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UNIT 1 JOB EVALUATION – MEANING AND 

DEFINITION 

1.1 Introduction 

1.2 Objectives 

1.3. Meaning of Job Evaluation 

1.4 Objectives of Evaluating a Job 

1.5 Principles of Job Evaluation 

1.6 Process of Job Evaluation 

1.7 Limitations of Job Evaluation 

1.8 Methods of Job Evaluation 

1.9 Latest Trends in Job Evaluation 

1.10 Summary 

1.11 Glossary 

1.12 Answer to Check Your Progress 

1.13 Reference/ Bibliography 

1.14 Suggested Readings 

1.15 Case lets/ Cases / Studies 

1.16 Terminal & Model Questions 

 

1.1 INTRODUCTION  

  Job evaluation was always there in one form or another. As soon as an employer gets two 

employees in different grades being paid different wages evaluating the relative importance of 

the job gets started. As time changes, evolution of grading and pay structures witnesses so 

many changes and leads to a troublesome job for managers to justify why one job is graded 

higher than another or paid more. Job evaluation considered   to be a systematic way of 

measuring individual jobs objectively, while avoiding unfairness or favouritism. 
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A right candidate once positioned on a specific job, the individual needs to be suitably 

remunerated for the job being performed by him/her. In the pursuit of equal compensation, a 

reliable and methodical association among base reimbursement rates for all the jobs within the 

organizations needs to get established. The procedure of such disquiet is called job evaluation‟. 

To give an impression to all that the jobs are being remunerated as per their worth its required 

that an organization should plan compensation in such a manner that jobs are being rewarded 

with equitable wage and salary. This is essential for nourishing genial relations within and 

between employees and employer.  

 

DEFINITION 

According to the International Labour Office (ILO) “Job evaluation is an attempt to 

determine and compare the demands which the normal performance of a particular job 

makes on normal workers, without taking into account the individual abilities or 

performance of the workers concerned”. 

The British Institute of Management defines job evaluation as “the process of analysis 

and assessment of jobs to ascertain reliably their negative worth using the assessment as 

the basis for a balanced wage structure”. In the words of Kimball and Kimball “Job 

evaluation is an effort to determine the relative value of every job in a plant to determine 

what the fair basic wage for such a job should be”. 

Wendell French defines job evaluation as “a process of determining the relative worth of 

the various jobs within the organisation, so that differential wages may be paid to jobs of 

different worth. The relative worth of a job means relative value produced. The variables 

which are assumed to be related to value produced are such factors as responsibility, skill, 

effort and working conditions”. 

  

So, job evaluation can be defined as under:-  

 A process used to establish the relative worth of jobs in a job hierarchy. This is 

important to note that job evaluation is level of job, not job holder.  

 Job holders are ranked through performance appraisal.  

 Job evaluation assumes normal performance of the job by a worker.  

 Thus, the process ignores individual abilities of the job holder. 

An authentic basis for developing job hierarchy and fixing a pay structure is actually the 

outcome of job evaluation.  Factors in external environment like toil market situation, 

collective bargaining and individual divergence are also play their role to affect the levels of 

wages. However, job evaluation can surely offers a purposive benchmark which may further 

get altered while fixing wage structure. 
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Job analysis is the very first step of job evaluation. No one can evaluate any job without 

analyzing it first. 

 

1.2 OBJECTIVES 

  After reading this unit you will be able to: 

 Understand the various terms of job evolutions  

 Define the term job evolution 

 Outline the objectives of job evolution  

 List the principles of job evaluation  

 Identify the criteria for job evaluation  

 Observe the process of job evaluation   

 Look into the computerized job evaluation  

 

1.3 JOB EVALUATION: CONCEPT AND RELATED 

TERMINALOGIES 

 

While studying job evaluation, technical terminology is used very often for the ease of 

communication. It is therefore expected to identify a list and understand allied terms in the 

domain of job evaluation and few terms which are not only related to the discipline but at 

times confused with job evaluation are also required to be understood for a better learning. 

Few of the jargon entries are as under:- 

Position: A position is a group of tasks assigned to one individual. There are as many 

positions in a firm as there are personnel.  

 

 

Teacher 

  

 

 

 

Monitors Students Regularity 
Teaches 

Ensures Learning among students 

TASKS 

Position 



 

MS 307 Compensation Management              Uttarakhand Open University 
   

  

Unit 1 Job Evaluation – Meaning and Definitions                                                         Page 4 of 619

     
  
 

 Job: Edwin B. Flippo describes job as a group of positions that are similar as to kind and    

level of work. Sometimes only one position may be involved, just because no other similar 

position exists. For example, in a school position of principal also constitutes a job since there 

is only principal in the school. 

Job Analysis: A process of accessing and gathering information relating to the procedure and 

responsibilities of a specific job is known as Job Analysis. The bi- products of this analysis 

are job descriptions and job specifications.  

Motion study: This is another method to study a job. This method follows a process of 

analyzing a job to find the most convenient, effectual, and cost-effective way of doing it. In 

actual, motion study is a part of job design function.  

Job description: It is an organized, realistic report of the jobs and functions adhered to a 

specific job. In short, it should answer as to:  what is to be done, how it is to be done, and 

why.  

Job specification:  A statement defining the minimum adequate human merits essential to 

carry out a job properly. It is a benchmark of personnel and designates the qualities required 

for acceptable performance. 

Evaluation: As per wigley, evaluation is a data lessening process that combines large 

amounts of data in collective form which are analyzed and synthesize into an overall 

judgment of worth or merit. The inference here is that the judgment of worth can be 

supported by the data.   

Job Evaluation: It is an orderly and methodical process of determining the value of a job in 

relation to other jobs. The aim of this process is to conclude the accurate rate of pay. It is 

therefore not the same as job analysis but it follows the job analysis process, which provides 

the basic data to be evaluated. 
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In easy words, we have a tendency to   outline job analysis because the positioning of jobs in 

a company. This method is often used to establish worth of jobs in a job order and compares 

the relative vital value of jobs inside a company. 

Scott, Clothier and Priegel defined job evaluation as “the operation of evaluating a 

particular job in relation to other jobs either within or outside the organization”. 

Dale Yoder described job evaluation as “a practice which seeks to provide a degree of 

objectivity in measuring the comparative value of jobs within an organization and 

among similar organizations”. 

Edwin B. Flippo defines job evaluation as “a systematic and orderly process of 

determining the worth of a job in relation to other jobs”. 

Arthur A. Sloane described job evaluation as “any formalized system that attempts to 

determine the relative worth of different jobs in the organization so that jobs of greater 

value can be rewarded by greater pay”. 

WHEN TO CONDUCT JOB EVALUATION 

The job analysis method ought to be conducted once finishing employment analysis however 

before making a compensation program compensation program. Job analysis ought to be 

conducted for each new position so as to make sure the organization is hiring 

the proper level supported expected tasks, qualifications and responsibilities of the work. Job 

evaluations ought to even be conducted once employment has modified considerably so as to 

replicate the present role, that is thought as compartmentalization or re-evaluation. 

The goal is to spot what's needed to make sure satisfactory performance and/or progression. 

Therefore, constant criteria ought to be used once hiring a replacement worker, throughout 

the institution of goals and expectations, in recognizing action, or in promotion of associate 

degree worker. 

 

LEGAL REQUIREMENTS FOR JOB EVALUATION 

While establishing employment analysis policy and procedure isn't a legal demand, job 

analysis is an efficient tool organizations use in meeting necessities of pay equity legislation. 

as an example, the Pay Equity Act in Ontario needs organizations’ the task analysis systems 

to live add terms of talent, Effort, Responsibility and dealing conditions. moreover, provincial 

human rights codes need employers to treat workers equitably and fairly, while not 

discrimination. A comprehensive job analysis policy and method will serve to each guarantee, 

and demonstrate, objective and honest decision-making relating to compensation structures, 

staffing and promotion 
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1.4 OBJECTIVES OF JOB EVLAUTION  

The main objective of job analysis is to confirm right compensation for relative importance of 

employment. As per the International Labour Organization Report, the aim of the 

unremarkably used systems of job analysis is to line up, on settled logical basis, the relative 

values of numerous jobs in a very given plant or machinery, i.e., it aims at decisive the 

relative value of employment. The conviction upon that all job analysis concepts square 

measure based mostly is that of describing and distinguishing the worth of all jobs within the 

corporations in terms of variety of things, the relative importance of that varies from job to 

job”. 

The objectives of job analysis are, to: 

 Establish a customary procedure for determinant the relative value of every job in 

associate organization;  

 Ensure equitable  wage for employment and cheap wage totally differentials between 

different jobs in a very stratified organization; 

 Determine the speed of obtain every job that is truthful and equitable  with reference 

to alternative jobs within the plant, community or industry; 

 Use as a basis for fixing incentives and totally different bonus plans; 

 Promote a good and correct thought of all workers for advancement and transfer; 

 Provide a benchmark for creating career planning for the staff within the organization 

and;  

 Ensure that like wages are paid to all or any qualified staff for similar work 

 

Check Your Progress-A 

Q1. State the meaning of Job Evaluation? 

    ----------------------------------------------------------------------------------------------------------  --

--------------------------------------------------------------------------------------------------- 

    -------------------------------------------------------------------------------------------------------- 

Q2. Explain the purpose of Job Evaluation? 

-----------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------ 

 ----------------------------------------------------------------------------------------------------------- 
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MCQs 

1. The purpose of Job Evaluation is to determine 

(A) Worth of a job in relation to other jobs  

(B) Time duration of a job 

(C) Expenses incurred to make a job 

(D) None of the above 

2. Job Evaluation is carried on by 

   (A) Groups      

   (B) Individuals 

   (C) Both (A) and (B) 

   (D) None of the above 

3. The Ranking method is best suited for 

   (A) Complex organizations     

   (B) Large organizations 

   (C) Small organizations 

   (D) Any of the above 

4. Job Evaluation tries to make a systematic comparison between 

    (A) Workers  

    (B) Jobs 

    (C)  Machines       

    (D)  Departments 

 

Q4. Fill in the Blanks with appropriate word or words. 

A. The _________ provides the essential information on which each job is evaluated. 

B.  _____ is a written record of the duties, responsibilities and conditions of the job. 

C. A performance appraisal method that is used to evaluate employee performance from best 

to worst is known as _______________. 

D. The extent to which a test measures what it claims to measure is called __________. 
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1.5 PRINCIPLES OF JOB EVALUATION 

The job analysis has bound principles. These principles ar purported to be kept in the mind of 

the task evaluators. These principles don't seem to be solely directives of correct job analysis 

however conjointly offer clarity within the method of analysis. in keeping with Kress, these 

principles are:  

1. Rate the duty and therefore the jobber. Every component ought to be rated on the 

premise of what the work itself needs. 

2.  The parts designated for rating functions ought to be simply interpretable in terms and 

some in numbers as can cowl the required requisites for each job with none overlapping; 

-The components ought to be clearly outlined and properly selected;  

 Any job rating set up should be sold to foremen and staff. The success in mercantilism 

it'll rely upon a clear-cut explanation and illustration of the plan;  

 Foreman ought to participate within the rating of jobs in their own departments;  

 Maximum cooperation are often obtained from staff after they themselves have a chance 

to debate job ratings and 

 Too many occupational wages should not be established. It would be unwise to adopt an 

occupational wage for each total of point values. 

Job Evaluation Criteria 

The system of job evaluation utilises a total of ten measurement factors. The various 

factors analyse a position in relation to the skills and experience required for competent 

performance, the demands made on the job and the overall structure and 

responsibility/accountability involved. A point rating is derived for each factor and the 

sum of these points represents the total point’s value of the job. The basic rules followed 

when evaluating each position are: 

1 The current position is evaluated without being influenced by what the job is likely to 

be in the future or what it may have been in the past.  

2 The position is evaluated and not the job holder. The assessment of each factor is 

based on the job being performed competently.  

3 The assessment of the job holder’s own performance against the standard required is a 

quite separate exercise which is outside the scope of the job evaluation rating. The Job 

Evaluation Factors The job evaluation system comprises the following factors: In 

some cases minor changes to the wording are used to define factors and levels made in 

order to better align the methodology with the client’s culture and environment. 

Where this is done, great care is taken to ensure inter-organisation consistency is not 

compromised.  

1. Education: The level of formal education required to perform the functions required of 

a position. There is often an overlap between education and experience, and for this reason 
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it is often advisable to consider the education level that would be expected of a new 

incumbent recruited externally. 

2. Experience The length of practical experience and nature of technical/managerial 

familiarity required. This experience is in addition to formal education.  

3. Complexity – Measured in terms of:  

 The time taken to learn and adjust to specific job requirements. 

 The level to which the job functions are defined and follow established and 

predictable patterns. 

  The thinking challenge required to adapt to rapidly changing circumstances and 

innovative or conceptual thinking needed to initiate new corporate direction.  

 

4 Scope of Work The managerial breadth or scope of the position. The complexity and 

scope of work factors tend to be related to the education and experience level required 

of a position. The calculation of points for each of these factors is based on the 

application of a percentage rating of the sum of the points derived in the evaluation of 

Education and Experience.  

5 Problem Solving The nature and complexity of problem solving expected of the job. 

Judgement exercised, availability of rules and guidelines to assist in problem solving, 

the degree of analysis and research required to arrive at a solution are all considered. 

6 Supervision Received The extent of supervision, direction or guidance imposed on 

the job holder and the freedom the executive has to take action.  

7 Results of Decisions The level of decision making taken solely by the job holder and 

the risk or degree of damage which may result if a wrong decision is taken. 

8  Contacts The requirement for human relation skills in dealing with other personnel 

and external contacts. 

9 Authority Exercised Authority level expressed in terms of routine expenditure, 

capital expenditure and investments, granting of loans, hiring and firing staff, etc.  

10 Supervisory and Managerial Responsibility The responsibility for the control and 

management of human resources within the organisation.  

 

1.6 PROCESS OF JOB EVALUATION   

Job analysis takes place early in the method of making a compensation system for the 

organization. The work evaluation method may distinction with or be used in conjunction 

with market rating, that uses the marketplace to set jobs' value. This process, which may take 

many months, is sometimes completed by a team of knowledgeable senior staff who perceive 

the functions of most of the organization's jobs. To maintain objectivity, employers often hire 

consultants to finish this step within the compensation planning and design method. 
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Job evaluation is a process of determining the relative worth of a job. It is a process which is 

helpful even for framing compensation plans by the personnel manager. Job evaluation as a 

process is advantageous to a company in many ways: 

1. Reduction in inequalities in salary structure - It is found that people and their 

motivation is dependent upon how well they are being paid. Therefore the main objective 

of job evaluation is to have external and internal consistency in salary structure so that 

inequalities in salaries are reduced. 

2. Specialization - Because of division of labour and thereby specialization, a large number 

of enterprises have got hundred jobs and many employees to perform them. Therefore, an 

attempt should be made to define a job and thereby fix salaries for it. This is possible only 

through job evaluation 

3. Helps in selection of employees - The job evaluation information can be helpful at the 

time of selection of candidates. The factors that are determined for job evaluation can be 

taken into account while selecting the employees. 

4. Harmonious relationship between employees and manager - Through job evaluation, 

harmonious and congenial relations can be maintained between employees and 

management, so that all kinds of salaries controversies can be minimized. 

5. Standardization - The process of determining the salary differentials for different jobs 

become standardized through job evaluation. This helps in bringing uniformity into salary 

structure. 

6. Relevance of new jobs - Through job evaluation, one can understand the relative value of 

new jobs in a concern. 

According to Kimball and Kimball,“ Job evaluation represents an effort to determine the 

relative value of every job in a plant and to determine what the fair basic wage for such a job 

should be.” 

Job analysis is actually an in depth method and it should follow in an exceedingly systematic 

approach. At the start of this method management should elucidate to its staff the rationale of 

this program and importance of it.  Within the next step organization chooses the work from 

every department that they're about to assess. Then the chosen job is investigated well by the 

committee. Next, the committee chooses a technique for the work analysis.   

Though the common objective of job analysis is to work out the relative worth of jobs in an 

exceedingly job hierarchy, there isn't any common procedure of job analysis followed by all 

organizations. As such, the procedure of job analysis varies from organization to 

organization. As an example, employment evaluation procedure might carry with it the eight 

stages as delineate in Figure below:- 
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Before enterprise job analysis, prime management should justify the aims 

and uses of the programme to managers, action the advantages. staff and 

unions is also consulted, counting on the legal and worker relations 

atmosphere and company culture. To elaborate the program any, displays 

may be created to clarify the inputs, method and outputs/benefits of job 

analysis. 

 

Gaining 

Acceptance 

It is unattainable for one person to assess all the key jobs in a corporation. 

Typically employment analysis committee consisting of experienced staff, 

union representatives and consultants is made to set the ball rolling. 

Creating Job 

Evaluation 

Committee 

Every job needn't be evaluated. This may be too taxing and a costly. 

Certain key job in every department needs to be identified. Whereas 

studying the roles, care should be taken to confirm that they represent 

the sort of labour performed in this department, at numerous levels. 

 

Finding Jobs to 

be evaluated 

This requires the preparation of a job description and additionally an 

analysis of job specifications for prosperous performance. 
 

Analysing and 

preparing job 

description 

The method of evaluating jobs should be known, keeping the work 

factors as well as organisational demands in mind. choosing a technique 

conjointly involves thought of company culture, and therefore the 

capability of the compensation and advantages perform or job analysis 

committee. 

Selecting the 

methods     of 

Evaluation 

Installing 

the 

programme 

Implementing the suggestive system of performing the job once 

finalized and approved. 
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Essentials for the Success of Job Evaluation Programme 

 

A job evaluation programme will be successful only if it is well understood by each and every 

one concerned (employee/worker) in the organization and is based on certain principles. The 

basis evolved for it should be fair and equitable. 

The following measures will help in the success of job evaluation programme: 

1. A job evaluation system should be well clear to the supervisory staff. It is they who are to 

convince the concerned about the desirability of the system. If supervisory staff is not clear 

about the system then they will not be able to publicise it properly. 

2. The supervisory staff should be given proper training to implement the system properly. 

3. The system should be well publicised regarding all its aspects. The employees should be 

made well aware about the procedure to be adopted and the factors to be taken up in a job 

evaluation programme. 

4. There should be separate pay structures for all major categories of employees/workers. It 

will not be possible to group together persons having different nature of jobs. It may be 

possible to group together employees. 

It may not be possible to have an equally applicable pay structure for office employees, sales 

staff, workers etc. The wages offered must be commensurate with the existing wage rates or 

wage structure. 

5. The administration of the job evaluation programme should be properly explained to 

concerned employees so that they do not have any apprehension about it. 

 

 

Classifying 

Jobs 

Classifying the jobs on the basis of skills required and complexity in 

nature of job. 

Reviewing the system in practice, periodically for the gaps in 

execution and finding the way out for filling said gaps. 

  Reviewing 

Periodically 
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1.7 LIMITATIONS OF JOB EVALUATION  

Job evaluation system suffers from the following limitations: 

1. Human bias cannot be eliminated completely from any job evaluation method even if 

efforts are made to make it systematic. The element of human judgment is present in all the 

methods of job evaluation. 

2. The factors considered for job evaluation sometimes overlap. The weightage given to them 

and their reliability becomes questionable. 

3. Job evaluation will have to be done regularly because the factors considered for it today 

may not remain valid tomorrow because of technological changes 

4. The introduction of job evaluation scheme may require substantial changes in the existing 

set up. This change may involve appreciable costs and the concern may not be able to bear 

this financial burden. 

5. This system is suitable to big concerns only because it is very expensive. 

6. The trade unions consider it as an encroachment on their right to negotiate for wage 

structure. 

7. This system causes inflexibility. The demand and supply of labour is the main cause for 

wage differentials.  

8. There may be a conflict about the factors to be chosen for job evaluation. Workers insist on 

the inclusion of some factors which they feel favorable to them. 

 

1.8 METHODS OF JOB EVALUATION 

There are four basic methods of job evaluation currently in use which are grouped into 

two categories: 

 

 

 

 

 

Quantitative 
Method

Point Rating 
Factor 

Comparison
Non Quantitative 

Methods

Rating or Job 
Comparison

Grading or Job 
Classification
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The basic distinction between these 2 strategies lies within the sense that, below non-

quantitative strategies, employment is compared as a full with different jobs within the 

organization, whereas just in case of quantitative strategies, the key factors of employment 

square measure elite and, then, measured. The four strategies of job analysis square measure 

currently mentioned one by one. 

Ranking Method: 

The ranking methodology is that the simplest type of job analysis. during this methodology, 

every job as a full is compared with alternative and this comparison of jobs goes on till all the 

roles are evaluated and hierarchal. All jobs area unit hierarchal within the order of their 

importance from the best to the toughest or from the very best to all-time low. 

The application of the Ranking Method involves the following procedure: 

1.  Analyse and describe jobs, transferral out those aspects that square measure to be used for 

purpose of job comparison. 

2. Establish bench-mark jobs (2-30 jobs, that embody all major departments and functions). 

the roles could also be the foremost and least necessary jobs, employment midway between 

the 2 extremes, et al. at the upper or lower intermediate points. 

3. Rank all jobs within the organisation round the bench-mark jobs till all jobs square 

measure placed in their ordering of importance. 

4. Finally, divide all the hierarchic jobs into applicable teams or classifications by considering 

the common options of jobs like similar duties, skills or coaching necessities. All the roles 

among a specific cluster or classification receive an equivalent wage or vary of rates. 

5. Ranking methodology is suitable for small-size organisations wherever jobs square 

measure straightforward and few. it's conjointly appropriate for evaluating social control jobs 

whereby job contents can't be measured in quantitative terms. Ranking methodology being 

straightforward one may be utilized in the initial stages of job analysis in associate 

organisation. 

6. The importance of order of job is judged in terms of duties, responsibilities and demands 

on the task holder. The roles square measure hierarchic in step with “the whole job” instead 

of variety of paying factors. The ranking of jobs in an exceedingly University, supported 

ranking methodology, could also be like this: 

Ranking of University Jobs: 

Ranking Order 

Professor/Registrar  Rs. 16,400-550-20,900-500-22,400 

Reader/Dy. Registrar  Rs. 12,000-420-18,300 
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Lecturer/Asst. Registrar Rs. 8,000-275-13,500 

Merits: 

Ranking method has the following merits: 

1. It is the simplest method. 

2. It is quite economical to put it into effect. 

3. It is less time consuming and involves little paper work. 

Demerits: 

The method suffers from the following demerits: 

1. The main demerit of the ranking method is that there are no definite standards of judgment 

and also there is no way of measuring the differences between jobs. 

2. It suffers from its sheer unmanageability when there are a large number of jobs. 

Grading Method: 

Grading technique is additionally referred to as ‘classification method’. This technique of job 

analysis was created standard by the U.S. government officials Commission. below this 

technique, job grades or categories square measure established by associate degree authorised 

body or committee appointed for this purpose. employment grade is outlined as a bunch of 

various jobs of comparable problem or requiring similar skills to perform them. Job grades 

square measure determined on the idea of data derived from job analysis. 

The grades or categories square measure created by distinguishing some common divisor like 

skills, information and responsibilities. the instance of job grades could embody, counting on 

the sort of jobs the organisation offers, skilled, unskilled, account clerk, clerk-cum-typist, 

steno employee, workplace superintendent, laboratory assistant so on. 

Once the grades square measure established, every job is then placed into its applicable grade 

or category counting on however well its characteristics slot in a grade. during this approach, 

a series of job grades is formed. Then, totally different wage/salary rate is mounted for every 

grade. 

Merits: The main deserves of grading technique of job analysis are:  

1. This technique is straightforward to grasp and easy to work. 

2.  It’s economical and, therefore, appropriate for little organisations. 

3. The grouping of jobs into classifications makes pay determination issues simple to 

administer. 

4. This technique is helpful for presidency jobs. 

Demerits: 

1. The strategy suffers from personal bias of the committee members. 
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2. It cannot subsume advanced jobs which cannot match showing neatness into one grade. 

3. This technique isn't employed in associate degree business. 

Points Rating: 

This is the foremost wide used technique of job analysis. below this technique, jobs square 

measure poor down supported numerous diagnosable factors like talent, effort, training, 

knowledge, hazards, responsibility, etc. Thereafter, points square measure allotted to every of 

those factors. 

Weights square measure given to factors counting on their importance to perform the duty. 

Points therefore allotted to numerous factors of employment square measure then summed. 

Then, the roles with similar total of points square measure placed in similar pay grades. The 

total of points offers associate degree index of the relative significance of the roles that square 

measure rated. 

The procedure concerned in crucial job points is as follows: 

Determine the roles to be evaluated. Jobs ought to cowl all the most important activity and 

levels of responsibility to be lined by the strategy. 

Decide on the factors to be employed in analysing and evaluating the roles. the amount of 

things has to be restricted as a result of too several factors lead to associate degree over-

complex theme with overlap and duplication between factors. 

Define the factors clearly in written. this is often necessary to make sure that totally different 

job raters interpret a specific think about an equivalent sense. 

Determine degrees of every issue and assign purpose worth to every degree. 

Point values square measure allotted to totally different degrees on the idea of patterned 

advance. 

Finally, cash values square measure allotted to points. For this purpose, points square 

measure else to offer the overall worth of employment. Its worth is then translated into cash 

terms with a preset formula. 

 

Merits: The method has the subsequent merits 

1. it's the foremost comprehensive and correct technique of job analysis. 

2. Prejudice and human judgment square measure minimised, i.e. the system can't be simply 

manipulated.  

3. Being the systematic technique, staff of the organisation favour this technique.  

4. The scales developed during this technique is used for very long time.  

5. Jobs is simply placed in distinct classes.  

Demerits: The drawbacks of the strategy are:  
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1. It's each long and costly technique.  

2. It's troublesome to grasp for a median employee. 

3. Loads of clerical work is concerned in recording rating scales. 

4. It's not appropriate for social control jobs whereby the work content isn't measurable in 

quantitative terms. 

Factor Comparison Method: 

This methodology may be a combination of each ranking and purpose strategies within the 

sense that it rates jobs by examination them and makes analysis by breaking jobs into 

remunerative factors. this technique is sometimes wont to valuate white collar, skilled and 

social control positions. 

The mechanism for evaluating jobs beneath this methodology involves the subsequent steps: 

1. 1st of all, the key or benchmark jobs area unit selected  as standards. The key jobs selected  

ought to have standards contents, well accepted pay rates within the community, and will 

include a representative cross-sectional of all jobs that area unit being evaluated-from very 

cheap to the best paid job, from the foremost vital to the smallest amount important—and 

cowl the complete vary of necessities of every issue, as prearranged by a Committee 

representing staff and management. 

2. The factors common to any or all jobs area unit known, selected  and outlined exactly. The 

common factors to any or all jobs area unit sometimes , viz., mental necessities, physical 

necessities, talent necessities, operating conditions and responsibility. 

3. Once the key jobs square measure known and additionally the common factors square 

measure chosen, the key jobs square measure, then, hierarchic in terms of the chosen common 

factors. 

4. Following step is to see a good associated evenhanded interest rate (usually expressed on 

an hourly basis) and, then, assign this interest rate among the 5 common factors as mentioned 

earlier. Following could be a specimen of interest rate and its allocation scheme: 

5. The ultimate step in issue comparison technique is to match and valuate the remaining jobs 

within the organisation. as an example, a ‘toolmaker’ job is to be evaluated. when 

comparison, it's found that its talent is analogous to skilled worker (5), mental needs to 

craftsman (10) Physical needs to once more skilled worker (12), operating conditions to 

mechanist (24) and responsibility additionally to philosopher (3). Thus, the wage rate for the 

duty of shaper is Rs. 54 (Rs.5 + Rs. 10 + Rs. 12 + Rs.24 + Rs.3). 

Merits: This technique enjoys the subsequent merits: 

1. it's additional objective technique of job analysis. 

2. the strategy is versatile as there's no higher limit on the rating of an element. 

3. it's fairly straightforward technique to elucidate to staff. 
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4. the employment of restricted variety of things (usually five) ensures less probabilities of 

overlapping and over-weighting of things. 

5. It facilitates deciding the relative value of various jobs. 

Demerits: The method, however, suffers from the subsequent drawbacks: 

1. It's dear and long technique. 

2. Victimization a similar 5 factors for evaluating jobs might not invariably be acceptable as a 

result of jobs disagree across and among organisations. 

3. it's troublesome to know and operate. 

 

Now, all the four methods are summarized as follows: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

    Check Your Progress- B 

Q1. Explain various job evaluation methods with their pros and cons. 

 ----------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------- 

 ----------------------------------------------------------------------------------------------------------- 
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Q2. Write a short note on  

 Factor Comparison Method 

 Limitations of Job Evaluation 

 Job Evaluation Process 

 Criteria for Job Evaluation 

 Legal Prerequisites for Job Evaluation  

Q3. Distinguish between. 

 Quantitative /Non quantitative methods of job evaluation 

 Job/Tasks 

 Job Analysis/ Job Evaluation 

 Job Description/ Job Specifications 

 Pay/ Pay Structures 

 

Q4.  Fill in the Blanks 

 _________ is the set of duties performed by a particular person.  
 _________ is the study of jobs in order to determine the simplest way to structure work to 

maximize efficiency 

 The first step in a typical job analysis is to examine the overall organization. The next step 

is____________. 

 A job _________ is a written statement of the job's activities, the equipment required for 

it, and the working conditions in which it exists. 

Q5. Multiple Choice Questions- 

1. The job evaluation process, in which the raters categorize jobs into groups is called 

A)  Point Method    

B) B)  Job Classification 

C)  Job Grading    

D) Aligned Reward Strategy 

2. Which of the following terms is not associated with job analysis? 

A) Task     

B) Duty 
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C)  Position     

D)   Competitor 

3. Designing a job according to the worker’s physical strength and ability is known 

as- 

A) Ergonomics    

B) B)  Task Assortment 

C)  Job Autonomy    

D) None 

4. Which of the following is not a component of job design? 

A)   Job Enrichment    

B) Job Rotation 

C)   Job Reengineering   

 D) Job Outsourcing 

 

1.9 LATEST TRENDS IN JOB EVALUATION 

Job analysis continues to evolve. From what, within the past, was usually perceived as a 

recording machine method, the main focus now could be on open communication and 

transparency. Wherever there have been consultants, currently there square measure 

facilitators. And, wherever job analysis was primarily associate responsibility of reward 

professionals, applications currently span the unit of time spectrum from rewards to career 

management and personnel coming up with. Job analysis supports a broad spectrum of unit of 

time policies and management’s semi permanent operational strategy, plus personnel metrics, 

it will offer even a lot of ways in which of adding worth. New wants concern new 

approaches, nevertheless we have a tendency to cannot discount a number of our most -

foundational concepts — like job analysis — as they still encourage be helpful and powerful 

solutions. 

Job analysis is being re-defined — building on ancient applications, it currently incorporates 

larger transparency and supports a wider spectrum of unit of time initiatives within the talent 

area. In fact, it's become a key tool for serving to unit of time to position itself as a strategic 

consultant, supporting business choices that require to be based mostly not simply on finance 

and operations, however conjointly on folks. the most recent trends in unit of time 

management have revived interest in job analysis. specially, the increase of personnel metrics 

and increased  adoption of human resource management (HRM) technology concern a lot of 
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sturdy and consistent ways in which to judge and organise jobs. there's vital interest 

nowadays in implementing job analysis frameworks that promote fairness, bring consistency, 

and management value. whereas these square measure key goals in troubled times, they're 

seemingly to persist as organisations look optimistically to the longer term. to assist guide 

organisations, Mercer launched a world Job analysis study in early 2015 to measure attitudes 

towards, and edges and come on investment (ROI) derived from, implementing job analysis. 

The study findings support unit of time professionals trying to grow their internal talent 

whereas at identical time transferral clarity, consistency, and management to their 

organisations. 

 

 

 

 

 

 

 

 

 

Future of Job evaluation holds following prominent properties  

 Unlimited access to workforce data.  

 Shift to blended workforces.  

 Focus on continuous performance management tools. 

 Use of AI for recruitment and management 

 More candidate engagement during recruitment assessments 

 

1.10 SUMMARY 

After reading this unit, some of the important points regarding job evaluation would be 

remembered. First, as the name implies, job evaluation is an attempt to assess and evaluate a 

specific job or category of jobs, not the person holding the job. The assessment of the job 

reflects the worth of a job in the hierarchical jobs of organization. Based on the worth of each 

job, compensation is decided to each and every job without any imbalance in monitory terms. 

The latter issue is the function of performance appraisal rather than job evaluation. 

The summary is organized by the learning objectives expressed in the beginning of the lesson. 
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1. Job evaluation is a technique used to determine the value of each job in relation to all jobs 

within the organization. Its main objective is to determine the relative worth of different jobs 

in an organization to serve as a basis for developing rational wages and salary structure. 

2. Evaluating job not jobber is the major principle job evaluation.  

3. The criteria for job evaluation is consideration of various factors, which analyze a position 

in relation to the skills and experience required for competent performance, the demands 

made on the job and the overall structure and responsibility/accountability involved. 

4. Job Evaluation is a technique to rank jobs in an organization on the basis of the duties and 

responsibilities assigned to the job. The job evaluation process results in a job being assigned 

to a pay grade. 

 

1.11 GLOSSARY 

Job: A paid position of regular employment.. 

Evaluation: Making a judgement about value of something 

Job Evaluation: Making a judgment about the worth of a job 

Job analysis: Detailed examination of the tasks involved in a particular job and the skills, 

knowledge, and experience needed to do it: 

Job Description: JD is a document that describes the general tasks, or other related duties, 

and responsibilities of a position 

Job Specification:  A job specification defines the knowledge, skills and abilities that are 

required to perform a job in an organization 

1.12 ANSWERS TO CHECK YOUR PROGRESS 

Check Your Progress- A 

MCQs 

1. A            2.  C             3. C             4. B 

Fill in the blanks 

1. Job Evaluation   

2. Job Description 

3. Ranking Method   

4. Validity 
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Check Your Progress –B 

MCQs 

1. A            2. D            3. A           4. D 

Fill in the blanks 

1. Position    

2. Job Design 

3. Job Analysis    

4. Job Description 
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1.15 CASE LETS / CASES / STUDIES 

 Do a survey of 5 companies in your region and find out the compensation structure of 

these organizations to generate a comparative statement. 

 Work in Production plant of RML Confectioners is considered as the worst. The place of 

work is small, no sufficient light, very hot with insufficient ventilation and fresh air. 

However as per job evaluation, “Physical ability” and “working conditions” are given 

lower weightage compared to “skill”, “responsibility”, etc. As a result most of the jobs 

are paid relatively low. 

The turnover of employees from this section is the highest. Some fell sick, some 

resigned and many managed to get a posting to other sections. A crisis has now arisen in 

a production plant located in Rudrapur, Uttarakhand. There are 25 vacancies and not a 

single applicant applied for this job despite 3 advertisements and internal circular 

Questions:  

 As Manager HR how do you tackle this issue? 

 Will you advise management to revise the job evaluation criteria? 

 Could it be advisable to recommend increased wages of Production jobs as an exception 

from others? 

 

 1.16 TERMINA L QUESTIONS 

1.  Explaining the concept of Fringe Benefits and Labour welfare, as an HR Manager, 

discuss the various welfare amenities you can introduce in your organization 

2. What items are typically included in the Job Description? What items are generally 

not shown? 

3. What do you understand by Job Analysis? Explain the Process of Job Analysis in 

details.  
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UNIT 2 INTRODUCTION TO COMPENSATION 

2.1 Introduction 

2.2 Objectives 

2.3. Compensation: The Concept 

2.4 Compensation Structure 

2.5 Dimensions of Compensation Policy  

2.6 Corporate Compensation Policy 

2.7 Issues and Current Trends 

2.8 Summary 

2.9 Glossary 

2.10 Answer to Check Your Progress 

2.11 References 

2.12 Suggested Readings 

2.13 Case Studies/ lets/ Exercises 

2.14 Terminal & Model Questions 

 

2.1 INTRODUCTION  

Compensation of workers for their services is vital responsibility of human resource 

management. Each organization should offer smart wages and fringe benefits to draw in and 

retain talented employees with the organization. If at any time, the wages offered by a firm 

aren't competitive as compared to alternative companies, the economical staff might leave the 

firm. Therefore, staff should be stipendiary adequately for his or her services. Compensation 

to staff can vary relying upon the character of job, skills needed, risk concerned, nature of 

operating conditions, paying capability of the leader, talks power of the organisation, wages 

and advantages offered by the opposite units within the region or trade etc., 

Considering that the present trend in several sectors (particularly the information intensive 

sectors am passionate about it and Services) is to treat the workers as “creators and drivers of 

value” instead of an additional issue of production, firms round the world area unit paying 

shut attention to what quantity they pay, the sort of elements that this pay includes and 

whether or not they area unit giving competitive compensation to draw in the simplest talent. 
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Compensation has an effect on attracting, holding and motivating the chief. Disparities in 

compensation pattern typically cause discontentedness among executives. to form the 

executives comfy to the extent doable and additional to stay them from turning hostile, non-

public firms are giving in recent years, larger and a lot of frequent rises in salaries. Firms 

have started viewing govt compensation a lot of proactively in order that they will expect 

higher performance from them. 

Naturally, staff wish to urge a lot of remuneration for his or her work as wherever 

employers wish to pay as minimum as they will. therefore relating to the compensation 

there's a conflict between staff and employers in several of the organizations. The unit of 

time specialist features a troublesome task of fixing wages and wage differentials acceptable 

to worker and their leaders. Remuneration is another term synonymously used with the 

compensation 

 

Definition 

Gary Dessler in his book Human Resource Management defines compensation as 

below:- “Employee compensation refers to all forms of pay going to employees and arising 

from their employment.” The phrase ‘all forms of pay’ in the definition does not include 

non-financial benefits, but all the direct and indirect financial compensations. 

According to Thomas J. Bergmann(1988) compensation consists of four distinct 

components: Compensation = Wage or Salary + Employee benefits +Non-recurring 

financial rewards+ Non-pecuniary rewards. 

 

2.2 OBJECTIVES 

After reading this unit you will be able to: 

 Understand the role of Compensation in an Organization 

 Comprehend the current trends in compensation and its role. 

 Build up an admiration of issues involved in compensation. 

 Get an Insight about Micro and Macro linkages of Compensation Policy 

 Realize the complexities of compensation structure. 

 

2.3 COMPENSATION: THE CONCEPT 

The term Compensation refers to a good range money and non financial rewards to staff for 

their services rendered to the organization. Compensation management cares with the 

formulation and implementation of ways and policies that square measure to reward folks 

fairly, equitably and systematically in accordance with their price to the organizations and to 

assist the organization to attain its strategic goals. It deals with the look, implementation and 
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maintenance of reward systems that aim to satisfy the requirements of each the organization 

and its shareholders. Compensation might also be viewed as –  

• A system of rewards that motivates workers to perform. 

• A tool utilized by organization to foster the values, culture and also the behaviour they 

need. And  

• An instrument that permits organizations to attain their business objectives. 

Compensation has a control on attracting, retentive and motivating the chief. though' 

compensation is paid within the type of wages, salaries and worker edges like paid 

vacations, insurance maternity leave, free travel facility, retirement edges etc., 

Compensation is usually divided into Direct and Indirect elements. 

 

2.4 COMPENSATION STRUCTURE  

An employee’s gross earnings from employment could comprise following elements:- 

• Basic Wage 

 Dearness Allowance 

 Overtime 

 Profit Bonus 

 Incentive Bonus 

 Fringe advantages and 

 Social Security advantages. 

For remuneration to be rational the essential wage ought to be the key item and viewed 

because the value for ‘normal’ output on a job; it ought to be protected against inflation and 

adjusted against productivity or profit improvement. In observe, however, basic wage 

generally entrenched little part that seldom associated with the output or the result of 

employment. More the wage rate is sometimes not adjusted against inflation and therefore the 

trend in productivity or profitability; instead, we've got two adjuncts, viz., public prosecutor 

and Statutory Bonus.   
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Direct Compensation: 

Direct compensation refers to the financial advantages offered and provided to staff 

reciprocally of the services they supply to the organization. The financial advantages embrace 

basic remuneration, house rent allowance, conveyance, leave allowance, medical 

reimbursements, special allowances, bonus, provident fund/gratuity, etc. they're given at an 

everyday interval at a particular time. 

 Medical Reimbursement 

Organizations additionally take care of the health conditions of their staff. the staff area 

unit supplied with medi-claims for them and their relations. These medi-claims embody 

Health-insurances and treatment bills reimbursements. 

 Special Allowance 

Special Allowance like overtime, mobile allowance, meals, commissions, travel 

expenses, reduced interest loans, insurance, club membership, etc., ar provided to staff to 

supply them Social Security and encourage them that helps in rising the structure 

productivity. 

  Bonus 

Bonus is paid to the staff throughout gala seasons to encourage them and supply them 

Social Security. The bonus quantity typically amounts to at least one month’s earnings of 

the worker.  

Leave 

Travel 

Allowanc

e 

Convey

ance 

 

Bonus 

Special  

Allowan

ce 

Medical 

Reimbu

rsement 

House 

Rent 

Allowan

ce 

Basic 

Salary 

 

Compensation Types 

Leave 

Policy 

Flexible 

Timing 

Leave 

Travel 
Holiday 

Homes 

Retiremen

t Benefits 

 

Insurance 

 

Hospitaliz

ation 

 

Overtime 

Policy 
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  Leave Travel Allowance 

These allowances are provided to retain the most effective talent within the organization. the 

workers are given allowances to go to anyplace they need with their families. The allowances 

are scaled as per the position of worker within the organization. 

  Conveyance 

Organizations offer cab facilities to their staff. Few organizations additionally offer vehicles 

and fuel allowances to their staff to inspire them 

  House Rent Allowance 

Organizations either offer accommodations to its staff United Nations agency area unit from 

totally different state or country or they supply house rent allowance to its staff. this can be 

done to supply them social insurance and encourage them to figure.  

 Basic Salary 

Salary is that the quantity received by the worker in place of the work done by him/her for an 

explicit amount say on a daily basis, a week, a month, etc. it's the cash associate worker 

receives from his/her leader by rendering his/her service.  

 

Indirect compensation  

Indirect compensation refers to non-monetary advantages offered and provided to staff 

instead of the services provided by them to the organization. They embrace Leave Policy, 

Overtime Policy, Hospitalization, Insurance, Leave Travel help Limits, Retirement 

advantages, vacation Homes and versatile timings. 

 Overtime Policy 

Employees ought to be supplied with the adequate allowances and facilities throughout their 

overtime, if they happened to try to to therefore, like transport facilities, overtime pay etc. 

 Hospitalization 

The employees ought to be supplied with the adequate allowances to urge their regular check-

ups, say at an interval of 1 year. Even their dependents ought to be eligible for the medi-

claims that give them emotional and social insurance.  

 Insurance 

Organizations additionally give accidental insurance and life assurance for workers. this 

offers them the emotional security and that they feel themselves valued within the  

organization 

 Holiday Homes 

Organizations offer vacation homes and guest house for his or her workers at completely 

different locations. These vacation homes square measure typically settled at Capitol Hill 
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station and alternative number one vacation spots. The organizations check that that the staffs 

don’t face any reasonably difficulties throughout their keep within the guest house 

 Leave Travel 

The employees are supplied with the leaves and travel allowances to travel for vacation with 

their families. Some organizations prepare a tour for the staff of the organization. this can be 

sometimes done to create staff stress free. 

 Retirement Benefits 

Organizations offer pension plans and different edges for his or her workers that edges them 

when they retire from the organization at the prescribed age. 

 Leave policy 

It is the proper of the worker to induce adequate variety of leave whereas operating with the 

organization. The organizations provides paid leaves like casual leaves, medical leaves (sick 

leaves) and maternity leaves, statutory pay etc. 

 Flexible Timings 

Organizations give versatile timings to the workers UN agency cannot return to figure 

throughout traditional shifts because of their personal issues and valid reasons. 

 

Aims of Compensation Management 

The following are the important aims of compensation management. 

i. Reward folks in keeping with what the organization values and needs to get. 

ii. Reward individuals for the worth they produce for the organization. 

iii. Reward the correct things to convey the correct message concerning what's vital in terms 

of outcomes and behaviours. 

iv. Develop a performance culture. 

v. Motivate individuals and acquire their commitment and engagement. 

vi. Help to attract and retain the high quality people the organization needs. 

vii. Create total reward processes that acknowledge the importance of each monetary and non 

monetary rewards. 

viii. Align reward practices with each business goals and worker values and 

ix. Operate in ways which are as follows – 
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Basis of Compensation 

Compensation is that the solely time unit activity that has its impact on all different functions 

relating to personnel. the various activities like job analysis, job analysis, performance 

appraisal etc determined whereas fixing the compensation. Achievement and choice square 

measure dependent upon wages and salaries offered to prospective workers. There’s an in 

depth relationship between performance appraisal and remuneration. 

This is significantly true in cases wherever ‘payment by results’ schemes exist. Incentive 

payments rely upon the worker performance that must be rigorously assessed. It desires no 

explicit stress that union management relations for the most part depend on worker 

remuneration. 

Following are the determinants of compensation in an organization: 

(a) Job bazaar: 

Demand for and provide of labour influence wage and remuneration fixation. a coffee wage is 

also mounted once the provision of labour exceeds the demand for it. the next wage can need 

to be paid once the demand exceeds offer, as within the case of consummate labour. A 

incomprehensible state of affairs is prevailing in our country—excessive state is being close 

      FAIR 

A fair reward system is one during which folks ar treated with reason in accordance 

with what's thanks to them and their price to the organization. Fairness implies that the 

reward system operates in keeping with the principles of distributive and procedural 

justice. 

 EQUITABLE 

Equity is achieved once folks are rewarded suitably in respect to others among the 

organization equitable  reward processes make sure that relativities between jobs are 

measured as objectively as potential which equal pay is provided to staff for his or her 

work of equal price. 

 

          CONSISTENT 

Consistent suggests that selections on pay shouldn't dissent every which way among 

completely different folks or at different times 

                    TRANSPARENT 

Transparency implies that folks understand however reward processes operate and the 

way they're plagued by them. the explanations for any selections ar explained to them 

at the time they're created. 
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with shortage of labour. Whereas unskilled labour is obtainable in masses, there's a shortage 

of technicians, pc specialists and skilled managers. High remuneration to consummate labour 

is critical to draw in and retain them. However exploitation of unskilled labour, for example, 

paying low wages as a result of it's on the market in masses is inexcusable. The Minimum 

Wages Act, 1948, is exactly meant to stop this sort of exploitation.  

(b) Output of Labour: 

It conjointly influences wage fixation. Productivity will arise because of magnified effort of 

the employee, or as a results of the factors on the far side the management of the employee 

like improved technology, subtle machines and instrumentation, higher management, and 

therefore the like. bigger effort of the employee is rewarded through piece-rate or different 

styles of incentive payments. this way of productivity, because of individual effort, cannot 

kind a criterion of general wage payments. Productivity arising from advanced technology 

and more-efficient ways of production can influence wage fixation. whereas productivity is 

measured in terms of anyone of the many factors like capital instrumentation, materials, fuel 

and labour, what matters most is labour productivity. it's the link between the input of labour 

measured in man-hours and therefore the output of the complete economy, or of a specific 

business or plant measured in terms of cash or in physical terms. it's going to be expressed 

that productivity has solely subordinate role in wage fixation. It can, at best, facilitate confirm 

honest wages. 

(c) Cost of Living: 

Next in importance to labour market is that the price of living. This criterion matters during 

times of inflation, and is forgotten once costs are stable or falling. The justification for price 

of living as a criterion for wage fixation is that the important wages of staff shouldn't be 

allowed to be whittled down by worth will increase. an increase within the price of living is 

wanted to be stipendiary by payment of expensiveness Allowance, basic pay to stay 

undisturbed.  

(d) Labour Unions: 

The presence or absence of labour organizations generally determines the wages paid to staff. 

Employers in non-unionized factories fancy the liberty to mend wages and salaries as they 

please. Owing to large-scale state, these employers rent employees at very little or maybe but 

legal minimum wages.  

(e) Labour Laws: 

There square measure totally different legislations gone by the govt of India and different 

State Governments, like Payment of Wages Act, 1936; the Minimum Wages Act, 1948; the 

Payment of Bonus Act, 1965; equal Remuneration Act, 1976; and therefore the Payment of 

Gratuity Act. 1972. 

The Payment of Wages Act was passed to control payment of wages to sure categories of 

persons utilized within the trade. It additionally seeks to guard staff against irregularities in 
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payment of wages and unauthorized deductions by the employers. Additionally, the Act 

ensures payment of wages in an exceedingly specific type and at regular intervals. 

The Minimum Wages Act allows the central and therefore the state governments to mend 

minimum rates of wages due to workers in sweated industries. The Payment of Bonus Act 

provides for payment of a fixed rate of bonus to workers in sure institutions. The Gratuity Act 

provides for payment of gratuity to workers once they attain superannuation. The Equal 

Remuneration Act provides for payment of equal remuneration to men and ladies staff for 

same or similar work. The Act stipulated tight punishments for resistance of its provisions. 

 

(f) The Economy: 

The last external factor that has its impact on wage and salary fixation is the state of the 

economy. While it is possible for some organizations to thrive in a recession, there is no 

question that the economy affects remuneration decisions. For example, a depressed economy 

will probably increase the labour supply. This, in turn, should serve to lower the going wage 

rate. 

(g) Internal Factors: 

Business strategy the overall strategy which a company pursues should determine the 

compensation to its employees. Where the strategy of the enterprise is to achieve rapid 

growth, remuneration should be higher than what competitors pay. 

 

Job evaluation helps to establish satisfactory wage differentials among jobs. Performance 

appraisal helps award pay increases to employees who show improved performance. 

Performance is always rewarded with a pay increase. Rewarding performance motivates the 

employee to do better. Managements prefer performance to effect pay increases but unions 

view seniority as the most objective criterion for pay increases. Experience makes an 

employee gain valuable insights and should therefore be rewarded. Potential is useless if it is 

never realized.  

Yet, organizations do pay some individuals based on their potential. 

 

Compensation Policy: 

Compensation policy and practices are being viewed as an important factor or a role of HRM 

in ensuring its survival and growth. 

It is a written document, rather a commitment of the organization to ensure the concept of 

equity, easing out payment, providing opportunities to grow or earn more as to make it cost 

effective. From employee’s point of view, compensation determines their standard of leaving. 

Compensation policy is therefore an important commitment of the company and obligation of 

the government to recognize the need of developing this community. It is a written document 
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of any HRM of the company, which reflect the intension and objective of the company to hire 

or acquire, maintain and retain its employees.  

A company policy has to be transparent to highlight the compensation determination criteria 

for future growth and increments /promotions, compensation to bear the burden of inflation 

and appropriate measures to provide compensation relating to the injury or accident at work, 

disablement and retirement benefit plans. It should also cover the settlement process of any 

disputes or dissatisfactions and the expectation of unions. 

 

Few of the legislations are influencing the compensation policy of the organization and the 

Industrial Policy Resolution emphasized inter alia its intention; 

(a) To fix statutory minimum wages in sweated industries and 

(b) To promote fair agreements in the more organized sectors.  

Accordingly acts such as the Minimum wages Act, Industrial Dispute Act, Fair and Living 

Wage Act etc. were enacted by the government. Further, following factors are influencing the 

compensation policy of the organization: 

Individual Factor: 

An employee as individuals worries about compensation worth, while compensation 

differentiation depends on sex, skill, experience, and level of competition. In designing the 

compensation structure, individual skill, knowledge, expertise, attitude, sex, work 

environment and experience play an important role to fix the level of job to meet the job 

description regarding personality of an individual. Similarly the creativity, innovation, 

imitation desire to be used on specific job also matters. These factors determine the worth of 

an employee for this specific job and help in designing wage/salary differentiation. 

Organizational Factor: 

Organizational earning depends on productivity of employee and their efficiency, this 

measure the company’s ability to pay. Besides this the size and technology required to 

perform any task and span of control depending upon the size and nature of organization. The 

capacity to pay also depends upon the financial strength of the company, size, nature and 

number of level and cost of technology being used in the organization. 

Competitive Factor: 

The level of pay will depend on the mission and vision of the organization. That means 

whether the organization is willing to lead, 1develop competitiveness or meet the changing 

environment. This help to decide the datum for the minimum and maximum rangers to the 

entry level, middle level or higher level or to retain the old talent. 

Product-Cost Factor: 

It is a process of converting the job price into a monetary award to the employee performing 

or going to perform that job. The process, thus, covers job analysis, job pricing consideration, 
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government legislation and organizational capacity to pay and developing pay packages to 

different levels of employees. 

Other Factors: 

Besides the above common factors affecting design, the following considerations need careful 

analysis in finalizing wages or salary structure for effective administration and management: 

i. Company objective and mission 

ii. Marketing rates and trends to fulfill the objective of external equity. 

iii. The organizational ability to pay maintains the commitments and demand elasticity to 

view the future conditions of market values. 

iv. Cost of living in the region. 

v. Productivity linked performance. 

vi. Strengths of unions and their pressure on compensation. 

vii. Company’s goodwill and images in the market. 

viii. Various government legislations to protect the interests of the employees. 

ix. Tribunal’s judgments on compensation disputes. 

 

 

Check Your Progress-A 

 

Q1. What do you understand by Compensation? 

    ------------------------------------------------------------------------------------------------------------- 

    ------------------------------------------------------------------------------------------------------------- 

Q2. How the Compensation Management is being done in organizations? 

------------------------------------------------------------------------------------------------------------- 

 ------------------------------------------------------------------------------------------------------------- 

------------------------------------------------------------------------------------------------------------- 

MCQs 

 Compensation paid in proportion to the value of sales best describes:  

A. Piece rates     

B. B. Time rates  

C. Commissions    
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D. D. Bonuses 

 Which of the following is best described as functions that have relatively stable 

content and arecommon among many organizations? 

A. Labour Markets   

B. Benchmarking 

C.  Key Jobs    

D. Product Markets 

  Which of the following is a legally mandated benefit? 

A. Social Security         

B. Unemployment Compensation 

C.  Worker’s Compensation   

D.  All of Above   

 Wages represents _____ rates of pay. 

A. Hourly     

B. B. Daily 

C.  Weekly     

D. Monthly  

Fill in the Blanks  

 Whenever an employee is paid by earning a percentage of the sales that he or she 

makes, the earnings are called _____ 

 ______ are also called ‘payments by results 

 ___________ is a process of converting the job price into a monetary award to the 

employee performing or going to perform that job 

 Special benefits given to executive employees, such as assigned chauffeurs, country 

club memberships, and special vacation policies, are known as ___________. 

 

2.5 DIMENSIONS OF COMPENSATION POLICY 

A sound compensation policy has different dimensions to be determined while fixing the 

wages and salaries including other allowances and incentives. 

Ability to Pay: 

Wage increases should be given by those organizations which can afford them. Companies 

that have good sales and therefore high profits tend to pay higher wages than those which 
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are running at a loss or earning low profits because of the high cost of production or low 

sales. In the short run, the economic influence of the ability to pay is practically nil. All 

employers, irrespective of their profits or losses, must pay no less than their competitors and 

need pay no more if they wish to attract and keep workers. In the long run, the ability to pay 

is very important. During times of prosperity, employers pay high wages to carry on 

profitable operations because of their increased ability to pay. But during a period of 

depression, wages are cut because of the shortage of funds. Marginal firms and non-profit 

organizations (like hospitals and educational institutions) pay relatively low wages because 

of low or no profit. 

Supply and Demand of Labour: 

Wages and salaries are affected by the market conditions of supply and demand. If the 

supply of particular labour skills is scarce, employers may offer higher wages. If the supply 

is excessive, lower wages are usually given. Similarly, if there is a great demand for labour 

expertise, wages rise, but if the demand for a manpower skill is minimal, wages will be 

relatively low. The supply and demand compensation criterion is very closely related to the 

prevailing pay, comparable wage and ongoing wage concepts are determined by immediate 

market forces and factors. 

Prevailing Market Rate: 

This is additionally called the comparable wage or going wage rate and is that the most 

generally used criterion. associate organization’s compensation policies have a tendency to 

evolve to the wage rate owed by the business and also the community. this can be in serious 

trouble many reasons. First,  competition demands that competitors adhere to constant 

relative wage level. Second, varied government laws and due process of law build the 

adoption of uniform wage rates a beautiful proposition 

Third, trade unions encourage this follow in order that their members will have equal get 

equal work and geographical variations is also eliminated. Fourth, functionally connected 

companies within the same trade need basically identical quality of staff with identical skills 

and knowledge. This leads to a substantial uniformity in wage and regular payment rates. 

Finally, if identical or regarding identical general rates of wages don't seem to be paid to the 

staff as square measure paid by the organization’s competitors, it'll not be able to attract and 

maintain adequate amount and quality of hands. Belcher associated Aitcheson observe: 

“some corporations pay on the high facet of the market so as to get goodwill or to leisure an 

adequate provide of labour whereas different organizations pay lower wages as a result of 

economically they need to or by lowering hiring necessities they'll keep jobs adequately 

manned. 

Cost of Living: 

The cost of living pay criterion is typically thought to be AN automatic minimum equity pay 

correction. This criterion necessitate pay changes supported will increase or decreases in a 

suitable price of living index. In recognition of the influence of the price of living, 

“escalator clauses” ar written into labour contracts. once the price of living will increase, 
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employees and trade unions demand adjusted-wages to offset the erosion of real wages. 

However, once living prices ar stable or decline, the management doesn't resort to the 

current argument as a reason for wage reductions. 

The Living Wage: 

The earnings criterion implies that wages paid ought to be capable modify Associate in 

Nursing worker to take care of himself and his family at an affordable level of existence. 

However, employers don't typically favour victimization the conception of living wages as a 

guide to wage  determination as a result of they like to base the wages of Associate in 

Nursing worker on his contribution instead of on his want. conjointly they feel that the 

extent of living prescribed in an exceedingly worker’s budget is receptive argument since 

it's supported subjective opinion. 

 

Productivity: 

Productivity is another criterion and is measured in terms of output per man-hour. it's undue 

to labour efforts alone. 

Technological enhancements, higher organization and management, the event of higher 

ways of production by labour and management, larger ingenuity and talent by labour area 

unit all to blame for the rise in productivity. really productivity measures, the contribution of 

all the resource factors-men, machines, methods, materials and management. No 

productivity index will be devised which can live solely the productivity of a selected issue 

of production. Another downside is that productivity will be measured at many levels-job, 

plant, business on national economic level. Thus, though on paper it's a sound compensation 

criterion, operationally several issues and complications arise owing to activity and abstract 

problems. 

Union Bargaining Power: 

Trade unions do have an effect on the speed of wages. Generally, the stronger and a lot of 

powerful the organisation, then there'll be higher wages. A trade union’s negotiation power 

is usually measured in terms of its membership, its money strength and also the nature of its 

leadership. A strike or threat of a strike is that the most powerful weapon employed by it. 

Sometimes, trade unions force wages up quicker than will increase in productivity would 

permit and become liable for state or higher costs and inflation. However, for those 

remaining on the pay roll, a true gain is usually achieved as consequence of a trade union’s 

stronger negotiation power. 

Job Requirements: 

Its a general fact that, tougher the job higher are the wages. Measures of employment 

problem are often used when the relative worth of 1 job to another in an organization is to 

be determined. Jobs are ranked according to the relative ability, effort, responsibility and job 

conditions needed. 
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Psychological and Social Factors: 

These factors confirm in a vital measure, how hard a person can work for the compensation 

received or what pressures he can exert to induce his compensation enhanced. 

Psychologically, persons understand the amount of wages as a measure of success in life; 

folks might feel secure, have an inferiority complex, appear inadequate or feel the reverse of 

all these. they'll or might not experience in their work or in the wages they get. Therefore, this 

stuff shouldn't be overlooked by the management in establishing wage rates. Sociologically 

and ethically, individuals feel that equal work ought to carry ‘equal wages’, that wages ought 

to be commensurate with their efforts, that they're not exploited and that no distinction is 

formed on the premise of caste, colour, sex or faith. To satisfy the conditions of equity, 

fairness and justice, a management ought to take these factors into considerations. 

 Importance of wage payment: 

i. To worker: Wage payment is vital to all classes of staff. Wage could be a matter of life and 

death to workers/ staff. Their life, welfare and even social status rely upon wage payment. it's 

solely supply of financial gain to massive majority of staff. They and their unions 

continuously demand higher wages and other financial benefits. Majority of labour issues and 

disputes ar directly associated with wage payment. The potency of staff and their interest and 

involvement in the work rely upon wage payment. Even their perspective towards employer 

depends on wage payment. In brief, wage payment could be a matter of greatest importance 

to staff. Wage downside is the most pressing and chronic downside for the complete labour 

force. 

ii. To Employer: Wage payment is equally necessary to employers as their profit rely upon 

the whole wage bill. an leader normally is inquisitive about paying low wages and thereby 

controls the value of production. However, low wages don't seem to be essentially 

economical. in fact they will prove to be too costly to the employer in the long run e.g., in 

garment manufacturing company if tailors don't seem to be paid properly then it's tough for 

an to retain them. A employer contains a ethical and social responsibility to pay truthful 

wages to his employee as they're equal partners within the production method. He ought to 

offer truthful wages which can profit to each the parties. workers can supply full cooperation 

to the management after they are paid enticing wages. On the opposite hand, strikes and 

disputes are seemingly to develop once employees are paid low wages or when they are 

disgruntled and angry due to low wage rates. It is possible to earn more profit by paying 

attractive wages to workers e.g., Reliance, Citi Bank, Motorola are earned huge profits 

because of their higher pay packages. 

iii. To Government: Government additionally offer special importance and a focus to wages 

paid to industrial staff as industrial development, productivity, industrial peace and cordial 

labour management relation rely upon the wage payment to employees. Government wishes 

to offer protection to the labour and for this Minimum Wages Act and other Acts are created. 

In India, wages are currently link with the value of living. this can be for the protection of 

workers. Government is the biggest leader in Republic of India and the wage rates of state 
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servant and workers of public sector organizations are set by government solely. Revision of 

pay scale of state workers created for adjusting their wages as per the value of living. For this, 

Pay Commission is appointed and pay scale is adjusted as per the recommendations made. In 

India, wage payment is extremely critical, controversial and delicate issue for all classes of 

work force. This is because of poverty, economic process, mass unemployment and rising 

population. Wage payment, so a pestering problem and needs to be tackled from economic, 

social and humanistic angles. 

Incentives: 

Incentives are referred to as ‘payments by results’, incentives are paid additionally to wages 

and salaries. Incentives rely on productivity, sales, profit, or cost reduction efforts. There are 

(i) Individual incentive schemes, and (ii) Group incentive programmes. Individual incentives 

are applicable to specific worker performance. Where a given task demands cluster effort for 

completion, incentives are paid to the group as a whole. The quantity is later divided among 

group members on an equitable basis. 

Allowances: 

Apart from expensiveness allowance, different allowances like House Rent Allowance 

(HRA), Conveyance Allowance and Leave allowance (LTA) additionally form a part of 

compensation. 

Bonus: 

Bonus is one of the popular ways of sharing the profits of organizationsIt is associate 

incentive to extend production. it's neither associate ex-gratia payment nor a matter of 

delayed wages. It typically represents the money incentive given on some conditions, e.g., 

attainment of bound standards of group action and potency. It contributes to the earning of the 

economic concern and then labour ought to derive some profit. However, below the Payment 

of Bonus Act 1965, it's currently assumed a personality of ‘deferred’ wage. Bonus plays a 

crucial role in today’s competitive government payment programmes. This kind of incentive 

is sometimes short-run (annual) and is predicated on performance. For this reasons, the 

definition of performance is crucial. This profit-sharing conception conjointly resulted during 

a bonus being paid at the top of the year to the workers. smart corporations began to pay to 3 

months’ pay as bonus to their staff even in years that didn't justify such a high bonus 

payment. 

Claims: 

A part of monthly earnings is also created up by billed claims. These embrace 

telephone/mobile allowance, web allowance, medical allowance and the like. These are 

subject to a limit and are typically paid against submission of valid bills. 

Gratuity: 

This is a statutory notional element showing in the wage break-up, however is paid solely at 

the time of employee’s exit after serving over 5 years. Gratuity is ruled by the Payment of 

Gratuity Act, 1922. 
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Taxes: 

Taxes are levied as per the prevailing laws, it's the duty of the leader to deduct taxes from an 

employee’s pay and remit the same to the tax departments. 

Fringe Benefits: 

Fringe benefits are marginal extra earnings to make staff feel comfortable at the workplace or 

to perform their duty. However, they vary per the management’s hour policy and objective 

relating to, how to hire, maintain and retain the knowledge bank of company.  

These embrace such worker benefits as provident fund, gratuity, medical aid, hospitalization, 

accident relief, health and group insurance, canteen, uniform, recreation and also the like. 

Perquisites: 

Perks represent a serious supply of financial gain for executives. additionally to the usually 

allowed perks like provident fund, gratuity and also the like, executives fancy special parking, 

plush workplace, vacation travel, membership in clubs and well-furnished homes. Perks 

watch out of all doable wants. Executives are seldom needed to pay cash from their pockets. 

Their holidays, servants, phone bills and even electricity and gas bills are taken care of by 

their corporations. 

Non-monetary Benefits: 

These embody difficult job responsibilities, recognition of benefit, growth prospects, 

competent supervising, snug operating conditions, job sharing and flexi time. retentive 

competent people for long is tougher than attracting recent ones. associate employee’s 

longevity of service during a specific organisation depends additional on business edges, 

however the role of economic edges can not be dominated out, notably at the lower levels of 

hierarchy. Loyalty towards a company additionally depends on his or her perceptions 

regarding remuneration. it's public knowledge that associate worker feels glad or discontented  

along with his or her remuneration - not such a lot by the whole quantity he or she receives, 

however by comparison his or her edges with those enjoyed by others. Comparison provides a 

sense of equity or inequity. there's a way of equity once the employee’s remuneration is equal 

or over the remuneration received by others within the same class of jobs. If the remuneration 

is lower, the worker feels he or she is inequitably treated. associate worker sticks to a 

company once he or she is paid equitably. The organization’s pay structure should, therefore, 

be even-handed and consistent. 

As mentioned by Tangthong (2014), in regard to the commercial enterprise side of 

compensation and edges and rewards management, organizations are determined to inspire 

workers in different ways that besides money payments. Reward and recognition programs 

are thought-about together of the ways that to inspire workers with success and to influence 

their behaviour in achieving bigger structure potency. There ar 2 styles of reward, those are 

extrinsic and intrinsic rewards. Extrinsic rewards are the tangible rewards that may be 

physically given to workers. They’ll be provided directly by the organization to workers 

through earnings and incentives or indirectly through contributions created to employee’s 
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profit plans, like medical edges and insurance. Intrinsic rewards ar the intangible rewards that 

workers expertise from doing their jobs, like the sensation of satisfaction, involvement, 

growth, autonomy and self-competence. this can be a sign that workers are not any longer 

operating for simply financial gains. they're additionally being attentive on personal growth, 

like the development of capabilities, and effort new skills and information. As for the 

organization, non-financial rewards, like support and recognition, are being given by 

managers to workers to inspire them. 

Recognition may be a method of giving staff a particular standing inside the organization. the 

popularity of employees’ performance will be within the sort of praise, awards or ceremonies. 

Through reward and recognition programs, staff’ morale can increase and a link are going to 

be created between the performance and motivation of employees 

 

2.6 CORPORATE COMPENSATION POLICY 

Compensation Policies are the collective rules that govern the calculation of standard 

payment and profit claim for all folks used by company. employee motivation and 

performance management rely on wise systems that give every financial and non-financial 

rewards (non-monetary rewards). Non-monetary rewards ar as necessary as money rewards. 

In some organisations, an outsized range of assorted remuneration and pay arrangements 

exist. 

Employees in the least levels expect to possess confidence within the wage administration 

system. Workers need the rewards to be shared fairly and equitably. If they're not, discontent 

will cause severe morale and performance issues. If they haven’t done thus already, leading 

organisations can have to be compelled to establish an improved wage administration 

structure. It’s doable to develop a straightforward structure that overcomes the difficulties of 

the past, nevertheless is straightforward enough for everybody within the organisation to 

grasp. This structure may be tied to a totally new performance management approach, as well 

as higher performance appraisal mechanisms. 

Some industry’s remuneration systems are dominated by the commercial relations system. 

Enterprise negotiation and native space work agreements, individual performance based 

contracts, and therefore the result of competition on organisational structures, have had a 

giant impact. A good rewards and remuneration system ensures that every person receives 

acceptable monetary and business recognition to account for the private contribution they're 

creating and also the overall worth of their position to the organisation. This includes  

 

• Creating and maintaining an organisational structure and culture that facilitates both worker 

and organisational performance. 

• Recognising and gratifying individual and team performance, financially and otherwise, in 

reference to the contribution made.  
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• Implementing compensation systems that fairly treat and recognise all workers, despite their 

level within the organisation. 

This is the equity issue. It involves matching remuneration with the contribution created, 

significantly wherever job necessities will modification quickly. the most effective 

performance appraisal system within the world won't work if it's joined to a rewards and 

remuneration system that workers don't trust or support. 

An actuated worker can deliver the goods an excellent deal. A demotivated worker are slow, 

at risk of error and unlikely to realize. Motivation influences performance. It additionally 

suggests that the ‘lack of’, ‘promise of’, or receipt of either financial or nonfinancial rewards 

may also influence motivation. A feedback loop between motivation and performance exists, 

with each potentially impacting the other. Remuneration is a component of both financial and 

nonfinancial reward; financially, in terms of cash and benefits received; non-financially in 

terms of recognition, status and esteem, e.g. the status of full private use of a motor vehicle. 

 

Check Your Progress- B 

Q1. Explain the role of sound compensation policy in enhancing employee productivity. 

 ------------------------------------------------------------------------------------------------------------- 

 ------------------------------------------------------------------------------------------------------------- 

 -------------------------------------------------------------------------------------------------------------- 

Q2. Write a short note on the elements of compensation structure. 

 ------------------------------------------------------------------------------------------------------------- 

 ------------------------------------------------------------------------------------------------------------- 

 ------------------------------------------------------------------------------------------------------------- 

Q3. Distinguish between Financial & Non Financial Compensation. 

------------------------------------------------------------------------------------------------------------- 

------------------------------------------------------------------------------------------------------------- 

------------------------------------------------------------------------------------------------------------- 

 

Fill in the Blanks:- 

 ___________ is paid only at the time of employees exit after serving more than five 

years. 

 A fair day work for fair day pay’ denotes a sense of _______ felt by employees. 
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 _______ can be fixed by comparison with an accepted standard wage. 

 A ______ must be fixed considering the general economic conditions of the country. 

 In India, _____ wage is determined mainly for sweated industries 

 

MCQs 

 The payments made to employees without taking hours for which they worked 

into consideration are called. 

A. Base Pay     

B. B. Wages 

C. Salaries     

D. Variable Pay 

 Payment of cash rewards for the work extracted from the employee is normally 

called:- 

A. Direct Compensation   

B. B. Indirect Compensation 

C.  Non-Monitory Compensation  

D. None of above 

 Which of the following theory states that the employees work hard in the job 

only when they are sure of positive outcomes from that job? 

A. Equity Theory    

B. Expectancy Theory 

C.  Agency Theory    

D. None of above 

 Which of the following is not an objective of executive compensation plans? 

A. Separating ownership interest and controlling interest  

B. Enhancing employee motivation, involvement and commitment 

C. Promoting managerial efficiency 

D. Attracting and retaining the best executives 
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2.7 ISSSUES AND CURRENT TRENDS 

People who administer wage and salary face challenges which frequently necessitate 

adjustments to a remuneration plan. The additional vital of the challenges are skill-based pay, 

salary reviews, pay secrecy, comparable value, worker participation, philosophical system, 

below market or higher than market rates, and marketing versus non-marketing rewards. the 

subsequent figure shows the challenges of compensation. 

 

The trends for compensation are bound to the means that businesses can use to fuel growth—

and that focus is deeply unmoving in transformative innovation.  As a result, organizations 

are looking for talent that may support and drive the pace at that that sort of innovation must 

occur. and that they can would like a worth proposition that appeals to people who may 

otherwise realize themselves on a additional entrepreneurial track. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

It is chestnut but however true to say that the twenty first century is characterised by an 

exponential pace of amendment.  Businesses that shall keep before the curve will ought to 

perpetually evaluate their performance framework and confirm how their rewards methods 

can best support it. they need to clearly outline the philosophy that may drive the event of 

their pay practices and whether or not it'll be rooted in an expansive or a selective approach. 
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Source: blog.mercerpeoplepro.com 

 

 

2.8 SUMMARY 

Compensation Management is an indispensible function of HR department. Apart from 

compliance with procedures and rules, aspects like cost to the organization and worker 

motivation conjointly got to be thought-about. HR Manager must think about the trade-off 

between these concerns. Administration professionals on the opposite hand need to pay 

attention of Payroll. 

 

In percentage terms, Salary, wages and bonus taken together are still the key causes of 

business disputes in India. Hence, determining wages based on certain defined methodologies 

ought to receive priority. Linking wages to performance is again a serious issue. appropriate 

incentive schemes ought to be known to reward outperformers.  
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2.9 GLOSSARY 

 

Dearness allowance: These allowances are paid to protect the real wages of    employees 

from falling in value, by keeping pace with the price rise. 

Employee stock options (ESOP): A type of employee benefit plan which is intended to 

encourage employees to acquire stocks or ownership in the company 

Fair wage It is the wage, which is above the minimum wage, but below the living wage. The 

lower limit of the fair wage is the minimum wage and the upper limit is set by the ‘capacity of 

the industry to pay’. 

Living wages It is a wage rate which not only provides the bare essentials of food, clothing, 

and shelter, but also a measure of frugal comfort for the worker. It also provides for his 

children education, protection against ill-health, requirements of essential social needs, old 

age, and a measure of insurance against the misfortunes.  

Minimum wages They are need-based and statutorily decided both by the central and the 

state government. Payment of minimum wages is obligatory for an organization. 

