enable expatriates 
to take paid time off in the United States. Home leave benefits vary considerably from company 
to company. The length and frequency of these leaves usually depend on the expected duration 
of expatriates’ assignments (i.e., longer assignments justify longer home leaves). In addition, 
expatriates must serve a minimum period at the foreign post before they are eligible for home 
leave benefits (i.e., anywhere from 6 to 12 months). Companies offer these extended benefits 
along with the standard paid time off benefits.

taBle 13-3 relocation assistance Payments

The relocation allowance or reimbursement provides employees with money for:

•	 Temporary quarters prior to departure because the expatriate’s house has been sold or rented

•	 Transportation to the foreign post for employees and their families

•	 Reasonable expenses incurred by the family during travel

•	 Temporary quarters while waiting for delivery of household goods or while looking for suitable 
housing

•	 Moving household goods to the foreign post

•	 Storing household goods in the United States
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Companies compensate expatriates while they are away on home leave. In addition, most 
companies reimburse expatriates for expenses associated with travel between the foreign post 
and the United States. These reimbursements apply to expatriates and to family members who 
live with expatriates at foreign posts. Companies typically reimburse the cost of round-trip air-
fare, ground transportation, and accommodations while traveling to and from the foreign post.

reSt and relaxation leaVe and allowanCe Expatriates who work in designated hardship 
foreign locations receive rest and relaxation leave benefits. Rest and relaxation leave represents 
additional paid time off. Progressive employers recognize that expatriates working in hardship 
locations may need extra time away from the unpleasant conditions to “recharge their batteries.” 
Rest and relaxation leave benefits differ from standard vacation benefits because companies 
designate where expatriates may spend their time. For example, many U.S. companies with 
operations in China’s Special Economic Zone designate Hong Kong as an acceptable retreat 
because it is relatively close by and has many amenities not present in the Special Economic 
Zone (e.g., diverse ethnic restaurants and Western-style entertainment).

Rest and relaxation leave programs include allowances to cover travel expenses between the 
foreign post and the retreat location. Companies determine allowance amounts based on such 
factors as the cost of round-trip transportation, food, and lodging associated with the designated 
locations. Allowances usually cover the majority of the costs. The U.S. Department of State 
publishes per diem schedules for various cities. Location and family size determine per diem 
amounts.

BalanCe sheet approaCh For u.s. 
expatriates’ Compensation paCkages
Most U.S. multinational companies use the balance sheet approach to determine expatriates’ 
compensation packages. The balance sheet approach provides expatriates the standard of living 
they normally enjoy in the United States. Thus, the United States is the standard for all payments.

The balance sheet approach has strategic value to companies for two important reasons. 
First, this approach protects expatriates’ standards of living. Without it, companies would have 
a difficult time placing qualified employees in international assignments. Second, the  balance 
sheet approach enables companies to control costs because it relies on objective indexes 
that  measure cost differences between the U.S. and foreign countries. We will discuss these 
 indexes shortly.

The use of the balance sheet approach is most appropriate when:

•	 The home country is an appropriate reference point for economic comparisons.
•	 Expatriates are likely to maintain psychological and cultural ties with the home or base 

country.
•	 Expatriates prefer not to assimilate into the local foreign culture.
•	 The assignment is of limited duration.
•	 The assignment following the international assignment will be in the home country.
•	 The company promises employees that they will not lose financially while on foreign 

assignment.

Companies that use the balance sheet approach compare the costs of four major expendi-
tures in the United States and the foreign post:

•	 Housing and utilities
•	 Goods and services
•	 Discretionary income
•	 Taxes

13-4 Discuss the 
balance sheet 
approach for 
U.S. expatriates’ 
compensation 
packages.
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Employees receive allowances whenever the costs in the foreign country exceed the costs 
in the United States. Allowance amounts vary according to the lifestyle enjoyed in the United 
States. In general, individuals with higher incomes tend to live in more expensive homes, and 
they are in better positions to enjoy more expensive goods and services (e.g., designer labels 
versus off-brand labels). Higher income also means higher taxes.

Where do U.S. companies obtain pertinent information about costs for foreign countries? 
U.S. companies may rely on three information sources. First, they can rely on expatriates who 
have spent considerable time on assignment or foreign government contacts. Second, private 
consulting companies (e.g., Towers Watson) or research companies (e.g., Bureau of National 
Affairs) can conduct custom surveys. Third, most U.S. companies consult the U.S. Department 
of State Indexes of Living Costs Abroad, Quarters Allowances, and Hardship Differentials, 
which is published quarterly. It is the most cost-effective source because it is available at no 
charge in libraries with government depositories as well as at www.state.gov.

housing and utilities
Employers provide expatriate employees with housing and utilities allowances to cover the dif-
ference between housing and utilities costs in the United States and in the foreign post. The U.S. 
Department of State uses the term quarters allowances. Table 13-4 displays pertinent informa-
tion from the U.S. Department of State’s quarters allowances.

The quarters allowances table contains three main sections: the survey date, exchange rate, 
and annual allowance by family status and salary range. The survey date is the month when the 
Office of Allowances received housing expenditure reports.

The exchange rate section includes three pieces of information: effective date, foreign unit, 
and number per U.S. dollar. We reviewed the concept of exchange rate earlier. It is expressed as 
the number of foreign currency units given in exchange for U.S. $1.

Table 13-4 contains information on family status and salary range. The term single is self- 
 explanatory. The term rate refers to rank within a company. Roughly, these are senior management, 
middle management, and entry-level management. In Beijing, the quarters allowance is $65,600 
for single expatriates who are members of senior management. In Taipei, the allowance is $23,100!

The term family refers to two-or-more-person families, including married couples and do-
mestic partnerships. Employees with larger families living with them at the foreign posts receive 
supplements. Families of two to three persons receive a 10 percent supplement, families of four 

taBle 13-4  Quarters Allowances, 2015

Source: U.S. Department of State. (2015). Annual Living Quarters Allowance in U.S. Dollars (Rates Effective: 
04/5/2015). Washington, DC: U.S. Government Printing Office. Available: www.state.gov, accessed 
April 10, 2015.

Country and 
City Family�status

Rate ($93,177 
and�above)

Rate ($54,028 
to $93,176)

rate�(less�than�
$54,028)

BELGIUM: Family 39,100 36,500 32,800

Brussels Single 36,500 34,300 28,700

CANADA: Family 48,600 41,400 37.200

Montreal Single 43,300 37,200 33,000

CHINA: Family 71,200 65,000 58,200

Beijing Single 65,600 58,200 58,200

MEXICO: Family 47,900 45,000 41,400

Mexico City Single 46,800 41,400 37,200

TAIWAN: Family 23,100 23,100 19,100

Taipei Single 23,100 23,100 19,100

http://www.state.gov
http://www.state.gov
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or five persons receive a 20 percent supplement, and families of six or more persons receive a 30 
percent supplement.

goods and services
Expatriates receive goods and services allowances when the cost of living is higher in that 
country than it is in the United States. Employers base these allowances on indexes of living 
costs abroad, which compare the costs (U.S. dollars) of representative goods and services 
(excluding education) expatriates purchase at the foreign location with the cost of comparable 
goods and services purchased in the Washington, DC, area. The indexes are place-to-place cost 
comparisons at specific times and currency exchange rates.

discretionary income
Discretionary income covers a variety of financial obligations in the United States for which 
expatriates remain responsible. These expenditures are usually of a long-term nature. Companies 
typically do not provide allowances because expatriates remain responsible for them despite in-
ternational assignments. Table 13-5 lists examples of discretionary income expenditures.

tax Considerations
All U.S. citizens working overseas for U.S. corporations are subject to the Federal Unemployment 
Tax Act (FUTA).7 Expatriates continue to pay U.S. income taxes and Social Security taxes while 
on assignment. The Internal Revenue Service (IRS) taxes U.S. citizens’ income regardless of 
whether they earn income in the United States or while on foreign assignment.8 Expatriates 
must also pay income taxes to local foreign governments based on the applicable income tax 
laws. Paying taxes to both the U.S. government and foreign governments is known as “double” 
 taxation.9 The Internal Revenue Code (IRC) includes regulations that address taxation issues.

emPloyer ConSiderationS: tax ProteCtion and tax eqUalization Under the balance sheet 
approach, companies choose between two approaches to help address concerns of double taxation:

•	 Tax protection
•	 Tax equalization

A key element of both tax protection and tax equalization methods is the hypothetical tax. 
Employers calculate the hypothetical tax as the U.S. income tax based on the same salary level, 
excluding all foreign allowances. Under tax protection, employers reimburse expatriates for 
the difference between the actual income tax amount and the hypothetical tax when the actual 
income tax amount—based on tax returns filed with the IRS—is greater. Expatriates simply 
pay the entire income tax bill when the taxes are less than or equal to the hypothetical tax. 
Expatriates realize a tax benefit whenever actual taxes amount to less than the hypothetical tax 
because they will have paid lower income taxes on their overseas assignments than on assign-
ments in the United States.

taBle 13-5 discretionary income expenditures

•	 Pension contributions

•	 Savings and investments

•	 Insurance payments

•	 Equity portion of mortgage payments

•	 Alimony payments

•	 Child support

•	 Student loan payments

•	 Car payments
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Under tax equalization, employers take the responsibility for paying income taxes to the U.S. 
and foreign governments on behalf of the expatriates. Tax equalization is a process that ensures 
that the tax costs incurred by an expatriate approximate the cost of taxes had he or she remained 
at home. Under tax equalization, the expatriate neither suffers significant financial hardship nor 
realizes a financial windfall from the tax consequences of an international assignment. Tax equal-
ization starts with the calculation of the hypothetical tax. Based on this hypothetical tax amount, 
 employers deduct income from expatriates’ paychecks that total the hypothetical tax amounts at 
year end. Employers reimburse expatriates for the difference between the hypothetical tax and 
actual income tax whenever the actual income tax amount is less. Expatriates reimburse their 
employers whenever the actual income tax amount exceeds the hypothetical income tax amounts.

Of the two approaches, employers stand to benefit more from the tax equalization approach. 
Expatriates receive equitable treatment regardless of their location and do not keep the unexpected 
tax gain from being posted in countries with income tax rates lower than in the United States. As a 
result, employers should have an easier time motivating expatriates to move from one foreign post to 
another. In addition, companies save money by not allowing expatriates to keep tax windfalls.

repatriation pay issues
Special compensation considerations should not end with the completion of international assign-
ments. Effective expatriate compensation programs promote employees’ integration into their 
companies’ domestic workforces. Returnees may initially view their domestic assignments as 
punishment because their total compensation decreases. Upon return, former expatriates forfeit 
special pay incentives and extended leave allowances. Although most former expatriates under-
stand the purpose of these incentives and allowances, it often takes time for them to adjust to 
“normal” compensation practices. Many expatriates may not adjust very well to compensation-
as-usual because they feel their international experiences have made them substantially more 
valuable to their employers. Their heightened sense of value may intensify when former expatri-
ates compare themselves with colleagues who have never taken international assignments. Two 
consequences are likely. First, former expatriates may find it difficult to work collaboratively 
with colleagues, which can undermine differentiation objectives. Second, strong resentments 
may lead former expatriates to find employment with competitors. Adding insult to injury, com-
petitors stand to benefit from former expatriates’ international experiences.

Companies can actively prevent many of these problems by the following two measures. 
First, companies should invest in former expatriates’ career development. Career development 
programs signal that companies value returnees. In addition, former expatriates may view their 
employers’ investments in career development as a form of compensation, reducing the equity 
problems described earlier. Second, companies should capitalize on expatriates’ experiences to 
gain a better understanding of foreign business environments. In addition, former expatriates can 
contribute to the quality of future international assignments by conveying what did and did not 
work well during their assignments.

13-5 Describe 
repatriation issues.

 C o m p e n s at i o n  i n  aC t i o n

International assignments can be one of the most rewarding 
experiences during an employee’s career. However, along with 
the excitement and novelty of living in a different part of the 
world comes the reality of dealing with new customs, living in 
different communities, and arranging a lifestyle in a way that 

makes the experience logistically enjoyable. As an HR manager 
or line manager, you will likely deal with expatriate employees 
on a number of occasions. By asking the right questions, es-
tablishing sound and consistent policy, and working to meet 
the requests and needs of the individual employee (within 
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established guidelines), you can take steps to maximize the 
employee experience that in the long run could prove to have 
significant value to the company.

Action checklist for line managers and HR—
maximizing the experience of expatriate 
employees
hr takes the lead
• Identify what type of training or other areas of prepara-

tion are necessary prior to the employee beginning the 
expatriate assignment.

• Sit down with the employee to discuss particulars that 
may need to be considered prior to the employee begin-
ning the assignment (e.g., family needs, pets, and expec-
tations of employee).

• With compensation specialists, align the individual needs 
of the employee with the policies already in place in the 
company. For example, if the expatriate will be compen-
sated on a home country-based pay method, are foreign 
service premiums necessary to “sweeten the deal”? Is the 
host country an area where hardship allowance will be 
awarded? Will the employee have a spouse or children 
who will need special benefits (e.g., private schooling and 
language lessons)?

line managers take the lead
• Establish a pipeline of talented employees who are 

ready for an international assignment. As these 
 opportunities arise, work with HR to identify which 
of those employees match up best with the specific 
opportunities.

• Partner with other line managers who have had experi-
ence working with expatriates to understand the ideal 
length of time for the assignment, and what issues 
should be considered to guarantee successful transi-
tion into the assignment (this should include discus-
sions with domestic line managers and host country 
managers).

• Work with HR to keep the expatriate employee con-
nected to operations in the United States; prior to 
 repatriation, establish a plan to keep the employee 
engaged through experiences wherein he or she can 
use the critical skills acquired during the assignment 
(e.g., mentoring an employee preparing for a simi-
lar experience). Accurately communicate changes in 
 compensation and other areas which could be of con-
cern to the employee so that appropriate expectations 
are established.

end oF Chapter revieW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

summary

learning objective 1: The presence of companies 
in foreign countries is on the rise. There are a variety of 
reasons for this trend, which relate to lowest-cost produc-
ers’ relocations to less expensive production areas and 

differentiation and the search for new global markets. 
This trend also has implications for the role of the HR 
department and changes in the design of compensation 
packages.
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learning objective 2: There are important prelimi-
nary considerations before establishing an international 
compensation program. These include understanding the 
differences between HCNs, TCNs, and expatriates. In 
addition, companies must determine the term of inter-
national assignment, staff mobility, and pay referent 
groups.

learning objective 3: International compensation 
components require choices about methods for setting 
base pay and employee benefits, and, in doing so, recog-
nize the role of purchasing power of currencies in other 
countries and other standard of living issues.

learning objective 4: The balance sheet approach 
provides expatriates the standard of living they normally 
enjoy in the United States. A number of considerations 
include housing and utilities costs, costs of goods and 
services, discretionary income, and taxation laws in other 
countries.

learning objective 5: Repatriation addresses an ex-
patriate’s return to the home country, and a company 
anticipating readjustment to working and living at home, 
differences in the nature of work compared to the inter-
national assignment, and changes in the compensation 
package.
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discussion Questions
 13-1. Discuss the strengths and weaknesses of the 

following methods for establishing base pay in 
international contexts: home country-based pay, 
headquarters-based pay, and host country-based 
pay.

 13-2. For a country of your choice, conduct research 
into the cultural characteristics and summarize 
these characteristics. Discuss whether you feel 
that pay-for-performance programs are compat-
ible and provide your rationale.

 13-3. Discuss your reaction to the following state-
ment: “U.S. companies should increase base 

pay (beyond the level that would be paid in the 
United States) to motivate employees to accept 
foreign assignments.”

 13-4. Allowances and reimbursements for interna-
tional assignments are costly. Should companies 
avoid international business activities? Explain 
your answer. If you answer no, what can com-
panies do to minimize costs?

 13-5. Of the many reimbursements and allowances 
that U.S. companies make for employees who 
take foreign assignments, which one is the most 
essential? Discuss your reasons.
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Case 
Jenkins�goes�abroad

 An additional Supplemental Case can be found on MyManagementLab.

Jenkins Consulting is a national firm that helps companies improve their performance and effectiveness by 
advising on all aspects of business management and operations. Companies hire consultants from Jenkins 
Consulting for a variety of projects such as assisting with company-wide cost reduction initiatives or rev-
enue growth initiatives, improving supply-chain management, and/or improving individual departments 
such as information technology. Jenkins employs consultants in 200 offices across the United States and 
will soon expand its operations internationally.

A company located in the United Kingdom has hired Jenkins for a major project that will be based at 
the company’s headquarters in London. Jenkins will assist the company with an organization-wide effort to 
restructure and reposition the company to succeed in a more competitive market. To complete this project, 
Jenkins will assign five full-time consultants for a period of approximately 2 years. Because of the signifi-
cant time commitment, Jenkins has decided to relocate the selected consultants to the United Kingdom for 
the duration of the project.

Dale Kugar, the human resource director at Jenkins, must prepare to transition the consultants to the 
new assignment. This is the company’s first exposure to expatriate management, and Dale needs to ensure 
that the consultants who move to the United Kingdom for the project are compensated appropriately. His 
intention is to have the consultants maintain their current benefits, including health care insurance, retire-
ment savings, and paid time off. However, he must make a recommendation on any changes to each con-
sultant’s salary.

Dale has a few concerns as he prepares his recommendation. First, the United Kingdom is currently 
experiencing a high level of inflation. The value of the American dollar compared to the British pound 
is fairly low. That is, the consultant’s U.S. salary will not have the same purchasing power in the United 
Kingdom as it does at home. He is also concerned about the consultants’ interest in taking on the inter-
national assignment. Some of the consultants he spoke to about the assignment are concerned about the 
impact the assignment will have on their career. Because this is Jenkins’ first international experience, the 
consultants are concerned that being out of the country for 2 years may affect their future career opportuni-
ties because they will not have regular interactions with the firm partners who make decisions on promo-
tions. These concerns weigh heavily on Dale’s mind as he starts to draft his recommendation.

Questions:
 13-6. How should Dale approach the determination of the consultant’s salaries as expatriates?
 13-7. Should Jenkins offer any incentive compensation or additional benefits to the expatriates? Why 

or why not?

Crunch the numbers! 
Calculating an Expatriate’s Base Pay and Incentives

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

One of your colleagues will be taking a 1-year work assignment in Beijing, China. As a compensation 
analyst, you must prepare an estimate of her new base pay and incentive payments. In particular, her base 
pay is being increased 5 percent from her current $75,000 because the assignment will require additional 
responsibilities. Your colleague will be awarded a 20 percent foreign service premium, a 15 percent hard-
ship allowance, and a quarters allowance equal to $58,200.

Questions:
 13-8. Calculate your colleague’s new base pay rate.
 13-9. Calculate the (a) foreign service premium, (b) hardship allowance, and (c) quarters allowance.
 13-10. Based on your calculations for the previous questions, how much will your colleague receive for 

her 1-year assignment in Beijing, China?
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MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 13-11. Describe the two choices available to companies to protect expatriates from double 
taxation. Which of the two approaches is most fair to expatriates and why?

 13-12. From the company’s standpoint, what are the pros and cons of following the balance 
sheet approach?

 13-13. MyManagementLab Only – comprehensive writing assignment for this chapter.
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Pay and Benefits Outside 
the United States

14

 ChaPter Warm-UP!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

Learning Objectives

When you finish studying this chapter, you should be able to:
14-1. Explain the pertinent concepts for quantifying important economic elements in 

the discussion of pay and benefits outside the United States.
14-2. For North America (Canada and Mexico), summarize key facts about wage and 

salary, paid time-off benefits, and protection programs.
14-3. For South America (Brazil), summarize key facts about wage and salary, paid 

time-off benefits, and protection programs.
14-4. For Europe (Germany), summarize key facts about wage and salary, paid time-

off benefits, and protection programs.
14-5. For Asia (India and the People’s Republic of China), summarize key facts about 

wage and salary, paid time-off benefits, and protection programs.

The current state of globalization has resulted in a high level of interconnections between the 
economies of various parts of the world. U.S. employers will increasingly conduct business with 
entities in a variety of other countries as former underdeveloped parts of the world experience 
tremendous economic, trade, and standard of living growth. In addition, the move from tradi-
tional manufacturing to knowledge- and service-based employment also means that jobs, as well 
as markets, are more likely to be dispersed geographically. As the need for employers to interact 
globally increases, HR management professionals are going to have increased opportunities to 
develop compensation and benefits programs for U.S. employees in foreign assignments, as well 
as for indigenous employees in foreign offices of the parent company.

It is essential that compensation professionals know the basic legal employment context and 
the minimum statutory employment standards of the country where they propose to do business, 
just as we’ve discussed throughout this book for U.S. employment (e.g., recall the Fair Labor 
Standards Act of 1938). After that, compensation professionals may consider the norms for com-
petitive pay and benefits needed to attract the desired talent.
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In this chapter, we will provide a glimpse of the wide variation in compensation and benefits 
practices across several regions of the world. We will start off each review with a brief treat-
ment of governmental structure, norms, and historical events that helps shed light on pay and 
benefits. For each country, we will peruse statutory minimum wage rates. Next, we will consider 
such basic benefits issues as paid time off, protection programs (including retirement and health 
care), and stand-out benefits in particular regions. We will note where such protection programs 
as retirement and health care are required by the government or offered at the discretion of 
the employer.