 

2.10 ANSWERS TO CHECK YOUR PROGRESS 

Check Your Progress –A 

MCQs 

 

1. C   2. A   3. D   4. A 

 

Fill in the blanks 

 

1. Commissions   

2. Incentives   

3. Product-Cost Factor   

4.   Prerequisites.   

 

Check Your Progress –B 

MCQs 

1. C   2. A   3. B   4. A 

 

Fill in the blanks: 
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1. Gratuity  

2. Equity   

3. Fair Wage   

4. Living Wage 

5. Minimum Wage 
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2.13 CASE STUDIES / LETS / EXERCISES 

THE worth OF an EMPLOYEE’S WORK for THE COMPANY HAS CHANGED 

A project manager brings in a entirely difficult project within time and under budget, 

earning the company substantially larger profits. 

If this performance represents an increase in competence that other employers will 

recognize, and then this is just another example of market price has increased. A company 

needs to increase pay by at least what the market would pay for this increase in competence. 

If the market value of the employee’s productivity is not so clear, companies have two 

options. If they don’t think this increase in effectiveness will happen every year, paying a 

one-time bonus to recognize a job well done may make sense. 

If this work is indicative of the employee actually representing the cream of his/her 

comparison group, then this may be a case for targeting a higher percentile pay in the 

market. 

Q1.  As a Compensation manager, try to identify various wage related challenges in above 

case and suggest your plan to tackle them with a justification.   

 

2.14 TERMINAL QUESTIONS 

1. What is the basic purpose behind the establishment of a sound Compensation and 

Reward administration system in the organizations? 

2. Explain the need for designing of compensation policy. What is the importance of 

compensation system in business organization? 

3. Explain the difference between internal & External Equity. 

4. What factors go into the determination of pay in an organization? 
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UNIT 3 STRATEGIC PERSPECTIVES IN 

COMPENSATION MANAGEMENT 

3.1 Introduction 

3.2 Objectives 

3.3. Understanding Compensation from Multiple Perspectives 

3.4 Understanding Strategic Compensation 

3.5 Strategic Pay Decisions 

3.6 Best Practice v/s Best Fit 

3.7 Summary 

3.8 Glossary 

3.9 Answer to Check Your Progress 

3.10 Reference/ Bibliography 

3.11 Suggested Readings 

3.12 Terminal & Model Questions 

 

3.1 INTRODUCTION  

The unit offers a comprehensive exploration of how compensation strategies are integral to 

the success of any organization. This unit underscores the importance of aligning pay and 

benefits with an organization's overarching objectives, starting with base pay decisions that 

establish the wage structure and determine market competitiveness. It extends to variable pay 

decisions involving bonuses and incentives that encourage exceptional performance, as well 

as long-term incentives like stock options that align employee goals with those of the 

organization over extended periods. 

Additionally, the unit addresses indirect compensation, which includes benefits like health 

insurance, retirement plans, and vacation time—vital elements in attracting and retaining 

staff. The significance of effective performance management decisions is highlighted, linking 

pay to performance and offering feedback mechanisms. Furthermore, the unit explores the 

pay-for-skill approach, rewarding employees for acquiring new skills beneficial to the 

company, and geographical and market-based decisions ensuring competitiveness based on 

location and industry standards. Special scenarios requiring unique compensation structures, 

equity and fairness in compensation to promote justice and prevent discrimination, and legal 

and compliance decisions to adhere to laws and regulations are also covered. Overall, a 
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holistic approach to compensation decisions is portrayed as key to propelling an organization 

to new heights by fostering motivation, satisfaction, and commitment among its employees 

 

3.2 OBJECTIVES 

After reading this unit you will be able to: 

 Strategic Compensation Integration 

 Pay Structure Design and Implementation 

 Performance-Based Compensation 

 Equity and Legal Compliance in Compensation 

 Adaptation to Special Compensation Scenarios 

 

3.3 UNDERSTANDING COMPENSATION FROM MULTIPLE 

PERSPECTIVES 

Compensation, simply defined, is everything an employee values in relation to their job. 

However, the interpretation and implications of compensation differ based on perspective, 

notably from that of the employee versus that of the employer. This difference in 

perspective can significantly impact workplace satisfaction, employee retention, and 

organizational strategy. 

Employee Perspective on Compensation: 

 For an employee, compensation includes both tangible and intangible benefits 

received from their job. 

 Tangible benefits can be financial rewards such as salary, bonuses, and retirement 

contributions. 

 Intangible benefits might include a positive work environment, flexible hours, or the 

general ambiance of the workplace. 

 Some benefits, like on-site childcare, may be valued differently among employees 

based on their personal situations and preferences. 

 

Employer Perspective on Compensation: 

 Employers often view compensation in terms of direct costs associated with 

employing an individual. 
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 While some compensation elements like salaries and bonuses are discretionary and 

within the employer's control, others, such as mandatory taxes or legislated benefits, 

are non-discretionary and must be given. 

 Intangible benefits, like a positive work culture, might not have a direct cost but can 

still influence an employer’s ability to attract and retain talent. 

 Employers must be cognizant that what may be deemed beneficial by one employee 

might not be perceived the same by another. 

The Interchange between Employee and Employer Perspectives: 

1. Cost Shifting: Even if a direct cost, like a tax, is imposed on the employer, it might 

indirectly affect the employee. For instance, if new regulations increase employer 

costs, businesses might respond by freezing salaries or even laying off staff. 

2. Value Variability: Different employees value compensation components differently. 

A young, single employee might not see much value in on-site childcare, whereas a 

parent might prioritize such a feature in their job search. 

3. External Factors: Elements outside the employer's control, like geographic location 

or macroeconomic conditions, can still impact how both the employer and employee 

perceive compensation. If an area becomes less desirable to live in, employers might 

need to increase compensation to retain talent. 

4. Employee Leverage: As employee preferences change, they might seek opportunities 

elsewhere that align more closely with their personal valuation of compensation, 

which challenges employers to constantly reevaluate and adapt their compensation 

packages. 

Compensation is multifaceted and varies in significance based on one's perspective. 

As workplaces evolve and employee preferences shift, understanding the nuances of 

compensation from both the employer's and employee's viewpoints becomes 

paramount. Striking a balance that recognizes the needs and wants of employees while 

aligning with the organization’s objectives and constraints can lead to enhanced job 

satisfaction,improved retention, and overall organizational success. 
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3.4 UNDERSTANDING STRATEGIC COMPENSATION  

While the term "compensation" holds immense importance, the modifier "strategic" brings a 

new dimension to the concept, often causing confusion due to its common and inconsistent 

usage in management circles. At first glance, the term "strategic compensation" may seem 

redundant, implying there could be a 'non-strategic' form of compensation which would 

presumably be detrimental to an organization. However, the use of "strategic" is indeed 

purposeful and emphasizes the critical role of intentionality in compensation management. 

What Makes Compensation Strategic? 

Strategic compensation involves creating and implementing a compensation system that 

directly supports the company's mission, goals, and overall business strategy. Unlike a non-

strategic or traditional approach, strategic compensation does not consider salary and benefits 

in isolation or as mere operational details. Instead, it treats compensation as an integral part of 

the organization's broader strategic framework. 

Key Elements of Strategic Compensation: 

1. Alignment with Business Objectives: Strategic compensation ensures that all aspects 

of the compensation package align with and support the organization's business goals. 

This alignment might involve incentivizing specific behaviors, attracting certain types 

of talent, or fostering a specific corporate culture. 

2. Competitive Advantage: Strategic compensation seeks to create a competitive 

advantage by offering a unique, attractive compensation package that distinguishes the 

company in the labor market. This advantage might involve non-monetary aspects of 

the compensation package, such as a robust wellness program or exceptional 

professional development opportunities. 

3. Employee Motivation and Retention: By tailoring compensation to the needs and 

preferences of the workforce, strategic compensation can increase employee 

satisfaction, motivation, and retention. This approach can involve elements such as 

performance-based bonuses, skill-based pay, or flexible work arrangements. 

4. Flexibility and Adaptability: Strategic compensation systems remain adaptable to 

changes in business strategy, workforce demographics, or market conditions. They 

incorporate mechanisms for regular review and adjustment as necessary. 

5. Transparency and Fairness: Strategic compensation systems prioritize transparency 

and fairness to foster trust and engagement among employees. They provide clear 

communication about how compensation decisions are made and how employees can 

influence their own compensation. 

While the term "strategic" may appear superfluous, its presence in "strategic compensation" 

underlines the necessity of intentional, goal-driven compensation management. Strategic 
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compensation is not merely about paying employees but is a holistic, flexible approach 

designed to align with organizational objectives, ensure competitiveness, motivate 

employees, and promote fairness and transparency. 

Understanding Compensation: Who Gets Paid and Who Doesn't 

Compensation, in essence, refers to the rewards given to an individual in return for their 

services or labor. The concept presented provides an analytical lens to view who receives 

compensation and who doesn't, based on three main criteria: Desire, Skills, and Mobility. 

Key Takeaways: 

1. Desire: It is the willingness or motivation of an individual to work. If someone lacks the 

desire, they won't seek out employment and consequently won't get compensated. 

Retirees are a prime example; they might possess the skills and the mobility to work but 

lack the desire. 

2. Skills: Skills represent the abilities or expertise one possesses, which are marketable and 

can be compensated for. People lacking skills, like young children or certain 

incapacitated individuals, can't be compensated because they don't bring value to 

potential employers. 

3. Mobility: This pertains to the ability of an individual to move freely between jobs or the 

ability to access employment opportunities. Slaves, prisoners, or workers in highly 

restrictive regimes lack this mobility. Slaves are bound to their owners and can't choose 

to work elsewhere, while prisoners have limited employment choices within the confines 

of their incarceration. 

Special Cases: 

 Slaves: While not common in modern societies, slaves work without compensation. 

They lack mobility entirely and have no choice but to work without the expectation of a 

reward. 

 Prisoners: Prisoners in some countries, like the U.S., do have the option to work, but 

their compensation is incredibly low due to the lack of outside employment options. 

 Wage-theft victims: These individuals expect to be compensated but are deceived. They 

work but might not receive their promised wages. Their situation is unique because they 

typically have mobility; if they're not paid as promised, they can seek employment 

elsewhere. 

Conceptual Framework: 

Compensation=Desire×Skills×Mobility 

This equation underlines the importance of all three criteria. If any one of these is absent (i.e., 

equals zero), then the product (compensation) will also be zero. For an individual to be 

compensated, they must have the desire to work, possess marketable skills, and have the 

mobility or freedom to access employment opportunities. 
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Reservation Wage: It is the minimum wage level at which an individual is willing to work. 

A person's desire greatly influences this. If someone has a low desire to work, they might set 

a high reservation wage, meaning they'd only work if paid a higher amount than someone 

with a greater desire to work. 

While compensation is a common aspect of employment, not everyone receives it. The 

interplay between desire, skills, and mobility helps determine who gets compensated and how 

much. Understanding these factors is crucial for employers, policymakers, and workers alike. 

 

 

3.5STRATEGIC PAY DECISIONS 

Strategic pay decisions are multifaceted and tailored to the unique needs, goals, and 

circumstances of an organization. When crafting a compensation strategy, businesses need to 

consider various types of decisions that fit within their strategic framework. Here are the main 

types of strategic pay decisions: 

Base Pay Decisions 

Base pay, often seen as the foundational element of an employee's compensation package, is 

the regular salary or wage paid to an individual, excluding bonuses, benefits, or any other 

potential compensation. When organizations determine the base pay for their employees, 

they're making a statement about how they value the roles and the people filling them. To get 

this right, companies need to consider several strategic decisions: 

1. Salary Structures: 
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 Traditional Step-Based Salary Structure: Historically, many organizations adopted a 

step-based salary structure. This involves predefined increases in salary at regular 

intervals, often annually, based on tenure. For example, a new employee starting as a 

'Junior Analyst' might start at a base pay of $40,000. After one year, given satisfactory 

performance, the employee might automatically move up to $42,000, and so on. This 

model provides predictability but can be rigid, not always reflecting the actual value or 

performance of an employee. 

 Broadbanding: This modern approach combines multiple salary grades into fewer, wider 

bands. For instance, instead of having separate grades for 'Junior Analyst', 'Analyst', and 

'Senior Analyst', a company might just have a single 'Analyst' band with a broader pay 

range from $40,000 to $60,000. This allows more flexibility in compensating based on 

skills, competencies, and performance rather than strictly on titles or seniority. A highly 

performing Junior Analyst might be paid more than a less competent Senior Analyst 

within the same band. 

2. Pay Levels: 

 Paying at Market Rate: Here, organizations set their base pay around the median of 

what competitors in the market are offering for similar roles. For instance, if most tech 

firms offer a base salary of around $70,000 for a software developer with 3 years of 

experience, a company might decide to offer a similar rate to be competitive in attracting 

talent. 

 Paying Above Market Rate: Organizations wanting to attract top-tier talent or establish 

themselves as an employer of choice might decide to offer base pay that's significantly 

higher than the market average. For example, a leading tech giant aiming to recruit the 

best software developers might offer a starting salary of $90,000, substantially above the 

market rate, to ensure they get the best recruits. 

 Paying Below Market Rate: On the flip side, some companies, especially startups or 

those in financial constraints, might offer a base pay below the market rate. However, they 

might supplement this with other attractions, such as stock options or a promise of rapid 

career advancement. For instance, a tech startup might offer a software developer a base 

salary of $60,000, below the market rate, but also offer substantial stock options that 

could be lucrative if the company succeeds. 

In the evolving world of work, base pay decisions carry implications beyond just the 

immediate cost to the company. They play a role in defining the employer brand, affecting 

retention, and shaping organizational culture. 

Consider a hypothetical example: TechNova, a new tech company, is entering a highly 

competitive market. To differentiate itself and attract the best talent, it opts for a 

broadbanding approach. This decision not only allows it flexibility in compensation but also 

sends a message that at TechNova, it's skills, competencies, and contributions that are valued 

over titles. Moreover, by offering base pay slightly above the market rate, they position 
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themselves as a company that values its employees, ensuring they get not just any talent, but 

the best in the market. 

Base pay decisions are foundational in compensation strategy. They require a nuanced 

understanding of both the external market and the internal values and goals of the company. 

Through deliberate and well-informed decisions, companies can ensure they attract, retain, 

and motivate the right talent, setting themselves up for success in the long run. 

 

 

 

 

Variable Pay Decisions 

Variable pay, often dubbed as "performance pay", is compensation that changes based on 

some measure of individual or organizational performance. Unlike base pay, which is fixed 

and predictable, variable pay fluctuates according to predetermined criteria. This form of 

compensation can significantly influence an employee's motivation, performance, and 

alignment with company objectives. Here are some strategic considerations and examples: 

1. Types of Variable Pay: 

 Bonuses: These are perhaps the most common form of variable pay, awarded to 

employees based on individual, team, or company performance. For instance, a sales 

executive might receive a year-end bonus if they exceed their annual sales target. Or, 

employees across a company might receive a bonus if the organization surpasses its 

yearly profit goals. 

 Commission: Directly linked to sales, commission-based pay is often used for sales roles. 

For example, a car salesperson might earn a 5% commission for every vehicle sold. Thus, 

if they sell a car worth $20,000, they would earn $1,000 from that sale. 

 Profit-Sharing: Here, employees receive a portion of the company’s profits. A tech 

startup, after a successful year, might distribute 5% of its profits equally among its 

employees or based on their salary levels. 

 Stock Options: Often used by startups and tech companies, employees are given the 

option to buy company stock at a predetermined price. If the company performs well and 
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the stock price rises, employees can purchase stock at a lower price and sell at a higher 

price, realizing a profit. 

 

2. Designing Variable Pay Schemes: 

 Thresholds and Caps: Companies often set minimum performance levels (thresholds) 

that employees must meet before they qualify for variable pay. They might also set a 

maximum limit (cap) to control costs. For example, a software company might set a 

threshold of 100 bug fixes a year for a software engineer to qualify for a bonus. However, 

they might cap the bonus amount at $5,000 to maintain budgetary controls. 

 Frequency of Payouts: The decision on whether variable pay should be distributed 

monthly, quarterly, annually, or based on milestones can influence motivation. For 

instance, a quarterly bonus might motivate consistent performance throughout the year, 

while an annual bonus could encourage longer-term focus. 

 Measurement Criteria: Companies need to decide on clear, objective criteria for 

awarding variable pay. For a sales team, this might be straightforward (e.g., number of 

units sold). However, for roles like product development or human resources, defining 

clear performance metrics can be challenging. 

Consider a real-world example: Leading tech companies like Apple or Google offer 

performance-based bonuses. These bonuses can be tied to individual performance metrics, 

team objectives, and overall company profitability. Additionally, these companies also offer 

stock options, allowing employees to share in the company’s long-term growth and success. 

However, variable pay is not without its challenges. There's a risk of promoting unhealthy 

competition or short-term thinking. For example, a salesperson focused solely on 

commissions might push customers to buy more than they need, potentially harming long-

term customer relationships. Conversely, if designed correctly, variable pay can drive 

performance, align individual goals with organizational objectives, and act as a powerful tool 

for motivation and retention. 

Variable pay decisions are multifaceted, requiring organizations to carefully balance 

motivational potential against potential pitfalls. Through strategic design and clear 

communication, companies can harness the power of variable pay to drive excellence and 

foster an engaged, high-performing workforce. 
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Long-Term Incentives 

Long-term incentives (LTI) are compensation tools designed to retain talent and align the 

interests of key employees with the long-term objectives of the organization. By focusing on 

the longer horizon, these incentives encourage behaviors that promote sustainable growth, as 

opposed to short-term gains that may not be in the best interests of the organization in the 

long run. 

1. Types of Long-Term Incentives: 

 Stock Options: Employees are given the option to buy shares of the company at a 

predetermined price after a specified period. If the company's stock price rises above the 

predetermined price, employees can realize significant gains. For example, a tech startup 

might offer its early employees stock options at $10 per share. If, after several years, the 

stock price rises to $50, those employees stand to make a substantial profit. 

 Restricted Stock Units (RSUs): RSUs are company shares given to employees, which 

vest after a certain period. An employee might be granted 1,000 RSUs that vest over 

four years. This means each year, 250 of those RSUs convert to actual shares that the 

employee owns, incentivizing them to stay with the company and contribute to its 

success. 

 Performance Shares/Units: These are contingent upon the company meeting certain 

predefined performance metrics over a multi-year period. For instance, a CEO might be 

granted performance shares that only vest if the company's revenue grows by 10% 

annually over the next three years. 

 Deferred Compensation Plans: A portion of the employee’s pay is held back and given 

to them after a certain period, often with added interest. This not only acts as a retention 

tool but also provides tax benefits. 

2. Strategic Benefits of Long-Term Incentives: 

 Retention: Given that many LTIs vest over several years, they encourage key employees 

to stay with the company. A CFO, for instance, might be less likely to leave a firm if 

they know that a significant number of RSUs will vest in the next year. 
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 Alignment with Shareholders: As employees become shareholders through LTIs, their 

interests align more closely with those of other shareholders. They're more likely to 

make decisions that enhance shareholder value in the long run. 

 Performance Enhancement: By tying LTIs to long-term performance metrics, 

companies can drive behaviors that foster sustainable growth. For instance, a 

pharmaceutical company might award its R&D team performance shares based on the 

successful launch of a new drug over a five-year period. 

Consider the case of Elon Musk and Tesla. In 2018, Tesla's board approved a compensation 

plan for Musk that was entirely based on long-term incentives. Musk would receive no 

guaranteed compensation—no salary, no cash bonuses. Instead, his earnings would be based 

on the achievement of market capitalization milestones and operational targets. This bold LTI 

strategy was designed to ensure that Musk's interests were deeply intertwined with the long-

term success of Tesla and its shareholders. 

However, while powerful, LTIs are not without challenges. If not structured correctly, they 

might promote excessive risk-taking, as employees chase ambitious targets to realize their 

incentives. The key lies in designing LTIs that provide a balanced mix of risk and reward, 

ensuring that the behaviors they promote are in line with the company’s long-term strategic 

objectives. 

Long-term incentives play a crucial role in contemporary compensation strategies. They're 

instrumental in retaining top talent, driving long-term performance, and ensuring that the 

interests of key employees align closely with those of the organization and its shareholders. 

Through careful design and implementation, LTIs can be a game-changer for organizations 

aiming for sustained success in today's competitive landscape. 

 

Indirect Compensation Decisions 

Indirect compensation, often referred to as employee benefits or fringe benefits, encompasses 

non-wage forms of employee compensation. These are supplementary rewards given to 

employees in addition to their direct wages or salaries. Indirect compensation plays a pivotal 

role in attracting, retaining, and motivating a talented workforce. 

1. Types of Indirect Compensation: 

 Health and Life Insurance: Employers often offer health insurance coverage that may 

include medical, dental, and vision care. Life insurance policies could also be part of the 

benefits package. For instance, a company might cover the insurance premium for its 

employees, ensuring that they and their families have medical coverage, thus offering 

peace of mind. 

 Retirement Benefits: 401(k) plans in the U.S., for example, are a popular form of 

retirement benefit. Companies may offer a matching contribution up to a certain 

percentage of the employee’s salary. An employee who contributes 5% of their income 
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to their 401(k) might receive an additional 5% from their employer, effectively doubling 

their contribution. 

 Paid Time Off (PTO): This includes vacation days, sick leave, and personal days. 

Companies like Netflix have even introduced "unlimited PTO" policies, allowing 

employees to take as much time off as they need, promoting work-life balance and trust. 

 Educational Assistance: Some organizations offer tuition reimbursement programs for 

employees pursuing further education relevant to their job. For instance, Starbucks, 

through its College Achievement Plan, offers full tuition coverage for employees to earn 

an online bachelor’s degree. 

 Employee Wellness Programs: Companies might provide gym memberships, health 

screenings, or mental health resources, underscoring the importance of employee well-

being. 

 

2. Strategic Benefits of Indirect Compensation: 

 Attraction & Retention: Indirect benefits can be a key differentiator in a competitive 

job market. A tech startup might not be able to compete with giants like Google in terms 

of salary but offering comprehensive health benefits, flexible work hours, or unique 

wellness programs might entice talented professionals. 

 Employee Satisfaction & Morale: Benefits like PTO, wellness programs, or childcare 

services can significantly boost employee morale. A content and well-taken-care-of 

employee is likely to be more productive and loyal to the organization. 

 Improved Organizational Health: Offering health insurance or wellness programs can 

lead to healthier employees, translating to fewer sick days, reduced absenteeism, and 

enhanced productivity. 

 Lifelong Learning & Skill Enhancement: By offering educational benefits or training 

programs, organizations invest in the continuous growth of their employees. This not 

only ensures that the workforce stays updated with the latest skills but also fosters a 

culture of lifelong learning. 

Let's consider the example of the tech giant Google. Renowned for its work culture and 

benefits, Google offers a plethora of indirect compensations. From comprehensive health care 

coverage, generous parental leave policies, and retirement savings to on-site wellness and 

healthcare services, and even death benefits. These perks and benefits are pivotal in Google's 

strategy to attract the best minds and maintain its reputation as one of the best places to work. 

However, indirect compensation comes with its set of challenges. It's essential for 

organizations to regularly assess and ensure that the benefits provided align with employee 

needs and preferences. One-size-fits-all benefits might not always be the best approach. 

Surveys, feedback loops, and regular communication can guide organizations in making 

informed decisions about their benefits package. 
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While direct compensation remains a primary motivator for many employees, the significance 

of indirect compensation cannot be understated. In a world where the battle for top talent is 

fierce, a well-thought-out indirect compensation strategy can be a game-changer for 

organizations aiming to be employers of choice. 

 

Performance Management Decisions 

Performance management decisions, at their core, revolve around the systematic processes by 

which an organization involves its employees in improving organizational effectiveness by 

focusing on achieving the company's mission and strategic goals. This involves not only 

evaluating and guiding individual and team performance but also designing compensation 

structures that reflect and reward these performances. 

 

1. Types of Performance Management Decisions: 

 Setting Performance Criteria: Before evaluating an employee's performance, it's 

crucial to have a clear understanding of what 'good' performance looks like. This 

includes defining Key Performance Indicators (KPIs), objectives, and other measurable 

outcomes. 

 Performance Review Methods: This could range from traditional annual reviews to 

more modern, continuous feedback systems. Some organizations employ 360-degree 

feedback, where employees receive feedback from their peers, subordinates, and 

superiors. 

 Feedback and Coaching: Effective performance management is not just about 

evaluation but also about providing constructive feedback and coaching to help 

employees improve and grow. 

 Performance-related Compensation: This includes bonuses, raises, promotions, or 

other financial rewards that are directly tied to an employee's performance metrics. 

 Training and Development Initiatives: Based on performance reviews, organizations 

can identify areas where employees might need additional training or development. 

2. Strategic Importance of Performance Management Decisions: 

 Alignment with Organizational Goals: Effective performance management ensures 

that every employee's goals and objectives align with the organization's mission and 

strategy. For instance, if a tech company's goal is to enhance user experience, the 

performance of its UX designers will be paramount, and their KPIs might revolve 

around user feedback, app responsiveness, or design innovation. 

 Motivation and Employee Engagement: When employees see a direct correlation 

between their performance and their compensation, they're likely to be more motivated. 

This also instills a sense of ownership and engagement towards their roles. 
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 Identification of Top Performers: Through systematic performance evaluations, 

organizations can identify and reward top performers, ensuring talent retention. 

 Continuous Improvement: Regular feedback and coaching mean that employees are 

continually improving, adapting, and evolving in their roles, leading to overall 

organizational growth. 

Consider the example of Adobe Systems. In 2012, the company felt that its traditional annual 

performance reviews were not yielding the desired outcomes. Instead, they were creating a 

competitive, rather than a collaborative environment. As a result, Adobe introduced the 

“Check-in” system. This system ditched ratings and shifted the focus to regular feedback, 

setting clear expectations, and offering growth opportunities. Post this change, the company 

saw a 30% reduction in voluntary turnover. 

Another example can be seen in GE's historic shift from its age-old annual review system to a 

more dynamic performance management system called "PD@GE" (Performance 

Development at GE). This system emphasizes ongoing conversations, feedback, and 

coaching. Such decisions come from the understanding that for modern organizations, agility, 

continuous learning, and adaptability are crucial. 

However, performance management systems are not without challenges. They need to be 

flexible and adaptable. A rigid system might not capture the nuances of different roles or 

departments. There's also a risk of bias, which organizations must actively work to eliminate 

by training managers and adopting more objective review systems. 

Performance management decisions, especially when linked with indirect compensation, play 

a significant role in organizational success. While compensation attracts talent, it's the 

continuous feedback, recognition, and opportunities for growth that retain and nurture this 

talent. As organizations evolve in the modern business landscape, so must their performance 

management strategies, ensuring they remain relevant, effective, and aligned with 

overarching business objectives. 

Pay-for-Skill Decisions 

The Pay-for-Skill (PfS) model, often referred to as skill-based pay, diverges from traditional 

job-based compensation systems. Instead of compensating employees based on their specific 

job title or role, PfS rewards them for the range and depth of skills they possess and can 

effectively utilize. This model incentivizes personal development and skill acquisition, 

fostering a more versatile and adaptable workforce. 

1. Understanding Pay-for-Skill: 

 Rewarding Versatility: In a PfS system, employees are motivated to acquire new skills, 

which can be beneficial to the organization. The more skills or competencies an 

employee attains, the higher their pay grade. 

 Skill Blocks: Skills are often grouped into "blocks" or categories, and mastery of each 

block leads to a pay increase. For instance, in a manufacturing setting, an employee 
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might be rewarded for mastering machine operation, routine maintenance, and quality 

control. 

 Verification of Skills: Acquiring a skill is typically followed by an evaluation or 

certification process to verify proficiency before a pay raise is awarded. 

2. Strategic Importance of Pay-for-Skill Decisions: 

 Organizational Flexibility: Companies with PfS systems have a workforce that can 

easily adapt to changing roles, addressing operational needs as they arise. For instance, 

if a certain department is short-staffed, employees from another department, possessing 

the necessary skills, can step in. 

 Continuous Learning Culture: PfS embeds a culture of continuous learning and 

development. Employees are consistently motivated to upskill, ensuring they remain 

relevant in the ever-evolving job market. 

 Employee Engagement and Retention: By offering tangible rewards for skill 

acquisition, employees often feel a stronger sense of job satisfaction, leading to higher 

engagement and reduced turnover rates. 

3. Examples in Practice: 

 Manufacturing Sector: Consider a factory setting where traditionally an employee 

might be designated to a single task, such as operating a particular machine. With a PfS 

approach, that same employee would be incentivized to learn the operation of multiple 

machines, troubleshooting, and perhaps even basic maintenance. As they acquire these 

skills, their pay increases, and the company benefits from having a more versatile 

worker who can fill in various roles as needed. 

 Tech Companies: In the fast-evolving tech world, a software developer might be 

rewarded not just for mastering one programming language but multiple languages, 

project management skills, and perhaps even UI/UX design principles. This results in a 

more holistic developer who can contribute to different stages of project development. 

 Healthcare: A nurse, instead of specializing only in patient care, might be encouraged to 

learn skills like basic lab procedures, medical record management, or even counseling. 

This multi-skilled nurse becomes an invaluable asset to any healthcare institution. 

4. Challenges and Considerations: 

 Implementation: Transitioning from a traditional pay structure to a PfS system can be 

challenging. It requires careful planning, setting clear skill criteria, and ensuring that the 

evaluation processes are fair and transparent. 

 Costs: While in the long run, a PfS system can be economically beneficial, the initial 

phases might see increased labor costs as employees rapidly upskill. 

 Equity Concerns: Ensuring that all employees have equal access to training and skill 

development opportunities is crucial to prevent feelings of inequity. 
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Pay-for-Skill decisions, when executed well, can prove to be a transformative strategy for 

organizations, pushing them towards higher efficiency, flexibility, and employee satisfaction. 

However, for its successful implementation, companies need a clear roadmap, transparency in 

evaluations, and a commitment to fostering an environment of continuous learning. 

 

Geographical and Market-based Decisions 

Geographical and market-based decisions in compensation pertain to adjusting pay scales 

based on regional economic conditions, cost of living, and the prevailing wage rates in 

specific locations or industries. This concept is integral to ensuring that compensation 

remains competitive and fair across diverse markets and locations. 

 

 

1. Understanding Geographical and Market-based Decisions: 

 Cost of Living Adjustments: Companies often adjust salaries based on the cost of 

living in particular locations. This ensures that employees in high-cost areas, like New 

York City or San Francisco, have a similar purchasing power to those in lower-cost 

areas. 

 Supply and Demand in Labor Market: Pay decisions might be influenced by the 

demand for specific skills in the market and the availability of professionals with those 

skills. 

 Industry Standards: Organizations often survey the prevailing compensation rates in 

their industry, adjusting their scales to stay competitive. 

2. Strategic Importance of Geographical and Market-based Decisions: 

 Attracting Talent: Competitive salaries based on geography and market standards help 

companies attract top talent. A tech company, for example, needs to offer competitive 

packages in tech hubs to appeal to the best developers. 

 Retention: By compensating employees in line with or above market standards, 

companies can ensure better job satisfaction, leading to lower turnover rates. 

 Fairness and Equity: Adjusting for geographical variations promotes a sense of fairness 

among employees, ensuring that they are not economically disadvantaged due to their 

location. 

3. Examples in Practice: 

 Tech Industry: Companies in Silicon Valley, a premier tech hub, face stiff competition 

in hiring top talent. To stay ahead, they often offer salaries above the national average. 

However, a tech professional working in a smaller town, where both demand and cost of 

living are lower, might receive a comparatively lower salary. 
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 Consulting Firms: Many global consulting firms send their employees to various 

locations for assignments. An employee sent to Tokyo might receive an allowance or 

higher per diem due to the city's higher living costs compared to if they were sent to a 

city with a lower cost of living. 

 Retail Chains: A store manager for a global retail brand might earn a significantly 

different package in New York compared to another city in the Midwest, despite having 

similar job responsibilities, owing to the cost-of-living adjustments. 

4. Challenges and Considerations: 

 Research and Benchmarking: Companies need to constantly research and benchmark 

their compensation against industry and regional standards to stay updated. 

 Employee Perceptions: Even with justifiable geographical adjustments, some 

employees might perceive inequity in pay scales across locations. 

 Economic Fluctuations: Economic conditions can change, influencing market demand 

and living costs. Organizations need to be agile in adapting to these changes. 

5. The Advent of Remote Work: With the rise of remote work, especially post the COVID-

19 pandemic, geographical pay scales have become a topic of debate. If an employee 

relocates to a cheaper city while working remotely, should their pay be adjusted? 

Companies like Facebook have already indicated pay adjustments based on employee 

locations. 

Geographical and market-based decisions in compensation are pivotal in today's globalized 

world. Organizations need to balance their business objectives, market realities, and the 

imperatives of equity and fairness. With the evolving nature of work and the increasing 

acceptance of remote roles, these decisions are set to become even more complex and integral 

to corporate strategies. 

 

Special Scenario Decisions in Compensation 

Special scenario decisions in compensation encompass adjustments or modifications in pay 

scales and structures based on unique circumstances or events that don't fall under the 

standard operational contexts. These scenarios often require a company to strategize 

differently to ensure fairness, employee retention, motivation, and financial viability. 

1. Understanding Special Scenario Decisions: 

 Unforeseen Situations: These can include natural disasters, pandemics, political 

instability, or other significant events that impact business operations and employee 

welfare. 

 Mergers and Acquisitions (M&A): When companies merge or are acquired, there 

might be redundancies, role changes, or shifts in corporate culture that necessitate 

compensation adjustments. 
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 Start-ups & Scale-ups: In the early stages of a business, compensation might include 

more equity and less cash. As the company grows, this balance may shift. 

2. Strategic Importance of Special Scenario Decisions: 

 Employee Morale and Retention: In challenging times or during major company 

transitions, ensuring fair compensation can boost morale and help retain crucial talent. 

 Financial Sustainability: Especially during crises, companies might need to make 

tough compensation decisions to stay afloat, which could include temporary pay cuts or 

freezes. 

 Adherence to Regulations: In some scenarios, legal or regulatory changes might 

mandate alterations in compensation. 

 

 

3. Examples in Practice: 

 Pandemic Response: In the wake of the COVID-19 pandemic, many companies faced 

severe revenue losses. To avoid layoffs, some opted for temporary salary reductions. For 

instance, airline companies, heavily affected by travel bans, implemented salary cuts to 

sustain operations and retain as many staff as possible. 

 M&A Scenario: When Company A acquires Company B, there might be overlapping 

roles. The compensation might be harmonized to reflect Company A’s scales, which 

could lead to raises for some and stagnation for others. For instance, when Microsoft 

acquired LinkedIn, integrating compensation structures would have been a significant 

task, especially for similar roles. 

 Start-up Equity Deals: Early employees in start-ups like Uber or Airbnb often received 

significant stock options. As these companies grew and went public, those equity deals 

turned into substantial wealth for those employees. 

 Natural Disasters: Companies operating in areas affected by natural disasters, like 

hurricanes or earthquakes, might provide hazard pay or bonuses to employees working 

in challenging conditions. 

4. Challenges and Considerations: 

 Communication: Transparent communication is crucial, especially when compensation 

is reduced or frozen. Employees need to understand the reasons and the expected 

duration of such measures. 

 Legal Implications: Any change in compensation, especially reductions, must be 

compliant with employment laws and contractual obligations. 

 Long-term Impact: Decisions made during special scenarios can have long-term 

implications. For instance, if salaries are reduced temporarily, there should be a clear 

roadmap for restoration. 
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5. Future Implications: 

 Remote Work & Relocations: Post the COVID-19 pandemic, with the rise of remote 

work, some employees chose to relocate to regions with a lower cost of living. 

Companies like Twitter and VMWare have announced that salaries might be adjusted 

based on the cost of living in the new location. 

 Automation & AI: As automation takes over certain roles, companies will need to make 

compensation decisions for those who transition to new roles or require retraining. 

Special scenario decisions in compensation underscore the importance of adaptability in 

business. Companies must navigate these challenges with a combination of strategic 

foresight, empathy, and financial prudence to ensure that both the organization and its 

employees emerge from these scenarios in a positive position. 

 

Equity and Fairness Decisions in Compensation 

Equity and fairness in compensation are foundational principles for any progressive 

organization. They reflect the company's commitment to treating its employees justly, 

promoting a culture of respect, and ensuring a motivated and satisfied workforce. Let's dive 

deeper into the significance, challenges, and real-world examples of these decisions. 

1. Understanding Equity and Fairness: 

 Equity: Refers to the compensation decisions that ensure employees are paid in line 

with their contributions, skills, experience, and responsibilities. 

 Fairness: Goes beyond just compensation. It entails the perception of employees that 

they are treated justly in comparison with their peers and in line with industry standards. 

2. Significance of Equity and Fairness: 

 Employee Satisfaction and Retention: Fair compensation reduces turnover rates, as 

employees feel valued and are less likely to seek other job opportunities. 

 Motivation and Productivity: Employees who believe they're compensated fairly are 

often more motivated, leading to higher productivity. 

 Company Reputation: Fair compensation practices boost a company's image, making it 

attractive to top talent and even influencing customer perceptions. 

3. Examples in Practice: 

 Gender Pay Gap: One of the most debated fairness issues is the gender pay gap, where 

women often earn less than men for similar roles. Companies like Salesforce undertook 

extensive internal audits to identify pay disparities based on gender and invested 

millions to rectify those disparities. 

 CEO vs. Average Worker Pay: Companies, especially in the U.S., have come under 

scrutiny for the widening pay gap between CEOs and average employees. In response, 
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some companies, like Gravity Payments, decided to raise the minimum wage for their 

employees, ensuring a fairer distribution of wealth. 

 Equal Pay for Equal Work: Temp workers, part-time staff, or contractual employees 

often get paid less than permanent employees for similar work. Progressive 

organizations are moving toward ensuring parity in pay for all forms of employment. 

4. Challenges in Ensuring Equity and Fairness: 

 Perception vs. Reality: Even if a company believes its compensation is fair, employees 

might perceive it differently, especially if there isn’t transparent communication about 

pay structures. 

 Balancing Experience and Potential: A veteran employee might command a higher 

salary due to experience, but a newer employee with high potential could be equally 

valuable. Striking a balance can be challenging. 

 Global Companies: Organizations operating in multiple countries must contend with 

varying living standards, currency values, and local compensation benchmarks. 

5. Considerations for Effective Decision Making: 

 Regular Audits: Periodically review compensation structures to ensure there aren't 

inadvertent disparities based on gender, race, or other non-merit-based factors. 

 Transparent Communication: Employees should understand how their compensation 

is determined. This can mitigate perceptions of unfairness. 

 External Benchmarks: Using industry and regional benchmarks can ensure the 

organization's compensation is competitive and fair in the broader market. 

6. Future Implications: 

 Public Disclosures: With the rise of platforms like Glassdoor, where salaries are 

disclosed, companies will be under more pressure to maintain fairness in compensation. 

 Regulations: Some countries are instituting regulations mandating companies to 

disclose pay ratios or gender pay gaps, pushing companies toward more equitable pay 

practices. 

Equity and fairness in compensation aren't just ethical imperatives but also strategic 

necessities for businesses. Organizations that prioritize these principles benefit from a more 

dedicated, productive workforce, better public perception, and a competitive edge in 

attracting the best talent. 

10. Legal and Compliance Decisions in Compensation 

Legal and compliance decisions in compensation are vital aspects of human resource 

management. Ensuring that compensation strategies are both legally compliant and ethically 

sound is not just a matter of avoiding penalties, but also of fostering trust and reinforcing the 

company's reputation as an employer of choice. Here's a closer look at these decisions, their 

significance, and real-world examples. 
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1. Understanding Legal and Compliance Decisions: 

 Legal Decisions: These pertain to ensuring that compensation practices meet the legal 

requirements set by local, state, or federal laws. 

 Compliance Decisions: While often influenced by legal standards, these also relate to 

adhering to industry-specific regulations, standards, or guidelines. 

2. Significance of Legal and Compliance Decisions: 

 Avoiding Penalties: Non-compliance can lead to hefty fines, lawsuits, or even criminal 

charges in severe cases. 

 Protecting Company Reputation: Compliance failures can lead to negative publicity, 

affecting the company's brand and its ability to attract and retain talent. 

 Promoting Fairness: Compliance with legal standards often ensures fairness in 

compensation, promoting a positive work environment. 

3. Examples in Practice: 

 Minimum Wage Laws: In the U.S., federal and state laws set minimum wage standards. 

Companies like Amazon have made headlines by raising their minimum wage to $15 per 

hour, ensuring compliance and going beyond the federal requirement. 

 Overtime Pay: The Fair Labor Standards Act (FLSA) in the U.S. requires employers to 

pay eligible employees overtime (time and a half) for hours worked over 40 in a 

workweek. Companies have faced lawsuits for failing to compensate workers 

appropriately for overtime. 

 Equal Pay Act: This U.S. law requires that men and women receive equal pay for equal 

work in the same establishment. Cases like Lilly Ledbetter's lawsuit against Goodyear 

Tire highlighted the need for compliance with this law and led to further legislative efforts 

to close the pay gap. 

4. Challenges in Ensuring Legal and Compliance: 

 Complex and Changing Regulations: Laws and regulations can change, and staying 

updated, especially for multinational companies operating in multiple jurisdictions, can be 

a challenge. 

 Interpreting Gray Areas: Not all scenarios are explicitly covered by laws, requiring 

companies to interpret and make judgment calls, which can sometimes lead to legal 

challenges. 

 Balancing Competitive Compensation with Compliance: Especially in industries with 

thin margins, ensuring competitive pay while adhering to legal standards can be a 

tightrope walk. 

5. Considerations for Effective Decision Making: 
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 Regular Training: HR professionals and managers should receive regular training on 

legal and compliance issues related to compensation. 

 External Audits: Periodically having external experts review compensation practices can 

identify potential areas of non-compliance. 

 Clear Communication: Employees should be informed about their compensation rights, 

ensuring transparency and reducing potential disputes. 

6. Future Implications: 

 Increased Transparency: As with the U.K.'s gender pay gap reporting requirements, 

more jurisdictions may require companies to disclose compensation details publicly, 

necessitating stringent compliance. 

 Global Harmonization: As companies become increasingly global, there may be pushes 

towards more standardized international compensation laws and guidelines. 

Legal and compliance decisions in compensation are not merely about ticking boxes. They 

form the backbone of a company's commitment to treating its employees justly and ethically. 

Beyond the immediate legal implications, these decisions play a pivotal role in shaping the 

organizational culture, employee morale, and the public image of the company. 

 

3.6 “BEST PRACTICE” VS “BEST FIT” 

In the realm of organizational strategy and human resource management, two primary 

philosophies dictate how businesses approach decision-making: the "Best Practice" and "Best 

Fit" methods. These paradigms, while distinct in their methodologies and implications, both 

seek to guide organizations toward operational excellence and enhanced human capital 

management. Table 1 provides a comparative analysis of these two paradigms, delving into 

their foundational principles, goals, scope, adaptability, and other critical aspects. By 

understanding the nuances between "Best Practice" and "Best Fit," organizations can make 

informed decisions that align with their unique contexts and long-term objectives. This table 

serves as a comprehensive guide, elucidating the contrasts and contexts in which each 

approach might be most appropriate. 
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Table 1: Best Practices Vs Best Fit 

Criteria Best Practice Best Fit 

Philosophy Universal set of practices 

suitable for all 

organizations. 

Tailored strategies aligning 

with an organization's unique 

context. 

Base Pay Decisions Standardized pay scale for 

roles across all industries. 

Adjusted pay scales based on 

company specifics like 

industry, size, or growth 

phase. 

Variable Pay Decisions Standard bonus structures 

based on universal 

performance metrics. 

Bonuses linked to metrics 

that match the company's 

strategic goals. 

Long-Term Incentives Universal offering, e.g., 

stock options for all senior 

employees. 

Tailored to fit the company's 

growth and industry norms. 

Indirect Compensation Standardized benefits 

package for all employees. 

Adjusted benefits catering to 

the workforce's unique 

needs. 

Performance 

Management 

Universal performance 

review methods and 

feedback systems. 

Systems designed around the 

company's specific culture 

and goals. 

Pay-for-Skill Decision Flat rate for every new skill 

acquired, regardless of 

relevance. 

Emphasis on skills that are 

directly beneficial to the 

organization. 

Geographical 

Decisions 

Disregards regional 

differences, assuming 

universal pay scales. 

Adjusted compensation 

based on local living costs 

and market rates. 

Special Scenario 

Decisions 

Overlooks and focuses on 

common situations. 

Offers tailored solutions for 

unique challenges faced by 

the organization. 

Equity and Fairness Adopts a strict, universally 

accepted equality 

framework. 

Addresses specific internal 

issues or disparities within 

the company. 
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Legal and Compliance Relies on universally 

accepted legal standards. 

Adheres to regional or 

national regulations affecting 

the organization. 

Flexibility Low – rigid adherence to 

established practices. 

High – adaptable to changes 

in the company's strategy 

and external environment. 

Implementation Easier to adopt but may not 

resonate with specific 

company needs. 

Requires thorough 

understanding of the 

company but ensures 

alignment with its goals. 

 

 

Table 1: Best Practices Vs Best Fit (in terms of Implementation in Organisation) 
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Criteria Best Practice Best Fit 

Foundation Rooted in the belief that 
there's a universal set of HR 
practices beneficial for all 
organizations. 

Emphasizes the alignment between 
HR strategies and the organization’s 
strategy. 

Goal Achieve excellence in HR 
processes across all 
contexts. 

Align HR strategies with specific 
organizational needs, culture, and 
goals. 

Scope Broad and generalized. Customized and specific. 

Change 
Management 

Uses standardized methods 
for change across diverse 
situations. 

Adopts tailored approaches based 
on specific situational needs. 

Adaptability Limited, as it relies on 
predetermined practices. 

High adaptability due to its 
contextual nature. 

Risk Management Uses universally accepted 
methods to mitigate risks. 

Analyzes and addresses risks based 
on specific organizational contexts. 

Feedback & 
Evaluation 

Standard metrics and KPIs 
for all organizations. 

Context-specific metrics and KPIs 
derived from organizational 
objectives. 

Employee Training One-size-fits-all training 
modules. 

Custom training modules based on 
specific organizational needs and 
goals. 

Cultural Integration Often overlooks the nuances 
of organizational culture. 

Prioritizes and integrates 
organizational culture into HR 
strategies. 

Cost Can be cost-effective due to 
the use of standardized 
practices. 

Might incur more initial costs due 
to customization but can be cost-
effective in the long run. 

Stakeholder 
Involvement 

Limited, as it follows a 
universal template. 

High involvement, as strategies are 
often co-created with relevant 
stakeholders. 

Implementation 
Speed 

Quicker since it follows a 
preset template. 

Might take longer due to the need 
for a thorough understanding of the 
organizational context. 

Innovation Limited scope for innovation 
as it relies on established 
practices. 

Encourages innovative solutions 
tailored to the organization's 
unique challenges. 
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Check Your Progress-A 

1. What is the core philosophy behind the "Best Practice" approach in 

organizational strategy? 

a) Specific strategies for every individual organization 

b) A universal set of practices suitable for all organizations 

c) Ad hoc strategies based on current trends 

d) Decisions based on the founder's preferences 

2. How does the "Best Fit" approach impact 'Base Pay Decisions' within a 

company? 

a) Implements a uniform pay scale across industries 

b) Adopts the industry leaders' pay scales 

c) Adjusts pay scales based on company specifics like industry, size, or growth phase 

d) Sets salaries based on competitor benchmarks 

3. In terms of 'Adaptability,' how does the 'Best Fit' model function within an 

organizational context? 

a) Adheres strictly to traditional practices 

b) Shows high adaptability due to its contextual application 

c) Follows a one-size-fits-all policy 

d) Rarely changes once implemented 

4. When considering 'Change Management,' how does the 'Best Practice' approach 

typically operate? 

a) Utilizes a personalized approach for each situation 

b) Applies standardized methods universally 

c) Avoids any form of change or adaptation 

d) Copies strategies from competing businesses 

5. With respect to 'Risk Management,' what strategy does the 'Best Fit' approach 

advocate? 

a) Implementing generic risk mitigation strategies 

b) Ignoring risks and focusing only on opportunities 

c) Analyzing and addressing risks based on specific organizational contexts 

d) Outsourcing risk management to external consultants 
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6. How does the 'Best Practice' approach influence 'Employee Training' within 

organizations? 

a) Promotes a diverse array of training programs without a unified structure 

b) Offers one-size-fits-all training modules 

c) Customizes training programs based on individual employee preferences 

d) Prioritizes on-the-job training over formal training programs 

7. Regarding 'Cultural Integration,' the 'Best Fit' approach is known to: 

a) Overlook organizational culture nuances 

b) Strictly follow globally accepted cultural norms 

c) Prioritize and integrate organizational culture into HR strategies 

d) Implement a standardized cultural model across all organizations 

8. In the context of 'Implementation Speed,' how does the 'Best Fit' strategy 

compare to 'Best Practice'? 

a) It is faster, owing to its standardized nature. 

b) It may take longer due to the need for a thorough understanding of the 

organizational context. 

c) Speed is inconsistent and unpredictable. 

d) It prioritizes speed over accuracy and thoroughness. 

9. What is a characteristic feature of the 'Best Practice' approach concerning 'Legal 

and Compliance' issues? 

a) Adheres strictly to regional or industry-specific regulations 

b) Prefers to challenge existing legal norms and compliance requirements 

c) Relies on universally accepted legal standards 

d) Takes a casual approach to legal and compliance issues 

10. When dealing with 'Special Scenario Decisions,' the 'Best Fit' approach typically: 

a) Focuses on common situations, overlooking unique challenges 

b) Offers tailored solutions for unique challenges faced by the organization 

c) Applies generalized solutions that may not address specific issues 

d) Avoids making decisions until a consensus is reached among all stakeholders 
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3.7SUMMARY 

Compensation strategies are integral to the overall success of any organization. A strategic 

approach to compensation focuses on aligning pay and benefits with the organization's 

overarching objectives. This starts with base pay decisions, which establish the fundamental 

wage structure and determine how competitive the organization wants to be in the labor 

market. Variable pay decisions revolve around bonuses and incentives, encouraging 

performance above and beyond the standard expectations. Long-term incentives, such as 

stock options, align employees' goals with those of the organization over extended periods. 

Indirect compensation, comprising benefits like health insurance, retirement plans, and 

vacation, helps attract and retain staff. Effective performance management decisions are 

critical, tying pay to performance and providing feedback mechanisms. The pay-for-skill 

approach rewards employees for acquiring new skills that benefit the company. Geographical 

and market-based decisions ensure that compensation is competitive based on the location 

and specific industry standards. Special scenarios can require unique compensation structures, 

like hazard pay for high-risk jobs. Equity and fairness in compensation ensure that pay 

practices promote justice and prevent discrimination. Lastly, legal and compliance decisions 

ensure that the organization's compensation strategies adhere to laws and regulations, 

mitigating risks and promoting fairness. In totality, a holistic approach to compensation 

decisions can propel an organization to new heights by fostering motivation, satisfaction, and 

commitment among its employees 

 

3.8GLOSSARY 

Best Practice: A management approach that advocates the universal application of 

specific practices, procedures, and systems considered to lead most reliably to desired 

outcomes, regardless of the organization or industry. 

Best Fit: An approach in management that customizes strategies and decision-making 

processes to align with the specific circumstances, goals, and culture of an organization, 

suggesting that what works best for one organization may not be suitable for another. 

Base Pay: The standard rate of compensation that employees receive, typically as salaries or 

hourly wages, not including any bonuses, benefits, or other potential compensation. 

Variable Pay: Compensation that is contingent on performance, productivity, or other 

organizational metrics, including bonuses or profit sharing. 

Long-Term Incentives: Rewards with a future payout intended to ensure the retention of 

employees and align their goals with the long-term goals of the organization, such as stock 

options or deferred compensation plans. 

Indirect Compensation: Non-monetary benefits provided to employees, including health 

insurance, pension plans, paid vacation, employee discounts, etc. 
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Performance Management: A holistic process that ensures employees' performance 

contributes to the organization's goals. This process includes activities such as goal setting, 

ongoing feedback, and performance reviews. 

Pay-for-Skill: A compensation strategy where employees receive increased pay or bonuses 

for acquiring new skills that are beneficial to their role or the organization. 

Geographical Decisions: Adjustments or considerations made in HR practices and 

compensation based on geographical location, accounting for variations in cost of living, 

market conditions, and legal requirements. 

Equity and Fairness: Principles ensuring that all employees are treated fairly in terms of 

compensation, opportunities for advancement, and workload, among other factors, promoting 

a sense of justice and equality within the organization. 

Legal and Compliance: Adherence to laws, regulations, standards, and ethical practices that 

govern how businesses must operate, particularly in their treatment of employees. 

Flexibility: The ability of an organization's management practices to adapt to changes in the 

internal or external environment, maintaining effectiveness. 

Implementation: The process of putting into action or executing specific strategies or 

activities, often requiring planning, communication, and resource allocation. 

Stakeholder Involvement: The participation of individuals or groups who have an interest in 

the decisions and activities of an organization, including employees, investors, customers, and 

communities. 

Change Management: The discipline that guides how organizations prepare, equip, and 

support individuals to successfully adopt change, driving organizational success and 

outcomes. 

Risk Management: The process of identifying, assessing, and controlling threats or 

uncertainties that could potentially impact an organization's capital and earnings. 

Cultural Integration: The process of forming a unified culture from the diverse social and 

cultural backgrounds within an organization, often seen during mergers, acquisitions, or 

internal globalization practices. 

Innovation: The execution of creative ideas within the organization to create value, often 

through improved processes, services, technologies, or products. 

 

3.9ANSWERS TO CHECK YOUR PROGRESS 

Check your progress- A 
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MCQs 

1. D  2.  C         3. B           4. B         5. C         6.  B          7. C       8. B        9. C        10. B 
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3.12TERMINAL QUESTIONS 

1. What is the primary goal of strategic compensation management within an 

organization? 

2. How does base pay influence an organization's competitiveness in the market? 

3. What are the key purposes of variable pay, such as bonuses and incentives, in 

compensation management? 
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4. How do long-term incentives like stock options align employee goals with the 

organization's objectives? 

5. Why is indirect compensation, including benefits like health insurance, crucial in an 

organization? 

6. In what way does performance management contribute to effective compensation 

management? 

7. Describe the benefits of a pay-for-skill approach in compensation. 

8. Why are geographical and market-based considerations important in designing 

compensation packages? 

9. What special considerations are necessary in compensation management for unique 

organizational scenarios? 

10. Why are equity and fairness important principles in compensation management? 
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4.1 INTRODUCTION  

Performance appraisal is a pivotal process within human resource management, serving as the 

bridge between organizational objectives and individual performance. The chapter delves into 

various methodologies and techniques used for appraising an employee’s performance. 

Beyond mere assessment, appraisal methodologies are designed to illuminate both the 

strengths and areas of improvement for every individual, guiding them towards enhanced 

productivity and alignment with organizational goals. Yet, the efficacy of these tools depends 

largely on their implementation, and inherent biases can color results. As a direct 

consequence of these appraisals, performance-based compensation emerges as a tangible 

metric of an employee's contribution to the organization. 
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Understanding the nuances of these methodologies, their advantages, disadvantages, and 

potential pitfalls is crucial for HR professionals, managers, and organizational leaders. This 

chapter seeks to provide a comprehensive overview of these themes, exploring their 

theoretical foundations, practical applications, and strategies to minimize errors. 

 

4.2 OBJECTIVES 

After reading this unit you will be able to: 

 Understand the Essence of Performance Appraisal 

 Distinguish Between Various Appraisal Methods 

 Identify Common Errors in Performance Appraisals 

 Implement Strategies to Minimize Appraisal Errors 

 Comprehend the Concept of Performance-Based Compensation 

 Integrate Theoretical Knowledge with Practical Application 

 

4.3 UNDERSTANDING JOB PERFORMANCE 

At its core, job performance gauges the extent to which an employee achieves the set tasks 

and responsibilities within their role. It provides a metric to evaluate how effectively a 

worker meets the job's demands. This should not be mistaken for effort, which quantifies the 

energy spent. To illustrate, a student might pour hours into studying for a test and yet end up 

with a subpar score. Here, while the effort is commendable, the performance is not up to the 

mark. 

Factors Influencing Performance 

Performance at the workplace is a composite outcome influenced by three key elements: 

effort, abilities, and role comprehension. 

1. Effort: Rooted in motivation, effort signifies the physical or mental energy exerted by 

a person to accomplish a task. It embodies the dedication and hard work an individual 

is willing to invest. 

2. Abilities: These are innate or acquired traits that facilitate task execution. Unlike 

effort, abilities remain relatively stable over time. They encompass the inherent and 

learned skills an individual brings to a position. 

3. Role Comprehension: This deals with an individual's grasp of their job 

responsibilities. It's about understanding the direction and tasks that one believes are 

pertinent to their role. 
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For optimal performance, a fundamental level of proficiency in all three components is vital. 

However, being exceptionally proficient in one area doesn't guarantee outstanding overall 

performance. For instance, an employee might exert immense effort and be highly skilled but 

may underperform if they don't fully understand their job role. Such an employee may 

produce significant work, but it might not align with the company's objectives. Similarly, a 

diligent worker who understands their role but lacks the necessary skills might not meet the 

expected performance standards. On the other hand, an employee equipped with the right 

skills and role clarity might still falter if they don't put in the requisite effort. Nonetheless, a 

strength in one area can, to some extent, compensate for a deficiency in another. 

 

 

4.4 EXTERNAL CHALLENGES IMPACTING 

PERFORMANCE  

Performance, while largely rooted in an individual's effort, ability, and understanding of role, 

is also influenced by environmental factors, many of which might be outside the control of 

the employee. While some might be tempted to use these as mere justifications for 

underperformance, many of these challenges are genuine and require management's attention. 

Some prevalent external challenges include: 

1. Time Constraints: Employees might face a crunch of time or have too many conflicting 

tasks, making it hard to focus on any single task effectively. 

2. Insufficient Resources: A lack of proper facilities or equipment can hinder the ability to 

perform optimally. 

3. Restrictive Policies: Company or organizational policies might sometimes become a 

barrier in executing tasks efficiently. 

4. Interpersonal Dynamics: A lack of cooperation or teamwork from colleagues can 

hamper performance. 

5. Supervisory Issues: The type and quality of supervision can significantly influence 

employee output. 

6. Physical Environment: Factors like improper temperature control, inadequate lighting, 

or excessive noise can impact productivity. 
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7. Equipment Limitations: Old or malfunctioning equipment can slow down or even halt 

processes. 

8. Work Shifts: Irregular or uncomfortable shift timings might affect an employee's ability 

to perform at their best. 

9. Fortune: Occasionally, sheer luck or unforeseen circumstances can play a role in 

performance outcomes. 

It's essential to understand that these environmental factors don't directly set the performance 

standard but rather influence the core components of performance - effort, ability, and 

direction. For instance, a workspace with poor ventilation might lead to reduced effort, while 

unclear company policies can lead to misaligned tasks. A lack of proper training might result 

in abilities that aren't utilized to their fullest potential. 

One of the primary tasks of management is to recognize these environmental challenges and 

strive to provide a conducive work environment. By addressing and mitigating these 

performance obstacles, organizations can foster a more productive and efficient workforce. 
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4.5 UNDERSTANDING PERFORMACE APPRAISAL: 

SIGNIFICANCE AND APPLICATION 

Definition: Performance appraisal is a structured process through which employees receive 

feedback about their job performance. This feedback is aimed at gauging how an employee is 

performing against the set standards and charting out a roadmap for improvement. When 

executed effectively, such appraisals do more than just provide feedback; they can guide 

employees toward greater efficiency by positively reinforcing good performance and laying 

out clear paths for enhanced task direction. 

Core Uses of Performance Appraisal: 

1. Administrative Decisions: One of the primary reasons organizations conduct 

performance appraisals is to make informed decisions about promotions, terminations, 

layoffs, and merit-based salary increments. While current job performance doesn't 

guarantee success in a higher role, it gives some indication of an employee's potential. 

2. Training and Development: Performance appraisals shed light on an individual's 

strengths and areas needing improvement. This feedback is instrumental in determining 

both individual and organizational training needs. After an appraisal, there should be a 

detailed plan specifying the employee's development requirements. 

3. Fostering Performance Improvement: Appraisals act as a communication channel, 

allowing managers to relay their expectations clearly. They highlight areas where changes 

in behavior, attitude, skills, or knowledge are needed. This feedback is often 

supplemented with coaching or training sessions to guide the employee towards desired 

outcomes. 

4. Validating Selection Processes: The results from performance appraisals can be used to 

validate and refine the hiring and selection procedures of an organization. 

5. Human Resource Planning: Performance appraisals offer insights that can be crucial for 

broader human resource strategies and planning. 

Frequency of Appraisals: 

The frequency of performance appraisals varies across organizations, largely hinging on the 

goal of the feedback. A primary objective is ensuring that employees are regularly updated on 

their performance and know the steps for improvement if needed. A single annual review 

might not suffice for this continuous feedback mechanism. Thus, many experts advocate for 

periodic informal appraisals, perhaps two or three times yearly, coupled with a 

comprehensive annual review. This combination ensures consistent communication and 

allows for timely course corrections if necessary. 
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4.6 PERFORMANCE STANDARDS 

Performance standards are explicit benchmarks, measures, or criteria used to assess an 

individual's or an entity’s performance in relation to a specific expected output or outcome. 

They provide a clear expectation of what should be accomplished and offer a basis for 

gauging the effectiveness of performance. 

Defining Performance Standards: At its core, a performance standard is a detailed 

description of what good (or bad) performance looks like. It answers the questions: 

 What is the expected level of performance? 

 How will one distinguish between acceptable and unacceptable performance? 

Performance standards should be: 

 Specific: Clearly defined with no ambiguity. 

 Measurable: Quantifiable or at least observable. 

 Achievable: Within the reach of the individual or team. 

 Relevant: Aligned with organizational goals and objectives. 

 Time-bound: Established within a certain time frame. 

Importance of Performance Standards: 

1. Setting Expectations: They communicate what's expected, helping individuals and 

teams align their efforts. 

2. Evaluation: Provide a basis for evaluating an individual's or team's performance. 

3. Feedback: Facilitate constructive feedback, aiding professional growth. 

4. Decision-making: Assist in making decisions related to promotions, rewards, or 

further training. 

Examples of Performance Standards: 

1. Customer Service Representative: 

 Standard: Resolve 95% of customer queries during the first call. 

 Rationale: Ensuring customer issues are addressed promptly enhances customer 

satisfaction and reduces follow-up workload. 

2. Sales Executive: 

 Standard: Achieve or exceed monthly sales targets for six consecutive months. 

 Rationale: Consistent sales performance ensures revenue targets are met and 

indicates effective sales strategies. 
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3. Software Developer: 

 Standard: Code must pass 98% of all test cases, and any software released must 

have less than 0.5% defects reported by end-users in the first month. 

 Rationale: High-quality code reduces future maintenance costs and improves 

user satisfaction. 

4. Manufacturing Line Worker: 

 Standard: Produce a minimum of 100 units per day with a defect rate of less than 

1%. 

 Rationale: Maintaining production rates ensures supply demands are met, and a 

low defect rate signifies quality. 

5. Teacher: 

 Standard: 85% of students should score above the class average in end-of-year 

assessments. 

 Rationale: A high percentage of students performing above average indicates 

effective teaching methodologies. 

Establishing Performance Standards: 

1. Job Analysis: Begin with a comprehensive analysis of the job to understand its 

primary responsibilities and duties. 

2. Engage Stakeholders: Consult with individuals performing the job, their supervisors, 

and any other relevant parties. 

3. Link to Organizational Goals: Ensure that the standards are in alignment with 

broader organizational objectives. 

4. Set Clear Metrics: Wherever possible, make standards quantifiable. For instance, 

"Increase sales by 10% in the next quarter" is preferable to "Improve sales 

performance." 

5. Review and Adjust: As business needs, technologies, or other factors change, 

performance standards may need revision. Periodically review and adjust them as 

necessary. 

Challenges in Setting Performance Standards: 

1. Over-Complexity: Creating overly complicated standards can lead to confusion and 

non-compliance. 

2. Relevance: Standards that are outdated or misaligned with current job roles can 

demotivate employees. 

3. Inflexibility: Not accommodating unique circumstances or individual differences can 

result in unfair evaluations. 
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4. Subjectivity: Standards that rely heavily on subjective judgments rather than 

measurable outcomes can lead to biases. 

Performance standards are critical tools in the organizational toolkit. When crafted carefully 

and implemented correctly, they can drive performance, promote consistency, and ensure 

alignment with broader organizational goals. Like any tool, they are most effective when 

periodically reviewed and adjusted to the changing landscapes of industries and individual 

job roles. 

4.7 CHOOSING THE RIGHT PERFORMANCE APPRAISAL 

TECHNIQUE 

Every performance appraisal technique adopted by an organization should inherently align 

with the nature of the job in focus. As a foundational step, an organization should engage in 

thorough job analyses and subsequently draft precise job descriptions. With these in place, an 

organization can then choose from a myriad of appraisal methods to evaluate its employees' 

performance. In the sections that follow, we will delve into various appraisal methodologies 

such as: 

4.7.1 Management by objectives (MBO). 

4.7.2 Multi-rater assessment (or 360-degree feedback). 

4.7.3 Graphic rating scale. 

4.7.4 Behaviorally anchored rating scale (BARS). 

4.7.5 Critical-incident appraisal. 

4.7.6 Essay appraisal. 

4.7.7 Checklist. 

4.7.8 Forced-choice rating. 

4.7.9 Ranking methods. 

4.7.10 Work standards approach. 
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4.7.1 Management by Objectives (MBO) 

Management by Objectives (MBO) is a strategic management approach often utilized for 

professionals and managerial roles. Sometimes referred to by other names like performance 

management or work planning g and review program, MBO emphasizes a participative 

approach where employees are involved in setting their own performance objectives. 

Process of MBO 

The MBO strategy is structured around the following pillars: 

1. Objective Setting: Define clear, precise, and tangible objectives for the employee's 

tasks. 

2. Action Plan Development: Design a roadmap detailing how these objectives will be 

accomplished. 
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3. Implementation: Let the employee carry out the action plan. 

4. Performance Assessment: Evaluate if the objectives have been met. 

5. Interventions: Implement corrective actions if objectives are not met. 

6. Redefining Objectives: Set up new objectives to stay aligned with evolving business 

needs. 

Criteria for Effective MBO 

For the MBO system to yield the desired outcomes, the following conditions should be 

adhered to: 

 Quantifiable Objectives: Objectives should be measurable. Ambiguous or 

unquantifiable goals can lead to misdirection and confusion. For instance, instead of 

stating "Increase brand awareness," a more quantifiable objective would be "Increase 

brand mentions on social media by 15% over the next quarter." 

 Challenge and Feasibility: Objectives should be demanding yet attainable, providing a 

sense of challenge while still being realistic. 

 Clear Communication: Objectives should be communicated clearly and documented to 

avoid ambiguity. 

 Employee Participation: MBO’s success hinges on involving employees in the 

objective-setting process. This promotes a sense of ownership and commitment. 

 Regular Reviews: Constant dialogues between managers and employees on progress, 

challenges, and potential modifications are vital to the MBO process. 

Examples of Setting Effective Objectives 

1. Ambiguous: Increase sales. Improved: Achieve a 15% sales growth in the next fiscal 

year. 

2. Ambiguous: Enhance customer service. Improved: Achieve a 90% customer 

satisfaction score in post-purchase surveys. 

3. Ambiguous: Minimize operational costs. Improved: Reduce operational costs by 

optimizing resource allocation, aiming for a 10% cost reduction in the next two quarters. 

4. Ambiguous: Boost employee morale. Improved: Increase the employee satisfaction 

rate by 20% in the annual company survey. 

Areas for Objective Setting 

1. Output: Expressed in terms of units produced over a specific duration. Example: Aim to 

achieve an average production rate of 25 units per hour over the upcoming quarter. 

2. Quality Control: Indicated by product rejections or customer grievances. Example: 

Strive for a 95% first-time quality pass rate for the next two production cycles. 
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3. Cost Efficiency: Denoted in terms of production costs or service provision. Example: 

Optimize processes to ensure that the average cost per product remains below $4.50 for 

the upcoming fiscal year. 

4. Workforce Management: Measured in terms of employee retention, punctuality, or 

absenteeism. Example: Implement wellness programs to aim for less than two average 

sick leaves per employee annually. 

5. Safety Protocols: Defined by injury statistics or safety incidents. Example: Invest in 

safety training and aim to decrease workplace-related injuries by 12% this year. 

Management by Objectives (MBO) is not just a performance appraisal method; it’s a 

philosophy that emphasizes collaboration, clear communication, and continuous feedback. By 

setting quantifiable, challenging, and realistic objectives, businesses can guide their 

workforce towards achieving broader organizational goals. Through regular check-ins and an 

inclusive approach, MBO ensures that the employee's personal growth aligns with the 

organization's vision. 

4.7.2 360-Degree Feedback (Multi-Rater Assessment) 

The 360-degree feedback system, also known as multi-rater assessment, is an integral part of 

modern human resources management. It is a comprehensive performance appraisal method 

that seeks opinions about an employee from different angles. From managers and peers to 

clients and direct reports, everyone contributes their perspective on the employee's 

performance. 

How 360-Degree Feedback Works 

In the 360-degree feedback process, stakeholders at multiple levels interact with an employee 

directly or indirectly, providing feedback. The employee, too, assesses their own 

performance. This holistic approach helps capture a wide array of experiences and 

perceptions, making the feedback more rounded. 

Typical questions might include: 

 "Is the employee clear and coherent in communication?" 

 "Does the employee come across as abrasive or confrontational?" 

 "Is the employee efficiently managing their tasks or stretching themselves too thin?" 

Real-world Application with Examples 

Imagine an executive named Emma working in a multinational firm. For her 360-degree 

evaluation: 

1. Manager's Perspective: Her supervisor might evaluate Emma on her project 

management skills, adherence to deadlines, and overall contribution to team goals. 
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2. Peer Review: Colleagues in Emma's team might comment on her collaboration skills, 

dependability, and problem-solving abilities. A peer might note, "Emma always ensures 

every team member's ideas are heard during brainstorming sessions." 

3. Direct Reports: If Emma has a team reporting to her, they could provide insights into her 

leadership style, fairness in decision-making, and her ability to motivate and mentor. A 

junior might say, "Emma's feedback sessions have greatly assisted my professional 

development." 

4. Clients and Customers: They can assess Emma on her responsiveness, professionalism, 

and her ability to understand and cater to their needs. A long-term client might appreciate, 

"Emma consistently goes the extra mile to ensure our requirements are met." 

5. Self-assessment: Emma's self-evaluation will bring in introspection, shedding light on 

her own perception of strengths and areas of improvement. She might recognize, "I need 

to manage my time better to avoid last-minute rushes." 

Once the evaluations are complete, the Human Resources department collates the feedback, 

presenting a comprehensive report to Emma. This not only highlights the differences between 

how she perceives herself versus how others perceive her but also offers actionable insights. 

Advantages of the 360-Degree Feedback 

1. Holistic Perspective: As feedback comes from various stakeholders, it paints a 

comprehensive picture of an employee's performance. 

2. Self-awareness: Employees often get valuable insights about blind spots in their 

behavior or areas they may have overlooked. 

3. Balanced Feedback: Potential biases of a single reviewer are minimized as feedback 

comes from multiple sources. 

The Drawback and Its Mitigation 

Despite its advantages, the 360-degree feedback system isn't widely embraced in all 

organizations. Some concerns include potential misuse due to personal biases or the potential 

for feedback to be taken personally. To mitigate this, it's crucial that organizations foster a 

culture of open communication and constructive feedback. Training employees on how to 

give and receive feedback can be instrumental. 

The 360-degree feedback system, when implemented correctly, can be a powerful tool for 

employee development and organizational growth. By capturing diverse perspectives and 

promoting self-awareness, it offers employees a unique opportunity to understand their role in 

the broader organizational ecosystem and continuously improve. 

4.7.3 Understanding the Graphic Rating Scale 

The graphic rating scale is a widely used tool in performance appraisal to measure an 

employee's performance on certain predetermined job-related factors. The evaluator rates the 
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employee based on certain descriptors, which can range from poor performance to 

exceptional. This method provides a quantitative score for qualitative attributes, simplifying 

the comparison process. 

Evaluation Criteria and Their Descriptions 

1. Quantity of Work - This assesses how much work an employee is able to produce within 

a given period. 

 Poor: Barely completes tasks. 

 Below Average: Finishes only the minimum required tasks. 

 Average: Completes a satisfactory volume of work. 

 Above Average: Consistently exceeds expectations. 

 Exceptional: Produces a superior amount of work consistently. 

2. Dependability - Evaluates an employee's reliability and the extent to which they can 

work without close supervision. 

 Poor: Highly unreliable; constant supervision required. 

 Below Average: Needs reminders to complete tasks. 

 Average: Generally reliable and completes tasks on time. 

 Above Average: Consistently reliable with minimal supervision. 

 Exceptional: Exemplary reliability; functions autonomously. 

3. Job Knowledge - Measures the depth of understanding an employee has regarding their 

job functions. 

 Poor: Lacks fundamental knowledge about job duties. 

 Below Average: Possesses basic understanding but misses nuances. 

 Average: Holds a satisfactory level of knowledge about job roles. 

 Above Average: Thoroughly understands the intricacies of the job. 

 Exceptional: Demonstrates comprehensive mastery of job responsibilities. 

4. Accuracy - Assesses the correctness with which an employee performs their tasks. 

 Poor: Frequently produces errors. 

 Below Average: Occasional mistakes; requires checking. 

 Average: Mostly accurate but with occasional slip-ups. 

 Above Average: Rarely makes errors; meticulous in approach. 

 Exceptional: Virtually error-free, showcasing precision in every task. 
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5. Adaptability (additional criterion) - Evaluates an employee's ability to adjust to new 

challenges and changing environments. 

 Poor: Resistant to change and struggles to adapt. 

 Below Average: Takes time to adjust to new situations. 

 Average: Adapts to changes with moderate ease. 

 Above Average: Quickly adjusts to new challenges. 

 Exceptional: Seamlessly adapts, often foreseeing and preparing for changes. 

 

Table: Graphic Rating Scale Example 

Criteria Poor Below 

Average 

Average Above 

Average 

Exceptional 

Quantity of 

Work 

Barely 

completes 

tasks 

Finishes 

minimum 

tasks 

Satisfactory 

volume 

Exceeds 

expectations 

Superior work 

volume 

Dependability Needs 

constant 

supervision 

Requires 

reminders 

Generally 

reliable 

Minimal 

supervision 

Functions 

autonomously 

Job 

Knowledge 

Lacks basic 

knowledge 

Basic 

understanding 

Satisfactory 

knowledge 

Understands 

intricacies 

Comprehensive 

mastery 

Accuracy Frequently 

errs 

Occasional 

mistakes 

Mostly 

accurate 

Rarely errs Virtually error-

free 

Adaptability Resists 

change 

Slow to adjust Adapts 

moderately 

Quickly 

adjusts 

Foresees and 

prepares 

 

The graphic rating scale offers a structured way to evaluate employees' performance on 

various criteria. It provides a visual representation and a quantitative measure of qualitative 

attributes, making it easier for managers to understand and employees to improve. 

4.7.4 The Behaviorally Anchored Rating Scale (BARS) Method 

Behaviorally Anchored Rating Scale (BARS) offers a unique approach to evaluating 

employee performance. Unlike traditional methods that focus on the outcomes, BARS 

emphasizes the behaviors leading to those outcomes. It's based on the idea that certain 

functional behaviors, when manifested consistently, culminate in effective job performance. 
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Defining Job Dimensions and BARS 

Job dimensions are broad categories encompassing the diverse duties and responsibilities 

inherent to a role. Each role usually consists of multiple dimensions, and a distinct scale is 

designed for each. BARS links these dimensions with specific behaviors (anchors), giving 

clarity and depth to the assessment. 

Illustrative BARS for Project Management Dimension 

Consider the job dimension of planning, organizing, and scheduling project assignments, 

crucial for many managerial roles. The BARS would demarcate performance into categories 

ranging from 'Unacceptable' to 'Excellent'. Each category or scale value is then linked with 

specific behavior descriptions or anchors, providing raters with a clear guideline of what each 

category entails. 

BARS Development Process 

The creation of a BARS typically follows these steps: 

1. Dimension Identification: Together, managers and incumbents pinpoint the relevant 

job dimensions. 

2. Anchor Creation: They draft behavioral anchors for every identified job dimension, 

aiming to craft as many detailed anchors as they can. 

3. Consensus Building: A collective agreement is made on the scale values and how 

anchors should be grouped under each scale value. 

Advantages of BARS 

1. Participative Development: Since both managers and job incumbents are involved in 

BARS creation, its acceptance rate is often high. 

2. Realistic Anchors: The anchors are based on real-life observations and experiences of 

those on the job, making the appraisal process more relevant and grounded. 

3. Specific Feedback: BARS provides a clear and specific feedback mechanism, allowing 

employees to understand areas of improvement. 

Drawbacks of BARS 

1. Time-Intensive Development: Crafting a BARS is a lengthy process, demanding time 

and dedication. 

2. Job-Specific Forms: Different roles require distinct BARS forms, which can be 

cumbersome. 
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Example BARS: Project Planning 

Scale Values Behavioral Anchors 

Excellent Comprehensive project plan with proper documentation, approvals, 

and distribution. 

Very Good Communicates and follows milestones with up-to-date project 

accomplishment charts. Modifies schedule if needed, ensuring 

minimal operational hiccups. 

Good Detailed job layout with scheduling for each part. Often exceeds 

timeframes while ensuring customer satisfaction. 

Average Lists due dates, adjusting as projects evolve, but occasionally elicits 

customer complaints due to unplanned events. 

Below Average Vague plans with often unrealistic timelines. Lacks foresight beyond 

a day or two, leading to unrealistic project completion dates. 

Very Poor Absence of a structured plan or work segment schedule. Little to no 

planning effort shown for projects. 

Unacceptable Consistent project failures due to lack of planning, paired with an 

apathetic attitude towards improvement. 

 

The BARS method offers a nuanced and behavior-centric approach to performance 

evaluation. While it requires significant time investment, the clarity it brings to the appraisal 

process makes it an invaluable tool for many organizations. 

4.7.5 Critical-Incident Appraisal Method 

The critical-incident appraisal method is an evaluative technique focused on capturing 

specific events or behaviors, both positive and negative, displayed by an employee during 

their job performance. These documented incidents then become the foundation for a 

comprehensive performance review and feedback. 

Key Features of Critical-Incident Appraisal 

1. Incident Recording: The evaluator maintains a detailed log of incidents showcasing 

either commendable or unsatisfactory employee performance. This involves documenting 

moments when an employee's behavior or action had a significant impact, either 

positively or negatively, on the work environment or job outcome. 
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2. Feedback Source: Accumulated over a period, these incidents offer concrete examples of 

an employee's performance, allowing for a more factual and less biased appraisal. 

3. Behavior-Based: Unlike other appraisal methods that might focus on outcomes or results, 

the critical-incident approach emphasizes behaviors, providing a more holistic view of an 

employee's performance. 

Drawbacks of the Critical-Incident Appraisal Method 

1. Continuous Documentation: The need for ongoing and regular recording of incidents 

can be taxing for the evaluator. Remembering to note down incidents amidst daily tasks 

can be challenging. 

2. Ambiguous Definition: The term "critical incident" is somewhat nebulous. What one 

manager views as critical might be seen as trivial by another, leading to inconsistent 

evaluations. 

3. Potential for Conflict: Employees might feel that their superiors are constantly finding 

faults or “keeping tabs” on them, leading to trust issues and workplace tension. 

 

Sample Checklist for Critical-Incident Appraisal 

Questions Yes No 

Does the employee remain composed, avoiding public 

outbursts? 

[ ] [ ] 

Is the employee impartial, refraining from showing favoritism? [ ] [ ] 

Does the employee publicly acknowledge and commend 

outstanding performance by team members? 

[ ] [ ] 

Is the employee proactive, willingly taking on additional 

responsibilities? 

[ ] [ ] 

 

The critical-incident appraisal method, with its behavior-centric approach, can be an effective 

tool for performance evaluation, giving managers specific incidents to reference when 

discussing employee performance. However, its success hinges on consistent documentation 

and clear definitions of what constitutes a "critical incident." When implemented with 

transparency and fairness, it can foster an environment of open communication, facilitating 

personal and professional growth. However, evaluators must exercise discretion and 

sensitivity, ensuring that the method is used constructively and doesn't inadvertently breed 

mistrust or apprehension among the team members. 
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4.7.6 Essay Appraisal 

The essay appraisal method stands as one of the more traditional forms of employee 

assessment. Unlike quantifiable or standardized methods, it requires evaluators to craft a 

detailed written narrative focusing on an employee's performance. Through this narrative, the 

evaluator paints a comprehensive picture of the employee’s abilities, achievements, 

challenges, and areas needing improvement. 

Features of Essay Appraisal 

1. Narrative Form: Unlike other appraisal tools that rely on metrics, scales, or 

checkboxes, the essay method hinges on the evaluator's ability to effectively describe an 

employee's performance through prose. 

2. Guided Yet Open-ended: Evaluators typically receive guidance on what topics or areas 

to address in their essay. For instance, they might be asked to touch upon an employee's 

work quality, collaboration skills, strengths, and areas of improvement. Nevertheless, 

the narrative format offers significant leeway, allowing raters to discuss aspects they 

deem essential. 

3. Holistic View: Essay appraisals offer a more personalized and comprehensive insight 

into an employee's performance. They can capture nuances, contextual factors, and 

unique instances that might be missed in more structured formats. 

Challenges with Essay Appraisal 

1. Inconsistency Across Evaluations: The free-form nature of essays can lead to vast 

differences in content and emphasis depending on the rater. One evaluator might 

emphasize future potential, while another might focus extensively on past achievements 

or errors. 

2. Bias Introduced by Writing Skill: The efficacy of essay appraisals is intertwined with 

the rater's writing prowess. A skilled writer can paint a rosy picture of even a mediocre 

performer, while an evaluator with limited writing skills might struggle to convey the 

strengths of an exceptional employee adequately. 

3. Time-Consuming: Crafting a well-thought-out narrative takes time, which can be 

challenging for managers with numerous appraisals to complete. 

4. Comparative Difficulty: Because of their inherent variability, essay appraisals are 

challenging to compare side-by-side. This can make it hard for higher-ups or HR 

departments to get a standardized view of employee performance across the board. 

 

Integrating Critical-Incident Method 

To offset some of the challenges posed by essay appraisals, integrating the critical-incident 

method can prove beneficial. This approach involves documenting specific instances of 
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noteworthy performance, both positive and negative, over a review period. By anchoring the 

narrative in real, observed incidents, evaluators can offer concrete examples to back up their 

assessments, adding credibility and structure to the essay. 

While the essay appraisal method offers a unique and personalized insight into employee 

performance, it is not without its challenges. The variability in writing skill and focus can 

lead to inconsistent evaluations that are hard to compare. However, when supplemented with 

structured approaches like the critical-incident method, it can become a valuable tool in a 

comprehensive performance evaluation strategy. For organizations and managers looking for 

a more personalized touch in evaluations, the essay appraisal, despite its flaws, can be an apt 

choice. 

4.7.7 Checklist Method 

The checklist method of employee assessment is a structured form of appraisal where the 

rater answers a series of predetermined questions about an employee’s behavior. Designed to 

streamline the evaluation process, this method brings objectivity and uniformity but is not 

without its challenges. 

Features of the Checklist Method 

1. Binary Responses: The evaluator is provided with questions that can be answered with a 

simple 'yes' or 'no', ensuring swift and straightforward evaluations. 

2. Weighted Questions: To reflect the importance of certain behaviors or competencies, 

individual questions can be assigned varying weights. This ensures that critical aspects of 

an employee's performance have a proportionate influence on their overall evaluation. 

3. Confidential Scoring: Typically, the HR department maintains the scoring key, and 

raters might not be privy to the weights associated with each question. This opacity can 

ensure unbiased evaluations, as raters are unaware of how their responses impact the final 

score. 

Table 1: Sample Checklist Questions for Employee Assessment 

Question Yes No 

Does the employee handle criticism professionally? [ ] [ ] 

Has the employee demonstrated leadership qualities in 

team tasks? 

[ ] [ ] 

Is the employee proactive in seeking feedback for 

improvement? 

[ ] [ ] 

Does the employee contribute positively to team 

dynamics and cohesion? 

[ ] [ ] 
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Has the employee shown adaptability to changes in 

project requirements? 

[ ] [ ] 

Does the employee frequently mentor or guide newer 

members of the team? 

[ ] [ ] 

Is the employee punctual in completing tasks and 

attending meetings? 

[ ] [ ] 

Has the employee taken initiatives for team or 

organizational events? 

[ ] [ ] 

 

Challenges with the Checklist Method 

1. Potential for Bias: Even if the scoring remains concealed, the positive or negative 

undertones of a question can potentially lead evaluators toward a biased judgment. 

2. Time-Intensive Preparation: Crafting precise and job-specific questions for every role 

in an organization can be tedious. It requires a deep understanding of each job profile 

and its associated behaviors and competencies. 

3. Ambiguity in Interpretation: A particular question may resonate differently with 

different raters, leading to inconsistencies in how questions are understood and, 

consequently, how they are answered. 

4. Lack of Flexibility: The binary nature of responses can sometimes oversimplify 

complex behaviors or scenarios where a 'maybe' or 'sometimes' option might be more 

appropriate. 

The checklist method offers a structured format for employee evaluations, ensuring that 

assessments across the board are based on consistent criteria. While it provides a streamlined 

and relatively objective approach, its rigidity and potential for bias can be challenges. For 

organizations seeking structured yet flexible assessment tools, it's crucial to periodically 

review and update the checklist, ensuring it remains relevant and reduces potential biases. 

4.7.8 Forced-Choice Rating 

The forced-choice rating method of performance appraisal is a unique and intricate system, 

particularly designed to minimize the effect of rater biases. With this technique, evaluators 

are tasked to rank a series of statements, each describing distinct aspects of an employee's 

behavior or performance. Let's delve into the methodology, its benefits, challenges, and the 

nuances it offers to the appraisal process. 

Methodology 

At its core, the forced-choice method is designed to present the rater with multiple statements 

that seem of equal importance or relevance. Raters must assign a rank to each statement based 
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on its applicability to the employee under review. This challenges the evaluator to discern 

even the slightest variances among the statements. 

Example: Consider Table 1. Here, the evaluator has to rank statements that describe various 

facets of an employee's interpersonal behavior, attitude towards criticism, decision-making, 

and value orientation. 

Table 1: Extended Forced-Choice Statements 

Rank Description 

_____ Demonstrates a meticulous approach to work. 

_____ Often mediates conflicts between team members. 

_____ Values precision and is detail-oriented. 

_____ Actively seeks new learning opportunities. 

_____ Maintains a consistent performance even under pressure. 

 

Benefits 

1. Reduction of Biases: By forcing a choice among seemingly similar statements, it 

minimizes biases. This is beneficial for organizations that want a more objective 

assessment, reducing the chances of favoritism or other personal biases. 

2. Standardization: The method can be standardized across departments or job roles, 

ensuring consistency. 

3. Comprehensive Evaluation: Since the statements can cover a wide range of behaviors 

and traits, it ensures a holistic appraisal of an employee's performance. 

Challenges 

1. Rater's Frustration: As the method forces a choice among closely related or 

indistinguishable statements, it can be frustrating for raters who feel restricted. 

2. Difficult Feedback Sessions: Because the forced-choice method is structured to reduce 

biases, the results may not be intuitive. This can make feedback sessions challenging as 

it might not be straightforward to explain why one statement was ranked higher than 

another. 

3. Time-Consuming: Crafting precise, balanced statements for every role can be a lengthy 

process. 

While the forced-choice rating method offers a unique perspective on the performance 

appraisal process and minimizes biases, its implementation requires careful consideration. 
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Properly crafted statements are vital to ensure the method's efficacy. Training for raters is 

crucial so they understand the method's purpose, and feedback sessions should be designed to 

ensure clear communication to employees about their performance and areas of improvement. 

4.7.9 Ranking Methods 

Performance appraisal is essential for recognizing employee accomplishments, identifying 

areas of improvement, and streamlining organizational goals. Ranking methods are among the 

various techniques utilized to compare the performance of employees. Let's delve into these 

methods in depth. 

1. Alternation Ranking: 

 How it Works: The evaluator identifies the most valuable employee and ranks them 

at the top, followed by the least valuable employee who is ranked at the bottom. This 

process continues until all employees are ranked. 

 Pros: This method provides a clear hierarchy of performance from best to worst. It's 

straightforward and reduces ambiguity in ranking. 

 Cons: It might oversimplify the appraisal process and may not account for the 

nuanced differences in employee performance. It can also be influenced by recent 

performance events rather than long-term consistency. 

2. Paired Comparison Ranking: 

 How it Works: Every employee is compared to every other employee based on 

specific performance criteria. If Employee A is deemed better than Employee B in a 

certain criterion, Employee A gets a mark. After all comparisons, the employee with 

the most marks is ranked highest. 

 Pros: Offers a detailed analysis of each employee's performance against all peers. It 

can highlight specific areas where an employee excels or needs improvement. 

 Cons: The process can be cumbersome, especially with larger teams. The sheer 

number of comparisons can become impractical and may lead to oversight or fatigue 

in judgment. 

3. Forced Distribution: 

 How it Works: Evaluators classify a certain percentage of employees into various 

performance levels, generally resembling a bell curve, with the majority meeting 

expectations, and smaller percentages exceeding or not meeting them. 

 Pros: It minimizes rating biases as managers are forced to distribute ratings across the 

curve. This can also motivate the lower-performing employees to improve their 

performance to avoid being at the bottom. 
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 Cons: The bell curve assumption might not always hold true. It can be unfair if a team 

genuinely has more high performers or if the team size is small. This method can also 

foster unhealthy competition and affect team harmony. 

Challenges with Ranking Methods: 

1. Relative Measurement: One of the inherent issues with ranking methods is that they 

are relative. An employee's performance is judged concerning others, which may not 

provide a clear understanding of an individual's standalone contributions. 

2. Inapplicability to Small Groups: Especially with forced distribution, small teams 

may not naturally fit into a bell curve distribution. 

3. Legal Constraints: As mentioned, certain regulations, like the Civil Service Reform 

Act, prohibit the use of ranking methods for specific sets of employees. 

4. Potential for Bias: All ranking methods are susceptible to various biases like recency 

bias, halo effect, or favoritism. 

Ranking methods, while effective in differentiating top performers from the rest, come with 

their own set of challenges. An organization must consider the team's size, the nature of 

work, and the potential implications of these methods on team dynamics. Combining 

ranking methods with other appraisal techniques can often provide a more comprehensive 

and fair assessment. 

4.7.10 Work Standards 

In today's dynamic work environment, objective measurement tools are vital for effectively 

evaluating an employee's performance. The work standards approach offers a systematic 

method to ensure fairness and consistency in appraisals, particularly for production-oriented 

roles. 

Understanding Work Standards: 

At its core, the work standards method focuses on setting a predetermined level of output, 

which serves as the benchmark against which employee performance is gauged. This standard 

typically represents the average output of an average worker in a specific role. By setting 

clear, objective standards, this method seeks to define what constitutes a reasonable day's 

work. 

Methods for Setting Work Standards: 

1. Average Production of Work Groups: 

 Applicability: Useful when all employees carry out the same or very similar tasks. 

 Description: This method determines the average output of a group, which then 

serves as the benchmark for individual performance. 

2. Performance of Specially Selected Employees: 
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 Applicability: Ideal when tasks are similar across employees, but determining a 

group average is cumbersome. 

 Description: Specific employees, possibly top-performers, are selected as the 

benchmark for others. 

3. Time Study: 

 Applicability: Best suited for repetitive tasks. 

 Description: Analyzes the time taken to perform specific tasks, determining the ideal 

time frame for task completion. 

4. Work Sampling: 

 Applicability: For jobs with varied tasks that don't follow a fixed pattern. 

 Description: Observations are made at random intervals to ascertain the proportion 

of total time spent on different activities. 

5. Expert Opinion: 

 Applicability: Employed when none of the above direct methods are suitable. 

 Description: Subject matter experts are consulted to set the standards based on their 

experience and knowledge. 

Advantages and Challenges: 

Advantages: 

 Objectivity: Basing reviews on tangible, measurable outputs minimizes biases. 

 Clear Expectations: Employees know precisely what's expected, enhancing 

accountability. 

 Fairness: Employees perceive evaluations based on objective measures as more 

equitable. 

Challenges: 

 Lack of Comparability: Different job roles might have varying benchmarks, making 

cross-comparisons difficult. 

 Rigidity: A strict adherence to set standards can stifle creativity and innovation. 

 Standard Acceptability: For work standards to be effective, employees must view 

them as fair. If perceived as unattainable, they may demotivate rather than inspire. 

While the work standards approach offers a structured way to assess performance, 

organizations must be wary of its limitations. It's crucial to revisit and revise these standards 

periodically, ensuring they remain relevant and fair. Additionally, combining this method 

with other appraisal techniques can provide a more holistic understanding of an employee's 

contributions. 
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4.8 UNDERSTANDING POTENTIAL ERRORS IN 

PERFORMANCE APPRAISALS 

Performance appraisals play a crucial role in an organization's talent management strategy. 

They help identify high performers, guide promotions, facilitate professional development, 

and even support salary and bonus determinations. However, for these evaluations to be truly 

effective, it's vital to recognize and mitigate common errors that can compromise their 

objectivity. Here's an in-depth look at some of these pitfalls. 

1. Leniency Error: 

 Description: This refers to the tendency of some evaluators to rate most employees 

on the higher end of the performance scale. 

 Impact: Such generosity can render the evaluation ineffective as it fails to 

differentiate between genuinely outstanding performers and average or even below-

average ones. 

2. Central Tendency Error: 

 Description: Raters avoid the extremes and rate most employees as "average" or near 

the middle of the scale. 

 Impact: Like the leniency error, this too makes it challenging to distinguish between 

different levels of performance. 

3. Recency Error: 

 Description: This error occurs when evaluators focus disproportionately on an 

employee's most recent behavior, neglecting performance across the entire appraisal 

period. 

 Impact: It fails to provide a comprehensive assessment, potentially overlooking 

consistent performance, be it good or bad, throughout the year. 

4. Halo Effect: 

 Description: This is when a single positive trait or achievement overshadows other 

areas of an employee's performance, causing the evaluator to rate them uniformly high 

across all categories. 

 Impact: It can lead to an inaccurate representation of an employee's capabilities and 

overlook potential areas of improvement. 

5. Personal Biases: 

 Description: Evaluators may let their personal prejudices, such as race, gender, 

appearance, or social status, influence their assessment. 
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 Impact: This can severely compromise the fairness of the evaluation, possibly leading 

to unjust rewards or penalties. 

6. First Impression Error: 

 Description: Here, the rater's initial impression of an employee, whether positive or 

negative, heavily influences the entire evaluation. 

 Impact: It restricts the evaluator's ability to judge the employee's performance 

objectively, potentially sidelining evidence that contradicts their initial impression. 

 

 

Addressing These Errors: 

1. Training: Providing formal training to managers about the common pitfalls can make 

them more aware and less likely to commit these errors. 

2. Feedback Mechanisms: Implementing 360-degree feedback can offer a more 

comprehensive view of an employee's performance. 

3. Objective Metrics: Wherever possible, using data-driven metrics can minimize the 

influence of subjective biases. 

4. Regular Check-ins: Rather than relying on annual reviews, regular performance 

check-ins can help in capturing a more accurate picture of an employee's performance. 

While performance appraisals are indispensable, they are not immune to errors. Recognizing 

and actively working to mitigate these pitfalls is essential for organizations to ensure fair, 

effective, and meaningful evaluations. 
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4.9 STRATEGIES TO OVERCOME ERRORS IN 

PERFROMANCE APPRAISALS 

 

Performance appraisals play a pivotal role in assessing and driving employee performance. 

However, as identified, the potential for errors, be it due to biases or flawed methods, is 

significant. Overcoming these errors involves a blend of refining appraisal methods and 

enhancing rater skills. 

1. Refining Appraisal Methods: 

 Behaviorally Anchored Rating Scales (BARS): Using BARS can mitigate several 

errors like halo, leniency, and central tendency. BARS aligns specific behavioral 

examples with various rating points, enabling a clearer and more objective 

assessment. 

 Forced Distribution: It can address the leniency and central tendency errors by 

mandating raters to distribute ratings across a pre-defined scale. 

 Frequent Appraisals: Moving away from annual evaluations to more frequent 

appraisals can reduce the recency bias, providing a holistic view of performance. 

2. Enhancing Rater Skills: Rater training holds the promise of significantly reducing 

appraisal errors. A comprehensive rater training program can encompass: 

 Understanding the Appraisal System: It's essential for raters to be thoroughly 

familiar with the chosen appraisal method, its objectives, and its mechanics. 

 Recognizing and Mitigating Biases: Training sessions that focus on self-awareness 

and highlight common biases can help raters introspect and make more objective 

judgments. 

 Observational Skills: Raters should be trained to observe and document behaviors 

consistently and fairly, minimizing the scope for recency and halo effects. 

 Feedback Mechanisms: Effective communication is key. Training raters on 

providing constructive feedback ensures that the appraisal process is developmental, 

not just evaluative. 

 Scenario-Based Training: Engage raters in simulated appraisal exercises, 

challenging them with scenarios that could induce bias, and guiding them on correct 

approaches. 

 Ongoing Refresher Courses: Periodic training sessions can keep raters updated on 

best practices and help them calibrate their evaluation techniques. 
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3. Technology as an Enabler: 

 Data-Driven Insights: Leveraging technology to capture performance data can lend 

objectivity to appraisals. For instance, sales metrics, project completion rates, and 

customer feedback can be integrated into the appraisal process. 

 Anonymous Peer Feedback: Using platforms where employees can receive 

anonymous feedback from peers can give a 360-degree view of an employee’s 

performance. 

4. Employee Self-Assessment: 

 Encouraging employees to evaluate their performance before the appraisal can 

provide a balanced perspective and may help identify areas of alignment and 

divergence. 

5. External Assessments: 

 Occasionally, bringing in third-party experts to review and calibrate internal appraisal 

processes can provide fresh perspectives and highlight areas of potential bias. 

While refining appraisal methods holds some promise, enhancing the skills, awareness, and 

methodologies of raters appears to be the more comprehensive solution. Combined with 

leveraging technology and periodic reviews of the system, organizations can create a robust 

and error-resistant appraisal system. 
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Check Your Progress – A 

1. What is an organization's main goal when it comes to performance reviews? 

 

a) Determining training needs 

b) Deciding compensation adjustments 

c) Providing feedback and improving performance 

d) All of the above 

 

2. Out of the below, which is NOT a performance appraisal method? 

a) 360-degree feedback 

b) Management by Objectives (MBO) 

c) SWOT analysis 

d) Behaviorally Anchored Rating Scales (BARS) 

 

3. Which phase of the performance review procedure comes first? 

 

a) Conducting feedback meetings 

b) Defining job roles and objectives 

c) Rating employee performance 

d) Documenting performance reviews 

 

4. What does performance appraisal 360-degree feedback mean? 

 

a) Feedback only from an employee's manager 

b) Feedback from multiple sources like peers, subordinates, and managers 

c) Feedback from the customer base only 

d) Self-assessment by the employee 

 

5. Which bias arises when an appraiser assigns comparable scores to every 

performance dimension? 

a) Halo effect 

b) Recency effect 

c) Central tendency 

d) Stereotyping 

 

 

4.10 PERFORMANCE BASED COMPENSATION 

Introduction: Performance-based compensation is a remuneration system where employees 

receive rewards based on the achievement of predetermined performance criteria. Often seen 
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as an instrument to align an individual’s goals with that of the organization, this model of 

compensation is both popular and contentious in its application. 

What is Performance-Based Compensation? Performance-based compensation ties 

rewards, both monetary and non-monetary, directly to specific performance metrics. This 

might be sales figures, customer satisfaction scores, completion of projects, or other 

quantifiable benchmarks. The primary objective is to incentivize high performance and align 

employee actions with company objectives. 

Key Components: 

1. Base Salary: A fixed amount paid to employees, regardless of performance. 

2. Bonuses: One-time payments given for achieving specific goals or benchmarks. 

3. Commissions: Especially prevalent in sales, these are a percentage of the revenue 

generated or deals closed. 

4. Stock Options: Awards granting employees the right to buy company shares at a 

predetermined price. 

5. Profit Sharing: A system where employees receive a portion of the company’s profits. 

Advantages of Performance-Based Compensation: 

1. Incentivizes High Performance: Employees have a clear monetary motivation to 

achieve and exceed their goals. 

2. Clear Alignment with Company Goals: By tying rewards to specific metrics, 

companies can steer employees towards activities that directly contribute to company 

growth and success. 

3. Flexibility: Companies can adjust compensation to reflect business realities, paying out 

more in good years and conserving cash during leaner times. 

4. Attracts High Performers: Organizations that reward based on performance often 

attract ambitious individuals who back their ability to achieve targets. 

Challenges and Criticisms: 

1. Short-Term Focus: There's a risk that employees might focus on short-term gains at the 

expense of long-term growth. 

2. Potentially Demotivating: If goals are perceived as unachievable, performance-based 

pay can demotivate instead of inspire. 

3. Can Foster Unhealthy Competition: Might lead to an individualistic culture where 

teamwork is sidelined. 

4. Quality Compromises: In the rush to achieve numbers, quality might be compromised, 

especially if quality isn’t a measured metric. 
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5. Complexity in Setting Metrics: Determining the right performance metrics and 

ensuring they align with company strategy can be challenging. 

Best Practices for Implementing Performance-Based Compensation: 

1. Holistic Metrics: Instead of just focusing on quantitative metrics like sales, include 

qualitative metrics like customer feedback or teamwork to ensure a rounded assessment. 

2. Clarity and Transparency: Employees should clearly understand how their 

performance will be measured and how this translates to compensation. 

3. Regular Reviews: Performance benchmarks and compensation metrics should be 

reviewed regularly to ensure they remain relevant. 

4. Feedback Mechanism: Constant feedback helps employees understand where they 

stand and what they need to do to achieve their compensation goals. 

5. Balanced Approach: While performance-based pay can be a significant portion of 

compensation, it's vital to maintain a balance with a base salary to ensure employees 

have financial stability. 

Performance-based compensation can be a powerful tool to align employee performance with 

company goals. When structured effectively, it can incentivize high performance, leading to 

enhanced profitability and growth. However, for it to be successful, organizations must 

ensure a fair, transparent, and regularly reviewed system that both recognizes the efforts of its 

employees and aligns with the broader vision of the enterprise. As with any tool, its success 

lies not just in its inherent strengths, but how expertly it is wielded. 

 

4.11 SUMMARY 

Performance appraisals, pivotal for driving and evaluating employee efficiency, are often 

riddled with biases and inaccuracies. Overcoming these demands both refining appraisal 

methods and honing rater capabilities. One can refine the process using Behaviorally 

Anchored Rating Scales (BARS) that align specific behavioral examples with rating points, 

thus counteracting errors like halo and leniency. Also, transitioning from annual to more 

regular appraisals can give a holistic performance view, reducing recency biases. Rater 

training is paramount. They need an intimate understanding of the appraisal system, skills to 

recognize and counteract biases, and enhanced observational capabilities. Training on 

providing constructive feedback can make the process more developmental than just 

evaluative, and periodic refreshers are beneficial. Technology offers tools for capturing real-

time performance data, ensuring objectivity. Platforms allowing anonymous peer reviews can 

provide a complete 360-degree performance perspective. Self-assessment from employees 

can offer balanced insights, and occasionally external assessments can introduce new 

perspectives. Alongside, performance-based compensation, aligning individual rewards with 

preset performance benchmarks, is both popular and debated. It has multiple components, 
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from a fixed base salary to bonuses, commissions, stock options, and profit-sharing. While it 

aligns employee efforts with company objectives and attracts top-tier talent, there are 

challenges. It can lead to short-termism, possibly sidelining long-term growth. Goals that 

seem unattainable can demotivate, and an overemphasis can result in an overly competitive 

environment, sometimes compromising quality. For effective implementation, organizations 

should use holistic metrics, ensure transparency, and review performance benchmarks 

regularly. Constant feedback can keep employees aligned, and it's crucial to balance 

performance-based pay with a consistent base salary. Collectively, refining appraisals and 

optimizing compensation methods can greatly enhance workforce motivation, productivity, 

and alignment with company goals. 

 

4.12 GLOSSARY 

 

Performance Appraisals: Systematic evaluations of employee performance to understand 

their efficiency and contributions to the organization. 

Behaviorally Anchored Rating Scales (BARS): A rating system aligning specific 

behavioral examples with rating points to assess performance objectively. 

Forced Distribution: A method requiring raters to distribute evaluations across a pre-defined 

scale, avoiding concentrated ratings. 

Frequent Appraisals: Evaluations conducted more regularly than the traditional annual 

reviews to capture a more holistic view of employee performance. 

Rater Training: Training programs designed to improve the skills and methodologies of 

those assessing employee performance. 

Self-awareness: Understanding of one's biases and preconceptions, essential for unbiased 

appraisals. 

Observational Skills: Abilities focused on consistently and fairly observing and 

documenting behaviors. 

Feedback Mechanisms: Systems or methodologies for providing constructive feedback to 

employees post-appraisal. 

Scenario-Based Training: Simulated appraisal exercises to train raters in real-world 

situations. 

Data-Driven Insights: Use of real-time performance data captured by technology to inform 

and objectify appraisals. 

Anonymous Peer Feedback: Platforms allowing colleagues to provide unidentified reviews, 

contributing to a holistic performance perspective. 

Self-Assessment: A process where employees evaluate their performance, usually prior to 

official appraisals. 

External Assessments: Evaluations conducted by third-party experts to provide fresh 

perspectives on internal appraisal processes. 
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Performance-Based Compensation: A remuneration system where rewards are tied directly 

to the achievement of specific performance criteria. 

Base Salary: A fixed compensation amount provided to employees irrespective of their 

performance. 

Bonuses: One-time rewards given for achieving particular milestones or benchmarks. 

Commissions: Payments, often percentages of revenue generated or deals closed, particularly 

common in sales roles. 

Stock Options: Opportunities granted to employees allowing them to purchase company 

shares at a set price. 

Profit Sharing: A compensation structure where employees are given a share of the 

company’s profits based on certain criteria. 

Holistic Metrics: A combination of quantitative and qualitative metrics used to ensure a 

comprehensive assessment of performance. 

Short-Term Focus: The potential risk of prioritizing immediate gains over long-term 

objectives. 

360-Degree Feedback: A method where feedback about an employee comes from all 

sources, including peers, supervisors, subordinates, and even oneself. 

Central Tendency: A bias in which raters avoid giving high or low scores and rate most 

employees as average. 

Halo Effect: A cognitive bias where the perception of an individual in one area (e.g., 

punctuality) influences the perception of that individual in other areas (e.g., performance). 

Leniency Error: A tendency of raters to rate most employees at the higher end of the scale. 

Recency Bias: A tendency to focus on and remember an employee's most recent behaviors, 

ignoring behaviors from earlier in the review period. 

Merit Raise: An increase in base salary based on an individual’s performance. 

Equity Theory: A concept which suggests employees are motivated when they perceive 

fairness and demotivated when they perceive unfairness in their work environment, especially 

regarding compensation. 

Variable Pay: A portion of an employee's compensation that changes based on performance 

or results achieved. 

Competency Framework: A structure that outlines specific skills, knowledge, and behaviors 

required in a particular role and is used as a reference in appraisals. 

Calibration Meeting: A gathering where managers discuss and adjust their performance 

ratings of employees to ensure consistency across the board. 

Performance Management System (PMS): A holistic approach and system designed to 

manage and optimize employees' performance in line with organizational goals. 

Benchmarking: The process of comparing an organization's practices and performances with 

those of other organizations to identify best practices and areas for improvement. 
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4.13 ANSWERS TO CHECK YOUR PROGRESS 

MCQs 

1. D  2. C        3. B    4. B      5. C  
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4.16 TERMINAL QUESTIONS 

1. What are the key components of the essay appraisal method, and what is its primary 

drawback? 

2. How might the writing skill of the appraiser impact an essay appraisal? 
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3. Describe the checklist method of performance appraisal. What biases can influence this 

method? 

4. How does the forced-choice rating method attempt to reduce rater bias? 

5. Explain the differences between alternation ranking, paired comparison ranking, and 

forced distribution. 

6. In the context of work standards, what do we mean by a "fair day’s output"? 

7. What are the advantages and potential issues of using the work standards approach in 

performance appraisal? 

8. Describe the error of "recency" in performance appraisals. 

9. How does the halo effect skew performance appraisals? 

10. Explain the differences between leniency, central tendency, and recency errors in 

performance appraisals. 

11. Why are behaviorally anchored rating scales seen as a way to reduce appraisal errors? 

12. How can rater training contribute to more accurate performance appraisals? 

13. Describe the principle behind performance-based compensation. How does it differ from 

traditional compensation models? 

14. What challenges might organizations face when implementing a performance-based 

compensation model? 

15. Why is it essential for employees to view work standards as fair and achievable? 

16. How does the forced-distribution method relate to the concept of a bell curve in 

evaluating employee performance? 

17. In what scenarios might the paired comparison ranking method become impractical? 

18. How can the design of appraisal methods be refined to minimize common appraisal 

errors? 

19. How does the "first impressions" bias potentially skew an employee's performance 

appraisal? 

20. How does the use of behaviorally anchored rating scales aim to reduce common errors 

such as the halo effect or leniency? 
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UNIT 5 INTERNAL ALIGNMENT 

5.1 Introduction 

5.2 Objectives 

5.3 Compensation Strategy: Understanding Internal Alignment  

5.4 Understanding Pay Structure 

5.5 What Shapes Internal Structures 

5.6 Guidance from the Evidence on Pay Structures 

5.7 Impact of Pay Structure on Organizational and Employee Outcomes 

5.8 Consequences of Internal Pay Structures 

5.9 Summary 

5.10 Glossary 

5.11 References 

5.12 Suggested Readings 

5.13 Terminal Questions 

 

5.1 INTRODUCTION  

This unit delves deep into the intricate world of pay structures and their profound influence 

on organizational efficiency, fairness, and compliance. Rooted in varied theoretical 

underpinnings such as tournament theory and institutional theory, it deciphers how 

organizations set their pay scales, the motivational implications, and the broader impact on 

both individual and team performance. From examining the mechanics of hierarchies in 

professional fields to understanding the sway of market forces and external pressures, the unit 

offers a comprehensive exploration of the consequences of well-aligned versus misaligned 

pay structures. 

 

5.2 OBJECTIVES 

After reading this unit you will be able to: 

 Comprehend the significance of pay structures and their effect on organizational 

performance and motivation. 
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 Differentiate between tournament theory and institutional theory, and understand their 

practical applications. 

 Analyze the balance between efficiency, fairness, and compliance in pay structures. 

 Understand the strategic importance of promotions, career progression, and the 

alignment of pay with organizational goals. 

 Recognize external influences, including market forces and regulations, on pay decisions 

and structures. 

 

5.3 COMPENSATION STRATEGY: UNDERSTANDING 

EXTERNAL COMPETITIVENESS 

Setting clear objectives is the foundational step in developing a comprehensive strategic 

approach to compensation. However, objectives alone don't complete the puzzle. The 

integration and harmony of roles within the organization, referred to as internal alignment, 

further refines the strategy. 

The Essence of Internal Alignment 

At its core, internal alignment or internal equity, delves deep into understanding the 

interrelationships among various roles within an organization. These roles can vary from 

basic tasks to specialized responsibilities. 

The Vineyard Analogy 

For instance, consider the parable of laborers in the vineyard, as Matthew detailed. The exact 

organization of tasks within the vineyard isn't explicitly mentioned. One could assume that 

laborers were designated into teams. Some might be assigned the duty of trimming while 

others tied the vines. This brings forth pertinent questions: 

 Does the task of trimming demand a higher level of discernment compared to tying? 

 How do we compare the pay and responsibilities of a trimmer with that of a tier? 

 Where does the cook of the household or the steward fit into this pay structure? 

 

Why Internal Alignment Matters 

Internal alignment ensures there's a logical relationship between responsibilities, skills, 

competencies, and the compensation offered for different jobs within the same organization. 

A few pivotal reasons why it's crucial include: 

1. Supporting Organizational Strategy: The compensation for each role should reflect 

and uphold the larger goals and strategy of the organization. 
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2. Ensuring Smooth Workflow: A well-structured internal alignment ensures that roles 

and responsibilities flow seamlessly, without conflicts or overlaps that might disrupt the 

workflow. 

3. Motivating Desired Behaviors: The right alignment not only compensates for the work 

done but also serves as an incentive for employees to behave in ways that further the 

organization's objectives. 

In conclusion, while setting objectives maps out what needs to be achieved, internal 

alignment ensures that the path taken aligns with the broader goals and that everyone is fairly 

compensated for their contribution to the journey. 

 

5.4 UNDERSTANDING PAY STRUCTURE  

A pay structure is an organized system that a company implements to outline and define 

compensation for different roles, responsibilities, and skills within its boundaries. It provides 

a clear framework and serves as a guideline for managers and HR professionals when making 

decisions about employee remuneration. To understand pay structure in a more systematic 

way, let's break it down: 

1. Array of Pay Rates: This pertains to the varied compensation figures assigned to 

different job functions. For example, a software engineer might have a different pay rate 

than a marketing executive within the same organization. 

2. Levels within the Structure: The structure is typically hierarchical, meaning there are 

different levels or grades. These could range from entry-level positions, going up to 

middle management, senior management, and finally, executive roles. Each level comes 

with its own set of expectations, responsibilities, and consequently, pay rates. 

3. Pay Differentials: This refers to the disparity or gap in pay between different levels or 

roles. For instance, the difference in salary between a junior executive and a senior 

executive would be a pay differential. The magnitude of these differentials can vary 

based on the organization's philosophy, industry standards, and other factors. 

4. Determining Criteria: How does an organization decide these pay rates and 

differentials? The criteria used could be based on a variety of factors: 

 Skill Requirement: Jobs that require specialized skills or advanced training might 

command higher salaries. 

 Responsibility: Roles with higher responsibilities, like decision-making or team 

management, generally have higher pay. 

 Market Trends: The demand for certain roles in the market can influence pay. If 

there's a high demand for data scientists, for instance, organizations might offer 

competitive salaries for such roles. 
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 Experience & Education: The educational background and years of relevant 

experience can also play a pivotal role in determining compensation. 

 Job Complexity: If a job requires multifaceted knowledge or the coordination of 

numerous tasks, it might have a higher pay structure. 

5. Consistency and Fairness: While it's essential to have a pay structure, it's equally 

important that it's consistently applied across the organization. This ensures fairness and 

can prevent disputes or feelings of inequity among employees. 

In conclusion, an effective pay structure is not just about numbers. It represents an 

organization's values, its approach to talent management, and its strategy towards both short-

term and long-term success. It helps retain talent, motivate employees, and ensures that 

everyone is compensated fairly for their skills and contributions. 

Variability in Organizational Pay Structures 

Pay structures, the systematic organization of compensation for various roles within a 

company, can differ significantly among organizations. Their design is typically influenced 

by multiple factors including organizational objectives, job roles, market conditions, and 

more. 

1. Determinants of Internal Pay Structure: 

a. Number of Levels: An evident feature of pay structures is their hierarchical configuration. 

This concerns: 

 Hierarchical Systems: Organizations may have many levels, from junior roles to 

executive positions. 

 Flattened Structures: Some companies have fewer levels, aiming for a more 

egalitarian approach. 

 Comparison: For instance, while Lockheed has six levels just for engineering, GE 

Healthcare encompasses all professional and executive roles in just five broad levels. 

b. Differentials: The variation in pay among different levels is termed as differentials. This 

can manifest in: 

 Egalitarian Distribution: All employees get an equal share, like the Moosewood 

Restaurant in Ithaca. 

 Varied Compensation: Most organizations adopt this, where compensation differs 

based on role, responsibility, skills, and more. 

c. Criteria for Differentials: Jobs can be classified based on: 

 Content: This pertains to the nature of the job, including tasks, required behaviors, 

and knowledge. 

 Value: This concerns the importance of the job to organizational objectives. 
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2. Understanding Value: 

a. Use Value vs. Exchange Value: 

 Use Value: Refers to the significance of the products or services an employee 

produces. 

 Exchange Value: Refers to the agreed-upon wage between employer and employee, 

which can be influenced by factors like geographic location and market demand. For 

example, IBM software engineers may perform similar tasks in Bangalore, Kiev, and 

New York, but are compensated differently due to regional market rates. 

b. Organizational Acquisitions and Value: When a company acquires another, the 

perceived value of roles can change. For instance, post IBM's acquisition of PWC, the 

consultants' roles assumed a different strategic value in IBM's business model. 

3. Job-Based vs. Person-Based Structures: 

a. Job-Based Structure: Here, the emphasis is on the nature and responsibility of the job. 

For example, Lockheed Martin structures its pay based on the tasks performed. 

b. Person-Based Structure: This focuses on the individual employee, their skills, 

knowledge, or competencies, irrespective of the current role they hold. GE Healthcare, for 

instance, considers individual competencies for each level of work. 

4. Reality of Workplace Structures: In practice, defining a job often necessitates 

understanding the skills and knowledge of the job holder. Thus, in real-world scenarios, pay 

structures often blend elements of both job- and person-based approaches. 

Organizations need to be flexible and astute in devising their pay structures. The choice of 

structure depends not just on internal factors but also on external market conditions and 

strategic business decisions. Properly implemented, an effective pay structure can drive 

motivation, ensure fairness, and support organizational growth. 

 

5.5 WHAT SHAPES INTERNAL STRUCTURES 

Internal structures of organizations are intricate systems that facilitate the organization's 

operations, culture, and strategic positioning. These structures are shaped by a myriad of 

factors, ranging from external pressures to internal strategic decisions. Understanding these 

factors is critical to comprehending the DNA of any organization. 

5.5.1. EXTERNAL FACTORS: 

 Economic pressures: Economic forces are among the most influential determinants of 

an organization's internal structure. Economic downturns might necessitate cost-cutting 

measures, including restructuring. Conversely, in prosperous times, organizations might 

expand, diversifying their product lines and consequently their internal structures. 

Fluctuations in currency values, interest rates, and inflation can also impact how an 

organization configures its internal operations. 
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 Government policies, laws, and regulations: Governments wield immense power over 

organizations. Regulatory frameworks can dictate how companies operate, impacting 

everything from employee rights, environmental policies, to corporate governance. For 

instance, stringent labor laws might push an organization to have a robust HR 

department. Similarly, strict environmental regulations might result in the creation of a 

dedicated environmental compliance unit. 

 Stakeholders: Shareholders, creditors, suppliers, and even customers play a pivotal role 

in shaping an organization's structure. Their expectations and demands can influence 

strategic decisions. For example, if shareholders demand better returns, the organization 

might restructure to become more efficient. Similarly, major customers might require 

dedicated account management teams, influencing the sales and customer support 

structure. 

 Cultures and customs: Organizations don't operate in a vacuum. The cultural and 

social milieu in which they operate influences their values, work ethics, and operational 

methodologies. In a culture that values hierarchy and formality, companies might adopt 

a more layered, bureaucratic structure. Conversely, in cultures that value flexibility and 

innovation, flatter structures might prevail. 

5.5.2. ORGANIZATION FACTORS: 

 Strategy: An organization’s strategy is its roadmap. Whether a company chooses to 

pursue market penetration, diversification, or product development, its internal structure 

will mirror these strategic choices. For instance, a diversification strategy might 

necessitate the creation of new business units or departments. 

 Technology: With the rapid pace of technological advancement, it's no surprise that 

technology profoundly influences organizational structure. Companies at the cutting 

edge of technology might have units dedicated to R&D, while those adopting digital 

transformations might have teams focused on digital integration. Additionally, 

technology enables remote work, which could lead to decentralized organizational 

structures. 

 Human capital: The skills, knowledge, and competencies of an organization's 

workforce can influence its structure. A company rich in talent might structure itself 

around its star performers, creating specialized teams or units. On the flip side, 

companies with less specialized talent might opt for a more generic, flexible structure. 

 HR policy: HR policies regarding recruitment, training, appraisals, and promotions can 

mold the structure. For instance, an organization that emphasizes internal promotions 

might have a more hierarchical structure, while one that values cross-functional training 

might adopt a matrix structure. 

 Employee acceptance: The best-laid plans can fail if employees resist. Hence, any 

structural change or design needs to factor in employee sentiment and acceptance. 
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Companies often involve employees in structural design discussions to ensure smoother 

transitions and buy-ins. 

 Cost implications: Financial prudence is crucial. Structures that are overly complex or 

do not add value can become cost centers, eating into the company's profits. Thus, 

organizations always weigh the cost implications of their structural choices. 

5.5.3. INTERNAL STRUCTURE: 

 Levels: The hierarchical depth of an organization defines its levels. Some organizations 

have multiple tiers, from junior executives to mid-level managers to senior leadership. 

The number of levels often determines the speed of decision-making and the flow of 

communication. 

 Differentials: This refers to the disparity in roles, responsibilities, and even 

compensation within an organization. Large differentials can lead to distinct power 

centers, while smaller differentials can foster a more egalitarian atmosphere. 

 Criteria: These are the benchmarks or standards used to design the structure. Criteria 

might include efficiency, flexibility, adaptability, or any other organizational priority. 

For instance, an organization prioritizing rapid decision-making might adopt a flatter 

structure, while one emphasizing strict control might opt for a more layered approach. 

 

 

The architecture of an organization’s internal structure isn't the result of random choices. It's a 

carefully crafted design shaped by external pressures, organizational imperatives, and the 

intrinsic features of the structure itself. By understanding these factors, one can decode why 

organizations are structured the way they are and how they can evolve in the future. 
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Strategic Choices in Designing Internal Structures 

In the vast world of organizational design, much like the architect's blueprint for a building, 

the strategic choices made in designing internal structures define the very essence of a 

company. These choices set the tone for daily operations, innovation, and growth, serving as 

a guide to navigate the dynamic business landscape. Just as every brick, window, and door in 

a building has its unique place and purpose, every role, responsibility, and reward in an 

organization must align with its overarching vision and goals. By examining these strategic 

choices, we delve into the heart of a company's structure, exploring how it can best harness its 

resources, maintain harmony, and achieve success. Let's begin with a fundamental concept: 

The Essence of Internal Alignment. 

 

1. The Essence of Internal Alignment 

The concept of internal alignment can best be illustrated using analogy: envision an intricate 

building. In this building, every floor, room, and corridor are systematically designed to serve 

a purpose. For it to function effectively, there must be cohesion between its elements - the 

plumbing should not interfere with the electrical systems, and the pillars should uniformly 

support the weight of the structure. 

Similarly, in an organization, internal alignment ensures that: 

 Roles and Responsibilities: Every employee, from entry-level to senior management, 

understands their role and how it contributes to the larger goals of the company. This 

clarity eliminates overlaps and gaps in responsibilities. 

 Compensation and Rewards: Pay structures and incentives correlate with job 

responsibilities and performance expectations. This ensures fairness and motivates 

employees to work towards the company's objectives. 

 Communication Flow: Information cascades seamlessly throughout the organization, 

ensuring that all departments are synchronized in their efforts. 

 Cultural Consistency: The organization’s values, beliefs, and practices resonate 

uniformly across all levels, creating a sense of unity and shared purpose. 

To achieve this essence of alignment, it's crucial for organizations to constantly evaluate and 

recalibrate their structures. Misalignment can lead to inefficiencies, decreased employee 

morale, and hindered growth. On the other hand, a well-aligned organization can adapt to 

changes, drive innovation, and foster a culture where each member feels valued and driven 

towards a common vision. 

Internal alignment is the bedrock upon which successful organizations are built. It acts as the 

gravitational force that keeps everything in its right place, ensuring smooth operations, 

satisfied employees, and sustainable growth. 
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Tailored vs. Loosely  

In the world of organizational design, one of the primary choices leadership must make is 

whether to adopt a structure that is tightly tailored to the specifics of the company, or one that 

is more loosely coupled, offering flexibility and adaptability. This decision is akin to 

choosing between constructing a detailed architectural masterpiece or a modular home. Both 

have their merits and are suited for different purposes. Let's delve into the nuances of these 

structural designs. 

Tailored Structures: 

Tailored structures are meticulously crafted to suit the specific needs and characteristics of 

an organization. 

Characteristics: 

1. Detailed Roles and Responsibilities: Job descriptions are explicit, with clear 

boundaries and expectations. 

2. Stable & Predictable: Processes and operations remain relatively constant over time. 

3. Tight Control: A tailored structure usually corresponds with a centralized decision-

making process. 

Example: Consider a luxury watchmaker like Rolex. The production of each watch requires 

precision, specialized skills, and strict adherence to quality standards. To achieve their level 

of perfection, a tailored organizational structure with defined roles is indispensable. Every 

individual, from the craftsman to the quality control analyst, has a precise function. Straying 

from this tailored approach might compromise the watch's integrity. 

Advantages: 

1. Efficiency: When processes are consistent, the organization can achieve economies of 

scale. 

2. Quality Control: Standardized operations often lead to predictable, high-quality 

outcomes. 

3. Clear Accountability: Clearly defined roles ensure that every member knows their 

responsibilities, reducing overlaps and confusion. 

Loosely Coupled Structures: 

Loosely coupled structures are designed to be adaptable and agile, catering to dynamic 

environments where change is the norm. 

Characteristics: 

1. Flexibility: There's a greater latitude for roles to evolve and adapt as the organization 

grows or the market shifts. 
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2. Decentralized Decision-making: Authority and decision-making responsibilities are 

often dispersed throughout the organization. 

3. Adaptable to Change: Such structures thrive in unpredictable environments and can 

pivot quickly in response to external challenges. 

Example: Tech startups, like those in Silicon Valley, often operate with loosely coupled 

structures. They face rapidly changing market conditions, evolving technology, and shifting 

consumer preferences. For instance, early-stage Slack, a channel-based messaging platform, 

constantly iterated its product based on customer feedback. The loosely coupled nature of 

their organization allowed teams to quickly adapt and innovate, evolving from a gaming 

company to a leading enterprise communication tool. 

Advantages: 

1. Innovation: The flexibility inherent in loosely coupled structures fosters creativity and 

experimentation. 

2. Resilience: These organizations can absorb shocks and adapt to challenges more swiftly. 

3. Empowerment: Employees often enjoy more autonomy, leading to higher job 

satisfaction and retention. 

Choosing between a tailored and loosely coupled structure is not about determining which is 

superior. Instead, it’s about aligning the organizational design with the company’s mission, 

industry landscape, and strategic objectives. While a tailored structure may be apt for an 

organization that values consistency and precision, like a luxury watchmaker, a tech startup 

navigating a volatile market might benefit more from a loosely coupled design. Like an 

architect selecting the right blueprint for a building's purpose and environment, leaders must 

discern which structure will best serve their organization's journey to success. 

Hierarchical vs. Egalitarian Structures 

Every organization has its unique way of arranging its workforce, and the chosen structure 

plays a significant role in shaping its culture, workflow, and overall functionality. Two of the 

most common structures adopted by companies worldwide are hierarchical and egalitarian. 

Let's dive deep into these concepts to understand their differences, advantages, disadvantages, 

and ideal scenarios for their adoption. 

 

Hierarchical Structures: 

A hierarchical structure represents a pyramid-like organization where roles are structured in 

levels of importance. 

Characteristics: 

1. Clearly Defined Roles: Each level or tier has specific roles and responsibilities. 

2. Top-Down Decision Making: Decision-making power is concentrated at the top, and 

directives flow downward. 
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3. Clear Progression Path: There’s a clear career path as individuals can move up the 

ladder based on their performance, experience, or other criteria. 

 

Example: Traditional corporations, such as IBM or General Motors, often employ a 

hierarchical structure. Employees start at junior roles and gradually move up the ladder, 

assuming roles with more responsibility and authority. There are distinct levels like 

"executive," "middle management," and "entry-level." 

Advantages: 

1. Efficiency: With a clear chain of command, decisions can be made quickly without 

much debate or confusion. 

2. Role Clarity: Every individual knows their place, their responsibilities, and whom they 

report to. 

3. Stability: With established protocols and procedures, the organization can remain 

consistent and stable. 

Egalitarian Structures: 

Egalitarian organizations emphasize flatness, promoting equality among its members. 

Characteristics: 

1. Minimal Levels: There are few or no levels of middle management. 

2. Collaborative Decision Making: Decisions are made collaboratively with input from a 

wide range of staff. 

3. Blurred Role Distinctions: Roles can be flexible, with staff often wearing multiple hats. 

Example: Tech companies, especially startups like Valve Corporation, operate on an 

egalitarian structure. Valve, a video game developer, is known for having no formal job titles, 

no managers, and a completely flat structure. Employees choose which projects they want to 

work on and teams self-organize to get the work done. 

Advantages: 

1. Flexibility: The structure allows for swift adaptation to changes or new opportunities. 

2. Empowerment: Employees feel a sense of ownership and involvement in the company's 

success. 

3. Innovation: With fewer bureaucratic obstacles, creativity can flourish, leading to 

innovative solutions. 

Comparative Analysis: 

1. Adaptability: Hierarchical organizations might find it challenging to adapt quickly to 

change due to the various layers of bureaucracy. On the other hand, egalitarian 
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structures thrive on adaptability, with teams often restructuring based on the need of the 

hour. 

2. Communication: In hierarchical setups, communication is vertical, often leading to the 

“telephone game” effect where messages can get distorted as they pass through levels. 

Egalitarian structures, by contrast, encourage horizontal communication where everyone 

is more or less on the same level. 

3. Motivation: Hierarchical structures can motivate employees with the prospect of 

promotions and climbing the corporate ladder. In contrast, egalitarian structures might 

motivate through a sense of collective achievement and shared responsibilities. 

Strategic Choice: Hierarchical versus Egalitarian 

Criteria Hierarchical Egalitarian 

Levels Many Fewer 

Differentials Large Small 

Criteria (Basis for pay) Person or job Person or job 

Supports Close fit Loose fit 

Work Organization Individual performers Teams 

Fairness Performance-based Equal treatment 

Behaviors Encouraged 
Opportunities for 

promotion 
Cooperation 

 

1. Levels: 

 Hierarchical: A hierarchical organization has numerous layers of management and 

positions, from top executives to middle management to entry-level positions. These 

layers can sometimes lead to slower decision-making processes. 

 Egalitarian: Egalitarian organizations have fewer levels, often opting for a flat structure. 

This can mean faster decision-making and greater flexibility. 

2. Differentials: 

 Hierarchical: The pay gaps between different levels in hierarchical structures are 

generally large, reflecting the responsibility and authority differences at each level. 

 Egalitarian: With fewer levels and a flatter structure, the pay differentials are smaller. 

This often reflects the organization's emphasis on collective responsibility. 

3. Criteria (Basis for Pay): 
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 Both Hierarchical and Egalitarian: Compensation can be based on the individual's 

performance, skill set, and experience or can be determined by the job role itself. This is 

not a differentiating factor between the two structures. 

 

4. Supports: 

 Hierarchical: Hierarchies tend to support a tight fit between individual roles and 

organizational goals. Each role is precisely defined to fit into the larger organizational 

machine. 

 Egalitarian: Egalitarian structures are more flexible, allowing for roles to adapt and 

change based on the current needs of the organization. 

5. Work Organization: 

 Hierarchical: Individuals have specific roles and tasks that they are responsible for, 

leading to specialization. 

 Egalitarian: The focus is on team collaboration. Roles can be fluid, with members often 

taking on multiple responsibilities based on the task at hand. 

6. Fairness: 

 Hierarchical: Rewards and recognition are generally performance-based. Those who 

excel in their roles or contribute significantly to the organization are rewarded 

accordingly. 

 Egalitarian: The emphasis is on equal treatment of all team members, regardless of their 

specific contributions. The idea is that every team member plays a crucial part in the 

organization's success. 

7. Behaviors Encouraged: 

 Hierarchical: The structure fosters ambition, with individuals aiming for promotions to 

climb the corporate ladder. 

 Egalitarian: Cooperation is key. The flat structure encourages team members to 

collaborate and work together toward common goals. 

While hierarchical structures prioritize structure, clear progression, and individual 

performance, egalitarian systems place higher value on flexibility, collaboration, and 

collective responsibility. The choice between these systems depends on an organization's size, 

industry, goals, and cultural values. 

The decision between hierarchical and egalitarian structures is contingent on various factors 

including the company's size, industry, goals, and culture. While hierarchical structures have 

served large corporations effectively for years, the modern dynamic business environment has 

seen a surge in the adoption of egalitarian models, especially among startups and companies 

in creative industries. 
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The best structure for any organization is one that aligns with its vision, mission, and 

operational realities. Whether a company chooses a structured pyramid or a flat, collaborative 

approach, the emphasis should always be on fostering a productive, innovative, and 

harmonious work environment. 

 

5.6 GUIDANCE FROM THE EVIDENCE ON PAY 

STRUCTURES 

For organizations considering their pay structures, it is critical not just to consider strategy, 

workflow, and motivation, but also to understand what research says about the impact of 

different pay structures on employees. 

(A) Equity Theory and Fairness 

The essence of Equity Theory is that employees judge the fairness of their pay based on 

comparisons they make in various areas. These include: 

 Internal Comparisons: This is when an employee compares their salary to colleagues 

in similar roles within the same organization. 

 External Comparisons: This involves comparing their pay to what is typical for similar 

roles in other organizations. 

A study on school teachers highlighted that they felt pay structures were fairer when they 

were paid at higher levels within the structure. Furthermore, those lower down the scale still 

perceived fairness if they were in a school district that had overall higher pay. In non-

educational settings, situations can arise where, for instance, a more experienced employee 

may perceive unfairness if a newer hire with less experience is brought in at a similar pay 

scale. 

Employee Perceptions and Comparisons 

Internal and external comparisons by employees are fairly common. This means that 

compensation professionals have a dual role – designing pay structures that align with 

organizational goals and also explaining these structures to employees regularly. 

The accuracy of these comparisons can, however, be a challenge. Private sector organizations 

often don’t have publicly available pay scales, leading to potential misconceptions among 

employees regarding their relative pay status. 

Equity vs. Equality 

A crucial distinction to make is that equity and equality are not the same. While equality 

refers to everyone receiving the same, equity is about fairness, which can mean different 

things based on input, performance, and other factors. For instance, two employees might 

have different salaries, but if the one with the higher salary is perceived to have a higher 

performance or more responsibilities, then the pay difference might still be seen as equitable. 
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Implications of Pay Differentials 

Research has shown that organizations with larger pay differentials, especially among top 

executives, experience higher turnover. This might be because of perceptions of inequity. 

However, the studies did not always delve into the nuances, like whether the pay differences 

were performance-based or whether those leaving were high performers. 

When recommending or designing a pay structure, it’s imperative to understand the nuances 

of how employees perceive fairness. Equitable pay can significantly influence employee 

satisfaction, motivation, and retention. Thus, understanding the evidence and its implications 

is essential for organizations aiming to implement effective and fair compensation systems. 

(B) Tournament Theory: Motivation and Performance 

Economists often analyze compensation structures through a lens that differs from the 

traditional human resources viewpoint. One such perspective is the Tournament Theory, 

which emphasizes the role of pay differentials in motivating performance. 

The Golf Tournament Analogy 

Imagine a golf tournament with a total prize pool of $100,000. How this prize money is 

allocated among players can influence their performance. If the prize distribution is skewed 

towards the top players ($60,000, $30,000, and $10,000 for the top three), this might drive a 

more competitive spirit than a more evenly distributed pool. According to the Tournament 

Theory, the larger the difference between the prizes, the harder each player will try to win. In 

fact, studies have shown that increased prize money in the Professional Golf Association 

tournament leads to improved player performance. 

Application in Organizational Structures 

Extrapolating this to a corporate setting, the difference between your salary and that of your 

superior could directly influence your work effort. If the difference is significant, it might act 

as a stronger motivational force, pushing you to work harder in the hopes of climbing the 

corporate ladder and attaining a higher salary. The idea is that a larger "prize" or incentive at 

the next level would drive all subordinates to improve their performance. Studies seem to 

validate this perspective, with evidence suggesting that significant raises tied to promotions 

can increase effort and reduce absenteeism. 

However, there's an important aspect to consider: the nature of the work environment, 

particularly individual versus team settings. 

Individual vs. Team Settings 

Most research supporting the Tournament Theory has centered around settings where 

individual performance is paramount—examples include golf tournaments or jobs where 

individual output is the primary measure. 

In contrast, consider team environments like sports teams, where collective performance is 

crucial. For instance, data from major league baseball indicates that teams with smaller salary 

differentials (more egalitarian pay structures) performed better than teams with significant 
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pay disparities. Not only did the team performance improve, but individual players, especially 

those of average skills, also showed more considerable improvement in more equal pay 

structures. 

However, one might argue that baseball isn't entirely representative of all team sports due to 

its limited interdependence among players. An examination of hockey, a sport requiring more 

teamwork and coordination, yielded different insights. Teams that rewarded players based on 

performance, rather than other unrelated factors, attracted better talent and performed better. 

This suggests that while pay equality might benefit certain teams, in other contexts, 

performance-based differentials are key to securing top talent. 

The Tournament Theory offers valuable insights into how pay structures can motivate 

employees. However, it's not a one-size-fits-all solution. The effectiveness of a hierarchical 

versus egalitarian pay structure might hinge on several factors, including the nature of the job 

and the degree of interdependence among employees. Thus, while large differentials can 

motivate in specific contexts, in others, more equal structures can promote better 

collaboration and overall performance. It's crucial for organizations to assess their unique 

environment and requirements when designing their compensation strategies. 

 

(C) Institutional Theory: Copy Others 

One of the critical perspectives in understanding organizational behavior and decision-

making is the Institutional Theory. This theory proposes that organizations often adopt certain 

practices not necessarily because they are the most effective or efficient but because they are 

perceived as the norm or the "right thing to do." 

The Power of "Best Practices" 

Often, practices or structures gain traction in the corporate world when they are branded as a 

"best practice." The idea is that if something works well for one successful organization, then 

it should, in theory, work well for others. This leads to a trend where companies rush to 

emulate these practices, like outsourcing jobs, emphasizing team dynamics, or shifting to 

competency-based pay systems, without critically assessing their compatibility with the 

organization's unique needs or characteristics. 

Gaining Legitimacy and Reducing Risk 

According to Institutional Theory, this imitation stems from a desire to gain legitimacy in the 

eyes of stakeholders and reduce uncertainties or risks. If every other organization is doing it, 

the logic goes, it must be the right or safe choice. Thus, firms often conform to the prevailing 

norms or standards in their industry, even if those norms aren't necessarily the best fit for their 

unique circumstances. This behavior is seen as a means to attain social acceptance, maintain 

reputation, and ensure survival. 

Drawbacks of Mimetic Behavior 
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While conforming to industry norms might offer short-term benefits, like increased 

acceptance among peers or stakeholders, it also presents several challenges: 

1. Loss of Competitive Advantage: Simply copying another organization's practices may 

not offer any competitive advantage. If everyone is doing the same thing, it's tough to 

stand out or achieve better results than competitors. 

2. Misalignment with Strategy: What works for one organization may not necessarily 

work for another. Blindly adopting a practice without assessing its alignment with the 

company's strategy or culture can lead to inefficiencies or conflicts. 

3. Innovation Stagnation: If companies are primarily focused on imitating others, they 

may miss out on opportunities to innovate and develop practices that are truly suited to 

their needs and strengths. 

Institutional Theory highlights the pressures organizations face to conform to industry norms 

and standards. While there can be benefits to adopting widely accepted "best practices," it's 

essential for companies to critically assess these practices' relevance and applicability to their 

unique circumstances. Rather than simply following the herd, organizations should strive to 

balance conformance with innovation, ensuring they adopt practices that genuinely align with 

their goals, culture, and strategy. 
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5.7 IMPACT OF PAY STRUCTURES ON ORGANIZATIONAL 

AND EMPLOYEE OUTCOMES 

A well-designed pay structure has the potential to influence various aspects of an organization 

and its employees. Here’s a breakdown: 

1. Undertake Training: A good pay structure often includes provisions for training or 

rewards for employees who engage in professional development. This motivates 

employees to improve their skills, leading to a better-skilled workforce. 

2. Increase Experience: A structured pay scale often accounts for years of experience, 

meaning that the longer an employee stays with the company, the more they earn. This 

encourages employees to gain more experience within the company rather than looking 

for opportunities elsewhere. 

3. Reduce Turnover: When employees perceive the pay structure as fair and see 

opportunities for salary growth, they are less likely to leave, leading to decreased 

turnover rates. 

4. Facilitate Career Progression: Clear pay structures provide employees with a roadmap 

for career advancement. When they can see the next steps and their potential earnings, it 

encourages them to aim for promotions and progress in their careers. 

5. Facilitate Performance: If performance-based bonuses or incentives are part of the pay 

structure, employees are likely to be more motivated to perform at their best. This not 

only increases individual productivity but can also boost the overall performance of the 

organization. 

6. Reduce Pay-related Grievances: A transparent and well-communicated pay structure 

can reduce misunderstandings and disputes related to pay. When everyone is aware of 

how the system works, and it's applied consistently, there's less room for grievances. 

7. Reduce Pay-related Work Stoppages: A fair and transparent pay structure can prevent 

misunderstandings that lead to strikes or work stoppages. Employees are less likely to 

halt work due to pay disputes when they understand and agree with the pay system in 

place. 

The pay structure plays a pivotal role in shaping the organizational environment, employee 

motivation, retention, and overall productivity. When thoughtfully crafted, it can propel both 

individual and organizational growth. 

 

5.8 CONSEQUENCING OF INTERNAL PAY STRUCTURES 

Internal pay structures, which dictate how wages are distributed within an organization, have 

significant consequences for the performance, culture, and overall health of an organization. 

Understanding these consequences is key to devising effective compensation strategies. 
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1. Efficiency 

 Aligned pay structures can drive better organizational performance. If the structure 

doesn’t align with the company’s objectives, it’s less effective. 

 The promise of future returns, like promotions or higher pay grades, motivates 

employees to remain loyal, invest in training, cooperate with colleagues, and aim for 

higher responsibility. 

 Companies sometimes introduce new titles and levels to keep employees motivated, 

even if these aren't reflected in the external market. Microsoft’s “distinguished engineer” 

or McKinsey's “associate partner” are examples. 

2. Fairness 

 Misaligned pay can cause turnover, grievances, and decreased motivation. 

 There's a divide on what constitutes fairness. Some believe that significant pay 

differentials for different job roles motivate employees, while others believe that more 

egalitarian structures support cooperation and commitment. 

 Exceptions to general beliefs exist, such as in U.S. professional sports, where players are 

unionized. Here, unions often support the right of top players to command high salaries, 

rather than pushing for more evenly distributed pay. 

3. Compliance 

 Any pay structure has to adhere to the laws and regulations of the country in which the 

company operates. Non-compliance can lead to legal and financial consequences. 

4. Strategic Alignment 

 The organization’s pay structure should align with its strategy, work flow, human 

capital, and external conditions. This alignment is likely to give the organization a 

competitive advantage and in still a sense of fairness among employees. 

5. Overemphasis on Internal Alignment 

 Sometimes organizations may overemphasize the alignment, leading to undesirable 

outcomes. For instance, the Houston oil company, which based wall hangings on 

position level, is a clear example of taking alignment to an unnecessary extreme. 

While it's crucial to have a well-defined internal pay structure, organizations must balance 

efficiency, fairness, and compliance. Overemphasizing structure or failing to adapt to changes 

can lead to discontent and inefficiency. Instead, organizations should regularly review and 

adapt their pay structures to ensure alignment with their evolving goals, workforce, and 

external environment. 
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5.9 SUMMARY 

Internal pay structures significantly influence an organization's performance, culture, and 

overall dynamics. Efficiently aligned structures can enhance organizational outcomes by 

ensuring employees are motivated to invest in their roles and aim for growth. The prospect of 

future promotions or pay hikes can foster loyalty and cooperation within teams. However, 

fairness is a crucial consideration. While some believe that stark pay differentials motivate 

workers, others argue that egalitarian structures foster better teamwork and commitment. 

Additionally, organizations must ensure their pay structures adhere to regional laws and 

regulations to avoid potential legal pitfalls. Strategic alignment, where pay reflects an 

organization’s broader goals and its operational workflow, offers both competitive advantage 

and a sense of fairness for employees. However, it's essential to avoid overemphasis on 

structure, as illustrated by the Houston oil company that determined office decor based on job 

levels. To remain effective, organizations should regularly reassess and adapt their pay 

structures in response to evolving goals, workforce dynamics, and external pressures. 

 

 

5.10 GLOSSARY 

 

Feedback Mechanisms: Systems or methodologies for providing constructive feedback to 

employees post-appraisal. 

Scenario-Based Training: Simulated appraisal exercises to train raters in real-world 

situations. 

Data-Driven Insights: Use of real-time performance data captured by technology to inform 

and objectify appraisals. 

Anonymous Peer Feedback: Platforms allowing colleagues to provide unidentified reviews, 

contributing to a holistic performance perspective. 

Self-Assessment: A process where employees evaluate their performance, usually prior to 

official appraisals. 

External Assessments: Evaluations conducted by third-party experts to provide fresh 

perspectives on internal appraisal processes. 

Performance-Based Compensation: A remuneration system where rewards are tied directly 

to the achievement of specific performance criteria. 

Base Salary: A fixed compensation amount provided to employees irrespective of their 

performance. 

Bonuses: One-time rewards given for achieving particular milestones or benchmarks. 
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5.13 TERMINAL QUESTIONS 

 

1. What is the primary focus of economists when studying motivational effects? 

2. How does the distribution of prize money in a golf tournament potentially affect player 

performance? 



 

MS 307 Compensation Management              Uttarakhand Open University 
   

  

Unit 5 Internal Alignment                                                                                        Page 137 of 619

   
  
 

3. According to tournament theory, how does the difference in salary between an employee 

and their superior influence motivation? 

4. What conclusions can be drawn about the effect of larger raises accompanying 

promotions? 

5. How do team settings differ from individual performance contexts in the application of 

tournament theory? 

6. In major league baseball, what relationship was found between player salary 

differentials and team performance? 

7. How does the level of interdependence in a sport like hockey influence the outcomes of 

pay dispersion? 

8. What is institutional theory's perspective on firms adopting "best practices" from other 

organizations? 

9. According to the resource-based view of a firm, what is the consequence of merely 

imitating competitors' practices? 

10. Why is internal alignment crucial for organizations? 

11. How do hierarchical structures impact individual contributors like stockbrokers or 

university researchers? 

12. What negative effects can "winner-take-all" tournament hierarchies have in team-based 

environments? 

13. How might informal expectations about promotions and raises at workplace influence 

employee morale? 

14. What factors need consideration when determining the size of pay differentials within a 

company like Lockheed? 

15. Why might an aligned pay structure lead to improved organization performance? 

16. How do internal pay structures imply future returns for employees? 

17. Why might some organizations introduce additional titles or levels in their pay 

structures? 

18. How do varying opinions on fairness in wage structures impact employee satisfaction 

and performance? 