In some instances, we will find that other countries impose stricter control over terms of 
compensation than is the case in the U.S. In particular, compensation requirements in other 
countries may place some drag on the flexible and entrepreneurial characteristics of small- and 
medium-sized enterprises (SMEs) that are establishing a global presence early in their life 
cycles. The Watch It! video describes the global strategy of DLP, Inc., which is an SME in the 
business of manufacturing catheters and surgical tubing. As you read this chapter, keep in mind 
the impact compensation requirements in other countries may have on DLP’s competitiveness.

WatCh It!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to complete the video exercise titled Born Global.

PertInent COnCePtS fOr QUantIfyIng 
eCOnOmIC eLementS In the DISCUSSIOn Of 
Pay anD BenefItS OUtSIDe the UnIteD StateS
When discussing compensation in other countries, it is important to note some of the important 
concepts and measures. First, the gross domestic product (GDP) describes the size of a coun-
try’s economy. Size is expressed as the market value of all final goods and services produced 
within the country over a specified period. The GDP is typically calculated by the country’s 
national statistical agency. GDP per capita generally indicates the standard of living within a 
country: The larger the per capita GDP, presumably the better the standard of living. Table 14-1 
lists GDP per capita for the countries reviewed in this chapter. These figures represent each na-
tion’s GDP at purchasing power parity (PPP) exchange rates. That is, these figures indicate 
the worth of all goods and services produced in the country valued at prices prevailing in the 
United States. This is the measure most economists prefer when looking at per capita welfare 
and when comparing living conditions or use of resources across countries.

Second, the per capita expenditure on health care (the sum of Public Health Expenditure 
and Private Expenditure on Health) is another important measure. This measure helps compen-
sation professionals understand the standard of health care, addressing an important element of 
discretionary and legally required benefits. This figure will be stated in the discussion of each 
country’s benefits.

Third, hourly compensation costs are important as well. We examined hourly compensa-
tion costs—wages and salaries and a variety of employee benefits—in previous chapters. Other 
countries publish these data, but there are sometimes methodological differences that make 
cross-country comparisons difficult. For many years until 2012, the U.S. Bureau of Labor 
Statistics provided data that compared the hourly compensation costs in the manufacturing sec-
tor within several countries, making it easier to compare costs across countries. Since then, the 
Conference Board began publishing hourly compensation costs in the manufacturing setting, 
relying on much of the same methodology used in previous years by the U.S. Bureau of Labor 
Statistics. These data are reported in Table 14-1 in U.S. dollars.

14-1 Explain the 
pertinent concepts for 
quantifying important 
economic elements in 
the discussion of pay 
and benefits outside 
the United States.
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nOrth amerICa
This section takes a brief glance at the employment relationship and employee benefits in 
Mexico and Canada. Both countries and the United States are part of a trade bloc known as 
NAFTA—the North American Free Trade Agreement. According to the Office of the United 
States Trade Representative, formed on January 1, 1994, NAFTA called for the elimination of 
duties and the phasing out of tariffs over a period of 14 years.1 Trade restrictions were removed 
under NAFTA from such industries as motor vehicles and automotive parts, computers, textiles, 
and agriculture. In addition, the treaty also delineated the removal of investment restrictions 
between the three countries. As a result of supplemental agreements signed in 1993, worker and 
environmental protection provisions were added.

The labor side of NAFTA is the North American Agreement on Labor Cooperation 
(NAALC). This was created in order to promote cooperation between trade unions and social 
organizations in order to champion improved labor conditions.2 There has been a convergence 
of labor standards in North America as a result of NAALC. The impact on wages in the three 
countries has been positive. Real wages have increased since the passage of NAFTA, with 
Mexico seeing the greatest boost.3 This section will present a brief overview of the employment 
relationship in Canada and Mexico and some basic employee benefits required by law in these 
countries.

Canada
According to the Central Intelligence Agency’s CIA World Factbook, Canada is a constitutional 
monarchy that is also a parliamentary democracy and a federation consisting of 10 provinces 
and 3 territories.4 With a per capita gross domestic product (GDP) of $44,500.00 and 19.21 mil-
lion people in the labor force, the Canadian economy is very similar to that of the United States’ 
market-based economy. Even though Canada has enjoyed a trade surplus and balanced budgets 
for many years, concern and debate have recently grown over the increasing cost of the publicly 
funded health care system.

14-2 For North 
America (Canada and 
Mexico), summarize 
key facts about wage 
and salary, paid time-
off benefits, and 
protection programs.

taBLe 14-1  Per Capita Expenditures, Labor Force Size, and Hourly 
Compensation Costs by Country

Notes: The per capita GDP is expressed in U.S. dollars adjusted for the PPP exchange rate. Hourly 
Compensation Costs (U.S. dollars).
Source: Based on Per capita GDP and labor force size (2014 estimates): Central Intelligence Agency (2015). The 
World Factbook. https://www.cia.gov/library/publications/the-world-factbook/index.html, accessed April 16, 2015.
Hourly compensation costs (2013 actual data): Conference Board (December 2014). International Comparisons 
of Hourly Compensation Costs in Manufacturing, 2013. Available: http://www.conference-board.org, accessed 
April 3, 2015.

Country per Capita Gdp ($)
labor force size 

(millions)

hourly 
Compensation 

Costs ($)

United States of America 58,400 156.0 36.34

Canada 14,500 19.21 36.33

Mexico 17,900 52.9 6.82

Brazil 15,200 110.9 10.69

Germany 44,700 44.70 48.98

India 5,800 502.2 Not Available

People’s Republic of China 12,900 801.6 Not Available

https://www.cia.gov/library/publications/the-world-factbook/index.html
http://www.conference-board.org
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Employment law researchers report that the basic rule of Canadian law holds that labor and 
employment law fall within the exclusive jurisdiction of the provinces.5 Thus, both individual 
and collective employment relationships are controlled at the province level. Federal legisla-
tion cannot override provincial laws, even when the industry or employer primarily conducts 
business overseas (except in the cases where the industries are expressly assigned to federal 
jurisdiction). The origins of the common law governing individual employment contracts are 
in the English Statute of Labourers of 1562, which established working hours and wages. This 
statute was eventually repealed in the early nineteenth century, but it became part of the English 
common law and later became part of the common law governing all the provinces other than 
Quebec. Quebec has the Civil Code of Quebec, which came into effect in 1866. A modernized 
version of the Civil Code came into effect on January 1, 1994.

WagE and SaLary6 Canada does possess a statutory minimum wage law. At the federal level, 
there is an obligation placed upon provincial governments to establish minimum rates of pay by 
or under an act of the legislature. The jurisdiction defined by province determines the minimum 
hourly rate. In 2015, the Northwest Territories had the lowest minimum wage rate (i.e., $10.00). 
The highest rate (i.e., $11.00) was in Nunavut.

Paid TimE OFF BEnEFiTS Canadian employment law holds that employees are entitled to 
between 8 and 9 annual paid holidays as well as 2 weeks’ paid vacation time along with a sum 
of money as vacation pay (increasing to 3 weeks after 6 years of employment).7 The amount 
of vacation pay is equal to 2 percent of an employee’s pay for the preceding year per week of 
vacation. There are slight variations from province to province. Maternity and paternity leave 
provisions are coordinated under the Federal Employment Insurance Act. Employees are eligible 
for a total of 17 weeks’ benefits during pregnancy and after childbirth. The Canadian government 
most recently introduced compassionate care leave, which provides 8 weeks of unpaid leave to 
care for a seriously ill family member. For the purposes of this leave, family members include 
spouse, common law partner, children, and parents.8

PrOTECTiOn BEnEFiTS

Pensions and Retirement Benefits Canada has two state pension plans: one for Quebec 
residents only and one for the rest of Canada. Outside of Quebec, the plan is referred to as the 
Canada Pension Plan, and it provides benefits similar to U.S. Social Security benefits. Both 
plans are funded by matching contributions from employers and employees, and both are fully 
portable upon employment changes, much like 401(k) plans in the United States. In addition 
to the public plans, many employers provide supplementary pension plans that are regulated 
by provincial or federal legislation that establishes minimum funding standards; specifies the 
types of investments that the plans may make; and deals with such matters as portability, benefit 
vesting, and locking-in contributions. Employers frequently have different plans for executive, 
managerial, and other employees.

Health and Disability Benefits Medical and basic hospital care in Canada is paid for by 
provincial medical insurance plans with compulsory coverage for all residents and funding 
revenue derived from both general federal taxation and from provincial taxes, and the system 
is governed by the Canada Health Act. This act establishes criteria and conditions for health 
insurance plans that must be met by provinces and territories in order for them to receive full 
federal cash transfers in support of health.9 Even though public health plans normally do not 
provide employed persons with prescription drugs except while they are hospitalized, additional 
benefits are provided by private supplementary insurance through employers, including dental 
and vision care. Employers also provide long- and short-term disability benefits for sickness or 
injury as part of a benefits package. These programs are governed by federal and provincial law. 
Canada’s per capita expenditure on health (the sum of Public Health Expenditure and Private 
Expenditure on Health) based on the country’s PPP exchange rate was $4,675.90 in 2012.10
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mexico
Mexico is a federal republic,11 and Mexican labor law is based on the Constitution of the United 
States of Mexico, adopted in January 1917.12 The CIA World Factbook reports that Mexico’s 
labor force was nearly 52.9 million people and its per capita GDP was $17,900.00 in 2014.13 
Its free-market economy is composed of a mix of new and old industry as well as agriculture, 
which are both increasingly becoming dominated by the private sector. The “Labor and Social 
Security” article of the constitution is still in effect.14 Employment relationships in Mexico fall 
under the Federal Labor Law, which was last revised in January 1997 and clearly defines the 
terms worker and employer for the purpose of individual employment. Some of the employee 
benefits ensured under federal jurisdiction in Mexico will be discussed shortly.

WagE and SaLary The Mexican government requires that two minimum wage rates be 
applied. The first, general minimum wage, applies to all workers, and the amount depends on the 
region of the country – Zone A or Zone B. For instance, the minimum wage in Geographic Area 
A was 70.10 pesos per day in 2015, but only $66.45 in Zone B.

The second is the occupational minimum wages that are higher than the general minimum 
wages. Similar to the U.S. General Schedule (Chapter 3), occupations that require greater skill, 
knowledge, and experience are compensated at higher rates. For example, a sales clerk em-
ployed in a pharmacy had a minimum wage of 84.35 pesos per day while a graphic journalist 
had a minimum wage of 210.05 pesos per day.

Paid TimE OFF BEnEFiTS Mexican employment laws stipulate certain paid time off benefits 
for all employees, as reported in publications on international employment laws.15 Workers 
are entitled to paid time off during public holidays, and workers required to work during a 
mandatory holiday are entitled to double pay. Female employees are entitled to maternity leave 
(i.e., 6 weeks’ leave prior to giving birth and 6 weeks’ leave after birth on full salary). Maternity 
leave can also be extended with half pay for as long as necessary and does not affect seniority 
rights. Employees are entitled to 6 vacation days after being employed for 1 year and to 2 more 
days for each subsequent year, up to a maximum of 12 days. As of the 5th year, the worker is 
entitled to 14 days’ vacation and for each additional group of 5 years 2 more vacation days are 
added. Employers must pay workers a vacation premium equivalent to 25 percent of the salary 
earned during scheduled vacation days; vacations must be taken on the date indicated by the 
employer, within the 6 months following the end of the work year.

PrOTECTiOn BEnEFiTS

Social Security Social Security programs in Mexico are administered by the Mexican Social 
Security Institute, which protects employees in the matters of occupational accidents and 
illnesses, maternity, sicknesses, incapacitation, old age, retirement, survivor pensions, day care 
for children of insured workers, and social services.16 The system is financed by contributions 
from workers, employers, and the government, with contributions based on salary levels, and 
with workers earning minimum salary exempt from making contributions, whereas employers 
bear the bulk of the contributions to the different insurance funds.17

The benefits for employees are laid out as follows.18 Workers with at least 52 weeks’ worth 
of payments into the system who withdraw are entitled to continue making voluntary payments. 
Should they return to salaried employment again, they may return to the system and maintain all 
benefits, which may be in cash or in kind. Cash benefits take the form of transfer payments in 
the early stages of illness or incapacitation, depending on the medical condition and its effects 
on work and pensions. In-kind benefits take the form of medical attention, including surgery and 
medicines, hospitalization services, and so forth.

Pensions and Retirement Benefits The U.S. Social Security Administration (SSA) Office 
of Policy reports that effective July 1, 1997, all workers must join the mandatory individual 
account system, slowly replacing the former social insurance system.19 At retirement, employees 
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covered by the social insurance system before 1997 can choose to receive benefits from either 
the social insurance system or from the mandatory individual account system.

Health Benefits Medical services are normally provided directly to patients (including 
old-age pensioners covered by the 1997 law) through the health facilities of the Mexican 
Social Security Institute. Benefits include general and specialist care, surgery, maternity care, 
hospitalization or care in a convalescent home, medicines, laboratory services, dental care, and 
appliances; they are payable for 52 weeks but may in some cases be extended to 104 weeks.20 
Mexico’s per capita expenditure on health at the country’s PPP exchange rate was $106.90 
in 2012.21

Other Benefits A national system of worker housing exists, paid for by employer contributions 
in the form of payroll tax fixed at 5 percent, and helps workers obtain sufficient credit for the 
acquisition of houses.22 Workers not employed after age 50 are entitled to receive the full 
balance of contributions made in their name to the housing fund.

SOUth amerICa
According to the International Monetary Fund’s World Economic Outlook Database, Brazil, 
Argentina, Colombia, and Chile are the largest economies in South America.23 Venezuela and 
Peru are experiencing economic development as well. On the other hand, Argentina, Chile, and 
Uruguay have the best human development index (HDI—a comparative measure of life expec-
tancy, literacy, and standard of living measured by the United Nations),24 and Venezuela has 
large oil reserves that have turned the nation into an important player in world trade. The big-
gest trade bloc in South America used to be Mercosur, or the Southern Common Market, which 
was composed of Argentina, Brazil, Paraguay, Uruguay, and Venezuela as the main members 
and Bolivia, Chile, Colombia, Ecuador, and Peru as associate states.25 The second-biggest trade 
bloc was the Andean Community of Nations, made up of Bolivia, Colombia, Ecuador, Peru, 
Venezuela, and Chile.26 These two trade blocs merged as of a declaration signed on December 8, 
2004, at the Third South American Summit, and they formed one large trade bloc known as the 
South American Community of Nations, which plans to model itself on the European Union.27 
This section will take a brief look at one of the largest economies in South America, Brazil.

Brazil
The CIA World Factbook reports that Brazil is a federal republic with a workforce of 110.9 
million and a per capita GDP of $15,200.00 in 2014.28 The Consolidation of Labor Laws 
(Consolidacao das Leis do Trabalho) accords many employee benefits the status of fundamental 
constitutional rights, and in general the employment relationship in Brazil is highly regulated 
by statute. For example, Brazilian law states that any and all benefits habitually granted by the 
employer, whether expressly or tacitly, are considered part of the employee’s salary for all legal 
purposes and cannot be abolished. The status of employment contracts is based on the country’s 
legal principle of continuity. This principle applies to all employment contracts, written and oral.

WagE and SaLary Brazil does impose a minimum wage. In accordance with the Federal 
Constitution, the minimum wage rate is nationally uniform and set by law. The minimum 
wage is fixed by a provisional measure, namely an act of the executive having the force of 
law, in accordance with Article 62 of the Federal Constitution and placed before Congress for 
conversion into law. In 2015, this monthly minimum wage was 788 R$ (Reais).

PrOTECTiOn BEnEFiTS

Social Security The social security system that went into effect in 1991 details various 
benefits for workers in Brazil.29 Comprehensive social security benefits are provided by law 

14-3 For South 
America (Brazil), 
summarize key facts 
about wage and salary, 
paid time-off benefits, 
and protection 
programs.
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to all workers regarding retirement for illness, old age, or length of service; death benefit 
pensions; assistance during imprisonment of worker; savings fund; social services; professional 
rehabilitation assistance; work accident payments; maternity leave payments; family salary 
support; accident insurance; and sick leave benefits.

Pensions The U.S. SSA Office of Policy reports that social insurance in Brazil is provided to 
persons employed in industry, commerce, agriculture, domestic servants, some categories of 
casual workers, elected civil servants, and the self-employed.30 There is also voluntary coverage 
for students, housewives, the unemployed, and other categories, as well as a special system for 
public-sector employees and military personnel. The monthly benefit is equal to 70 percent 
of average earnings plus 1 percent of average earnings for each year of contributions, up to a 
maximum of 100 percent. Employees contribute 8 to 11 percent of gross earnings based on 
earnings level. Voluntary contributors and members of cooperatives contribute 20 percent of 
declared earnings. These contributions also finance sickness and maternity benefits and family 
allowances. In general, employers are required to contribute 20 percent of payroll.

Health Benefits In Brazil, medical services are provided directly to patients in rural and 
urban areas through the Unified Health System, and they include such benefits as general, 
specialist, maternity, and dental care; hospitalization; medicines (some cost sharing is required); 
and necessary transportation.31 Brazil’s per capita expenditure on health in 2012 based on the 
country’s PPP exchange rate was $1,108.70.32

eUrOPe
The European Union (EU) is a unique international organization that aims at becoming an 
 economic superpower, while still retaining such quintessential European practices as high levels 
of employment, social welfare protection, and strong trade unions.33 Even though the EU has 
its own legal powers and performs executive, legislative, and judicial functions like any other 
governing body, it has limited authority in the area of labor and employment laws. Although the 
EU does not attempt to harmonize the employment laws of member states, under the laws of 
all member states employers must provide employees with a written document about the terms 
of the employment contract. The concept of “employment at will” does not exist in the EU 
as it does in the United States. The EU makes use of Directives and Community Legislations 
to  ensure that some minimum standards are adopted by member states. All member states 
 either have specific legislation or unfair dismissal or general civil code provisions that apply to 
 termination of employment contracts.

The EU Web site reports that community labor law was designed with the aim of ensuring 
that the creation of the single market did not result in a lowering of labor standards or distortions 
in competition.34 It has also been increasingly called upon, however, to play a key role in mak-
ing it easier for the EU to adapt to evolving forms of work organization. On the basis of Article 
137 of the treaty, the Community shall support and complement the activities of the member 
states in the area of social policy. In particular, it defines minimum requirements at the EU level 
in the fields of working and employment conditions and with regard to the information and 
consultation of workers. Improving living and working conditions in member states depends on 
national legislation, but also to a large extent on agreements concluded by the social partners at 
all levels (i.e., country, sector, and company). This section will briefly present some of the basic 
employee benefits practices in the EU member state of Germany.

germany
Germany is a federal republic with the fifth largest economy in the world as indicated by a per 
capita GDP of $44,700.00, according to the CIA World Factbook.35 The German labor force has 
about 44.76 million workers. The integration of the former East German economy is a strain 

14-4 For Europe 
(Germany), summarize 
key facts about wage 
and salary, paid time-
off benefits, and 
protection programs.
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on the overall economy of unified Germany, and unemployment rates have been very high. 
Germany has recently been pushing such labor market reforms as increasing the retirement age 
and increasing female workforce participation. There have been increasing concerns about the 
aging workforce and high unemployment bankrupting the Social Security system, but for now 
Germany has managed to bring the deficit to within the EU debt limit. Germany’s employ-
ment laws provide considerable voice to labor and job security to employees; the German Civil 
Code provides numerous statutes that deal with individual employment as well as collective 
agreements.36

WagE and SaLary Minimum wage in Germany is established through the collective bargaining 
process. In Germany, there are two types of collective agreements. First, association agreements 
are made between trade unions and employers’ associations. Second, company agreements are 
made between trade unions and individual employers. An extension of either type of agreement 
to other sectors or employers may be granted upon request of at least one party to the collective 
agreement.

As an example, the agreement for the metalworking industry in Baden-Württemberg has 
been selected because it concluded a new pay framework agreement (ERA-Eckentgelt) in 2003, 
and in February 2004, concluded a collective agreement fixing the projected percentage in-
creases in minimum wage for the next 26 months. The German government does not mandate a 
minimum wage, except for construction workers, electrical workers, janitors, roofers, painters, 
and letter carriers, set by collective bargaining agreements in other sectors of the economy and 
enforceable by law.

Paid TimE OFF BEnEFiTS37 Employees cannot be required to work on official holidays, which 
range from 10 holidays per year in northern Germany to 13 in southern Germany. The statutory 
minimum vacation has been set at 24 working days (or 4 weeks because Saturdays are counted). 
Younger workers have a right to a vacation of 25–30 working days; disabled workers have an 
additional 5 days of vacation. There is minimum 6-month employment eligibility for vacation. 
Under the terms of the Maternity Leave Law, time away from work as a result of maternity leave 
or other limits on work by pregnant women and mothers must be counted as time worked for 
the purpose of determining entitlement to vacation time. Employees may take 5 days annually 
or 10 days every 2 years (under individual state level statutes) as paid holidays for continuing 
education purposes at only state-approved institutions. The employee retains a job if he is 
drafted for military or called for military exercises with a suspended employment relationship. 
The employee should receive regular pay during illness for a period of 6 weeks.

Expectant mothers can take 6 weeks’ leave before the due date and 8 weeks after giving 
birth. During this time, the employee must be paid at least their average salary or wages calcu-
lated on the basis of the last 13 weeks before commencement of leave. An employee can request 
up to 3 years of child-rearing leave. Employers must guarantee return to the same job following 
completion of this leave. Any payments for child-rearing leave are made solely by the national 
health authority.

PrOTECTiOn BEnEFiTS

Pensions38 Germany has a statutory pension system analogous to the Social Security system 
in the United States. In addition, employers offer the company pension plan and a tax-favored 
investment plan. Employees have three different sources for their pension benefits: statutory 
pension insurance, company pension plans, and private life insurance.

Health Insurance German laws stipulate guidelines for minimal health welfare of workers.39 
For blue-collar workers (and some white-collar workers), mandatory state health insurance 
premiums are borne 50 percent by the insured and 50 percent by the employer. The employer is 
required to collect the employees’ contributions and to pay the entire amount to the appropriate 
collector. Employees whose income exceeds a certain amount can opt out of the state plan and 
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purchase private health insurance. In such cases, employees may request that the employer’s 
health insurance contribution be included in their salary. Germany’s per capita expenditure on 
health insurance in 2012 based on the country’s PPP exchange rate was $4,617.0040

aSIa
In 2015, China was the largest economy in Asia, followed by India and Japan.41 Asia has several 
trade blocs, including Asia-Pacific Economic Cooperation, Asia-Europe Economic Meeting, 
Association of Southeast Asian Nations, and South Asian Association for Regional Cooperation. 
Given the wide variation and diversity in the world’s largest and most populous continent, how-
ever, there is no unifying economic body like the EU or NAFTA that represents all the countries 
of Asia. This section will examine a representative sample of the relatively more developed and 
developing economies in Asia: India and China. A bloc of countries that is not examined here, 
but that nonetheless deserves mention because considerable jobs are being outsourced there, are 
those in Southeast Asia: Thailand, Vietnam, Singapore, Malaysia, Philippines, Cambodia, and 
Laos. These economies are seeing a current influx of foreign investment, although they are not 
close to the countries discussed here in terms of annual growth rates.

India
According to the CIA World Factbook, India is a democratic federal republic with a diverse 
economy ranging from traditional farming to high-technology industries.42 India’s labor force is 
quite large with 502.2 million individuals with a per capita GDP of $5,800.00. The Indian econ-
omy, though steadily growing at close to 5 percent annual rate, is plagued with income disparity 
and developmental challenges similar to China. More than half of India’s output is created with 
less than one-quarter of its labor force, and services are the major source of economic growth. 
Strong economic growth combined with easy consumer credit and a real estate boom is fueling 
inflation concerns, and the huge and growing population poses fundamental social, economic, 
and environmental problems. Basic constitutional legislation governs the employment relation-
ship for all employees, ensuring equality of opportunity to public employment and prohibition 
of child labor.

The Directive Principle of State Policy has statutes that affect various aspects of the em-
ployment relationship (e.g., working conditions and participation in management).43 Some of 
the key employee benefits provided by employers in India are provident fund, gratuity (bonus), 
pension (i.e., either defined benefit or defined contribution), housing, car, loans, life insurance 
protection for dependents, health and disability benefits, medical benefits for employees and 
their families, and leave encashment.44 The Employees’ Provident Fund Organization is one 
of the world’s largest Social Security programs with more than 35 million members. Gratuities 
apply to most employees in India, and these are funded through employer contributions totaling 
4.5 percent of payroll.45

There are wide variations between the public and private sectors, with the Ministry of 
Labour and labor laws governing employment relationships in the public sector and with more 
employer discretion allowed in the private sector. In addition, all blue-collar employees and fac-
tory workers are governed under existing labor laws.

WagE and SaLary. Minimum wage is fixed by an authority dual system. Minimum wage rates 
are determined by the government for certain sectors, and a collective agreement determines 
others. Minimum wage rates may be set in accordance with the Minimum Wages Act 1948 
for occupations that are largely nonunionized or have little bargaining power. This act applies 
throughout India, including the provinces of Jammu and Kashmir. Schedules 1 and 2 of the 
act set forth the occupations for which applicable central and regional governments may set 
minimum wage rates. The central government sets minimum wages for 45 different occupations, 

14-5 For Asia (India 
and the People’s 
Republic of China), 
summarize key facts 
about wage and salary, 
paid time-off benefits, 
and protection 
programs.



334    part VI • CompensatIon Issues around the World

including agricultural work, construction, road maintenance work, mine work, railway work, 
and stone breaking or crushing work. In addition, states have set minimum wages for 1,232 
different occupations in their respective regions. Minimum wage rates set apply only to those 
scheduled occupations that have more than 1,000 employees working in the applicable state. 
For example, in Delhi, the minimum wage rate ranged between 348 and 461 rupees per day in 
2015.46 The wage rate varies by the level of job skill and industry.

Paid TimE OFF BEnEFiTS47 Leave is usually calculated for each year based on the number of 
days worked in the previous year. A worker is entitled to 12 days of time off for every 240 hours 
worked. There is no statutory provision for holidays, or paternity leave, but maternity leave is 
allowed in the form of paid time off and possible medical bonus.

PrOTECTiOn BEnEFiTS

Pensions48 First and current laws regarding pensions were passed in 1952 (i.e., employees’ 
provident funds), with amendments in 1972 (i.e., payment of gratuity), 1976 (i.e., employees’ 
deposit-linked insurance), 1995 (i.e., employees’ pension scheme), and 1995 (i.e., national social 
assistance program). Pension benefits include provident fund with survivor (i.e., deposit-linked) 
insurance and a pension fund, a gratuity scheme for industrial workers, and a social assistance 
system. In 2004, a voluntary old-age, disability, and survivors’ benefits scheme was enacted. 
This program is part of the Unorganized Sector Social Security Scheme for employees and 
self-employed persons ages 36–50 with monthly earnings of 6,500 rupees or less but without 
mandatory coverage, and was introduced as a pilot program in 50 districts. Contributions are 
income related and flat rate. Coverage includes employees, including casual, part-time, and 
daily wage workers and those employed through contractors, with monthly earnings of 6,500 
rupees or less working in establishments with a minimum of 20 employees in one of the 182 
categories of covered industry (the establishment remains covered even if the number of 
employees falls below 20).

Employees covered by equivalent occupational private plans may contract out. Voluntary 
coverage exists for employees of covered establishments with monthly earnings of more than 
6,500 rupees, with the agreement of the employer and for establishments with less than 20 
employees if the employer and a majority of the employees agree to contribute. Provident fund 
contributions include 12 percent of basic wages (10 percent of basic wages in five specified 
categories of industry) in covered establishments with less than 20 employees and some other 
specific cases. The maximum monthly earnings for contribution purposes are 6,500 rupees  
(1 USD = 46.30 rupees).

Health Benefits SSA reports that state governments arrange for the provision of medical 
care on behalf of the Employees’ State Insurance Corporation.49 Services are provided in 
different states through social insurance dispensaries and hospitals, state government services, 
or private doctors under contract. Benefits include outpatient treatment, specialist consultations, 
hospitalization, surgery and obstetric care, imaging and laboratory services, transportation, and 
the free supply of medications, dressings, artificial limbs, aids, and appliances. The duration of 
benefits is from 3 months to 1 year, according to the insured’s contribution record. India’s per 
capita expenditure on health based on the country’s PPP exchange rate was $156.90 in 2012.50

People’s republic of China
The People’s Republic of China (PRC), as reported by the CIA World Factbook, is a communist 
state characterized by a fast-growing economy that has shifted over the past couple of decades 
from a centrally planned system to a more market-oriented one.51 With a labor force of 801.6 
million people and a per capita GDP of $12,900.00, PRC has been experiencing continuously 
high annual GDP growth at around 7.5 percent. Even though the purchasing power parity of 
PRC has become one of the top in the world, the lower per capita GDP is an indication of in-
come disparity within various strata of society. One of the key challenges for the government has 
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been to sustain adequate job growth for tens of millions of workers laid off from state-owned 
enterprises, migrants, and new entrants to the workforce.

The PRC Labor Law was established in 1995, resulting in a break from the traditional “iron 
rice bowl” system of employment, with a shift from state-owned enterprises to private ones, 
a move that has given rise to new employment relationship issues.52 Under the older welfare 
system, the workforce was considered the property of the state, and such benefits as housing, 
medical, and retirement schemes were payable directly by the state-owned enterprises to the 
employees. Since the introduction of the PRC Labor Law, the employment relationship is now 
defined by individual contracts.53

WagE and SaLary According to China’s Labor Act, 1994, the state possesses the responsibility 
to implement a system of guaranteed minimum wages. There is no national minimum wage rate 
in China; instead, minimum wage rates are set by region. Separate standards are stipulated 
by provincial, regional, and municipal peoples’ governments for their respective region and 
reported to the State Council for consent. The provisions concerning minimum wages apply 
to enterprises, private nonenterprise entities, individual industrial and commercial households 
with employees (the employing entities), and the laborers who have formed a labor relationship 
with them. The minimum wage rate varies by region. In 2014, the monthly minimum wage was 
highest in Shanghai at 1,820 yuan, and lowest in Guangxi Province at 830 yuan. The minimum 
wage has increased significantly in recent years, in part, to reduce social inequality and to boost 
domestic consumption (i.e., those within China purchasing goods and services originating 
within China). Some companies have expressed concerns that continued increases in the 
minimum wage threaten the long-term viability of the company, particularly now that China’s 
economic growth is less than it was in previous years.54

Paid TimE OFF BEnEFiTS55 The length of an employer-approved medical treatment period 
generally depends on employee age and period of service and can range from 3 to 24 months. 
During this period, the salary paid to the employee may not be less than 80 percent of the local 
minimum wage. Employees who have worked for 1 to 10 years are entitled to paid annual leave 
of 5 days. Employees who have worked 10 to 20 years are entitled to paid annual leave of 10 
days, and those with more than 20 years experience are entitled to 15 days. Employees receive 
time off for 11 public holidays each year. Employees who have worked for more than 1 year 
are entitled to “home leave” if they do not live in the same place as their spouse or parents. 
Employees earn normal wages during this period, and employers are obligated to pay all travel 
expenses for employees visiting their spouse and for unmarried employees visiting their parents. 
Women are entitled to no less than 90 days of maternity leave starting 15 days prior to birth.

PrOTECTiOn BEnEFiTS

Pensions The Office of Policy of the SSA reports that there has been a new law to decouple 
the employment relationship from the social insurance system, setting up a unified basic 
pension system.56 The system now has social insurance and mandatory individual accounts, 
and provincial and city or county social insurance agencies and employers do adapt central 
government guidelines to local conditions. Coverage includes employees in urban enterprises 
and urban institutions managed as enterprises and the urban self-employed. In some 
provinces, coverage for the urban self-employed is voluntary. (Urban enterprises comprise all 
state-owned enterprises, regardless of their location.) Old-age provision in rural areas is based 
mainly on family support and through community and state financial support. Pilot schemes 
in the form of individual accounts, supported at the town and village level and subject to 
preferential support by the state, operate in some rural areas. Employees of government and 
communist party organizations, and of cultural, educational, and scientific institutions (except 
for institutions financed off-budget), are covered under a government-funded, employer-
administered system. Enterprise-based pension systems cover some employees (including the 
self-employed) in cities.
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An employee contribution to mandatory individual accounts is 8 percent of gross insured 
earnings. (The contribution rate is higher in some provinces.) The minimum earnings for 
 employee contribution and benefit purposes are equal to 60 percent of the local average wage 
for the previous year. The maximum earnings for employee contribution and benefit purposes 
vary, but they may be as much as 300 percent of the local average wage for the previous year. 
Employer contribution to mandatory individual accounts is up to 20 percent of insured payroll 
based on local regulations. The contribution is taken from the total contribution made to basic 
pension insurance. Central and local government subsidies are provided to city and council 
 retirement pension pools as needed.

Health Insurance57 There is a unified medical insurance system with all employers and 
workers participating in this system. Employers contribute 6 percent of payroll to the system, 
whereas employees contribute 2 percent of their salary. Health insurance is based on Basic 
Medical Insurance Fund consisting of a Pooled Fund and Personal Accounts. Employees’ 
contributions go directly to their personal accounts and 30 percent of employer contributions 
are paid into this account. Covered workers receive medical benefits at a chosen accredited 
hospital or clinic on a fee-for-service basis. The individual account is used to finance medical 
benefits only, up to a maximum equal to 10 percent of the local average annual wage. The social 
insurance fund reimburses the cost of the medical benefit from 10 to 400 percent of the local 
average annual wage, according to the schedule. Medical treatment in high-grade hospitals 
results in lower percentage reimbursements, and vice versa. Reimbursement for payments 
beyond 400 percent of the local average annual wage must be covered by private insurance 
or public supplementary schemes. Contract workers receive the same benefits as permanent 
workers. Per capita expenditure on health insurance based on the country’s PPP exchange rate 
was $480.00 in 2012.58

 C O m P e n S at I O n  I n  aC t I O n

With companies operating seamlessly across borders, em-
ployees will come to expect you (their line managers and HR 
managers) to respond to their compensation and benefits 
needs accordingly. You will need to carefully educate manag-
ers who have supervisory responsibility for employees in other 
parts of the world. Because these two parties operate under 
different laws and norms, the expectations of the employment 
exchange can be radically different. While it isn’t the expecta-
tion that managers know the details of employment law in 
every country around the world, it will be your responsibility to 
equip them with the resources necessary to provide educated 
answers to questions the employees may raise, and to do so 
with sensitivity to the perspective and expectations of those 
employees who are many time zones away.

Action checklist for line managers and HR—
seamless and sensitive strategies for a global 
workforce
Hr takes the lead
•	 Be familiar with the laws and norms of all countries 

wherein there are client group operations; read reports 

on these countries, deal with employment experts special-
izing in these areas, and talk with other HR professionals 
who are native to the location. Educate line managers 
about the pertinent high-level particulars of these laws.

•	 As the company seeks to expand into emerging markets 
wherein minimal business has been conducted in the 
past, proactively seek out information on employment 
laws, events of historical significance, societal values, and 
general employee expectations.

•	 Identify areas of difference that could potentially cause 
conflict between line mangers in the United States and 
their employees who are natives of the locales in which 
they work (e.g., paid leave in France).

Line managers take the lead
•	 Be a visible presence in areas of the world where there 

are direct reports (set a predictable schedule that allows 
you to travel to these locations consistently). This pres-
ence will ensure better awareness of—and exposure to—
compensation and benefits laws that may be radically 
different from those in the United States.
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enD Of ChaPter revIeW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

Summary

Learning Objective 1: The pertinent concepts for 
quantifying important elements in the discussion of pay 
and benefits outside the United States include gross 
domestic product (GDP), GDP per capita, purchasing 
power parity exchange rate, and per capita expenditures 
on health care.

Learning Objective 2: There are many similarities 
and differences in wage and salary, paid time off benefits, 
and protection programs between Canada and Mexico. 
For example, minimum wage rates vary by geographic 
regions in both countries. In Mexico, certain occupations 
have minimum wage rates assigned to them that also 
vary by geographic region.

Learning Objective 3: Among the compensation and 
employee benefits structures in Brazil, the minimum 
wage rate is uniform and set by law.

Learning Objective 4: Among the compensation and 
employee benefits structures in Germany, the minimum 
wage rate is set through the collective bargaining process.

Learning Objective 5: There are many similarities 
and differences in wage and salary, paid time-off ben-
efits, and protection programs between India and China. 
For example, in India, minimum wage is set by collec-
tive bargaining where unions are dominant or set by the 
government law for occupations with little bargaining 
power, such as agricultural workers. In China, there are 
several minimum wage rates based on geographic loca-
tion. These rates are set by local and regional govern-
ments. In recent years, China has increased the minimum 
wage rates dramatically to reduce social inequality and to 
boost domestic consumption.

•	 Work with HR to provide a packet of information that 
can be shared with other managers. This packet would 
include specifics that should be taken into serious con-
sideration as other line managers work with employees 

in certain countries. HR could elaborate on this packet 
by turning it into various training sessions for managing 
 employees across the globe.

Key terms

gross domestic product (GDP) 326
GDP per capita 326

purchasing power parity exchange rate (PPP) 326
per capita expenditure on health care 326
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MyManagementLab

CaSe 
north american expansion for threads apparel

 An additional Supplemental Case can be found on MyManagementLab.

As Heather Johnson, CEO of Threads Apparel, prepares for the next board of directors meeting, the com-
pany’s expansion plans weigh heavily on her mind. Threads Apparel manufactures women’s ready-to-wear 
clothing for several large chain department stores. The company has experienced tremendous growth over 
the past 15 years and is now positioned to grow even more as it has just secured a contract with a major 
department store that has locations throughout North America.

Threads’s reputation for producing high-quality clothing is based, in part, on its human resource man-
agement practices. It has a talented staff that is committed to consistently meeting its quality standards. In 
addition to effective management practices, Threads provides competitive compensation and benefits to its 
nearly 1,500 employees, and, as a result, the company experiences a relatively low turnover rate.

In order to meet the increased production requirements of the new contract, Threads will need to open 
a new manufacturing facility. The company currently operates 10 manufacturing facilities in 7 different 
states. As it considers a location for the new facility, Heather plans to recommend moving beyond the bor-
ders of the United States to ease the distribution of its products throughout North America. In addition to 
its new contract, NAFTA has allowed it to expand the distribution of its products into Mexico and Canada 
through several smaller stores. Therefore, opening its new facility in Mexico or Canada makes sense due 
to its expanding markets in these countries. It has located property options in both Mexico and Canada and 
must now begin discussions on which country it should select for its first international facility.

The board of directors will be making a decision on where to locate the new plant based on Heather’s 
recommendation. The board is in agreement with Heather on opening its next plant outside of the United 
States. At this point, it is looking for a recommendation from Heather on whether it should expand to 
Mexico or Canada, and it is also looking for data to support her recommendation. In addition to many 
location considerations, such as the availability of transportation and local tax laws, Heather must also 

 ChaPter QUIz!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Quiz! and see what you’ve learned.

Discussion Questions
 14-1. Discuss the main differences between the 

minimum pay regulations in the United States 
(Chapter 2) and one other country’s practices 
discussed in this chapter. How do these differ-
ences affect companies’ ability to compete with 
other companies worldwide?

 14-2. Discuss the main differences between retire-
ment systems in the United States (taking into 
account legally required and discretionary pro-
grams) and one other country discussed in this 
chapter. Does it appear that the costs of retire-
ment programs are creating burdens for com-
petitive advantage?

 14-3. Discuss the main differences between paid time-
off practices in the United States and one other 
country discussed in this chapter.

 14-4. Discuss the main differences between health 
care systems in the United States (Chapter 10) 
and one other country discussed in this chap-
ter. Does it appear that the costs of health care 
programs are creating burdens for competitive 
advantage?

 14-5. Describe the purchasing power exchange rate 
and indicate how it is helpful to compensa-
tion professionals whose work spans multiple 
countries.



 Chapter 14 • pay and BenefIts outsIde the unIted states    339

understand the labor markets within Canada and Mexico in order to make her decision. Heather has set up 
a meeting with the director of human resources at Threads to gather information on labor-related consider-
ations for the new facility.

Questions:
 14-6. What are some labor-related factors that Threads should consider when comparing Mexico and 

Canada?
 14-7. What are some labor-related factors that would favor Canada as the location of the new facil-

ity? Or Mexico, for that matter?

Crunch the numbers! 
Comparing the rates of Change in Gdp per Capita  
for select Countries

 an additional Crunch the numbers! exercise can be found on mymanagementlab.com.

The following table contains GDP per capita for 5 countries over a 10-year period between 2002 and 2011. 
You want to know the rate of change in GDP within countries for specific time periods.

year united states Australia singapore denmark Italy

2002 45,418 36,256 42,860 40,239 33,305

2003 46,137 36,963 45,490 40,289 32,979

2004 47,307 38,017 49,038 41,111 33,255

2005 48,312 38,677 51,429 41,996 33,351

2006 49,130 39,169 54,212 43,276 33,900

2007 49,571 40,357 56,606 43,774 34,261

2008 48,951 40,644 54,586 43,177 33,612

2009 47,041 40,447 52,445 40,441 31,543

2010 47,772 40,910 59,131 40,782 32,050

2011 48,282 41,340 60,742 40,930 32,100

gdP per capita

Converted to u.s. dollars using 2011 ppps (2011 u.s. dollars)

PPPs = purchasing power parities
Source: U.S. Bureau of Labor Statistics, Division of International Labor Comparisons, November 7, 2012.

Questions:
 14-8. What is the 5-year change in GDP per capita (2002–2006) for (a) the United States, (b) Australia, 

(c) Singapore, (d) Denmark, and (e) Italy?
 14-9. What is the 5-year change in GDP per capita (2007–2011) for (a) the United States, (b) Australia, 

(c) Singapore, (d) Denmark, and (e) Italy?
 14-10. State whether the rate of change for the more recent 5-year period (2007–2011) was lower than or 

higher than the rate of change for the earlier 5-year period (2002–2006) in each country: (a) the 
United States, (b) Australia, (c) Singapore, (d) Denmark, and (e) Italy.
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MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions:

 14-11. Why is it important for HR and compensation professionals to learn about compen-
sation practices in other parts of the world? Discuss.

 14-12. Which factor do you think is most important when deciding whether to establish 
business operations in another country? Explain your rationale.