19. How do internal pay structures ensure compliance with regional laws and regulations? 

20. What pitfalls might organizations face if they overemphasize the importance of internal 

alignment? 
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UNIT 6 COMPENSATION AND ORGANIZATIONAL 

STRATEGY 

 

6.1 Introduction 

6.2 Objectives 

6.3 Compensation Strategy: Understanding External Competitiveness 

6.4 The Dynamics of Pay Level and Organizational Strategy 

6.5 Factors Shaping External Competitiveness 

6.6 Setting Competitive Pay Policies: Why it Matters 

6.7 Consequences of Pay-Level and -Mix Decisions  

6.8 Consequences of Internal Pay Structures 

6.9 Summary 

6.10 Glossary 

6.11 Answers to check your progress 

6.12 References 

6.13 Suggested Readings 

6.14 Terminal Questions 

 

6.1 INTRODUCTION  

In today's globally interconnected and fiercely competitive business environment, an 

organization's compensation strategy is more than just a financial commitment; it's a strategic 

tool that shapes its position in the market, its internal culture, and its appeal to current and 

prospective talent. Navigating the labyrinth of pay-level and pay-mix decisions requires an in-

depth understanding of not only economics but also psychology, business strategy, and legal 

frameworks. 

This unit delves deep into the multifaceted world of pay decisions, exploring their 

consequences and implications from various vantage points. As we unpack the complex 

interplay of external competitiveness, organizational efficiency, and the quest for competitive 

advantage through pay policies, we will encounter varying theoretical perspectives and real-

world challenges. Through this exploration, we'll address the tangible and intangible effects 

of compensation decisions on both the workforce and the broader business landscape. 
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Furthermore, the discourse on fairness and compliance highlights the ethical and legal 

responsibilities of organizations, reminding us that pay decisions often resonate beyond 

balance sheets, influencing organizational integrity and public perception. 

 

6.2 OBJECTIVES 

After reading this unit you will be able to: 

 Comprehend the Dual Implications of External Competitiveness 

 Assess Theories on Pay Levels and Efficiency 

 Evaluate Competitive Advantage through Pay-Level Policies 

 Formulate Effective Pay Strategies in the Face of Uncertainty 

 Understand Fairness in Compensation 

 Navigate Legal Compliance in Compensation 

 Implement Pay Policies in Practice 

 

6.3 COMPENSATION STRATEGY: UNDERSTANDING 

EXTERNAL COMPETITIVENESS 

Defining External Competitiveness: External competitiveness in the realm of compensation 

refers to the positioning of an organization's compensation structure compared to other 

competitors in the market. Essentially, it's a measure of how an organization's pay stacks up 

against others. This positioning helps organizations to strike a balance between managing 

operational costs, generating revenue, and ensuring they can attract and retain top talent. 

6.3.1. Pay Level: A Crucial Metric The pay level is a foundational metric to understand the 

average compensation offered by an employer to its employees. It's derived from the sum 

total of various compensation components, such as base salaries, bonuses, benefits, and the 

monetary value of stock holdings. This total is then divided by the number of employees to 

give a per-capita figure. Essentially, it gives an overarching view of the company's 

commitment to employee compensation. 

 For instance, a company that consistently offers a higher pay level than competitors 

might be seen as a premium employer but might also have to grapple with higher 

operational costs. 

6.3.2. Diverse Pay Forms: The Components of Compensation Pay forms encapsulate the 

varied types of compensatory elements an organization offers. It's more than just a monthly 

salary. It includes: 
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 Base Salary: This is the foundational payment, usually provided on a monthly or bi-

weekly basis. 

 Bonuses: Additional incentives, often performance-driven, to reward employees for 

surpassing targets or achieving specific milestones. 

 Benefits: These can encompass health insurance, retirement plans, educational support, 

or even lifestyle perks such as gym memberships or commuter benefits. 

 Stock Options or Equity: These offer employees a stake in the company, aligning their 

personal success with the company’s growth. 

The combination of these pay forms contributes to the total compensation package. The mix 

can vary widely between organizations based on industry, company size, and corporate 

culture. 

Strategizing with External Competitiveness: To formulate a successful compensation 

strategy with a lens on external competitiveness, companies must: 

1. Survey the Market: Regularly benchmark against competitors to understand where 

they stand. This could involve formal market surveys or more informal research. 

2. Balance Costs with Attractiveness: While it's important to offer competitive packages 

to attract talent, companies also need to keep an eye on their bottom line. Striking the 

right balance is key. 

3. Stay Agile: The market is dynamic, with compensation trends evolving. Companies 

should remain adaptable and be willing to recalibrate their compensation strategies as 

needed. 

Understanding and navigating external competitiveness is not just about outpaying 

competitors; it's about crafting a comprehensive and appealing compensation package that 

aligns with business objectives and resonates with potential and current employees. 

 

6.4 THE DYNAMICS OF PAY LEVEL AND 

ORGANIZATIONAL STRATEGY 

6.4.1. Control Costs and Drive Revenues through Pay Levels 

Labor costs undeniably affect an organization's expenses. Mathematically: 

Labor Costs=Pay Level×Number of EmployeesLabor Costs=Pay Level×Number of Employe

es 

Higher pay levels typically equate to higher labor expenses. When these levels exceed 

industry norms, the organization's relative production or service costs might also rise. A 

natural assumption would be for similar jobs across various companies to maintain uniform 
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pay. But reality differs. For instance, entry-level software engineers from a national survey 

showcased an extensive salary range. 

Why the Discrepancies? 

Different factors could explain these disparities. Microsoft might pay more than Google due 

to: 

 Perception of the job's value 

 The need to secure more experienced or specialized talent 

 Retention strategies 

Effective Strategy or Financial Sinkhole? 

Paying above the market rate can either be strategic or detrimental. The US automakers and 

Japanese automakers provide a tangible example. Historically, US manufacturers had higher 

labor costs but lagged in vehicle performance and reliability. This mismatch in labor cost to 

product output resulted in financial hardships, leading to strategies to bring down labor costs. 

6.4.2. The Airline Paradigm: Southwest vs. USAir 

In the airline industry, labor costs can heavily influence profitability. Analyzing Southwest 

and USAir, we see differing pay strategies and resultant operational efficiencies: 

 Southwest, while having lower labor costs, consistently reported better customer 

satisfaction. 

 USAir, having initially high labor costs, managed to reduce them over time. Despite 

achieving some financial stability, it lagged in customer experience. 

Southwest's unique compensation approach, blending financial incentives with a positive 

work environment, gave it an edge. However, rising labor costs might challenge its 

profitability soon. 

6.4.3. Attracting and Retaining Talent: Why Different Pay Scales? 

Paying more might be strategic. A company could argue its employees, though expensive, 

yield better results—be it through innovation, training, or retention. Others might offer lower 

salaries, offsetting with non-financial benefits: better projects, growth opportunities, job 

security, etc. Hence, there isn't a "one-size-fits-all" pay rate in the market. 

Understanding Total Compensation 

While base wages provide insight, total compensation, including bonuses, stock options, and 

benefits, paints the complete picture. Companies might have varied pay policies across job 

roles. An organization's comparison to market averages depends on its competition and 

included pay forms. 
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For instance, a company might appear competitive when considering base wages, but when 

total compensation is considered, discrepancies might arise. Hence, discussions about a 

"market rate" or "going rate" can be misleading. It's pivotal to recognize that each 

organization uniquely configures its pay mix, aligning with its objectives and industry norms. 

 

6.5 FACTORS AFFECTING EXTERNAL COMPETITIVNESS 

External competitiveness in an organization is shaped by numerous factors that collectively 

determine its pay level and mix. These factors not only influence the wage an organization 

decides to offer but also its capacity to attract and retain talent. 

 6.5(A) LABOR MARKET FACTORS: 

 Types of Markets: Labor markets can either be a 'quoted price' market or a 'bourse'. In 

the quoted price market, the wages are fixed, much like prices in Amazon. In the bourse 

model, as seen in eBay, there’s room for negotiation. This distinction changes how 

employers and potential employees interact. Generally, newer entrants to the job market 

find themselves in a quoted labor market. 

 Assumptions of Labor Markets: Traditionally, labor markets work on certain 

assumptions. First, employers are always aiming to maximize profits. Second, 

candidates, especially those from similar educational backgrounds, are seen as 

homogeneous. Third, the pay rate encompasses all associated employment costs. And 

fourth, markets faced by employers are competitive. 

While these assumptions give a foundational understanding of labor markets, they are overly 

simplified, often failing to capture the nuances of real-world labor economics. 

 Labor Demand: The market-determined rate for jobs like business graduates depends 

on demand. An employer's demand for labor aligns with the marginal product of labor, 

which is the additional output associated with employing one more person. The 

intersection of the marginal revenue produced by an employee and the prevailing market 

wage is termed the marginal revenue product. Hiring decisions are thus often made 

based on the marginal revenue an employee brings in relative to the wage they are paid. 

1. Product and Service Market Competition: 

The financial health of an organization, influenced by its competitive position in the market, 

plays a crucial role in determining its pay structure. A company in a dominant position might 

have more resources to offer competitive wages than a struggling startup. 

2. Unique Organizational Characteristics: 

Every organization has its own unique set of circumstances. This includes its overarching 

business strategy, technological adoption, productivity levels, and the experience of its 

workforce. All of these elements play a part in shaping the pay levels and mix. 
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Labor Supply Dynamics: 

The traditional model assumes an endless supply of job seekers with perfect information 

about all job opportunities. However, this is far from the truth. Factors like unemployment 

rates, discriminatory practices, or barriers to entry (like licensing requirements) can greatly 

influence labor supply. 

For instance, an attempt by an organization to offer higher wages in a bid to attract more 

talent might not always work, especially in low unemployment scenarios. If competitors 

match the wage offer quickly, the original employer might end up paying more without any 

significant increase in supply. 

Another alternative that firms sometimes resort to is hiring less-skilled workers at a lower 

wage rate. While this might seem like a cost-saving measure, it often incurs higher training 

costs. Additionally, hiring less-skilled workers might affect the quality of output, impacting 

customer satisfaction and potentially harming the brand's reputation in the long run. 

In conclusion, understanding the dynamics of external competitiveness requires a 

comprehensive analysis of both labor supply and demand factors, the competitive landscape 

of the product and service market, and unique organizational attributes. Adjusting 

assumptions to better match reality allows organizations to make more informed decisions 

about pay levels and mix. 

Compensating Differentials 

To start, compensating differentials refer to the difference in wages between jobs that are 

otherwise identical but have different working conditions, levels of stress, or other non-

monetary characteristics. The principle is that jobs with negative aspects will need to offer 

higher wages to attract and retain workers. 

For instance, a construction job that requires working at great heights or under hazardous 

conditions might need to pay more than a similar job without those risks. Similarly, jobs that 

require irregular hours or involve intense stress, like emergency room doctors, might offer 

higher pay compared to jobs with regular hours and less stress. 

1. Cost of Training: If certain jobs require expensive training, the wages might be higher 

to compensate for the initial investment the employee has to make. For instance, medical 

doctors often earn high salaries, in part because of the long and expensive education and 

training they must undergo. 

2. Job Security: In occupations where job security is low, potential employees might 

demand higher wages to compensate for the risk of job loss. For instance, a project-

based contractor might earn more per project than a salaried employee because they lack 

long-term job security. 
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3. Working Conditions: Unpleasant or dangerous working conditions can also lead to 

compensating differentials. For instance, miners might earn more than other workers 

with similar skill levels because of the dangers and discomforts associated with mining. 

4. Probability of Success: In fields where very few succeed to make it to the top, the top 

performers often command very high salaries. Think of professional athletes; many try, 

but only a few make it to the major leagues, and their salaries reflect this rarity. 

Efficiency Wage 

The efficiency wage theory suggests that firms might pay a wage premium, higher than what 

would be considered the equilibrium wage, to motivate workers to perform better or to attract 

and retain high-quality workers. The idea is that paying workers more can lead to greater 

productivity that outweighs the additional wage costs. For instance, a company might offer 

higher wages to reduce turnover, ensuring that they retain experienced and well-trained staff. 

This can reduce costs related to hiring and training new employees. 

Signaling 

Signaling in labor economics refers to the idea that employers or employees send signals to 

convey certain information. For example, earning a college degree might signal to employers 

that a potential employee is dedicated, capable of completing long-term tasks, and has certain 

knowledge and skills, even if the actual content of the degree is not directly relevant to the 

job. On the employer side, offering higher wages might signal that the company values 

quality and is invested in its employees, thereby attracting higher-quality applicants. 

In essence, all these models and modifications suggest that wage determination isn't just 

about supply and demand or marginal productivity. It's also about compensating for various 

job attributes, motivating and retaining employees, and conveying information in the labor 

market. These theories highlight the complexity of wage determination and suggest that 

employers consider a range of factors when deciding how much to pay their employees. 

Understanding the Dynamics of Compensation Strategies in the Modern Workplace 

In the ever-evolving landscape of the modern workplace, understanding the nuances of 

compensation strategies is paramount for businesses aiming to attract, retain, and motivate 

top talent. Compensation is more than just a monetary transaction; it is a reflection of the 

organization's values, aspirations, and its perception in the marketplace. Moreover, 

compensation strategies can significantly influence the quality and behavior of the workforce, 

which in turn impacts organizational outcomes. The following table elucidates key 

compensation theories, their predictive insights, and the practical implications for businesses. 

By delving into these theories, we aim to shed light on the strategic decisions companies 

make when determining how to remunerate their employees, and the broader consequences of 

those decisions. 
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Theory Prediction So What? (Implication) 

Compensating 

Differentials 

Jobs with undesirable attributes 

necessitate higher pay to draw 

and retain employees. 

Job evaluation methodologies and 

compensable factors should account 

for these negative job characteristics 

to ensure fair compensation. 

Efficiency Wage Paying wages above the market 

rate can increase efficiency in 

two ways: 1. By luring more 

skilled workers. 2. By motivating 

current workers to work more 

diligently, reducing the need for 

oversight. 

The true value of higher wages is 

contingent upon the efficacy of an 

employee selection system that can 

reliably pinpoint top-tier talent. A 

high wage strategy can potentially 

reduce the need for intensive 

supervision. 

Sorting & 

Signaling 

The compensation structures 

adopted by companies serve as 

signals about the kind of 

employees they seek. In response, 

potential hires may showcase 

their suitability by displaying 

their self-investments, such as 

education or special training. 

Not only the amount, but also the 

composition of compensation (i.e., 

balance between fixed pay, bonuses, 

and performance incentives) will 

influence the kind of employees a 

company attracts, selects, and retains. 

This will, in turn, shape the overall 

makeup of the workforce. 

Job Competition Fixed job prerequisites mean 

employees compete for positions 

based on qualifications rather 

than the lowest wage they're 

willing to accept. This can make 

wages resistant to downward 

adjustment. 

When it becomes challenging to find 

suitable candidates, companies might 

need to: 1. Invest more in training 

new employees. 2. Enhance 

compensation packages to remain 

competitive. 3. Expand their 

recruitment and search efforts. 

 

Efficiency Wage Theory: The Dynamics of High Pay and Organizational Efficiency 

1. The Fundamentals: The Efficiency-Wage Theory asserts that higher wages can stimulate 

increased efficiency and, counter intuitively, lower labor costs. The ways through which this 

can be achieved include: 

 Attracting Quality: Higher wages can draw in a more competent pool of applicants. 

 Retaining Talent: High wages can decrease turnover, ensuring that training 

investments and accumulated expertise remain within the firm. 
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 Boosting Effort: Enhanced pay can incentivize employees to put in more effort and 

be more productive. 

 Mitigating Shirking: Higher pay scales disincentivize workers from slacking off. The 

theory suggests that an employee receiving a higher wage would be reluctant to risk 

their current job for another that may not offer the same compensation. This becomes 

even more significant with a high unemployment rate, making the job market 

competitive. 

 Less Supervision Required: Higher wages may reduce the necessity for constant 

employee monitoring or supervision, as employees are more self-motivated. 

2. Underlying Assumption: The bedrock of this theory is the belief that the pay level 

directly influences effort. This intuitively attractive idea, however, is challenging to 

conclusively prove. 

3. Research Insights: 

 Shirking Behavior: Studies have found a relationship between higher wages and 

decreased shirking. For instance, auto plants with higher wages recorded fewer 

disciplinary layoffs. Yet, it remains unclear whether the reduction in shirking justifies 

the increased wages. 

 Attracting Talent: While high wages indeed attract more qualified applicants, they 

also draw in many unqualified ones. Merely offering an above-market wage doesn't 

guarantee a highly productive workforce. 

 Operational Efficiency: Research from the hospital sector shows that establishments 

paying higher wages to staff nurses needed fewer nurse supervisors, although the 

overall cost implications remain ambiguous. 

 Profitability and Pay: Profitable firms often have the capability to offer better wages, 

often leading their competitors. Such firms can afford to allocate a greater portion of 

their profits towards employee compensation. 

4. Pay Level vs. Pay Mix: While much discussion revolves around pay levels, the structure 

or mix of the compensation package also plays a pivotal role. Certain employees may 

prioritize performance-based bonuses or better benefits over a higher base salary. Signaling 

theory suggests that both the level and mix of pay can convey specific messages to 

prospective employees. 

5. Signaling and Sorting: The idea of signaling extends to both employers and job seekers. 

While organizations signal their values and priorities through their compensation packages, 

job seekers signal their potential value to the firm through their qualifications and experience. 

Consequently, the compatibility between these signals can influence recruitment and retention 

outcomes. 

The Efficiency-Wage Theory provides a nuanced perspective on the intricate balance between 

wages, employee performance, and organizational efficiency. While higher wages can 
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certainly attract and motivate employees, their overall impact on organizational performance 

and costs needs careful consideration and strategic planning. 

Modifications to the Supply Side: Understanding Employee Behavior 

1. Reservation Wage: 

Definition: Economists often use the term "non compensatory" when discussing the concept 

of the reservation wage. This implies that individuals have a specific threshold wage below 

which they won't accept a job offer, irrespective of other appealing job attributes. 

Implications: 

 If the offered pay doesn't meet or exceed this reservation wage, other job perks can't 

compensate for this perceived shortcoming. 

 Some individuals, termed as "satisfiers," might accept the first job they come across, as 

long as the pay meets or exceeds their reservation wage. 

 This reservation wage can either be above or below the prevalent market wage. The 

central objective of this theory is to elucidate the varied reactions of workers to job 

offers. It's also probable that such reservation levels exist for other components of 

compensation, such as health insurance. 

Illustration: A high school graduate might opt for higher education if they can't find a job 

that comes with health insurance, demonstrating the importance of non-monetary benefits. 

2. Human Capital Theory: 

Definition: The human capital theory postulates that individuals who invest in themselves 

(e.g., through education, training, and gaining experience) are more likely to earn higher 

wages. 

Implications: 

 People are perceived to be compensated based on their marginal productivity. By 

enhancing their skills and capabilities through training or other means, they increase 

their marginal productivity. 

 Jobs demanding substantial investment in terms of training or education (e.g., 

engineering or medicine) should ideally offer higher pay than those requiring lesser 

investment (like clerical roles or elementary school teaching). 

 As the offered pay level goes up, more individuals might be willing to invest in 

acquiring the required skills, leading to an increase in the supply of such skilled labor. 

Evidence: In countries like the UK, a graduate in fields such as math, law, or economics 

could expect to earn approximately 25% more than their non-degree-holding counterparts of 

the same age. On average, an additional year of education could potentially add $4,200 to 

annual earnings. 
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3. Other Factors Influencing Labor Supply: 

Several other elements play a pivotal role in the labor supply: 

 Geographical Barriers: The ease or difficulty of relocating for a job can influence 

decisions. 

 Union Stipulations: Requirements or standards set by labor unions can affect job 

choices. 

 Information Asymmetry: A lack of knowledge about available job opportunities can 

hinder job-seeking. 

 Risk Factors: The perceived risk associated with a job can impact its attractiveness. 

 Unemployment Rate: A higher rate can sway individuals to accept jobs they might 

otherwise reject. 

 Non-Monetary Aspects: Features like job flexibility can be as crucial as the pay in 

some situations. 

In essence, both the reservation wage and human capital theories offer insightful perspectives 

into the supply side of the labor model. Understanding these nuances can help organizations 

make informed compensation decisions and strategies. 

Labor Supply Theories and Implications 

The dynamics of labor supply hinge on understanding both the mindset of potential 

employees and the strategic imperatives of employers. Two predominant theories – 

Reservation Wage and Human Capital – offer insights into these dynamics by focusing on the 

pivotal role of wage and skill investment in influencing labor market behavior. While the 

former emphasizes the wage threshold below which a job becomes unattractive, the latter 

delves into the investments made in skill development and the anticipated returns from such 

investments. The following table provides a succinct comparison of these theories, 

highlighting their predictions and implications for the labor market. 

Theory Prediction Implications 

Reservation 

Wage 

Job seekers have a threshold 

wage below which they won't 

accept job offers, regardless 

of other appealing job 

attributes. 

Pay plays a crucial role in 

recruitment. To attract potential 

employees, employers must offer a 

wage that meets or exceeds this 

reservation wage level. 
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Human Capital Employees and employers 

invest in skills. While firms 

invest in firm-specific skills, 

they don't usually fund 

general skills. 

Workers bear the cost of investing in 

general skills. For skill development 

to be appealing, there needs to be a 

perceivable return on investment. 

This implies that workers need to see 

tangible benefits, like higher wages, 

from acquiring new skills or training. 

Employers, meanwhile, need to see 

improved performance or other 

benefits when they invest in 

employee training. 

 

6.5(B) PRODUCT MARKET FACTORS AND ABILITY TO PAY 

An organization's financial stability is crucial in determining its pay levels. However, it's not 

just about the balance of revenue against expenses. There's an intricate interplay between the 

labor and product markets that determines compensation capabilities. Let's delve deeper into 

these dynamics. 

1. Product Market Constraints 

While the labor market sets the minimum pay level to attract employees, the product market 

defines the ceiling of what an employer can afford. Two primary factors influence these 

constraints: 

 Product Demand: This is a balancing act for companies. They need to ensure that 

while they offer competitive salaries, they aren't inadvertently hiking product or 

service prices, which might deter potential customers. 

 Degree of Competition: A business in a saturated market has lesser leverage in 

determining its product price. Compare a generic drug manufacturer with an exclusive 

luxury car brand. The latter has a broader pricing scope, but with the trade-off of 

potential government regulation. 

2. Perspectives on Pay Decisions 

When we examine managerial decisions about pay, several interesting observations come to 

light: 

 Unemployment's Influence: High unemployment doesn't necessarily translate to 

wage cuts. It's seen as exploitative to leverage job scarcity. 

 Profitability: It's a guiding light for top management when setting the overall pay 

budget. However, its influence diminishes as we go down the hierarchy. 
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 Efficiency-Wage Theory vs. Reality: Managers often believe that employee retention 

issues are more about managerial deficiencies than insufficient pay. However, studies 

have shown that pay is a primary motivator for employees. 

3. Segmented Labor Supplies 

Labor segmentation is an approach where employers draw from multiple sources to meet their 

workforce needs. Let's explore this with an example: 

St. Luke’s hospital in Phoenix sources nurses from various segments: regular nurses, pool 

nurses, registry nurses, and travelers. Each segment has a distinct compensation package, 

leading to varied pay for nurses performing similar roles. 

4. Shifting Work Dynamics 

The global market allows work to be mobile. Companies can opt for on-site, off-site, or 

offshore solutions depending on their needs. 

For instance, Apriso, a software company, structures its project bids based on labor costs in 

different locations. This flexibility allows them to optimize costs and meet client preferences. 

Theories help distill complex realities, but they don't capture the nuances of the real world. 

Understanding market dynamics, especially the tug-of-war between supply and demand, is 

foundational.As the world becomes more connected, understanding labor markets from a 

global perspective is crucial.Finally, having a deep understanding of job roles and 

requirements is essential. Not just for determining pay but also to figure out how to best 

distribute tasks across diverse locations. This complexity showcases why understanding labor 

dynamics is so crucial for businesses today. 

6.5(C) ORGANIZATIONAL FACTORS AFFECTING PAY LEVELS AND MIX 

Compensation, one of the most critical aspects of human resource management, serves as a 

direct reflection of an organization's value system, strategy, and market positioning. While 

external market dynamics set a broad context, it's the inherent organizational factors that 

often dictate the final contours of pay levels and pay mix. These factors range from the 

technology and industry segment the organization operates in, to the size of the firm, 

employee preferences, and overarching organizational strategy. Below is the intricate internal 

dynamics, shedding light on how they shape and influence compensation decisions. 

1. Industry and Technology: The sector in which an organization operates has a bearing on 

the technologies it adopts. Labor-intensive sectors such as healthcare or education 

typically have lower pay scales compared to tech-intensive industries like 

pharmaceuticals or petroleum. Additionally, the introduction of new technology in a 

sector can shift pay levels. For example, advances in supermarket checkout technology 

have reduced cashier skill requirements, leading to decreased pay. 
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2. Employer Size: Larger organizations tend to offer higher salaries than smaller ones. 

Larger firms have more resources and a broader influence, thus can afford to pay 

employees more. Moreover, top talents in bigger organizations have a wider sphere of 

influence, leading to higher revenue generation. However, the reason for pay disparities 

across all job roles in big versus small companies remains unclear. 

3. People’s Preferences: Understanding what form of compensation employees value is 

crucial. While it might be expected that most would prioritize monetary benefits, it is 

challenging to measure preferences accurately. Research indicates that employees might 

undervalue or be hesitant to admit the importance of pay in surveys. 

4. Organization Strategy: Firms may adopt various pay strategies based on their 

operational approach: 

 Low-wage, no-services strategy: Companies focus on minimizing total compensation. 

Outsourcing to regions with lower labor costs is a common practice. Nike and Reebok, 

for instance, outsource a significant portion of their manufacturing to countries with 

cheaper labor. 

 Low-wage, high-services strategy: Firms offer supplementary services to lower-wage 

employees. Marriott, for instance, provides a plethora of services like hotlines to social 

workers, language and citizenship courses, and financial management seminars to its 

low-wage employees. 

 High-wage, high-services approach: Companies provide premium salaries along with 

additional services. Google's approach, which emphasizes an active presence at work, 

is an instance of this strategy. 

5. Efficiency Wage Theories: This theory suggests that higher wages can result in increased 

efficiency. Firms might offer higher pay scales because they depend on higher-skilled 

workers, or it's challenging to monitor employee performance. Increased wages might 

lead to benefits like improved job satisfaction, better employee retention, and higher 

performance. However, these high wages must result in enhanced productivity or quality; 

otherwise, the company's competitive edge might be compromised. 

While external market conditions shape the boundaries for compensation strategies, 

organizational factors often determine the final decision on pay levels and mix. Whether it's 

the nature of the industry, the size of the company, employee preferences, or the strategic 

direction of the business, understanding these aspects is essential for creating effective 

compensation policies. 

6.6 SETTING COMPETITIVENESS POLICIES: WHY OT 

MATTERS 

In the intricate domain of compensation, determining competitive pay policies is of 

paramount significance. Let's delve into understanding the various ways through which 

organizations decide their compensation structures and the implications these decisions have. 
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Defining Pay Level and Its Importance 

At its core, the pay level represents the average rate of remuneration within an organization. 

There are three standard approaches to setting this level: 

1. Leading the Market: Offering salaries higher than the competition. 

2. Matching the Market: Providing salaries equivalent to competitors. 

3. Lagging behind the Market: Presenting salaries lower than competitors. 

Recent trends, however, spotlight the increasing emphasis on flexibility. Organizations today 

are tailoring their pay policies to individual employee groups, adjusting the mix of 

compensation for employees, and emphasizing various aspects to maintain external 

competitiveness. 

The Impact of Pay-Level Decisions 

Choosing a pay-level strategy greatly impacts an organization’s performance and its talent 

acquisition and retention capabilities. The relevance goes beyond just base pay. Modern 

compensation involves a gamut of components, including bonuses, incentives, benefits, and 

even employment security. For instance, General Mills, a major player in the consumer 

packaged goods sector, anchors its pay at the median for base salary but elevates it for total 

cash compensation for exceptional-performing managers. 

Understanding Pay Policies in Depth 

 Matching the Market: Historically the most popular choice, matching competitors' 

rates ensures an organization’s expenses align with competitors and attracts potential 

candidates. The classical economic viewpoint suggests this strategy ensures product 

pricing remains competitive, though it doesn't necessarily provide an advantage in the 

labor market. 

 Leading the Market: Paying above the market rate is an effective strategy to attract and 

retain top talent. For instance, Merrill Lynch's leading pay policy for financial analysts 

within its industry showcases the benefits of such a strategy. A lead pay-level is 

associated with benefits like easier recruitment, reduced training times, decreased 

turnover, and absenteeism. However, leading can also bring challenges, like the 

potential of increased wages for existing employees. 

 Lagging behind the Market: This policy can impede talent acquisition. However, if 

complemented with other benefits, like stock options in startups, it can enhance 

employee loyalty and collaboration. A lag policy can be effective if combined with other 

non-monetary benefits. 

Furthermore, organizations are starting to diversify their pay policies. Depending on various 

internal and external factors, different strategies might be applied to distinct employee 

groups, various pay forms, or separate business units. 
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Pay-Mix Strategies: The Modern Approach 

Beyond just pay level, the composition or mix of the pay has become equally vital. While 

some organizations opt for performance-driven policies, where incentives play a significant 

role, others prefer the market match approach, mirroring competitor payouts. For example, 

Apache Footware in China, besides offering base pay and bonuses, also provides lifestyle 

benefits like housing, schools, and medical clinics to encourage retention. In stark contrast, 

Top Form Undergarment Wear pays above the market rate, allowing employees more 

autonomy in their expenditure. 

Becoming an "Employer of Choice" 

Branding as an "employer of choice" is not solely about pay; it encompasses the entire 

employee experience. For instance, IBM doesn't just offer competitive pay but accentuates 

performance-driven differentiation and extensive training, embodying the organization’s 

brand image. 

A growing trend is the "shared choice" model. Here, employees are given the autonomy to 

choose their compensation structure. Netflix, for example, allows its employees to decide 

their pay mix between cash and stock options post their performance evaluations. 

However, this approach is not devoid of challenges. Offering extensive choices can be 

overwhelming for employees, leading to potential mistakes and dissatisfaction. 

The realm of compensation is dynamic and multifaceted. Organizations today are leveraging 

innovative strategies to ensure they remain competitive, meet organizational objectives, and 

cater to the evolving preferences of their workforce. With increasing globalization and 

shifting work paradigms, the strategic importance of designing effective compensation 

policies will only escalate. 

 

Check Your Progress – A 

 

MCQs 

1. What is the main objective of matching organizational strategy with compensation? 

a) To minimize employee turnover 

b) To ensure legal compliance 

c) To attract, retain, and motivate employees while achieving organizational objectives 

d) To match competitor compensation levels 
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2. Which kind of compensation plan emphasizes paying top talent more than the going 

rate? 

a) Lag-the-market strategy 

b) Match-the-market strategy 

c) Lead-the-market strategy 

d) Equity-based strategy 

3.  Which kind of pay plan, in terms of organizational structure, is best suited for a 

business that wants to innovate? 

a) Fixed salary structure 

b) Seniority-based pay 

c) Performance-based pay 

d) Piece-rate pay 

4.  One example of non-monetary compensation is which of the following? 

a) Annual bonus 

b) Paid time off 

c) Stock options 

d) Profit-sharing 

5. What function do pay-for-performance schemes provide in terms of organizational 

strategy? 

a) To ensure compliance with minimum wage laws 

b) To align employee efforts with organizational goals 

c) To reduce salary discrepancies among employees 

d) To simplify payroll processes 

6. Which kind of approach emphasizes providing competitive but not the most generous 

remuneration packages available? 

a) Lag-the-market strategy 

b) Match-the-market strategy 

c) Lead-the-market strategy 

d) Cost-minimization strategy 

 

6.7 CONSEQUENCES OF PAY-LEVEL AND MIX DECISIONS 

In an ever-evolving corporate landscape, decisions surrounding pay-level and pay-mix play 

pivotal roles in dictating both the internal and external dynamics of an organization. The 

discourse can be parsed into various facets, each of which bears significant weight on 

organizational efficiency, competitive advantage, fairness, and compliance. 

1. External Competitiveness and Its Implications: 
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External competitiveness broadly impacts two main areas: 

 Operating Expenses: Pay is a substantial component of a company's operating 

expenses. The level and mix of pay can significantly affect an organization's financial 

health, profitability, and cost structure. 

 Employee Attitudes and Work Behaviors: The way an organization structures its 

pay directly affects employee morale, motivation, job satisfaction, retention rates, and 

overall productivity. For example, if employees perceive that they are underpaid 

compared to the market, it can lead to higher attrition rates, reduced job satisfaction, 

and decreased overall productivity. 

2. The Efficiency Conundrum: 

The concept of efficiency in relation to pay decisions is multi-faceted: 

 Theories on Relative Pay Levels: Different theories provide varied insights into pay 

levels. While some posit that leading pay policies are beneficial, as they attract top 

talent and minimize sub-par performance, others suggest a matching approach to align 

with market standards. 

 Utility Theory's Perspective: This theory offers a more nuanced take. It doesn’t 

provide a universal recommendation but instead stipulates that the best pay strategy 

might differ based on job type. For instance, while lag pay might be optimal for bank 

tellers due to the nature of their job, roles with higher strategic or operational impact 

might demand a different approach. 

3. Competitive Advantage through Pay-Level Policies: 

Achieving competitive advantage through pay strategies is intricate: 

 Stated Policy vs. Reality: Often, there exists a disparity between a company's 

announced pay policies and actual practices. This mismatch complicates the analysis 

of real-world implications and outcomes of these policies. 

 Costs and Productivity Equilibrium: While the correlation between pay level and 

costs is palpable, its association with productivity remains elusive. Does higher pay 

invariably ensure greater productivity or improved talent retention? The jury is still 

out. 

 Nuances of Pay Variability: The degree to which pay variations are perceived by 

employees remains ambiguous. What might seem a nominal variation in pay to 

employers can be perceived as significant by employees, thereby affecting their 

morale and performance. 

 The Message Behind Pay Structures: Beyond mere numbers, the underlying 

message conveyed by pay levels and mixes might be instrumental in shaping 

organizational perceptions. For instance, a company that heavily emphasizes 

performance bonuses might be seen as fostering a performance-driven culture. 
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4. Navigating Managerial Uncertainties: 

Given the ambiguities, managers face challenges: 

 The Safe Route: In scenarios riddled with uncertainties, the pragmatic approach 

might be to conform to industry standards, aligning pay levels and mixes with market 

competition. This diminishes risks associated with employee dissatisfaction or 

potential misalignment with industry standards. 

 Adopting Flexible Pay Policies: A nuanced strategy involves categorizing roles 

based on their significance and market availability. Critical roles might warrant 

leading pay, mainstream roles might align with market standards, while roles 

abundant in the market might get away with slightly lagging pay. 

 The Quest for Fairness: Straddling diverse pay policies demands ensuring 

consistency and fairness. This ensures that employees, despite varied pay strategies 

across roles, perceive organizational decisions as equitable. 

5. Fairness and Organizational Perception: 

 The Direct Correlation: Simply put, higher pay often correlates with higher job 

satisfaction. Yet, this relationship isn't linear. Beyond a certain point, other factors 

might overshadow mere pay increments. 

 Relativity Matters: Fairness isn’t absolute; it’s relative. Employees gauge their pay 

not just against their needs or previous salaries but in comparison with peers. Even 

minute disparities can fester into significant discontent. 

 The Broader Picture of Fairness: Investing in pay fairness is commendable. 

However, does it ensure employees feel universally fair-treated across all 

organizational interactions? This remains uncertain. 

6. Ensuring Compliance Amidst Competitive Strategies: 

 Beyond Minimum Wages: Adherence to legal frameworks isn't restricted to meeting 

minimum wage criteria. It encompasses a gamut of legislation, from equal rights 

mandates to prevailing wage laws. 

 Regulations on Pay Forms: Countries often regulate indirect compensation forms, 

like pensions and healthcare, considering them integral to citizens' welfare. 

 Treading Carefully on Information Sharing: Sharing pay information can be a 

regulatory minefield. Companies need to ensure they don't violate antitrust regulations 

when discussing or disclosing salary structures. 

7. Practical Implementation of Pay Policies: 
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 Translating Policy into Practice: Theory and policy are the starting points. Their 

effective translation into actionable strategies, such as accurate salary surveys, is what 

determines success. 

Pay-level and pay-mix decisions, while ostensibly financial exercises, transcend mere 

numbers. They touch upon organizational dynamics, employee morale, market positioning, 

and legal considerations. Navigating this intricate maze requires a blend of strategic foresight, 

empathy, market acumen, and legal prudence. Organizations that master this balance stand to 

gain significantly, not just in financial terms but also in fostering a harmonious, productive, 

and aligned workforce. 

 

6.8 SUMMARY 

The criticality of compensation strategy in an organization extends beyond mere financial 

commitments—it serves as a strategic tool defining market position, internal culture, and 

talent attractiveness. This unit delves into the intricacies of pay-level and pay-mix decisions, 

underscoring their multifaceted implications. One primary revelation is the duality of external 

competitiveness: while pay strategies invariably influence operating costs, they equally 

impact employee sentiments, shaping both retention and productivity. Several theories 

explore the relationship between pay levels and organizational efficiency, suggesting different 

routes—leading, matching, or lagging in pay policies. However, discerning the real-world 

effects of these policies on competitive advantage is challenging due to discrepancies 

between stated policies and actual practices. In the vast landscape of compensation, the 

perception of fairness emerges as a pivotal factor. Employees' sense of equity not only relates 

to their own pay but is also influenced by comparisons with peers. Organizations thus face the 

challenge of ensuring fair treatment while aligning pay strategies with business objectives. 

Beyond strategy and psychology, the legal realm casts a shadow over pay decisions. 

Organizations must navigate legal mandates, including minimum wage laws, equal rights 

legislation, and more nuanced regulations concerning benefits like pensions and healthcare. 

The unit concludes by emphasizing the importance of translating theoretical compensation 

policies into actionable strategies, advocating for tools like salary surveys as instrumental in 

this process. 

 

6.10 GLOSSARY 

 

Pay Level: The average rate of remuneration within an organization. 

 Leading the Market: Offering salaries higher than the competition. 

 Matching the Market: Providing salaries equivalent to competitors. 

 Lagging behind the Market: Presenting salaries lower than competitors. 
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Pay-Mix: The composition or combination of different compensation elements, such as 

base pay, bonuses, benefits, and stock options. 

External Competitiveness: A pay strategy designed to ensure that compensation rates set 

by the organization are competitive in comparison to other companies. 

Operating Expenses: Costs associated with the day-to-day operations of a business, 

including compensation. 

Employee Attitudes and Work Behaviors: The perceptions, feelings, and actions of 

employees influenced by their pay and other factors. 

Utility Theory: An economic theory that provides insight into the perceived value or 

satisfaction that an individual derives from consuming goods or services, applied here to 

compensation decisions. 

Competitive Advantage: An edge that allows an organization to outperform its 

competitors, which can be achieved through unique pay strategies. 

Pay Variability: Differences in pay rates for similar roles or responsibilities, or within a 

particular compensation bracket. 

Managerial Uncertainties: Challenges faced by managers in determining and 

implementing pay policies due to ambiguities in data or external factors. 

Fairness: The perception of being treated equitably, especially concerning compensation. 

Organizational Perception: How employees view their organization based on various 

factors, including compensation policies. 

Compliance: Adherence to legal and regulatory standards concerning compensation. 

Minimum Wages: The lowest wage permitted by law or by a special agreement. 

Regulations on Pay Forms: Laws governing indirect forms of compensation, such as 

benefits. 

Information Sharing: The act of disclosing salary structures and other pay-related 

details. 

Salary Surveys: Research tools used to determine the average compensation paid to 

employees in similar positions in other companies. 

Employer of Choice: A company that is considered a desirable place to work due to its 

positive reputation, employee benefits, and other factors. 

Shared Choice Model: A model where employees are given autonomy in deciding 

aspects of their compensation structure. 

 

 

6.11 ANSWERS TO CHECK YOUR PROGRESS 

 

MCQs 

 

1. C    2. C   3. C   4.B                       5.B                  6.B 
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            6.14 TERMINAL QUESTIONS 

 

1. What are the two major consequences of external competitiveness? 

2. How can relative pay levels impact an organization’s efficiency? 

3. Define and differentiate between lead, match, and lag pay-level policies. 
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4. What is the implication of utility theory on pay level for bank tellers versus higher impact 

jobs? 

5. Why is research on the effects of pay-level policies challenging? 

6. How often do companies' stated pay-level policies match their actual practices? 

7. How does pay level impact costs, productivity, and talent attraction/retention? 

8. At what percentage variation might employees perceive a noticeable difference in pay? 

9. What potential dangers are associated with a lagging competitive pay strategy? 

10. How might the message communicated by pay mix and levels influence competitive 

advantage? 

11. In the absence of substantial evidence, what is a suggested approach for setting pay level 

and pay mix? 

12. How does fairness relate to compensation strategy? 

13. Describe the hypothetical scenario at Stanford's business school. What does it illustrate 

about perceptions of pay fairness? 

14. How can employers improve employees' feelings about the fairness of their pay? 

15. Explain the importance of compliance in the context of pay-level decisions. 

16. Why must employers ensure they pay at or above the legal minimum wage? 

17. What are some other legislative considerations beyond the minimum wage that companies 

must navigate? 

18. Why are pensions and healthcare often regulated in most countries? 

19. What caution must employers take when sharing salary information? 

20. Why is measuring the market through the use of a salary survey pivotal? 

21. How does pay level affect the quality and performance of the workforce? 

22. What is the suggested approach for jobs that are easily filled in the local labor market? 

23. Why might there be discrepancies between HR managers' reports on pay levels and the 

actual pay levels? 

24. How do prevailing wage laws and equal rights legislation impact pay decisions? 

25. Explain the concept of a “living wage” in the context of pay discrimination. 

 



 

 

 

 

 

 

 

 

 

Block II 

Wage and Salary Administration 
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UNIT 7 JOB ANALYSIS AND JOB 

DESCRIPTIONS 

7.1      Introduction  

7.2      Objectives 

7.3       Meaning of Job Analysis 

7.4       Meaning of Job Descriptions 

7.5       Meaning of Job Specification 

7.6       Meaning of Job Design 

7.7       Summary 

7.8       Glossary 

7.9       Answer to check your progress 

7.10 References 

7.11 Suggested Readings  

7.12 Case Study 

7.13 Terminal Questions 

 

 

7.1 INTRODUCTION  

Job analysis is a core component of Human Resource Management and is the most 

important dimension of a job in the organization. Job analysis is the systematic process 

of Identification, collection and evaluation of necessary information regarding the 

duties, responsibilities and competencies needed to perform a job effectively. These 

critical assessment and evaluation provide a significant foundation for HR related 

activities like recruitment, selection, training & Development, compensation and 

performance appraisal. This process creates clarity and a better understanding of jobs. 

It ensures the placement of a person with competent skills in the right positions in the 

right way to improve efficiency through appropriate strategies. 

Job description, Job specification and Job design are important elements of Job 

analysis, this unit will uncover details about these components as well as Need, 

Process and all methods will be discussed. 

 

7.2 OBJECTIVES 

After studying this chapter, the learner will be able to understand: 

 The meaning, objective of Job analysis  

 The principles of job analysis and its significance in HRM. 
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 Learn to identify and document the essential tasks, duties, and responsibilities of a 

job. 

 Job description, including job title, summary, duties, qualifications, and working 

conditions. 

 Techniques of job analysis that lead to more efficient organizational structures, 

improved job design, and increased employee satisfaction and performance. 

 

7.3 EMERGING TRENDS IN COMPENSATION 

MANAGEMENT 

It is a systematic process of identification, description and gathering of complete 

information related to duties, responsibilities, competency required, targets and 

necessary work culture for a particular job. Job Analysis is a systematic process of 

analysing a job that include Job Description and Job Specifications, where Job 

description covers each and every detailed information about the Job like Designation, 

Position, Location, duties and responsibilities on a job, salary, perks, incentives. Job 

specification includes necessary eligibility criteria required to perform the Job 

description. It means competency needed to perform Job descriptions in an efficient 

and effective manner. 

Definition  

Gary Dessler: "Job analysis is the procedure through which you determine the duties 

of these positions and the characteristics of the people to hire for them."  

Michael J. Kavanagh: "Job analysis is the process of obtaining information about jobs 

by determining what the duties, tasks, or activities of those jobs are."  

These definitions emphasize the systematic nature of job analysis and its focus on 

identifying job duties and necessary employee attributes. Some features of job analysis 

are- 

● Job analysis is conducted in a structured manner, following specific steps and 

methodologies to ensure comprehensive and accurate information collection.  

● The process aims to gather unbiased and complete information about a job, 

covering all aspects such as duties, responsibilities, skills, knowledge, and 

working conditions. 

● Job analysis focuses on the job itself rather than the individual performing the 

job, ensuring that the results are applicable to anyone occupying the position.  

● Various techniques such as interviews, surveys, observations, and reviewing 

existing documentation are used to collect detailed job-related information. 
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● The information gathered through job analysis serves as the basis for numerous 

HR activities, including recruitment, selection, training, performance appraisal, 

and compensation. 

● Job analysis distinguishes between essential functions that are critical to the job 

and non-essential functions that are supplementary. 

● Conducting job analysis helps ensure that job descriptions and HR practices 

comply with legal standards, reducing the risk of discrimination and other legal 

issues. 

● Job analysis is not a one-time activity; it should be revisited periodically to 

reflect changes in job roles, organizational needs, and external factors. 

After implementation of Job analysis, organizations can ensure that they have a clear 

and accurate understanding of each job, which is crucial for effective human resource 

management and organizational success. 

7.3.1 Need for Job Analysis 

● It develops and design job descriptions and specifications accurately 

● Identifies necessary skills and knowledge and helps management to fix right 

person on right place 

● Establishes clear job duties and performance standards that helps in fair and 

objective appraisal systems. 

● Job analysis improves job satisfaction and aligns jobs with organizational goals. 

7.3.2 Process for Job Analysis 

1. Determine the Purpose 

2. Select the Jobs to be Analysed 

3. Choose the Method of Analysis 

4. Collect Job Information 

5. Review and Verify Information 

6. Document Job Descriptions and Specifications 

7. Implement and Use the Data 

8. Update and Maintain Job Analysis Information 
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       Figure 1: Process of Job Analysis 
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1. Determine the Purpose- 

The first step is identification and defining the objectives in the job analysis process. 

This makes better understanding and clarity of objectives that organisation wishes to 

achieve. For example, the analysis might be conducted to update outdated job 

descriptions, identify training and development needs, ensure compliance with legal 

and regulatory requirements, or support organizational restructuring and strategic 

planning. By having a clear purpose, the organization can focus its efforts on 

collecting the most relevant and useful information, ensuring that the outcomes 

aligned with objectives of organization. 

2. Selection of the Jobs to be Analysed- 

After the determination of the purpose of job analysis process, the next stage includes 

selection of the jobs that to be analysed. This stage screening and prioritizing the most 

important positions to be the focused for the job analysis. Selection criteria might 

include jobs with high turnover rates, newly created positions, roles that have 

undergone significant changes, or positions that are critical to the organization’s 

strategic goals.  

3. Choose the Method of Analysis- 

It is necessary to choose the appropriate methods for collecting job-related data, once 

the jobs to be analysed is selected. Various techniques can be used, including 

interviews with employees and supervisors, questionnaires and surveys, direct 

observation of job performance, and reviewing existing job documentation such as job 

descriptions, work logs, and performance records. The choice of method will depend 

on a few key components, such as the nature of the job, available resources, and the 

kind of detailing required.. 

4. Gathering Job Information- 

After the selection of the job analysis method, the collection of all job-related 

information necessary for job analysis is performed at this stage. This stage is very 

crucial for the systematic process of job analysis. The nature of information should 

include goal at the job selected, method and procedures used for task and necessary 

competency required to perform.  There should be systematic and chronological 

procedure to maintain and recording of job-related information.  

5. Assessment and verify Information- 

Once the job information is gathered it is important to review, assess and verify the 

information to ensure its accuracy and reliability. This step involves cross-checking 

the collected data with multiple sources, conducting follow-up interviews if necessary, 

and seeking feedback from job incumbents and their supervisors. Verification helps to 

identify and correct any inconsistencies or errors in the data, ensuring that the final job 

analysis results are valid and reliable. 

6. Documentation Job Descriptions and Specifications 
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After the reviewing and verification of the gathered information, there is proper 

documentation of finding of job analysis in the form of job descriptions and job 

specifications. A job description comprises each and every information covering 

nature, type of job, designation, salary, and working conditions whereas a job 

specification includes the skills, qualifications, experience, and minimum eligibility 

criteria required for the job. This documentation provides complete, clear and concise 

summary of the job and serve as a reference for various HR functions such as 

recruitment, selection, training, and performance appraisal.  

7. Implement and Use the Data 

The information obtained from the job analysis should then be implemented and used 

to inform various HR functions and organizational decisions. For example, job 

descriptions can be used to create job postings and guide the recruitment process, 

while job specifications can help in designing training programs and performance 

appraisal systems. The data can also inform compensation and benefits decisions, 

ensuring that employees are fairly compensated for their work.  

8. Update and Maintain Job Analysis Information- 

Finally, it is important to regularly update and maintain the job analysis information to 

ensure its continued relevance and accuracy. Jobs and organizational needs can change 

over time, so periodic reviews and updates are necessary to keep job descriptions and 

specifications current. This may involve conducting new job analyses when roles 

change significantly, regularly reviewing job documentation, and ensuring that all HR 

records are up-to-date.  

 

7.3.3 Job Analysis Information 

Job analysis information encompasses all the details and data gathered during the job 

analysis process. This information provides a comprehensive understanding of a job’s 

requirements, responsibilities, and context. Types of job analysis information are as 

follows: 
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Figure 2: Types of job analysis information 

1. Job Identification 

Job identification includes fundamental details about the job such as the job title, 

department, job code, and location. The job title is the official name of the position 

and often reflects the primary function or role. The department indicates where within 

the organization the job is situated. The job code is a unique identifier used in HR 

systems to track and manage jobs efficiently. The location specifies where the job is 

performed, which can be crucial for logistical and managerial purposes. 

2. Job Summary 

A job summary provides a brief description of goals, objectives as well as basic 

functions. Job summary provides eagle eye view of various job elements, major 

responsibilities on the job and contributions of job to the organization. It sets the base 

for a more detailed investigation of the specific tasks and duties. 

3. Duties and Responsibilities 

This highlights the important duties and responsibilities related to the job. It explains 

various functions that any person has to perform while working on a particular 

position in the company. This information helps in understanding the scope and 

breadth of the job, ensuring that the role’s expectations are clear and comprehensive. 

4. Job Specifications 

This includes necessary and minimum eligibility criteria that any person must have in 

order to perform the duties and responsibilities in an efficient and effective manner. 

This eligibility criteria includes academic qualification, expertise, experience and 

 

1. Job Identification 

2. Job Summary 
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4. Job Specifications 

5. Working Conditions 

6. Tools and Equipment 

7.Relationships 

8. Performance Standards 

9. Job Context 

10. Competencies 
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12. Job Challenges 
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knowledge required to perform job related duties and responsibilities. This includes 

the necessary educational background, relevant work experience, specific skills (both 

technical and soft), and any special knowledge pertinent to the role.  

5. Working Conditions 

Working conditions describe the environment in which the job is performed. This 

includes the physical setting (such as an office, factory, or remote location), the work 

schedule (including any shift work or overtime), and any travel requirements. It also 

outlines any potential hazards or unusual conditions that the job holder might 

encounter, which is crucial for ensuring health and safety compliance. 

6. Tools and Equipment 

This section lists the tools, equipment, and technology required to perform the job. It 

specifies the machinery, software, or other tools that the job holder will use regularly. 

This information is important for understanding the technical requirements of the job 

and for planning training and support. 

7. Relationships 

The relationships section details the job’s interactions with others. It includes 

information on any supervisory responsibilities the job holder has, the level of 

supervision they receive, and their interactions with other departments or team 

members. It also covers any external relationships, such as those with customers, 

suppliers, or other stakeholders. 

 

 

8. Performance Standards 

Performance standards define the criteria used to evaluate job performance. This 

includes quality metrics (standards for the quality of work), quantity metrics 

(standards for the volume of work), and timeliness (standards for meeting deadlines). 

Clear performance standards help in assessing how well the job holder meets the job’s 

requirements. 

9. Job Context 

Job context provides a broader view of how the job matches the organizational 

structure. Job context highlights the importance of job in accomplishing the 

organisations objectives and it also establishes the significant relationship between 

different positions in the organisation. Understanding the job context is essential for 

aligning individual roles with the overall strategy and objectives of the organization. 

10. Competencies 

This section outlines the core and leadership competencies required for the job. Core 

competencies are essential for all roles within the organization, such as teamwork and 
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communication skills. Leadership competencies are specific to managerial roles and 

include skills like strategic thinking and decision-making. 

11. Legal and Regulatory Requirements 

This part includes any legal or regulatory requirements related to the job, such as 

necessary certifications, licenses, or compliance with specific industry regulations. 

Ensuring that job specifications meet legal standards is critical for avoiding 

compliance issues and legal disputes. 

12. Job Challenges 

Job challenges describe the typical problems and difficulties encountered in the job. It 

includes the level and nature of problem-solving required and any significant 

challenges that might impact job performance. Understanding these challenges helps 

in preparing job holders for the realities of the role and in developing appropriate 

support and training. 

By compiling this detailed job analysis information, organizations can gain a 

comprehensive understanding of each job’s requirements, responsibilities, and context. 

This information complements different Manpower related HR functions, like 

recruitment, selections, training, development, performance assessment and 

compensation, and helps align jobs with organizational goals and strategies. 

 

 

 

 

 

7.3.4. Methods/Techniques of Job Analysis 

 

             Figure 3: Methods/ Techniques of Job Analysis 

1. Interviews 

    

 1. Interviews  

 2. Questionnaires and Surveys  

 3. Observations  

 4. Job Diaries and Logs  

 5. Existing Documentation  

 6. Technical Conferences  
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Interviews are a primary source of data collection in job analysis, providing detailed 

and nuanced information directly from those performing the job and their supervisors. 

This method involves conducting one-on-one or group interviews with current job 

holders to discuss their tasks, responsibilities, required skills, and working conditions. 

Supervisors can also be interviewed to gain insights into job performance expectations 

and organizational goals. Interviews can be structured, with predetermined questions, 

or semi-structured, allowing for flexibility and follow-up questions based on 

responses. This method is advantageous because it provides rich, qualitative data and 

allows for clarification of ambiguous or complex job aspects, ensuring a 

comprehensive understanding of the job. 

Advantages: 

1. In-depth Information: Interviews provide detailed, qualitative data, allowing 

for a deep understanding of job duties, responsibilities, and requirements. 

2. Clarification: Ambiguities can be clarified on the spot, ensuring accurate and 

comprehensive data collection. 

3. Flexibility: Interviews can be adjusted based on the responses, allowing for a 

more tailored approach. 

Disadvantages: 

1. Time-Consuming: Conducting interviews, especially one-on-one, can be time-

intensive. 

2. Subjectivity: Responses can be subjective and influenced by the interviewee’s 

perspective or bias. 

3. Resource Intensive: It requires skilled interviewers and can be costly in terms of 

time and resources. 

2. Questionnaires and Surveys 

Another effective method for collecting job analysis data is the use of questionnaires 

and surveys. These tools can be distributed to a large number of employees, making it 

possible to gather a broad range of information efficiently. Questionnaires typically 

include both open-ended and close-ended questions about job duties, responsibilities, 

necessary skills, and other job characteristics. Surveys can also include rating scales to 

quantify aspects of the job, such as the frequency of tasks or the importance of various 

responsibilities.  

Advantages: 

1. Efficiency: It can gather data from a large number of employees quickly and 

cost-effectively. 

2. Standardization: It provides standardized data that is easy to compare and 

analyse. 
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3. Anonymity: Allows respondents to provide honest feedback without fear of 

retribution. 

Disadvantages: 

1. Limited Depth: It may not capture the depth and nuance of job responsibilities 

and tasks. 

2. Misinterpretation: Questions can be misunderstood by respondents, leading to 

inaccurate data. 

3. Low Response Rates: Surveys often suffer from low response rates, which can 

impact data reliability. 

3. Observations 

Direct observation involves watching employees as they perform their jobs to gather 

data about their tasks, workflows, and interactions. Direct observation methods not 

only provide primary information through structured questionnaire, but also provides 

latest updated information about the job and the working conditions. In this method, 

the observer prepares a questionnaire in the form of checklist and makes observations 

accordingly. This is a time-taking process and may not collect cognitive aspects in the 

job. 

Advantages: 

1. Firsthand Information: It provides direct insight into job tasks and 

workflows as they happen. 

2. Realistic View: It captures the actual work environment and physical demands 

of the job. 

3. Unobtrusive: When it done properly, it can observe natural behaviour without 

influencing it. 

Disadvantages: 

1. Time-Consuming: Observations can take a considerable amount of time to 

cover all relevant aspects of the job. 

2. Limited Scope: It may not capture cognitive and less visible aspects of the job. 

3. Hawthorne Effect: Employees may alter their behaviour if they know they are 

being observed. 

4. Job Diaries and Logs 

Job incumbents can be asked to maintain diaries or logs, documenting their daily 

activities and tasks over a specified period. These records provide a detailed account 

of how employees spend their time, the variety of tasks they perform, and the 

challenges they encounter. Diaries and logs offer a time-stamped perspective on the 

job, highlighting temporal patterns and task frequency. This method is effective for 

understanding the changing nature of jobs and for highlighting tasks that differ greatly 
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from day to day. However, its success depends on how accurately and carefully 

employees keep their records. 

Advantages: 

1. Detailed Records: It provides a comprehensive and time-stamped account of 

job activities. 

2. Employee Insight: It captures the employee’s perspective on the variety and 

frequency of tasks. 

3. Temporal Patterns: It highlights how job tasks vary over time. 

Disadvantages: 

1. Reliability: It relies on the accuracy and honesty of employees in maintaining 

records. 

2. Burden on Employees: It can be seen as an additional task and may not be 

consistently maintained 

3. Subjectivity: Its entries may be influenced by the employee’s perceptions and 

biases. 

 

5. Existing Documentation 

Reviewing existing job documentation, such as job descriptions, training manuals, 

performance appraisal records, and organizational charts, is another valuable source of 

job analysis data. These documents include well organised and historical records 

related the jobs and organisational context. This facilitates in thorough understanding 

and verification of the collected data. This method provides an easily accessible 

information for the further analysis. 

 

Advantages: 

1. Easily Available: This method uses existing data, make it an effective and 

efficient method. 

2. Historical information: It ensures the availability of historical and organised job 

information. 

3. Baseline Information: It offers a starting point for further analysis. 

Disadvantages: 

1. Outdated Information: Documents may not be up-to-date, reflecting past rather 

than current job requirements. 

2. Limited Detail: It may not capture all aspects of the job, particularly informal or 

evolving tasks. 
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3. Static View: It does not provide real-time insights into current job performance 

or changes. 

 

6. Technical Conferences 

Technical conferences involve gathering a group of experts, such as experienced job 

holders, supervisors, and subject matter experts, to discuss and analyse the job. These 

conferences facilitate a collaborative approach to job analysis, where participants can 

share their insights, discuss job functions, and reach a consensus on the job's 

requirements and responsibilities. This method is beneficial for its ability to bring 

diverse perspectives and expert knowledge into the analysis, resulting in a well-

rounded understanding of the job. It is particularly useful for complex or specialized 

roles where expert input is essential. 

Advantages: 

1. Expert Input: It gathers insights from experienced job holders and subject 

matter experts. 

2. Collaborative: It encourages a shared understanding and consensus on job 

requirements. 

3. Comprehensive: It can address complex or specialized roles with expert input. 

4.  

Disadvantages: 

1. Logistical Challenges: Coordinating schedules and conducting the 

conferences can be complex task. 

2. Group-think: This method could be affected by the diverse and dominating 

opinions that may lead to potential biasness. 

3. Cost: the cost of expert from industry and researcher may be high. 

 

Check Your Progress (A) 

Q1. What do you understand by the term Job analysis and its importance. 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q2. Explain various techniques of Job analysis. 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
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Q3. Discuss advantages and Disadvantages of Job analysis. 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

 

True or False 

1. In modern companies, flexibility in job design—such as telecommuting options 

has surfaced as an essential trend.    

2. The primary goal of job design is to ensure maximum employee motivation and 

satisfaction.    

3. Job design is a static process that remains unchanged once implemented.  

 

MCQs 

1. The job analysis process begins with:    

A. Conducting interviews with employees 

B. Reviewing organizational goals 

C. Collecting job-related information 

D. Developing job specifications 

2.  Which of the following is a key feature of the functional job analysis method?    

A. Focuses on worker behavior and the outcomes of tasks 

B. Considers the physical demands of the job 

C. Measures job satisfaction levels 

D. Focuses on employee relationships 

3. Job analysis provides data for which of the following HR activities?    

A. Recruitment and selection 

B. Training and development 

C. Performance appraisal 

D. All of the above 

4. What is the primary objective of job analysis?    

A. To determine the market salary for a job 

B. To understand the tasks, responsibilities, and skills required for a job 

C. To evaluate employee performance 

D. To establish employee engagement levels 

 

7.4 MEANING OF JOB DESCRIPTION 

Job Description (JD) 
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 JD is a detailed document that highlights the primary functions, objectives, duties 

and responsibilities of a person while working on a particular position in the 

organisation. JD is comprehensive information that maintains equilibrium between 

HR practices, employee contributions and organisational objectives. 

 JD highlights the scope of the job responsibility and specifying what the job 

involves, how it is to be performed, and the standards against which performance 

will be measured. This includes detailed information on the tasks to be performed, 

the skills and competencies required the working conditions, and the reporting 

relationships within the organization. 

 Job descriptions are used throughout the employment lifecycle, starting from 

recruitment and selection, where they help attract and identify suitable candidates, 

to on boarding, where they guide new hires in understanding their roles. They are 

also critical for performance management, providing a benchmark for evaluating 

employee performance, and for career development, helping employees understand 

the path for advancement within the organization. 

Edwin B. Flippo," A job description is an organized, factual statement of the 

duties and responsibilities of a specific job. It should tell what is to be done, how it 

is to be done, and why. It is a standard of function; in that it defines the appropriate 

and authorized content of a job." 

 

7.4.1 Characteristics of Good Job Description 

 

1. Clear and Concise- A job description should be written in clear and concise 

language, avoiding unnecessary jargon and ambiguity. This ensures that it is 

easily understood by all stakeholders, including current employees, potential 

candidates, and managers. 

2. Detailed Responsibilities- It must provide comprehensive information of duties 

and responsibilities associated with a position in the company. This involves 

routine as well as occasional or special projects the job holder may be required 

to undertake.  

3. Specific Qualifications -It should specify the necessary qualifications required 

for the job. This includes educational background, relevant work experience, 

specific skills, and competencies needed to perform the job effectively. 

4. Defined Reporting Relationships- A well-crafted job description clearly 

defines the reporting structure. It should indicate to whom the job holder reports 

and any supervisory responsibilities they may have, ensuring a clear 

understanding of the hierarchical structure within the organization. 

5. Working Conditions- This section outlines the terms, working hours & 

working conditions on a specific the job, like as the physical conditions (e.g., 

office, factory), work schedule, working days, work from home and traveling 
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requirements. This also explain about the any possible hazards or unusual 

working conditions or unfavourable conditions that the job holder might 

encounter. 

6. Performance Standards- Job descriptions often include performance standards 

or metrics that set expectations for job performance. These standards help in 

evaluating how well the job holder is performing their duties and meeting the 

job requirements. 

7. Legal Compliance- Job descriptions should also fulfil the legal and regulatory 

requirements related to a particular job. This must ensure the fairness, equality 

and meet the legal standards-set by government employment laws, regulation 

and HR policy. 

8. Reflects Organizational Goals- A job description should align with the 

organization’s goals and objectives. It should highlight how the role contributes 

to the overall mission and strategy of the organization, helping to ensure that 

individual roles are aligned with broader organizational priorities. 

 

Figure 4: Characteristics of Good Job Description 

By encompassing these characteristics, job descriptions serve as effective tools for 

various human resource functions, including recruitment, performance management, 

training, and development. They provide clarity and consistency, helping to align 

employee performance with organizational goals and ensuring that all stakeholders 

have a clear understanding of job expectations and requirements. 

7.4.2 Major steps of Job Description 

Reflects Organizational Goals-

Legal Compliance-

Performance Standards-

Working Conditions

Defined Reporting Relationships

Specific Qualifications

Detailed Responsibilities-

Clear and Concise
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Creating an effective job description involves several major steps that ensure the role 

is clearly defined, the expectations are set, and the requirements are understood. Here 

are the major steps in detail: 

1. Job Analysis –  

Job description process starts with the thorough job analysis that includes 

collecting complete information regarding job duties, responsibilities, designation, 

working conditions and outcomes associated with a particular position in the 

organisation. Methods for collecting this data can include interviews with current 

employees, surveys, direct observation, and reviewing existing documentation. 

The goal is to understand the key aspects of the job, which will form the basis of 

the job description. 

2. Defining the Job Title-  

After job analysis, next most important and critical step is defining the nature, 

level and title of the job, the choosing the appropriate and suitable job title is 

necessary in order to have better understanding about the significance of job, 

duties & responsibilities and inclusive of various tasks that comes under the job/ 

position. An appropriate job title is necessary for pulling most efficient candidates 

for the job and for better understand and for companies’ growth. 

3. Drafting the Job Summary-  

After choosing the most suitable job title for a particular position, there is need for 

drafting the Job summary, this job summary is concise and clear documents that 

defines and brings clarity in the objectives and major responsibilities and its 

affinity with other associated jobs. This includes detailed knowledge about the 

about the job entails so that the prospective and competitive candidate can 

understand the requirements of the company. This is basically the bird-view of the 

designation, position, rank and responsibilities in order to get the attention of 

candidate for the job.  

4. Listing Key Responsibilities and Duties- 

Once the drafting of the job summary is over, then next step is highlighting the 

prime responsibilities and duty with the job. Theis documents should be clear and 

specific and arranged according to the systematic format. Every job responsibility 

must start with an action verb and described what is expected. This facilitates the 

employee to design the schedule and plan their day- to-day, weekly, monthly 

operations. This reduces the chances of misunderstanding on a particular job. 
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Figure 5: Steps of Job Descriptions 

 

5. Defining the Required Qualifications-  

This step includes minimum eligibility criteria and expectation of the company in 

the candidate regarding their qualifications, experience and other necessary 

expertise to get applications form competent candidates only. Differentiating 

between mandatory qualifications and preferred qualifications can also help filter 

applicants who meet the essential criteria while highlighting additional desirable 

traits. 

6. Describing the Work Environment-  

Providing a description of the work environment helps candidates determine if 

they will be a good fit. This can include details about the physical setting, 

company culture, team structure, and any travel requirements. For remote or 

hybrid positions, it's important to specify expectations around remote work, 

including equipment provided, communication tools used, and any in-office 

requirements. 

7. Specifying Compensation and Benefits-  

While not always included in job descriptions, specifying the compensation range 

and benefits can attract more candidates and set clear expectations. This can cover 

salary range, bonuses, health benefits, retirement plans, and other perks like 

flexible working hours, professional development opportunities, and company-

provided resources. 

8. Including Legal Disclaimers- 

Job Analysis 
Defining the Job 

Title
Drafting the Job 

Summary

Listing Key 
Responsibilities 

and Duties-

Defining the 
Required 

Qualifications

Describing the 
Work 

Environment

Specifying 
Compensation 
and Benefits

Including Legal 
Disclaimers

Reviewing and 
Approving

Updating and 
Maintaining
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Adding legal disclaimers ensures that the job description complies with labour 

laws and company policies. This can include equal employment opportunity 

statements, at-will employment notices, and any other relevant legal information. 

Ensuring the job description is non-discriminatory and inclusive is essential for 

legal compliance and fostering a diverse workplace. 

9. Reviewing and Approving-  

Before finalizing the job description, it should be reviewed and approved by 

relevant stakeholders, including HR, hiring managers, and department heads. This 

process ensures the accuracy, complete information about the job descriptions with 

organizational standards and objectives. It also provides an opportunity to make 

any necessary adjustments based on feedback. 

10. Updating and Maintaining- 

Job descriptions should properly record, maintained and revised after a regular 

interval. These documents must be updated the job descriptions and must reflect 

changes in the role, responsibilities, or organizational needs and as per the 

dynamic environment of Industries. Periodic reviews ensure that the job 

description remains relevant and accurate, helping to attract the right talent and 

provide clear guidance for current employees. 

 

 

Check Your Progress (B) 

Q1. Explain the features of Job description. 

 - - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - 

- -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q2. Explain various steps of Job description. 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - 

-  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

 Q3. How often should job descriptions be updated? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

MCQs 
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1. A job description can be updated when:    

A. An employee requests a salary increase 

B. There are significant changes in job responsibilities 

C. The organization introduces a new vacation policy 

D. An employee is promoted 

 

2.  Job descriptions are useful during performance appraisals because they:  

A. Specify salary increments 

B. Highlight essential job duties 

C. Reduce the need for feedback 

D. Define organizational goals 

 

3. In a job description, the term "essential functions" refers to:   

A. The skills required to perform the job 

B. The most critical duties and tasks of the job 

C. The optional benefits provided to the employee 

D. The working hours for the job 

 

7.5 MEANING OF JOB SPECIFICATION 

A job specification explains the complete knowledge and information about the 

competencies possessed by the candidates while working on any position in the 

organisation or before applying for the job in the company. Job specifications include 

all minimum eligibility parameter necessary for candidate in order to apply for any 

position in the company. Job specification complements the job descriptions and both 

the most important components of Job analysis. 

Definition: 

Gary Dessler, “A job specification is a detailed description of the eligibility, 

qualifications, skills, experience, and attributes required for a particular job. It outlines 

the essential criteria and personal characteristics needed for a candidate to be 

successful in the role, serving as a guideline for both hiring managers and applicants in 

the recruitment process." 

 

7.5.1. Job Specification Problem 

 Educational Qualifications-This covers academic qualifications as well as 

professional qualification, level and type of education background required (e.g., 

percentage at 10th, 12th, graduation, post-graduation or any other degree, specific 

certifications or training). 
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 Experience – This includes previous experience and type of exposure that any 

candidate must possess and necessary for the job and in the candidates in order to 

apply for the job. This covers detailed job profile and nature of task performed on 

the existing / or previous job profile (e.g., Task and responsibilities performed, 

years in a specific nature of job/industry, experience on specific project, or 

technologies). 

 Skills/ expertise – This covers the specialisation, expertise, skills of a particular 

domain area required to perform a job or see before applying for the job.(e.g., 

proficiency in software, project management skills, and communication abilities). 

 Knowledge-It includes the areas of expertise or knowledge necessary for the job 

(e.g., knowledge of regulations, industry standards, and specialized fields). 

 Abilities- Job specification involves physical or cognitive abilities needed to 

perform job tasks (e.g., ability to lift a certain weight, problem-solving 

capabilities). 

 Personal Attributes- Under Job specification personal qualities or traits are very 

important for performing the duties and responsibilities on the job (e.g., attention 

to detail, teamwork, and leadership). 

 Licenses and Certifications – This includes the mandatory licenses or necessary 

certifications required for a particular job (e.g., NISM certifications, UGC-NET, 

professional engineer license, medical certification). 

 Working conditions/ Environment Requirements– This includes certain 

conditions under that job have to be performed like traveling nature of job, 

working in shifts, transferable job. (e.g., willingness to travel, ability to work in a 

shift, night/days shifts, noisy environment, willingness to work in high altitude and 

under stressful conditions). 

 Language Proficiency–It required language skills, including proficiency in 

specific languages if necessary for the job. 

 Other Requirements - Any additional qualifications or criteria that are industry 

specific or some allied field. 

 

After highlighting all these requirements, Job specifications facilitate the recruitment 

process by ensuring the candidates to fulfil the necessary eligibility criteria for the 

position, and it assists employees and managers in understanding the expectations and 

qualifications needed for the position. 

 

7.5.2 Importance of Job Specification 
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 Selection of prospective candidates: Through the help of job specification, 

prospective candidates are searched. Job specification acts as a boon in the 

selection of right candidates according to the work. 

 Identification of competencies: Job specification helps in the identification of 

competencies and human qualities needed to perform a job so the right candidates 

can be placed at right job 

 Overview of Job: In an organisation, different types of job are performed. Job 

specification provides a proper overview of the jobs to the candidates to be 

performed by them in future. 

 Helpful in attracting candidates: Job specification provides various types of 

information relating to the job. As a result, candidates are encouraged to apply for 

the jobs according to their qualifications. 

 Effective orientation: Job specification helps in the determination of 

qualifications and qualities required to perform a job. So, on the basis of job 

specification, effective orientation can also be carried out in an organisation. 

 

Figure 6: Importance of Job Specification 

Thus, we can say that the complete knowledge about job specification should be given 

to an employee to perform well in the organisation. Through job specification, 

employees’ knowledge, capability, experience, efficiency, etc. are known which leads 

to efficient working of employees.  

Check Your Progress (C)  

Q1. Explain the importance Job specification. 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - 

-  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q2. Explain various elements of Job specification. 
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- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - 

-  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q3. Define the difference between Job description and Job specification. 

 - - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - 

- -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

MCQs 

1. A job specification for a managerial position is likely to include:   

A. Ability to manage teams and communicate effectively 

B. Detailed daily tasks for the role 

C. Specific sales targets to be achieved 

D. Work hours and overtime policies 

 

2. Which HR document is job specification most closely linked to?   

A. Job Design 

B. Job Analysis 

C. Job Evaluation 

D. Job Appraisal 

 

3. Which of the following best differentiates a job description from a job 

specification?   

A. A job description focuses on duties, while a job specification focuses on 

qualifications. 

B. A job description focuses on qualifications, while a job specification focuses on 

duties. 

C. A job description outlines benefits, while a job specification outlines salaries. 

D. A job description is used for training, while a job specification is used for 

appraisals. 

 

4. The purpose of a job specification is to:   

A. Define the exact tasks an employee will perform 

B. Identify the ideal candidate qualifications for the job 

C. Determine salary adjustments 

D. Evaluate employee performance 
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7.6 MEANING OF JOB DESIGN 

Job Design is the systematic and intentional structuring or restructuring of work 

activities and tasks to enhance productivity, job satisfaction, and employee 

engagement. It involves considering the specific tasks to be performed, the methods 

used to perform those tasks, and the relationship of those tasks to other jobs within the 

organization. In other words, Job design is the process of arranging the tasks, duties, 

and responsibilities into a competitive unit. The main objective is to enhance job 

satisfaction, improve productivity, and reduce employee problems. 