 14-13. MyManagementLab Only – comprehensive writing assignment for this chapter.
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 ChaptEr Warm-up!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Warm-Up! and see what you already know. After reading the 
chapter, you’ll have a chance to take the Chapter Quiz! and see what you’ve learned.

learning objectives

When you finish studying this chapter, you should be able to:
15-1. Explain the issues associated with a possible increase to the federal minimum 

wage rate and strengthening overtime pay protections.
15-2. Discuss the issue of rising wages in China.
15-3. Describe the issue of underemployment and the compensation–productivity gap.
15-4. Explain the influence of changing workforce demographics on employee 

benefits practice.

Challenges Facing Compensation 
professionals

15

Thus far in Strategic Compensation, we have studied the fundamentals of employee compensa-
tion and benefits programs. This approach to studying compensation arms compensation pro-
fessionals with the knowledge to more effectively make compensation decisions that fit with 
companies’ competitive advantages. There is much more to consider besides the fundamentals. 
In this chapter, we will examine four key issues among many that will shape the work of com-
pensation and benefits professionals in the future:

•	 Possible increase to the federal minimum wage rate and strengthening overtime pay 
protections

•	 Rising wages in China
•	 Underemployment and the compensation–productivity gap
•	 Workforce demographic shifts
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possiblE inCrEasE to thE FEdEral minimum 
WagE ratE and strEngthEning ovErtimE 
pay protECtions
In Chapter 2, we described the three central provisions of the Fair Labor Standards Act: mini-
mum wage, overtime pay, and child labor. Over the years, there were public campaigns that call 
for increasing the minimum wage rate—we have watched these play out on the political stage. 
More recently, President Barack Obama made the case for changing the exemption criteria for 
overtime pay, such that more workers would qualify.

raising the minimum Wage
In 2013, President Barack Obama called for an increase in the hourly federal minimum wage 
rate from $7.25 to $10.10, effective 2016, only to be struck down by the U.S. Senate in early 
2014. Even though the federal and some state governments raise the minimum wage from time 
to time, President Obama has argued that most workers who earn minimum wage cannot afford 
basic necessities. In the summer of 2013, fast food workers across the United States walked off 
their jobs to protest against what they believe is insufficient pay.

More than half the states plus the District of Columbia enacted minimum wage laws 
throughout the years, and several more states are debating the issue in the legislatures. Recently, 
some states have passed provisions to increase the minimum wage, including Maryland, 
Minnesota, Delaware, West Virginia, and Hawaii. Three of these states will make substantial 
increases to their minimum wage rates. In 2015, Maryland’s minimum wage will rise in incre-
ments from $8.25 until it reaches $10.10 by 2018. Minnesota’s minimum wage is increasing to 
$9.50 by 2016 and, beginning in 2018, the wage will be indexed to inflation. Until this change, 
Minnesota’s minimum wage was set to the federal level. In Hawaii, legislators approved a four-
step hike from the state’s current wage floor of $7.25 to $10.10 by 2018.

Within some states, pushes for higher local minimum wage rates have taken hold. For ex-
ample, in Los Angeles, unions are lobbying for a minimum wage rate for hotel workers—the 
lowest paid in the city—to $15.37. If successful, concerns about layoffs could arise. However, 
one study found municipalities with higher pay did not suffer job losses among low-wage res-
taurant workers.1 This study also found that restaurants often instituted modest price increases to 
avoid layoffs. Further, the study showed that higher wages often resulted in lower turnover due 
to the effect of higher wages.

Not all economists believe that raising the minimum wage will be harmless to the economy. 
Many argue that increasing the minimum wage will have negative ripple effects throughout the 
U.S. economy. These arguments are based on the economic principles of supply and demand. In 
this context, raising the minimum wage could lead to increases in the price of goods and services 
as companies try to offset higher labor costs. As the prices of goods and services increase, con-
sumers are more likely to buy less. In turn, reduced demand for products and services stand to 
cut into profits, which may lead to cost reductions in the form of layoffs rather than further price 
increases.

Much scholarly research supports this conclusion. An exhaustive review of recent research 
concluded that approximately 85 percent of minimum wage studies provide strong evidence of 
negative employment effects resulting from minimum wage laws.2 However, a recent study by 
the Congressional Budget Office indicates mixed outcomes. On one hand, an increase in the 
minimum wage rate to $10.10 would likely lead to the loss of 500,000 low-skilled jobs. On the 
other hand, raising the minimium wage would raise pay of nearly 1 million workers to above 
the federal poverty levels.3 Some of the loss in labor would be offset by lower cost automation. 
In the fast food industry, for example, labor-cost saving alternatives include online ordering and 
touch-screen kiosks.

15-1 Explain the issues 
associated with a 
possible increase to 
the federal minimum 
wage rate and 
strengthening overtime 
pay protections.
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Notwithstanding these broader dyanmics, compensation professionals face the challenge of 
managing pay inequities between a company’s employees who are distributed across municipal-
ity or state lines where minimum wage rates differ. In addition, rising minimum wage rates stand 
to compress pay structures that include minimum wage jobs. Compression in this context occurs 
when a higher minimum wage rate boosts the pay range minimum rate. Unless all the pay rates 
are increased commensurately, the reduced pay differences effectively understate the relative value 
of higher paying jobs, creating opportunities for more highly paid employees to feel pay inequity.

Compensation professionals also face the challenge of planning budgets. Dozens of states 
are considering possible increases to their minimum wage rates. Political debates, business and 
labor lobbying efforts, and politicians’ interest in boosting re-election chances create uncertainty 
about whether minimum wage rates will increase, and, if increased, by what amount.

Finally, increases in the minimum wage force companies to reconsider its total compensa-
tion offerings. Mandated higher wage costs are not necessarily accompanied by increased total 
compensation budgets. It is possible that compensation professionals will have to eliminate or 
reduce the level of some benefits offerings. For example, a company could choose to offset the 
cost of a higher minimum wage by eliminating a tuition reimbursement benefit.

strengthening overtime pay protections
In 2014, President Obama announced his intent to amend an element of the overtime pay regula-
tions that pertain to the weekly pay or annual salary amount below which a salaried employee 
is entitled to receive overtime pay. In 2004, the U.S. Department of Labor Fair Pay rules set 
the amounts to $455 weekly (or, $23,660 annually). In 2015, the U.S. Department of Labor an-
nounced a plan to support President Obama’s call for strenghening overtime pay protection. The 
plan specifies an increase from $455 weekly to $970 weekly ($50,440 annually), representing a 
113 percent increase.

It is believed that part of the reason for President Obama’s initiative is pressure from 
California and New York already having salary threshholds that are higher than the federal level. 
California and New York State recently began raising the salary threshold for overtime exemp-
tion to $800 and $675 weekly, respectively, by 2016. If the federal rules were to change, it is 
expected that at least 5 million employees will benefit.4

In principle, raising the overtime pay threshold could create an economic advantage for 
 employees and companies. If millions of additional workers qualify and earn overtime pay, 
perhaps discretionary incomes will rise, encouraging higher spending. In turn, some companies 
could benefit through higher revenue, assuming that any price increases put in place to compen-
sate for higher overtime payroll costs would be minimal.

However, it is possible that making more employees eligible for overtime pay may have an 
unintended consequence. Raising the threshold does not necessarily equate with an increase in 
total earnings. Moving millions to qualify for overtime pay, however, may place these workers 
at a disadvantage. For example, it is possible that employers would likely require managers to 
schedule more cautiously, to avoid higher payroll costs.

Another unintended consequence pertains to workplace culture. Higher overtime pay 
thresholds may undermine a culture of trust. Employers may require that managers and supervi-
sors increase monitoring of nonexempt employees through greater observation and review than 
would usually be the case. The idea is that management would want to ensure that employees are 
performing at optimal levels and providing sufficient added value in the face of higher compen-
sation costs. Ultimately, management is accountable to their company’s shareholders.

For certain, most companies are concerned about an increase to the salary threshold. Among 
them is White Castle Systems Inc., which is a hamburger chain. Most general managers earn 
annual salaries between $45,000 and $54,000, which would handily qualify them for overtime 
pay.5 The company estimates that overtime costs would increase between $8 million and $12 
million annually.
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In reality, it is difficult to predict how employers would respond to a higher federal thresh-
old, and how this increase might influence compensation practice. Nevertheless, some changes 
are within the realm of possibility. Perhaps employers will choose not to modify its hiring plans 
or choose not to backfill jobs that are subsequently vacated. Rather, compensation professionals 
could adjust (lower) base pay for newly hired employees in anticipation of bearing greater over-
time pay expenses. Unless under a collective bargaining agreement or an individual’s employ-
ment contract, employers could choose to lower current employees’ base pay. This choice does 
not come without risk. Well-qualified and high performers, who stand to have good job alterna-
tives elsewhere, may leave. Alternatively, employers may adjust to higher thresholds through 
additional job creation. If planned and executed carefully, employers could avoid the need for 
employees to work on an overtime pay basis. Compensation professionals, then, would analyze 
patterns of past overtime work activity and costs based on the current pay structure as well as the 
current and proposed overtime pay thresholds.

Finally, compensation professionals could identify which employees possess job duties that 
fit exemption criteria, and whose base pay is within close proximity to the higher overtime pay 
threshold. To the extent that these employees generate substantial overtime pay costs, it may be 
worthwhile to consider pay increase awards that just exceed the higher threshold if, and only if, 
the cost savings is substantial.

Responding to overtime pay changes could create a competitive disadvantage, particularly 
where starting base pay is lowered, because not all employers will follow suit. In any circum-
stance, compensation professionals must take care not to propose policy changes that would lead 
to adverse impact or to create grave pay inequities across the pay structure. Lowering base pay 
could be difficult for other reasons. As we discussed, President Obama is committed to raising 
the federal minimum wage level, we have already seen upward movement at the state level, and 
many additional states are debating future increases. Lowering base pay in the near future may 
pose a conflict where such changes set base pay below newly instituted higher minimum wage 
standards.

rising WagEs in China
In recent decades, many U.S. companies relocated manufacturing facilities from the United 
States to other countries, such as the People’s Republic of China, because the cost of labor was 
substantially lower than in the United States. These companies’ goals focused on lowering the 
cost of production, ultimately, to maintain competitive prices and to preserve profits. In fact, 
many companies, such as Yongshua USA LLC., a manufacturer of computer cords and cables, 
deliberately started business operations in China rather than in the United States, to capitalize 
on lower costs. As we will discuss shortly, the costs of labor in China have been increasing rap-
idly as Yongshua has experienced. Rising costs are quickly reducing the labor cost advantage 
once gained from moving manufacturing operations to China. The Watch It! video discusses 
Yongshua’s experience.

WatCh it!

 If your professor has assigned this, go to the Assignments section of mymanagementlab.com 
to�complete�the�video�exercise�titled�Yongshua�Usa,�llC:�Value�of�Yuan�in China.

One report predicted that cost differences in manufacturing between the United States and 
China are likely to become insignificant.6 However, some companies are choosing to return 
 operations to the United States. Despite higher compensation costs in the U.S., many companies 
maintain that cost differences are offset by higher productivity of the American workforce.7

15-2 Discuss the issue 
of rising wages in 
China.
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Among developing Asian economies, China’s average pay rate is highest (versus Indonesia, 
Philippines, Vietnam, and Bangladesh). Companies such as Nike Inc. are focusing manufactur-
ing initiatives in Vietnam because of these cost trends.8 However, the business infrastructure in 
these other countries is not always considered to be sufficiently well developed to support mas-
sive business endeavors.

In recent years, the Chinese central government has been substantially raising minimum 
wage rates, creating pressure throughout the wage structure. Minimum wage rates increased an 
average of 24 percent across the country’s 31 provinces, and the government continued raising 
minimum wage levels through 2015. Average monthly income for migrant workers increased 
13 percent (approximately $257.00).

Chinese policy makers are supportive of increased wages for the following reason: In recent 
history, the growth in the Chinese economy was based in large part on its trade surplus. A trade 
surplus occurs when the value of goods and services being shipped for sale outside the country, in 
this case, China, exceeds the value of goods and services shipped from other countries to China. 
Encouraging higher wages promotes domestic consumption, that is, the purchase and use of 
goods and services which are created within national borders. Increased domestic consumption 
will decrease the country’s reliance on exports to sustain growth. Reduced reliance on exports is 
particularly necessary as labor costs within China increase rapidly. As China’s labor costs rise, so 
would the cost of its exports, making the country less competitive in the global economy.

Labor shortages have also contributed to wage increases in China. These shortages are 
due, in part, to the rapidly aging Chinese population after 30 years of its one-child policy. This 
policy, still in effect, limits most couples to having one child only. The Chinese government 
implemented the policy to curb population growth in large cities. Economic growth is creating 
the need for new jobs; however, the one-child policy has slowed population growth as intended, 
vastly reducing the number of young workforce entrants. As a result, this policy has inadver-
tently contributed to an aging population. The largest segment of the Chinese population is cur-
rently in the 35–44 age range.

undErEmploymEnt and thE CompEnsation-
produCtivity gap
In this section, we explore two enduring effects of the so-called Great Recession, which took 
hold during the December 2007–June 2009 period. The term economic recession refers to a 
general slowdown in economic activity. Evidence of economic recessions includes reduced 
gross domestic product (GDP), which we defined in Chapter 14, and increased unemployment 
rates. Multiple complex factors contribute to economic recessions. Reduced consumer spending 
is one of the causes of economic recessions. Among the most serious effects are underemploy-
ment and the compensation–productivity gap.

underemployment
Underemployment refers to employees who wish to work full-time, but are forced to work part-
time for economic reasons, such as poor business conditions or the inability to find a job. During 
October–November 2007, the 2-month period preceding the onset of the Great Recession, the 
number of underemployed workers in the United States was estimated to be slightly more than 
4.2 million.9 Following the onset of the recession, the number of underemployed individuals 
rose dramatically. Table 15-1 displays the number of underemployed individuals just prior to the 
beginning of the recession through the end of 2014. Since then, the number of underemployed 
continued to rise; however, the number is slowly declining. Nevertheless, the number remains 
high. Compared to prerecession levels, the rise in the number of underemployed through the end 
of 2014 equals 62 percent.

15-3 Describe the issue 
of underemployment 
and the compensation–
productivity gap.
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It is more difficult for the underemployed to find full-time employment. And, for those who 
do, it is taking longer even though the recession ended several years ago. For example, between 
July 2013 and July 2014, only two-thirds of underemployed workers found full-time employ-
ment in goods producing industries.10 In service producing industries, approximately half of 
workers found employment in 2014. These rates are only slightly better than in 2009 when the 
recession ended.

Underemployment poses implications for employees’ earnings. According to the U.S. 
Bureau of Labor Statistics, the mean hourly earnings of the underemployed were low compared 
to those who were not underemployed.11 The mean hourly wages for all underemployed workers 
was $12.80. Mean hourly wages were as follows based on educational attainment, clearly show-
ing an increase for higher educational attainment:

•	 High school dropouts: $11.23
•	 High school graduates: $11.78
•	 Bachelor’s degree holders: $14.35
•	 Master’s or higher degree: $21.46

In addition, the mean hourly earnings of the underemployed were considerably below those 
of full-time workers, both overall and in each educational group, as shown in Table 15-2. The 
mean hourly earnings for full-time wage and salary workers were $20.96, exceeding those of the 
underemployed by $8.16, or 64 percent. In each of the five education groups whose members 
were not enrolled in school, mean hourly earnings of the underemployed were anywhere from 
88 cents to $11.82 below those of their full-time employed peers. Many of the underemployed, 
particularly those with higher educational attainment, were considered to be malemployed. 
Malemployment occurs when job holders possess greater education, skills, or knowledge than 
is required to perform their jobs.12 In sum, underemployment leads to earning losses because the 
underemployed work fewer hours and take jobs within lower-paying occupations. For example, 
a person holding a bachelor’s degree in psychology whose job is a part-time grocery store clerk 
is considered to be underemployed and malemployed.

Finally, there are longer-term implications of underemployment besides current lower pay. 
Underemployed workers are likely to have lower future earnings partly because employers pro-
vide less or no training to part-time workers. Figure 15-1 shows the rate of increase in pay levels 
during and following the Great Recession, which is lower than rates prior to this recession. Also, 

tablE 15-1 Underemployment in the United States, 2007–2014

Sources: Based on Sum, A., & Khatiwada, I. (2010). The Nation’s Underemployed in the “Great Recession” of 
2007–09. Monthly Labor Review, 133(11), pp. 3–15. Available: http://www.bls.gov, accessed April 1, 2011; 
U.S. Bureau of Labor Statistics. 2015 Data Retrieval: Labor Force Statistics, Employed Persons by Class of 
Worker and Part-time Status. Available: http://www.bls.gov, accessed April 18, 2015.

Period number�Underemployed

October–November 2007 4,201,000

October–December 2008 7,217,333

October–December 2009 8,907,333

October–December 2010 8,902,666

October–December 2011 8,443,333

October–December 2012 8,114,000

October–December 2013 7,751,000

October–December 2014 6,823,000

Absolute change, 2007–2014 2,622,000

Percent change, 2007–2014 62%

http://www.bls.gov
http://www.bls.gov
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Figure 15-1 indicates that the rate of increase during the Great Recession was much lower than 
the rate during the recession that occurred in 2001. Data since 2010 (not displayed in Figure 15-1)  
show a continuation of the trend. As a result, underemployment may slow down the economic 
recovery from the recession. Lower current pay and anticipated lower future earnings will likely 
reduce the consumption of goods and services, thus holding back increases in spending, busi-
ness production, employment levels, and pay increases.

The previous figures chronicle pay information for the underemployed. The pay situation 
for those becoming employed full-time following periods of unemployment is less encouraging. 
According to the U.S. Bureau of Labor Statistics, approximately 55 percent are earning less, of 
which nearly 36 percent are earning at least 20 percent less than they were prior to becoming un-
employed. In comparison, approximately 45 percent are earning more, of which only 25 percent 
are earning at least 20 percent more than they were prior to becoming unemployed.

0
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FigurE 15-1 Annual Changes in Wages and 
Salaries of Workers in the Same Jobs
Source: U.S. Bureau of Labor Statistics.

tablE 15-2  Mean Hourly Wages of Underemployed Persons and Full-Time 
Wage and Salary Workers, 16 Years and Older, by Educational 
Attainment, October–December 2009

a Includes those who received a General Education Development (GED) certificate.
b Includes those who received an associate’s degree.
Source: U.S. Bureau of Labor Statistics.

Education group Underemployed Full-time�Workers Difference

All workers $12.80 $20.96 $8.16

High school students 7.07 8.20 1.13

College students 13.04 12.67 0.37

High school dropouts 11.23 12.11 –0.88

High school graduatesa 11.78 16.67 4.89

1–3 years of collegeb 13.83 18.96 5.13

Bachelor’s degree 14.35 26.17 11.82

Master’s or higher degree 21.46 32.07 10.61
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the Compensation–productivity gap
The gap between real hourly compensation and labor productivity indicates whether workers’ 
pay is keeping up with productivity. Productivity growth promotes rising living standards in the 
following manner. Increases in productivity growth indicate companies’ investments in capital 
equipment and information technology. Examples of capital equipment include new manufac-
turing facilities, research and development labs, and sales distribution centers. Examples of 
information technology include structured databases containing expert information to help end 
users make informed decisions in complex situations. For instance, physicians may access data-
bases to help them diagnose health conditions based on patients’ symptoms and health histories. 
Another example occurs in the marketing field where information systems enable companies to 
identify customers for new products and services based on a variety of factors, including house-
hold income and purchasing history.

Since the 1970s, real hourly compensation has lagged behind labor productivity growth as 
shown in Figure 15-2.13 The growth of productivity and real hourly compensation in the non-
farm business sector (which accounts for three-fourths of output and employment in the total 
U.S. economy) was comparable until 1973. The annual change in productivity averaged 2.8 per-
cent and real hourly compensation growth averaged 2.6 percent during the 1947–1973 period. 
In 1973–1979, the annual averages were at 1.1 and 0.9 percent, respectively. Real hourly com-
pensation growth failed to keep pace with accelerating productivity growth over the past three 
decades, and the gap between productivity growth and compensation growth widened. Hence, 
during 2000–2011, average annual growth in productivity and real compensation equaled 2.3 
percent and 0.9 percent, respectively. Not shown in Figure 15-2 is the continued trend through 
early 2015.

Figure 15-3 shows the gains or losses in hourly wages relative to the increases in productiv-
ity for the 18-month period following each recession after World War II. Companies experienced 
increases in productivity each time, but the gain in real compensation has been substantially less. 
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Most noteworthy is the difference between increases in real compensation relative to increases 
in productivity since the end of the Great Recession, which is much more substantial than in any 
of the prior recessions.

There are two reasons that may explain the compensation–productivity gap. First, high 
unemployment following recessions leaves employees with relatively lower power to bargain 
for higher pay because the supply of individuals seeking work is greater than the company’s 
demand for new workers. Second, most companies experience profit losses during economic re-
cessions, and, then, profits generally increase following recessions. Companies promote profits, 
in part, by holding down employees’ pay.

WorkForCE dEmographiC shiFts
Labor force diversity is on the rise. We expect that demographic diversity will influence 
 employee benefits, a key component of total compensation.

labor Force diversity
According to the U.S. Bureau of Labor Statistics,14 labor force diversity will continue to in-
crease based on age, gender, race, and ethnicity. This increase is the result of changes both in the 
composition of the population and in labor force participation rates across demographic groups.