 

7.6.2. Objectives of Job Design 

 Enhancing Efficiency and Productivity- One of the primary objectives of job 

design is to enhance efficiency and productivity within the organization. By 

carefully structuring tasks and workflows, job design aims to minimize 

unnecessary steps and streamline processes. This can involve breaking tasks down 

into smaller, manageable components, optimizing the use of tools and technology, 

and ensuring that tasks are logically sequenced. 
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 Improve job satisfaction and reinforcement- 

Maintaining high job satisfaction among the employees in the organisation and 

ensuring reinforcement practices in the organisation is one of the important 

objectives of job design. These practices are motivating and develop the interest in 

the job and keep the employee engaged in the task with full passion. This can be 

achieved through job enrichment, where tasks are designed to provide a sense of 

accomplishment and personal growth.  

 Developing Employee Skills and Capabilities- Job design also aims to develop 

the skills and capabilities of employees. By designing jobs that provide 

opportunities for learning and growth, organizations can help employees build new 

competencies and enhance their existing skills.  

 Ensuring Health and Safety- Ensuring the health and safety of employees is a 

crucial objective of job design. Jobs should be designed in a way that minimizes 

physical strain and reduces the risk of accidents. This covers the ergonomics 

aspect while designing the working conditions or parameters at work place and 

work space.   

 Facilitating Work-Life Balance- Facilitating a better work-life balance for 

employees is another important objective of job design. Flexible work 

arrangements, such as telecommuting, flexible hours, and compressed workweeks, 

can help employees manage their personal and professional responsibilities more 

effectively.  

 Aligning Jobs with Organizational Goals- Finally, job design aims to align 

individual roles and tasks with the overall goals and objectives of the organization. 

By ensuring that each job contributes to the strategic objectives, organizations can 

create a more cohesive and focused workforce. 
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                                     Figure 7: Objectives of Job Design 

7.6.3. Importance of Job Design 

 

 Enhances Employee Motivation and Job Satisfaction: Well-designed jobs can 

increase employee motivation by providing a clear sense of purpose and a direct 

link between effort and reward. 

 Improves Productivity and Efficiency: By clearly defining roles and 

responsibilities, job design can reduce redundancy and streamline processes, 

enhancing overall productivity. It helps in better allocation of resources and skills, 

ensuring that tasks are performed by employees best suited for them. 

 Promotes Employee Development: Job design can incorporate opportunities for 

skill development and career progression. 

 Reduces Employee Turnover and Absenteeism: When employees find their 

work meaningful and rewarding then the employee’s retention rate improves and 

stay with the organisation for long term. Structured job design and Healthy 

working conditions always encourages the employee’s commitment, loyalty 

towards the organisation that reduces the employee churning rate as well as the 

absenteeism rate, as they participate and contribute more. 

 Enhances Organizational Performance: Effective job design aligns individual 

roles with organizational goals, ensuring that employees’ efforts contribute to the 

overall success of the company. It supports better coordination and communication 

among different departments and teams. 

 Improves Quality of Work Life: Jobs that are designed with consideration for 

work-life balance can lead to healthier, happier employees. Flexibility in job 

design, such as remote work options or flexible hours, can improve employees' 

overall quality of life. 

 Adapts to Technological and Environmental Changes: As technology and 

organizational needs evolve, job design can help adapt the changes in the duties 

  Objectives 

 

 

Enhancing 
Efficiency and 
Productivity 

 
 

 

Improve job 
satisfaction and 

motivation-  

  
 

-Developing 
Employee Skills 
and Capabilities  

 

 
Ensuring Health 

and Safety 

  

 

Facilitating 
Work-Life 

Balance 

 
 

 

Aligning Jobs 
with 

Organizational 
Goals 



 
 
MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 7 Job Analysis and Job Descriptions             Page 187 of 619 

  
 

and responsibilities to match new requirements. This signifies jobs remain 

relevance and effective in changing business environments.  

 

                                          Figure 8: Importance of Job Design 

 

 

 

7.6.4. Methods of Job Design 

 

1. Scientific Management 

Scientific management, developed by Frederick Taylor, focuses on optimizing and 

simplifying tasks to increase productivity. This method involves studying 

workflows through time and motion studies to identify the most efficient ways to 

complete tasks. By breaking tasks into smaller, standardized components, 

scientific management aims to eliminate unnecessary movements and reduce 
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inefficiencies. This approach is particularly effective in manufacturing settings, 

where tasks can be repetitive and process-oriented, such as on assembly lines. 

While it can significantly boost productivity, it may also lead to job monotony if 

not balanced with other job design strategies.  

Importance: 

● Efficiency and Productivity: By optimizing workflows and eliminating 

unnecessary steps, scientific management significantly increases efficiency and 

productivity. 

● Standardization: Consistency in task performance, reducing errors and 

variability in outputs. 

● Training Simplification: Simplifies training processes, as tasks are broken 

down into clear, repeatable steps. 

 

2. Job Enlargement 

Job enlargement is the process of increasing the dimensions of an employee’s 

existing job profile by adding few tasks. While working on a particular position, 

certain extra duties are also introduced in the same profile as a horizontal change, 

without any appraisal or promotions. This is initiated with an objective of not only 

to reduce the monotony in job but also to test and develop the competency of the 

employees as a preparation for performing some challenging responsibilities in 

future. 

By performing a diverse responsibilities & activities, employees can develop new 

skills and stay more engaged in their work. For example, a customer service 

representative might handle, phone calls and email inquiries, rather than just one 

type of communication. This approach helps in creating a more stimulating work 

environment without fundamentally changing the nature of the job. 

Importance: 

● Variety and Engagement: Increases job variety, reducing monotony and 

boredom, which can enhance employee engagement. 

● Skill Development: Job enlargement provides an opportunity to develop new 

talent and skills by performing diverse types of roles and responsibilities. 

● High level of Employee Satisfaction: Job enlargement contributes in securing 

high level of job satisfaction among the employees by performing extra duties. 

This builds confidence among the employee by performing challenging tasks.   

 

3. Job Enrichment 
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Job enrichment is the process that goes beyond the job enlargement by increasing 

the responsibility, authority and position at higher rank enhancing the job profile 

autonomy in a job. Job enrichment is a part of the job design that is concerned with 

increasing the job content, duties, authority, power and adding more challenges in 

the job. This is basically vertical expansion of job profile by providing the 

decision-making authority that contributes in high sense of ownership and 

achievement. This is a powerful mechanism for improving employee engagement, 

retention as well as growth & development of employees. 

Importance: 

● Motivation and Satisfaction: Job enrichment improves the job satisfaction 

and motivation by engaging employees in challenging & responsible tasks and 

making work more effective and fulfilling. 

● Autonomy and Responsibility: By providing autonomy at the job a sense of 

ownership, association and responsibility, leads to greater engagement and 

productivity. 

● Personal Growth: Encourages personal growth and professional development 

by providing opportunities for skill enhancement. 

 

4. Job Rotation 

Job rotation involves periodically moving employees between different jobs or tasks 

within an organization. This method aims to develop a multi-skilled workforce, reduce 

monotony, and prevent job burnout by providing employees with new challenges and 

learning opportunities. For example, rotating engineers between different projects or 

departments can help them gain a broader perspective and enhance their skill sets. Job 

rotation not only benefits employees by keeping their work interesting but also 

benefits organizations by creating a more flexible and adaptable workforce. 

Importance: 

● Skill Diversification: Develops a multi-skilled workforce, making employees 

more adaptable and versatile. 

● Prevent Burnout: Reduces job monotony and prevents burnout by providing 

new challenges and learning opportunities. 

o Knowledge Sharing: Promotes knowledge sharing and better 

understanding of different roles within the organization. 



 
 
MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 7 Job Analysis and Job Descriptions             Page 190 of 619 

  
 

                    

                 Figure 9: Methods of Job Design 
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Job Crafting 

Job crafting is a method where employees actively shape and redefine their own job 

roles to better align with their strengths, interests, and career aspirations. This 

approach allows employees to take initiative in modifying their tasks, responsibilities, 

and interactions with colleagues. For instance, an employee might choose to take on 

additional tasks that align with their career goals or personal interests, thereby 

enhancing their job satisfaction and engagement. Job crafting empowers employees to 

make their work more meaningful and fulfilling, which can lead to increased 

motivation and performance. 

Importance: 

● Customization and Fit competency: Allows employees to tailor their jobs to 

better fit their strengths and interests, increasing job satisfaction. 

● Employee Empowerment with their participation: Empowers employees by 

giving them control over how their work is structured and performed. 

● Enhanced Engagement: Leads to higher engagement and motivation as 

employees feel their work is more meaningful. 

 

5. Work Simplification 

Work simplification involves breaking down jobs into simpler, more standardized 

tasks to make them easier and more efficient to perform.   

Work simplification is the systematic process of focusing on eliminating the 

unproductive and unnecessary activities or steps. The ultimate objective of work 

simplification is to streamline the procedure to enhance the productivity and reduction 

of training period.  Some time by creating SOPs (Standard Operating Procedures) for 

routine works to ensure consistency and decreasing the probability of errors. Work 

simplification contribute in high productivity. 

Importance: 

● Improves Efficiency: work simplification facilitates in enhancing efficiency by 

streamlining the procedure and eliminating unnecessary activities. 

● Maintain Consistency: It ensures consistent and standard task performance, 

reducing defects and enhancing quality. 

● Ease of Training: work simplification process streamlines training processes, 

designing the training easier and quicker to new employees. 

 

6. Team-Based Job Design 

Team-based job design is a type of Job design; in this the job is designed 

according to the associated jobs instead of individual position. This strategy 
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encourages collective efforts, group-goal, team-spirit, team building, group-

decision making, and group problem-solving and often includes cross-functional 

teams working on a single project. This approach believes that group efforts and 

involvement is more efficient than individual efforts and achievements. Team-

based approach include experts from diverse domain area works for a one projects. 

Team-based approach encourages innovations, creativity and productivity in the 

organisation. 

Importance: 

● Promotes collaboration: Team-based job design encourages teamwork and 

group efforts, coordination and collaboration. 

● Enhances Creativity and Innovation: Team-based job design facilitates 

creativity and innovation through collective problem-solving, conceptual 

fluency and idea generation. 

● Maintains Goal Alignment: Team-based job design method aligns team 

members goal with organizational objectives for higher productivity. 

 

7. Socio-Technical Systems (STS) Design 

It integrates the societal and technical aspects related to work in order to improve the 

interaction and interface between people and technology. STS design is a people-

centric that builds a balance between both human needs and technical requirements in 

order to enhance job satisfaction and productivity. For example, designing a new 

software system with input from end-users can ensure it meets their needs and is user-

friendly. STS design aims to create a balanced work environment where technology 

supports and enhances human capabilities, leading to improved organizational 

performance. 

Importance: 

● Balanced Design: Optimizes the interaction between people and technology, 

balancing human needs and technical requirements. 

● Job Satisfaction: Enhances job satisfaction by including both social and 

technical aspects of work. 

● Organizational Performance: Leads to improved organizational 

performance by creating a more efficient and satisfying work environment. 

 

8. Ergonomic Job Design 

Ergonomic job design focuses on designing jobs to fit the physical competences and 

limitations of employees, to improve health, safety, and productivity. This method 

involves creating workstations, tools, and processes that reduce physical strain and the 

risk of injury. For instance, adjustable workstations and ergonomic tools can help 
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prevent musculoskeletal disorders and other work-related injuries. By prioritizing 

employee health and well-being, ergonomic job design can lead to higher productivity 

and lower absenteeism due to work-related health issues. 

Importance: 

● Health and Safety: Improves employee health and safety by reducing physical 

strain and the risk of injuries. 

● Productivity: Increases productivity by minimizing discomfort and fatigue, 

leading to higher efficiency. 

● Reduced Absenteeism: Reduces absenteeism and turnover caused by work-

related health issues. 

 

9. Flexible Work Arrangements 

Flexible work arrangements allow variations in work schedules, locations, and hours 

to accommodate employees' personal needs and improve work-life balance. This 

method includes options such as telecommuting, flexible hours, or compressed 

workweeks. For example, allowing employees to work from home or adjust their start 

and end times can help them better manage personal commitments and reduce stress. 

Flexible work arrangements can enhance job satisfaction and retention by providing 

employees with greater control over their work environment and schedule 

Importance: 

● Work-Life Balance: Enhances work-life balance by allowing employees to 

adjust their schedules and work locations. 

● Job Satisfaction: Increases job satisfaction and retention by providing greater 

control over work conditions. 

● Attraction and Retention: Attracts and retains talent by offering flexible 

options that cater to employees' personal needs and preferences. 

 

Check Your Progress (D) 

Q1. What do you understand by the term job design? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
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Q2. Explain the significance of job rotation in job design? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

 

 Q3. Clarify the difference between Job Enlargement and Job Enrichment. 

  - - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -     

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

 

7.7 SUMMARY 

In this chapter we have discussed Job analysis, Job description, Job specification and 

Job Design. The topic that covered are meaning of Job analysis, its features, needs, 

process, techniques, Job description, its features, major steps and job specification, its 

elements and advantages. For the smooth running of the business, different types of 

work are done which cause different types of problems in an organisation. Job analysis 

is necessary for understanding at the job difficulties in organisation. On the basis of 

job analysis, employees’ selection, training and promotion are done. 

Another part of this chapter is consisting of information’s about job description. Job 

description is a circular that describes all the activities in an appropriate manner. In 

Organisation, mainly work are divided in three categories – 1) Managerial group 2) 

work force 3) clerical group. According to the nature of work, job description is 

different for every group. 

Later part of the units explains about Job specification and Job Design in detail. Job 

description is a detailed description that helps in understanding the nature of the job by 

knowing designation, and duties, responsibilities associated with the position. This is 

one the important component of recruitment process whereas the Job specification is a 

detailed information about the competencies required while applying for particular 

position in the company. Job description discusses about the human capabilities 

needed. Job design is a process of preparing the layout of job in an organisation. 

 

 

7.8 GLOSSARY 

Job Analysis: The systematic process of collecting and evaluating 

information about the tasks, responsibilities, and the context of a job.  



 
 
MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 7 Job Analysis and Job Descriptions             Page 195 of 619 

  
 

Job Description: A detailed document that covers entire information about the job 

like duties, rank, position, location, responsibilities, working conditions, and on a job. 

Job Specification: A statement of the qualifications, skills, education, experience, and 

attributes required by a job.  

Task: A specific piece of work or activity required as part of a job. Tasks are the 

individual actions that make up job duties. 

Duties: Larger clusters of tasks that are grouped together to form significant elements 

of a job. 

Responsibilities: certain Obligations and accountability associated with the job, and 

covers the entire task that has to be performed at a particular position.    

Position: A specific instance of a job held by an individual employee within an 

organization. Multiple employees can hold identical positions. 

Competency: A combination skills, knowledge, expertise, specialisation and other 

attributes (KSAOs) that is needed to perform a job effectively. 

Essential Functions: The fundamental job duties that an employee must be able to 

perform, with or without reasonable accommodation. These are critical to the job's 

existence. 

Job Evaluation: The process of systematically determining the relative worth of jobs 

within an organization for the purpose of establishing fair and equitable pay rates. 

Workflow Analysis: The study of the way work moves through an organization, often 

used to understand job interdependencies and to improve efficiency. 

KSAOs (Knowledge, Skills, Abilities, and other characteristics): The skills and 

qualifications required to perform a job. Knowledge refers to the body of information 

applied directly to the performance of a function. Skills are observable competencies 

to perform a learned act. Abilities are the enduring attributes of the individual that 

influence performance. Other characteristics can include personality traits, values, or 

interests. 

 

7.9 ANSWERS TO CHECK YOUR PROGRESS 

 

Check Your Progress – A 

 

True or False 

1. T             2. F       3. F 
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MCQs 

1. C   2. A   3. D   4. B 

 

Check Your Progress – B 

MCQs 

1. B                 2. B         3. B 

 

Check Your Progress – C 

1. A   2.B   3.A   4.B 
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7.12 CASE STUDY 

Shweta Singh, the HR manager at Tech Innovators Inc., faced a challenge when the 

company decided to expand its operations and add several new roles to the team. The 

CEO, Vandana Padiyar, stressed the importance of ensuring that every new position 

was clearly defined to attract the right talent and streamline the hiring process. Shweta 

realized that the first step in this process was conducting a thorough job analysis for 

each new role. 

To start, Shweta collaborated with various department heads to understand the specific 

needs and responsibilities associated with each new position. For the role of a Data 

Analyst, she met with Sonia Chauhan, the head of the Data Science department. Sonia 

emphasized the necessity for the candidate to possess strong analytical skills, 

proficiency in statistical software, and the ability to interpret complex data to drive 

business decisions. 

Shweta conducted a job analysis by observing current team members, reviewing 

performance standards, and identifying the essential tasks and skills required for the 

Data Analyst role. She documented the key responsibilities, such as data collection, 

processing, analysis, and reporting. Shweta also noted the critical skills and 

qualifications, including a degree in statistics or computer science, experience with 

data visualization tools, and strong problem-solving abilities. 

Once the job analysis was complete, Shweta drafted a comprehensive job description. 

She included detailed information like job title, location, department, salary scale, 

HRA, other allowances, reporting structure, and a summary of duties and 

responsibilities, and any preferred skills. Shweta reviewed the draft with Sonia to 

ensure accuracy and alignment with departmental goals. 
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The job description for the Data Analyst role was then posted on various job boards 

and the company's website. Within a few weeks, Shweta and her team received 

numerous applications. The clear and detailed job description helped in attracting 

qualified candidates, making the screening and selection process more efficient. 

Questions: 

1. Explain the initiative measures taken by Shweta for analysis the job of Data 

Analyst? 

2. Collaboration with Sonia Chauhan facilitate in designing the job description 

accurately.  

3. Discussthe essential elements that Shweta included in the job description for the 

Data Analyst role? 

4. How did a thorough job analysis and detailed job description impact the hiring 

process at Tech Innovators Inc.? 

5. What benefits might Tech Innovators Inc. experience by having well-defined job 

descriptions for all new roles? 

 

7.13 TERMINAL QUESTIONS 

1. How does the continuous evolution of technology impact the methods and 

effectiveness of job analysis in modern organizations? 

2. What are the best practices for integrating job analysis data into strategic 

human resource management and organizational development? 

3. How can job specifications be designed to balance the need for specialized 

skills with the flexibility required in a rapidly changing work environment? 

4. What role do job specifications play in promoting diversity and inclusion 

within an organization, and how can they be formulated to support these goals? 

5. How can job design principles be applied to enhance employee engagement, 

satisfaction, and productivity in the context of remote and hybrid work 

models? 

6. What are the long-term effects of job design on employee well-being and 

organizational performance, and how can organizations continuously improve 

job design to sustain these benefits? 

7. How can organizations ensure that job descriptions remain relevant and up-to-

date in the face of changing job roles and industry standards? 

8. In what ways can detailed and clear job descriptions enhance employee 

performance and career development opportunities? 
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8.1 INTRODUCTION  

In today's competitive business environment, organizations strive to maintain a 

motivated and satisfied workforce. One of the key elements in achieving this goal is 

ensuring that employees are fairly compensated for their efforts. To design and 

develop a fair pay structure, organisation follows an identified and standard procedure 

known as job evaluation. Job evaluation is significant a process of assessing the 

relative worth of jobs in the organisation. This ensures a fair and transparent 

compensation process. In the developing phase of Human resources management, 

establishment of fair compensation system is essential for attracting, retaining, and 

motivating employees. A well-structured approach to achieving this balance is job 

evaluation. As organizations grow and diversify, the need to evaluate job roles 

systematically becomes increasingly important. Job evaluation helps organizations 

assess the relative value of various positions based on a range of factors, including 

responsibilities, skills, and working conditions. 
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This process not only ensures that employees are compensated fairly in relation to 

their job roles, but it also supports the development of a structured pay system that 

reflects the true value of each position. By implementing job evaluation, organizations 

can foster a sense of fairness and transparency, which is crucial for maintaining 

employee morale and promoting a positive work environment. In essence, job 

evaluation is a cornerstone of effective human resource management, guiding 

organizations in making informed and equitable compensation decisions. 

 

8.2 OBJECTIVES 

After studying this chapter, the learner will be able to understand: 

 The meaning, objective of job evaluation. 

 The significance of job evaluation in creating a fair compensation system. 

 Various job evaluation methods 

 The advantages and disadvantages of various job evaluation method 

 The criteria used to evaluate jobs, including job responsibilities, required skills, 

working conditions, and job complexity. 

 The ability to communicate job evaluation results to stakeholders, including 

management and employees. 

 

8.3 MEANING OF JOB EVALUATION 

Job evaluation is a systematic process of assessing worth of job and comparing with 

various other jobs. This assessment process ensures that job’s value isdetermined on 

the basis of objective criteria, such as the responsibilities involved, the skills required, 

the complexity of tasks, and the working conditions. By evaluating these factors, 

organizations can create a structured hierarchy of jobs, which serves as the foundation 

for developing equitable compensation systems. This hierarchy helps in setting 

salaries, determining benefits, and establishing career progression paths that are fair 

and transparent 

Definition: 

Gary Dessler- "Job evaluation is a systematic comparison done in order to determine 

the worth of one job relative to another, setting the stage for a fair and equitable pay 

structure". 

Michael Armstrong- "Job evaluation is the process of identifying, analyzing and 

assessing the content of jobs to determine the relative importance and worth of each 

job in the organization’’ 
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8.4 MEANING OF JOB EVALUATIONTHE FOLLOWING ARE 

THE OBJECTIVES OF JOB EVALUATION. 

1. Design and develop fair and equitable pay structures. 

2. Evaluating the relative value of jobs in the company. 

3. Ensure internal equity in compensation. 

4. Align job roles with organizational goals. 

5. Provide a basis for rationalizing pay rates. 

6. Facilitate objective comparisons between jobs. 

7. Support career development and progression paths. 

8. Improve employee satisfaction and motivation. 

9. Aid in compliance with labour laws and regulations. 

10.  Enhance transparency in compensation decisions 

 

 

8.5 PRINCIPLES OF JOB EVALUATION PROGRAMME 

In the evolving landscape in the field of Human Resource Management, Job 

evaluation program performs a significant role in encouraging the health and harmony 

in the workplace culture. These programs are scientifically designed to systematically 

evaluate and compare the relative worth of job in the organization, providing a 

structured framework for determining appropriate compensation, career progression, 

and workforce planning. 

Effective job evaluation programs are essential for several reasons. Firstly, they help 

to establish internal equity, ensuring that employees are compensated fairly based on 

the value of their work. This, in turn, can enhance employee motivation, satisfaction, 

and retention. Secondly, these programs support external competitiveness by aligning 

the organization's compensation practices with industry standards, thus attracting and 

retaining top talent. 

Furthermore, a well-designed job evaluation program can aid in identifying skills gaps 

and training needs, facilitating better workforce planning and development. It also 

provides a transparent basis for making informed HR decisions, which is critical in 

maintaining trust and credibility within the organization. 

This section delves into the fundamental principles that underpin an effective job 

evaluation program. Understanding these principles is key to designing and 

implementing a program that not only meets organizational objectives but also 

promotes fairness and transparency in the workplace. A good Job evaluation program 

should have these principles- 
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1. Fairness and objectivity: - It ensures that the evaluation process is unbiased and 

based on objective criteria of the job rather than individual observation or emotions. 

2. Consistency: -It applies the same evaluation criteria and methods uniformly across 

all job roles to maintain consistency in the assessment process. 

3. Transparency: - It provides clear and understandable explanations of the 

evaluation process and criteria to all stakeholders, ensuring that the process is open 

and transparent. 

4. Accuracy: - A job evaluation program relies on precise and current job information 

and descriptions to ensure that assessments accurately represent the true nature of each 

role. 

5. Relevance: -Job evaluation uses criteria that are relevant to the specific context and 

requirements of the organization, ensuring that the evaluation aligns with 

organizational goals and job requirements. 

6. Flexibility: - It facilitates modifications and updates in the evaluation process to 

adapt to changes in job roles, organizational structures, and industry standards. 

7. Employee involvement: - It involves employees in the evaluation process, where 

appropriate, to gather insights and feedback, and to enhance the credibility and 

acceptance of the evaluation outcomes. 

8. Equity: - It ensures that the job evaluation process maintains equity by controlling 

discrimination, partiality, favouritism at the workplace. By implementing fair practices 

and comparison of jobs and establishing suitable compensation levels based on their 

relative value. 

9. Legal compliance: -organization norms to relevant labour laws, policies and 

regulations ensure that the job evaluation process and resulting compensation 

structures are legally compliant. 

10. Regular review: - Periodically review and update the job evaluation program to 

ensure it remains relevant and effective in reflecting changes in job roles, 

organizational needs, and external factors. 

 

8.6 PROCEDURE OF JOB EVALUATION 

A job evaluation procedure typically involves several systematic steps to ensure that 

each job is assessed accurately and fairly. Here is a step-by-step guide to the job 

evaluation process: 

1. Preparation and Planning: - 

● Define Objectives: Clearly outline the goals and objectives of the job 

evaluation process. 
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● Establishment of Job Evaluation Committee: Establishing a committee 

comprises of HR professionals, managers, and other relevant stakeholders. 

● Selection of Job Evaluation Method:selection of most appropriate 

evaluation method (e.g., ranking, designation classification, point factor, 

factor comparison). 

2. Job Analysis: 

● Collect Job Information: Gather detailed information about each job through 

job descriptions, job specifications, interviews, and questionnaires. 

● Verify Job Information: Ensure the accuracy and completeness of the 

collected job information by cross-checking with employees and supervisors. 

3. Job Documentation: 

● Develop Job Descriptions: Create or update job descriptions that clearly 

define the duties, responsibilities, skills, and qualifications required for each 

job. 

● Standardize Job Documentation: Ensure that job descriptions are 

standardized and consistent across the organization. 

4. Job Evaluation: 

● Apply Job Evaluation Method: Use the selected job evaluation method to 

assess each job. This may involve ranking jobs, classifying them into grades, 

or assigning point values to various job elements. 

● Determination of Job relative value: Assessment of relative value of job 

based on the criteria established by the selected method. 

5. Ranking and Classifications of the jobs: 

● Ranking of Jobs: Arranging the jobs according to hierarchy of their relative 

worth and importance. 

● Classifications of Jobs: Grouping of the jobs into categories or grades based 

on their calculated scores or rankings. 

6. Review and Validation: 

● Review Evaluation Results: To ensure fairness and consistency the 

evaluation committee review the evaluation results. 

● Validation of Evaluation: After reviewing evaluation results, validation of 

the job evaluation results is conducted by comparing with market data and 

industry standards. 

7. Implementation: 

● Communicating Results: Communication of results of job evaluation 

process with relevant stakeholders, including employees and management. 
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● Adjust Compensation: Adjust compensation structures, if necessary, to 

reflect the new job evaluations. 

8. Monitoring and Updating: 

● Monitor Changes: Continuously monitoring the changing roles in the jobs, 

organizational structures, and industry needs. 

● Update Evaluations: Continuous updating the job evaluations to ensure 

they remain accurate and relevant. 

By following these steps, organizations can develop a robust job evaluation program 

that ensures fair and equitable treatment of all employees. 

 

8.7 METHODS OF JOB EVALUATION 

Job evaluation is a systematic process of evaluating the relative value of job in order to 

establish equitable salary structure, maintaining equity principle in fair disbursement 

of wages and salary. This ensures that employees are compensated fairly against their 

contributions in the organisation. There are many techniques of job evaluation, they 

are as follows  

 

8.7.1 Quantitative Methods 0r Techniques 

1. Point Factor Method 

This is a quantitative approach, in this job assessment is done on the basis of various 

predetermined factors like expertise, knowledge, skills, responsibilities, experience, 

effort, and working conditions. Weightage to each factor is assigned with a certain 

number of points, these are total points added to determine the job’s overall value. 

This method is systematic and objective, providing a detailed analysis of each job by 

considering multiple aspects. The transparency and dependability of this method stem 

from its reliance on quantifiable criteria, making it easier to justify the evaluations. 

However, the implementation can be complex and time-consuming, requiring 

significant resources and expertise. Adapting to changes in job roles and 

responsibilities can also be challenging, making it necessary to periodically review and 

update the evaluation criteria. This method of job evaluation is widely used technique 

that involves assigning points to jobs based on specific factors such as; Skill, Effort, 

Responsibility, Working Conditions. 

Steps involved: 

a) Identify Factors: Identify the key factors to be used in the evaluation. 

b) Assign Weights: Assign weights to each factor based on its relative importance. 



 
MS 307 Compensation Management                                                       Uttarakhand Open University    

  

Unit 8 Job Evaluation – Person Based Structures                                               Page 205 of 619 
  
 

c) Define Factor Levels: Define levels for each factor (e.g., skill: high, medium, 

low). 

d) Allocate Points: Allocate points to each job according to its requirements for 

each factor. 

e) Aggregate Points: Calculation of total number of points allotted to each job. 

f) Determine Job Value: Based on the total points the value of each job is 

determined. 

Types of Point Factor Methods: 

a) Simple Point Factor: In this method points are assigned to each factor without 

weights. 

b) Weighted Point Factor: Assigns weights to each factor before allocating points. 

Merits: 

● It provides a detailed and unbiased assessment of jobs based on quantifiable 

factors. 

● It evaluates multiple job aspects (e.g., skills, responsibilities, effort). 

● The use of clear criteria and point assignments makes it easier to justify and 

explain job evaluations. 

Demerits: 

● Developing and implementing the system requires significant time and 

resources. 

● It needs trained personnel to administer and interpret evaluations accurately. 

● It is challenging to make changes in duties and responsibilities without 

consistent updates. 

Best Practices: 

a) Defining Clear Factor: Clearly defining the factors and levels. 

b) Specialized Evaluators: To ensure equity and fairness specialized & trained are 

used as an evaluator. 

c) Continuous Review: Continuous and periodical review and update point factor 

methods. 

d) Involve Stakeholders: Involve stakeholders, including employees and 

supervisors, in the evaluation process. 

e) Document Process: Document the evaluation process for transparency and 

consistency. 
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2. Hay System (Guide Chart-Profile Method) 

The Hay System, also known as the Guide Chart-Profile Method, is a sophisticated 

point factor method that evaluates jobs based on three main factors: know-how, 

problem-solving, and accountability. Each of these factors is divided into several 

levels with assigned point values, creating a detailed and specific job analysis. This 

method is widely recognized and used, offering comparability with industry standards 

and adaptability to various types of organizations and job roles. However, the 

implementation of the Hay System is very complex and time-consuming. It requires 

trained professionals to administer and interpret the evaluations, making it a costly 

option due to the need for specialized training and software. This method was 

developed by Edward Hay in the 1940s and is widely used globally. 

Key Components: 

1. Guide Chart: A standardized chart that outlines the key factors to be evaluated, 

including Know-how (technical skills), Problem-solving (thinking skills) and 

Accountability (responsibility) 

2. Job Profile: A detailed description of the job, including its key responsibilities, 

requirements, and performance standards. 

3. Evaluation Process: A systematic process for evaluating jobs against the guide 

chart and job profile. 

Steps involved: 

1. Prepare Job Profiles: Prepare detailed job profiles for each job to be 

evaluated. 

2. Evaluation of Jobs: Each job is evaluated against the against the standard set 

and job profile. 

3. Assigning Points: Each job is assigned points on the basis of its evaluation. 

4. Determine Job Grade: Determine the job grade based on the total points 

assigned. 

Merits: 

● It offers a thorough evaluation based on multiple levels of key factors (know-

how, problem-solving, accountability). 

● It widely recognized and used, allowing for benchmarking against industry 

standards. 

● It can be applied to various types of organizations and job roles. 

Demerits: 

● The system is intricate and requires considerable time and effort to implement. 
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● It involves significant costs due to the need for specialized training and 

software. 

● It needs skilled professionals to administer and interpret evaluations effectively. 

 

Best Practices: 

a) Regularly Review: Regularly review and update job profiles and guide charts. 

b) Involve Stakeholders: Involve stakeholders, including employees and 

supervisors, in the evaluation process. 

c) Clear Communication: Clearly communicate job evaluation results and 

reasoning. 

d) Train Evaluators: Train evaluators to ensure consistency and fairness. 

e) Monitor Market: Continuously monitor the market to adjust job grades and 

compensation levels. 

 

3. Quantitative Market Pricing 

Quantitative Market Pricing evaluates and prices jobs based on market salary data for 

similar positions in comparable organizations. This method ensures that the 

organization’s compensation is competitive and aligned with market rates, providing a 

clear and straightforward approach to job evaluation. It is particularly beneficial for 

adapting quickly to changing market conditions. However, the method's effectiveness 

is highly dependent on the availability and accuracy of market data. It may not account 

for unique aspects of the organization, and there is a risk of perpetuating existing 

market inequalities if the data reflects biased industry standards. Despite these 

challenges, quantitative market pricing remains a practical and commonly used 

method in many organizations. This approach uses statistical techniques to identify 

patterns and trends in market data, enabling organizations to make informed decisions 

about compensation. 

Steps involved: 

1. Collect Market Data: Gather market data on salaries for similar jobs from various 

sources, such as: 

● Salary surveys 

● Online job postings 

● Industry reports 

2. Analyze Data: Analyze the collected data using statistical techniques, such as: 
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● Regression analysis 

● Correlation analysis 

● Cluster analysis 

3. Identify Market Trends: Identify market trends and patterns in the data, 

including: 

● Average salaries 

● Salary ranges 

● Market rates 

4. Determine Job Value: The worth of the job is evaluated on the basis of market 

trends and practices. 

5. Setting Compensation: Based on the determined job value, compensation levels 

for the job are decided. 

 

Types of Quantitative Market Pricing: 

a) Market Index: market indexing is used to determine the value of a job. 

b) Regression Analysis: Uses regression analysis to identify the relationship 

between market data and job value. 

c) Cluster Analysis: Uses cluster analysis to group similar jobs and determine 

their value. 

Merits: 

● It ensures that salaries are aligned with current market rates. 

● It provides a clear and simple approach to evaluating job value based on 

external data. 

● It easily adjusts to changes in market conditions and trends. 

Demerits: 

● Its effectiveness relies on the accuracy and availability of external salary data. 

● It might not account for unique organizational factors or internal job 

differences. 

● It can perpetuate existing market inequalities if the market data reflects biased 

industry standards. 

Best Practices: 
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● High-Quality Data: Ensure high-quality market data is used. 

● Regular Updates: Regularly update market data to reflect changing conditions. 

● Expert Analysis: Use expert analysis to interpret market trends and patterns. 

● Clear Communication: Clearly communicate compensation decisions to 

employees. 

● Monitor Market: Continuously monitor the market to adjust compensation 

levels. 

 

4. Job Content Analysis (JCA) Method 

Job Content Analysis (JCA) is a quantitative job evaluation method that involves 

analyzing the content of jobs to determine their relative worth. It involves breaking 

down jobs into smaller components, such as tasks, duties, and responsibilities, and 

assigning numerical values to each component based on its importance and 

complexity. 

Steps involved in JCA: 

1. Job Description: Collect and analyze job descriptions to identify key tasks, 

duties, and responsibilities. 

2. Task Analysis: Break down each job into smaller tasks and duties. 

3. Task Evaluation: Assign numerical values to each task based on factors such as: 

● Complexity 

● Difficulty 

● Importance 

● Time required 

● Skill level 

4. Weightage Allocation: Assign weightages to each task based on its relative 

importance. 

5. Calculation of Job Score: Calculate the total score for each job by multiplying 

the task values by their respective weightages. 

Merits: 

a) JCA is a quantitative method, reducing subjectivity in job evaluation. 

b) Breaks down jobs into smaller components, ensuring accurate evaluation. 

c) It can be adapted to various industries and organizations. 
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d) It evaluates jobs based on multiple factors. 

 

Demerits of JCA: 

a) It requires detailed task analysis and evaluation. 

b) It can be difficult to apply, especially in complex jobs. 

c) Weightages assigned to tasks may be subjective. 

d) It may not be applicable across different industries or organizations. 

e) It requires significant resources and expertise. 

 

5. Job Evaluation by Mathematical Formula Method 

This method involves using a mathematical formula to evaluate jobs based on specific 

factors such as: 

a) Job Responsibilities 

b) Job Requirements 

c) Job Impact 

d) Job Complexity 

The formula assigns weights to each factor and calculates a total score, which 

determines the job's relative worth. 

Steps involved: 

a) Identify Factors: Identify the key factors to be used in the evaluation. 

b) Assign Weights: Assign weights to each factor based on its relative 

importance. 

c) Collect Data: Collect data on each job's characteristics and requirements. 

d) Calculate Scores: Calculate scores for each job using the mathematical 

formula. 

e) Determine Relative Worth: Determine the relative worth of each job based 

on the calculated scores. 

Types of Mathematical Formula Methods: 

a) Point System: Assigns points to each factor and calculates a total score. 

b) Factor Comparison: Compares jobs based on specific factors and calculates a 

score. 
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c) Regression Analysis: Uses statistical analysis to determine the relationship 

between factors and job worth. 

 

Merits: 

a) It provides an objective evaluation of jobs. 

b) It ensures consistent results by using a standardized formula. 

c) It is very easy to understand and communicate. 

d) It provides accurate results by considering multiple factors. 

Demerits: 

a) It can be complex to develop and implement. 

b) It requires significant data collection and analysis. 

c) It may not accommodate unique or specialized jobs. 

d) It may introduce bias if the formula is not carefully designed. 

Best Practices: 

a) Clear Formula: Establish a clear and transparent formula. 

b) Regularly Review: Regularly review and update the formula to ensure 

accuracy. 

c) Involve Stakeholders: Involve stakeholders in the development and 

implementation process. 

d) Document Process: Document the evaluation process for transparency and 

consistency. 

e) Train Evaluators: Train evaluators to ensure consistency and fairness. 

 

8.7.2. Qualitative Methods or Techniques 

1. Ranking Method 

The Ranking Method is a qualitative approach where jobs are compared to one another 

and placed in the hierarchy. In thistechnique each job is arranged chronologically 

according to importance, worth in the organisation from either Highest to Low rank or 

low rank to highest rank. It is straightforward and easy to understand, making it a 

practical choice for smaller organizations or those with fewer job roles. However, its 

simplicity comes with drawbacks; the method is inherently subjective, as it relies on 

the evaluators’ judgment that may lead to discrimination or partiality and 

irregularities. Moreover, this may not be favourable for organizations with a large 
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number of diverse job roles, as managing and maintaining rankings becomes 

increasingly complex. 

 

 

Steps involved: 

1. Identify Jobs: Identify the jobs to be evaluated and ranked. 

2. Gather Information: Each information about the job is collected, like job 

descriptions, duties, and responsibilities. 

3. Establish Criteria: Establish clear criteria for ranking jobs, such as: 

● Job importance 

● Job complexity 

● Job scope 

● Job impact 

4. Rank Jobs: Rank each job against every other job based on the established 

criteria. 

5. Assign Ranks: Assign a rank to each job, with the most important job ranked 

#1, the next most important job ranked #2, and so on. 

Types of Ranking Methods: 

a) Simple Ranking: Rank jobs in order of their importance or value to the 

organization. 

b) Paired Comparison: Compare each job with every other job and rank them 

based on their relative importance. 

c) Forced Distribution: Rank jobs into predetermined categories or levels, such 

as high, medium, or low. 

d) Job Classification: Rank jobs into categories or classes based on their 

characteristics and requirements. 

Merits: 

● It is easy to understand and implement, especially in smaller organizations. 

● It requires minimal resources and administrative effort. 

● It can be done relatively quickly without extensive data collection. 

Demerits: 

● It relies heavily on the evaluators' judgment, which can lead to biases. 
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● It does not provide detailed information on job differences. 

● It becomes increasingly complex and less effective as the number of job roles 

grows. 

 

Best Practices: 

a) Clear Criteria: Establish clear criteria for ranking jobs. 

b) Involve Stakeholders: Involve stakeholders, including employees and 

supervisors, in the ranking process. 

c) Regularly Review: Regularly review and update job rankings to ensure 

accuracy. 

d) Document Process: Document the ranking process for transparency and 

consistency. 

e) Train Evaluators: Train evaluators to ensure consistency and fairness 

 

2.  Job Classification/Grading Method 

The Job Classification or Grading Method involves categorizing jobs into predefined 

classes or grades based on their duties, responsibilities, and required qualifications. 

Jobs are compared to a set of class descriptions or grades that outline various levels of 

complexity and responsibility. This method provides a structured framework for job 

evaluation, promoting consistency and clarity in job classifications across the 

organization. It is relatively easy to administer once the grading system is established 

and can help in establishing a clear job hierarchy. However, it can be rigid and may 

not account for unique or evolving job roles, potentially leading to oversimplification 

of job differences. Developing and maintaining a comprehensive classification system 

can also be time-consuming. This method helps to: 

a) Simplify Job Evaluation: Simplify the job evaluation process by grouping 

similar jobs together. 

b) Ensure Equity: Ensure equity in job evaluation by comparing jobs within the 

same grade. 

c) Facilitate Career Progression: Facilitate career progression by providing a 

clear hierarchy of jobs. 

   

Steps involved: 

1. Identify Jobs: Identify the jobs to be classified or graded. 
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2. Gather job Information: Each information about the job is collected, like job 

descriptions, duties, and responsibilities. 

3. Establish Grades: Establish grades or categories based on job characteristics, 

such as: 

● Job complexity 

● Job scope 

● Job impact 

● Job requirements 

4. Assign Jobs to Grades: Assign each job to a grade based on its characteristics 

and requirements. 

5. Define Grade Descriptions: Define clear descriptions for each grade, including 

the key responsibilities and requirements. 

Types of Job Classification/Grading Systems: 

a) Simple Grade System: A simple system with a limited number of grades. 

b) Complex Grade System: A complex system with multiple grades and sub-

grades. 

c) Job Family System: A system that groups jobs into families based on common 

characteristics. 

d) Broad banding System: A system that groups jobs into broad bands or 

categories. 

Merits: 

● It provides a clear hierarchy and classification of jobs. 

● It ensures uniformity in job evaluation and classification across the 

organization. 

● Once established, it is relatively straightforward to manage and apply. 

Demerits: 

● It can be inflexible, potentially oversimplifying job roles and changes. 

● It requires significant effort to develop and maintain the classification 

system. 

● It may not account for unique or evolving job roles. 

Best Practices: 

● Clear Grade Descriptions: Establish clear grade descriptions. 
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● Regularly Review: Regularly review and update the grading system. 

● Involve Stakeholders: Involve stakeholders, including employees and 

supervisors, in the grading process. 

● Document Process: Document the grading process for transparency and 

consistency. 

● Train Evaluators: Train evaluators to ensure consistency and fairness. 

3. Paired Comparison Method 

In the Paired Comparison Method, every job in the organisation is compared to assess 

more valuable or important jobs. The results of these comparisons are then used to 

rank jobs based on their relative value. This method provides a more detailed 

comparison than simple ranking, as it involves multiple direct comparisons. It helps in 

making more nuanced distinctions between jobs by evaluating them in a pairwise 

manner. However, it is still subjective, as the evaluations depend on the assessors' 

judgments. Additionally, the process can be time-consuming, especially for 

organizations with a large number of jobs, and managing the comparisons and results 

can become complex. This method helps to: 

a) Ensure Accuracy: Ensure accuracy in job evaluation by comparing jobs 

directly. 

b) Eliminate Bias: Eliminate bias by focusing on job characteristics rather than 

personal opinions. 

c) Simplify Complexities: Simplify complexities by breaking down jobs into 

smaller components. 

Steps involved: 

a) Identify Jobs: Identify the jobs to be evaluated. 

b) Prepare Job Descriptions: Prepare detailed job descriptions. 

c) Compare Jobs: Compare each job with every other job, considering factors 

such as: 

● Job responsibilities 

● Job requirements 

● Job impact 

● Job complexity 

d) Determine Relative Worth: Determine the relative worth of each job based 

on the comparisons. 

e) Assign Job Values: Assign job values or rankings based on the relative worth. 
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Types of Paired Comparison Methods: 

a) Direct Paired Comparison: Compare each job directly with every other job. 

b) Indirect Paired Comparison: Compare jobs indirectly by grouping similar 

jobs together. 

c) Modified Paired Comparison: Modify the paired comparison method to suit 

organizational needs. 

Merits: 

● It provides a more nuanced evaluation by comparing jobs in pairs. 

● It helps in making more precise distinctions between similar jobs. 

● Multiple comparisons can reduce some level of evaluator bias. 

Demerits: 

● It relies on evaluators' judgments, which can introduce bias. 

● It is time-consuming and complex to manage, especially with many jobs. 

● It requires significant administrative effort to complete comparisons. 

Best Practices: 

● Clear Job Descriptions: Establish clear job descriptions. 

● Trained Evaluators: Train evaluators to ensure consistency and fairness. 

● Regularly Review: Regularly review and update job evaluations. 

● Document Process: Document the evaluation process for transparency and 

consistency. 

● Involve Stakeholders: Involve stakeholders, including employees and 

supervisors, in the evaluation process. 

4.  Job Slotting 

Job Slotting involves placing new or existing jobs into an established job hierarchy 

based on comparisons with existing jobs that have already been evaluated. Jobs are 

slotted into the hierarchy according to their relative value compared to the benchmark 

positions. This method is efficient for integrating new jobs into a pre-existing structure 

and leverages previous evaluation work to ensure consistency. It is relatively 

straightforward and less resource-intensive than other methods. However, it may 

perpetuate existing biases and inequities, and its effectiveness depends heavily on the 

accuracy and fairness of previous evaluations. Job Slotting may also struggle with 

frequent changes in job roles or responsibilities, requiring ongoing adjustments to the 

job hierarchy. This method helps to: 
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a) Simplify Job Evaluation: Simplify the job evaluation process by using pre-

defined grades. 

b) Ensure Consistency: Ensure consistency in job evaluation by using a 

standardized approach. 

c) Facilitate Career Progression: Facilitate career progression by providing a 

clear hierarchy of jobs. 

Steps involved: 

a) Establish Grades: Establish pre-defined grades or levels based on job 

characteristics and requirements. 

b) Define Grade Descriptions: Define clear descriptions for each grade, including 

key responsibilities and requirements. 

c) Slot Jobs: Slot each job into a grade based on its characteristics and 

requirements. 

d) Review and Refine: Review and refine the job slotting process regularly to 

ensure accuracy and consistency. 

 

Types of Job Slotting Methods: 

a) Simple Grade System: A simple system with a limited number of grades. 

b) Complex Grade System: A complex system with multiple grades and sub-

grades. 

c) Job Family System: A system that groups jobs into families based on common 

characteristics. 

Merits: 

● It is quick and efficient way to integrate new jobs into an existing hierarchy. 

● It leverages previous evaluations to maintain a consistent job structure. 

● It is easy to implement compared to creating a new evaluation system from 

scratch. 

Demerits: 

● It can perpetuate existing biases and inequities from previous evaluations. 

● Its effectiveness depends on the accuracy of the existing job hierarchy. 

● It may struggle to accommodate frequent dynamics in the job profile. 

 

Best Practices: 
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a) Clarity in Grade Descriptions: Establish clarity in grade descriptions. 

b) Periodical revision: Constant and periodic revision of the job slotting process. 

c) Involve Stakeholders: Involve stakeholders, including employees and 

supervisors, in the job slotting process. 

d) Document Process: Document the job slotting process for transparency and 

consistency. 

e) Train Evaluators: Train evaluators to ensure consistency and fairness. 

 

5. Expert Opinion Method 

The Expert Opinion Method involves relying on the judgments and opinions of 

experts to evaluate jobs. These experts may be: 

a) HR Professionals 

b) Job Analysts 

c) Supervisors 

d) Industry Experts 

Steps involved: 

a) Select Experts: Choose experts with relevant knowledge and experience. 

b) Provide Job Information: Share job descriptions, duties, and responsibilities 

with experts. 

c) Expert Evaluation: Ask experts to evaluate jobs based on their expertise. 

d) Consensus Building: Build consensus among experts through discussions and 

debates. 

e) Final Evaluation: Determine the final job evaluation based on expert 

consensus. 

Merits: 

a) It leverages expertise and knowledge of specialists. 

b) It considers multiple aspects of jobs. 

c) It adaptable to unique job requirements and organizational needs. 

d) This is relatively easy to implement, especially for small organizations. 

Demerits: 

a) It prone to personal biases and opinions. 

b) It may lead to inconsistent evaluations across jobs. 
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c) It relies heavily on expert availability and expertise. 

d) Building consensus among experts can be time-consuming. 

e) It may not be suitable for large organizations with numerous jobs. 

Best Practices: 

a) Select Diverse Experts: Choose experts with varied backgrounds and expertise. 

b) Provide Clear Job Information: Ensure experts have a thorough 

understanding of job requirements. 

c) Establish Clear Evaluation Criteria: Define evaluation criteria to ensure 

consistency. 

d) Facilitate Open Discussions: Encourage open debates and discussions among 

experts. 

e) Document Evaluation Process: Record the evaluation process for transparency 

and future reference. 

6. Organizational Analysis Method 

Organizational Analysis is a type of Job evaluation that comprises of Structure, 

objectives, duties and responsibilities. Thorough analysis of organization’s internal 

and external environment is done in order to assess the worth of the jobs.  

Steps involved: 

1. Organizational Blueprint: Developing and presentation of pictorial diagram of 

the organization's structure and its relationship with other jobs. 

2. Job Mapping: Mapping jobs to specific organizational units and departments. 

3. Environmental Analysis: Thorough scanning of internal and external factors 

affecting the organization. 

4. Job Evaluation: Evaluate jobs based on their contribution in the organization 

performance and productivity. 

5. Ranking of Job: Jobs are arranged in a chronology and in a hierarchy relative 

worth in the organization. 

Merits: 

1. It considers the organization's overall goals and objectives. 

2. It evaluates jobs within the organizational context. 

3. It ensures job evaluations align with organizational strategy. 

4. It considers multiple factors, including internal and external environment. 

Demerits: 
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1. It can be complex and time-consuming. 

2. It prone to personal biases and opinions. 

3. It may not account for changing organizational needs. 

4. It requires significant resources and expertise. 

 

Best Practices: 

1. Involve Stakeholders: Engage stakeholders across the organization. 

2. Use Multiple Criteria: Evaluate jobs based on multiple criteria. 

3. Regularly Review: Regularly review and update job evaluations. 

4. Document Process: Document the evaluation process for transparency. 

5. Train Evaluators: Train evaluators to ensure consistency and fairness. 

Each qualitative and quantitative methods offer a different approach to evaluating jobs 

based on their unique characteristics and organizational needs. While qualitative 

methods are generally easier to implement and understand compared to quantitative 

methods, they can also be more subjective and may require ongoing adjustments to 

maintain fairness and accuracy. 

 

8.8 PROBLEMS OF JOB EVALUATION 

Job evaluation is a complex process that can be affected by various factors, leading to 

several problems. Some of the common problems of job evaluation are: 

1. Subjectivity: Different organizations have different parameters to assess and 

describe the concept of Job evaluation. 

2. Lack of Standardization: There is no standardized techniques of job evaluation 

and different individuals may use different methods that leads to inconsistency. 

3. Inappropriate Job Descriptions: Inappropriate and misleading job descriptions 

can lead to inaccurate assessments. 

4. Inconsistent Application: Job evaluation methods may not be applied 

consistently across the organization. 

5. Limited Flexibility: Job evaluation methods may not accommodate unique or 

specialized jobs. 

6. Resistance to Change: Employees may resist changes to job evaluation methods 

or outcomes. 

7. Lack of Transparency: Job evaluation processes may not be transparent, leading 

to mistrust. 
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8. Inadequate Training: Evaluators may not receive adequate training, leading to 

inaccurate evaluations. 

9. Time-Consuming: Job evaluation process is large organization is time 

consuming. 

10. Costly: Job evaluation sometimes highly expensive, especially if external 

consultants are used. 

11. Limited Accuracy: Job evaluation methods may not accurately reflect the value 

of jobs. 

12. Difficulty in Comparing Jobs: Comparing jobs with different responsibilities 

and requirements can be challenging. 

13. Market Changes: Job evaluation methods may not keep pace with changing 

market conditions. 

14. Organizational Politics: Job evaluation can be influenced by organizational 

politics and biases. 

Employee Dissatisfaction: Job evaluation outcomes may lead to employee 

dissatisfaction and demotivation 

 

 

●      Check Your Progress-A 

Q1. What do you mean by Job evaluation? Discuss its prime objectives in an 

organization? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q2.Discuss the job evaluation method involves ranking jobs in the chronology of 

their importance and value to the organization? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q3. How does job evaluation help in determining the compensation and benefits 

for employees? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q4. What are the key factors considered during job evaluation to determine the 

worth of a job in the organisation? 
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- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

 

MCQs 

1. This is one of the methods of job evaluation? 

        a) Job analysis 

        b) Job description 

        c) Job specification 

        d) Ranking method 

2. Job evaluation process contribute in 

         a) Job description 

         b) Job specification 

         c) Salary structure 

         d) Performance appraisal 

3. Most important advantage of job evaluation is 

          a) Reduces employee morale 

          b) Increases employee turnover 

          c) Helps in determining fair compensation 

          d) Decreases productivity 

4. Who is responsible for conducting job evaluation? 

          a) HR department 

          b) Line managers 

          c) Employees 

          d) Union representatives 

5. How often should job evaluation be conducted? 

           a) Daily 

           b) Monthly 

           c) Annually 

           d) As needed 

 

8.9 FINAL RESULT – PAY STRUCTURE  

A pay structure is a framework that explains the way of determining the remunerations 

of people working in the organization. This includes, pay grade, basic pay, pay band 

and ensures equity, fairness and transparencies while determining the distribution of 

compensation of employees. A pay structure is a process that describes the worth of 

employee in the organization as well as value of contributions made in the 

organization growth. An ideal pay structure includes: 
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Replicate Job value: An ideal pay structure replicates the comparative value of each 

job in the organization. 

Be Competitive: It should be competitive with industry standards and market rates. 

Be Equitable: It ensures equitable pay for similar jobs and responsibilities. 

Support Organizational Objectives: It should support organizational objectives and 

strategies. 

Be Transparent: It should be transparent and easily understood by employees. 

Be Flexible: It should be flexible enough to accommodate changing organizational 

needs. 

8.9.1. Kay components of Pay Structure 

A good Pay structure should have following components- 

1. Pay Grades: 

 A series of pay grades or levels, each representing a range of salaries. 

 Typically based on job evaluation results. 

 Each pay grade has a specific salary range. 

 Pay grades help to group similar jobs together. 

Example: 

Pay Grade 1: Entry-level positions (Salary Range: ₹20,000 - ₹30,000) 

Pay Grade 2: Mid-level positions (Salary Range: ₹30,000 - ₹50,000) 

Pay Grade 3: Senior-level positions (Salary Range: ₹50,000 - ₹80,000) 

 

2. Pay Ranges: 

A range of salaries within each pay grade. 

Provides flexibility to accommodate differences in experience, qualifications, 

and performance. 

Pay ranges help to ensure that employees are paid fairly based on their 

individual circumstances. 

Example: 

Pay Grade 1: ₹20,000 - ₹30,000 

o Junior Executive: ₹22,000 

o Executive: ₹25,000 

o Senior Executive: ₹28,000 

Pay Grade 2: ₹20,000 - ₹30,000 

o Assistant Manager₹20,000 
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o Manager: ₹26,000 

o Senior Manager: ₹28,000 

 

 

3. Job Slots: 

 Specific jobs assigned to each pay grade. 

 Ensures that similar jobs are paid similarly. 

 Job slots help to maintain internal equity. 

Example: 

 Pay Grade 1: 

o Junior Executive 

o Executive 

o Senior Executive 

 Pay Grade 2: 

o Assistant Manager 

o Manager 

o Senior Manager 

4. Salary Progression: 

 A clear path for salary progression within each pay grade. 

 Provides opportunities for growth and development. 

 Salary progression helps to motivate employees and retain talent. 

Example: 

● Pay Grade 1: 

o Junior Executive (₹22,000) → Executive (₹25,000) → Senior Executive 

(₹28,000) 

● Pay Grade 2: 

o Assistant Manager (₹35,000) → Manager (₹45,000) → Senior Manager 

(₹60,000) 

5. Pay Differentials: 

● Pay differentials for factors such as location, experience, or qualifications. 

● Ensures that employees are paid fairly based on their individual 

circumstances. 

● Pay differentials help to attract and retain top talent. 
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Example: 

o Location Differential: +10% for employees working in metro cities 

o Experience Differential: +5% for employees with 5+ years of experience 

o Qualification Differential: +3% for employees with a master's degree. 

 

 

8.10 SUMMARY 

Job evaluation is a method used to assess the comparative value of jobs in an 

organization. It involves collecting and analyzing data about job responsibilities, 

requirements, and conditions, and creating a detailed description of each job. The 

process also includes outlining the skills, knowledge, and abilities required for each 

job, and using various techniques such as job ranking, job classification, point-factor, 

and market pricing to evaluate jobs. The purpose of job evaluation is to ensure equity 

and transparencies in assessing employees’ compensation and ensuring similar jobs 

are paid similarly, and ensure external competitiveness by aligning pay with market 

rates. Additionally, job evaluation supports performance management by providing a 

clear framework for evaluating job performance, and supports organizational 

objectives by aligning jobs with business goals. Best practices for job evaluation 

include regularly reviewing and updating job evaluations to ensure accuracy and 

relevance, involving stakeholders such as employees and supervisors in the process, 

and clearly communicating job evaluation results and pay structure to employees. 

Providing training and development opportunities to support employee growth and 

career progression, and continuously monitoring market rates and adjusting the pay 

structure accordingly, are also important. 

 

8.11 GLOSSARY 

Job Analysis: A systematic process of detailed analysis of data with the 

help of job description and job specifications.   

Job Description: A detailed descriptions regarding each and every minute detail 

regarding a job. 

Job Specification: A detailed explanations about the eligibility qualification needed 

on a particular job.  

Job Evaluation: This is a systematic process of assessing the comparative value of the 

jobs. 

Pay Structure: A framework outlining the organization's compensation philosophy, 

pay grades, pay ranges, and salary progression. 
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Pay Grade: A level within the pay structure representing a range of salaries. 

Pay Range: A range of salaries within a pay grade. 

Job Slot: A specific job assigned to a pay grade. 

Salary Progression: A clear path for salary growth within a pay grade. 

Pay Differentials: Additional pay for factors such as location, experience, or 

qualifications. 

Internal Equity: Ensuring similar jobs are paid similarly within the organization. 

External Competitiveness: Aligning pay with market rates to attract and retain top 

talent. 

Job Ranking: A method of evaluating jobs based on their relative importance. 

Job Classification: A method of grouping similar jobs into categories. 

Point-Factor Method: A method of evaluating jobs based on key factors such as skill, 

effort, and responsibility. 

Market Pricing: A method of evaluating jobs based on market rates and data. 

 

8.12 ANSWERS TO CHECK YOUR PROGRESS 

Answers  

 

Check Your Progress – A 

  

MCQs 

1. D    2. C        3. C          4. A                    5. D 
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5. Human Resource Management by S. S. Khanka- S. Chand Publishing 

6. Human Resource Management by V.S.P. Rao- Excel Books India 
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8.15 CASE STUDY 

Aditya and Anupriya are employees at a mid-sized manufacturing company, both 

highly skilled in their respective roles. Aditya has been with the company for over a 

decade as a senior technician, responsible for overseeing machinery maintenance and 

troubleshooting complex technical issues. His role is crucial to ensuring that 

production runs smoothly without interruptions. Anupriya, on the other hand, has been 

with the company for nearly eight years as a quality control analyst. She ensures that 

all products meet the company’s stringent quality standards before they reach the 

market, playing a vital role in maintaining the company’s reputation for high-quality 

goods. 
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Despite their significant contributions, Anupriya recently discovered that her 

compensation is notably lower than Aditya’s. This discrepancy has caused her to 

question the fairness of the company’s pay structure, especially since both she and 

Aditya have similar educational backgrounds, years of experience, and workloads. 

Anupriya feels that her role, which directly impacts the company’s product quality and 

customer satisfaction, should be valued equally to Aditya’s role, which ensures the 

efficiency of the production process. 

The HR department, upon hearing Anupriya’s concerns, decides to conduct a thorough 

job evaluation. The objective is to determine whether the company’s compensation 

structure is aligned with the relative value of each position. The job evaluation will 

involve analyzing various factors, such as the complexity of tasks, the level of 

responsibility, the required skills and experience, and the impact of each role on the 

company’s overall success. 

As the evaluation process unfolds, both Aditya and Anupriya are curious but 

apprehensive. Aditya wonders if his higher pay is justified and worries about potential 

changes. Anupriya, meanwhile, hopes that the evaluation will lead to a fairer 

compensation structure but is concerned about how the results might affect her 

relationship with her colleagues and her future at the company. 

Questions: 

1. What steps should the HR department initiate to maintain equity and 

transparency in the job evaluation process? 

2. How the company and HR manager should address dissatisfaction amongst the 

employee because of discrepancies identified in the job evaluations? 

3. Discuss the factors necessary to be considered in order to assess the relative 

value of Aditya and Anupriya’s contributions in the organization? 

4. What is the impact of job evaluation on culture and employee satisfaction in an 

organization? 

 

8.16 TERMINAL QUESTIONS 

1. What are the primary objectives of conducting a job evaluation in an 

organization? 

2. How do different job evaluation methods (e.g., ranking, classification, point 

factor) compare in terms of accuracy and applicability? 

3. What are the key factors considered in the point factor method of job 

evaluation? 
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4. How can job evaluation impact employee morale and job satisfaction? 

5. What role does job evaluation play in developing a fair and equitable 

compensation system? 

6. How does job evaluation contribute to organizational efficiency and 

productivity? 

7. What are the common challenges organizations face when implementing a job 

evaluation system? 

8. How can job evaluation processes be adapted to account for changes in job 

roles due to technological advancements? 

9. What is the relationship between job evaluation and job analysis, and how do 

they complement each other? 

10. How do cultural and organizational differences influence the approach to job 

evaluation in multinational companies? 
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UNIT 9 DETERMINING EXTERNAL 

COMPETITIVENESS 

 

9.1     Introduction  

9.2      Objectives 

9.3       Concepts and Definitions of Competitiveness 

9.4       What Shapes External Competitiveness 

9.5        Pay Policy Alternatives 

9.6        Wage Surveys 

9.7        Pay Policy Lines 

9.8        Pay Grades 

9.9        Summary 

9.10  Glossary 

9.11  Answer to check your progress 

9.12   References 

9.13   Suggested Readings 

9.14      Terminal Questions 

 

 

9.1 INTRODUCTION  

The present unit will help you to understand and to have a fair idea on the concepts 

and definitions of competitiveness and the factors affecting the external 

competitiveness. The unit has also discussed in details on the pay policy alternatives, 

wage surveys, pay policy lines and pay grades.  

 

9.2 OBJECTIVES 

After reading this unit, you will be able to  

 To have the fundamental concepts of competitiveness 

 To understand the different opinions and definitions of competitiveness  

 To identify different factors of external competitiveness 

 To assess the pay policy alternatives 

 To understand the concept, importance and practices of wage surveys 

 To have a comprehensive concept and idea of pay policy lines 

 To have a detailed concept of pay grades 
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9.3 CONCEPTS AND DEFINITIONS OF 

COMPETITIVENESS 

Every organization must address the policy decisions, while designing the pay plan 

in the organization. These are internal alignment, external competitiveness, employee 

contributions and management of pay system (Milcovich, Newman and Cole, 2005). 

These policies are the foundation on which pay systems are framed.  

Internal alignment refers to comparisons among jobs or skill levels inside a single 

organization. Jobs and people’s skills are compared in terms of their relative 

contributions to the organization’s business objectives. For example, how does the 

work of the programmer compare with the work of the systems analyst, the software 

engineer and the quality analyst? Does one contribute to providing solutions for 

customers and satisfying shareholders more than another’s? Internal alignment 

affects pay rates both for employees doing equal work and for those doing dissimilar 

work. In fact, determining what is an appropriate difference in pay for people 

performing work is one of the key challenges facing managers.  

External competitiveness refers to compensation relationships external to the 

organization, i.e. comparison with competitors. How should an employer position its 

pay relative to what competitors are paying? How much does an organization wish to 

pay accountants in comparison to what other employers would pay them? What mix 

of pay forms-base, incentives, stock, benefits-will help achieve the compensation 

objectives? What mix of pay forms a company uses is also part of its external 

competitive policy. External competitive decisions- both how much and what forms- 

have a two-fold effect on objectives, e.g., to ensure that the pay is sufficient to attract 

and retain employees-if employees do not perceive their pay as competitive in 

comparison to what other organizations are offering for similar work, they may be 

more likely to leave-and to control labour costs so that the organization’s prices of 

products or services can remain competitive. Therefore, external competitiveness 

directly affects both efficiency and fairness. And it must be done in a way that 

complies with relevant legislation.  

Employee contributions has also been considered as one of the policy components. 

Many issues are related. How much emphasis should be there be on paying for 

performance? Should one programmer be paid differently from another if one has 

better performance and/or greater seniority? Or should there be a flat rate for 

programmers? Should the company share any profits with employees? With all 

employees?  

Policy regarding management of the pay system is the last building block in the 

model. It means ensuring that the right people get right pay for achieving objectives 

in the right way. The greatest system design in the world is useless without 

competent management. While it is possible to design a system that is based on 
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internal alignment, external competitiveness and employee contributions, the system 

will not achieve its objectives unless it is properly managed.  

Competitiveness in salary or competitive salary is a concept, which has been defined 

and explained in different ways by different scholars. Different perspectives have 

been covered in defining the concept of competitiveness. As per  Antkin and 

Rozario (2012) ,competitiveness of compensation is a relative concept, which is 

related to external environment of deciding such compensation. According to them, 

such competitiveness can be evaluated in better or worse perspectives. Fenkio 

(2014) has defined competitiveness from a different perspective. According to him, 

any compensation package can be defined more competitive, if the same is found 

more progressive, beneficial to the employees in terms better perks, higher base 

salary, more liberal incentives, more progressive fringe benefits, better social 

security and even better separation or superannuation benefits. Edith (2015) has 

defined the concept of competitiveness from the perspectives of industry, region or 

country. According to the observation made by Edith, competitiveness in 

compensation can be understood in term of one organization’s relative position as an 

employer in any specific industry, geographies etc.  Robert (2016) has, however, 

explained that competitiveness of compensation widely differs according to specific 

hierarchies, designations and employment classes.  

 

Therefore, it can be observed that the definitions of competitiveness in wage and 

salary administration have highlighted different aspects of the concept. These 

definitions can be summarized as follows: 

 The competitiveness has been addressed from the perspectives of evaluation of 

superiority or inferiority of offers made by an employer or group of employers. 

For example, companies like Cognizant, Hindustan Unilever, Google are known 

as ‘market leader’ in terms of compensation package offered by them to their 

employees. 

 Secondly, the competitiveness in compensation has also been conceptualized 

from an overall perspective, where each component of such package offered by 

an employer or group of employers is found to be better than other employers or 

group of employers. For example, some organizations are regarded as most 

competitive in terms of offering the basic salary and perks, whereas some others 

are found to be extremely generous in terms of their fringe benefits etc. 

However, only few organizations design and deliver exceptionally progressive 

plan in majority of the components of compensation plan.  

 However, concept of  such superiority has been further expanded by adding the 

contexts, such as industries. 

 Finally, the concept of competitiveness has been explained from the aspects of 

organizational hierarchies. It indicates that some organizations are known as 

market leader in offering more competitive compensation to a group of 

employees only. Not the entire workforce gets benefitted from such policy.  
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In other words, it can be explained that competitiveness of compensation has 

remained a comprehensive concept. In external competitiveness, the compensation is 

compared with outside the organizations- i.e., comparisons outside the organizations 

with other employers, those acquire the same types of employees. A major decision 

rotates around a compensation strategy regarding whether to mirror what competitors 

are doing with pay. Organizations also explore the possibilities on whether there is 

an advantage in being different ? In such a decision designing the compensation 

becomes the major issue and competitiveness includes choosing the mix of pay 

forms (i.e., bonuses, stock options, flexible benefits) that is right for the business 

strategy. From practice oriented perspective, external competitiveness is expressed 

by setting a pay level that is above, below, or equal of that of competitors and 

determining the mix of pay forms relative to those competitors. However, both pay 

level and pay mix focuses on two major objectives- e.g., controlling the cost and 

attracting and retaining the employees. 

 

9.4 WHAT SHAPES EXTERNAL COMPETITVENESS 

According to Roger and Marriott (2011),the factors shape the external 

competitiveness are  

 competition in the labor market for people with various skills 

 competition in the product and service markets, which affects the financial 

condition of the organization 

 characteristics unique to each organization and its employees, such as its 

business strategy, technology, and the productivity and experience of its work 

force. These factors act in concert to influence pay-level and pay-mix decisions. 

Two different basic types of markets have been described by the economists. These 

are quoted price markets and the bourse markets. Fresh graduating students, who 

have entered the job market usually experience quoted priced-labour markets. 

Quoted price markets are those markets, which use predetermined quote or rate of 

price for any product or service. Whereas, a skilled employee with lot of experiences 

encounter bourse markets, where negotiation between the job seeker and the 

employer happens and finally an agreement is reached. All these activities make up 

the labor market and finally people and jobs match up at specified pay rates. 

However, the factors associated with such developments are based on two macro-

assumptions, such as demand and supply of labour in a specific industry, in which 

the employing organization is functioning. Apart from these two macro assumptions, 

few other factors have been identified by the compensation researchers such as 

employers’ tendency to earn maximum profit, people are homogenous and therefore 

are interchangeable, the pay rates reflect all costs associated with employment (e.g., 

base wage, allowances, bonuses, holidays, benefits, trainings etc.), the markets faced 

by the employers is highly competitive and the skilled compensation is highly market 

driven.  
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Product and service markets also play significant role in influencing compensation in 

an organization. Though the supply and demand for labor are major determinants of 

an employer’s ability to pay. However, any organization over the period of time, 

must generate enough revenue to cover expenses, including compensation. In other 

words, it can be said that an employer’s ability to pay is constrained by its ability to 

compete in the product and service market. Therefore, conditions in the product 

market determines to a large extent the level of affordability of an organization. 

Researchers have therefore identified two key product market factors such as product 

demand and degree of competition. Both the factors directly affect the ability of the 

organization to decide the prices of its products and services. It is found that any 

organization cannot change the price without decreasing sales, cannot set higher pay 

level for it’s employees, even though the hike in salary or setting a higher standard in 

pay seems important to attract and retain employees in the organization.  Therefore, 

product demand put a control on the pay level required to attract sufficient 

employees in an organization. If the employer pays above the maximum, it must 

either pass on to consumers the higher pay level through price increases or hold 

prices fixed and allocate a greater share of total revenues to cover labor costs. Degree 

of Competition Employers in highly competitive markets, such as manufacturers of 

automobiles or generic drugs, are less able to raise prices without loss of revenues. 

At the other extreme, single sellers of a Lamborghini or the allergy drug Allegra are 

able to set whatever price they choose. Other factors besides product market 

conditions affect pay level are the productivity of labor, the technology employed, 

the level of production relative to plant capacity available—all affect compensation 

decisions. These factors vary more across than within industries.  

Another type of factors those shape the competitive environment for an 

organization’s compensation design can be considered as organization factors, which 

include industry in which such organization functions, employer size, people’s 

preference, organization strategy. On the issue of the industry, the organization 

operates, it is found that technology involvement matters a lot to shape the external 

competitive compensation environment. For example,  industries such as education 

and health care, which are more of labour intensive in nature tend to pay lower than 

technology intensive industries such as petroleum or pharmaceuticals. It is also found 

that  the payment standard inorganizations offering  professional services such as 

consulting is high. In addition to differences in technology across industries affecting 

compensation, the introduction of new technology within an industry influences pay 

levels. From the perspective of employers’ size, it is found that an organization with 

larger number of workforce pays more to more talented high ranked executives than 

small organizations. The logic is found that  that talented individuals have a higher 

marginal value in a larger organization because they can influence more people and 

decisions, thereby leading to more profits. People’s preference has also been found to 

be another important shaper of external competitive environment of the 

compensation practice in an organization. The points are what forms of pay employs 

prefer, what improvement is sought for valuing employees better etc.  Organizational 
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strategy also plays important role in shaping the compensation competitive 

environment in an organization. Organizations consider a variety of pay-level and 

mix strategies.  In some organizations low wage non service strategy is adopted and 

such organizations compete in the market by producing goods and services at the 

lowest possible cost. Organizations such as NIKE etc. adopt this strategy Many other 

organizations select a low-wage, high-services strategy, where wage level remains 

low and employee services such as medical facilities, transportation, child care etc. 

are provided. JW Marriot, Toyota etc. practice such strategy. High wage high service 

strategy is also adopted by many organizations such as Micro-soft, Google etc. 

 

 

9.5 PAY POLICY ALTERNATIVES 

Alternative pay policies are important areas of discussions in compensation 

management. The concept of pay policy alternatives indicates the approaches and 

combinations of different factors composing the compensation package in an 

organization. Four major policy alternatives are  considered in industries related to 

pay component mix: 

 Performance driven pay policy 

 Market match policy 

 Work-life balance policy 

 Security policy 

Under performance driven policy, more emphasis is given on flexible components 

such as bonus, incentives and other benefits. Such flexible components are decided 

based on the individual performance at the workplace. In such system, performance 

management plays more important role. Under market match policy, base or fixed 

component of salary comprises the major portion of the compensation. However, the 

base salary or fixed salary level depends on industry standards, in which the 

organization functions. Under work life balance policy base or fixed salary maintains 

a major share in the total compensation plan, but the terms and conditions of 

performance measurement remains more flexible. Under security policy, fixed or 

base salary component is found to be largest in the total compensation package. 

However, performance based flexible components are found to be minimum in such 

situation.  

 

As mentioned earlier, pay policy alternatives also comprise of quoted pay policy and 

bourse policy. Under, quoted pay policy, organizations follow a pre-decided 

compensation plan, where as under bourse policy, the organizations follow the 

policy, where negotiation based compensation is encouraged. However, within the 

same organization, quoted pay policy and bourse policy are found to be adopted. In 

such a situation, quoted pay policy is adopted for low ranked general skilled 



 

MS 307 Compensation Management                                        Uttarakhand Open University 
   

  

Unit 9 Determining External Competitiveness                                               Page 236 of 619 
  
 

employees and bourse policy is adopted in case of appointment of higher ranked 

highly skilled employees.  

Another type of pay policy classification can be low wage low benefits policy, low 

wage and high benefits policy, high wage and low benefits policy and finally high 

wage and high benefits policy.  

Organizations following low wage low benefit policy, prefer to pay low wages to the 

employees as well limited or low benefits to the employees. This type of policy is 

followed by many renowned brands, those outsource many of their manufacturing 

functions. For example, Nike, Amazon etc. Many other small and medium 

organizations also follow such policies. Under low wage high benefits policy, 

employers adopt the strategy of paying low cash wage but offer many  benefits to 

their employees such as transportation, healthcare, canteen etc. Such practice is very 

common in hospitality industries. Such as Hilton, Marriot etc. follow this type of 

policy for long time. Another type of pay policy is high wage high benefits policy, 

where employers pay both high cash wage and high benefits. Most of the hi-tech 

organizations such as Microsoft, Google, Yahoo, Infosys etc. follow such practice. 

Finally, some organizations are also following high wage low benefits policy, where 

consolidated cash wage is paid at above market rate and nothing is offered separately 

as additional benefits. This type of compensation is practiced in the organizations, 

offering specialized professional services through professionals such as attorney 

firms, medical service firms, architecture firms etc. , where professionals are hired 

and employed on retainer ship basis.   

Therefore, pay policy alternatives depend on the following factors such as: 

 Type of industry, the organization is operating. 

 Type of employment contracts 

 Type of professionals/skills appointed by an organization. 

 Preference of the employees. 

 Company policy and compensation strategy 

 Performance management and reward plan  

 

9.6 WAGE SURVEYS 

9.6.1 Concept of Wage Survey 

A wage survey is a tool specifically for remuneration specialists and managers to 

define a fair and competitive salary for the employees of a company. The survey 

output is data on the average or median wage for a specific position, taking into 

consideration the region, industry, company size, etc. Input data is aggregated 

directly from an employer or employee (hr-guide.com, 2016). 

The features of wage survey are as follows: 
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 Wage survey is an important tool for remuneration experts and managers to 

capture the rate of wage/compensation across a specific industry in a specific 

region at a specific point of time. 

 Wage survey is a systematic process, by which not only the overall wage 

rates are evaluated, but also the trends in terms of components of such wage 

are also evaluated. 

 Wage survey attempts to identify the average or median wage for a specific 

position in a specific industry in a specific region at a specific point of time.  

 Under wage survey process, direct inputs are collected from the employers 

belong to a specific industry at a specific geography at a specific point of 

time. In some cases, employees are also consulted, if required. 

9.6.2 Importance of Wage Surveys 

In general, it can be said that wage surveys help concerned employers to attract, 

support, and retain employees. Based on wage surveys, organizations can create a 

culture of fair pay for specific works, which are based on competitive approach. On 

the other hand, wage survey information provides a thorough picture to the 

employees about the compensation paid to them, which help them in terms of 

compensation paid to similar types of employees in the same geographies.  

There is no doubt that information on salary and wage is kept with utmost secrecy. It 

is perhaps one of the most well guardedinformation in the field of human resource 

practices. However, this trend is fast changing as many large organizations offering 

above market packages are promoting their offers for the purpose of employer 

branding, attracting talents etc. Even many large organizations, management 

consultancies and websites are conducting salary surveys and coming out with 

reports on compensation and benefits that helps both employers and employees take 

a right decision. Such surveys are conducted online as well as offline (paper pencil 

ones). These are generally done for the purpose of comparability. From the 

employers’ perspectives, the data obtained from wage surveys helps different 

organizations to design or redesign and manage their compensation structure. So that 

an internal  so that an consistency and a package at per industry standards is 

prepared. In addition to knowing the market rates employers also get an idea of what 

its competitors are paying. Another practical aspect of such survey application is that 

the information helps the concerned HR professional to have a fair idea about the 

upper limit of the package to be offered to the new joinee. By setting the right 

compensation package, organizations will have that competitive advantage and 

employees will be attracted, retained and motivated to work in such a workplace. 

According to Hay group report (2016),most of the employees get most valuable 

information from such surveys is whether they are getting actual worth or not. 

Subsequently, the plan for switching jobs, career decisions are taken. Moreover, such 

information also helps a job seeker to know the industry standards to enable him or 

her to negotiate salary with the employer. Such information also help an existing 

employer to negotiate rate of increment during the performance appraisal process. It 
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can be said that wage surveys are important both for the employee as well as for the 

employer. But care should be taken so that both individuals and organizations choose 

the most relevant survey and also assess it correctly. Then only one can get accurate 

information and make good use of it. 

9.6.3 Steps of Wage Survey 

Wage survey is a systematic process and is carried out through few subsequent steps. 

These steps are as follows: 

Step 1: Determine the purpose of survey 

Step 2: Determine the jobs to be surveyed 

Step 3: Determine the organizations to be surveyed 

Step 4:Determine the information to be obtained. 

Step 5: Determine the survey method 

Step 6: Conduct the survey 

Step 7: Analysis and present the results 

 

Purpose of wage survey is the foremost important step, based on which the entire 

survey is planned and designed. Purposes can be different to different organizations. 

Richard and Lincoln (2014)have identified different purposes of such surveys, as 

adopted by different organizations. According to them, some organizations want the 

salary and wage information on few important designations or certain types of jobs in 

comparison to the competitive organizations or the entire industry in a certain 

geographies. Some other organizations, use the information for designing the 

discretionary pay plans, i.e., incentive plans. In today’s global business environment, 

international wage survey has also become a popular practice in industries. From 

functional perspectives, different organizations also plan wage and salary survey. For 

example, in case of expansion of business, several new positions and ranks are 

created and the organizations need specific input of wage and pay structure 

accordingly. In case of downsizing or merging of organizations, the role mergers and 

role redesigning happened.  In those situations, also decisions of pay merger etc. 

depend on survey inputs.  

 

Second most important step in wage survey is determining the jobs to be surveyed.At 

this stage, the survey should choose those specific jobs, on which pay data are 

required to be collected. Moreover, it is also required to choose those organizations 

only, from which such job specific information are to be collected. This is because 

some jobs are unique to an organisation and are unlikely to be found elsewhere. 

Also, the organizations prefer to collect feedback from those organizations, which 

are located in the same geographies or engaged at the same level of business scale or 

of same size etc. Another reason of avoiding survey with each and every 

organization is practical difficulty. In such situation, it would take too long time to 

complete and the collected data would not be necessarily meaningful. It is also found 

that the compensation policy in most organisations is based on a limited number of 

key jobs. These key jobs are the reference points in the job structure. In most surveys 
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a limited number of jobs (5-15) are chosen to represent the entire range of jobs for 

each category. However, the key jobs are selected on a number of criteria. They 

should represent the entire range of jobs in the organization or as determined in the 

purpose of the survey. They should be readily definable and stable in content, and 

should represent good reference points in the job structure in terms of difficulty and 

responsibility.  

 

Third important step in wage survey is determining the organizations to be surveyed. 

In this stage, specific organizations are  chosen to collect specific pay related 

information. Becausewage survey can be done either by industry, or by location, or 

by common professional types (i.e., information technology organizations) or by the 

size of the organizations. Even, the number of the organizations to be surveyed is 

also of great importance for the reliability of the data.  

 

Fourth important step in wage survey is determining the information to be obtained. 

Such decision is taken based on the specific purposes of the survey. For example, if 

the purpose of the survey is to gather information on the incentives or discretionary 

wage, specific information on the same practiced in the selected industry is required 

to be collected. It is also important to know that the information should be collected 

for certain types of jobs, on which such intervention will be used.  

 

Once the planning is done on the research aspects such as number and types of 

organizations to be surveyed, types of information to be collected; it becomes 

important to prepare the survey method. Survey can be done by an employer or by  

telephonic interview, by contacting HR through proper channels, through structured 

survey method etc. However, it is always advised to conduct the survey through a 

reputed independent organization having the experience and expertise in doing so. 

This fifth step of wage survey is perhaps the most important step as the entire survey 

initiative’s success depends on this effort. 

The sixth step is conducting the survey. The survey method is conducted as per the 

method decided at the previous step.  

Once the data from all cooperating organizations has been collected, tabulation is 

done, summarized and presented as results. Finally, all information collected is 

edited for comparable terminology and units before tabulation. 

 

9.6.4 Interpreting Wage Survey Results 

Interpreting wage survey results is a trivial task for any compensation specialist. For 

this purpose, following two main considerations have been recommended by the 

practitioners. 

 How to analyse the data by job grade ? 

 Whether to use average or percentile? 

 How to interpret sample size and reliability? 
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 How to interpret the spread of such survey results? 

Regarding analysis of job grade, it has been suggested that the interpretation can be 

done by choosing salaries and benefits of each job title or job grade. While choosing 

the job titles or job grades, the interpreter should be careful as those can be 

misleading. For example, a sales officer may be a sales executive in a different 

company. Therefore, interpretation should focus on similarities of job 

responsibilities, rather than ranks or designations. Regarding adopting average or 

percentile, the interpreters of the survey results should prefer median value than 

average. Because, average is more sensitive to outliers, whereas the median seems to 

be more stable. Regarding sample size and reliability, it has been suggested that 

relatively larger sample size should be accepted rather small sample size. Spread of  

survey results should also be interpreted appropriately. Here also larger spread of 

sample has been suggested. 

Apart  from above technical considerations, interpretation of survey results is also 

suggested in terms of  comparability, trend analysis etc. In case of comparability, 

comparison of  wage components of participating organizations are done. Trend 

analysis also depicts the trends of wage pattern and compositions of the wage in the 

industry, covered under the study.  According to Milkovich and Newman (1978), 

interpretation of  survey results depends on verification of data collected. According 

to their observation, the interpretation should be based on the checking of accuracy 

of the job matches, checking of anomalies, such as does one company dominate the 

results, or do all employers show similar patterns etc. Moreover, the statistical 

techniques such as frequency distribution, measures of central tendency, measures of 

variation have also been suggested by them. Finally, the interpretation also involves 

updating of  survey data to forecast the competitive rates for the future date, as per 

their observation.  

 

9.7 PAY POLICY LINES 

9.7.1 Definition of Pay Policy Lines 

  

It is a known phenomenon that an organization determines the market wage rate 

across its jobs. The line that illustrates the relationship between the external value of 

a job (from salary survey information) and the internal value of jobs (from job 

evaluation) represents the market line. A pay policy line portrays an organization's 

pay policy with respect to the market line. In other words, "Pay policy line" is 

generally used to refer to the intent of the pay structure, i.e., to pay at, below or 

above the competitive average, the market median for whatever comparable to use.  

It also could refer to the classification segment that tends to have a unique pay-value 

relationship, such as the hourly wage group that would have one pay line, while low-

salary might be another, with middle management and various executive groups also 

having unique structures referred to as pay lines. Employers with a single job 
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evaluation/classification system can have various pay lines for each distinct group 

(Samuel, 2014). 

 

 

9.7.2 Approaches to construct Pay Policy Lines 

Construction of pay policy line is normally done through free hand approach and 

regression analysis (Statistical analysis).  

Under freehand approach, pay policy line is constructed through simplified 

techniques. Techniques such as mean, standard deviation, mean and median, 

histogram etc. are used under this approach. The essence of the approach is to use 

any possible techniques to get the pay policy line in an industry. Under regression 

analysis, regression techniques are used to identify the impact of the independent 

factors such as base pay, variance pay etc. on the trends of payment in industry. 

 

9.8 PAY GRADES 

A pay grade can be considered as the unit in systems of monetary compensation for 

employment in public services (both military and civil) and also private sector 

organizations. Pay grades are believed to facilitate the employment process by 

providing a fixed framework of salary ranges, as opposed to a free negotiation. It is 

found that any pay grade encompass two dimensions, i.e., a "vertical" range and a 

‘horizontal’ range. Vertical range indicates the responsibility and requirements 

needed for a certain position; and the horizontal range falls within this scale to allow 

for monetary incentives rewarding the employee's quality of performance or length 

of service. Thus, an employee progresses within the horizontal and vertical ranges 

upon achieving positive appraisal on a regular basis. In most cases, evaluation is 

done annually and encompasses more than one method. Actually, pay grades provide 

a framework for compensation by defining the amount of pay available at each step 

in the employment process. It is also known that the pay grades are also decided  for 

salary negotiation, particularly in public sector employment where fairness trumps 

contribution. Many researches have also shown that the pay grades are also typical of 

union-represented positions. Let us discuss the points in details. When an employee 

joins a new job in a particular pay grade range, he  starts at pay step one of the pay 

grade and If the employee continues to work in the same role, the pay grade allows 

upward movement in salary, usually one pay step per year of service within the pay 

grade assigned to that job.Following table (Table 10.1) shows the pay grade of an 

organization. 
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Table 9.1: Pay grade example 

Gra

de 

Step 

1 

Step 

2 

Step 

3 

Step 

4 

Step 

5 

Step 

6 

Step 

7 

Step 

8 

Step 

9 

Step 

10 

WITHI

N 

GRA

DE 

AMO

UNTS 

1 17803 18398 18990 19579 20171 20519 21104 21694 21717 22269 VARI

ES 

2 20017 20493 21155 21717 21961 22607 23253 23899 24545 25191 VARI

ES 

3 21840 22568 23296 24024 24752 25480 26208 26936 27664 28392 728 

4 24518 25335 26152 26969 27786 28603 29420 30237 31054 31871 817 

5 27431 28345 29259 30173 31087 32001 32915 33829 34743 35657 91

4 

6 30577 31596 32615 33634 34653 35672 36691 37710 38729 39748 1019 

7 33979 35112 36245 37378 38511 39644 40777 41910 43043 44176 1133 

8 37631 38885 40139 41393 42647 43901 45155 46409 47663 48917 1254 

9 41563 42948 44333 45718 47103 48488 49873 51258 52643 54028 1385 

10 45771 47297 48823 50349 51875 53401 54927 56453 57979 59505 1526 

It is a common practice that pay steps within each pay grade differ between different 

organizations and involve 10/12 pay steps. Once an employee joins an organization at a 

certain grade, he or she has to cross over all the steps to reach the highest level under 

the specific step. re pay steps before an employee reaches the top rate of pay for their 

pay grade. However, an improvement in the pay grade depends on employee 

performance, or increase in cost of living allowances etc.  It is also believed in HR that 

the steps in the pay chart denotes career success to the employees. Therefore, it can be 

said that an individual employee reached highest step at the pay chart under certain pay 

grade has attained higher career success. Such achievement is however may be within 

the same job or within different jobs. Many examples have also been found that the 

employees can also move up to the next pay grade level based on their performance, 

seniority etc..If few increases existed via pay steps, employees feel stuck and 

unappreciated. This can affect employee morale and employee motivation adversely. At 

the same time, overlapping in the amount of salary available at different pay step of the 

pay grade are common. For example, a beginning worker’s job at pay grade 1 might 

involve 10/12 steps from  20000 Rupees to 28000 Rupees, whereas Pay grade 2 assigns 

rates  from 26000 Rupees to 32000 Rupees and so forth. In private sector employment, 
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pay grades are also decided in such as a manner, so that fairness and similar pay 

structures across different positions within different units of works and functions are 

ensured. It is done to attract and retain talented employees at each work unit.  

 

 

●      Check Your Progress-A 

 

MCQs 

1. If a company consistently loses employees to competitors due to better pay, it 

likely indicates:  

a)   Effective internal equity 

b) Lack of external competitiveness 

c) Poor employee engagement policies 

d) Overemphasis on benefits 

2. An employer adopts a lag-the-market pay strategy when:  

a) Pay levels are above the market average 

b) Pay levels are aligned with market average 

c) Pay levels are below the market average 

d) Pay levels exceed employee expectations 

3.  A company's pay strategy is considered externally competitive if it:  

   a) Matches industry averages 

   b) Focuses on internal job evaluations only 

   c) Ignores market trends 

   d) Adopts a fixed pay structure 

4. External competitiveness in compensation refers to:  

  a) How much employees earn relative to their colleagues 

  b) The organization's pay levels compared to competitors 

  c) The balance between fixed and variable pay within an organization 

  d) The internal equity of salaries across job roles 

 

9.9 SUMMARY 

Compensation of each organization is dependent on external and internal factors. 

External competitiveness is a major component of the external factors, that 

influences the compensation decisions in an organization. Different scholars have 

defined the concept of competitiveness from different perspectives such as 
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superiority and inferiority in terms of offers made by the employers, in terms of 

overall package offered, from industry factors and from the organizational hierarchy 

perspectives. Regarding factors effecting the external competitiveness, different 

studies have identified the influences of competition in labour market, competition in 

the product and service market, characteristics unique to each organizations etc. 

Regarding pay policy alternatives, studies have also revealed four major components 

such as performance driven policy, market match policy, work life balance policy 

and security policy etc. Wage surveys have also been found to be one of the major 

techniques to understand the trends of compensation in industries and organizations. 

Though the survey is a systematic process to be followed, yet many organizations 

use the technique to decide their compensation plans. Finally, pay policy lines and 

pay grades are decided to compare and position the specific organization 

compensation in the industries. 

 

 

9.10 GLOSSARY 

Wage and Salary Administration: The process of developing and 

implementing policies for compensating employees, including job evaluation, 

wage surveys, and maintaining wage structures. 

Wages: Payments made to employees for their labor, typically based on the time 

worked or the amount of work completed. Wages can be classified into various 

forms such as nominal, real, time, or piece wages. 

Salary: A fixed regular payment, typically paid on a monthly or annual basis, to 

employees for their work, irrespective of hours worked. 

Wage Fund Theory: A theory that wages are determined by a fixed fund or capital 

allocated by employers for labor, and wages depend on the size of this fund relative 

to the number of workers. 

Residual Claimant Theory: A theory that wages are the remaining portion of the 

income left after other factors of production (land, capital, entrepreneurship) have 

been paid. 

Marginal Productivity Theory of Wages: This theory suggests that wages are 

determined by the additional output produced by one more unit of labor, i.e., the 

marginal product of labor. 

External Competitiveness: External competitiveness refers to a company's ability to 

compete effectively in the broader market against other organizations. This includes 

pricing, product quality, branding, customer service, and market share. 

Efficiency Wage Theory: A theory stating that employers pay wages higher than the 

market-clearing wage to increase productivity, reduce turnover, and attract better 

talent. 

Nominal Wages: The amount of money paid to a worker in monetary terms without 

considering inflation or the cost of living. 
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Real Wages: The purchasing power of nominal wages, i.e., how much goods and 

services a worker can buy with their nominal wage, adjusted for inflation. 

Minimum Wages: The legally mandated minimum level of wages that an employer 

must pay workers to ensure they can cover basic living costs. 

Living Wages: The wage level that allows a worker to meet basic living needs, such 

as food, housing, healthcare, and education, often higher than the minimum wage. 

 

9.11 ANSWERS TO CHECK YOUR PROGRESS 

 

Check Your Progress – A 

  

MCQs 

1. B     2. C     3. A      4. B                        
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9.13 SUGGESTED READINGS 

1. Bhattacharya, Mousumi. S. and Sengupta, Nilanjan (2016), 

Compensation Management, Excel Books, New Delhi, India 

2. Barry Gerhart, Sara Rynes (2014), Compensation: Theory, Evidence, and 

Strategic Implications, Sage, London 

3. Milcovich, George (2017), Compensation, 8th Edition, Mc-Grawhill, New 

York 

 

9.14 TERMINAL QUESTIONS 

1) Define competitiveness? What shapes external competitiveness? 

2) Explain the concept of pay policy alternatives. Identify four major policy 

alternatives practiced in industry. 

3) What are the factors effecting the selection of pay policy alternatives? 

4) What do you understand by wage surveys? Identify the importance of wage 

surveys. 

5) Wage survey is a systematic process and is carried out through few subsequent 

steps-Explain. 

6) How to interpret the wage survey results in an organization? 

7) What do you understand by Pay policy lines? Explain in brief the approaches to 

construct pay policy line in an industry or in an organization. 

8) What is pay grade? Identify and explain the dimensions of pay grades. 

9) Explain the concept of pay grade with an example. 
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UNIT 10 BASICS OF SALARY AND WAGE 

ADMINISTRATION 

 

10.1   Introduction  

10.2  Objectives 

10.3 Theories of Wages 

10.4 Macro Theories 

10.5 Micro Theories 

10.6 Wage Payment 

10.7 Executive Compensation Structure 

10.8 Wage and Salary Administration 

10.9 Summary 

10.10 Glossary 

10.11 Answers to check your progress 

10.12 References 

10.13 Suggested Readings 

10.14 Terminal Questions 

 

 

10.1 INTRODUCTION  

Wage and salary administration is a critical aspect of personnel management, 

representing a significant portion of total costs in many organizations. It 

encompasses the establishment and implementation of effective policies and 

practices related to employee compensation, covering various areas such as job 

evaluation, wage surveys, wage structure maintenance, incentive programs, and the 

control of compensation costs. The primary goal of wage and salary administration is 

to ensure an equitable wage structure while maintaining a fair labor cost structure. 

Wages and salaries serve as financial incentives that address employees' needs for 

motivation and rewards. As Mason Haire noted, "money is our main spring of 

motivation in the firm." While wages may act as an incentive for work, employees 

also value recognition and acceptance from peers. Thus, compensation is a vital 

component of employer-employee relations, with wage and salary disputes often 

being a primary source of conflict in organizations. A well-motivated and satisfied 

employee is an invaluable asset, as human capital is crucial for success in any sector. 
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Therefore, effective wage and salary administration plays a pivotal role in 

determining an employee's status within society. 

 

10.2 OBJECTIVES 

After studying this chapter, the learner will be able to understand: 

 The meaning, objective of wages 

 The significance of wage and salary administration in creating a fair 

compensation system. 

 Various theories of wages 

 About the wage structure, fixation and the payments  

 

10.3 THEORIES OF WAGES 

While explaining the concept of ‘compensation’, one may refer to a wide range of 

Economic theories, which have been developed and amended over a period of time. 

These theories can be categorized into two groups: 

 Macro theories 

 Micro theories 

There are three major categories of macro theories: 

 Social wage theories 

 The wage control theories 

 The justification theories 

 

10.4 MACRO THEORIES 

10.4.1 Social wage theories 

The social wage theories are also known as ‘ classical wage theories’. Following are 

the most important classical theories (Henderson, 2003; Sharma, 2004). 

(a) Subsistence theory: In the 1800s, David Ricardo proposed this theory, which 

deals with population rather than labour. This theory suggests that each member 

of society be provided enough food, clothing and shelter to continue to exist. It 

further implies that when the income of the worker exceeds their subsistence 

level, they respond by further pro-creation, thus, increasing the labour force and 

consequently lowering wages as a result of supply and demand. This theory is 

also known as iron law of wages. The subsistence theory of wages states that in 

the long run, wages and would tend towards that sum which is necessary to 

maintain a worker and his family. Wages beyond the subsistence level would 
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induce workers to have larger families resulting in spurt in supply of labour, 

which brings down wages to the subsistence level.  

 

(b) The just price theory: It is originally proposed by Plato and Aristotle in the 

pre-Christian era. This theory suggests that each person born into the world is 

foreordained to occupy exactly the same status and to enjoy the same creature 

comforts as did his or her parents. Therefore, society owes these individuals 

sufficient compensation to maintain exactly the same position of life into which 

they were born.  

(c) Just wage theory: This theory is a modified version of the Just Price theory, 

which was developed in the feudal middle ages in Europe. In this theory, St. 

Thomas Aquinus suggested that, the price of any article should be adequate, but 

no more than adequate, to cover the cost of production, which, in turn, is based 

upon the accustomed standards of living of the producers of the item. This 

theory had no provision for entrepreneurial profit and made no recognition of 

the differences in productive efficiency between two workers. 

(d) The wage fund theory: John Stuart Mill (1830s) suggested that the wages of 

an employee are paid form of fund, which presumably has been accumulated by 

the entrepreneur from operations of previous years. According to this theory, 

wage was a variable dependent on the relation between the laboring population 

and the aggregate funds set aside by the capitalists to pay them. He viewed 

wage as a kind of advance fund earmarked out of existing capital for payment to 

workers. This fund, which to some extent was under the control of the 

entrepreneur, then was divided evenly among all employees. However, Walker 

argued that wages were paid out of the product of labour and not from some 

previously accumulated capital. Therefore, the available fund may not be 

constant. It is production that furnishes the true measures of wages. After 

deduction of rent, interest and profit, the remaining portion of wealth reverts to 

the laboring class. This theory does seem to possess some validity when applied 

to not-for-profit organizations, such as, government and public service whereby 

the wage fund is actually forecasted and drawn from tax money. 

(e) Residual claimant theory: Walker proposed the Residual Claimant Theory, a 

version of the Wage Fund Theory. He hypothesized that the wage fund was 

derived not form previous year’s operations, but simply from residue of the 

total revenues after deducting all other legitimate expenses of business 

operations, such as, rent, taxes, interest and profits. According to this theory, 

after all other factors of production have received compensation for their 

contribution to the process, the amount of  capital left over will go to the 

remaining factor. Following this through to its logical conclusion, if the ‘other 

expenses’ consumed all of the revenue, labour, being the ‘residual claimant’, 

would receive no wages and presumably would not be entitled to them.  

(f) Surplus Value Theory: The Marxian Theory or Surplus Value Theory of Karl 

Marx is essentially the inversion of the Residual Claimant Theory. It suggests 
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that labour is the sole source of economic value and, therefore, labour should 

exercise the prime claim on revenue. This means that the price of an article 

consists solely of labour value, and any other value collected by the 

entrepreneur represents unacceptable exploitation of labour. According to Marx, 

the surplus between labour cost and product should be paid to labour. Marx 

further suggests that the displacement of labour, through technological progress, 

is dysfunctional to the system and eventually will destroy capitalism. This 

appears to be the ideological basis for the opposition to automation by some 

segments of the labour union movement.  

10.4.2. The Wage Control Theories 

These theories suggest that the government should develop rules to control the 

wage levels, somewhere between a pure dictatorship and a pure democracy.  

(a) National income theory: In the 1930s, John Maynard Keynes developed 

the National Income Theory. It is also known as Full Employment Wage 

Theory. This theory states that full employment is a function of national 

income. National income in turn, is equal to the total of consumption plus 

private or public investment. If the national income falls below a level that 

commands full employment, it is the responsibility of the federal 

government to manipulate any or all of the three variables to increase 

national income and return to full employment. 

 

(b)  The neo-keynesian distribution theory: It is a modified version of 

the National Income Theory. It explains how full employment conditions can 

be achieved without conflicting with general living standards or with stable 

prices. It also recognizes the fact that entrepreneurial decisions can determine 

the general level of wages in the short run. Many wage rates, within limits, are 

determined by bargaining between the capitalist and the employee. This theory 

acknowledges that economic forces alone do not determine the wage level. 

Consumption/ purchasing power theory: The wage theories got closely associated 

with the employment practices. It concerns the relation between wages and 

employment and business cycle. According to this theory, wage increases are 

desirable because they raise labour income, thereby stimulating consumption. 

Since wage earners spend a very large proportion of their incomes, it is held that 

higher wages will result in a rise in consumer spending and thus act to sustain or 

to stimulate the company 

10.4.3 The justification theories: 

These theories attempt to explain, or ‘justify’, an individual worker’s 

compensation level. The first three theories approach the wage level from an 

overall macro-economic viewpoint, whereas the remaining theories use a micro-

economic approach.  
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(a)  Investment theory: This theory proposed that labour market vary in the 

scope ‘worker investment’ required for their particular industry. Generally, the 

wider the labour market is, higher the wages are. The individual worker’s 

‘investments’ consist of the education, training and experience that the worker 

has invested in a life time of work. Individual workers vary in their desire to 

maximise income, just as employing organizations vary in their worker 

investment requirements.  

 

(b) The institutional wage theory: It attempts to place the level of compensation 

on a system or establish an empirical and quantitative basis. It is an inter-

disciplinary approach to compensation that includes such considerations, as wage 

experience, variability of wage relationships, latitude of decision-makers, the 

influence of collective bargaining and so on. It suggests that a wage level 

depends on a variety of choices of decision-makers and that weights can be 

assigned to these choices. It considers all types of wage structures, such as 

interpersonal, inter-firm, inter-area, inter-occupational and inter-industry. It 

suggests that one must analyze compensation from a dynamic, continually 

changing basis, rather than assuming that we can hold constant all factors 

affecting compensation while varying only one factor.  

 

(c) Supply and demand theory: If jobs are few and the supply of workers is high, 

then wages will fall. Conversely, if jobs are available less in number and there is 

a shortage of workers, wage will increase. However, in the long run, wages will 

seek a level at the point at which the demand curve intersects the supply curve. 

Wage determination is at the core of labour economics because the structure of 

wages and changes in wages over time are responsible for allocating labour 

efficiently and maintaining a balance between supply-demand in the market place. 

Labour economists develop supply-demand models to identify the wage that 

balances supply and demand in the market place. The starting place is the theory of 

perfect competition. The model of perfect competition includes five key 

assumptions: 

1. Employers seek to maximise profits and workers seek to maximise utility. 

2. Employers and workers have perfect information about wages and job 

opportunities in the market.  

3. Workers are identical with respect to skill and performance, and jobs offered by 

employers are identical with respect to working conditions and other non-wage 

attributes. 

4. The labour market consists of many individual employers on the demand side 

and many workers on the supply side, and one employer or employee has the 

negligible influence on the market. Employers do not collude and workers do not 

belong to unions. 
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5. All jobs in the market are open to competition, and no institutional barriers 

prevent the mobility of  workers from one job to another. 

 

10.5 MICRO THEORIES 

The theories outlined previously are essentially macro in nature because each 

attempts, in some way, to describe or account for the broad economic influences of 

the society that affect the level of compensation of all workers. The following 

theories have been termed micro because they treat the wage structure within a given 

industry or even a given company, directly involving the bargain and the exchange 

between employer and employee.  

10.5.1 Marginal Productivity Theory: 

According to this theory, the wage that is paid to an employee should be equal to the 

extra value of productivity that the employee adds to total production. The value of 

the workers production is determined by the revenue the employer can realise from 

the workers’ productivity. As the employer hires additional workers, a point 

eventually is reached at which the last worker hired just produces enough products to 

pay his or her own wages. The hiring of an additional worker would result in revenue 

that did not equal that workers wages. The latest worker hired is called marginal 

productivity. The wage paid to the latest marginal employee determines the wage of 

all workers who are doing similar work. Although the theory has come under 

considerable criticism from students of compensation, it does at least represent the 

first formal theory embracing the principle that a worker should be paid according to 

the quantity and quality of work contributed. 

10.5.2 The productive efficiency theory: 

This is an offshoot, or refinement, of the marginal productivity theory in that each 

worker is provided the opportunity to increase his or her wages by increasing his or 

her productive efficiency. This theory provides the basis for an array of monetary 

motivational tools, such as, incentive systems, bonuses. And profit sharing plans. 

Many economists feel that because of its realistic application, the productivity theory 

is the most constructive of recent wage theories.  

10.5.3 Bargaining theory: 

This is the first clear presentation of the simple principle that compensation is 

influenced by and dependent upon, a bargain between an employer and an employee. 

The bargaining theory is based on the assumption that there is no single fixed wage 

rate for particular kind of work. Rather, there is a range of possible wage rates. When 

and if, an employee chooses to designate a union as a bargaining agent with the 

employer, then this theory becomes the collective bargaining theory. However, the 

basis of the theory remains unchanged, whether employees bargain personally or 

authorize an agent to do the bargaining on their behalf. It is important to point out 
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that in appointing a union to act as the bargaining agent, the employee must 

inevitably forgo, to a degree, some personal rights. As is the case with any group 

activity  in which each member must relinquish the right to bargain on their own 

behalf for any better benefits than those enjoyed by their fellow union members.  

The bargain theory of wages was propounded by John Davidson in 1898. According 

to his opinion, wages are determined by the relative bargaining power between 

workers or trade unions and employers; basic wages, fringe benefits, job differentials 

and individual differences tend to be determined by the relative strength of the 

organization and the trade union. Exponents of the bargaining theory are of the view 

that there should be upper and lower limits for the rate for the given type of labour. 

The wage period within this range depends on the relative bargaining power of 

labour and employees. The greatest weakness of bargaining theory of wages is its 

failure to define the limits precisely or to estimate the range between them.The upper 

limit is that rate above which the employer will refrain from hiring a certain group of 

workers, and the lower limit is the rate below which workers refuse to work. Supply 

and demand analysis plays an important role in the formulation of the limits.  

10.5.4 Human capital theory: It is a refinement of marginal productivity theory. 

However, since then, it has become a dominant mean of understanding how wages 

are determined. It holds that earnings in the labour market depend on the employees’ 

information and skills. It proposes that families make a major contribution to the 

acquisition of skills. Quantitative research during the late 1950s and 1960s revealed 

that aggregate growth in output had outpaced aggregate growth in the standard inputs 

of land, labour and capital. It has been suggested that, growth in aggregate 

knowledge and skills in the workforce, especially those conveyed in formal 

education, might account for this discrepancy.  

10.5.5 Labour theory of value: According to Karl Marx (1818-1883),labour is an 

article of commerce which could be purchased on payment of subsistence price. The 

price of any product was determined by the labour time needed for producing it. But 

the labour was not paid in proportion to the time spent on work but much less and the 

surplus went to the owner. His theory is also known as surplus value theory of 

wages. Labour might be viewed in its natural (universal) form and in its social 

(historical) quality. As such, labour is a natural condition of human existence; a 

condition of the metabolism of men and nature, which is independent of all social 

forms. There were two further aspects of labour in that form-particular labour and the 

sum total of the individual labour of all members of society which produced the sum 

total of use-value with society required. In the second aspect, labour required a social 

significance. He further clarified that a commodity might have use-value without 

having any exchange at all, e.g., gifts of nature. But exchange-value presupposes a 

use value. The qualities which gave a commodity use-value were, in the capitalist 

carriers of exchange value.  
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10.6 WAGE STRUCTURE 

10.6.1  Concept of wage structure: 

Wage structure is generally the levels or hierarchy of jobs and pay ranges. It is the 

inter-relationship of the levels of wage for different types of employees. It reflects 

the way the total wage of a worker or group of workers is composed; for example, 

including such elements as a basic rate, a piecework bonus and other  forms of 

bonus, overtime etc. It may also denote the established system of pay differentials 

between groups of workers by occupation or the pattern of differentials on the basis 

of grade or status (http://definitions.uslegal.com/w/wage-structure). Dunlop (1957) 

has defined wage structure as ‘the complex rates within firms differentiated by 

occupation and employees and the complex of inter-firm rate structures’.  

10.6.2 Designing wage structure: 

The major decisions in setting externally competitive pay and designing the 

corresponding pay structures include (Milkovich & Newman, 2005): 

a) Specifying the employer’s competitive wage policy 

To implement a wage policy, information of the external market is essential. 

Surveys provide the data for translating that policy into wage levels, wage 

mix and structures. 

b) Other survey related issues. 

Defining the purpose of survey is an important component in the process. A 

survey is the systematic process of collecting and making judgements about 

the compensation paid by other employees. A survey is conducted for the 

following reasons: 

i) Organizations make adjustments to employees’ pay on the overall 

moment of pay rates caused by the competition for people in the market. 

ii) To set the mix of pay forms relative to that paid by competitors. 

iii) To establish or price its pay structure- many employers use market 

surveys to validate their own job evaluation results. Some may even 

establish a separate structure for different types of work.  

iv) To analyse wage- related problems. 

v) To estimate the labour costs of product/services market competitors-to 

select relevant market competitors based on the same occupations or 

skills, employees within the same geographic area, the same products 

and services. 

c) Selecting jobs for the inclusion in the survey: 

The major two approaches to selecting jobs for inclusion are: 

i) Benchmark-job approach: Since the purpose of the survey is to price the 

entire structure, benchmark jobs can be selected to include the entire job 

structure-all key functions and all levels, just as in job evaluation. 

Benchmark jobs are chosen from as many levels in each of these structures 
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as can be matched with the descriptions of the benchmark jobs that are 

included in the survey (Milkovich & Newman, 2005). 

ii) Low-High Approach: If an organization is using skill-competency based 

structures or generic job descriptions, it may not have benchmark jobs to 

match with jobs at competitors that use a traditional job-based approach. 

Market data must be converted to fit the skill or competency structure. The 

simplest approach is to identify the lowest and highest paid benchmark jobs 

for the relevant skills in the relevant market and to use the wages for those 

jobs as anchors for the skill based structures (Milkovich and Newman, 

2005). 

d) Designing the survey: 

The basic types of data typically are requested: (1) information about the nature 

of the each incumbent in the jobs under study. The information reflects the 

similarities and differences among survey users. All the basic types of wage 

forms are required to assess the total wage package and competitors’ practices. 

e) Interpreting survey results: 

After the survey data are collected, the next step is to analyse the results and 

use statistics to construct a market line. A common first step is to check 

accuracy of the job matches, and then check for anomalies (i.e., an employer 

whose data are substantially out of line from data of others), age of data, and 

the nature of the organizations (Milkovich and Newman, 2005). 

f) Constructing a wage policy line that reflects external wage policy: As a part of 

reconstruction, this step involves designing the wage policy taking the external 

pay policy into consideration, based on the pay survey results. 

g) Balancing competitiveness with internal alignment: 

This step includes use of ranges, flat rates, and/or bands. They are described 

below in more detail. Grades and ranges offer flexibility to deal with 

pressures from external markets and differences among organization. These 

include (Milkovich and Newman, 2005): 

1) Differences in quality (skills, abilities and experience) among individuals 

applying for work (e.g., a software company may have stricter hiring 

requirements for engineers than does other identical competitors, even though 

job descriptions appear identical). 

2) Differences in the productivity or value of these quality variations (e.g., the 

value of the results from a software engineer at one firm probably differs from 

that of a software engineer at another). 

3) Differences in the mix of wage forms competitors use (e.g., MNCs may use 

more stock options and lower base compared than the local firms in a 

country). 

In addition to offering flexibility to deal with these external differences, an 

organization may use differences in rates paid to employees on the same job. A pay 



 
MS 307 Compensation Management                                                   Uttarakhand Open University    

  

Unit 10 Basics of Salary and Wage Administration                                      Page 256 of 619 
  
 

range exists whenever two or more rates are paid to employees in the same job. 

Hence, ranges provide managers the opportunity to recognize individual performance 

differences with pay, to meet employees’ expectations by giving a message that their 

pay will increase over time (even while holding the same job) and to encourage 

employees to remain with the organization for longer periods of mine.  

10.6.3 Components of wage structure in India 

The wage structure in India consists of various components, such as, basic wage, 

Dearness Allowance (DA), annual statutory bonus and a host of fringe benefits and 

incentives (Sharma, 2004). The components described below relate to that of 

workers’ compensation and supervisors’ compensation.  

Basic wage: The term basic wage is the price of labour which employer must pay to 

all workmen belonging to all categories. A tripartite committee viz. ‘ The committee 

on fair wage’ was set up in 1948 to provide guidelines for wage structures in the 

country. According to this committee, the floor of the basic pay is the minimum 

wage. The basic wage has been the most stable and fixed as compared to dearness 

allowance and annual bonuses, which usually change with movements in the  cost of 

living indices and performance of the industry.  

Dearness allowance (DA): It is an additional payment made by the employer to 

compensate them to a certain extent for the rise in the cost of living. In the context of 

a changing pattern of prices and consumption, real wage of the workmen are likely to 

fluctuate greatly. Ultimately, it is the goods and services that a worker buys with the 

help of wages that are an important consideration for him. Thus, it serves as a device 

to protect, to a greater or lesser extent, the real income of wage-earners and salaried 

employees from the effects of a rise in prices. The different aspects of Dearness 

Allowance have been examined by several high powered committees and 

commissions appointed by the central and state governments during the last fifty 

years. Some of the better known initiatives are reflected in the reports of the Gregory 

Committee (1944), the Committee of the Fair Wages (1948), the First Pay 

Commission (1946-47), the Gadgil Committee (1952), the Gajendragadkar 

Commission (1967), the Third Pay Commission (1970-73), Rath Committee (1977), 

the Study Group on wages, Income and Prices (Bhoothalingam Committee, 1978) 

and the subsequent pay commissions. Based on the recommendations forwarded by 

various committees, the system of paying DA in India is as follows: 

1) Flat rate: Under this method, a fixed amount say Rs. 200 per month, is paid to all 

categories of workers, irrespective of their wage scales. The Gregory Committee 

(1944), which advocated this system amount, i.e., it should be a fixed amount 

dearness allowance should be an absolute amount, i.e., it should be a fixed amount in 

terms of rupees (a flat rate), rejected the idea of an automatic increase with every 

small change in the index (cost of living). The main advantage of this system is that 

it is simple and it gives greater relief to the lower paid workers. 
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2) Graduated Scale: It is a method of paying dearness allowance on a graduated 

scale according to slabs. Under this, workers are divided into groups according to 

different wage slabs. They are paid fixed amounts of dearness allowance on a 

graduated scale. After a limit, there will not be any increase in the amount of 

dearness allowance at all, however high the wage rate may be. This method of 

paying dearness allowance is popular because it is convenient and it is also 

considered to be equitable. 

Cost of living and consumer Price Index Number (CPIN): The consumer price 

index number is a system of linking dearness automatically increases and decreases 

with a rise or fall in the value of money. The consumer price index number is 

intended to indicate over a period of time, the average percentage change in the 

prices paid by the consumers belonging to the population group proposed to be 

covered by the index is calculated month after month with reference to a fixed period 

known as base period. The index during the base period is taken to be 100 so that 

indices for later periods are automatically expressed as percentages of the index of 

the base period. The dearness allowance is calculated on the number of points by 

which the consumer price index has been risen above the base index.  

Overtime payment: Working overtime in industry is possibly as old as the industrial 

revolution. In the early day, however, due to the then existing social order, perhaps 

the concept of overtime did not exist as there was no clear legislation to restrict 

excessive working by the employees beyond certain limited hours. While the need 

for such legislation was welcome in situations where labour was exploited, another 

situation started shaping up in which employees started willfully organizing work in 

such a fashion wherein the managements are compelled to give overtime as a means 

of achieving production. During the post-war period, overtime has become quite a 

regular feature in many industries. The employer began to supplement production 

and the employee his wage with overtime working.  

The occupational wage survey (1986-87) revealed that out of the five textile 

industries covered by the survey, overtime was reported in 39 out of 44 occupations 

in cotton mills, 41 out of 44 occupations in jute textiles, 25 out of 48 occupations in 

synthetic textiles, 28 out of 38 occupations in woolen textiles and in only 2 

occupations out of 33 occupations in silk textiles. About 5 percent of workers were 

reported to be working on overtime in the textile sector. As a whole, workers on 

overtime accounted for 3.80 percent of the total workforce in cotton textiles, 13.47 

percent in jute textiles, 1.22 percent in synthetic textiles 4.29 in woolen textiles and 

0.13 percent in silk textiles.  

The payment of overtime allowance to the factory and workshop employees is 

guaranteed by law. All employees who are deemed to be workers under the Factories 

Act or under the Minimum Wages Act are entitled to overtime allowance at twice the 

ordinary rate of their wages for the work done in excess of 9 hours on any day or for 

more than 48 hours in any week. The ordinary rate of wages have been defined as the 

basic wage plus such allowances, as the cash equivalent of the advantage accruing 
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through the concession sale to workers of food grains and other articles as the worker 

is for the time being entitled to, but not including a bonus. Compensatory and house 

rent allowance as well as the dearness allowance are to be taken into account in 

computing compensation for overtime work. 

Annual bonus: The Encyclopedia Britannica has defined bonus as an award in cash 

or its equivalent by an employer to an employee, for accomplishment being 

considered desirable and perhaps implied, though not required by the contract of 

employment. It is usually intended as a stimulus, but may also express a desire on the 

part of the employer to share with the employees the fruits of their job enterprises. 

General allowances: The employers pay various sorts of allowance to their 

workmen depending upon the nature of their duties and other incidents of the 

employment. Various allowances are also given to the employees under different 

settlements. These are special allowance, house rent allowance, leave travel 

assistance, outstation allowance, travelling allowance, washing allowance, 

conveyance allowance, lunch allowance, allowance for working on weekly offs, paid 

holidays, acting allowance, cash handling allowance, shift allowance, self 

development allowance, transport allowance, underground allowance, education 

allowance, so on. Such allowances are innumerable. It is therefore, not possible to 

deal with term exhaustively.  

Fringe benefits: In addition to wages, employees also receive certain supplementary 

benefits and services known as fringe benefits. There is no generally accepted 

definition of fringe benefits. Fringe benefits seem primarily to be payments, current 

or deferred, which while arising out of employment performance, are not made 

directly because of it. They are made because of the occurrence of some other event 

in conjunction with employment e.g., retirement, sickness and death. Or they are 

forms of reward to employees not in a direct cash form, arising from or because of 

employment. Thus, subsidized housing is seen as fringe benefit. Fringe benefit may 

be characterized as those which are essentially costs to the employer in terms of 

money, which either add to the employees pay or are some services to them; which 

are available to all or most of the employees and their cost rises or falls as the size of 

the work force changes.  

 

 

 

10.7  WAGE PAYMENT 

10.7.1 Wage payment system: 

Wage Payment Systems are considered as different methods adopted by the 

organizations to remunerate the workforce. Different systems are adopted to pay 

wage and incentives, which are as follows: 
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a) Time rate systems:  

Under this system, the worker is paid on timely basis such as monthly basis, weekly 

basis, daily basis or hourly basis. Under time rate system, different wage plans are 

adopted, for example high wage plan, measured day work, differential wage rate. 

High wage plan is the method, by which a worker is paid at a wage rate, which is 

substantially higher than the rate prevailing in the area or in the industry. In return, 

the worker is expected to maintain a very high level of performance, both 

quantitatively and qualitatively. Under measured day work, the worker is paid on 

measured basis. For example, a worker paid under hourly rate have two components: 

fixed and variable. The fixed element  or component is decided on the basis of the 

nature of the job i.e. the rate for this part is fixed on the basis of job requirements, 

whereas,  the variable portion varies for each worker depends upon his merit rating 

and the cost-of-living index. Another type of method under time rate system is 

differential time rate. According to this method, different hourly wage rates are 

decided for different levels of efficiency.  

b) Payment on result: 

Under this method, two main techniques are adopted such as piece work, 

combination of time and piece work. Under piece rate system, workers are paid 

based on results they produce. Piece rate system is used through different methods 

such as straight piece work system, differential piece work system (such as Taylor 

differential piece work system and Merrick differential piece work system). Straight 

piece work system is the method, where the wage of the workers depend on  his 

output and rate of each unit of output, which is in fact independent of the time taken 

by him.Under differential piece work system, higher works are rewarded with higher 

wage rates. 

c) Combination of time and piece work: 

There are also different techniques followed in wage payment, those combines time 

and piece rate system of wages. Two such major techniques are Gantt task and 

bonus system and Emerson’s efficiency system. Gantt task and bonus systems is the 

method, which consists of paying a worker on time basis if he does not attain the 

standard and on piece basis (high rate) if he does.Emerson’s efficiency system, on 

the other hand, is the system, where minimum time wages are guaranteed, but 

beyond a certain efficiency level, bonus in addition to minimum day wages is given. 

 

10.8  WAGE AND SALARY ADMINISTRATION 

10.8.1 Background:  

The history of wage determination in India is of a phenomenon, found in practice 

since post second world war era. No effective machinery of wage determination has 

been found until the Second World War. It has been found that various tribunals 



 
MS 307 Compensation Management                                                   Uttarakhand Open University    

  

Unit 10 Basics of Salary and Wage Administration                                      Page 260 of 619 
  
 

were appointed under the Industrial Disputes Act, 1947, and those have passed 

awards those regulated wages in a number of important industries. Immediately after 

the attainment of Independence, Indian industrial relations scenariostarted 

deteriorating -rapidly.Many incidents can be found in  1950s, where a large number 

of  industrial disputes, mostly over wages, have causedsubstation of production. In 

such fast deteriorating situations,  the Central Government convened in 1947 a 

tripartite conference consisting of the representatives of the employers, labour and 

government. The spirit of truce was incorporated by the Government of India in its 

declaration of Industrial Policy Resolution of 1948. In the statement embodied in the 

Resolution, the Government included two items, which have bearing on wages, 

namely, (institutor fixation of minimum wages in sweated industries; and promotion 

of fair wages agreement in more organised industries. To achieve the first objective, 

the Minimum Wages Act, 1948 was passed to lay down certain norms and 

procedures for the determination and fixation of wages by the Central and State 

Governments in sweated scheduled employments. To fulfill the second objective, -

the Government of India appointed in 1949 a tripartite Committee on fair wages to 

determine the principles on which fair wages should be fixed and to suggest lines on 

which these principles should be applied. Wage and salary incomes in India are 

determined through several institutions. These are collective bargaining, industrial 

wage boards, government-appointed pay commissions, and adjudication by courts 

and tribunals.  

Collective bargaining:  

Collective bargaining is the formal process under which wages and conditions -of 

employment generally are decided by mutual agreements negotiated between the 

parties. Collective bargaining practices vary in accordance with different factors such 

as the historical growth of unions within an industry and economic characteristics of 

the Industry. Bargaining may also take place at the enterprise level or the  plant level. 

It may be conducted through a union {or a group of unions ( or a group of unions ) 

and an association representing some of all of the employers in an industry in an 

area, a region, or a nation. Under collective bargaining representatives of the 

workers’ achieve a voice in establishment of wages and other conditions of 

employment. It has been historically found that wages and related questions have 

usually remained the central issues of collective bargaining. The agreements actually 

arrived at reflect the play of many forces. Unionism is one such factor. Variation in 

regional and local labour conditions, methods of wage payment establishment size, 

technical efficiency of firms general business conditions, capacity to pay, company 

wage policies, union wage policy and union power, help to determine the structure 

and level of money wages. General level of wage rates and  structure-.of wage rates, 

specially the differences among occupations on bonus, incentives and fringe benefits; 

and administration of wages have remained the key concerns of the trade unions in 

the process of collective bargaining. Recent time, single plant or company bargaining 

has been found to be more common than industry-wide bargaining in India. A review 
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of collective agreements undertake by the employers’ Federation of India shows that 

the collective bargaining system has been adopted in almost all industries. These 

agreements cover such subjects expectation of mutual rights an cress possibilities by 

the management and workers, systems of wage payment, dearness allowance, bonus, 

incentive wages, and fringe benefits. The EFI study has also revealed that industry 

level agreements were concluded in jute, textiles, engineering and tea plantations in 

West Bengal, cotton textile in Mumbai , Gujrat and Tamil Nadu, and plantation in 

Tamil Nadu, and Karnataka states. It has also been found that the Bureau of Public 

Enterprise has increasingly exerted unifying influence on collective bargaining in 

public sector undertakings. The National Commission on Labourin a recent 

report(2016) has commented that despite the inhibiting influence of state intervention 

in the regulation of wages and the conditions of employment, adoption of collective 

bargaining has emerged as more popular option to settle industrial disputes by 

gradual replacement of adjudication practice.  However, coercive bargaining is also 

replacing  collective bargaining in many cases, that has caused  wide distortion in the 

wage structure and ad holism in wage fixation, ignoring all the well-recognised 

principles of wage fixation. In this connection, it is quite pertinent to refer to the 

broad guidelines issued by the Bureau of Public Enterprise to the public sector 

undertakings. These units have been asked to keep the following points in view 

which negotiating future wage agreements (a)wage grants should not  exceed ten per 

cent of the existing level: (b)dearness allowance neutralization should be at the rate 

of one rupee per point (c) there should not be any retrospective operation of wage 

agreements; and (d)the agreements should be for a period of  three  years. The parties 

concerned in collective bargaining need detailed statistics of wage rates, earnings, 

bonuses and other supplementary benefits, compensation of employees, labour cost, 

the snare of wages in the value added by economic activityvis-a-vis profits. Factual, 

impartial and authentic statistical data reduce the areas of uncertainty and enable 

meaningful discussion between the  different parties, thereby facilitating the 

collective bargaining process. Conversely, the lack of relevant and reliable statistics 

has often proved a serious handicap to efforts for the settlement of industrial 

disputes. 

Productivity bargaining: 

The concept of productivity bargaining has gained considerable momentum in 

addition to conventional wage bargaining in recent times. Emphasis is given 

primarily to output-per man-hour rather than to productivity in wage negotiation, 

whereas in productivity bargaining productivity agreement is signed between 

employer and employees/ representatives of the employees. Under this type of 

bargaining, employers attempt to secure greater efficiency and economy  in  the 

utilization of physical and human resources, whereas the employees representatives 

attempt to secure hike in salary and wage structure. In other words, any demand for 

hike in wages or positive changes in wage structures are linked to the enhancement 

of productivity.  The features of productivity bargaining can be identified as follows. 
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Productivity bargaining.  The concept of exchange and self-interest which is 

beneficial to both parties, has remained the core of productivity bargaining. 

Productivity bargaining lays down specific and direct contribution of labour towards 

improving productivity. Productivity bargaining differs from conventional collective 

bargaining agreement as it is based on cost benefit analysis. Finally,a“package deal” 

between the workers and management is achieved, wherein a number of changes in 

the work practices are made in exchange for a variety of rewards. 

Wage boards: 

The term ‘wage board’ can be defined as  a voluntary negotiating body set up by 

discussions between organised employers and workers to regulate wages, working 

hours and related conditions of employment by collective bargaining. Moreover, it is 

considered as a body set up by law or with legal authority to establish minimum 

wages and other standards of employment. Such standards are usually found to be 

legally enforceable in the particular trade or  industry to which the board’s decision 

relate. The concept of wage board was first enunciated in India by the fair wages 

committee under the recommendation of the first five year plan. Other 

recommendations and encouragements on this issue came in  the second five year 

plan,  and the fifteenth session of Indian labour conference. Both of them have 

reiterated that wage boards should be the appropriate machinery for the fixation of 

wage rates. Since their inception in 1957, wage boards were appointed for the all 

major labour intensive  industries/employments of India such as cotton textiles, 

sugar, cement, jute, tea plantations, rubber plantations, coffee plantations, iron and 

steel,  iron ore mines,  coal mines, limestone and dolomite mines, working 

journalists, non-journalists, cotton textile (second), cement (second), ports and docks, 

engineering, heavy chemicals and fertilizers, sugar (second), leather and leather 

goods, electricity undertakings, road transport, and  working journalists (second). A 

wage board is tripartite character. It consists of an equal number of representatives of 

employers and workers with an independent chairman. In addition, an economist and 

a consumer’s representative, both independent, are nominated to the board. The total 

number of members on a wage board including the chairman has varied form seven 

to nine. As per the guidelines the representatives of employers and workers on the 

board are appointed by the government after consulting the concerned organisations 

in the industry. The government nominates the chairman and the independent 

members. In evolving a wage structure, a wage board according to its terms of 

reference is required to take into account in addition to the considerations relating to 

fair wage. (i) the needs of the industry in a developing  economy’s differentials in 

such a manner as to provide incentives to workers for advancing their skill. Majority 

of the wage boards examined the question of need based minimum wage and 

concluded that it was not feasible to implement the norms approved at the 15th 

session of ILC because of one or more of the following reasons; (a) it would be 

beyond the capacity and the industry in the to pay (b) it would unduly affect the 

relativity of wages among industries in the same region. (c) it would result in 
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excessive and abrupt increase in wages and (d) it would be extravagant at the cost of 

the consumer on whom the burden of increased wages and salaries would fall. A 

major criticism of wage board is its delay in submission of its report to the 

government and in implementing the board’s recommendations. The most serious 

consequence of  these long delays is reflected in worker dissatisfaction and agitation 

by labourunions. In some cases they have interpreted their terms of reference 

narrowly and recommended wage and dearness allowance increases with considering 

their possible effects on the economy of the country. Moreover there are also 

problems associated with the implementation of their recommendations, as they are 

non-statutory. The government can apply simply moral pressure and persuasion on 

the employers to ensure compliance. Another frequently encountered problem is the 

reluctance of some employers to implement even ‘unanimous’ recommendations of 

the boards. This had led to considerableindustrial unrest. An illustration of which is 

the strike in 1969 by the coal-miners. Unanimous recommendations of the wage 

board for coal mining had been accepted by the government but some employers 

refused to implement them on the grounds of inability to pay; this refusal precipitated 

the strike. To avoid repetition of such unwanted situation, National Commission of 

Labour has put forward some recommendations for continuation of wage board 

practices and their modalities of  operations in India. These have been found to be all 

encompassing in true sense. The first and most important recommendation made by 

National Commission of Labour was that any recommendation by the wage boards 

should normally be required to submit within one year of their appointment. The 

second major recommendation was that any the recommendations of a wage board 

should remain in force for a period of five years. Another key recommendation was 

making any unanimous recommendations of the wage boards statutorily binding. The 

fourth and last major recommendations, made was preparation of manual for the 

operation of the wage boards. In-spite of few drawbacks, tripartite wage boards have 

been found to be quite successful in settling wage related disputes in India.  

Pay Commissions: 

In 1946, the first pay commission was appointed by the government of India. The 

chairman of the first pay commission was justiceVardachariar. He was appointed  to 

enquire into the conditions of service of central government employees in India. The 

vardachariar commission in its report observed that in no case should a man’s pay be 

less than a living wage. The government had urged the commission to bear in mind 

the inflationary impact of wage revision for such a large body of employees and its 

effect on the others outside its purview. However, on three grounds, the commissions 

dismissed the special pleadings of the government. These are (a) inflation does not 

automatically follow wage revision; (b)an authority entrusted with the work of 

deciding wages according to the workers needs, the commission could not and 

should not entertain this unproved contention and (c) and it was the responsibility of 

the government to control the inflationary consequences of wage revision by 

appropriate policies of price control and increased production. The second pay 
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commission was appointed in August 1957 and it submitted its report in 1959 after 

examining the norms for fixing a need based minimum wage set by the 15th session 

of the lndian labour conference. The pay commissions worked out its own daily diet 

schedule yielding a calorie content of a little over 2,600 contrasted with Dr. 

Aykroyd’s estimate of 2,700 calories. The money value of the minimum wage 

worked out on the basis of this diet came toRs. 80, corresponding to the all India 

working class consumer price index number 115 (1949 = 100). Workers’ 

organisations rejected this estimate as too conservative and unrealistic and demanded 

Rs. 110 to 135 depending on the region/area in question. In view of the continuous 

demands made by the central government employees, the government of India 

appointed the third pay commission in 1970 which submitted its report in April 1973. 

The commission gave an interim relief ranging from Rs. 15 to Rs. 45 per month. The 

commission expressed its support for a system in which pay adjustments will occur 

automatically upon an upward movement in the consumer price index. The minimum 

remuneration for a class IV employee on entry, as recommended by the commission, 

was Rs. 185 per month. The employees covered by the report were not satisfied. 

There was widespread/discontent and an agitation was launched to get the pay scales 

revised upwards. In a bid to assuage the feelings of its employees, the union 

government raised the minimum from Rs. 185 to Rs. 196 but, this did not satisfy the 

emplo7yees and the discontent continued. After a lapse of 13 years, the government 

appointed the fourth central pay commission under the chairmanship of Justice P.N. 

SHINGLA ON JULY 26, 1983 to examine the structure of emoluments of all central 

government employees, including those of the union territories, officers belonging to 

all India service and armed forces personnel. The commission submitted its report on 

June 30, 1986. it recommended drastic changes in the pay scales of over 5,20,000 

government employees at a cost of Rs. 1,925 crore to the exchequer. The demand of 

the employees of departmental undertakings like the railways, posts and telegraphs, 

and defense production for wage parity with public sector undertakes was rejected. 

Some of its major recommendations are (1)it recommended the reduction of the 

number of pay scales from 153 to 36, a reduction of about 76 percent. (2)it suggested 

a pay scale ranging form a minimum of Rs. 750940 per-month  at the lowest level to 

Rs. 8,000 per month (fixed) at the secretarial level. The only exception was a basic 

salary of Rs. 9,000 per month for the cabinet secretary, the chairman of the atomic 

energy commission and the three service chiefs. (3)it proposed to raise the house rent 

allowance from the existing 15 and 10 percent to a flat rate ranging from Rs. 150 to 

Rs. 1,000 per month for ‘A’ ‘B’ ‘I’ and B-2 class cities and at lower rates for 

unclassified cities. (4)it proposed to improve the scheme of special compensatory 

allowance for employees serving in “ difficult, remote and bad climate areas” (5)it 

recommended an increase of leave accumulation from 180 days at present to 240 

days and its encashment at the time of retirement. (6)it advocated for improved work 

culture among the employees and extension of working hours, particularly for office 

staff and in the process disfavored the present scheme of overtime allowance.In 

September 1986 the government announced its acceptance of the recommendations 



 
MS 307 Compensation Management                                                   Uttarakhand Open University    

  

Unit 10 Basics of Salary and Wage Administration                                      Page 265 of 619 
  
 

with marginal improvements a minimum rise of Rs. 75 in the basic pay was extended 

to over 2,70,000 employees. The government also accepted the pay panel’s dearness 

allowance formula. The restructured pay scales were brought into effect from 

October, 1986. Some of the major recommendations of the fifth pay commission are 

(a)raising retirement age to 60 years. (b)Like in house rent allowance to 30 per cent 

of the maximum of the pay scale in A-1 cities and from 5 to 15 percent of the 

maximum in other cities; (c) a minimum salary of Rs. 2,440 and maximum salary of 

Rs. 26,000 per month; (d)abolition of overtime allowance (e)a drastic cut in gazetted 

holidays to three days a year ( from the present 17) along with a six  - day working 

week; (f)enhancement of maximum age of recruitment of women to 35 years; (g)a 

15-day paternity leave and transport allowance for all employees; (h)an eligibility 

ceiling of Rs. 4,500 on payment of bonus and replacement of ad hoc bonus with that 

of a productivity – linked bonus scheme. There is raging controversy over the pay 

panel recommendations and hence the central government decided to keep the 

implementation of the report in abeyance. Since, then three more pay commissions 

have been appointed and recently 7th Pay Commission recommendations have been 

accepted by Government of India. 

Adjudication:  

Since independence, adjudication has been one of the main instruments for 

settlement  of wage disputes, improvement in wage scales and standardization of 

wages and allowances. Though courts and tribunals were primarily intended to deal 

with the settlement of industrial disputes, in practice, wage fixation has become an 

important element in their work and functioning. This is because of a large number 

of disputes concerning wages and allowances. The Industrial Disputes Act of 1947, 

which replaced the Trade Disputes Act of 1929, enables the government to intervene 

in matters involving disputes between workers and employers. It also provides for 

compulsory adjudication in the case of failure of conciliation proceedings. Numerous 

wage disputes in many industries have been referred for adjudication to labour courts 

and tribunals during the past three decades. In this exercise they have been guided by 

the report of the Fair Wages Committee. The High Courts and the Supreme Court 

have also adjudicated upon such would be fair. However, there are very often 

practical difficulties in applying this principle, particularly as between different 

industries. It is a fact that some industries are able to pay higher rates than others, 

and the employees in these more profitable sector rather naturally feel that they are 

entitled to a share in their industry’s prosperity. Though it is difficult to attain in 

practice the concept of equal pay for equal work, all concerned – trade unions, 

employers and governments – should extend their full support to it as it is a sound 

principle. In sum, the well-settled legal, position on wage fixation is : (i) that the 

wage structure has to be fixed on an industry-cumregion basis having due regard to 

the financial capacity of the unit under consideration; (ii) that it is ordinarily 

desirable to have as much uniformity as possible in the wage levels of different 

concerns of the same industry working in the same region though it may not always 
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be possible to attain this object because of the different financial capacities of 

different concerns; (iii) that the wages prevailing in an establishment must be 

comparable with those given to workmen of similar grade and scale by similar 

establishments in other industries in the region; (iv)that employees getting the same 

wages should get the same dearness allowance, irrespective of whether they are 

working as clerks or members of subordinate staff or factory workmen; (v)that the 

additional financial burden which a revision of wage-structure or dearness allowance 

would impose upon an employer, and his ability to bear such burden, are very 

material and relevant factors to be taken into account. disputes. The awards given by 

these authorities not only helped in the formulation of a body of principles governing 

wage fixation but laid the foundation for the present wage structure in many of the 

major industries. In fixing wages, one of the important principles to be borne in mind 

is the concept of equal pay for work of equal value. It is based on the common justice 

that no discrimination should be made in this respect on the ground of nationality, 

race or sex. If this could be applied to all grades of workers, skilled, semiskilled and 

unskilled, and to men and women, relative wages. 

The wage administration policy should ensure prevention of exploitation of .labour 

through the payment of unduly low wages, particularly in those employments where 

sweated conditions exist and where the workers are vulnerable because of lack of 

organisation. It  is a step in the direction of realising the objectives -of wage policy in 

developing country like India, namely, the abolition of malpractices and abuses in 

wage payment, and the fixing of minimum wages for workers whose bargaining 

position is. Weak because they are unorganized- or insufficiently organised. In a 

developing economy, with severe unemployment and under-employment, wages 

cannot be left to be determined entirely by the market forces, and the government has 

a positive role to   play in ameliorating the conditions of the low-paid workers. 

 

 

 

●      Check Your Progress-A 

 

MCQs 

1. What is a common drawback of offering excessive fringe benefits? 

a) Increased employee turnover 

b) Reduced employee satisfaction 

c) Higher organizational costs 

d) Decreased workplace morale 
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2.  Which of the following is NOT an example of a fringe benefit? 

a) Retirement plans 

b) Bonuses tied to performance 

c) Health insurance 

d) Paid sick leave 

3. Incentives are primarily designed to: 

a) Ensure job security 

b) Motivate employees to achieve higher performance 

c) Provide retirement benefits 

d) Maintain workplace discipline 

4. Fringe benefits are important for: 

a) Attracting and retaining employees 

b) Eliminating wage disparities 

c) Managing employee grievances 

d) Providing direct cash payments 

 

10.9 SUMMARY 

Wage theories can be classified into macro theories and micro theories. Some of the 

major macro theories are social wage theories, the wage control theories, the 

justification theories. Whereas, the micro theories are marginal productivity theory, 

the productive efficiency theory, bargaining theory, human capital theory and labour 

theory of value. Wage structure is generally the levels or hierarchy of jobs and pay 

ranges. It is the inter-relationship of the levels of wage for different types of 

employees. It reflects the way the total wage of a worker or group of workers is 

composed; for example, including such elements as a basic rate, a piecework bonus 

and other  forms of bonus, overtime etc. According to Milcovich, the major decisions 

in setting externally competitive pay and designing the corresponding pay structures 

include specifying the employer’s competitive wage policy, other survey related 

issues, selecting jobs for the inclusion in the survey, designing the survey, 

interpreting survey results, constructing a wage policy line that reflects external wage 

policy, balancing competitiveness with internal alignment etc. In India, wage 

structure comprises of basic wage, Dearness Allowance (DA), annual statutory bonus 

and a host of fringe benefits and incentives. Executive compensation structure is 

however different from traditional wage structure. Henderson (2003) has identified  

the major components of executive compensation as base salaries, annual bonus 

plans, short-term bonuses, equity and equity related components, severance 

packages, special package of benefits and perquisites. Salary and wages 
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administration is another important area, which is widely covered by the researchers. 

Wage and salary incomes in India are determined through several institutions. These 

are collective bargaining, industrial wage boards, government-appointed pay 

commissions, and adjudication by courts and tribunals 

 

10.10 GLOSSARY 

Wages: Payments made to employees for their labor, typically based on 

the time worked or the amount of work completed. Wages can be classified into 

various forms such as nominal, real, time, or piece wages. 

Marginal Productivity Theory of Wages: This theory suggests that wages are 

determined by the additional output produced by one more unit of labor, i.e., the 

marginal product of labor. 

Human Capital Theory: The theory that wages are determined by an individual’s 

education, skills, training, and experience, with higher wages correlating with greater 

human capital. 

Nominal Wages: The amount of money paid to a worker in monetary terms without 

considering inflation or the cost of living. 

Real Wages: The purchasing power of nominal wages, i.e., how much goods and 

services a worker can buy with their nominal wage, adjusted for inflation. 

Minimum Wages: The legally mandated minimum level of wages that an employer 

must pay workers to ensure they can cover basic living costs. 

Time Rate System: A wage payment system in which workers are paid based on the 

time they spend working (hourly, daily, or monthly), irrespective of the quantity of 

work produced. 

Piece Rate System: A wage payment system where workers are paid based on the 

number of units they produce, regardless of the time taken. 

10.11 ANSWERS TO CHECK YOUR PROGRESS 

Check Your Progress – A 

  

MCQs 

1. C     2. B     3. B      4. A                        
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10.14 TERMINAL QUESTIONS 

Briefly explain the social wage theories. 

2) Briefly explain the wage control theories. 

3) What do you mean by justification theories? Explain the major theories under 

this category. 

4) What is the difference between marginal productivity theory and productive 

efficiency theory and human capital theory? 

5) Explain bargaining Theory and Labour Theory of value. 

6) Define survey. Elaborate the reasons for conducting a pay survey. 

7) Explain how the organizations balance competitiveness with internal 

alignment. 

8) Explain the basic components of pay structure in India. 

9) Write short notes on benchmark approach, low high approach, dearness 

allowance. 

10) Explain the principle of principal-agent theory. How do you relate this 

theory with executive compensation? 

11) What are the components of executive compensations? Explain each of 

them.  

12) Write short notes on severance pay. 

13) What are the popular methods of wage fixation in India? Explain in brief. 

14) Write short notes on wage boards, pay commissions. 

15) Differentiate between time rate and piece rate system of wage payment. 

16) Explain in brief time rate system 

17) Explain in brief the wage rate system.  
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UNIT 11 THEORIES: WAGE AND SALARY 

ADMINISTRATION 

 

11.1   Introduction  

11.2   Objectives 

11.3     Meaning of Wages 

11.4 Theories of Wages 

11.5     Wage Structure 

11.5 Wage Fixation 

11.6 Wage Payment 

11.7     Wage and Salary Administration 

11.8     Summary 

11.9     Glossary 

11.10 Answer to check your progress 

11.11 References 

11.12 Suggested Readings 

11.13 Case Study 

11.14 Terminal Questions 

 

 

11.1 INTRODUCTION  

Wage and salary administration is a critical aspect of personnel management, 

representing a significant portion of total costs in many organizations. It encompasses 

the establishment and implementation of effective policies and practices related to 

employee compensation, covering various areas such as job evaluation, wage surveys, 

wage structure maintenance, incentive programs, and the control of compensation 

costs. The primary goal of wage and salary administration is to ensure an equitable 

wage structure while maintaining a fair labor cost structure. 

Wages and salaries serve as financial incentives that address employees' needs for 

motivation and rewards. As Mason Haire noted, "money is our main spring of 

motivation in the firm." While wages may act as an incentive for work, employees also 

value recognition and acceptance from peers. Thus, compensation is a vital component 

of employer-employee relations, with wage and salary disputes often being a primary 

source of conflict in organizations. A well-motivated and satisfied employee is an 

invaluable asset, as human capital is crucial for success in any sector. Therefore, 
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effective wage and salary administration plays a pivotal role in determining an 

employee's status within society. 

 

11.2 OBJECTIVES 

After studying this chapter, the learner will be able to understand: 

 The meaning, objective of wages 

 The significance of wage and salary administration in creating a fair compensation 

system. 

 Various theories of wages 

 About the wage structure, fixation and the payments  

 

11.3 MEANING OF WAGES 

Wages" refer to payments made to employees as compensation for their services to an 

organization. This term typically applies to remuneration for workers compensated by 

the day, week, fortnight, or month, and may include non-pecuniary benefits associated 

with money payments. Wages can also be viewed as the share of production costs 

attributable to labor. According to P. M. Stothank, "wages are that labor's 

remuneration which creates utility." Dale Yoder and Heneman describe wages as 

compensation for wage earners—those employees who operate their employers' tools 

and equipment to produce goods and services. 

 

11.3.1 Wages and Salaries distinguished: - 

While both wages and salaries refer to compensation for work performed, they differ 

in several key aspects: 

BASIS FOR 

COMPARISON 

SALARY WAGE 

Meaning  A fixed pay that an individual 

draws for the work done by 

him on an annual basis. 

A variable pay that an 

individual draws on the basis 

of hours spent in completing 

the certain amount of work. 

Skills Skilled personnel Semi-skilled or unskilled 

Type of cost Fixed Variable 

Rate of Payment Fixed rate Wage rate 

Payment Cycle Monthly Daily 

Basis of Payment Performance basis Hourly basis 
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Paid to Whom  Employees Labour 

Nature of Work Administrative-office work Manufacturing-process work 

KRA (Key resultant area) Yes No 

Extra pay for extra hours No Yes 

 

Though wages include salaries, there are nuanced distinctions. Generally, "wages" 

refer to hourly rates paid to blue-collar workers engaged in production and 

maintenance, while "salaries" denote the regular pay for clerical, administrative, and 

professional (white-collar) employees. Payment to labor directly involved in 

production is categorized as wages, reflecting a direct correlation to productivity. In 

contrast, salaries are often paid to those whose output is less measurable, such as 

managerial or supervisory personnel, usually on a monthly basis. 

 

11.3.2 Why wage determination? 

The wage levels represent the money an average worker makes in a geographic area 

on in his organisation. It is only an average, specific markets and individual wages can 

vary widely from the average. 

Wages determination is important from the organisation and the employee point of 

view that wages claim the largest share of total cost of production. Several other 

problems important for the organisation such as production capacity, efficiency of 

labour, sale price of the commodity, profits organisational relation depend upon this 

single factor. From employees’ point of view, it is the question of their bread though 

they do not live by bread alone. Motivation comes after a worker is satisfied with basic 

wages.  