The projected growth of the labor force will be affected by the aging of the baby boom 
 generation—persons born between 1946 and 1964. In 2022, baby boomers will be 58 to 76 years 
old. The participation rate for older workers (ages 55 and older) is expected to rise from 20.9 to 
25.6 percent. The labor force will continue to age, with the number of workers in the 55-and-
older group projected to grow substantially. The labor force participation rate for younger work-
ers (ages 16–24) is expected to decline during the period 2012–2022 from 13.7 to 11.3 percent. 
In 2012, the number of men in the labor force (82.3 million) exceeded the number of women 
(72.6 million). Through 2022, the number of men and women in the labor force is projected to 
grow at approximately the same rate of 5.5 percent. In terms of ethnicity, by 2022, the Hispanic 
labor force is expected to increase by approximately 27.8 percent, likely due to faster population 

15-4 Explain 
the influence of 
changing workforce 
demographics on 
employee benefits 
practice.
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FigurE 15-3 Gains or Losses in Real Hourly Pay 
Compared to Productivity Increases, 18 Months 
Following Economic Recessions
Source: U.S. Bureau of Labor Statistics.
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growth resulting from a younger population, higher fertility rates, and increased immigration 
from Mexico to the United States. For the same period, the number of White (non-Hispanic) 
individuals will decrease by 2.4 percent. Still, White non-Hispanics will far outnumber the 
Hispanic count (approximately 99.4 million versus approximately 31 million). In terms of 
race, the expected rate of change remains approximately the same as in the 2002–2012 period. 
White non-Hispanics will grow at the slowest pace (2.6 percent) followed by African Americans 
(10 percent) and Asians (23.8 percent). All remaining races combined are expected to increase at 
yet the greatest rate (30.7 percent).

relevance for Employee benefits
An employer-sponsored benefits program is most effective when the workforce is relatively 
similar in terms of needs and preferences. For example, let’s assume a company’s workforce is 
entirely female. On the surface, one could say that this workforce is not very diverse. Below the 
surface, however, it is possible that there will be substantial differences in the needs and prefer-
ences for benefits among these employees. For example, what if half of the workforce has young 
children under the age of six while the other half does not have young children? In this scenario, 
only half of the workforce would value extensive employer-sponsored day care benefits. As a 
rule, employees are more likely to endorse employer-sponsored benefits as long as these benefits 
fulfill their needs and preferences. Differences in employee preferences and needs based on life 
stage and life circumstances call for flexible benefits offerings.

As an aside, it is reasonable to consider whether part-time or full-time status creates a rel-
evant dimension for further defining diversity. An individual characteristic, such as age, could 
influence the relevance of benefits. For example, day care benefits may not be as relevant to 
part-time workers because they may have the flexibility to participate in child care during at 
least part of the normal work day.

Benefits professionals may use surveys once every year or two to collect information about 
employee demographics, needs, preferences, recent or anticipated life changes, and the extent 
to which they find particular benefits useful. Statistical analyses will show whether there is an 
association among these factors. Benefits professionals may compare current offerings with 
survey results. Over time, they can check whether changes in age, family status, needs, and 
preferences influence employees’ views of benefits. Offering relevant employee benefits is im-
portant to companies’ attainment of a positive return on investment in benefits programs. As we 
discussed previously, the cost of employee benefits is high, and rapid increases in the costs make 
them substantially more expensive every year.

End oF ChaptEr rEviEW

MyManagementLab
Go to mymanagementlab.com to complete the problems marked with this icon .

summary

Learning Objective 1: There are discussions  occurring 
on the national stage about the possibility of raising the 
federal minimum wage rate and strengthening overtime 
protections. While such changes will be  welcome news 

to a large segment of the labor force, there are possible 
 consequences, such as companies’ reducing staffing levels 
to offset higher compensation costs.
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Learning Objective 2: Many U.S. companies relo-
cated manufacturing operations from the U.S. to China 
because of lower labor costs. In recent years, wages have 
been rising in China and this trend is leading some U.S. 
companies to consider returning business operations to 
the United States. There are a number of factors contrib-
uting to the rise in wages, including the Chinese govern-
ments’ attempts to increase domestic consumption.

Learning Objective 3: Underemployment and the 
compensation–productivity gap have led to a mismatch 

of job qualifications and job requirements as well as 
compensation levels not increasing commensurately with 
labor force productivity.

Learning Objective 4: Workforce diversity requires 
that employers consider the needs and preferences of 
 employees when selecting options to include in the 
benefits program. In doing so, companies must ensure 
the inclusion of relevant benefit choices for the entire 
workforce.

key terms
economic recession 348
underemployment 348
malemployment 349

MyManagementLab

 ChaptEr Quiz!

If your professor has assigned this, go to the Assignments section of mymanagementlab .com 
to complete the Chapter Quiz! and see what you’ve learned.

discussion Questions
 15-1. This chapter discusses four important issues 

that will shape compensation professionals’ 
work for years to come. Which one of these 
issues stands to create the greatest uncertainty 
for compensation professionals? Explain 
your answer.

 15-2. Discuss at least one advantage and one dis-
advantage of increasing the minimum wage. 
Consider this action’s impact on the company.

 15-3. Discuss at least one advantage and disadvantage 
of raising the pay level to qualify more employ-
ees for overtime pay protection. Consider this 
action’s impact on the company.

 15-4. Explain why wages are increasing in China, and 
discuss how this trend will influence a com-
pany’s choice to conduct business there.

 15-5. Discuss how companies stand to benefit from 
offering flexible benefit plans.

Case 
Benefits for Part-Time Workers

 An additional Supplemental Case can be found on MyManagementLab.

With just under 100 employees, Jackson, Smith, and Henderson CPA (JSH) is considered one of the 
fastest-growing certified public accounting (CPA) firms in the area. Alan Jones was recently hired as the 
director of human resources and has many challenges ahead of him as he works to formalize the human 
resource practices of the firm.
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As the benefit open enrollment period is approaching quickly, his first job is to review the benefit of-
ferings of the firm to ensure that JSH is competitive with other area firms. Beyond the legally required 
benefits, the firm currently offers a fairly basic benefit package including health care insurance, a 401(k) 
plan, vacation days, and sick days.

Currently, all employees are full-time, and all employees are eligible for benefits. However, two em-
ployees have recently requested part-time schedules. Further, in order to meet future unique staffing needs, 
the firm is considering hiring part-time workers in several departments, including CPAs. Therefore, Alan 
must make a recommendation to the company’s board of directors on whether they should extend the ben-
efits to part-time workers.

A recent compensation survey of businesses in the local geographic area includes information about 
benefits. The survey reports that about 90 percent of companies in the area offer time-off benefits to part-
time employees, only 40 percent offer health care insurance, and 15 percent offer a retirement savings 
plan. A national survey of CPA firms showed a different picture for part-time workers: 95 percent of firms 
reported time-off offerings, 75 percent offered health care insurance, and 67 percent offered retirement 
benefits to part-time workers.

The job market for talented CPAs is competitive, and Alan knows that the firm will need to hire both 
full-time and part-time CPAs in the future. Alan’s initial reaction is that the firm needs to offer all benefits 
to both full-time and part-time workers in order to be competitive with other CPA firms. However, the costs 
to do so are significant. The current benefits package is approximately 30 percent of the total compensa-
tion package for full-time workers. While time off benefits and 401(k) contributions for part-time workers 
would be pro-rated based on the number of hours each employee works, offering health care insurance is a 
fixed cost. That is, the firm must pay the same to cover a part-time worker as a full-time worker. As a result, 
benefit costs could potentially approach nearly 50 percent of the total compensation for part-time employ-
ees. Part of this cost could be offset by asking part-time workers to pay a higher percentage of the premium, 
but the cost would still be significant. Alan must balance recruiting needs against a tight budget, and he is 
concerned about the right path to take.

Questions:
 15-6. What are some factors that Alan should consider when determining whether to offer benefits to 

part-time workers?
 15-7. Do you think the firm should offer benefits to part-time workers? If yes, should it offer paid 

time off, the 401(k) plan, and health insurance? Or only one or two of the benefits? Explain 
your recommendation.

Crunch the numbers! 
Calculating Regional and Industry Pay Differences in China

 an�additional�Crunch�the�numbers!�exercise�can�be�found�on�mymanagementlab.com.

The following table presents statistics for China based on 2013 data. Specifically, the numbers are the aver-
age annual pay, expressed in yuan, for the country overall, as well as industry average pay for four indus-
tries within four regions (among dozens) within China.

Source: National Bureau of Statistics of China. Available: http://www.stats.gov.cn/english/Statisticaldata/
AnnualData/, accessed April 22, 2015.

Region

agriculture,�Forestry,�
animal�husbandry�
and�Fishery manufacturing

scientific�
Research and 
technical�services

Health 
and�social�
service

Beijing 32531 42809 55689 47657

Tianjin 41255 42765 43931 38910

Shanghai 22722 30443 52064 42990

Henan 19869 23142 28898 25966

http://www.stats.gov.cn/english/Statisticaldata/AnnualData/
http://www.stats.gov.cn/english/Statisticaldata/AnnualData/
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 15-8. Calculate the average annual pay for each region: (a) Beijing, (b) Tianjin, (c) Shanghai, and 
(d) Henan.

 15-9. Calculate the average annual pay for each industry: (a) agriculture, (b) manufacturing, (c) scien-
tific, research, and technical services, and (d) health and social service.

 15-10. Which industry displays the (a) lowest average annual salary, and (b) highest average annual salary? 
Which region displays the (a) lowest average annual salary, and (b) highest average annual salary?

MyManagementLab
Go to mymanagementlab.com for Auto-graded writing questions as well as the following 
Assisted-graded writing questions.

 15-11. Concisely summarize the four challenges discussed in this chapter.
 15-12. If overtime pay protections were to be strengthened, how might companies adjust 

staffing to minimize increased costs?
 15-13. MyManagementLab Only – comprehensive writing assignment for this chapter.
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360-degree performance appraisals incorporate several 
sources of pertinent information to give a more com-
plete (and presumably) less biased assessment of job 
performance. Examples of pertinent sources include 
supervisor, coworkers, and clients.

403(b) plans are a type of defined contribution plan that 
apply to employees of public educational institutions 
(e.g., state colleges and universities) and private tax-
exempt organizations (e.g., charitable organizations, 
state-supported hospitals).

457 plans are a type of defined contribution plan that 
apply to state government workers.

6-year graduated schedule allows workers to become  
20 percent vested after 2 years and to vest at a rate of  
20 percent each year thereafter until they are 100 per-
cent vested after 6 years of service.

Aaron v. City of Wichita, Kansas, a court ruling, offered 
several criteria to determine whether City of Wichita 
fire chiefs are exempt employees, including the relative 
importance of management as opposed to other duties, 
frequency with which they exercise discretionary pow-
ers, relative freedom from supervision, and the relation-
ship between their salaries and wages paid to other 
employees for similar nonexempt work.

Abilities are enduring attributes of the individual that 
influence performance.

Ability based on Equal Employment Opportunity 
Commission guidelines, refers to a present competence 
to perform an observable behavior or a behavior that 
results in an observable product.

Accrual rules specify the rate at which participants accu-
mulate (or earn) retirement benefits.

Affirmative action refers to a written document that 
states a company’s goals to recruit and hire underrepre-
sented minorities.

Age Discrimination in Employment Act of 1967 
(ADEA) protects older workers age 40 and over from 
illegal discrimination.

Agency problem describes an executive’s behavior that 
promotes his or her self-interests rather than the inter-
ests of the company owners or shareholders.

Agency theory provides an explanation of executive 
compensation determination based on the relationship 
between company owners (shareholders) and agents 
(executives).

Alternation ranking a variation of simple ranking job evalu-
ation plans, orders all jobs from lowest to highest, based on 
alternately identifying the jobs of lowest and highest worth.

Americans with Disabilities Act of 1990 (ADA) prohib-
its discrimination against individuals with mental or 
physical disabilities within and outside employment 
settings, including public services and transportation, 
public accommodations, and employment.

Annual addition is the annual maximum allowable con-
tribution to a participant’s account in a defined contri-
bution plan, including employer contributions allocated 
to the participant’s account, employee contributions, 
and forfeitures allocated to the participant’s account.

Annuities are a series of payments for the life of the par-
ticipant and beneficiary. Annuity contracts are usually 
purchased from insurance companies, which make pay-
ments according to the contract.

Atonio v. Wards Cove Packing Co. a Supreme Court 
case, ruled that plaintiffs (i.e., employees) in employ-
ment discrimination suits must indicate which employ-
ment practice created disparate impact and demonstrate 
how the employment practice created disparate impact 
(intentional discrimination).

Baby boom generation refers to the generation of people 
born between 1946 and 1964.

Balance sheet approach provides expatriates the stan-
dard of living they normally enjoy in the United States.

Banking hours refers to a feature of flextime scheduling 
that allows employees to vary the number of hours they 
work each day as long as they work a set number of 
hours each week.

Base pay represents the monetary compensation employ-
ees earn on a regular basis for performing their jobs. 
Hourly pay and salary are the main forms of base pay.

Base period is the minimum period of time an individual 
must be employed before becoming eligible to receive 
unemployment insurance under the Social Security Act 
of 1935.

Basic skills information describes developed capacities 
that facilitate learning or the more rapid acquisition of 
knowledge.

Behavioral encouragement plans are individual incen-
tive pay plans that reward employees for specific such 
behavioral accomplishments as good attendance or 
safety records.

Behavioral systems a type of performance appraisal 
method, require that raters (e.g., supervisors) judge the 
extent to which employees display successful job per-
formance behaviors.

Behaviorally anchored rating scales (BARS) a specific 
kind of behavioral system, are based on the critical 
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Capital refers to the factors that enable companies to gen-
erate income, higher company stock prices, economic 
value, strong positive brand identity, and reputation. 
There is a variety of capital that companies use to cre-
ate value, including financial capital (cash) and capital 
equipment (state-of-the-art robotics used in manufac-
turing). Employees represent a specific type of capital 
called human capital.

Capital gains refers to the difference between the com-
pany stock price at the time of purchase and the lower 
stock price at the time an executive receives the stock 
options when the stock price at disposition is higher.

Capital losses refers to the difference between the com-
pany stock price at the time of purchase and the lower 
stock price at the time an executive receives the stock 
options when the stock price at disposition is lower.

Carve-out plans are insurance plans that offer specific 
kinds of benefits such as dental care, vision care, pre-
scription drugs, mental health and substance abuse, and 
maternity care.

Cash balance plans represent a cross between traditional 
defined benefits and defined contributions retirement 
plans. The rate of monetary accumulation slows as the 
employee’s years of service increase.

Central tendency represents the fact that a set of data 
clusters around or centers on a central point. Central 
tendency is a number that represents the typical numer-
ical value in a data set.

Certification ensures that employees possess at least a 
minimally acceptable level of skill proficiency upon 
completion of a training unit. Certification methods can 
include work samples, oral questioning, and written 
tests.

Civil Rights Act of 1964 is a major piece of federal legis-
lation designed to protect the rights of underrepresented 
minorities.

Civil Rights Act of 1991 shifted the burden of proof of 
disparate impact from employees to employers, over-
turning several 1989 Supreme Court rulings.

Classification plans particular methods of job evalua-
tion, place jobs into categories based on compensable 
factors.

Clawback provisions are provisions in CEO employment 
contracts that allow boards of directors to take back 
performance-based compensation if they were to subse-
quently learn that performance goals were not actually 
achieved, regardless of whether the CEO was respon-
sible for performance falling short of target levels.

Cliff vesting enables employees to earn 100 percent vest-
ing rights after no more than 3 years of service.

Coinsurance refers to the percentage of covered expenses 
paid by the insured. Most commercial plans stipulate 20 

incident technique (CIT), and these scales are devel-
oped in the same fashion with one exception. For the 
CIT, a critical incident would be written as “the incum-
bent completed the task in a timely fashion.” For the 
BARS format, this incident would be written as “the 
incumbent is expected to complete the task in a timely 
fashion.”

Benchmark jobs found outside the company, provide ref-
erence points against which the values of jobs within 
the company are judged.

Bennett Amendment allows employees to charge 
employers with Title VII violations regarding pay only 
when the employer has violated the Equal Pay Act of 
1963.

Bias errors happen in the performance evaluation process 
when the rater evaluates the employee based on the rat-
er’s negative or positive opinion of the employee rather 
than on the employee’s actual performance.

Board of directors represents shareholders’ interests by 
weighing the pros and cons of top executives’ deci-
sions. Members include chief executive officers and top 
executives of other successful companies, distinguished 
community leaders, well-regarded professionals (e.g., 
physicians and attorneys), and a few of the company’s 
top-level executives.

Boureslan v. Aramco a Supreme Court case in which the 
Supreme Court ruled that federal job discrimination 
laws do not apply to U.S. citizens working for U.S. 
companies in foreign countries.

Brito v. Zia Company a Supreme Court ruling, deemed 
that the Zia Company violated Title VII of the Civil 
Rights Act of 1964 when a disproportionate number of 
protected-class individuals were laid off on the basis 
of low performance-appraisal scores. Zia Company’s 
action was a violation of Title VII because the use 
of the performance-appraisal system in  determining 
layoffs was indeed an employment test. In addi-
tion, the court ruled that the Zia Company had not 
 demonstrated that its performance appraisal instru-
ment was valid.

Broadbanding is a pay structure form that leads to the 
consolidation of existing pay grades and pay ranges 
into fewer wider pay grades.

Cadillac tax was established by the Patient Protection 
and Affordable Care Act of 2010 (PPACA). Employers 
that offer health plans that exceed designated dollar 
amounts will be required to pay a tax equal to 40 per-
cent of the amount that exceeds the designated dollar 
amounts. The tax was intended to be a disincentive for 
employers to provide overly rich health benefits, and 
the cost of the health plan is one way to assess the level 
of benefits.

Cafeteria plan See also flexible benefits plan.
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Compensation Discussion & Analysis (CD&A) contained 
within the definitive proxy statement (DEF 14A), must 
present an unambiguous explanation of all executive 
compensation information contained in the tables.

Compensation plans represent the selection and imple-
mentation of pay level and pay mix policies over a 
specified time period, usually one year.

Compensation strategies describe the use of com-
pensation practices that support HR and competitive 
strategies.

Compensation surveys involve the collection and subse-
quent analysis of competitors’ compensation data.

Competency refers to an individual’s capability to 
orchestrate and apply combinations of knowledge and 
skills consistently over time to perform work success-
fully in the required work situations.

Competitive advantage describes a company’s success 
when the company acquires or develops capabilities 
that facilitate outperforming the competition.

Competitive business strategy refers to the planned use 
of company resources—financial capital, equipment 
capital, and human capital—to promote and sustain 
competitive advantage. The time horizon for strategic 
decisions may span multiple years.

Compressed workweek schedules enable employees to 
perform their full-time weekly work obligations in 
fewer days than a regular 5-day workweek.

Concessionary bargaining focuses on unions promoting 
job security over large wage increases in negotiations 
with management.

Consolidated Omnibus Budget Reconciliation Act of 
1985 (COBRA) was enacted to provide employees with 
the opportunity to continue receiving their employer-
sponsored medical care insurance temporarily under 
their employer’s plan if their coverage would otherwise 
cease due to termination, layoff, or other change in 
employment status.

Consultants See also independent contractors.

Consumer-driven health care refers to employer-spon-
sored programs that shift a greater amount of the 
responsibility to employees for selecting health care 
providers.

Consumer Price Index (CPI) indexes monthly price 
changes of goods and services that people buy for day-
to-day living.

Content Model of O*NET lists six categories of job 
and worker information. Job information contains 
the components that relate to the actual work activi-
ties of a job (i.e., information that HR professionals 
should include in the summary and duties sections 
of job descriptions). Worker information represents 

percent coinsurance. This means that the insured will 
pay 20 percent of covered expenses, whereas the insur-
ance company pays the remaining 80 percent.

Collective bargaining agreement is a written docu-
ment that describes the terms of employment approved 
by management and employees during negotiations. 
It codifies the terms and conditions of employment 
regarding rates of pay and pay adjustments, hours of 
work, or other working conditions of employees.

Commission is a form of incentive compensation, based 
on a percentage of the product or service selling price 
and the number of units sold.

Commission-only plans are specific kinds of sales com-
pensation plans. Some salespeople derive their entire 
income through commissions.

Commission-plus-draw plans award sales professionals 
commissions and draws.

Common law is developed by judges through court pro-
ceedings that decide individual cases.

Common review date is the designated date when all 
employees receive performance appraisals.

Common review period is the designated period (e.g., 
the month of June) when all employees receive perfor-
mance appraisals.

Company match refers to the amount of money an 
employer may choose to contribute to a defined contri-
bution plan for an employee’s contributions.

Company stock represents the total equity or worth of the 
company.

Company stock shares represent equity segments of 
equal value. Equity interest increases with the number 
of stock shares held.

Compa-ratios index the relative competitiveness of inter-
nal pay rates based on pay range midpoints.

Comparison systems a type of performance-appraisal 
method, require that raters (e.g., supervisors) evaluate 
a given employee’s performance against other employ-
ees’ performance attainments. Employees are ranked 
from the best performer to the poorest performer.

Compensable factors are job attributes (e.g., skill, effort, 
responsibility, and working conditions) that compensa-
tion professionals use to determine the value of jobs.

Compensation budgets are blueprints that describe the 
allocation of monetary resources to fund pay structures.