The management should consider the problem of wages determination very carefully 

and peacefully by analysing the various factors scientifically and psychologically and 

with human approach, because 

 

11.4 THEORIS OF WAGES 

Economist have developed wage theories throughout history to explain how wages are 

set, why there are wage disparities, and what factors affect wage levels in the labour 

market. These theories concentrate on many facets of wage determination, ranging 

from the significance of supply and demand to productivity and the ability to 

negotiate. A thorough discussion of the main wage theories is provided below: 

11.4.1 Subsistence Theory of Wages 

The "Iron Law of Wages," or Subsistence Theory of Wages, was formulated by 

classical economists such Thomas Malthus and David Ricardo. This hypothesis states 
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that wages tend to stabilise at the subsistence level, which is the minimum necessary 

for workers to live long and procreate. The workforce's productivity must be 

maintained at this salary level. The hypothesis is predicated on the idea that when 

earnings grow above subsistence levels, more people will be able to sustain larger 

families, which will increase population. As a result, there would be more workers 

available, which would drive salaries down until they reached the subsistence level. 

On the other hand, if wages drop below the point at which people can support 

themselves, fewer people will be available to work, which would eventually raise 

wages again. This theory emphasises the connection between salaries, population, and 

labour supply, despite criticism that it is overly dogmatic and gloomy. 

11.4.2 Wage Fund Theory 

According to the Wage Fund Theory, which was created by economists such as Adam 

Smith and John Stuart Mill, businesses allocate a predetermined fund or pool of 

resources towards paying wages to their employees. This idea states that wages are 

based on the wage fund's size relative to the number of employees. Wages will be high 

if there is a large fund and a small labour force. Conversely, if the wage fund is small 

and the labor force is large, wages will be low. This theory highlights the importance 

of capital in setting wages because it contends that the quantity of capital that firms 

can use to pay employees sets a ceiling on salaries. The theory has drawn criticism, 

nevertheless, since it is unable to account for pay swings in dynamic economies where 

the wage fund is subject to variations in the economy. 

11.4.3 Residual Claimant Theory 

According to the American economist Francis A. Walker's Residual Claimant Theory, 

wages are decided by what's left over after capital, land, and entrepreneurialism have 

been allocated their fair share. According to this notion, labour is seen as the "residual 

claimant," which means that after paying for rent, interest, and profits, workers get any 

remaining compensation. This hypothesis highlights the idea that worker productivity 

and total manufacturing process efficiency have a direct impact on pay. The higher the 

residual that employees may claim as pay, the more productive they are. Nevertheless, 

the importance of institutional considerations, market dynamics, and bargaining power 

in determining wages is not taken into consideration by this approach. 

11.4.4 Marginal Productivity Theory of Wages 

A neoclassical economic theory called the Marginal Productivity Theory of Wages 

bases wages on labour productivity. This theory states that the increased output 

produced by hiring one more worker is known as the marginal product of labour, and 

it is this that determines wages. Up to the point where the expense of recruiting a new 

employee equals the value of the additional production that employee provides, 

employers are willing to pay wages. As a result, wages are determined by an 

employee's percentage of the company's overall output. According to this theory, 

wages in a competitive labour market represent the value of the marginal product and 

are used to remunerate workers. In contemporary economics, it is generally 
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acknowledged as the primary explanation for how wages are set in markets with 

competition. Critics counter that by ignoring elements like pay rigidity, bargaining 

strength, and institutional impacts like minimum wage legislation and trade unions, the 

theory oversimplifies real-world wage dynamics. 

11.4.5 Bargaining Theory of Wages 

Proposed by economists like John Davidson, the Bargaining Theory of salaries 

highlights how salaries are decided through negotiation between employers and 

employees (or their representatives). This idea holds that wages are the product of 

collective bargaining between employers and workers, who are frequently represented 

by trade unions, rather than being strictly determined by economic forces like supply 

and demand. The proportionate bargaining power of both sides determines the salary 

level. Strong and effectively run trade unions have the power to bargain for better pay 

and working conditions for its members. On the other hand, if employers hold more 

bargaining power, they can keep wages lower. This theory is more realistic in 

explaining wage variances between industries and regions because it takes into 

account the influence of institutional variables, social dynamics, and power relations 

in wage determination. But it also shows that other factors, like labour regulations and 

industrial action, can affect salaries in addition to productivity and market forces. 

11.4.6 Efficiency Wage Theory 

Employers may choose to pay salaries above the market-clearing level in order to 

boost morale among employees, decrease attrition, and boost productivity, according 

to the Efficiency Wage Theory. This theory suggests that paying workers more can 

help firms in a number of ways. First, employees who are paid well might put in more 

effort and be more driven to stay in their positions, which would increase output. 

Second, increasing wages can lower labour turnover, which spares the company the 

expense of recruiting and onboarding new employees. Third, paying more can draw in 

more qualified candidates, raising the workforce's average skill level. Finally, higher 

wages can improve employee loyalty and reduce absenteeism. According to this view, 

salaries can be deliberately utilised by employers to improve organisational efficiency 

in addition to being decided by market forces. Nonetheless, detractors contend that if 

businesses are unable to sustain these wage levels, paying efficiency rates may result 

in increased labour expenses and joblessness. 

11.4.7 Human Capital Theory 

According to the Human Capital Theory, a worker's pay is directly correlated with 

their level of education, experience, training, and abilities. This idea states that 

workers who possess greater levels of human capital—such as advanced education or 

specialised skills—are more productive and, as a result, are able to command higher 

salaries in the labour market. According to the argument, training and education are 

investments in human capital, much like capital goods are. Increased knowledge and 

skill sets make employees more valuable to companies, which raises pay. This widely 

acknowledged hypothesis explains why people with varying degrees of education and 
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experience get varied wages. It also implies that training and education expenditures 

can result in increased income in the future. Critics counter that this approach tends to 

overlook the influence of institutional and social issues, such prejudice, on wage 

determination. 

11.4.8 Institutional Theory of Wages 

According to the Institutional Theory of salaries, a variety of institutional variables, 

including labour unions, laws, corporate policies, and societal norms, have an impact 

on salaries in addition to market pressures. In line with this notion, government actions 

such as minimum wage laws can set a wage floor, while institutions such as trade 

unions can affect wage levels through collective bargaining. Furthermore, how salaries 

are allocated within a firm can be influenced by internal policies like seniority and pay 

grades. The institutional theory implies that wage determination is a complicated 

process shaped by legal, social, and organizational institutions rather than just the 

factors of supply and demand.It takes a more thorough approach to studying wage 

variations because it acknowledges the role that institutional rules and power 

dynamics play in determining wages. 

 

11.5 WAGE STRUCTURE 

India has a complicated wage structure that is influenced by a number of variables, 

including industry, area, education, gender, and social background. This is due to the 

country's vast workforce and diverse economy. India's wage structure has changed 

over the years as a result of colonial policies, post-independence economic planning, 

and the nation's slow liberalisation. Understanding India's wage structure is vital to 

solving issues like inequality, poverty, and unemployment. 

 

11.5.1 HISTORICAL PERSPECTIVE ON WAGE STRUCTURE 

India's wage system has its origins in the colonial period. A dual economy developed 

under British administration, with lower wages for farm labourers and greater wages 

in businesses supporting colonial interests like tea and jute. Following independence, 

socialist-inspired economic planning influenced India's wage policy, which prioritised 

controlled salaries and the development of jobs in the public sector. 

Wage controls were strict from the 1950s to the 1970s, especially in industries like 

public administration, mining, and manufacturing. Minimum wage laws were 

introduced to protect workers from exploitation. The bulk of India's labour is 

employed in the sizable informal sector, which has been largely left uncontrolled. 

 

11.5.2 KEY DETERMINANTS OF WAGES IN INDIA 
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1. Industry and Occupation: In India, wages differ significantly amongst industries. 

When compared to workers in manufacturing, agriculture, and other unorganised 

sectors, the pay of employees in the IT, financial, and service sectors are often far 

higher. Skilled and unskilled workers are paid differently as well; the latter are 

more susceptible to pay stagnation. 

2. Regional Differences: In India, there are notable differences in wage levels 

between states and regions. Because of their greater cost of living, better 

infrastructure, and concentrated industrial areas, metropolitan cities like Delhi, 

Mumbai, and Bangalore offer higher incomes. In contrast, because of a lack of 

industrialisation and economic growth, wages are lower in rural areas and states 

like West Bengal, Uttar Pradesh, and Bihar. 

3. Education and Skills: Earnings are heavily influenced by factors like education 

and skill levels. When it comes to pay, skilled workers with formal education often 

make a lot more than unskilled or semi-skilled labourers. Since skilled workers are 

in greater demand due to technological improvements, there has been a rise in this 

wage disparity. 

4. Gender and Social Background: In India, there is a notable gender wage 

disparity, with women generally receiving less for equivalent labour than males. 

Women from marginalised groups, such as Scheduled Castes (SCs) and Scheduled 

Tribes (STs), who frequently experience wage discrimination, have it even worse. 

These populations' earning potential is restricted by prevailing social standards, 

lack of access to education, and lack of training opportunities. 

5. Informal Sector: Over 80% of Indian workers are employed in the unregulated 

informal sector, where pay is frequently less than the minimum wage. Because of 

their precarious employment, unfavourable working conditions, and lack of social 

protection, workers in this industry continue to be economically unequal. 

 

11.5.3 TYPES OF WAGES 

1. Nominal Wages: The amount of money paid to an employee in monetary terms, 

without taking into consideration the impacts of inflation or cost of living, is 

referred to as nominal wages. It is the pay's face value, which could be $20 an hour 

or ₹50,000 a month. A worker's nominal wage is ₹25,000 per month, regardless of 

the amount that may be purchased with that money for products and services. 

Although nominal wages are crucial to comprehending salary agreements, they do 

not accurately represent the purchasing power or level of life of employees.  

2. Real Wages: The purchasing power of nominal earnings is represented by real 

wages. It displays how much in terms of goods and services can be purchased with 

the nominal pay, adjusted for inflation. Compared to nominal earnings, real wages 

offer a more accurate indicator of an employee's financial security.  
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(Nominal Wages / Price Level) × 100 = Real Wages 

A worker's real salary may decrease in relation to what they can truly purchase if 

their nominal wage of ₹30,000 is affected by a rapid increase in inflation that drives 

up the cost of necessities.  

Real wages are vital for measuring the standard of living and economic welfare, 

especially during periods of inflation or economic crisis.  

3. Time Wages: Regardless of the actual production or productivity, time wages 

are paid based on the amount of time spent working. They are often measured in 

hourly, daily, weekly, or monthly rates. A worker earning ₹500 per day or ₹50 per 

hour, irrespective of how much they produce in that period.  

Common in sectors where output is more difficult to quantify explicitly, such as 

education, government services, and office work. 

4. Piece Wages 

Piece wages are based on the quantity of units or pieces produced by the worker, 

not on the number of hours worked. Pay for employees is determined by their 

output. An employee may be paid ₹20 for each unit of a product they produce, 

regardless of how long it takes.  

Widely used in fields where output is easily measured, such as manufacturing, 

agriculture, and textiles. 

5. Living Wages: Living wages relate to the amount of money necessary for a 

worker to cover basic living needs, such as food, housing, healthcare, and 

education, for themselves and their families. It is a requirement designed to 

guarantee that workers can live comfortably and stay out of poverty. 

In a certain city, ₹15,000 a month could be considered a living salary in order to 

pay basic living expenditures.  

In addition to helping to lower poverty and inequality, living wages are intended to 

give workers a respectable standard of life above subsistence level. It is frequently 

more than the minimum wage imposed by the government. Paying a living wage 

may increase employee happiness and retention for employers. 

6. Minimum Wages: The smallest amount that a business is required by law to pay 

its employees is the minimum wage. Governments set it in order to safeguard 

workers from exploitation and guarantee that they receive a minimal wage.  

The minimum wage in India varies by state and by type of job; in one area, an 

unskilled worker may earn as much as ₹500 a day. 

If set excessively high, minimum wages may have an impact on employment levels 

even though they serve as a safety net for the most vulnerable workers and aid in 

the fight against poverty. It guarantees employees a certain level of living. If 

businesses are unable to pay greater wages, it could have an impact on 

unemployment. 
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7. Fair Wages: Between the minimum wage and the living wage, fair wages are 

determined by the state of the market, an employer's ability to pay, and an 

employee's productivity. A balance between the financial security of employers and 

the economic well-being of employees is guaranteed by fair pay. 

A worker in an industry might receive a fair wage of ₹20,000, which represents the 

market rate and the employer’s ability to pay.  

Fair wages ensure that employees are compensated adequately according to their 

abilities and contributions, while businesses remain competitive and profitable. 

Because workers feel adequately compensated, it promotes equity and fairness in 

compensation and aids in maintaining industrial harmony. 

11.5.4 Challenges in India's Wage Structure 

1. Dominance of the Informal Sector: One of the biggest obstacles to wage structure 

regulation is the continued existence of the informal sector. Laws governing the 

minimum wage do not provide protections for informal workers, and they 

frequently get lower pay than their official sector counterparts. Maintaining social 

protection and equitable compensation for this industry is still a crucial policy 

concern. 

2. Inequality: India has glaring disparities in wages between and within industries. 

Professionals and highly trained workers earn disproportionately large pay, while 

the bulk of people working in low-skilled industry, agriculture, or the unorganised 

sector continue to earn poor earnings. Further economic and social inequalities are 

exacerbated by this disparity. 

3. Wage Enforcement: Minimum wage rules do exist, however they are not strictly 

enforced, especially in the unorganised and rural sectors. In many industries, the 

lack of labour unions and ineffective supervision increase the problem of non-

compliance, with workers earning pay well below the legally required minimum. 

4. Policy Gaps: In addition to addressing minimum wages, policies that aim to 

increase average wage levels across industries are required. Policies that support 

the development of skills, expand educational opportunities, and formalise the 

unorganised sector could aid in closing the wage gap. 

 

11.6 WAGE FIXATION 

The main principles that govern wage and salary fixation are three:  

1. External Equity  

2. Internal Equity  

3. Individual Worth.  

1. External Equity:  
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This principle admits that factors/variables external the organization influence levels 

of remuneration in an organization. These factors include the labour market rate, 

labour supply and demand, etc. These factors could not be adequate to draw and keep 

workers in the company if they are not taken into account when setting wage and 

salary levels. The principles of external equity ensure that employment are properly 

compensated in relation to similar jobs in the labor market.  

2. Internal Equity:  

Organizations have various jobs which are relative in value term. In other words, the 

values of various jobs in an organization are comparative. Within the own Department, 

pay levels of the teachers (Professor, Reader, and Lecturer) are different as per the 

perceived or real differences between the values of jobs they perform.  

This relative worth of jobs is ascertained by job evaluation. Thus, an ideal 

compensation system should establish and maintain appropriate differentials based on 

relative values of jobs. In other words, the compensation system should ensure that 

more difficult jobs should be paid more.  

3. Individual Worth:  

Different jobs within an organisation have varying relative values. In other words, the 

values of various positions in an organization are compared. Within the own 

Department, salary levels of the teachers (Professor, Reader, and Lecturer) are 

different as per the perceived or genuine disparities between the values of work they 

perform. 

Through job appraisal, this relative value of jobs is determined. Therefore, based on 

the relative worth of jobs, an ideal compensation system should create and sustain 

suitable differentials. Stated differently, the wage structure ought to guarantee that 

employment with higher levels of difficulty receive higher wages. 

 

11.7 WAGE PAYMENT 

Methods of Wage Payment  

1. Time Rate System:  

Under this system, the wages are paid according to the time spent by workers 

irrespective of his output of work done. The wage rates are fixed for an hour, a day, 

week, a month or even a year Merits of Time Rate System:  

Advantages of Time Rate System:  

 Simplicity: The method of wage payments is very simple. The workers will not 

find any difficulty in calculating the wages. The time spent by a person 

multiplied by the rate will determine his wages.  
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 Security:  Workers are guaranteed minimum wages for the time spent by them. 

There is no link between wages and output, wages are paid irrespective of 

output. They are sure to set certain wages at the end of a specified period of 

time spent in working.  

 Better Quality of Products: When workers are assured of wages on time basis, 

they will improve the quality of products. In this method, workers will 

concentrate on producing better quality of goods. In certain situations, only time 

wage system will be suitable.  

 Support of Unions: This method is acceptable to trade unions because it does 

not distinguish between workers on the basis of their performance. Any method 

which gives different wage rates or wages based on output is generally opposed 

by trade unions.  

 Beneficial for Beginners: Wage rate system is good for the beginners because 

they may not be able to reach particular level of production on entering 

employment.  

 Less, Wastages:  The workers will not be in a hurry to push through 

production. The materials and equipment’s will be properly handled leading to 

less wastage.  

Disadvantages Time Rate System:  

Time wage system suffers from the following drawbacks:  

 No Incentive for efficiency: This method does not distinguish between 

efficient and inefficient workers. The payment of wages is related to time and 

not output. Thus, the method gives no incentive for more production. Efficient 

workers may start to follow inefficient persons because rates of pay are same. 

Rates of wages fixed in this method are also low because these are fixed by 

taken into account the output of dullest workers. Thus, this method does not 

provide incentive for efficiency.  

 Wastage of time: Workers may waste their time because they will not be 

following a target of production. Efficient workers may also follow slow 

workers because there is no distinction between them. This may lead to 

wastage of time.  

 Low production:  Since wages are not related to output, production rate shall 

be low. The responsibility for increasing production may mostly lie on 

supervisors. Because of low production, overhead expenses per unit will go up, 

leading to higher production cost.  

 Difficulty to determine labour cost: Because wages are not related to output, 

employees find it difficult to calculate labor cost per unit. The output will go 

on varying from time to time while wages will remain almost same. Production 

planning and control will be difficult in the absence of a relationship between 

wages and output wages and output.  
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 Difficult supervision work: Under this system, workers are not offered 

incentives for production. To get more worker from them, there will be need 

for greater supervision. More supervision may be required to maintain proper 

quality of goods also. In wage system supervision cost goes up to a great 

extent.  

 Employer-employee trouble: When all employees, irrespective of their merit 

are treated equally, there is likely to be a trouble between management and 

workers. Those employees, who are not satisfied with this method, may start 

disobeying order from their superiors.  

2. Piece Rate System:  

Under piece system of payment, wages are based on output and not on time. There is 

no consideration for time taken in completing a task. A fixed rate is paid for each unit 

produced, job completed or an operation performed. Workers are not guaranteed 

minimum wages under this system of wage payment.  

Advantages of Piece Rate System:  

 Wages linked to efforts: Under piece wage system, wages are linked to the 

output of a worker. The higher the output, higher will be the wages. Workers will 

try to put in more and more effort for increasing output because their wages will 

go up.  

 Increase in production: Production goes up when wages are paid according to 

piece rate system. Workers will feel encouraged to increase output because their 

wages will also increase. This system is fair to both employees and employers. 

Efficient workers will try to exert maximum in order to raise their production and 

hence wages.  

 Better utilization of equipment/machines: The machines and other 

equipment’s are put to maximum utilization. Workers may not like to keep the 

machines idle. The use of machines will also be systematic because any 

breakdown in these may affect the workers adversely. Thus, better machine 

utilization will give better output.  

 Distinction between Efficient and Inefficient: As in time wages system, 

efficient and in efficient workers are not given equal treatment in the piece wage 

system. Efficient workers will get more because of their better results. Inefficient 

workers on the other hand will get less because of low production. This method 

provides sufficient encouragement to efficient workers or showing better results.  

 Less supervision required: Since payments are on the basis of output, workers 

will not waste time. They will continue to work irrespective of supervision. There 

may be more and more voluntary efforts on the part of workers and need for 

supervision is reduced to a minimum.  

 Effective cost control: The increase in output will result in reduction of 

overhead expenses per unit. Some of the overhead expenses being fixed, increase 
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in production will reduce expenses per unit. Reduction in cost may benefit 

consumers in the form of decrease in product price.  

 Better planning and control: The certainty in achieving production targets will 

improve planning and control. When management is sure of certain quantity of 

production, then it can plan other things with more confidence, it will also ensure 

better control over production because targets may be regularly reviewed from 

time to time. Thus, better planning and control is possible.  

Disadvantages of Piece Rate System:  

 No guarantee or minimum wage: There is a direct relationship between output 

and wages. If a worker does not ensure certain productions, then wages may also 

be uncertain. Any type of interruption in work may reduce earnings of workers. 

So workers are not sure about getting minimum wages. So this system does not 

provide guarantee of minimum wages.  

 Poor quality of goods/products: The workers will bother more about the 

number of units otherwise more supervisors are appointed to keep watch on 

quality of products being produced.  

 Not suitable for beginners: The beginners will not be able to produce more 

goods because of less experience. They will earn much low wages as compared 

to experienced workers because their rate of production will be low. Thus, this 

system is not suitable for beginners.  

 Deterioration in health: Workers may try to work more than their capacity. This 

may adversely affect their health. They may try to work even when they are not 

keeping good health, since wages are linked with production.  

 Cause of dissatisfaction: There may be difference in earning of various workers. 

Some may earn less and others may earn more. Those who get low wages feel so 

jealous of others who earn more and this becomes a cause of dissatisfaction 

among slow workers. Thus, this system can see dissatisfaction among workers.  

 Opposition from unions: Piece-rate system of paying wages is opposed by trade 

unions. There is an unhealthy competition among workers for increasing their 

wages. It encourages rivalry among workers and it may become a cause of 

disunity.  

 Difficulty in fixing piece-rates: The fixation of piece rates is not an easy job. If 

a low rate is fixed then workers may not feel encouraged to increase their 

production. When a high piece-rate is fixed then it will increase the cost of 

production of goods. The fixation of piece rate may become a cause of an 

industrial dispute. It may be very difficult to fix a rate acceptable to workers as 

well as management.  

3. Incentive Wage System:  

There are two basic systems of wage payment—time rate system and piece rate 

system. Both the systems have their merits and demerits. No system can be considered 

suitable for all times and under all circumstances. To maintain the merits of both the 
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systems and to overcome the demerits of these systems, some experts have developed 

the systems of incentives wage.  

These systems are also known as incentive wage systems, progressive wage system 

and bonus schemes etc. Under these systems, both the time and speed are considered 

as the basis of wage payment.  

These systems provide incentives to the workers to produce more and more 

maintaining the quality as well. The workers are paid bonus or premium for the 

additional work. It is important to note that almost all the systems incentive wages 

provide for minimum guaranteed wages to the workers.  

Merits of Incentives  

 Higher output: By providing incentives to his employees, the employer is able 

to induce them to work better. This leads to higher output.  

 Greater profits: Needless to say, higher output results in greater profits for the 

business. This happens in two ways. First, the cost per unit becomes less and 

second, the enterprise is able to keep the selling price low and this results in 

greater sales.  

 No problem of idle time: In an organization where no proper incentives are 

available for the workers, the tendency will be to while away the time. When 

suitable incentives are available, the workers become time conscious. They begin 

to see every minute in terms of money.  

 Supervision does not pose any problem: When suitable incentives are 

available, the workers become duty conscious. The need for close supervision, 

thus, does not arise.  

 Efficient workers are able to earn more: Such of those workers who are highly 

efficient are able to earn more by way of performance bonus, higher commission 

and so on.  

 Possible to identify inefficient and dull workers: If, in spite of the incentive 

schemes, some workers are able to earn only their normal wage, it should mean 

that they are basically dull. The employer, therefore, has to decide whether to 

retain them or subject them to rigorous training.  

 Rate of labor turnover is bound to be low: If adequate incentives are available 

to the workers, they may not have a feeling of dissatisfaction. Such workers are 

sure to have greater work commitment and therefore may not leave the 

organization. The rate of labor turnover, as a result, is bound to be low.  

 Reduction in complaints and grievances: As the organization makes available 

suitable incentives to the workers, they may not have anything to complain about. 

This leads to reduction in complaints and grievances.  

Demerits of Incentives  

The following problems are bound to arise while implementing an incentive plan:  
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 Quality of work may suffer: The workers, those in the production department in 

particular, may give undue importance to the quantity of output produced 

neglecting the quality of output. Such a problem can be overcome only if the 

organization has a perfect system of quality control.  

 Inter-personnel relationships may suffer: Only those employees who are really 

efficient will be benefited out of incentives. This may promote ill-feelings among 

the employees of an organization.  

 Wear and tear of machines may be more: As the employees are keen on 

increasing the output all the time, they may handle the machines carelessly. This 

increases the wear and tear of machines.  

 Health of the workers may get affected: Some workers tend to overwork in 

order to earn more and this may affect their health.  

 Increase in accidents: There is always a preference to step up output 

disregarding even safety regulations and this may increase the rate of accidents in 

the workplace.  

 Increase in paper work: Proper administration of any incentive scheme 

involves lot of paper work. It necessitates the maintenance of proper records and 

books.  

 

11.8 WAGE AND SALARY ADMINISTRATION 

Wage and salary administration refers to the management of employee compensation 

and remuneration systems within an organization. It involves establishing equitable 

pay structures, ensuring fair and competitive wage levels, and maintaining compliance 

with legal regulations. This process is essential for attracting, retaining, and motivating 

employees, ensuring organizational effectiveness and success. 

The terms wage and salary are often used interchangeably, but they have distinct 

meanings. Wages typically refer to compensation paid on an hourly or daily basis, 

primarily in industries where labor is measured by time or output. Salary, on the other 

hand, refers to fixed compensation paid on a monthly or annual basis, irrespective of 

hours worked. 

11.8.1 Objectives of Wage and Salary Administration 

The objectives of wage and salary administration include: 

1. Attracting Talent: Offering competitive compensation to attract skilled and 

qualified candidates. 

2. Retaining Employees: Ensuring employees remain with the organization by 

providing fair and satisfactory remuneration. 

3. Motivating Employees: Encouraging employees to perform at their best 

through equitable pay systems. 
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4. Complying with Legal Requirements: Adhering to labor laws and 

regulations regarding minimum wage, equal pay, and other compensation-

related matters. 

5. Ensuring Internal Equity: Maintaining a fair pay structure within the 

organization, ensuring that employees with similar skills, experience, and 

responsibilities receive comparable compensation. 

6. Ensuring External Competitiveness: Keeping wage and salary structures 

aligned with industry standards to remain competitive in the market. 

7. Promoting Efficiency: Designing compensation systems that reward 

productivity and efficiency. 

 

11.8.2 Principles of Wage and Salary Administration 

The following principles should be followed for an effective wage and salary 

administration;  

 Wage policy should be developed keeping in view the interests of all concerned 

parties viz., employer, employees, the consumers and the society.  

 Wage and salary plans should be sufficiently flexible or responsive to changes 

in internal and external conditions of the organization. 

 Efforts should be made to ensure that differences in pay for jobs are based on 

variations in job requirements such as skill, responsibility, efforts and mental 

and physical requirements. 

 Wage and salary administration plans must always be consistent with overall 

organizational plans and programmes.  

 Wage and Salary administration plans must always be in conformity with the 

social and economic objectives of the country like attainment of equality in 

income distribution and controlling inflation, etc. 

 These plans and programmes should be responsive to the changing local and 

national conditions.  

 Wage and salary plans should expedite and simplify administrative process. 

 Workers should be associated, as far as possible, in formulation and 

implementation of wage policy.  

 An adequate data base and a proper organizational set up should be developed 

for compensation determination and administration.  

 The general level of wages and salaries should be reasonably in line with that 

prevailing in the labor market.  

 There should be a clearly established procedure for hearing and adjusting wage 

complaints. This may be integrated with the regular grievance procedure, if it 

exists. 

 The workers should receive a guaranteed minimum wage to protect them 

against conditions beyond their control. 
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 Prompt and correct payments to the employees should be ensured and arrears of 

payment should not accumulate. 

 The wage and salary payments must fulfill a wide variety of human needs 

including the need for self-actualization.  

 Wage policy and programme should be reviewed and revised periodically in 

conformity with changing needs. For revision of wages, a wage committee 

should also be preferred to the individual judgement however unbiased of a 

manager. 

 

11.8.3 Factors Affecting Wage and Salary Decisions 

Wage and salary decisions are influenced by a variety of internal and external factors: 

1. Internal Factors 

 Company’s Financial Capacity: The organization’s ability to pay employees 

based on its profitability and financial health. 

 Job Evaluation: The process of determining the relative value or importance 

of a job in comparison to others within the organization. This helps in 

establishing internal equity. 

 Employee’s Skills and Qualifications: Higher wages are often associated 

with employees possessing specialized skills, higher education, or more 

experience. 

 Performance and Productivity: Some compensation systems link pay 

increases to individual or group performance and productivity levels. 

 

2. External Factors 

 Market and Industry Standards: Wages must be competitive with those 

offered by other firms in the same industry and geographic location. 

 Cost of Living: The cost of living in a particular area influences wage levels, 

as employees expect higher pay to maintain a standard of living. 

 Labor Market Conditions: The supply and demand for labor significantly 

impact wage rates. In a labor shortage, wages tend to rise, while an excess of 

labor can depress wages. 

 Government Regulations: Legal requirements such as minimum wage laws, 

social security regulations, and labor contracts play a crucial role in shaping 

compensation decisions. 

 Trade Unions: Collective bargaining by trade unions often results in higher 

wages, better benefits, and improved working conditions for employees. 

 



 
MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 11 Theories: Wage and Salary Administration                                        Page 287 of 619 
  
 

11.8.4 Methods of Wage and Salary Determination 

There are several methods that organizations use to determine wages and salaries: 

1. Job Evaluation 

Job evaluation is a systematic process that assesses the relative worth of jobs within an 

organization to ensure fair and equitable compensation. Common methods of job 

evaluation include: 

 Ranking Method: Jobs are ranked from highest to lowest based on their 

overall importance or complexity. 

 Classification Method: Jobs are grouped into categories or classes based on 

similar duties and responsibilities. 

 Point Factor Method: Jobs are assigned points based on factors like skill, 

responsibility, effort, and working conditions, with pay determined by the total 

points assigned. 

 Factor Comparison Method: Jobs are compared using specific factors, and 

pay is assigned based on these comparisons. 

2. Market-Based Pay 

Market-based pay refers to aligning wages with industry standards by conducting 

salary surveys to determine prevailing wage levels for similar positions in the market. 

This method ensures external competitiveness and helps attract and retain talent. 

3. Merit-Based Pay 

Merit-based pay ties salary increases to individual employee performance. Employees 

who meet or exceed performance targets receive pay raises or bonuses, while others 

may receive smaller increments or none at all. 

4. Skill-Based Pay 

This approach compensates employees based on their level of skills and competencies 

rather than the job they perform. Employees who acquire additional skills or 

certifications may qualify for higher pay rates. 

5. Incentive Pay Systems 

Incentive pay systems reward employees based on their performance or output. 

Examples include: 

 Piece Rate Pay: Workers are paid based on the number of units they produce. 

 Sales Commissions: Sales staff earn a percentage of the sales they generate. 

 Profit Sharing: Employees receive a share of the company’s profits in 

addition to their base salary. 
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11.8.5 Laws and Regulations Governing Wage and Salary Administration 

India has a comprehensive legal framework governing wage and salary administration, 

aimed at ensuring fair compensation, protecting workers’ rights, and promoting social 

justice. These laws regulate various aspects of wages, from minimum wage levels and 

payment methods to equal remuneration and working hours. Below are some of the 

key laws and regulations governing wage and salary administration in India: 

1. The Minimum Wages Act, 1948 

The Minimum Wages Act, 1948 was enacted to ensure that workers receive fair 

wages for their labor. Under this law, the government sets minimum wage rates for 

different sectors, skills, and geographical areas. The act mandates that employers pay 

workers at least the minimum wage, which is determined based on factors like the cost 

of living, inflation, and the nature of the work. It also specifies that wages must be 

revised periodically to keep up with economic conditions. This law covers both skilled 

and unskilled workers and helps to prevent the exploitation of labor by ensuring a 

wage floor that must be adhered to by employers. 

2. The Payment of Wages Act, 1936 

The Payment of Wages Act, 1936 focuses on regulating the timely and accurate 

payment of wages to employees. It ensures that workers receive their wages on time 

without any unauthorized deductions. The act specifies that wages must be paid on or 

before the 7th of the following month in smaller establishments and by the 10th of the 

following month in larger organizations. It also outlines acceptable deductions, such as 

those for provident funds, taxes, fines, and penalties, and prevents employers from 

making arbitrary deductions. The law applies to workers earning below a specific 

wage threshold, although many companies follow its guidelines for all employees. 

3. The Equal Remuneration Act, 1976 

The Equal Remuneration Act, 1976 mandates equal pay for men and women 

performing the same work or work of a similar nature. This law addresses gender-

based wage discrimination, ensuring that women are not paid less than men for equal 

work. Employers are required to provide equal remuneration to all employees for 

comparable roles, regardless of gender. The act also prohibits discrimination in hiring, 

promotions, and employment opportunities based on gender. By enforcing equality in 

wages, the act promotes gender parity and fairness in the workplace. 

4. The Code on Wages, 2019 

The Code on Wages, 2019 is a landmark reform that consolidates four major wage-

related laws: the Minimum Wages Act, 1948; the Payment of Wages Act, 1936; the 

Equal Remuneration Act, 1976; and the Payment of Bonus Act, 1965. This 

comprehensive law simplifies the wage regulations by standardizing wage definitions 

and payment structures across industries. The code mandates the timely payment of 

wages, ensures fair compensation for all workers, and sets a universal minimum wage 

applicable across the country. It also introduces the concept of a “floor wage,” which 
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is set by the central government and serves as a minimum benchmark that state 

governments cannot fall below. The law extends coverage to all employees, including 

those in the unorganized sector. 

5. The Payment of Bonus Act, 1965 

The Payment of Bonus Act, 1965 regulates the payment of annual bonuses to 

employees in establishments employing 20 or more people. This law ensures that 

employees share in the profits of the organization, even if they are not equity holders. 

Under this act, employees who earn up to a certain salary threshold are entitled to a 

bonus, which is calculated based on the company’s profits or productivity. The act sets 

a minimum bonus rate of 8.33% of the salary and allows for a maximum bonus of up 

to 20% of the salary. The act encourages employee participation in the company’s 

success and fosters a sense of belonging. 

6. The Maternity Benefit Act, 1961 

This governs the wages and benefits for female employees during maternity leave. 

Under this law, women are entitled to fully paid maternity leave for a period of 26 

weeks, which includes time before and after childbirth. The act also provides for 

medical allowances and prohibits employers from dismissing pregnant employees 

during their maternity leave. This law ensures that women are not disadvantaged in 

terms of wages and employment security due to childbirth and maternity 

responsibilities. 

7. The Employees’ Provident Funds and Miscellaneous Provisions Act, 1952 

It establishes a contributory provident fund scheme for employees, which acts as a 

retirement benefit. Employers are required to contribute a portion of the employee’s 

wages to the provident fund, with an equal contribution from the employee. This fund 

serves as a form of long-term savings for employees, providing them with financial 

security after retirement. The law also includes provisions for pension schemes and 

insurance, further supporting employees’ welfare. 

8. The Factories Act, 1948 

It sets regulations for the working conditions of labor in factories, including provisions 

for working hours, overtime pay, and rest intervals. The act stipulates that workers 

cannot be employed for more than 48 hours per week, and any hours worked beyond 

this limit must be compensated at twice the regular wage rate. The act ensures that 

workers are paid fairly for overtime and that working conditions do not exploit their 

labor. 

9. The Industrial Disputes Act, 1947 

This is crucial in wage and salary administration as it governs the resolution of 

industrial disputes, including those related to wages and compensation. The act 

provides mechanisms for workers to negotiate wages and settle wage-related disputes 

with employers through conciliation, arbitration, and adjudication. It protects workers 
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from unfair wage reductions and ensures that their grievances regarding wages and 

working conditions are addressed. 

10. The Shops and Establishments Acts 

State governments have established a number of Shops and establishments Acts to 

control wages and working conditions in commercial firms. These regulations address 

pay for overtime, holidays, rest periods, and working hours in retail stores, offices, and 

other establishments. Additionally, these legislations contain provisions for overtime 

earnings, guaranteeing that workers receive just compensation for whatever additional 

hours they work. 

 

 

●      Check Your Progress-A 

Q1. What elements play a role in India's complicated pay structure?  

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q2. How do social class and gender affect pay disparities in India? What 

remedies could be able to close the pay gap? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q3. Talk about the elements that lead to India's pay inequality. What effects does 

this inequality have on the social and economic landscape?  

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

Q4. How is the importance of bargaining power in salary negotiations highlighted 

by the Bargaining Theory of Wages? 

- - - -- - - - - - - - - - - - - -  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - -- - - - - - - - - - - - - -  - - - - 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

 

Check Your Progress- A 

MCQs 
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1. Which act governs the minimum wage structure in India? 

a) Factories Act, 1948 

b) Industrial Disputes Act, 1947 

c) Minimum Wages Act, 1948 

d) Payment of Wages Act, 1936 

2. Fringe benefits are part of which type of compensation? 

a) Direct compensation 

b) Indirect compensation 

c) Variable pay 

d) Performance bonuses 

3. The "Compensation and Benefits" function is part of which HR process? 

a) Talent Acquisition 

b) Performance Management 

c) Employee Relations 

d) Human Resource Planning 

4. Salary differs from wages because: 

a) It is paid to daily laborers 

b) It is paid at regular intervals for non-manual jobs 

c) It depends on the number of hours worked 

d) It includes overtime payments 

5. A performance-linked bonus is an example of: 

a) Fixed pay 

b) Non-monetary benefit 

c) Variable pay 

d) Fringe benefit 

 

11.9 SUMMARY 

An essential component of people management is wage and salary administration, 

which guarantees workers receive just remuneration while upholding a reasonable 

labour cost structure. Its main goal is to use financial incentives that support 

organisational efficiency to retain and inspire personnel. While salaries are fixed 

payments for professional or administrative duties, usually made on a monthly basis, 

wages relate to compensation provided for services, usually on a daily or weekly basis. 

The Subsistence Theory, which contends that wages should be sufficient to allow 
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employees to subsist, and the Wage Fund Theory, which bases salaries on a fixed pool 

of resources, are two of the ideas that explain how wages are determined. The 

Bargaining Theory places a strong emphasis on bargaining between employers and 

employees, whereas the Marginal Productivity Theory ties salaries to the production of 

the most recent employee recruited. The Human Capital Theory connects higher pay 

to skills and education, while the Efficiency Wage Theory claims that above-market 

wages increase productivity. The impact of organisational policies and laws on wages 

is highlighted by institutional theory. 

Wage structures, particularly in nations like India, are formed by industry, region, 

education, gender, and social background, with considerable issues provided by 

inequality and the dominance of the informal sector. Nominal, real, time-based, piece-

based, living, minimum, and fair wages are among the different wage types that cater 

to different economic and social needs. Wage fixation is dependent on three factors: 

individual merit, which rewards performance; internal equity, which aligns 

remuneration inside an organisation; and external equity, which ensures competitive 

market prices. The Time Rate System, which pays according to time spent and may 

increase security but decrease productivity, and the Piece Rate System, which 

encourages output but may degrade quality, are two examples of wage payment 

techniques. Incentive wage systems use a combination of piece- and time-based 

measures to compensate for both quality and productivity. 

Fair salaries, prompt payments, and gender parity are guaranteed by Indian wage 

regulations such the Equal Remuneration Act (1976), the Minimum salaries Act 

(1948), and the Payment of Wages Act (1936). In order to streamline wage 

administration and safeguard workers' rights, several laws were combined into the 

Code on Wages (2019). The fundamental objectives of pay and salary administration 

are to attract talent, retain personnel, motivate performance, comply with legal 

standards, and ensure internal and external equity. In general, preserving justice in pay 

systems, legal compliance, and organisational performance all depend on efficient 

wage and salary management. 

 

11.10 GLOSSARY 

Wage and Salary Administration: The process of developing and 

implementing policies for compensating employees, including job evaluation, 

wage surveys, and maintaining wage structures. 

Wages: Payments made to employees for their labor, typically based on the time 

worked or the amount of work completed. Wages can be classified into various forms 

such as nominal, real, time, or piece wages. 

Salary: A fixed regular payment, typically paid on a monthly or annual basis, to 

employees for their work, irrespective of hours worked. 
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Subsistence Theory of Wages: A classical theory stating that wages tend to stabilize 

at the subsistence level, just enough for workers to survive and reproduce. 

Wage Fund Theory: A theory that wages are determined by a fixed fund or capital 

allocated by employers for labor, and wages depend on the size of this fund relative to 

the number of workers. 

Residual Claimant Theory: A theory that wages are the remaining portion of the 

income left after other factors of production (land, capital, entrepreneurship) have been 

paid. 

Marginal Productivity Theory of Wages: This theory suggests that wages are 

determined by the additional output produced by one more unit of labor, i.e., the 

marginal product of labor. 

Efficiency Wage Theory: A theory stating that employers pay wages higher than the 

market-clearing wage to increase productivity, reduce turnover, and attract better 

talent. 

Nominal Wages: The amount of money paid to a worker in monetary terms without 

considering inflation or the cost of living. 

Real Wages: The purchasing power of nominal wages, i.e., how much goods and 

services a worker can buy with their nominal wage, adjusted for inflation. 

Minimum Wages: The legally mandated minimum level of wages that an employer 

must pay workers to ensure they can cover basic living costs. 

Living Wages: The wage level that allows a worker to meet basic living needs, such 

as food, housing, healthcare, and education, often higher than the minimum wage. 

Time Rate System: A wage payment system in which workers are paid based on the 

time they spend working (hourly, daily, or monthly), irrespective of the quantity of 

work produced. 

Piece Rate System: A wage payment system where workers are paid based on the 

number of units they produce, regardless of the time taken. 

Incentive Wage System: A compensation system that provides additional rewards to 

workers based on their performance or productivity beyond the basic wage. 

Job Evaluation: A systematic process to determine the relative worth of jobs within 

an organization to ensure equitable pay structures. 

External Equity: The principle that a company’s wage and salary levels should be 

comparable to those paid for similar jobs in the labor market. 

Internal Equity: The principle that employees within an organization should be 

compensated fairly based on the relative value of their jobs within the company. 
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Wage Fixation: The process of determining wage levels in an organization based on 

factors such as internal and external equity, individual performance, and market 

conditions. 

11.11 ANSWERS TO CHECK YOUR PROGRESS 

 

Check Your Progress – A 

  

MCQs 

1. C    2. B        3. C     4. B                       5. C 
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11.14 TERMINAL QUESTIONS 

1. Define the administration of wages and salaries. Why is it regarded as a crucial 

aspect of human resource management?  

2. Make a distinction between salaries and wages. What effect does this distinction 

have on strategies for employee compensation?  
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3. Describe the Subsistence Theory of Wages and its applicability to labour 

economics today.  

4. What are the main variables affecting India's wage structure? Talk about the 

effects of education, area, and industry on pay levels.  

5. Examine how minimum wage regulations contribute to the defence of employees' 

rights in the unorganised sector. Give Indian examples.  

6. Examine the differences between the piece rate and time rate wage payment 

systems. What are the advantages and disadvantages of each?  

7. How does one evaluate a job? Talk about how it affects how fair salaries are set 

inside an organisation. 

8. Describe the significance of wage fixing. Which rules apply for determining wages 

and salaries inside an organisation?  

9. Talk about the Theory of Efficiency Wages. Why do companies pay wages that are 

greater than the going rate?  

10. Which important laws control how salaries and wages are administered in India? 

Describe the significance of the 1936 Payment of Wages Act and the 1948 

Minimum Wages Act. 
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UNIT 12 BASICS OF INCENTIVES AND FRINGE 

BENEFITS 

12.1    Introduction  

12.2   Objectives 

12.3  Rewards for Sales Personnel: Concept and Practices 

12.4    Performance based pay system and incentives 

12.5  Executive Compensation System 

12.6  Summary 

12.7  Glossary 

12.8  Answer to check your progress 

12.9   References 

12.10 Suggested Readings 

12.11  Terminal Questions 

 

 

12.1 INTRODUCTION  

Performance based compensation system and executive compensation system are 

two important aspects of discussions and debates in modern compensation 

management. The present chapter has discussed in details the concepts, techniques of 

rewards for sales personnel. Detailed discussions have been done on the concept of 

performance based pay system and incentive plans along with individual and group 

incentives techniques adopted in the industries. Finally, executive compensation 

system, it’s concept, components etc. have been discussed. 

 

12.2 OBJECTIVES 

 After reading this chapter, you will be able: 

 To  understand the concepts and practices of rewards of sales personnel 

 To have a fair idea about popular reward systems for sales persons 

 To understand a basic concept of  performance based pay systems and 

incentives 

 To distinguish and apply different individual and group incentive techniques 

 To conceptualise executive compensation plan and it’s components, 

considerations etc. 
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12.3 REWARDS FPR SALES PERSONNEL: CONCEPT 

AND PRACTICES 

A study by Dickinson and Robert (2015) on the key factors of motivation of the sales 

people in UK has found that incentives or performance related words play most 

important role. Almost same type of observations have been made by Rao and Sinha 

(2010), Ishatu and Mokiama (2009) and Flippert and Guy (2007) in their respective 

studies on sales force motivation in different countries. Therefore, it can be observed 

that performance linked incentives and rewards have remained one of the core 

components of sales force motivation in specific and sales management in general. In 

every industry, sales managers and leaders are given responsibilityto create effective 

incentive plan for the individual sales persons and the team od sales persons and the 

key to it is their desire to reward the right behavior. Incentive programs are designed 

either on monetary or non-monetary terms. It has been found that most of the 

monetary ones are quite straightforward, as they are designed to reward certain 

behavior, whereas, the non-monetary incentive plans are more suited to increase 

motivation, team bonding, and at times, employee retention. However, designing an 

attractive incentive plan has remained a daunting task. A successful incentive reward 

plan for the sales persons should comprise of following components: 

1) There should be a proper balance between the behavior of the sales people and 

their results. In many organizations, the efforts of the sales people are not 

rewarded while designing the reward plans. Another reason behind such attempt 

is that to encourage consistent behaviours such as maintaining regular time 

sheets, updating their pipelines, scheduling follow-up tasks etc.  

2) The sales manager should also create the incentive plan, that helps the sales 

persons to succeed. The reward plan should not only ensure the recognition of the 

best performers, but also the mediocre and poor performers are also encouraged 

to attain higher performance goals. For that purpose, the total sales rewards 

parameters and respective scores can be segmented into different areas with 

appropriate weightage given on that. For example, the total award must not 

depend on final achievements, but on parameters like sales quota achieved, most 

promising pipelines, compliance to process, teamwork, response to coaching etc.  

3) Innovative approaches that ensure increase in productivity should also be 

recognized in the sales reward plan. For example, if any attempt by the sales 

person regarding employing a specific way to execute a regular or recurring work 

is found to be done in a different but better way, such initiative must be 

recognized.  

It is also found that the rewards for the sales persons are given  through monetary 

and non-monetary terms. Monetary awards to the sales persons can be cash awards, 

gift certificates and discounts, benefit plans etc. Whereas, the non-monetary awards 

can be flexible working hours, ‘on the spot recognition’, offering special privileges 

etc.   
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Popular reward systems for sales persons comprise of  only pay, only commission 

and pay commission combined practices. In some organizations, only basic pay is 

practiced mainly for the sales interns or the beginners in the field. Only commission 

based payment is also popular in some organizations, where commissioned based 

sales force is maintained to maintain relationship with key accounts. However, 

commission and pay based combined method is most popular as sales force 

compensation in most organizations. In such situation, a certain percentage of the 

total package is decided based on sales performance.  

 

12.4 PERFRORMANCE BASED PAY SYSTEM AND 

INCENTIVES 

Performance based pay is a method of remuneration that links pay progression to an 

assessment of individual performance, usually measured against pre-agreed 

objectives. Performance pay schemes based pay to a measure of individual, group or 

organizational performance. There is a wide variety of methods used, but all schemes 

assume that the promise of increased pay will provide an incentive to greater 

performance. Pay for performance plans signal a movement away from entitlement- 

sometimes a very slow movement-toward pay that varies with some measure of 

individual or organizational performance.  

 

12.4.1: Objectives of performance based pay: 

The objectives of ‘Performance based pay’ systems may be grouped under three 

main headings: 

a) It encourages higher performance levels by linking performance to pay.  

b) It embeds a culture that inspires entrepreneurship and high performance in the 

organization. 

c) It initiates the notion of equity or fairness as there is widespread acceptance of 

the performance based pay in the organization. It is believed that through 

performance based pay system, employees performing at the higher or better 

level are rewarded accordingly. 

 

12.4.2: Performance based pay can be of two types: individual performance 

based pay and team performance based pay.  

a) Individual performance based pay: Individual performance based pay may be of 

two types-specific short term pay (Merit pay, lump-sum bonuses) and individual 

incentives (straight peace work plan, standard hour plan, Taylor differential piece-

rate system, Merrick multiple piece rate systems, Halsey 50-50 method, Rowan plan 

Gantt plan).  
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Specific short term pay: A merit pay system integrates base pay increase (called 

merit increases) to the method on how highly the employees are rated on a subjective 

performance evaluation. At the end of a performance year, the employee is 

evaluated, usually by the direct supervisor. The performance rating, for example 1-5 

determines the size of the increase added into base pay. To be more precise, a 

performance rating of 1 (well above average) is awarded with merit pay increase of 

15%, whereas a performance rating of 2 (above average) is awarded with merit pay 

increase of 10%. Likewise, a performance rating of 3 (average) is awarded with merit 

pay increase of 5%, a performance rating of 4 (below average) may be awarded with 

merit based increase of 3% and finally no merit based pay increase is awarded for a 

performance rating of 5 (well below average).  

 

Lump-sum bonuses: Based on employee or company performance, employees 

receive an end of year bonus that does not build into basic pay. Since employees 

must earn this increase every year, it is viewed as less of an entitlement than merit 

pay. Lump-sum bonuses can be considerably less expensive than merit pay in the 

long run.  

 

Individual incentive plans: These plans differ  from specific short-term pay and 

lump-sum bonuses. Individual incentive plans offer a promise of pay for some 

objective, pre-established level of performance. All incentive plans have one 

common feature: an established standard against which worker performance is 

compared to determine the magnitude of the incentive pay. For an individual 

incentive system, an established standard is compared against individual worker 

performance.  

 There are two dimensions based on which the various types incentive plans have 

been evolved. The first dimension on which incentive systems vary is in the method 

of rate determination. Plans set up a rate based either on units of production per time 

period or on time period per unit of production. The second dimension on which 

individual incentive systems vary is the specified relationship between production 

level and wages. The first alternative is to tie wages to output on a one-to-one basis, 

so that wages are some constant function of production. In contrast, some plans vary 

wages as a function of production level. For example, one common alternative is to 

provide higher wage rates for production above the standard than for production 

below the standard (Milkovich & Newman, 2005).  

Based on the above two dimensions, the individual incentives may be classified  into 

straight peace work plan, standard hour plan, Taylor differential piece-rate system, 

Merrick multiple piece rate systems, Halsey 50-50 method, Rowan plan Gantt plan.  

a) The most frequently implemented incentive system is a straight piecework 

system. Under this system, rate determination is based on units of production per 

time period, and wages vary directly as a function of production level. The major 

advantages of this type of system are that is easily understood by workers and 
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perhaps, consequently, is more readily accepted than some of the other incentive 

systems.  

b) Two relatively common plans set standards based on per unit time and tie 

incentives directly to the level of output are standard hour plans and Bedeaux 

plans. A standard hour plan is a generic term for plan setting the incentive rate 

based on completion of a task in some expected time period. For example, in an 

automobile repair shop, to service a car needs total 4 hours. The estimate for 

labour cost, which is given to the customer, is based on the mechanic’s hourly 

rate of pay, multiplied by the time estimate for job completion derived from an 

average time estimate for a wide variety of jobs. If the mechanic receives INR 

100 per hour, then for 4 hours, the labour cost would be INR400. All this is 

determined in advance of any actual work. A Bedeaux plan provides a variation 

on straight piece and standard hour plans. It divides the task into simple actions 

and determination of the time required by an average skilled worker to complete 

each action. After the more detailed time analysis of tasks, the Bedeaux system 

functions similarly to a standard hour plan. For example, a task consists of a total 

of three components. Component A needs to be accomplished by 2 hours, 

component B needs to be accomplished by 3 hours and component C needs to be 

accomplished by 1 hour. Then on the basis of the labour cost for each of the 

component, the total compensation will be calculated. If the labour cost for 

component A,B and C is INR150, 100 and 50 respectively, then the total cost will 

be INR 150X2+INR100X3+INR50X1=INR650. 

c) Two major plans, those provide for variable incentives as a function of units of 

production per time period are Taylor plan and the Merrick plan. The Taylor plan 

establishes two piecework rates. One rate goes into effect when a worker exceeds 

the published standard for given time period. This rate is set higher than the 

regular wage incentive level. A second rate is established for production below 

standard, and this rate is lower than the regular wage.  

                   Table 11.1: Illustration of Taylor Plan 

Piece rate standard: 10 units/per hour 

Standard wage: INR 150/hour 

Output (Units/hour) Rate per unit Wage 

7 INR150 INR1050 

8 INR150 INR1200 

9 INR150 INR1350 

10 INR150 INR1500 

11 INR150 INR1870 

12+ Calculations at same rate as 

11 units 
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The Merrick systems operates in the same way, except that three piecework rates are 

set: (1) high for production exceeding 100 percent of standard; (2) medium-for 

production between 83 and 100 percent of standard; and low-for production less than 

83 percent of standard. The Merrick plan is explained in Table 11.2. 

 

                              Table 11.2: Illustration of  Merrick Plan 

Piece rate standard: 10 units/hour 

Standard wage: INR 150/hour 

Output (Units/hour) Rate per week Wage  

7 INR 150 INR1050 

8 INR 150 INR 1200 

9 INR 160 INR 1440 

10 INR 160 INR 1600 

11 INR 170 INR 1870 

12+ Calculations as same as 11 units 

 

d) The three plans for variable incentives linked to a standard expressed as a time 

period per unit of production. The three plans include the Halsey 50-50 method, 

Rowan plan and the Gantt plan. The Halsey 50-50 method proposes the shared 

split between worker and employer of any savings in direct cost. An allowed time 

for a task is determined via time study. The savings resulting from completion of 

a task in less than the standard time are allocated 50-50 (most frequent division) 

between the worker and the company. For example, a particular task generally 

requires 5 hours to be accompanied. The labour cost for the task is INR 150/hour. 

An employee finishes the same task in 3 hours. Therefore the saving of time is 3 

hours. Therefore, the saving is INR 150X2=INR 300 will be 50-50 split between 

the company and the employee. Finally, the employee will get for the finishing 

the same task INR 150X3+50% of INR300=INR600. 

The Rowan Plan on the other hand proposes that an employee’s bonus increases 

as a proportion of the hourly wage to the time saved from the time required to 

complete the task decreases. For example, standard time to complete a particular 

task is 10 hours and hourly wage is INR100 per hour. In case of an employee 

completes the same task in 7 hours. Therefore, the time saved is 3 hours. The 

employee receives 30% bonus, therefore, the total wage for total 7 hours will  be 

INR 100X7+30% (INR 100X3)= INR 790. In case, somebody else completes the 

same task in 6 hours, the time that can be saved is 4 hours. Therefore 40% bonus 

will be provided. Therefore, total wage for total 6 hours will be 

INR100X6=40%(INR100X4)=INR 760.  

The Gantt plan differs from both the Halsey and Rowan plans in that the standard 

time for a task is purposely set at level requiring high effort to complete. Any 

worker who fails to complete the task in the standard time is guaranteed a pre-

established a pre-established wage. However, for any task completed in standard 
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time or less, earnings are pegged at 120% of the time saved. Consequently, 

workers earnings increase faster than production whenever standard time is met 

or exceeded. For example, standard time to complete a particular task is 10 hours 

and the hourly wage rate is INR100. In case of an employee completes the task in 

7 hours (time saving 3 hours), the employee will earn INR100X7+120% (INR 

100X3)=INR 1060.  

Researchers have identified few key advantages and disadvantages of the 

individual incentive plans. The major advantages identified by the researchers 

have been as follows: 

a) It ensures substantial raise in productivity and increased earnings of workers 

b) It ensures less supervision. 

c) Such individual incentives help in costing and budgeting control. 

The major disadvantages of individual incentives can be more emphasis on quantity 

than quality, possible resistance of use of advanced technology by the employees that 

can impact on the production standards and hindrance of  earning incentives for any 

poorly maintained machine. 

 

12.4.3: Team Performance-related Pay:  The process of establishing team 

compensation system faces several issues. One of the problems with the team 

compensation is that teams come in many varieties. There are full-time teams (work 

group organized as a team). There are part-time teams that cut across functional 

departments (experts from different departments pulled together to improve customer 

relations). There are even full-time teams that are temporary (e.g., cross functional 

teams pulled together to help ease the transition into a partnership or joint venture). 

Some of the most popular team incentives are Gain sharing plans, Scanlan plan, 

Rucker plan, Improshare (improved productivity through sharing). Apart from these 

team based incentive system, profit sharing plan and Employee Stock Option Plan 

(ESOPs) are also found to the highly popular techniques.  

 

Gain Sharing Plans: In this type of incentive scheme, employees share in the gains 

made by the company. Gain-sharing looks at cost components of the income ledger 

and identifies saving over which employees have more impact (e.g., reduced scrap, 

lower labour cost, reduced utlity cost). The three popular gain-sharing plans are 

explained.  

 

Scanlan Plan: Scanlan Plans are designed to lower labour costs without lowering the 

level of a firm’s activity. Incentives are derived as a function of the ratio between 

labour costs and sales Value of  Production (SVOP). The SVOP includes sales 

revenue and the value of goods in inventory. An example of the Scanlan Plan in 

Company XYZ Ltd. Is illustrated in Table 11.3. 

 

Table 12.3: Illustrations of Scanlan Plan 
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1998 Date (base year) for XYZ Ltd. 

SVOP = INR 1000000 

Total wage bill = INR 200000 

Total wage bill/ SVOP = 200000I/ 1000000 = 0.2 = 20% 

Operating Year, 2008 

SVOP 

= INR 900000 

Allowable wage bill = 0.20 (INR 900000) = INR 180000 

Actual wage bill  = INR 300000 

Savings = INR 50000 

Therefore, INR 50000 is available for distribution as bonus. 

 

 

Rucker Plan: In the Rucker Plan, a ratio is calculated to express the value of 

production required for the total wage bill. The Rucker plan for Company ABC Ltd. 

is explained below. It is assumed that ABC Ltd. spends INR 60 worth of electricity 

materials, supplies, and so on, to produce INR 100 worth of product. The value 

added is INR 40 for each INR 100 of sales value. If , it is assumed that 45 percent of 

the value added has been attributed to labour. Therefore, productivity ratio 

(PR)X40X0.54=100. Therefore, PR can be 5.56. If the wage bill equals INR 25000, 

the expected production value is the wage billXPR=25000X 5.56=INR 139000. If 

actual production value equals INR 580000 then the savings (actual production value 

minus expected production value) is INR 441000. Since, the labour contribution to 

the value added is 45 percent, the bonus to the work force should be 0.45x INR 

441000= INR 198450. The savings are distributed as an incentive bonus according to 

a formula similar to the Scanlan formula – 75% of the bonus is distributed to workers 

immediately and 25% is kept as an emergency fund to cover poor months. Any 

excess in the emergency fund at the end of the year is then distributed to workers.  

 

Imroshare (Improved Productivity through sharing): In improshare plan, a standard 

is developed that identifies the expected hours required to produce an acceptable 

level of output. Any saving arising from production of the agreed upon output in 

fewer than the expected hours is shared by the firm and by the workers. For example, 

if 100 workers can produce 50000 units over 50 weeks, this translates into 200000 

hours (40 hoursx50 weeks) for 50000 units, or 4 hours per unit are shared 50-50 

between employees and management (wages times number of hours saved).  

 

Profit sharing plans: In reality, many variable-pay plans still require a designed 

profit target to be met before any payouts occur. Profit-sharing continues to be 

popular because the focus is on the measure that matters most to the most people: a 

predetermined index of profitability. When pay-offs are linked to such measures, 

employees spend more time learning about financial measures and the business 

factors that influence them. On the other hand, most employees don’t feel their jobs 
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have a direct impact on profits. A small cog in a big wheel is difficult to motivate 

very well. Moreover, even if workers are able to improve operating efficiency, there 

is no guarantee that profits will automatically increase. Strength of the market, global 

competition, even the way we enter accounting information into the balance sheet all 

can affect profits and serve to disenchant workers (Milkovich & Newman, 2005).  

 

Employee Stock Option Plan (ESOPs): ESOP is another way to link employee 

performance with the success or failure of a company, which makes the employees 

of company owners of stock in that company. It has fringe benefits like tax benefits, 

financing options etc. , which makes it an attractive investment both from employers 

and employee point of view. ESOPs are implemented based on employee 

contributions, which are allocated to the individual employee accounts within the 

employee trust. Allocations can be done in proportion to compensation, years of 

service or a combination of both. The most utilized is allocation through 

compensation. Usually, employees might join the plan and begin receiving 

allocations after completing a year of service with the company, where any year in 

which an employee works for at least a 1000 hours is counted as a year of service. 

Within limits, company contributions to the trust tax deductible. Usually, an 

employee can join the plan after completing 1 year of service or 1000 hours of 

service within the year.  

Apart from providing tax benefits, ESOPs provide an incentive for the employee to 

remain in the company as he/she knows that if he does well, the company will 

prosper and eventually the shares will yield a higher return, which will in turn benefit 

him/her. ESOPs are very useful for companies at the growing stage to attract good 

employees. As the high growth employers are utlising most of the funds for 

sustaining the growth, they don’t have many resources to distribute to the employees 

and, hence, may be considered with low paying ability. They can then use ESOPs to 

retain good employees as there is no cash outlay involved for the company. 

However, ESOPs also have some demerits. For example, when the shares are 

provided, they are generally issued such that there is a difference between the market 

price and price offered. This difference is a cost to the employer, which has to be 

adjusted. Moreover, when shares of an employee becomes of considerable worth, 

they may not like to continue working for the same country.  

From the overall perspectives, team or group incentive plans have both advantages 

and disadvantages. The advantages can be it’s positive impact on organization and 

individual performance, such plans can measure performance better, team works are 

encouraged and employee participation is encouraged. On the other hand, the 

disadvantages are their inability to see the individual contributions and causing 

greater turnover tendencies by the better performers as they don’t want to share their 

performance with the poor performers.  
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12.5 EXECUTIVE COMPENSATION SYSTEM 

Executive compensation plan is one of the most discussed and debated subjects in 

contemporary research on compensation management. Lot of debates have been 

witnessed among different scholars, stakeholders of modern business on the 

rationality, format, taxation, ethicality etc. of the executive compensations offered in 

industry today. 

 

The modern history of executive compensation research began in the early 1980s. 

Early studies in this area focused on documenting the relation between Chief 

Executive Officer’s pay and company performance. It has also been investigated 

whether CEOs are terminated following poor performance and whether CEOs are 

rewarded for performance measured relative to the market or industry. An 

executive’s wealth is explicitly tied to the principal’s objectives (creating shareholder 

wealth) through his holdings of stock, restricted stock and stock options. Frequently, 

executive compensation has been explained with the philosophy of principal-agent 

theory. This has been explained in this chapter. 

 

Principal-Agent Theory and executive compensation: Agency theory proposes 

that one party (the principal) delegates responsibilities, are called principals. Agents 

are the managers or employees who manage firm assets for owners or other 

principals. Principals are risk neutral and willing to bear greater risks than agents 

because their asset wealth is more likely to be diversified between corporate assets 

and other equities/investments. Agents are more risk averse than principals, because 

most of their wealth is concentrated in the firm and received in the form of pay and 

opportunities for promotion. The agent is tempted (and some cases succeed) to take 

advantage of information asymmetry with principal and act opportunistically 

(defined as making decisions not aligned with principal’s interests) and use the firm 

resources to maximize wealth of  the agent (often at the expense of the principal). 

Agency contract provides solution to moral hazard/agency problem, by establishing 

‘rules of the game’ to control agent opportunism-agent’s performance will be judged 

by outcomes (often financial benchmarks) and not behaviours (which require direct 

supervision of agent’s actions). These outcomes will reflect principal’s goals and risk 

preferences. As incentive alignment, the agency contract will be a type of pay for 

performance plan. Meeting or exceeding pre-agreed upon financial or non-financial 

outcomes triggers various forms of compensation (individual or group-based) for the 

agent. Some agency costs are borne by the principal in the form of financial 

incentives for the agent.  

Therefore, the traditional principal-agent model yields several important and 

practical insights useful in understanding existing contracts (and, normatively, in 

designing better ones). In particular, the models highlight the trade-off between risk 

and incentives.  
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Components of executive compensation: Before making any decisions as to the 

motivational or greed value of compensation, the following section identifies and 

briefly describes the major components of an executive incentive compensation 

package. The following are major components of executive compensation plan 

(Herderson, 2003). 

a) Base salaries: Base salaries for senior executives are typically determined 

through competitive ‘benchmarking’, based primary on general industry salary 

surveys (except for utilities and financial institutions, which utilize uindustry-

specific surveys), and supplemented by detailed analysis of selected industry or 

market peers. Size is traditionally measured using company revenues, although 

market capitalization is increasingly used (especially in start-ups with low 

revenues but high capitalization).  

b) Annual Bonus plans: In spite of substantial heterogeneity across companies and 

industries, executive bonus plans can be categorized in terms of three basic 

components: performance measures, performance standards, and the structure of 

the pay-performance relation. Under the typical plan, no bonus is paid until a 

threshold performance (usually expressed as a percentage of the performance 

standard) is achieved, and a ‘minimum bonus’ (usually expressed as a percentage 

of the target bonus) is paid at the threshold performance. Target bonuses are paid 

for achieving the performance standard, and there is typically a ‘cap’ on bonuses 

paid (again expressed as a percentage or multiple of the target bonus). The range 

between the threshold and cap is lebelled the ‘incentive zone’, indicating the 

range of performance realizations where incremental improvement in 

performance corresponds to incremental improvement in bonuses. 

c) Short-term bonuses: To augment the base salaries of major executives of major 

corporations, short term bonus has range from 50 percent of base pay to ten or 

more times base pay when their respective organizations have had a good year by 

recognizing some kind of financial indicators. 

d) Equity and equity-related components: Possibly, the major wealth-building 

opportunity available to executives of big corporations is through the opportunity 

to acquire stock in the organization or some combination of money and stock that 

relates to the improved price of organizational stock. 

e) Long-term performance bonus: These cash payments are similar to the short-term 

bonus of provided to corporate executives. The major difference is that the time 

period for receipt of that award is two years or more into the future and the size 

of the award is based on multi-player achievement of established performance-

related goals. When established, this kind of achievement standard or goal, and 

the actual size of the bonus often relates to achieved levels of performance. It is 

common to find that both short-term and long-term bonus plan includes three 

levels of performance: threshold, target and size of the bonus and maximum. 

f) Severance packages: A severance package or golden handshake is a bundled 

package of financial compensation and benefits which is offered to employees 

who are laid off or retired. Sometimes, they may be offered for people who 
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resign, regardless of the circumstances; or are fired. Some common inclusions in 

a severance package are: stock options, health insurance, life insurance, 

compensation pay, pay for unused sick or vacation days, job placement assistance 

and retirement benefits. In regard to insurance, some companies continue to 

cover their employees after they leave with medical and dental benefits. 

Companies may also allow employees to buy into life insurance plans with 

company assistance. Stock options are another technique for compensating 

employees, since the employee may like not to part with the stocks. A severance 

package can include up to six months of pay in some cases. Additional pay, such 

as accrued back-pay for unused sick and vacation days is not uncommon, and 

some companies simply offer a lump-sum to retiring employees to thank them for 

their work. 

g) Special package of benefit and perquisites: 

Executives, like all other employees, have available to them, all of the benefit 

organizations provide to there employees. However, to maximize the time 

available to key executives for business related purposes, a lot of additional 

facilities, such as, cell phone connection, internet connection and so on are 

provided.  

 

Criteria to make an executive compensation: The following is advice for the 

executive compensation committee when reviewing the salary, bonus and stock 

option plans: 

a) Performance bonus needs to be connected with both profitably and growth. 

b) Total compensation should reflect the difficulty of the performance objectives 

set relative to peers. If objectives are set aggressively high, then compensation 

should match this aggressive stance. 

c) Expected management compensation level needs to be carefully analyzed to 

reach to the bonus formula. 

 d) Considerable effort should be put into developing or obtaining a database to 

measure financial performance against peers. This data should be presented to the 

Board of Governors to consider in discussions about future objectives for the 

organization. Sources of such data include stock analyst reports, trade association 

surveys, consulting firm surveys, analysis of financial statements for peer public 

companies, etc. 

e) The financial objectives of a company should reflect a balance between past 

financial history of the company, target for the current financial year. Objectives 

should be set at a level to improve performance relative to the competitors and 

they should reflect at least the industry average forecast for growth.  

f) Companies should avoid cancelling and reissuing underwater stocks (stock 

options are options that have an exercise price that is greater than the market price 

of the underlying stock) at a lower strike price. 
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g) Management stock ownership guidelines should be in place. Management, like 

the shareholders, should have a downside financial risk as well as an upside 

opportunity. 

h) Reduction in manpower is often viewed as an easy way to improve profits. It is 

difficult to keep the workforce energized, positive and focused when this occurs. 

Executive bonuses should be consistent with employment and compensation of 

other employees in the company. It sends the wrong signal to company 

employees, when top executives receive large bonuses, while large numbers of 

employees are being granted. If layoffs are needed or a tightening of the 

compensation structure for the company overall, then the executive will likely 

find his or her rewards in the impact of those actions on stock option value. It may 

be best for the company if the CEO and the top management team forego their 

bonuses and perhaps even accept a cut in the basic pay. The long term rewards for 

the executives and the company should outweigh short-term compensation loss.  

i) It is easy to be generous and complacent when times are good. The board and 

the compensation designer need to consider what safeguards are in place in the 

compensation plan should financial results take a quick downturn or should the 

financials need to be restarted in a downward direction. 

j) Often, it is a good idea to adjust the balance between these elements when they 

are found to be out of alignment. A competent and confident executive will 

welcome such a rebalancing because it should result in higher compensation for 

top performers. 

 

 

●      Check Your Progress-A 

 

MCQs 

1. What is a common drawback of offering excessive fringe benefits? 

a) Increased employee turnover 

b) Reduced employee satisfaction 

c) Higher organizational costs 

d) Decreased workplace morale 

2.  Which of the following is NOT an example of a fringe benefit? 

a) Retirement plans 

b) Bonuses tied to performance 

c) Health insurance 

d) Paid sick leave 
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3. Incentives are primarily designed to: 

a) Ensure job security 

b) Motivate employees to achieve higher performance 

c) Provide retirement benefits 

d) Maintain workplace discipline 

4. Fringe benefits are important for: 

a) Attracting and retaining employees 

b) Eliminating wage disparities 

c) Managing employee grievances 

d) Providing direct cash payments 

 

12.6 SUMMARY 

Incentives and rewards are essential components of contemporary compensation 

system, widely practiced in industry. The same is more prominent with the 

compensation packages designed for the sales personnel, where performance can be 

relatively more easily quantified. However, there are some criteria to be followed to 

make such incentive and reward system more competitive and appealing to the sales 

professionals such as giving adequate importance to the sales efforts too, designing 

incentives more motivating rather than extremely challenging and difficult to attain, 

giving recognition to the smart and innovative performers etc. . Not only for the sales 

professionals, reward system is also widely acknowledged as an important tool to 

attract, retain, motivate and even develop the workforce in an organization. Rewards 

and incentives are not only the matter of continuous introspection and experiments 

across the globe, but also have been widely researched in academia, industry and 

corporates. Different types of professional challenges demand different types of 

rewards and most of them are based on individual and group contribution based. 

Different techniques have been carefully developed over the period of time and are 

widely in practiced in different industries such as specific short term pay (Merit pay, 

lump-sum bonuses) and individual incentives (straight peace work plan, standard 

hour plan, Taylor differential piece-rate system, Merrick multiple piece rate systems, 

Halsey 50-50 method, Rowan plan Gantt plan) at the individual level and Gain 

sharing plans, Scanlan plan, Rucker plan, Improshare (improved productivity 

through sharing) etc. targeting group performance in the organizations. Another 

important aspect of modern compensation practice is executive compensation, which 

has been the centre of many stormy discussions and debates due to different issues 

associated with it. However, designing and making any executive compensation is 

nothing less challenging than any strategic decision of the organization. The 

identification of the components, purposes of the executive compensation plans etc. 

widely vary from countries to countries, industries to industries and companies to 



 
MS 307 Compensation Management                                                     Uttarakhand Open University 
   

  

Unit 12 Basics of Incentives and Fringe Benefits                                       Page 311 of 619 
  
 

companies etc. However, some basic objectives such as recognizing and rewarding 

the specific challenges of respective executive roles must be taken care of while 

designing such compensation plans. Even, the components such as bonus plans, 

stock options, profit sharing, selection of the perks etc. are considered as essential 

pillars of executive compensations. 

 

 

12.7 GLOSSARY 

Wages: Payments made to employees for their labor, typically based on 

the time worked or the amount of work completed. Wages can be classified into 

various forms such as nominal, real, time, or piece wages. 

Scanlan Plan: Scanlon Plan is an employee incentive program based on the 

principle of gainsharing, where employees receive bonuses or incentives based on 

productivity improvements, cost savings, or other performance metrics achieved 

through their contributions and suggestions. 

Halsey 50-50 Method:  The Halsey 50-50 method is a wage incentive plan that pays 

workers a guaranteed time wage plus a bonus if they complete a job in less than the 

standard time 

Marginal Productivity Theory of Wages: This theory suggests that wages are 

determined by the additional output produced by one more unit of labor, i.e., the 

marginal product of labor. 

Nominal Wages: The amount of money paid to a worker in monetary terms without 

considering inflation or the cost of living. 