Compensation committees contain board of director 
members within and outside a company. Compensation 
committees review executive compensation consultants’ 
alternate recommendations for compensation packages, 
discuss the assets and liabilities of the recommenda-
tions, and recommend the consultant’s best proposal to 
the board of directors for its consideration.
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Cross-departmental models a kind of pay-for-knowl-
edge program, promote staffing flexibility by training 
employees in one department with some of the critical 
skills they would need to perform effectively in other 
departments.

Cross-functional skills information indicates developed 
capacities that facilitate performance of activities that 
occur across jobs.

Current profit sharing plans award cash to employees, 
typically on a quarterly or annual basis.

Davis–Bacon Act of 1931 established employment stan-
dards for construction contractors holding federal gov-
ernment contracts valued at more than $2,000. Such 
contractors must pay laborers and mechanics at least 
the prevailing wage in their local area.

Day care refers to programs that supervise and care for 
young children and elderly relatives when their regular 
caretakers are at work.

Deductible is the out-of-pocket expense that employees 
must pay before dental, medical, or vision insurance 
benefits become active.

Deferred compensation refers to an agreement between 
an employee and a company to render payments to an 
employee at a future date. Deferred compensation is a 
hallmark of executive compensation packages.

Deferred profit sharing plans place cash awards in trust 
accounts for employees. These trusts are set aside on 
employees’ behalf as a source of retirement income.

Defined benefit plans guarantee retirement benefits 
specified in the plan document. This benefit usually is 
expressed in terms of a monthly sum equal to a per-
centage of a participant’s preretirement pay multiplied 
by the number of years he or she has worked for the 
employer.

Defined contribution plans require that employers and 
employees make annual contributions to separate retire-
ment fund accounts established for each participating 
employee, based on a formula contained in the plan 
document.

Definitive proxy statement must file this statement 
under Section 14a of the Securities Exchange Act. 
This statement is typically referred to as a DEF 14A,  
revealing detailed information about the compen-
sation of the chief executive officer (CEO) and 
named executive officers (NEOs), who are the four 
most highly compensated executives after the CEO. 
Within the DEF 14A, companies must disclose mul-
tiple types of information about compensation. This 
information should be presented in narrative and 
tabular form. The narrative is referred to as the 
Compensation Discussion & Analysis (CD&A) and 
it must present an unambiguous explanation of all 

characteristics of employees that contribute to success-
ful job performance.

Contingent workers engage in explicitly tentative 
employment relationships with companies.

Contrast errors occur when a rater (e.g., a supervisor) 
compares an employee to other employees rather than 
to specific explicit performance standards.

Contributory financing implies that the company and its 
employees share the costs for discretionary benefits.

Copayments represent nominal payments individuals 
make for office visits to their doctors or for prescription 
drugs.

Core compensation describes the monetary rewards 
employees receive. There are seven types of core com-
pensation: two forms of base pay hourly pay (or wage) 
and salary, seniority pay, merit pay, incentive pay, cost-
of-living adjustments (COLAs), and pay-for-knowl-
edge and skill-based pay.

Core employees possess full-time jobs, and they gener-
ally plan long-term or indefinite relationships with their 
employers.

Core hours as applied to flextime schedule, are the hours 
when all workers must be present.

Core plus option plans establish a set of benefits (e.g., 
medical insurance) as mandatory for all employees who 
participate in flexible benefits plans.

Cost-of-living adjustments (COLAs) represent periodic 
base pay increases that are based on changes in prices, 
as indexed by the consumer price index (CPI). COLAs 
enable workers to maintain their purchasing power and 
standard of living by adjusting base pay for inflation.

Cost leadership strategy or lowest-cost strategy focuses 
on gaining competitive advantage by being the lowest-
cost producer of a product or service within the mar-
ketplace, while selling the product or service at a price 
advantage relative to the industry average. Lowest-cost 
strategies require aggressive construction of efficient-
scale facilities and vigorous pursuit of cost minimiza-
tion in areas such as operations, marketing, and human 
resources.

Coverage requirements limit an employer’s freedom to 
exclude employees from qualified plans. Tests to deter-
mine whether coverage requirements are met include 
the ratio percentage test and the average benefit tests.

Critical incident technique (CIT) a specific kind of behav-
ioral system, requires job incumbents and their super-
visors to identify performance incidents—on-the-job 
behaviors and behavioral outcomes—that distinguish 
successful performance from unsuccessful performance. 
The supervisor then observes the employees and records 
their performance on these critical job aspects.
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Companies usually charge draws against commissions 
that sales professionals are expected to earn.

Dual capacity is a legal doctrine that applies to the 
relationship between employers and employees. 
Specifically, a company may fulfill a role for employees 
that is completely different from its role as employer.

Dual employer common law doctrine establishes tem-
porary workers’ rights to receive workers’ compensa-
tion. According to this doctrine, temporary workers are 
employees of both temporary employment agencies 
and the client companies. The written contract between 
the employment agency and the client company speci-
fies which organization’s workers’ compensation policy 
applies in the event of injuries.

Early retirement programs contain incentives designed 
to encourage highly paid employees with substantial 
seniority to retire earlier than they planned. These 
incentives expedite senior employees’ retirement eligi-
bility and increase retirement income. In addition, many 
companies include continuation of medical benefits.

Economic Growth and Tax Relief Reconciliation Act of 
2001 created tax benefits to individuals and companies 
in various ways (e.g., increasing the amount companies 
and employees can contribute to qualified retirement 
plans on a pretax basis).

Economic reality test (or economic realities) helps com-
panies determine whether employees are financially 
dependent on them.

Economic recession refers to a general slowdown in 
economic activity. Evidences of economic recessions 
include reduced gross domestic product (GDP) and 
increased unemployment rates.

Education based on Equal Employment Opportunity 
Commission guidelines, refers to formal training.

EEOC v. Chrysler a district court ruling, deemed that early 
retirement programs are permissible when companies 
offer them to employees on a voluntary basis. Forcing 
early retirement upon older workers represents age 
discrimination.

EEOC v. Madison Community Unit School District No. 
12 a circuit court ruling, sheds light on judging whether 
jobs are equal based on four compensable factors: skill, 
effort, responsibility, and working conditions.

Elimination period refers to the minimum amount of time 
an employee must wait after becoming disabled before 
disability insurance payments begin. Elimination peri-
ods follow the completion of the preeligibility period.

Employee assistance programs (EAPs) help employees 
cope with personal problems that may impair their job 
performance (e.g., alcohol or drug abuse, domestic 
violence, the emotional impact of AIDS and other dis-
eases, clinical depression, and eating disorders).

executive compensation information contained in the 
tables.

DEF 14A See also definitive proxy statements.

Deliberate and knowing torts are a type of tort that 
entails an employer’s deliberate and knowing intent to 
harm at least one employee. See also torts.

Dental insurance provides reimbursement for routine 
dental checkups and particular corrective procedures.

Depth of knowledge refers to the level of specialization, 
based on job-related knowledge, an employee brings to 
a particular job.

Depth of skills refers to the level of specialization, based 
on skills, an employee brings to a particular job.

Differentiation strategies focus on product or service 
development that is unique from those of its com-
petitors. Differentiation can take many forms, including 
design or brand image, technology, features, customer 
service, and price.

Direct hire arrangements refer to companies’ recruit-
ment and selection of temporary workers without assis-
tance from employment agencies.

Discretionary benefits are benefits that employers offer 
at their own choice. These benefits fall into three broad 
categories: protection programs, paid time off, and 
services.

Discretionary bonuses are awarded to executives on an 
elective basis by boards of directors. Boards of direc-
tors weigh four factors in determining discretionary 
bonus amounts: company profits, the financial condi-
tion of the company, business conditions, and prospects 
for the future.

Discretionary income covers a variety of financial obliga-
tions in the United States for which expatriates remain 
responsible.

Disparate impact represents unintentional employment 
discrimination. It occurs whenever an employer applies 
an employment practice to all employees, but the prac-
tice leads to unequal treatment of protected employee 
groups.

Disparate treatment represents intentional employment 
discrimination, occurring whenever employers inten-
tionally treat some workers less favorably than others 
because of their race, color, sex, national origin, or 
religion.

Distribution refers to the payment of vested retirement 
benefits to participants or beneficiaries.

Dodd-Frank Act See also Wall Street Reform and Consumer 
Protection Act of 2010.

Draw is a subsistence pay component (i.e., to cover 
basic living expenses) in sales compensation plans. 
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Executive Order 11478 prohibits employment discrimi-
nation on the basis of race, color, religion, sex, national 
origin, handicap, and age (401 FEP Manual 4061).

Executive Order 11935 prohibits employment of non-
residents in U.S. civil service jobs (401 FEP Manual 
4121).

Executive orders influence the operation of the federal 
government and companies that are engaged in busi-
ness relationships with the federal government.

Exempt refers to an employee’s status regarding the over-
time pay provision of the Fair Labor Standards Act of 
1938 (FLSA). Administrative, professional, and execu-
tive employees are generally exempt from the FLSA 
overtime and minimum wage provisions.

Expatriates are U.S. citizens employed in U.S. compa-
nies with work assignments outside the United States.

Experience and training information describes specific 
preparation required for entry into a job plus past 
work experience contributing to qualifications for an 
occupation.

Extrinsic compensation includes both monetary and non-
monetary rewards.

Fair Labor Standards Act of 1938 (FLSA) addresses major 
abuses that intensified during the Great Depression and 
the transition from agricultural to industrial enterprises. 
These include substandard pay, excessive work hours, 
and the employment of children in oppressive working 
conditions.

Fairpay Rules specify the criteria for distinguishing 
between work that is not exempt from the overtime pay 
provision of the Fair Labor Standards Act.

Family and Medical Leave Act of 1993 (FMLA) requires 
employers to provide employees 12 weeks of unpaid 
leave per year in cases of family or medical emergency.

Family assistance programs help employees provide 
elder care and child care. Elder care provides physical, 
emotional, or financial assistance for aging parents, 
spouses, or other relatives who are not fully self-suffi-
cient because they are too frail or disabled. Child care 
programs focus on supervising preschool-age depen-
dent children whose parents work outside the home.

Family coverage offers health insurance benefits to the 
covered employee and his or her family members as 
defined by the plan (usually, spouse and children).

Federal constitution forms the basis for employment 
laws.

Federal Employees’ Compensation Act mandates work-
ers’ compensation insurance protection for federal 
civilian employees.

Federal government oversees the entire United States 
and its territories. The vast majority of laws that 

Employee benefits include any variety of programs that 
provide paid time off (e.g., vacation), employee ser-
vices (e.g., transportation services), and protection pro-
grams (e.g., life insurance).

Employee-financed benefits do not require the employer 
to finance discretionary benefits because employees 
bear the entire cost.

Employee Retirement Income Security Act of 1974 
(ERISA) was established to regulate the establishment 
and implementation of various fringe compensation 
programs. These include medical, life, and disability 
insurance programs, as well as pension programs. The 
essence of ERISA is the protection of employee ben-
efits rights.

Employee stock option plans represent one type of com-
panywide incentives. Companies grant employees the 
right to purchase shares of company stock.

Employee’s anniversary date represents the date 
an employee began working for his or her present 
employer. Employees often receive performance 
appraisals on their anniversary dates.

Equal Employment Opportunity Commission a federal 
government agency, oversees and enforces various 
employment laws that guard against illegal discrimina-
tion including Title VII of the Civil Rights Act of 1964.

Equal Pay Act of 1963 requires that men and women 
should receive equal pay for performing equal work.

Equity plans refers to a type of deferred compensation 
that is designed to provide an executive with an owner-
ship stake in the company through a variety of mecha-
nisms, including stock plans.

Equity theory suggests that an employee must regard his 
or her own ratio of merit-increase pay to performance, 
as similar to the ratio for other comparably performing 
people in the company.

Errors of central tendency occur when raters (e.g., super-
visors) judge all employees as average or close to 
average.

Exchange rate is the price at which one country’s cur-
rency can be swapped for another.

Exclusion provisions are the particular conditions that are 
ineligible for coverage. For example, most disability 
insurance plans do not provide coverage for disabilities 
that result from self-inflicted injuries.

Executive compensation consultants propose recom-
mendations to chief executive officers and board of 
director members for alternate executive compensation 
packages.

Executive Order 11246 requires companies holding con-
tracts (worth more than $50,000 per year and employ-
ing 50 or more employees) with the federal government 
to develop written affirmative action plans each year.
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based on improved company performance, whether for 
increased productivity, increased customer satisfaction, 
lower costs, or better safety records.

General Schedule (GS) classifies federal government jobs 
into 15 classifications (GS-1 through GS-15), based on 
such factors as skill, education, and experience levels. 
In addition, jobs that require high levels of specialized 
education (e.g., a physicist), significantly influence 
public policy (e.g., law judges), or require executive 
decision making are classified in three additional cat-
egories: Senior Level (SL), Scientific & Professional 
(SP) positions, and the Senior Executive Service (SES).

Generalist may be an executive, performs tasks in a vari-
ety of HR-related areas. The generalist is involved in 
several, or all, of the compensation functions such as 
building job structures, market competitive pay sys-
tems, and merit pay structures.

Generalized work activities information describes gen-
eral types of job behaviors occurring on multiple jobs.

Golden parachutes a kind of executive deferred compen-
sation, provide pay and benefits to executives following 
their termination resulting from a change in ownership 
or corporate takeover.

Goods and services allowances compensate expatriates 
for the difference between goods and services costs in 
the United States and in the foreign post.

Government Employee Rights Act of 1991 protects U.S. 
Senate employees from employment discrimination on 
the basis of race, color, religion, sex, national origin, 
age, and disability (401 FEP Manual 851).

Graduated commissions increase percentage pay rates 
for progressively higher sales volume in a given period.

Grandfathered plans are health plans that were in effect 
prior to the implementation date (March 23, 2010) of 
the Patient Protection and Affordable Care Act of 2010.

Great Depression refers to the period during the 1930s 
when many businesses failed and many workers 
became chronically unemployed.

Green circle rates represent pay rates for jobs that fall 
below the designated pay minimums.

Gross domestic product (GDP) describes the size of a 
country’s economy. Size is expressed as the market 
value of all final goods and services produced within the 
country over a specified period. The GDP is typically 
calculated by the country’s national statistical agency.

GDP per capita generally indicates the standard of living 
within a country: The larger the GDP per capita, pre-
sumably the better the standard of living.

Group incentive programs reward employees for their 
collective performance, rather than for each employee’s 
individual performance.

influence compensation were established at the federal 
level.

Federal Insurance Contributions Act (FICA) taxes 
employees and employers to finance the Social Security 
Old-Age, Survivor, and Disability Insurance Program 
(OASDI).

Federal Unemployment Tax Act (FUTA) mandates 
employer contributions to fund state unemployment 
insurance programs.

Fee-for-service plans provide protection for three types of 
medical expenses: hospital expenses, surgical expenses, 
and physician’s charges.

Fiduciaries are individuals who manage employee ben-
efits plans and pension plan funds.

First-impression effect occurs when a rater (e.g., a super-
visor) makes an initial favorable or unfavorable judg-
ment about an employee and then ignores or distorts the 
employee’s actual performance based on this impression.

Flexible benefits plan allows employees to choose a 
portion of their discretionary benefits based on a com-
pany’s discretionary benefits options.

Flexible scheduling and leave allows employees to take 
time off during work hours to care for relatives or react 
to emergencies.

Flexible spending accounts (FSAs) permit employees to 
pay for certain benefits expenses (e.g., child care) with 
pretax dollars.

Flextime schedules allow employees to modify work 
schedules within specified limits set by the employer.

Forced distribution is a specific kind of comparison per-
formance appraisal system in which raters (e.g., super-
visors) assign employees to groups that represent the 
entire range of performance.

Foreign service premium is a monetary payment awarded 
to expatriates above their regular base pay.

Forfeitures are amounts from the accounts of employees 
who terminated their employment prior to earning vest-
ing rights.

Freelancers See also independent contractors.

Free-rider effect occurs when employees of lower ability, 
skill, and effort benefit equally as employees of higher 
ability, skill, and effort in group incentive plans. The 
free-rider effect can lead to resentment and turnover of 
stronger contributors because weaker contributors are 
getting a “free ride.”

Fully insured refers to an employee’s status in the retirement 
income program under the Social Security Act of 1935. 
Forty quarters of coverage lead to fully insured status.

Gain sharing describes group incentive systems that pro-
vide participating employees an incentive payment 
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Horizontal knowledge refers to similar knowledge (e.g., 
record keeping applied to payroll applications and 
record keeping applied to employee benefits).

Horizontal skills refer to similar skills (e.g., assembly 
skills applied to lawn mowers and assembly skills 
applied to snow blowers).

Hospital insurance tax (HI) supports the Medicare Part A 
program. Also known as Medicare tax.

Host country-based method compensates expatriates 
based on the host countries’ pay scales.

Host country nationals (HCNs) are foreign national citi-
zens who work in U.S. companies’ branch offices or 
manufacturing plants in their home countries.

Hourly pay is one type of base pay. Employees earn 
hourly pay for each hour worked.

Housing and utilities allowances compensate expatriates 
for the difference between housing and utilities costs in 
the United States and in the foreign post.

Human capital as defined by economists, refers to sets of 
collective knowledge, skills, and abilities (KSAs) that 
employees can apply to create value for their employ-
ers. Companies purchase the use of human capital by 
paying employees an hourly wage or salary and provid-
ing benefits such as paid vacation and health insurance. 
See also human capital theory.

Human capital theory states that employees’ knowledge 
and skills generate productive capital known as human 
capital. Employees can develop knowledge and skills 
from formal education or on-the-job experiences.

Human resource strategies specify the use of multiple 
HR practices to reinforce competitive business strategy. 
These statements are consistent with a company’s com-
petitive strategy.

Hybrid plans are retirement plans that combine features 
of defined benefit and defined contribution plans.

Hypothetical tax is the U.S. income tax based on the 
same salary level, excluding all foreign allowances.

Illegal discriminatory bias occurs when a supervisor 
rates members of his or her race, gender, nationality, or 
religion more favorably than members of other classes.

Improshare is a specific kind of gain sharing program 
that rewards employees based on a labor hour ratio for-
mula. A standard is determined by analyzing historical 
accounting data to find the number of labor hours needed 
to complete a product. Productivity is then measured as a 
ratio of standard labor hours and actual labor hours.

Incentive effect refers to a worker’s willingness to work 
diligently to produce more quality output than simply 
attending work without putting in the effort.

Incentive pay or variable pay is defined as compensa-
tion, other than base wages or salaries, that fluctuates 

Groupthink occurs when all group members agree on 
mistaken solutions because they share the same mind-
set and view issues through the lens of conformity.

Hardship allowance compensates expatriates for their 
sacrifices while on assignment.

Headquarters-based method compensates all employees 
according to the pay scales used at the headquarters.

Health insurance covers the costs of a variety of services 
that promote sound physical and mental health, includ-
ing physical examinations, diagnostic testing (X-rays), 
surgery, and hospitalization. Companies can choose 
from four broad classes of plans: fee-for-service plans, 
managed care plans, point-of-service plans, and con-
sumer-driven health care.

Health Maintenance Organization Act of 1973 (HMO 
Act) encouraged the use of HMOs as an alternative 
approach to delivering health care services.

Health maintenance organizations (HMOs) are some-
times described as providing “prepaid medical ser-
vices” because fixed periodic enrollment fees cover 
HMO members for all medically necessary services, 
as long as the services are delivered or approved by the 
HMO. HMOs represent an alternative to commercial 
and self-funded insurance plans.

Health reimbursement accounts (HRAs) are established 
and funded by employers for employees as a source to 
cover eligible health care costs.

Health savings accounts (HSAs) are established by 
employers for employees as a source to cover eligible 
health care costs. Employees, employers, or both may 
make contributions to fund these accounts. HSAs have 
advantages relative to other types of medical savings 
accounts (flexible spending accounts and health reim-
bursement accounts). HSAs are portable, which means 
that the employee owns the account balance after the 
employment relationship ends. Also, HSAs are subject 
to inflation-adjusted funding limits.

High-deductible health insurance plans require substan-
tial deductibles and low out-of-pocket maximums.

Highly compensated employees are defined by the 
Internal Revenue Service as an officer. The term key 
‘employee’ means any employee who at any time dur-
ing the year is an officer having annual pay of more than 
$170,000, OR an individual who for 2015 was either of 
the following: a 5 percent owner of the employer’s 
business or a 1 percent owner of the employer’s busi-
ness whose annual pay was more than $150,000.

Home country-based pay method compensates expatri-
ates the amount they would receive if they were per-
forming similar work in the United States.

Home leave benefits enable expatriates to take paid time 
off in the United States.
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of industries. Interindustry wage differentials can be 
attributed to a number of factors, including the indus-
try’s product market, the degree of capital intensity, 
the profitability of the industry, and unionization of the 
workforce.

Internal Revenue Code (IRC) is the set of federal govern-
ment regulations pertaining to taxation in the United 
States (e.g., sales tax, individual income tax, corporate 
income tax).

Internally consistent compensation systems clearly 
define the relative value of each job among all jobs 
within a company. This ordered set of jobs represents 
the job structure or hierarchy. Companies rely on a sim-
ple, yet fundamental, principle for building internally 
consistent compensation systems: Jobs that require 
greater qualifications, more responsibilities, and more 
complex duties should be paid more highly than jobs 
that require lesser qualifications, fewer responsibilities, 
and less complex job duties.

Intrinsic compensation reflects employees’ psychologi-
cal mind-sets that result from performing their jobs, for 
example, experiencing a great feeling from the belief 
that one’s work matters in the lives of others.

Involuntary part-time employees work fewer than 35 
hours per week because they are unable to find full-
time employment.

Job analysis is a systematic process for gathering, docu-
menting, and analyzing information in order to describe 
jobs.

Job-based pay compensates employees for jobs they cur-
rently perform.

Job content refers to the actual activities that employees 
must perform in the job. Job content descriptions may 
be broad, general statements of job activities or detailed 
descriptions of duties and tasks performed in the job.

Job-content evaluation an approach to evaluating job 
worth, takes skill, effort, responsibility, and working 
conditions into account.

Job control unionism refers to a union’s success in nego-
tiating formal contracts with employees and establish-
ing quasi-judicial grievance procedures to adjudicate 
disputes between union members and employers.

Job descriptions summarize a job’s purpose and list its 
tasks, duties, and responsibilities, as well as the skills, 
knowledge, and abilities necessary to perform the job at 
a minimum level.

Job duties a section in job descriptions, describe the 
major work activities and, if pertinent, supervisory 
responsibilities.

Job evaluation systematically recognizes differences in 
the relative worth among a set of jobs and establishes 
pay differentials accordingly.

according to employees’ attainment of some standard 
(e.g., a preestablished formula, individual or group 
goals, or company earnings).

Incentive stock options entitle executives to purchase 
their companies’ stock in the future at a predetermined 
price. The predetermined price usually equals the stock 
price at the time an executive receives the stock options. 
Incentive stock options entitle executives to favorable 
tax treatment.

Income annuities distribute income to retirees based on 
retirement savings paid to insurance companies in 
exchange for guaranteed monthly checks for life.

Indemnity plans refer to traditional health insurance 
plans in which the insurance company agrees to pay a 
designated percentage of the costs for health insurance 
procedures and the insured (i.e., recipient of the insur-
ance benefit) agrees to pay a designated percentage.

Independent contractors are contingent workers who 
typically possess specialized skills that are in short sup-
ply in the labor market. Companies select independent 
contractors to complete particular projects of short-
term duration—usually a year or less.

Indexes of living costs abroad compare the costs (U.S. 
dollars) of representative goods and services (excluding 
education) expatriates purchase at the foreign loca-
tion and the cost of comparable goods and services 
purchased in the Washington, DC, area. Companies 
use these indexes to determine appropriate goods and 
service allowances.

Individual incentive plans reward employees for meeting 
work-related performance standards (e.g., quality, produc-
tivity, customer satisfaction, safety, and attendance). Any 
one or a combination of these standards may be used.

Inflation is the increase in prices for consumer goods 
and services. Inflation erodes the purchasing power of 
currency.

Insurance policy refers to a contractual relationship 
between the insurance company and beneficiary. It 
specifies the amount of money that the insurance com-
pany will pay for such particular services as physical 
examinations.

Integrated paid time-off policies enable employees to 
schedule time off without justifying the reasons.

Integrity Staffing Solutions, Inc. v. Busk et al. a U.S. 
Supreme Court ruling in which security screenings 
were not deemed to be a compensable activity when 
this activity is not an integral part of an employee’s job 
description.

Interests represent individuals’ liking or preference for 
performing specific jobs.

Interindustry wage differentials represent the pattern 
of pay and benefits associated with characteristics 
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time Goodyear endorsed each paycheck, making each 
paycheck a separate act of illegal pay discrimination.

Legally required benefits are protection programs that 
attempt to promote worker safety and health, maintain 
family income streams, and assist families in crisis. 
The key legally required benefits are mandated by the 
following laws: the Social Security Act of 1935, vari-
ous state workers’ compensation laws, the Family and 
Medical Leave Act of 1993, and the Patient Protection 
and Affordable Care Act of 2010.

Leniency errors occur when raters (e.g., supervisors) 
appraise an employee’s performance more highly than 
it really rates, compared with objective criteria.

Licensing information describes licenses, certificates, or 
registrations that are used to identify levels of skill or 
performance relevant to occupations.

Life insurance protects employees’ families by paying 
a specified amount to employees’ beneficiaries upon 
employees’ deaths. Most policies pay some multiple of 
the employees’ salaries.

Lilly Ledbetter Fair Pay Act enables a female employee 
to file a charge of illegal pay discrimination within  
180 days following receipt of a paycheck in which she 
feels that she may be discriminated against.

Line employees are directly involved in producing com-
panies’ goods or service delivery. Assembler, produc-
tion worker, and sales employee are examples of line 
jobs.

Local governments refer to municipal or county-level 
organizations that provide public services and ensure 
that the rights of citizens and employees are upheld in 
accordance with pertinent laws and regulations.

Longshore and Harborworkers’ Compensation Act   
mandates workers’ compensation insurance protection 
for maritime workers.

Long-term disability initially refers to illnesses or acci-
dents that prevent an employee from performing his 
or her “own occupation” over a designated period. The 
term own occupation applies to employees based on 
education, training, or experience. After the designated 
period elapses, the definition becomes more inclusive 
by adding the phrase “inability to perform any occu-
pation or to engage in any paid employment.” The 
second-stage definition is consistent with the concept 
of disability in workers’ compensation programs.

Long-term disability insurance provides benefits for 
extended periods of time anywhere between 6 months 
and life.

Lorance v. AT&T Technologies a Supreme Court case, 
limited employees’ rights to challenge the use of senior-
ity systems to only 180 days from the system’s imple-
mentation date.

Job levelling refers to corrections that companies can 
make for differences between their jobs and external 
benchmark jobs. These corrections are based on subjec-
tive judgment rather than on objective criteria.

Job-point accrual model a type of pay-for-knowledge 
program, provides employees opportunities to develop 
skills and learn to perform jobs from different job 
families.

Job sharing is a special kind of part-time employment 
agreement. Two or more part-time employees perform 
a single full-time job.

Job summary a statement contained in job descriptions, 
summarizes the job based on two to four descriptive 
statements.

Job titles listed in job descriptions, indicate job designations.

Just-meaningful pay increase refers to the minimum pay 
increase that employees will see as making a substan-
tial change in compensation.

Key employees as defined by the Internal Revenue 
Service (IRS), include any employee who during the 
current year is an officer of the employer having an 
annual pay of more than $170,000, or an individual 
who for 2015 was either of the following: a 5 percent 
owner of the employer’s business or a 1 percent owner 
of the employer’s business whose annual pay was more 
than $150,000. These dollar amounts are indexed for 
inflation in increments of $5,000.

Knowledge based on Equal Employment Opportunity 
Commission guidelines, refers to a body of informa-
tion applied directly to the performance of a function. 
Similarly, according to O*NET, knowledge refers to 
organized sets of principles and facts applying in gen-
eral domains.

Labor hour ratio formula used in determining the pay-
outs in Improshare plans, refers to a standard deter-
mined by analyzing historical accounting data to find 
the number of labor hours needed to complete a prod-
uct. Productivity is then measured as a ratio of standard 
labor hours and actual labor hours.

Lease companies employ qualified individuals and place 
them in client companies on a long-term, presumably 
“permanent” basis. Lease companies place employees 
within client companies in exchange for fees.

Ledbetter v. Goodyear Tire & Rubber Co. a court case 
in which a female employee named Ledbetter sued 
Goodyear Tire & Rubber Co. after she learned that 
some male employees with the same job had been paid 
substantially more than her over a period of several 
years. Ledbetter claimed that the statute of limitation 
period began when each discriminatory pay decision 
was made and communicated to her. She argued that 
multiple pay decisions were made over the years each 
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Median is the middle value in an ordered sequence of 
numerical data.

Medical reimbursement plans reimburse employees for 
some or all of the cost of prescription drugs. These 
plans pay benefits after an employee has met an annual 
deductible for the plan.

Medicare Advantage refers to a variety of health insur-
ance coverage options for individuals eligible for 
Medicare protection who choose not to participate in 
Parts A and B. It is informally referred to as Medicare 
Part C.

Medicare Part A refers to compulsory hospitalization 
insurance that covers both inpatient and outpatient hos-
pital care and services.

Medicare Part B is voluntary supplementary medical 
insurance that covers 80 percent of medical services 
and supplies (for example, outpatient care, labora-
tory tests). Part B also provides ambulance services 
when other modes of transportation may endanger the 
patient’s life.

Medicare Prescription Drug, Improvement and 
Modernization Act of 2003 led to changes in the 
Medicare program by adding prescription drug cover-
age and recognizing health savings accounts (HSAs).

Medicare Select plans are Medigap policies that offer 
lower premiums in exchange for limiting the choice of 
health care providers.

Medicare tax See also hospital insurance tax (HI).

Medigap insurance supplements Medicare Part A and 
Part B coverage and is available to Medicare recipients 
in most states from private insurance companies for an 
extra fee.

Mental Health Parity Act and Addiction Equity Act of 
2008 is a law that requires that any group health plan 
that includes mental health and substance use disorder 
benefits along with standard medical and surgical cov-
erage must treat them equally in terms of out-of-pocket 
costs, benefit limits, and practices such as prior authori-
zation and utilization review.

Merit pay increase budget limits the amount of pay 
raises that can be awarded to employees for a specified 
time period. A merit pay increase budget is expressed 
as a percentage of the sum of employees’ current base 
pay.

Merit pay programs reward employees with permanent 
increases to base pay according to differences in job 
performance.

Midpoint pay value is the halfway mark between the 
range minimum and maximum rates. Midpoints rep-
resent the competitive market rate determined by the 
analysis of compensation survey data.

Lump sum distributions refer to single payments of 
benefits. In defined contribution plans, lump sum dis-
tributions equal the sum of the vested amount of all 
employee and vested employer contributions and inter-
est on this sum.

Mail order prescription drug programs dispense expen-
sive medications used to treat chronic health conditions.

Malemployment occurs when job holders possess greater 
education, skills, or knowledge than is required to per-
form their jobs.

Managed care plans emphasize cost control by limiting an 
employee’s choice of doctors and hospitals. These plans 
also provide protection against health care expenses in 
the form of prepayment to health care providers.

Management by objectives (MBO) a goal-oriented per-
formance-appraisal method, requires that supervisors 
and employees determine objectives for employees 
to meet during the rating period, and then employees 
appraise how well they have achieved their objectives.

Management incentive plans award bonuses to man-
agers who meet or exceed objectives based on sales, 
profit, production, or other measures for their division, 
department, or unit.

Market-based evaluation an approach to job evaluation, 
uses market data to determine differences in job worth.

Market-competitive pay systems represent companies’ 
compensation policies that fit the imperatives of com-
petitive advantage. Compensation professionals build 
market-competitive compensation systems based on the 
results of compensation surveys.

Market lag policy distinguishes companies from the 
competition by compensating employees less than most 
competitors. Lagging the market indicates that pay lev-
els fall below the market pay line.

Market lead policy distinguishes companies from the 
competition by compensating employees more highly 
than most competitors. Leading the market denotes pay 
levels above the market pay line.

Market match policy most closely follows the typical 
market pay rates because companies pay according to 
the market pay line. Thus, pay rates fall along the mar-
ket pay line.

Market pay line is representative of typical market pay 
rates relative to a company’s job structure.

Maximum benefit limits refer to the maximum amount 
of money an insurance company expressed on a per-
health care procedure basis for a benefits plan year or 
for the lifetime of the insured employee.

Mean is a measure of central tendency calculated as the 
sum of numbers (e.g., annual salaries in the marketing 
department) divided by the number of salaries.
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at the time an executive receives the stock options. 
Nonstatutory stock options do not entitle executives to 
favorable tax treatment.

North American Free Trade Agreement (NAFTA) became 
effective on January 1, 1994. NAFTA has two main 
goals: First, NAFTA was designed to reduce trade bar-
riers among Mexico, Canada, and the United States. 
Second, NAFTA also set out to remove barriers to 
investment among these three countries.

Occupation a group of jobs, found at more than one com-
pany, in which a common set of tasks are performed 
or are related in terms of similar objectives, method-
ologies, materials, products, worker actions, or worker 
characteristics.

Occupation requirements in O*NET include information 
about typical activities required across occupations. 
Identifying generalized work activities and detailed 
work activities summarizes the broad and more specific 
types of job behaviors and tasks that may be performed 
within multiple occupations.

Occupational Information Network (O*NET) is a data-
base designed to describe jobs in the relatively new 
service sector of the economy and to more accurately 
describe jobs that evolved as the result of technological 
advances. O*NET replaces the Revised Handbook for 
Analyzing Jobs.

Occupational Safety and Health Act of 1970 ensures 
safe and healthful working conditions for working men 
and women by authorizing enforcement of the stan-
dards under the act.

Occupation-specific requirements information describes 
the characteristics of a particular occupation. These 
particular requirements are occupational skills, knowl-
edge, tasks, duties, machines, tools, and equipment.

Offering period refers to the span in time over which 
employees, including executives, may purchase the 
employer’s stock based on the money set aside in their 
accounts established through payroll deduction.

Older Workers Benefit Protection Act (OWBPA) the 
1990 amendment to the ADEA, indicates that employ-
ers can require older employees to pay more than 
younger employees for health care insurance coverage. 
This practice is permissible when older workers collec-
tively do not make proportionately larger contributions 
than the younger workers.

On-call arrangements are a method for employing tem-
porary workers.

O*NET database See also Occupational Information Network 
(O*NET).

O*NET User’s Guide provides detailed information about 
the O*NET job content model, its applications, and 
how to use the system.

Mobility premiums reward employees for moving from 
one assignment to another.

Multiple-tiered commissions increase percentage pay 
rates for progressively higher sales volume in a given 
period only if sales exceed a predetermined level.

Named executive officers (NEOs) are the four most highly 
compensated after the CEO, and detailed information 
about their compensation must be disclosed in the defini-
tive proxy statement DEF 14A.

National Labor Relations Act of 1935 (NLRA) establishes 
employees’ rights to bargain collectively with employ-
ers on such issues as wages, work hours, and working 
conditions.

Negative halo effect occurs when a rater (e.g., a supervi-
sor) generalizes an employee’s negative behavior on 
one aspect of the job to all aspects of the job.

Nominal compensation is the face value of a dollar.

Noncontributory financing implies that the company 
assumes total costs for discretionary benefits.

Nondiscrimination rules prohibit employers from dis-
criminating in favor of highly compensated employees 
in contributions or benefits, availability of benefits, 
rights, or plan features. Also, employers may not amend 
pension plans to favor highly compensated employees.

Nonexempt refers to an employee’s status regarding the 
overtime pay provision of the Fair Labor Standards Act 
of 1938 (FLSA). Employees whose jobs do not fall into 
particular categories (e.g., administrative, professional, 
and executive employees) are generally covered by 
overtime and minimum wage provisions.

Non-grandfathered plans refer to health plans that were 
established after the implementation date (March 23, 
2010) of the Patient Protection and Affordable Care Act 
of 2010.

Nonqualified plans are welfare and pension plans that 
do not meet various requirements set forth by the 
Employee Retirement Income Security Act of 1974 
(ERISA), disallowing favorable tax treatment for 
employee and employer contributions.

Nonrecoverable draws act as salary because sales 
employees are not obligated to repay the loans if they 
do not sell enough.

Nonrecurring merit increases or merit bonuses are lump 
sum monetary awards based on employees’ past job 
performances. Employees do not continue to receive 
nonrecurring merit increases every year. Employees 
must instead earn them each time.

Nonstatutory stock options a kind of executive deferred 
compensation, entitle executives to purchase their com-
panies’ stock in the future at a predetermined price. 
The predetermined price usually equals the stock price 
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maximum values denote the acceptable lower and upper 
bounds of pay for the jobs within particular pay grades.

Pay structures represent pay rate differences for jobs of 
unequal worth and the framework for recognizing dif-
ferences in employee contributions.

Paycheck Fairness Act is a second key initiative in clos-
ing the pay gap between men and women. This bill 
strengthens the Equal Pay Act of 1963 by strengthening 
the remedies available to put sex-based pay discrimina-
tion on par with race-based pay discrimination. That 
is, employers are now required to justify unequal pay 
by showing that the pay disparity is not sex based, but, 
rather, job related. This act also prohibits employers 
from retaliating against employees who share salary 
information with their coworkers.

Pay-for-knowledge reward managerial, service, or pro-
fessional workers for successfully learning specific 
curricula.

Pension Benefit Guaranty Corporation (PBGC) is a self-
financed corporation established by ERISA to insure 
private-sector defined benefit plans.

Pension plans provide income to individuals and benefi-
ciaries throughout their retirement. Also called retire-
ment programs.

Pension programs provide income to individuals through-
out their retirement.

Pension Protection Act of 2006 is supposed to help shore 
up the financial solvency of defined benefit plans in 
private sector companies and to permit employers to 
automatically enroll employees in defined contribution 
plans (e.g., 401(k) plans).

Per capita expenditure on health care refers to the sum 
of public health expenditure and private expenditure on 
health. This measure helps compensation professionals 
understand the standard of health care in different coun-
tries, addressing an important element of discretionary 
and legally required benefits.

Percentiles describe dispersion by indicating the percent-
age of figures that fall below certain points. There are 
100 percentiles ranging from the first percentile to the 
100th percentile.

Performance-contingent bonuses awarded to execu-
tives, are based on the attainment of such specific per-
formance criteria as market share.

Performance plan refers to a type of equity agreement 
whereby a company’s board of directors establishes 
performance criteria that an executive must meet before 
receiving a reward of stocks or stock options.

Perks See also perquisites.

Perquisites are benefits offered exclusively to executives 
(e.g., country club memberships).

Organizational context information indicates the charac-
teristics of the organization that influence how people 
do their work.

Out-of-pocket maximum provisions in medical insur-
ance plans limit the total dollar expenditure a benefi-
ciary must pay during any plan year. These provisions 
are most common in commercial medical insurance 
plans.

Outplacement assistance refers to company-sponsored 
technical and emotional support to employees who are 
being laid off or terminated.

Paid time off represents discretionary employee benefits 
(e.g., vacation time) that provide employees time off 
with pay.

Paid time-off banks are policies that compensate employ-
ees when they are not performing their primary work 
duties. Companies offer most paid time off as a matter 
of custom, particularly paid holidays, vacations, and 
sick leave.

Paired comparison a variation of simple ranking job 
evaluation plans, orders all jobs from lowest to high-
est based on comparing the worth of each job in all 
possible job pairs. Paired comparison also refers to a 
specific kind of comparison method for appraising job 
performance. Supervisors compare each employee to 
every other employee, identifying the better performer 
in each pair.

Participation requirements apply to pension plans. 
Employees must specifically be allowed to participate 
in pension plans after they have reached age 21 and 
have completed 1 year of service (based on 1,000 work 
hours).

Patient Protection and Affordable Care Act of 2010 
(PPACA) enacted on March 23, 2010, is a compre-
hensive law that requires employers to offer health 
insurance to employees (the employer mandate). If 
individuals do not have insurance through employment, 
they are required to purchase their own insurance (the 
individual mandate). In either case, monetary penal-
ties are assessed for failure to meet the law’s insur-
ance mandates. Since the act’s passage, the employer 
requirements have been implemented in phases. Full 
implementation will be completed by 2018.

Pay compression occurs whenever a company’s pay 
spread between newly hired or less qualified employees 
and more qualified job incumbents is small.

Pay grades group jobs for pay policy application. Human 
resource professionals typically group jobs into pay 
grades based on similar compensable factors and value.

Pay ranges represent the span of possible pay rates for 
each pay grade. Pay ranges include midpoint, mini-
mum, and maximum pay rates. The minimum and 
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Preeligibility period spans from the initial date of hire 
to eligibility for coverage in a disability insurance 
program.

Preexisting condition is a mental or physical disability 
for which medical advice, diagnosis, care, or treatment 
was received during a designated period preceding the 
beginning of disability or health insurance coverage.

Preferred provider organizations (PPOs) are select 
groups of health care providers that provide health care 
services to a given population at a higher level of reim-
bursement than under commercial insurance plans.

Pregnancy Discrimination Act of 1978 (PDA) is an 
amendment to Title VII of the Civil Rights Act of 1964. 
The PDA prohibits disparate impact discrimination 
against pregnant women for all employment practices.

Premium is the amount of money an individual or com-
pany pays to maintain insurance coverage.

Prepaid medical services refer to most benefits offered 
by HMOs because fixed periodic enrollment fees cover 
HMO members for all medically necessary services 
only if the services are delivered or approved by the 
HMO. Also, alternative name for HMOs.

Prescription card programs operate like HMOs by pro-
viding prepaid benefits with nominal copayments for 
prescription drugs.

Prescription drug plans cover the costs of drugs that 
state or federal laws require be dispensed by licensed 
pharmacists.

Primary care physicians are designated by HMOs to 
determine whether patients require the care of a medi-
cal specialist. This functions to control costs by reduc-
ing the number of medically unnecessary visits to 
expensive specialists.

Probationary period is the initial term of employment 
(usually less than 6 months) during which companies 
attempt to ensure that they have made sound hiring 
decisions. Employees are often not entitled to par-
ticipate in discretionary benefits programs during their 
probationary periods.

Profit sharing plans pay a portion of company profits 
to employees, separate from base pay, cost-of-living 
adjustments, or permanent merit pay increases. Two 
kinds of profit sharing plans are used widely today: cur-
rent profit sharing and deferred profit sharing.

Profit sharing pool is money earmarked for distribution 
to employees who participate in profit sharing plans. 
Companies may choose to fund profit sharing plans 
based on gross sales revenue or some basis other than 
profits.

Protection programs are either legally required or discre-
tionary employee benefits that provide family benefits, 
promote health, and guard against income loss caused 

Person-focused pay rewards employees for specifically 
learning new curricula.

Phantom stock a type of executive deferred compen-
sation, is an arrangement whereby boards of direc-
tors compensate executives with hypothetical company 
stock rather than actual shares of company stock. 
Phantom stock plans are similar to restricted stock 
plans because executives must meet specific conditions 
before they can convert these phantom shares into real 
shares of company stock.

Piecework plan an individual incentive pay program, 
rewards employees based on their individual hourly 
production against an objective output standard, deter-
mined by the pace at which manufacturing equipment 
operates. For each hour, workers receive piecework 
incentives for every item produced over the designated 
production standard. Workers also receive a guaranteed 
hourly pay rate regardless of whether they meet the 
designated production standard.

Plan termination rules are specifications set forth by the 
Pension Benefit Guaranty Corporation (PBGC) regard-
ing the discontinuation of an employer’s defined benefit 
pension plan.

Platinum parachutes are lucrative awards that compen-
sate departing executives with severance pay, continua-
tion of company benefits, and even stock options.

Point factor leveling refers to a particular method of job 
evaluation.

Point method represents a job-content evaluation tech-
nique that uses quantitative methodology. Quantitative 
methods assign numerical values to compensable fac-
tors that describe jobs, and these values are summed as 
an indicator of the overall value for the job.

Point-of-service plans (POSs) combine features of fee-
for-service systems and health maintenance organiza-
tions. Employees pay a nominal copayment for each 
visit to a designated network of physicians; alterna-
tively, they may receive treatment from providers out-
side the network, but they pay more for this choice.

Portal-to-Portal Act of 1947 defines the term hours 
worked that appears in the FLSA.

Positive halo effect occurs when a rater (e.g., a supervi-
sor) generalizes employees’ positive behavior on one 
aspect of the job to all aspects of the job.

Preadmission certification is a certification by a medical 
professional of a health insurance company that may be 
necessary before a doctor can authorize hospitalization 
of a policyholder. Failure to ascertain preadmission cer-
tification may lead to denial of hospitalization benefits.

Predetermined allocation bonuses awarded to execu-
tives, are based on a fixed formula. Company profits are 
often the main determinant of the bonus amounts.
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Relevant labor markets represent the fields of potentially 
qualified candidates for particular jobs.

Reliable job analysis method yields consistent results 
under similar conditions.

Relocation assistance payments cover expatriates’ 
expenses to relocate to foreign posts.

Repatriation is the process of making the transition from 
an international assignment and living abroad to a 
domestic assignment and living in the home country.

Restricted stock plans a company may grant executives 
with stock options at market value or discounted value, 
or they may provide stock instead. Under restricted 
stock plans, executives do not have any ownership con-
trol over the disposition of the stock for a predetermined 
period, often many years. This predetermined period is 
known as the vesting period, much like vesting rights 
associated with employer-sponsored retirement plans.

Restricted stock units are shares of company stock that 
are awarded to executives at the end of the restriction 
period.

Retirement programs provide income to individuals and 
beneficiaries throughout their retirement. Also called 
pension plans.

Right to control test helps companies determine whether 
their workers are employees or independent contractors.

Right-to-work laws prohibit management and unions 
from entering into agreements requiring union mem-
bership as a condition of employment.

Roth 401(k) plans are similar to 401(k) plans, but differ 
in two notable ways: First, employee contributions are 
taxed at the individual’s income tax rate. Second, upon 
retirement, withdrawals are not taxed.

Rucker plan is a particular type of gain sharing program 
that emphasizes employee involvement. Gain sharing 
awards are based on the ratio between value added (less 
the costs of materials, supplies, and services rendered) 
and the total cost of employment.

Sabbatical leaves are paid time off for professional 
development activities such as professional certifica-
tion, conducting research, and curriculum development.

Safe harbors refer to compliance guidelines in a law or 
regulation.

Salary is one type of base pay. Employees earn salaries 
for performing their jobs, regardless of the actual num-
ber of hours worked. Companies generally measure 
salary on an annual basis.

Salary-only plans are specific types of sales compensa-
tion plans. Sales professionals receive fixed-base com-
pensation, which does not vary with the level of units 
sold, increase in market share, or any other indicator of 
sales performance.

by such catastrophic factors as unemployment, disabil-
ity, or serious illnesses.

Purchasing power parity (PPP) exchange rates indi-
cate the worth of all goods and services produced in 
the country (GDP) valued at prices prevailing in the 
United States. This is the measure most economists 
prefer when looking at per capita welfare and when 
comparing living conditions or use of resources across 
countries.

Qualified plans are welfare and pension plans that 
meet various requirements set forth by the Employee 
Retirement Income Security Act of 1974; these plans 
entitle employees and employers to favorable tax treat-
ment by deducting the contributions from taxable 
income. Qualified plans do not disproportionately favor 
highly compensated employees.

Quarters allowances is the U.S. Department of State 
term for housing and utilities allowances.

Quarters of coverage refers to each 3-month period of 
employment during which an employee contributes 
to the retirement income program under the Social 
Security Act of 1935.

Quartiles allow compensation professionals to describe 
the distribution of data, usually annual base pay 
amount, based on four groupings.

Range spread is the difference between the maximum 
and the minimum pay rates of a given pay grade.

Rating errors in performance appraisals reflect differ-
ences between human judgment processes versus objec-
tive, accurate assessments uncolored by bias, prejudice, 
or other subjective, extraneous influences.

Real compensation measures the purchasing power of a 
dollar.

Recertification ensures that employees periodically dem-
onstrate mastery of all the jobs they have learned.

Recoverable draws act as company loans to employees 
that are carried forward indefinitely until employees 
sell enough (i.e., earn a sufficient amount in commis-
sions) to repay their draws.

Red circle rates represent pay rates that are higher than 
the designated pay range maximums.

Referral plans are individual incentive pay plans that 
reward employees for referring new customers or 
recruiting successful job applicants.

Regression analysis describes the linear relationship 
between two variables (i.e., simple regression) or 
between the linear composite of multiple variables and 
one other variable (i.e., multiple regression).

Rehabilitation Act mandates that federal government 
agencies take affirmative action in providing jobs for 
individuals with disabilities (401 FEP Manual 325).
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Self-funded plans are similar to commercial insur-
ance plans with one key difference: Companies typi-
cally draw from their own assets to fund claims when 
self-funded.

Self-funding refers to health insurance plans that pay 
benefits directly from an employer’s assets.

Seniority pay systems reward employees with perma-
nent additions to base pay periodically, according to 
employees’ length of service performing their jobs.

Separation agreements refer to a type of deferred 
compensation which guarantees that an executive 
will receive a lucrative compensation package upon 
employment termination.

Services represent discretionary employee benefits that 
provide enhancements to employees and their families 
(e.g., tuition reimbursement and day care assistance).

Severance pay usually includes several months of pay 
following involuntary termination and, in some cases, 
continued coverage under the employer’s medical 
insurance plan. Employees often rely on severance 
pay to meet financial obligations while searching for 
employment.

Short-term disability refers to an inability to perform 
the duties of one’s regular job usually for fewer than 6 
months.

Short-term disability insurance provides income benefits 
for limited periods of time, usually less than 6 months.

Similar-to-me effect refers to the tendency on the part of 
raters (e.g., supervisors) to judge employees favorably 
who they perceive as similar to themselves.

Simple ranking plan a specific method of job evaluation, 
orders all jobs from lowest to highest according to a 
single criterion (e.g., job complexity or the centrality of 
the job to the company’s competitive strategy).

Single coverage extends health insurance benefits only to 
the covered employee.

Skill based on Equal Employment Opportunity Commission 
guidelines, refers to an observable competence to perform 
a learned psychomotor act.

Skill-based pay used mostly for employees who do physi-
cal work, increases these workers’ pay as they master 
new skills.

Skill blocks model a kind of pay-for-knowledge program, 
applies to jobs from within the same job family. Just as 
in the stair-step model, employees progress to increas-
ingly complex jobs; however, skills do not necessarily 
build on each other in a skill blocks program.

Skill (knowledge) blocks are sets of skills (knowledge) 
necessary to perform a specific job (e.g., typing skills 
versus analytical reasoning) or group of similar jobs 
(e.g., junior accounting clerk, intermediate accounting 
clerk, and senior accounting clerk).

Salary-plus-bonus plans are specific types of sales com-
pensation plans. Sales professionals receive fixed base 
compensation, coupled with a bonus. Bonuses are 
usually single payments that reward employees for 
achievement of specific, exceptional goals.

Salary-plus-commission plans are particular types of 
sales compensation plans. Sales professionals receive 
fixed base compensation and commission.

Sales value of production (SVOP) is the sum of sales rev-
enue plus the value of goods in inventory. This is part of 
the equation to determine payout amounts in Scanlon 
gain sharing plans.

Sarbanes-Oxley Act of 2002 mandated a number of 
reforms to enhance corporate responsibility, enhance 
financial disclosures, and combat corporate and 
accounting fraud in response to corporate accounting 
scandals in Enron, Tyco, and other large U.S. corpora-
tions. The act established Public Company Accounting 
Oversight Board (PCAOB) to oversee the activities of 
the auditing profession.

Say on pay gives company shareholders the right to vote 
yes or no on executive compensation proposals, includ-
ing current and deferred components, including golden 
parachute agreements, at least once every 3 years. 
Although the say on pay provision guarantees share-
holders the right to vote on executive compensation 
proposals, the vote is nonbinding.

Scanlon plan is a specific type of gain sharing program 
that emphasizes employee involvement. Gain sharing 
awards are based on the ratio between labor costs and 
sales value of production.

Scientific management practices promote labor cost 
control by replacing inefficient production methods 
with efficient production methods.

Second surgical opinion is a feature of many health 
insurance plans, reducing unnecessary surgical proce-
dures and costs by encouraging an individual to seek an 
independent opinion from another doctor.

Section 401(k) plans are qualified retirement plans named 
after the section of the IRC that created them. These 
plans permit employees to defer part of their compen-
sation to the trust of a qualified defined contribution 
plan. Only private sector or tax-exempt employers are 
eligible to sponsor 401(k) plans.

Securities and Exchange Commission (SEC) is a nonpar-
tisan, quasi-judicial federal government agency with 
responsibility for administering federal securities laws.

Securities Exchange Act of 1934 applies to the disclosure 
of executive compensation.

Self-Employment Contributions Act (SECA) requires 
self-employed individuals to contribute to the OASDI 
and Medicare programs but at a higher tax rate than 
required for non-self-employed individuals.
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Straight commission is based on a fixed percentage of 
the sales price of the produce or service.

Strategic analysis entails an examination of a company’s 
external market context and internal factors. Examples 
of external market factors include industry profile, 
information about competitors, and long-term growth 
prospects. Internal factors encompass financial condi-
tion and functional capabilities (e.g., marketing and 
human resources).

Strategic compensation refers to the design and implemen-
tation of compensation systems to reinforce the objectives 
of both HR strategies and competitive business strategies. 
Compensation and benefits executives work with the lead 
HR executive and the company’s chief financial officer 
(CFO) to prepare total compensation strategies.

Strategic decisions support business objectives.

Strategic management entails a series of judgments, 
under uncertainty, that companies direct toward achiev-
ing specific goals.

Stress management is a specific kind of wellness pro-
gram designed to help employees cope with many 
factors inside and outside their work that contribute to 
stress.

Strictness errors occur when raters (e.g., supervisors) 
judge employee performance to be less than what it is 
when compared against objective criteria.

Supplemental life insurance protection represents addi-
tional life insurance offered exclusively to executives. 
Companies design executives’ supplemental life insur-
ance protection to increase the value of executives’ 
estates, bequeathed to designated beneficiaries (usu-
ally family members) upon their death, and to provide 
greater benefits than standard plans usually allow.

Supplemental retirement plans offered to executives, 
are designed to restore benefits restricted under quali-
fied plans.

Tactical decisions support competitive strategy.

Target plan bonuses awarded to executives, are based 
on executives’ performance. Executives do not receive 
bonuses unless their performance exceeds minimally 
acceptable standards.

Tax equalization is one of two approaches (the other is 
tax protection) to provide expatriates tax allowances. 
Employers take the responsibility for paying income 
taxes to the U.S. and foreign governments on behalf of 
the expatriates.

Tax protection is one of two approaches (the other is tax 
equalization) to provide expatriates tax allowances. 
Employers reimburse expatriates for the difference 
between the actual income tax amount and the hypo-
thetical tax when the actual income tax amount—based 
on tax returns filed with the Internal Revenue Service—
is greater.

Smoking cessation plans are particular types of wellness 
programs that stress the negative aspects of smoking 
and can include intensive programs directed at helping 
individuals to stop smoking.

Social comparison theory provides an explanation for exec-
utive compensation determination based on the tendency 
for the board of directors to offer executive compensation 
packages that are similar to those in peer companies.

Social Security Act of 1935 (Title IX) established three 
main types of legally required benefits: unemployment 
insurance, retirement income and benefits for depen-
dents, and medical insurance (Medicare).

Sorting effect addresses an employee’s choice to stay 
versus leave his or her employer for another job, pre-
sumably one without an incentive pay contingency.

Specialist may be an HR executive, manager, or non-
manager who is typically concerned with only one of 
the areas of compensation practice.

Spillover effect refers to nonunion companies’ offer 
of similar compensation as offered by union com-
panies to their employees. The goal is to reduce the 
likelihood that nonunion workforces will seek union 
representation.

Spot bonuses are relatively small monetary gifts pro-
vided to employees for outstanding work or effort dur-
ing a reasonably short period of time.

Staff employees support the functions performed by line 
employees. Human resources and accounting are exam-
ples of staff functions.

Stair–step model a type of pay-for-knowledge program, 
resembles a flight of stairs. The steps represent jobs 
from a particular job family that differ in terms of 
complexity. Skills at higher levels build upon previous 
lower-level skills.

Standard deviation refers to the mean distance of each 
salary figure from the mean (i.e., how larger observa-
tions fluctuate above the mean and how small observa-
tions fluctuate below the mean).

State governments enact and enforce laws that pertain 
exclusively to their respective regions (e.g., Illinois and 
Michigan).

Stock appreciation rights a type of executive deferred 
compensation, provide executives income at the end of 
a designated period, much like restricted stock options; 
however, executives never have to exercise their stock 
rights to receive income. The company simply awards 
payment to executives based on the difference in stock 
price between the time the company granted the stock 
rights at fair market value to the end of the designated 
period, permitting the executives to keep the stock.

Stock options describe an employee’s right to purchase 
company stock.
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quality of work, quantity of work, appearance, depend-
ability, cooperation, initiative, judgment, leadership 
responsibility, decision-making ability, and creativity).

Transportation services represent energy-efficient ways 
to transport employees to and from the workplace. 
Employers cover part or all of the transportation costs.

Tuition reimbursement programs promote employees’ 
education. Under a tuition reimbursement program, an 
employer fully or partially reimburses an employee for 
expenses incurred for education or training.

Two-tier pay structures reward newly hired employees 
less than established employees on either a temporary 
or permanent basis.

Underemployment refers to employees who wish to 
work full-time but are forced to work part-time for 
economic reasons, such as poor business conditions or 
inability to find a job, both of which are common prob-
lems during economic recessions.

Universal compensable factors based on the Equal Pay 
Act of 1963, include skill, effort, responsibility, and 
working conditions.

Universal life insurance provides protection to employees’ 
beneficiaries based on the insurance feature of term life 
insurance and a more flexible savings or cash accumula-
tion plan than is found in whole life insurance plans.

Valid job analysis method accurately assesses each job’s 
duties or content. In this regard, we are referring to a 
particular type of validity—content validity.

Value-added formula is the difference between the value 
of the sales price of a product and the value of materi-
als purchased to make the product. This is part of the 
equation to determine payout amounts in Rucker gain 
sharing plans.

Variable pay See also incentive pay.

Variation represents the amount of spread or dispersion in 
a set of data.

Vertical knowledge refers to knowledge traditionally 
associated with supervisory activities (e.g., perfor-
mance appraisal and grievance review procedures).

Vertical skills are those skills traditionally considered 
supervisory skills (e.g., scheduling, coordinating, train-
ing, and leading others).

Vesting refers to employees’ acquisition of nonforfeitable 
rights to pension benefits.

Vietnam Era Veterans Readjustment Assistance 
Act applies the principles of the Rehabilitation Act to 
veterans with disabilities and veterans of the Vietnam 
War (401 FEP Manual 379).

Violations of an affirmative duty are violations taking 
place when an employer fails to reveal the exposure of 

Taxable wage base limits the amount of annual wages or 
payroll cost per employee subject to taxation to fund 
OASDI programs.

Team-based (or small-group) incentive plans a small 
group of employees shares a financial reward when a 
specific objective is met.

Telecommuting represents alternative work arrangements 
in which employees perform work from home or some 
other location besides the office.

Temporary employment agencies place individuals in 
client companies as employees on a temporary basis.

Term life insurance is the most common type of life 
insurance offered by companies; provides protection 
to an employee’s beneficiaries only during a limited 
period based on a specified number of years or maxi-
mum age. After that, insurance automatically expires.

Third country nationals (TCNs) are foreign national citi-
zens who work in U.S. companies’ branch offices or 
manufacturing plants in foreign countries—excluding 
the United States and their home countries.

Time-and-motion studies analyzed the time it took 
employees to complete their jobs. Factory owners used 
time-and-motion studies and job analysis to meet this 
objective.

Title I of the Americans with Disabilities Act of 1990 
(ADA) requires that employers provide reasonable 
accommodation for disabled employees. Reasonable 
accommodation may include such efforts as making 
existing facilities readily accessible, job restructuring, 
and modifying work schedules.

Title VII of the Civil Rights Act of 1964 indicates that 
it shall be an unlawful employment practice for an 
employer to discriminate against any individual with 
respect to compensation, terms, conditions, or privi-
leges of employment because of such individual’s race, 
color, religion, sex, or national origin.

Torts are laws offering remedies to individuals harmed by 
the unreasonable actions of others. Tort claims usually 
involve state law and are based on the legal premise 
that individuals are liable for the consequences of their 
conduct if it results in injury to others. Tort laws involve 
civil suits, which are actions brought to protect an indi-
vidual’s private rights.

Tournament theory provides an explanation for execu-
tive compensation determination based on substantially 
greater competition for high-ranking jobs. Lucrative 
chief executive compensation packages represent the 
prize to those who win the competition by becoming 
chief executives.

Trait system a type of performance-appraisal method, 
requires raters (e.g., supervisors or customers) to eval-
uate each employee’s traits or characteristics (e.g., 
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Wellness programs promote employees’ physical and 
psychological health.

Whole life insurance is a type of life insurance that 
provides protection to employees’ beneficiaries during 
employees’ employment and into the retirement years.

Work context information describes physical and social 
factors that influence the nature of work.

Work styles are personal characteristics that describe 
important interpersonal and work style requirements in 
jobs and occupations.

Worker characteristics refer to ability, interests, and work 
styles.

Worker requirements represent the minimum qualifica-
tions and skills that people must have to perform a par-
ticular job. Such requirements usually include educa-
tion, experience, licenses, permits, and specific abilities 
such as typing, drafting, or editing.

Worker specifications a section in job descriptions, lists 
the education, skills, abilities, knowledge, and other 
qualifications individuals must possess to perform the 
job adequately.

Workers’ compensation refers to state-run insurance 
programs that are designed to cover medical, rehabili-
tation, and disability income expenses resulting from 
employees’ work-related accidents.

Workforce characteristics refer to variables that define 
and describe the general characteristics of occupations 
that may influence occupational requirements.

Working condition fringe benefits refer to the work 
equipment (e.g., computer) and services (e.g., an addi-
tional telephone line) employers purchase for telecom-
muters’ use at home.

Working conditions are the social context or physical 
environment where work will be performed.

one or more workers to harmful substances or when the 
employer does not disclose a medical condition typi-
cally caused by exposure.

Voluntary part-time employees choose to work fewer 
than 35 hours per regularly scheduled workweek.

Volunteerism refers to giving of one’s time to support a 
meaningful cause. More and more companies are pro-
viding employees with paid time off to contribute to 
causes of their choice.

Wage See also hourly pay.

Wall Street Reform and Consumer Protection Act of 
2010 enhances the transparency of executive com-
pensation practices. Also commonly referred to as the 
Dodd-Frank Act.

Walling v. A. H. Belo Corp requires employers to guarantee 
fixed weekly pay for employees whose work hours vary 
from week to week when certain conditions are met.

Walsh–Healey Public Contracts Act of 1936 mandates 
that contractors with federal contracts meet guidelines 
regarding wages and hours, child labor, convict labor, 
and hazardous working conditions. Contractors must 
observe the minimum wage and overtime provisions 
of the FLSA. In addition, this act prohibits the employ-
ment of individuals younger than 16 and convicted 
criminals. Furthermore, it prohibits contractors from 
exposing workers to any conditions that violate the 
Occupational Safety and Health Act.

Weight control and nutrition programs a particular type 
of wellness program, are designed to educate employ-
ees about proper nutrition and weight loss, both of 
which are critical to good health.

Welfare practices were generous endeavors undertaken 
by some employers, motivated to minimize employees’ 
desire to seek union representation, to promote good 
management, and to enhance worker productivity.
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