Real Wages: The purchasing power of nominal wages, i.e., how much goods and 

services a worker can buy with their nominal wage, adjusted for inflation. 

Minimum Wages: The legally mandated minimum level of wages that an employer 

must pay workers to ensure they can cover basic living costs. 

Living Wages: The wage level that allows a worker to meet basic living needs, such 

as food, housing, healthcare, and education, often higher than the minimum wage. 

 

12.8 ANSWERS TO CHECK YOUR PROGRESS 

Check Your Progress – A 

  

MCQs 

1. C     2. B     3. B      4. A                        
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12.11 TERMINAL QUESTIONS 

) Explain the concept of sales force compensation. 

2)  Identify the key components of sales force compensation 

3) To design a salesforce compensation, what are the criteria to be considered in 

contemporary practices? 

4) What do you understand by performance based pay system and incentive? 

5) What are the objectives of performance based pay system and incentive? 

6) What are the objectives behind individual incentive plans? Can you explain such 

objectives in respect to certain incentive practices in industry? 

7) What are the objectives behind group/team incentive plans? Can you explain such 

objectives in respect to certain incentive practices in industry? 

8) Explain in brief two individual and group/team incentive plans and their key 

features. 

9) What is executive compensation? Why executive compensation deserves special 

considerations in today’s business scenario. 

10) What are the objectives of executive compensation? 

11) Explain the components of executive compensation in modern industries. 

12) Discuss the challenges and key considerations of designing executive 

compensation. 
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UNIT 13 DETAILED OVERVIEW OF 

INCENTIVES AND FRINGE BENEFITS – IN AN 

ORGANIZATION 

13.1   Introduction  

13.2  Objectives 

13.3     Compensation Management: Introduction and Background 

13.4     Incentives and Benefits: Meaning and Concept 

13.5     Fringe Benefits 

13.6  Distinctiveness between Incentives and Fringe Benefits 

13.7  Compensation for Employees 

13.8  Fringe benefit for Sales personnel 

13.9     Pay Commissions in India: Implementation and Effects 

13.10 What are Incentives? 

13.11 Executive Compensation Package Components 

13.12 Performance Based Pay System 

13.13 Summary 

13.14 Glossary 

13.15 Answers to check your progress 

13.16 References 

13.17 Suggested Readings 

13.18 Terminal Questions 

 

13.1 INTRODUCTION  

A key element of the employment relationship is Compensation, which includes all 

of the perks and payments given to workers in return for their labour and 

contributions to the company. Vitally, compensation fulfils a number of important 

roles, including luring and keeping talent, inspiring workers to give their all and 

guaranteeing justice and equity in the workplace. 

 

13.2 OBJECTIVES 

After reading this unit, you will be able to  

 Recognize the role that practices and concepts that are in line with corporate 

strategy. 

 Comprehend view of Benefit administrations and Incentive Programs. 
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 Identify trends and make data-driven decisions to continuously improve 

compensation practices. 

 Assess the changing organizational needs, market conditions and regulatory 

requirements. 

 

13.3 COMPENSATION MANAGEMENT: 

INTRODUCTION AND BACKGROUND 

In the previous chapters you learned that Compensation includes all forms of 

financial payment to employee’s salaries and wages, benefits and bonus, profit-

sharing and awards of goods and services. As compensation gives a feeling of 

protection to employees by which they give the best output. Various types of 

Compensation are: 

 I-Direct Compensation:  

The following are some of the types of direct compensation - 

 Base Pay: The hourly rate or fixed salary that an employee is paid.  

Variable Pay: Salary based on performance, which may include incentives, 

commissions and bonuses. 

 

II- Indirect Compensation: 

 Non-wage earnings include paid time off, retirement programs, health insurance etc. 

Non-financial Benefits: Opportunities for professional advancement, appreciation 

initiatives and healthy -happy workers. 

 

13.3.1. Role and Importance    

The importance of Compensation is summarised as under: 

(a) Attraction and Retention: Competitive compensation packages help  

organizations attract skilled employees and reduce turnover by retaining existing 

talent. 

(b) Motivation and Performance: Performance-based incentives align employee 

goals with organizational objectives, driving higher productivity and performance. 

(c) Equity and Fairness: Fair compensation practices promote a sense of fairness 

and equity, reducing the risk of disputes and fostering a positive work culture. 

(d) Compliance: Adhering to legal and regulatory standards in compensation 

ensures that organizations avoid penalties and maintain their reputation. 

13.3.2 Creating Plan for a Compensation Strategy 
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A well-designed compensation strategy involves understanding market trends, 

conducting job evaluations and establishing clear policies that align with the 

organization's goals. This strategy should be regularly reviewed and updated to 

reflect changes in the market and the organization’s evolving needs.  The measures 

taken are summarized as- 

a) Top Management Support: In essence, top management support is vital for 

driving organizational change, achieving strategic objectives and fostering a 

culture of innovation and growth within an organization. It provides the 

necessary leadership and resources to navigate challenges and capitalize on 

opportunities effectively. 

b) Clear Cut Policies and Procedures: Clear-cut policies and procedures are 

foundational to organizational effectiveness, governance and compliance. They 

provide structure, guidance, and accountability, fostering a culture of 

transparency, efficiency and continuous improvement within the organization. 

c) Proper Communication System:  Proper communication system is essential for 

creating a cohesive and productive work environment. By ensuring clarity, 

accessibility, timeliness and inclusivity in communication practices, 

organizations can enhance collaboration, decision-making, employee engagement 

and overall performance. 

d) Constructive Attitude: A constructive attitude is a valuable asset in personal and 

professional life. It fosters resilience, collaboration and growth, enabling 

individuals and organizations to thrive in dynamic and challenging environments. 

e) Development of Right Union Leadership: The development of effective union 

leadership involves cultivating skills, qualities and strategies that empower 

leaders to advocate for their members' rights and interests effectively. 

 

13.3.3 Challenges and Difficulties in Compensation Management 

Compensation management involves several challenges that organizations must 

navigate to ensure fair, competitive and effective pay structures. Some of the vital 

challenges in compensation management are following: 

1. Maintaining Pay Equity: Ensuring that employees within the organization are 

paid fairly relative to one another and ensuring that compensation levels are 

competitive with the external job market. 

2. Balancing Cost and Competitiveness: Managing compensation costs within 

budgetary limits while offering competitive salaries. Keeping up with market 

compensation trends to attract and retain talent. 

3. Compliance with Legal Requirements: Ensuring compliance with national and 

local minimum wage regulations. Adhering to laws that mandate equal pay for equal 

work, avoiding discrimination based on gender, race or other factors. 
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4. Overtime and Benefits Compliance: Managing legal requirements for overtime 

pay, benefits, and other compensation-related regulations. 

5. Aligning Compensation with Organizational Goals: Ensuring that the 

compensation strategy aligns with the organization’s overall business strategy and 

goals. Designing compensation plans that effectively incentivize and reward desired 

employee behaviours and performance outcomes. 

6. Managing Employee Expectations: Communicating compensation policies and 

changes clearly to employees to manage expectations and perceptions of fairness. 

Balancing the need to satisfy employees' compensation expectations with 

organizational constraints. 

 7. Handling Economic Fluctuations: Adjusting compensation strategies during 

economic downturns or periods of financial instability. Keeping compensation 

competitive in the face of inflation and rising living costs. 

8. Attracting and Retaining Talent: Competing for top talent in a tight labour 

market. Developing compensation packages that help retain key employees and 

reduce turnover. 

9. Complexity of Global Compensation: Managing compensation across different 

currencies and economic conditions. Accounting for cultural differences in 

compensation expectations and practices. Complying with diverse labour laws and 

compensation regulations in different countries. 

10. Implementing Performance Based Pay: Ensuring that performance assessments 

are fair and accurately reflected in compensation decisions. Designing incentive 

structures that truly motivate employees and align with organizational objectives. 

11. Maintaining accurate and up to date compensation data: Using data analytics 

to inform compensation decisions and strategy. Implementing and integrating 

compensation management software with other HR systems. 

 12. Adapting to Remote Work Trends:  Geographical Pay Differentials mainly 

adjusting pay scales based on employees’ locations, especially with the rise of 

remote work. Providing stipends or allowances for remote work expenses. 

 13. Transparency and Communication: Policy Communication means clearly 

communicating compensation policies and changes to all employees. Ensuring 

transparency to build trust and avoid misunderstandings about compensation 

practices. 

14. Dealing with Pay Compression: Addressing the issue where there is a small 

difference in pay between employees regardless of their skills, experience, or job 

responsibilities, often caused by rapid market rate changes. 

15. Managing Incentive Plans: By finding a balance between short-term rewards 

and long-term incentives, incentives can be aligned with both short and long-term 
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goals. modifying incentive schemes to accommodate different worker roles and 

organizational tiers.  

16. Evaluating Effectiveness: Key performance indicators (KPIs) must to be 

developed and applied in order to appraise the effectiveness of compensation 

schemes. Regularly reviewing and adjusting pay plans in response to employee 

feedback and changing business needs. 

 

In summary, these issues demand a strategic approach and ongoing work to 

guarantee that pay management meets business goals and employee happiness. 

Compensation is one of the most significant and dynamic facets of human resource 

management and is essential to the operation of a business. Companies can raise 

performance, increase employee happiness and achieve their goals. 

 

13.4 INCENTIVES AND BENEFITS: MEANING AND 

CONCEPTS 

The process of creating and executing a plan to fairly compensate staff members for 

their contributions to a company is known as compensation management. It entails 

developing and managing rules, procedures and pay plans with the goal of luring, 

keeping   and inspiring workers. 

Important facets of managing compensation consist of:  

 

1. Job Analysis and Evaluation: This process identifies the relative value of various 

tasks held by members of the company in order to create a compensation structure 

that is both fair and equitable.  

2. Salary Surveys: Research is done to determine current compensation rates in the 

industry and area for jobs that are comparable, which aids in determining   

competitive salary levels. 

3. Benefits Administration: Overseeing employee benefits like paid time off, 

retirement programs, health insurance and other advantages that benefit 

administration. 

4. Incentive Programs: Creating and putting into action profit-sharing, bonuses, 

variable pay schemes, and other incentives to recognize achievement and coordinate 

worker efforts with company objectives.  

5. Legal Compliance: Remuneration practices must abide by labor laws, regulations, 

and industry standards to avoid legal issues and fines.  

6. Communication: Providing employees with information on the philosophy, 

structure, and modifications of compensation in a transparent and understanding 

manner. . 

 7. Performance Management: Using merit raises, performance-based awards, and  
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performance reviews to tie pay to performance in order to identify and honour top 

performers.  

Due to its impact on employee morale, motivation, productivity and retention, 

effective pay management is critical to the success of any firm. In addition to 

drawing and keeping talent, a well-thought-out compensation plan also helps 

employees' efforts to match company goals, which improves performance as a whole. 

Learning Compensation Management aims to achieve a range of objectives, 

including competitive, equitable and motivating compensation practices in 

businesses. The following are the main goals: 

1. Attract and Retain Talent: Effective compensation management aims to attract 

skilled individuals to the organization by offering competitive pay and benefits 

packages. It also seeks to retain current employees by ensuring their compensation is 

fair relative to industry standards and their contributions. 

2. Motivate and Reward Performance: Compensation management aims to 

motivate employees to perform at their best by linking pay and rewards to individual 

and team performance. This includes implementing incentive programs, merit 

increases and bonuses based on achievement of goals and objectives. 

3. Internal Equity: Ensuring fairness and equity in pay structures within the 

organization. This involves conducting job evaluations, salary surveys and 

establishing pay grades or bands that reflect the relative value of different jobs based 

on their responsibilities skills and market rates. 

4. External Competitiveness: Ensuring that the organization's pay levels are 

competitive with those of similar employers in the industry and region. This helps 

attract and retain talent in a competitive labour market. 

5. Cost Control: Balancing the need to attract and retain talent with the 

organization's financial capabilities. Effective compensation management involves 

controlling labour costs while ensuring employees feel adequately compensated for 

their contributions. 

6. Legal Compliance: Ensuring that compensation practices comply with relevant 

labour laws, regulations and industry standards. This includes adhering to laws 

regarding minimum wage, overtime pay, equal pay for equal work and other legal 

requirements. 

7. Employee Satisfaction and Engagement: Ensuring that employees perceive their 

compensation as fair and competitive can enhance job satisfaction and overall 

engagement. This can lead to higher productivity, reduced turnover and a positive 

organizational culture. 

8. Alignment with Organizational Goals: Linking compensation strategies with the 

organization's overall goals and objectives. This comprises rewarding behaviours and 

achievements that contribute to organizational success and strategic priorities. 
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9. Transparency and Communication: Communicating openly and transparently 

about compensation policies, practices and decisions. Clear communication helps 

build trust and understanding among employees and reduces misunderstandings or 

perceptions of unfairness. 

10. Continuous Improvement: Regularly reviewing and updating compensation 

practices to adapt to changes in the organization, industry trends and economic 

conditions. Continuous improvement ensures that compensation remains effective in 

achieving organizational goals over time. 

Thus, Incentives and fringe benefits are both important aspects of employee 

compensation beyond just the basic salary. Incentives are rewards given to 

employees in addition to their base pay, archetypally based on their performance or 

achievements. The purpose of incentives is to motivate employees to perform better 

and achieve specific goals. Incentives and fringe benefits are both forms of 

compensation provided to employees but they serve slightly different purposes and 

can have different impacts on motivation and satisfaction. 

Incentives refer to rewards given to employees for achieving specific goals or 

milestones. These could be financial rewards such as bonuses, profit-sharing or 

commissions based on performance. Non-financial incentives might include 

recognition, awards or career advancement opportunities. The key characteristic of 

incentives is that they are usually tied to individual or team performance, aiming to 

motivate employees to achieve higher levels of productivity and excellence. 

13.4.1 Kinds of Incentives 

Common types of Incentives include - 

I. Performance Bonuses: These are monetary awards granted for surpassing 

performance standards or reaching predetermined goals.  

II. Commission: Characteristically, individuals in sales roles receive a percentage of 

the revenue they bring in. 

III. Profit Sharing: By giving employees, a cut of the company's earnings, 

employers motivate staff to support the business's growth.  

IV. Equity or stock options: Giving staff members a share of the company's 

ownership, which links their financial success to the company’s performance.  

V. Awards of recognition: Non-monetary awards for exceptional achievement, such 

as trophies, certificates, or public recognition.  

The reason incentives work so well is that they line up employee interests with 

company objectives by offering material rewards for certain achievements. 
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13.5 FRINGE BENEFITS 

Fringe benefits, also known as perks are non-monetary forms of compensation 

provided to employees in addition to their salary. These benefits are designed to 

improve the quality of work-life balance, enhance job satisfaction and contribute to 

overall well-being. Fringe benefits are important for attracting and retaining 

employees, promoting loyalty and contributing to a positive workplace culture. They 

demonstrate an employer's commitment to employee well-being and satisfaction 

beyond financial compensation.  

In short, while incentives focus on rewarding performance and achieving goals, 

fringe benefits aim to enhance the overall employment experience and support 

employees' personal and professional lives. Together, they form a comprehensive 

compensation package that addresses both monetary and non-monetary needs of 

employees. Fringe benefits, on the other hand are additional perks or benefits that 

supplement an employee's salary. These benefits can include health insurance, 

retirement plans, paid time off (such as vacation days, sick leave, or parental leave), 

flexible working hours, wellness programs, company cars and even things like free 

meals or gym memberships. Fringe benefits are often seen as a way to enhance the 

overall compensation package and improve the work-life balance and well-being of 

employees. 

Common fringe benefits include: 

 Health insurance: Coverage for medical, dental and vision care. 

 Retirement plans: Such as 401(k) plans with employer contributions. 

 Paid time off: Including vacation days, sick leave and holidays. 

 Flexible work schedules: Offering options like remote work or flexible hours. 

 Employee discounts: Discounts on products or services provided by the 

employer. 

 Tuition reimbursement: Financial assistance for employees pursuing further 

education. 

 

13.6 DISTINCTIVENESS BETWEEN FRINGS BENEFITS 

AND INCENTIVES 

 

1. Purpose: Incentives are directly tied to performance and are used to motivate 

employees to achieve specific targets or goals. Fringe benefits are more about 

providing additional support and improving the overall work experience and quality 

of life for employees. 
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2. Impact on Motivation: Incentives can provide a clear motivation for employees 

to perform better, as they directly see the rewards linked to their performance. Fringe 

benefits contribute to employee satisfaction and loyalty by showing that the 

employer cares about their well-being and work-life balance. 

3. Cost and Administration: Incentives can vary widely in cost and complexity 

depending on the performance metrics and reward structure. Fringe benefits often 

involve ongoing costs but are generally more predictable and standardized in their 

administration. 

4. Legal and Tax Considerations: Both incentives and fringe benefits may have 

implications for tax treatment and compliance with labour laws, so employers need 

to carefully consider these factors when designing their compensation packages. 

 

13.7  COMPENSATION FOR EMPLOYEES 

Pay for staffs is the term used to describe the salary or benefits given to workers in a 

company. It includes all monetary compensation as well as benefits given to staff 

members in return for their labour and services. The following are some important 

factors to take into account when determining employee compensation:  

 

1-Base Salary or Wages: This is the set sum of money that workers receive on a 

regular basis (such as a monthly or bi-weekly basis) in exchange for carrying out 

their job obligations. Base pay is frequently established by taking into account 

variables including market rates, experience, talents and work function. 

 

2. Variable Pay: Also referred to as incentive pay, Performance based pay or bonus 

pay, variable pay consists of commissions, profit-sharing, bonuses and other types of 

payment that are earned only if certain performance benchmarks are met. 

3. Benefits: These are non-wage compensations provided to employees in addition to 

their base salary. Benefits can include health insurance, retirement plans (like 

401(k)), life insurance, paid time off (vacation, sick leave), parental leave and other 

perks (such as tuition reimbursement, gym memberships, or transportation 

subsidies). 

4. Overtime Pay: Compensation paid to employees for working additional hours 

beyond their regular work schedule, typically at a higher rate than their normal 

hourly wage (if they are non-exempt employees under labour laws). 

5. Shift Differentials: Additional compensation paid to employees who work outside 

regular business hours (e.g., evenings, nights, weekends) or in more challenging 

conditions (e.g., hazardous environments). 
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6. Compensation Structure: The framework or system used to determine and 

administer pay for personnel, including pay grades, salary ranges and job evaluation 

methods to ensure internal equity and external competitiveness. 

7. Total Rewards: A holistic approach to compensation that includes not only base 

pay and benefits but also recognition programs, career development opportunities, 

work-life balance initiatives and a positive work environment aimed at attracting, 

motivating and retaining talent. 

8. Legal Compliance: Ensuring that all forms of pay for personnel comply with 

federal, state, and local labour laws, including minimum wage laws, overtime pay 

regulations, equal pay for equal work and other employment-related statutes. 

9. Compensation Philosophy: The guiding principles and values that inform an 

organization's approach to pay for personnel, including its objectives regarding 

fairness, competitiveness, affordability and alignment with business goals. 

10. Communication and Transparency: Open and clear communication with 

employees regarding their compensation, including how pay decisions are made, the 

criteria used, and the overall compensation package provided by the organization. 

 

13.8 FRINGE BENEFITS FOR SALES PERSONNEL 

While incentives focus on performance-driven rewards to boost productivity and 

achievement, fringe benefits are geared towards enhancing employee satisfaction, 

well-being, and work-life balance. Together, they form integral parts of a 

comprehensive compensation strategy aimed at attracting, retaining and motivating 

talented sales personnel. 

Fringe benefits for sales personnel are crucial for motivating and retaining top talent 

in competitive market. Some specific fringe benefits that are commonly offered to 

sales professionals: 

1. Sales Commission: In addition to base salary, salespersons often receive 

commissions based on the volume or value of sales they generate. This aligns their 

earnings directly with their performance, providing a strong incentive to achieve and 

exceed sales targets. 

2. Travel Allowances (TA): Sales people frequently travel to meet clients or attend 

conferences. Providing reimbursement for travel expenses such as mileage, 

accommodation and meals not only reduces financial burden but also recognizes the 

demands of their role. 

3. Health and Wellness Benefits: Comprehensive health coverage including 

medical, dental and vision plans (Medical Insurance) ensures that salespeople have 

access to healthcare services. Subsidized gym memberships, wellness initiatives, and 
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health screenings promote a healthy lifestyle, which can reduce absenteeism and 

improve productivity. 

4. Retirement and Savings Plans: Sales staff can better prepare for a secure 

financial future by making contributions to a retirement savings plan with employer 

matching funds. Encouraging salespeople to take ownership of stock options can 

help align their interests with the long-term growth of the organization.  

 

5. Professional Development: Salespeople benefit from ongoing training and 

development opportunities to enhance their skills and stay up to date with industry 

trends. A commitment to the professional development of salespeople is 

demonstrated by providing training and development to assist them in their pursuit of 

more education or certifications. 

 

6. Work-Life Balance: This generally relates to time off that is compensated, such 

as Holidays, sick leave, and ample vacation time all assist salespeople recharge and 

keep a healthy work-life balance. Offering them options like telecommuting or 

flexible hours can be beneficial. 

7. Acknowledgment and Benefits: That is made up of the two important 

components listed below:  

(i)   Performance Awards: Rewards for exceeding goals, such bonuses, salary 

competitions, or vacations, identify and honour outstanding work.  

(ii) Public Recognition: Honouring sales accomplishments with notifications to the 

entire organization or at awards ceremonies raises spirits and encourages employees.  

Putting these fringe advantages into practice not only draws in gifted salespeople but 

also promotes retention and a happy workplace. Benefits that are specifically 

designed to meet the needs of the sales position show employees that you value their 

efforts and motivate them to keep up their excellent work. Organizations that want to 

draw and keep talent, inspire workers, maintain fairness and compliance, and 

ultimately boost both employee happiness and corporate performance must manage 

people compensation well. 

The Type of Commissions in India is as under: 

1. Sales Commission: Paid to salespersons or agents based on the value of sales they 

generate. It's commonly used in industries such as real estate, insurance and retail. 

2. Brokerage Commission: Earned by stockbrokers or agents for facilitating the 

buying or selling of securities (stocks, bonds, etc.). 

3. Insurance Commission: Paid to insurance agents or brokers for selling insurance 

policies. 

4. Consultancy Commission: Received by consultants for providing expert advice 

or services. 
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5. Service Commission: Paid to individuals for specific services rendered, such as 

event management, recruitment, etc. 

The payment and taxation of commissions in India are governed by the Income Tax 

Act, which mandates that commissions are considered income and are subject to tax. 

Both the payer (employer or client) and the recipient (individual or firm receiving the 

commission) have certain obligations regarding reporting and deduction of taxes. 

Thus, it’s prudent for individuals receiving commissions to maintain proper records 

of their earnings and consult with a tax advisor to ensure compliance with Indian tax 

laws. 

 

13.9 PAY COMMISSIONS IN INDIA: 

IMPLEMENTATONS AND EFFECTS 

 

In India the idea of pay commissions first emerged in the early 20th century, with the 

main goal being modifying and figuring out government employee pay scales. 

Usually pay commissions are established every ten years. An overview of Pay 

Commissions' history in India. 

I. First pay commission Established: May 1946 

Chairperson-   Srinivasa Varadachariar,  

Suggested actions:  Establishment of the Central Pay Commission, and the focus on 

the necessity of a uniform pay scale for all government agencies.  

 

II.  Second Pay Commission 

Established: August 1957   

Chairperson: Jaganath Das  

Suggestions: The goal was to lessen salary differences. 

Structuring and implementing different allowances for public servants. The idea of 

"fair wages" was highlighted.  

 

III. The Third Pay Commission   

Established: April 1970 

President: -Raghubir Dayal  

The commission's recommendations included significant salary raises, the 

establishment of a "minimum wage," and several enhancements to working 

conditions. allowances. 
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IV. The Fourth Pay Commission  

Established: June 1983  

Person in charge: PN Singhal 

Recommended that the pay scale should be significantly restructured, with an 

emphasis on productivity-linked incentives, and different benefits and allowances for 

different employee types should be included. 

 

V. The Fifth Pay Commission 

Established: April 1994 

Chairperson- Ratnavel Pandian 

Their Suggestions include a sizable salary increase, the implementation of new pay 

scales, and a focus on streamlining the pay structure by lowering the number of pay 

grades. The government's wage bill increased significantly as a result of the 

proposals. 

 

VI. The Sixth Pay Commission  

Established: October 2006 

Chairperson: BN Srikrishna  

 Major pay scale revisions and the implementation of the grade pay concept are 

recommended. prioritised performance-based rewards and considerable increases in 

allowances. The commission's recommendations were put into practice in 2008 and 

they significantly affected the amount of money the government spent on salaries.  

 

VII. The Seventh Pay Commission 

Established:   February 2014 

Chairperson: Ashok Kumar Mathur  

Increases in government employee pay, benefits, and pensions are advised. the 

adoption of new pay matrices and the introduction of the idea of rationalizing 

allowances. After the suggestions were adopted in 2016, there was a notable rise in 

the pay of. 

Thus, each Pay Commission submits its recommendations to the government, which 

then decides whether to accept, reject, or modify them. These commissions play a 

crucial role in determining the pay structures and benefits for millions of government 
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employees in India, influencing not only their livelihoods but also the overall 

economy and public sector management. 

 

13.10 WHAT ARE INCENTIVES  

Employers utilize incentives, which are rewards or perks to inspire and motivate staff 

members to give their best work, coordinate their efforts with company objectives, 

and increase productivity as a whole. These rewards can be monetary or non-

monetary and are designed to stimulate higher performance, foster loyalty and 

achieve specific business objectives. 

13.10.1.   Types of Incentives 

(1) Monetary Incentives: A reward or compensation provides in the form of money 

to encourage individuals or employees to perform certain actions, achieve specific 

goals or improve their performance. The monetary incentives generally used in 

organisations are as following: 

i. Bonuses: Increased income given for meeting goals or finishing tasks.  

ii. Commissions: Often employed in sales roles, commissions are earnings based on 

performance measures or sales. 

iii. Profit sharing: Giving staff members a cut of the company's profits.  

iv. Equity options: Giving staff members a chance to buy business equity at a 

reduced price. 

 

(2) Non-Monetary Incentives: The Way to motivate employees by giving them 

praise, gifts and means other than money. Common examples of non-monetary 

incentives are as following: 

i. Recognition Programs: Public acknowledgment of employee achievements, such as 

Employee of the Month awards. 

ii. Professional Development: Opportunities for further education, training, or 

attending conferences. 

iii. Flexible Work Arrangements: Offering flexible hours, remote work options, or 

compressed workweeks. 

iv. Career Advancement: Providing clear pathways for promotion and career growth 

within the organization. 

v. Wellness Programs: Health and wellness benefits, such as gym memberships or 

wellness workshops. 

vi. Extra Time Off: Additional paid vacation days or personal leave as a reward for 

performance. 
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13.11 EXECUTIVE COMPENSATION PACKAGE  

Following are the benefits of Incentives for any Organisation-  

 Increased Motivation: Incentives encourage employees to perform better and go 

above and beyond their regular duties. 

 Improved Performance: Aligning incentives with business goals can drive 

higher productivity and achievement of organizational targets. 

 Employee Retention: Effective incentive programs can enhance job satisfaction 

and reduce turnover rates by making employees feel valued. 

 Enhanced Team Spirit: Group incentives can foster teamwork and collaboration 

among employees. 

 Attraction of Talent: Competitive incentive packages can help attract top talent 

to the organization. 

 

13.11.1   Designing an Effective Compensation Plan 

1. Alignment with Company Goals: To ensure that leaders are motivated to create 

long-term value, compensation ought to be strongly linked to the strategic objectives 

of the business. 

2. Market Competitiveness: To make sure the pay package is appealing and 

competitive, it is regularly benchmarked against industry standards.  

3. Performance-Based Rewards: Stressing components of variable pay that honour 

executives who meet predetermined goals in performance. 

4. Governance and Oversight: To guarantee openness and equity in CEO 

remuneration, a strong governance system should be established, frequently via a 

compensation committee.  

5. Risk Management: Creating pay plans that moderate excessive risk-taking and 

complement the risk tolerance of the business. 

13.11.2 Challenges of Incentive Programme  

 Balancing Costs: Ensuring that the incentive program is financially sustainable 

for the organization. 

 Avoiding Unintended Consequences: Designing incentives that encourage the 

right behaviours without leading to negative outcomes, such as cutting corners 

or unethical practices. 

 Keeping It Fresh: Regularly updating the program to keep employees engaged 

and motivated over time. 
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In swift, incentives are a powerful tool in compensation management that can drive 

performance, enhance employee satisfaction, and support organizational success 

when effectively designed and implemented. 

Executive compensation plans and packages are tailored specifically for senior 

executives, such as CEOs, CFOs, and other top-level managers. These packages are 

designed to attract, retain, and motivate top talent, aligning their interests with the 

long-term success of the company. Due to the significant impact executives have on 

an organization's performance, their compensation packages often include a 

combination of salary, incentives and benefits. 

13.11.3   Components of Executive Compensation Package   

1. Base Salary: The fixed annual salary provided to executives, which is often a 

significant portion of their total compensation. 

2. Annual Incentives: Basically, it covers Bonuses moreover based on short-term 

performance metrics such as annual revenue, profit margins or other key 

performance indicators (KPIs). 

3. Long-Term Incentives: These includes- 

 Stock Options: Grants the right to purchase company stock at a predetermined 

price, encouraging executives to focus on long-term company growth. 

 Restricted Stock Units (RSUs): Company shares given to executives with 

conditions attached, such as vesting periods or performance milestones. 

 Performance Shares: Stock awards that vest based on the achievement of 

specific long-term performance goals. 

4. Benefits and Perquisites: Example of Benefits are Retirement Plans which 

enhanced retirement benefits, such as supplemental executive retirement plans 

(SERPs). 

 Health and Welfare Benefits: Comprehensive health insurance, life insurance 

and disability coverage. 

 Perks: Additional benefits such as company cars, club memberships, travel 

allowances, and other executive-level perks. 

5. Deferred Compensation: Programs that allow executives to defer a portion of 

their compensation to future years, often for tax planning purposes. 

6. Severance and Change in Control Agreements: "Golden Parachutes," or 

significant benefits given to executives in the case of an acquisition, merger, or 

unexcused departure. Severance Packages those benefits and payments given to 

executives when they leave the company usually subject to certain requirements. 

 

13.11.4   Executive Remuneration Trends  
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Executive compensation, also referred as executive pay, is a scheme that a business 

provides to executives and other top managers in exchange for their performance. It 

consists of a salary, perks, and bonus. The factors that influence Executive 

Compensation for their roles are the size and complexity, industry performance, 

competition, the economy, market condition, experience and role alignment etc. 

Following are the latest trends: 

 Increased Focus on ESG (Environmental, Social and Governance) Metrics: 

Incorporating ESG goals into performance-based incentives. 

 Clawback Provisions: Implementing policies that allow the company to reclaim 

executive compensation in cases of misconduct or financial restatements. 

  Say on Pay: Providing shareholders with a non-binding vote on executive 

compensation, enhancing transparency and accountability. 

In short, executive compensation plans and packages are multifaceted and 

strategically designed to align executive actions with the long-term success of the 

company, while also ensuring competitiveness, fairness, and compliance with 

regulatory standards. 

 

 

●      Check Your Progress-A 

 

MCQs 

1. The significant component of an employee's success in the workplace? 

 a) Participation in social gatherings 

 b) Look 

   c) Job presentation 

   d) Duration of service  

2. The key way that staff members can help to make company procedures      

better?  

    a) By taking longer breaks 

     b) Offering comments and suggestions 

     c) Disobeying management orders 

  d) Concentrating solely on individual tasks  

 

3. How can a company best acknowledge an employee's contribution? 

 a) By means of yearly performance evaluations 

 b) By lessening their workload 

 c) By elevating them to higher positions irrespective of ability 
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 d) By occasionally praising them in meetings  

 

4. Which of the following is not often regarded as a substantial staff 

contribution? 

 a) Improving assignment competence  

 b) Boosting teamwork  

 c) Concluding tasks on time  

 d) Developing innovative problem-solving strategies  

 

5. In a team situation, an individual contributes best when they: 

 a) Work independently without consulting others 

 b) Delegate tasks to others. 

    c) Collaborate with team members and exchange expertise 

 d) Focus on personal goals instead of team objectives 

 

    6. A healthy work environment can be foster by: 

 a) Repeatedly criticizing co-workers 

 b) Acting with professionalism and respect 

 c) Engaging in competitive behaviour with peers 

 d) Refusing to participate in team activities. 

 

7.  An employee can help a company to reduce expenses by? 

a) By making effective use of resources 

 b) By disobeying budgetary constraints  

 c) By asking for greater pay  

d) By skipping training courses 

 

8. How does employee involvement affect their ability to contribute to the 

company? 

a) It has no effect 

b) It lowers productivity 

c) It increases motivation and involvement  

d) It generates needless work 

 

9. Which one exemplifies a constructive worker contribution? 

a) Consistently missing deadlines  

b) Giving constructive criticism  

c) Ignoring 

d) Staying away from challenging tasks 

  10. The main goal of wage and salary administration: 

   a) Growth in the Company’s market share  

   b) The workers receive just compensation 



 
MS 307 Compensation Management                                                     Uttarakhand Open University 
   

  

Unit 13 Detailed overview of Incentives and Fringe Benefits                          Page 331 of 619 
  
 

   c) Lowering the tax obligation 

   d) Expanding the product line 

 

13.12 PERFORMANCE BASED PAY SYSTEM  

A performance-based pay system sometimes referred to as merit-based pay or pay 

for performance, is a method of remuneration in which an employee's income or 

bonus is determined by their accomplishments and performance levels inside the 

company. The following are the main elements and things to keep in mind while 

using performance-based pay systems- 

1. Measures of Performance:   Specific metrics that are in line with the aims and 

objectives of the organization are used to evaluate the performance of employees. 

These metrics may consist of customer satisfaction scores, project outcomes, 

team goals and individual performance targets.  

2. Variable Pay Structure: Unlike fixed salaries, a portion of employees' 

compensation is variable and depends on their performance. This could be in the 

form of bonuses, incentives, stock options or profit-sharing. 

3. Transparency and Accountability: Clear criteria and transparent evaluation 

processes are essential to ensure fairness and equity in distributing performance-

based rewards. 

4. Motivation and Engagement: Performance-based pay systems are designed to 

motivate employees to perform at higher levels, as they directly see the correlation 

between their efforts and rewards. 

5. Continuous Feedback: Regular performance evaluations and feedback loops are 

crucial for employees to understand where they stand relative to their goals and 

expectations. 

Examples: 

 Sales Roles: Sales professionals often receive commissions or bonuses based 

on achieving sales targets or revenue goals. 

 Executive Compensation: Top executives may receive stock options or 

performance-based bonuses tied to achieving specific financial or strategic 

milestones. 

 Project-Based Roles: Consultants or project managers may earn bonuses 

based on client satisfaction scores or project completion within budget and 

timeline. 

 Performance-based pay systems:  It can be powerful motivators for driving 

individual and organizational performance, but they require careful design, 
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implementation and monitoring to ensure effectiveness and fairness across 

the board. 

 

 

Considerations: 

1. Objectivity in Evaluation: Ensuring that performance evaluations are fair and 

objective is critical to maintain employee trust and morale. Biases or subjective 

judgments can undermine the effectiveness of the system. 

2. Communication: Clear communication of the performance criteria, expectations, 

and potential rewards is essential to ensure that employees understand what is 

required to earn performance-based compensation. 

3. Impact on Team Dynamics: Individual-focused incentives may sometimes lead 

to competition rather than collaboration within teams. Balancing individual and 

team-based incentives is important for overall organizational success. 

4. Long Term vs. Short Term Goals: Performance-based pay schemes shouldn't 

prioritize short-term profits over the long-term viability and well-being of the 

business. 

5. Legal and Regulatory Considerations: Compliance with labour laws and 

regulations concerning pay and compensation is crucial, especially regarding 

fairness, non- discrimination and equal opportunity. 

 

13.13 SUMMARY 

Compensation management is the process by which an organization designs and 

administers its compensation system, which includes wages, salaries, benefits, and 

incentives. It is a critical component of human resource management and aims to 

attract, retain, and motivate employees while aligning their performance with the 

company's strategic goals. 

Effective compensation management requires a strategic approach that balances 

organizational goals with employee needs, ensuring that the compensation system is 

equitable, competitive, and legally compliant. 

 

13.14 GLOSSARY 

Retention:  the act of holding something 

Motivation: enthusiasm for doing something 

Communication: the act of sharing or exchanging information, ideas or feelings 



 
MS 307 Compensation Management                                                     Uttarakhand Open University 
   

  

Unit 13 Detailed overview of Incentives and Fringe Benefits                          Page 333 of 619 
  
 

Leadership: the state or position of being a manager or the person in charge 

Pay Equity: equal pay for work of equal value   

Job Analysis: a systematic process of identifying and determining the 

responsibilities 

Internal equity: ensuring that employees are compensated fairly and equitably   

Perks:   an additional offering over and above the regular salary  

Personnel: the people who are employed by a company or organization   

Union: joined or associated together for some common purpose 

 

13.15 ANSWERS TO CHECK YOUR PROGRESS 

 

Check Your Progress – A 

  

MCQs 

1. C             2. B        3. A            4. C                    5. C      

6.   B  7. A        8. C            9. B  10. B 
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13.18 TERMINAL QUESTIONS 

1. What are the main goals of the program for Incentives and Fringe 

benefits?  

2. How do Incentives and Perks affect the morale and retention of employees? 

3. What are the main elements of the Pay System that is based on 

performance?  

4. What tactics are employed to maintain the motivation and engagement of 

sales staff?  

5. How do Incentives and Fringe benefits differ from one another?  

6. Describe the Plan for Executive Compensation.  

7. What is the Indian Pay Commission's function and goal?  
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UNIT 14 EMPLOYEE CONTRIBUTION: PAY 

FOR PERFRMANCE 

 

14.1  Introduction  

14.2  Objectives 

14.3     Employee Contribution Pay for Performance 

14.4     Managing Employee Contribution Funds 

14.5     Rewarding Desired Behaviors 

14.6     Does Compensation motivate Performance 

14.7     Designing Performance Enhancing Plans 

14.8     Merit Pay/Variable Pay 

14.9     Summary 

14.10 Glossary 

14.11 Answers to check your progress 

14.12 References 

14.13 Suggested Readings 

14.14 Terminal Questions 

 

14.1 INTRODUCTION  

In the previous unit you learnt the role and importance of wage and salary 

administration, also known as Compensation Management; It is a decisive aspect of 

human resource management (HRM). It involves designing and implementing 

policies and systems to ensure fair, competitive and equitable remuneration for 

employees. This area of Human Resource Management is focused on aligning 

compensation strategies with organizational goals, motivating employees and 

maintaining legal compliance. 

 

14.2 OBJECTIVES 

After going through this unit, you should be able to: 

 Understand the Role, Principles and Practices of Employee Contribution pay for 

performance (PEP).  

 Know a Comprehensive view of Rewarding Desired Behaviours. 

 Explain the concept of PEP and Employee Contribution Funds. 

 Have the Knowledge of Retirement Plans. 
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14.3 EMPLOYEE CONTRIBUTIONS: PAY FOR 

PERFORMANCE 

Pay for performance (PEP) is also known as performance-based pay, it is a 

compensation strategy where employees are rewarded based on their individual or 

team performance. This approach links pays directly to the contributions and 

achievements of employees, incentivizing them to meet or exceed performance 

standards. The core idea is to incentivize employees to perform at higher levels by 

directly linking their pay to their achievements. Employee pay contributions refer to 

the portion of an employee's earnings that is allocated towards various benefits, 

savings or mandatory deductions. These contributions can include payments to 

retirement plans, health insurance premiums, taxes and other benefit programs. 

These funds are often part of an organization’s benefits package and are designed to 

support employees’ financial well-being and security.  

14.3.1 The Types of Employee Contribution Funds are as follows: 

Retirement Savings Funds 

Retirement saving funds is financial accounts or plans designed to help individuals 

save money for their retirement. These funds usually offer tax advantages and can be 

sponsored by employers or set up individually. Benefits of Retirement Saving Funds 

are as follows- 

i. Tax Advantages: Many retirements savings plan offers tax-deferred or tax-

free growth, reducing the immediate tax burden. 

ii. Employer Contributions: Employer matching or contributions can 

significantly enhance retirement savings. 

iii. Compound Growth: Early and regular contributions benefit from 

compounding      interest, leading to substantial growth over time. 

iv.     Financial Security: Building a retirement fund ensures financial stability and 

independence in retirement. 

v.  Investment Choices: Many plans offer a variety of investment options, 

allowing individuals to tailor their portfolios to their risk tolerance and retirement 

goals. 

The different types of retirement saving funds are: 

 1. Employer-Sponsored Retirement Saving Funds 

I. 401(k) Plans: Employer-sponsored retirement plans allowing employees to 

contribute a portion of their pre-tax salary. Many employers match a 

percentage of employee contributions, boosting the savings. Tax Advantages 

Contributions are tax-deferred and taxes are paid upon withdrawal during 

retirement. 
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II. 403(b) Plans: It is Similar to 401(k) plans, but available to employees of 

public schools, non-profits and certain other tax-exempt organization also the 

contributions are tax-deferred, with taxes paid upon withdrawal. 

III. 457 Plans: Available to state and local government employees and some 

non-profit employees. These Contributions are tax-deferred and withdrawals 

can be made penalty-free upon separation from service and also regardless of 

age. 

IV. Thrift Savings Plan (TSP): Retirement savings plan for federal 

employees and members of the uniformed services. Which offers both 

traditional (tax-deferred) and Roth (after-tax) contribution options. 

2- Individual Retirement Accounts (IRAs) 

I. Traditional IRA: Individual retirement account where contributions may 

be tax-deductible, depending on income and participation in other retirement 

plans. Contributions are tax-deferred, with taxes paid upon withdrawal during 

retirement. 

II. Roth IRA: Individual retirement account where contributions are made 

with after-tax dollars. Qualified withdrawals are tax-free, provided certain 

conditions are met (e.g., age should be 59½ and account held for at least five 

years). 

III. SEP IRA: This Simplified Employee Pension IRA for self-employed 

individuals and small business owners. Contributions are tax-deductible and 

earnings grow tax-deferred. 

IV. SIMPLE IRA: Savings Incentive Match Plan for Employees IRA for 

small businesses. Contributions are tax-deferred and employers must either 

match employee contributions or make non-elective contributions. 

14.3.2. Pension Plans; Retirement saving funds are essential tools for ensuring 

financial security in retirement. By understanding the various options and 

maximizing their benefits, individuals can build a robust retirement nest egg. The 

different pension plans in an organisation, are as follows: 

I. Defined Benefit Plans: Employer-sponsored plans that promise a specified 

monthly benefit upon retirement, based on salary and years of service. Mainly 

funded by employer contributions. 

II. Cash Balance Plans: A type of defined benefit plan that resembles a 

defined contribution plan. Employees have individual accounts with a 

specified lump sum upon retirement. Funded by employer contributions. 

Additional Retirement Saving Options: There are other Retirement Saving 

options under following headlines- 

III. Employee Stock Ownership Plans (ESOPs): 
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Retirement plans that invest primarily in employer stock. Contributions are 

tax-deferred and there can be significant tax benefits for the employer. 

IV. Annuities: Financial products that provide a stream of income, typically 

for life, in exchange for a lump sum or series of payments. Contributions to 

qualified annuities are tax-deferred. 

3. Health Savings Accounts (HSAs): Health Savings Accounts (HSAs) are tax- 

advantaged savings accounts designed to help individuals with high-deductible 

health plans (HDHPs) save for medical expenses. Benefits and imperative 

considerations of HSAs are as follows: 

I-Pre-Tax Contributions: Contributions can be made pre-tax through payroll 

deductions or directly, reducing taxable income. Contributions are tax-

deductible, earnings grow tax-free and withdrawals for qualified medical 

expenses are tax-free moreover also provides the benefits of Health Savings 

Accounts. 

II. Tax   and long-term Savings: Contributions reduce taxable income and 

tax-free growth and withdrawals provide significant tax savings. HSAs can be 

used as a long-term savings tool for healthcare expenses in retirement. 

III. Flexibility: Funds can be used for a wide range of medical expenses and 

the account is portable. 

V. Investment Growth: Potential for investment growth over time, increasing 

the value of the account. HSAs offer a powerful way to save for current and 

future medical expenses with substantial levy advantages. 

By understanding the rules and benefits, individuals can effectively use HSAs 

to manage healthcare costs and enhance their financial well-being.  

12.3.4. Pension Funds: Benefit plans where employees and employers contribute to 

a fund that provides a guaranteed income upon retirement, based on a formula 

considering factors like salary and years of service. Pension funds are investment 

funds that provide a source of income during retirement, funded through 

contributions made by employers, employees or both. They are a type of defined 

benefit plan that aims to ensure a steady income stream for retirees.  

 

Types of Pension Funds 

I. Benefit Plans: These plans promise a specific monthly benefit upon retirement, 

based on a formula that typically includes factors such as salary history and years of 

service. 

Funded primarily by employer contributions, though some plans may include 

employee contributions. Examples are Traditional pension plans offered by 

government entities or large corporations. 
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II. Contribution Plans: The amount contributed to the plan is defined, but the 

benefit amount at retirement depends on the investment performance of the account.  

Contributions are made by the employee, the employer or both.  Such as 401(k) 

plans, 403(b) plans and 457 plans. 

III. Cash Balance Plans: A type of defined benefit plan where the employer credits a 

participant’s account with a set percentage of their annual compensation plus 

interest. Funded primarily by employer contributions. It provides a lump sum at 

retirement, which can be more predictable than traditional defined benefit plans. 

Features of Pension Funds 

Contribution Structure: 

 Defined Benefit: Contributions are made to the pension fund by the employer 

(and sometimes the employee), with the benefit amount predetermined based on 

a formula. 

 Defined Contribution: Contributions are based on a fixed percentage or amount, 

with no guaranteed benefit upon retirement. The final amount depends on the 

contributions made and the investment performance. 

14.3.3. Investment Management: Investments are managed by the pension plan 

administrators or fund managers. The risk and responsibility for investment 

performance fall on the employer. Employees usually choose from a range of 

investment options within the plan, such as stocks, bonds and mutual funds. 

Investment risk is borne by the employee. 

Investment management involves the professional handling of various investment 

assets and securities to achieve specific financial goals for clients or institutions. This 

process can include managing a range of assets, such as stocks, bonds, real estate and 

other investments.  Types of Investment Management are as following: 

I. Individual Investment Management: Personalized management of an individual's 

investment portfolio based on their financial goals, risk tolerance and investment 

preferences. Often involves working with financial advisors or wealth managers. 

II. Institutional Investment Management: Managing investments for institutions such 

as pension funds, endowments, foundations and insurance companies. In general, 

involves larger sums of money and more complex investment strategies. 

III. Fund Management: Managing investment funds such as Mutual funds, Hedge 

funds or Exchange-Traded Funds (ETFs). 

Investment management is a comprehensive process involving strategy, analysis, 

portfolio management, risk management and performance monitoring. Whether 

managed individually, institutionally, or through automated platforms, effective 

investment management aims to optimize returns while managing risks to achieve 

specific financial objectives. 
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14.3.4. Payout Options: Provides a predetermined monthly pension payment for life 

or for a specified period, based on the plan’s formula. Benefits are typically 

distributed as a lump sum or as periodic withdrawals, depending on the plan’s rules 

and the retiree’s choices. 

14.3.5. Vesting: Vesting schedules determine when an employee earns the right to 

receive benefits. Vesting periods can vary but often require several years of service. 

Employees are usually vested in their own contributions immediately but may have 

to meet a vesting schedule for employer contributions. 

Consequently, in short, these funds have a substantial part in retirement planning by 

providing income security and tax advantages and provides a blueprint to plan a 

better post-retirement advantage.  

 

14.4 MANAGING EMPLOYEE CONTRUBUTION 

FUNDS 

Managing an Employee Contribution Fund (ECF) involves several foremost contents 

to ensure the fund is well maintained, complaint with regulations and used 

effectively for tits intended purpose. The key elements are as below: 

1. Payroll Deduction: Contributions are typically deducted directly from employees’ 

pay checks, making the process seamless and automatic. 

2. Education and Communication: Providing employees with clear information about 

the benefits, rules and tax implications of contribution funds are essential for 

maximizing participation and understanding. 

3. Compliance: Ensuring that the administration of these funds complies with 

relevant laws and regulations, such as ERISA (Employee Retirement Income 

Security Act) for retirement plans. 

4. Investment Options: Offering a range of investment options within retirement 

savings plans to help employees tailor their investments to their risk tolerance and 

retirement goals. 

5. Monitoring and Adjustments: Regularly reviewing and adjusting contribution 

limits, investment options, and fund performance to ensure they meet employees’ 

needs and align with regulatory changes. 

Employee contribution funds are a key element of a comprehensive benefits package, 

helping employees save for the future, manage healthcare costs and achieve financial 

security. Effective management and communication of these funds can enhance their 

value and impact for both employees and employers. The breakdown of common 

types of employees pay contributions include: 
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1. Performance Metrics: Clear and measurable performance metrics are established 

to assess employee contributions. These can include sales targets, project completion 

rates, customer satisfaction scores, or other relevant indicators. 

2. Evaluation Process: Regular performance evaluations are conducted to review 

employee contributions. This can involve self-assessments, peer reviews and 

manager evaluations to provide a comprehensive view of an employee's 

performance. 

3. Incentive Plans: Various incentive plans are designed to reward high 

performance. These can include: 

 Bonuses: Lump-sum payments awarded for meeting or exceeding specific 

performance targets. 

 Merit Increases: Salary increases based on performance evaluations, reflecting 

an employee's sustained contributions over time. 

 Commission: A percentage of sales or revenue generated, commonly used in 

sales roles. 

 Profit Sharing: Distributing a portion of the company’s profits to employees 

based on their contributions. 

 Stock Options: Providing employees with the option to purchase company 

stock at a reduced price, aligning their interests with the company's success. 

 

4. Goal Setting: Employees and managers work together to set performance goals 

that align with organizational objectives. These goals should be Specific, 

Measurable, Achievable, Relevant and Time-bound (SMART). 

5. Feedback and Development: Continuous feedback is provided to employees to 

help them understand their performance and areas for improvement. Professional 

development opportunities are also offered to support skill enhancement and career 

growth. 

6. Differentiation: Pay for performance differentiates between high and low 

performers, ensuring that top contributors are rewarded more significantly. This 

differentiation helps to motivate employees to strive for higher performance levels. 

7. Transparency: Clear communication about how performance is measured and 

how it impacts pay is essential. Employees should understand the criteria for earning 

rewards and how their contributions are evaluated. 

By linking compensation to performance, organizations aim to motivate employees 

to perform at their best, align their efforts with company goals, and attract and retain 

top talent. This approach can enhance productivity, drive business success and create 

a culture of accountability and high performance. 

 



 
MS 307 Compensation Management                                                     Uttarakhand Open University 
   

  

Unit 14 Employee Contribution: Pay for Performance                                    Page 342 of 619 
  
 

13.5 FRINGE BENEFITS 

Fringe benefits, also known as perks are non-monetary forms of compensation 

provided to employees in addition to their salary. These benefits are designed to 

improve the quality of work-life balance, enhance job satisfaction and contribute to 

overall well-being. Fringe benefits are important for attracting and retaining 

employees, promoting loyalty and contributing to a positive workplace culture. They 

demonstrate an employer's commitment to employee well-being and satisfaction 

beyond financial compensation.  

In short, while incentives focus on rewarding performance and achieving goals, 

fringe benefits aim to enhance the overall employment experience and support 

employees' personal and professional lives. Together, they form a comprehensive 

compensation package that addresses both monetary and non-monetary needs of 

employees. Fringe benefits, on the other hand are additional perks or benefits that 

supplement an employee's salary. These benefits can include health insurance, 

retirement plans, paid time off (such as vacation days, sick leave, or parental leave), 

flexible working hours, wellness programs, company cars and even things like free 

meals or gym memberships. Fringe benefits are often seen as a way to enhance the 

overall compensation package and improve the work-life balance and well-being of 

employees. 

Common fringe benefits include: 

 Health insurance: Coverage for medical, dental and vision care. 

 Retirement plans: Such as 401(k) plans with employer contributions. 

 Paid time off: Including vacation days, sick leave and holidays. 

 Flexible work schedules: Offering options like remote work or flexible hours. 

 Employee discounts: Discounts on products or services provided by the 

employer. 

 Tuition reimbursement: Financial assistance for employees pursuing further 

education. 

 

14.5 REWARDING DESIRED BEHAVIORS 

Rewarding desired behaviours is an effective way to reinforce and encourage those   

actions. Some strategies can be categorised as follows: 

1. Positive Reinforcement: Provide immediate and specific praise or rewards when 

the desired behaviour is displayed. This can be verbal praise, a physical reward 

(like a treat or a certificate), or an activity the worker enjoys. 
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2. Consistency: The organization must consistent with rewards. Every time the 

desired behavior is shown, reward it to help establish a clear connection between 

the behavior and the reward. Consistency is a crucial component of positive 

reinforcement and behavior modification. It ensures that the desired behavior is 

reliably reinforced, leading to stronger and more predictable results. Develop 

clear criteria for performance awards and ensure all employees are aware of 

them.  

3. Timing: Reward the behaviour as soon as it happens so the connection between 

the action and the reward is clear. 

4. Variety of Rewards: Use a variety of rewards to keep the motivation high. This 

can include tangible rewards (like money or gifts), social rewards (like praise or 

recognition) and intrinsic rewards (like personal satisfaction). 

5. Gradual Fading: Once the behaviour is established, gradually reduce the 

frequency of rewards to maintain the behaviour over the long term without 

relying on constant reinforcement. 

6. Setting Clear Expectations: Make sure the expectations are clear and 

understood so the individual knows what behaviours are being rewarded. 

7. Positive Environment: Create an environment that encourages and supports 

positive behaviours. This includes removing any negative influences or triggers 

that might discourage the desired behaviour. 

8. Recognition and Praise: Publicly acknowledge an employee’s good work during 

meetings or in company newsletters also offer specific praise, focusing on what 

the employee did well. 

9. Monetary Incentives: It includes bonuses, raises or gift cards for exceptional    

performance. Moreover, implement an employee-of-the-month program with a 

financial reward can result the better performance and healthy competition. 

10. Career Advancement: This offers opportunities for professional development, 

such as training or seminars. Which can help to provide clear paths for career 

progression and promote employees who consistently perform well? 

11. Additional Responsibilities: It adds extra tasks such as giving high-performing 

employees more autonomy or leadership roles. Assign them to high-profile projects 

that align with their skills and interests. 
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14.6  DOES COMPENSATION MOIVATE 

PERFORMANCE 

The relationship between compensation and performance is complex and can vary 

based on several factors, including the nature of the job, the individual's motivations, 

the work environment and the structure of the compensation system. Some key 

points to consider the compensation and motivation are as follows: 

1. Direct Impact: 

a. Incentive Pay: Performance-based pay, such as bonuses, commissions and 

profit-sharing, can directly motivate employees to perform better. These types 

of compensation align employees' financial interests with company goals. 

b. Piece-rate Pay: In jobs where output is easily measurable, such as 

manufacturing, piece-rate pay (paying employees per unit produced) can 

effectively motivate higher performance. 

 2. Intrinsic vs. Extrinsic Motivation: 

a.  Intrinsic Motivation: This refers to motivation driven by internal rewards, such 

as personal satisfaction, interest in the work and a sense of accomplishment. 

Over-reliance on extrinsic rewards (such as money) can sometimes undermine 

intrinsic motivation, particularly in tasks that are inherently interesting or 

fulfilling. 

b. Extrinsic Motivation: This is motivation driven by external rewards like money, 

promotions and recognition. Compensation is a form of extrinsic motivation 

and can be effective, especially for tasks that are not inherently enjoyable. 

3. Equity and Fairness: Employees are more motivated when they perceive their 

compensation as fair relative to their peers. If employees feel underpaid compared to 

others doing similar work, their motivation and performance may decline. 

4. Non-Monetary Rewards:  Compensation is not just about money. Benefits such 

as healthcare, retirement plans, flexible working hours and professional development 

opportunities can also motivate employees. 

5. Long-Term vs. Short-Term Motivation: Short-term incentives (like one-time 

bonuses) can lead to immediate performance boosts but may not sustain long-term 

motivation. Long-term incentives (like stock options) align employees' interests with 

the company's long-term success and can promote sustained high performance. 
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6. Job Characteristics: The nature of the job itself can influence how effective 

compensation is as a motivator. Routine, repetitive tasks might be more effectively 

motivated by direct financial incentives, whereas creative or intellectual tasks might 

benefit more from intrinsic motivators. 

7. Behavioural Economics: Research in behavioural economics suggests that 

people's responses to incentives can be unpredictable. For instance, small rewards 

might motivate more than larger ones in some contexts and the timing of rewards can 

significantly impact their effectiveness. 

In summary, while compensation can motivate performance, its effectiveness 

depends on how it is structured and the specific context in which it is applied. A 

well-designed compensation system considers both financial and non-financial 

incentives and aligns them with the broader goals and values of the organization. 

 

14.7 DESIGNING PERFORMANCE ENHANCING 

PLANS 

Performance Enhancing Plans PEP comprises creating structured strategies that align 

employee performance with the organization's goals. Effective PEP plans comprise 

clear objectives, measurable performance metrics and incentives that stimulate 

employees to achieve their targets. The steps for designing PEP plans are following: 

Step 1: Define Clear Objectives: Align PEP objectives with the broader goals of the 

organization. Recognizing the key areas that need improvement or focus. On the 

other hand setting specific, measurable, achievable, relevant and time-bound 

(SMART) goals for employees, should be clear and understandable. 

Step 2: Identify Key Performance Indicators (KPIs): Relevant KPIs that are 

directly related to the employee’s role and the organizational goals also that KPIs can 

be measured objectively.  

Step 3: Design the Incentive Structure: There are two kinds of incentives Financial 

(Bonuses, commissions, profit-sharing, stock options) and Non-Financial 

(Recognition programs, professional development opportunities, flexible work 

arrangements, additional leave days). Generating multiple performance tiers to 

reward different levels of achievement. This encourages continuous improvement 

and recognizes varying levels of performance and finally Deciding how often 

incentives will be awarded (e.g., monthly, quarterly, annually). Regular incentives 

can help maintain motivation. 

Step 4: Implement a Feedback and Review System: Schedule regular performance 

reviews to provide feedback and discuss progress towards goals. Consider using a 

360-degree feedback system where employees receive feedback from peers, 

subordinates and supervisors. 
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Continuous Improvement the use of the feedback to refine and adjust the PEP plan as 

needed. Ensuring that the plan remains relevant and effective. 

Step 5: Communicate the Plan Effectively: Clearly communicate the goals, KPIs, 

and incentives to all employees. Which ensure everyone to recognizes how their 

performance will be measured and rewarded. 

Training to managers and employees on how to use the PEP plan effectively. This 

includes understanding the metrics and the feedback system. 

Step 6: Monitor and Evaluate the Plan: Continuously collect performance data to 

assess the effectiveness of the PEP plans, to make adjustments based on the data and 

feedback. Flexibility is key to ensuring the plan remains effective. 

 Example of a PEP Plan: (as Increase sales revenue by 20% over the next fiscal year). 

 KPIs (Key Performance Indicators): 

1. Monthly sales volume 

2. Number of new clients acquired 

3. Customer satisfaction scores 

  Incentives: 

1. Financial:  Monthly bonus for meeting individual sales targets. 

 Quarterly bonus for the team that exceeds their targets. 

 Annual profit-sharing based on overall company performance. 

2. Non-Financial:  

 Recognition awards (e.g., Salesperson of the Month). 

 Additional professional development opportunities. 

 Extra vacation days for top performers. 

   Feedback and Review: 

 Monthly check-ins with sales managers to discuss progress and provide 

feedback. 

 Quarterly performance reviews with a comprehensive analysis of KPIs. 

 360-degree feedback from peers and clients. 

       Communication: 

 Kick-off meeting to introduce the PEP plan. 

 Regular updates and reminders about goals and incentives. 

 Training sessions on goal-setting and performance measurement. 

     Monitoring and Evaluation: 
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 Continuous tracking of sales data. 

 Regular review meetings to assess progress. 

 Annual review to evaluate the overall success of the PEP plan and make 

necessary adjustments. 

By following these steps, a PEP plan can be ready that encourages employees, aligns 

their performance with organizational goals and fosters a culture of continuous 

enhancement. 

 

14.8 MERIT PAY / VARIABLE PAY  

Merit pay and variable pay are compensation strategies used by organizations to 

incentivize and reward employees. Merit pay is also known as pay-for-performance, 

involves adjusting an employee's base salary based on their performance.  

14.8.1. Meaning and Features of Merit Pay 

Merit pays are also acknowledged as performance-based pay or pay-for-performance 

is a compensation strategy where an employee's salary or wages are adjusted based 

on their performance. The significant features of merit pay include: 

1. Performance Evaluation: Merit pay is tied to the results of performance 

evaluations. Employees are assessed based on their job performance, achievements 

and contributions to the organization. 

2. Salary Adjustments: Employees who perform well receive increases in their base 

salary or wages. The amount of the increase is often determined by a combination of 

the performance rating and the organization's budget for raises. 

3. Incentive for High Performance: The primary goal of merit pay is to incentivize 

employees to maintain or improve their performance. By linking pay increases to 

performance, employees are driven to meet or exceed their job expectations. 

4. Recognition of Individual Contributions: Merit pay acknowledges and rewards 

individual employees for their specific contributions to the organization, 

differentiating between varying levels of performance among employees. 

5. Enthusiasm: Merit pay is intended to motivate employees to strive for higher 

levels of performance. When employees know that their pay increases are tied to 

their performance, they may be more inclined to work diligently and effectively. 

6. Fairness and Equity: Properly implemented merit pay systems aim to create a 

sense of fairness by rewarding employees based on their contributions rather than 

providing uniform raises to all employees regardless of performance. 

7. Retention: By recognizing and rewarding top performers, organizations can 

improve employee retention. High performers are more likely to stay with an 

organization that acknowledges and compensates their efforts appropriately. 
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8. Orientation with Organizational Goals: Merit pay can help align employee 

performance with organizational objectives. When performance criteria are closely 

linked to the organization's goals, employees are encouraged to focus on activities 

that drive business success. 

14.8.2.   Challenges: Merit Pay also has few challenges which are as following 

a) Subjectivity: The effectiveness of a merit pay system depends on the accuracy 

and fairness of performance evaluations. Subjective evaluations can lead to 

perceived inequities and dissatisfaction among employees. 

b) Implementation: Establishing clear, measurable performance criteria and 

ensuring consistent application across the organization can be challenging. 

c) Entitlement: Over time, employees might come to expect regular pay increases 

and may feel entitled to them, regardless of actual performance. 

In summary, Merit pay is a compensation system that rewards employees based on 

their individual job performance. Its effectiveness hinges on fair and accurate 

performance evaluations and alignment with organizational goals. 

14.8.3. Meaning & Features of Variable Pay:  

Variable pay refers to compensation that is contingent on achieving specific 

performance goals or outcomes. It can take several forms: 

1. Bonuses: Cash rewards based on meeting or exceeding specific targets (e.g., sales 

quotas, project completion). 

2. Commissions: Common in sales roles, where pay is tied directly to sales 

performance. 

3. Profit Sharing: Employees receive a share of the company's profits, typically 

distributed annually. 

4. Incentive Plans: Programs that provide additional pay for achieving specific 

business objectives (e.g., cost-saving measures, quality improvements). 

14.8.4.   Key Differences between Merit Pay and Variable pay:  

Both merit pay and variable pay can be effective tools for motivating and rewarding 

employees when implemented thoughtfully and associated with organizational goals. 

The Key differences between Merit Pay and Variable Pay are as follows: 

 Basis: Merit pay is based on individual performance evaluations, while variable 

pay can be linked to individual, team or organizational performance. 

 Timing: Merit pay usually involves adjustments to base salary, often annually, 

whereas variable pay is typically a one-time payment linked to specific 

achievements. 

 Focus: Merit pay focuses on rewarding consistent performance, while variable 

pay incentivizes reaching specific short-term goals or milestones. 
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Incentive plans are designed to motivate and reward employees for achieving 

specific goals and performing at high levels. They can be categorized into two main 

types- Individual incentives and Group incentives. Each type has its own advantages 

and disadvantages and the choice between them depends on the organization's goals, 

culture and the nature of the work being performed. 

(a)  Individual Incentives 

Individual incentives are rewards given to employees based on their personal 

performance and achievements. These incentives are often used to recognize and 

persuade high-performing employees. 

Advantages of Individual Incentives: 

1. Direct Motivation: They provide a direct link between an employee's effort 

and their reward, encouraging high levels of personal performance. 

2. Recognition of Individual Achievement: They recognize and reward 

individual contributions, which can increase job satisfaction and loyalty. 

3. Meritocracy: They promote a merit-based culture where employees are 

rewarded based on their contributions. 

 Disadvantages of Individual Incentives: 

1. Competition: This can create unhealthy competition among employees, 

potentially damaging teamwork and collaboration. 

2. Short-Term Focus: They may encourage short-term thinking and behaviour 

that focuses on individual goals rather than long-term organizational aims. 

3. Complexity in Measurement: It can be challenging to accurately measure 

individual performance, particularly in roles where collaboration is key. 

  (b) Group Incentives 

Group incentives are rewards given to a team or group of employees based on the 

collective performance and achievements of the group. These incentives are 

designed to encourage teamwork and collaboration. 

  Advantages of Group Incentives: 

1. Encourages Teamwork: They promote a collaborative work environment 

where employees work together towards common goals. 

2. Shared Success: They foster a sense of shared success and collective 

responsibility, which can enhance team morale and cohesion. 
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3. Simplifies Measurement: They can simplify performance measurement, as 

the focus is on group outcomes rather than individual performance. 

Advantages of Group Incentives: 

1. Collaboration: Group incentives encourage teamwork and collaboration, as 

employees work together towards common goals. 

2. Shared Success: Celebrating group achievements can build a sense of 

camaraderie and shared purpose among team members. 

3. Broader Impact: Group incentives can have a positive impact on overall 

organizational performance by aligning the efforts of multiple employees 

towards common objectives. 

4. Risk Mitigation: The risk of not achieving performance targets is spread 

across the group, reducing individual pressure. 

Disadvantages of Group Incentives: 

1. Free-Rider Problem: Some employees might rely on the efforts of others 

without contributing equally, leading to resentment among team members. 

2. Dilution of Accountability: It can be challenging to identify individual 

contributions and hold employees accountable within a group setting. 

3. Equity Concerns: High-performing individuals might feel that their efforts 

are not adequately recognized if rewards are distributed equally among the 

group. 

4. Complexity in Implementation: Designing and managing group incentive 

plans can be complex, as it requires aligning diverse roles and contributions. 

Choosing the Right Incentive Approach 

Organizations often need to strike a balance between individual and group incentives 

based on their specific goals, culture and workforce dynamics.  Some considerations 

are follows: 

 Nature of Work: Individual incentives are more suitable for roles with clear, 

measurable outcomes tied to individual performance, while group incentives 

work well in collaborative environments where team efforts drive success. 

 Organizational Culture: In cultures that value teamwork and collective 

success, group incentives might be more effective. Conversely, in performance-

driven cultures, individual incentives may be more appropriate. 

 Goals and Objectives: The choice between individual and group incentives 

should align with the organization's strategic goals, whether they focus on 

individual excellence or collective achievement. 
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 Employee Preferences: The knowledge of employee preferences and 

motivations can help Tailor incentive programs to maximize their effectiveness. 

Thus, by carefully considering these factors, organizations can design incentive 

programs that effectively motivate employees, enhance performance and drive 

overall success 

 

 

 

●      Check Your Progress-A 

 

MCQs 

1. What is a "red circle" rate? 

a) Pay rate that exceeds the salary range's maximum 

b) A pay rate that is less than the minimum wage 

c) A special pay rate for high-performing staff members 

d) The beginning pay rate for new hires 

 

2.  The pay plan where workers get a certain amount of money every month- 

a) Piece-rate payment structure    

b) Time-rate payment structure  

c) System based on commissions  

d) Time-rate mechanism  

 

3. Which technique of Job Evaluation relies on comparing the entire job to 

others? 

a) Factor comparison approach  

b) Point method  

c) Hay guidance chart-profile approach 

d) Job ranking method  

 

 

4. "Compensation Equity" mean : 

a) Fair and consistent compensation   

b) Pay parity for various jobs 

c) Market demand compensation 

d) Age and experience-based pay for employees 

 

5. Direct Pay does not constitute - 

a) Base pay  

b) Bonuses  

c) Health insurance  
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d) Overtime compensation  

 

6.  What is "Pay grade"? 

a) The lowest salary an employee is eligible to receive  

 b) A range of pay rates for positions of comparable value  

c) The rate at which wages increase annually  

d) A set amount of bonus payments made on a yearly basis 

 

7. The method of evaluating a job's value : 

a) Job specification  

b) Job description  

c) Job analysis  

d) Job evaluation 

 

8. Which of the following characteristics usually has no bearing on how much 

someone is paid? 

 a) Government restrictions 

 b) The financial needs of the employee  

 c) The state of the labour market  

 d) The state of the economy 

 

9. A salary curve usually shows the association between- 

a) Wage rates and market demand 

b) Pay & points for job evaluation 

c) Bonuses and employee performance  

d) Pay increases and employee seniority 

 

 10. The main goal of wage and salary administration- 

   a) Growth in the Company’s market share  

   b) Expanding the product line  

   c) Lowering the tax obligation  

   d) The workers receive just compensation  

 

14.9 SUMMARY 

Employee pay contributions and benefit schemes encompass the various elements of 

an employee's total compensation package. Beyond the base salary or wages, 

employees often receive additional compensation in the form of Bonuses, Overtime 

Pay, and Commissions. Alongside direct pay, employers offer a range of benefit 

schemes, including health insurance, retirement plans like 401(k) with employer 

matching and paid time off. These benefits may also extend to wellness programs, 

life and disability insurance and employee assistance programs. Together these 
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contributions and schemes not only reward employees for their work but also support 

their overall well-being and financial security. 

 

 

14.10 GLOSSARY 

Competitive:    involving people or organizations competing against 

each other 

Equitable: fair and reasonable, treating everyone in an equal way 

Compensation: the remuneration awarded to an employee in exchange for their 

services or individual contributions to any business 

Workforce diversity: similarities and differences among employees in terms of age, 

cultural background, physical abilities and disabilities, 

Premium: an amount of money that you pay regularly to a company for insurance 

against accidents, damage, etc. 

Cost management: the process of planning and controlling the costs associated with 

running a business.  

Loyalty: faithfulness to commitments or obligations 

Culture: a collection of attitudes, beliefs and behaviours that make up the regular 

atmosphere in a work environment  

Task: A piece of work that has to be done, especially an unpleasant or difficult one 

Compound Growth: the growth rate over multiple time periods 

 

14.11 ANSWERS TO CHECK YOUR PROGRESS 

Check Your Progress – A 

  

MCQs 

1. A             2. B        3. D            4. A                    5. C      

6.   B  7. D        8. B            9. B  10. D 
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14.13 SUGGESTED READINGS 

1. Organisational Behaviour, LM Prasad, Sultan Chand and 

sons 

2. Organisational Behaviour and Human Resource Management Nirali 

Prakashan, Educational Publishers 

3. Human Resource Management-Text and cases, K Awasathappa, Sadhna 

Das MC Graw Hill 

4. Human Resource Management Gaurav Sankalp, Sahitya Bhawan 

Publications 

5. Organizational Behaviour Amandeep Nahar, P.C.K Rao, Rajesh Kumar 
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14.14 TERMINAL QUESTIONS 

1. What are the main goals of the program for Incentives and Fringe benefits?  

2. How do Incentives and Perks affect the morale and retention of employees? 

3. What are the main elements of the Pay System that is based on 

performance?  
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4. What tactics are employed to maintain the motivation and engagement of 

sales staff?  

5. How do Incentives and Fringe benefits differ from one another?  

6. Describe the Plan for Executive Compensation.  

7. What is the Indian Pay Commission's function and goal?  
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15.1 INTRODUCTION  

Establishing the rates of monetary compensation are one of the difficult tasks It is not only 

important to the organization and its workers, but it is also complicated. Decisions about 

employee compensation are essential to an organization's performance. Because of the 

overall operational costs, efficient administration of employee remuneration is essential 
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just from a financial standpoint. Examining compensation from an organizational 

standpoint is also important for evaluating its influence on a variety of employee attitudes 

and behaviors, which ultimately affects the organization's and its units' effectiveness. Key 

outcomes like job satisfaction, attractiveness, retention, performance, skill acquisition, 

cooperation, and flexibility may all be directly impacted by compensation. 

Numerous disciplines and points of view have been used to study reward systems and their 

function in organizations. Particularly, sociology, psychology, and economics have added 

to the expanding body of research on reward systems. Organizations are strongly impacted 

by reward systems, and the impact of these systems is influenced by both their design and 

the organizational setting in which they are implemented. Therefore, an understanding of 

pay systems in organizations requires an emphasis on the features of the organization as 

well as the pay system. New business ventures frequently call for a different strategy and, 

consequently, a different reward structure. To put it plainly, the previous reward system in 

the new company is frequently insufficient and may even cause failure. However, when 

different areas of an organization are compared, creating a new reward system for one 

division may cause issues in other divisions. 

In addition to base pay, dearness allowance, and innovative pay, employees may also get 

fringe benefits, which are indirect types of remuneration. They provide every employee a 

measurable benefit. These are considered an indirect kind of remuneration because they 

are given to employees simply for joining the company; they are not based on their 

performance. They are referred to as benefits since these provisions help the employees. 

They don't come in the form of money for labor, salaries, or other time-related benefits. 

Key executives in major organizations may also be eligible for fringe perks such as 

subsidized or free health club memberships, paid time off, usage of company jets, paid 

continuing education, and a substantial amount of paid vacation. "A fringe benefit has to 

meet two tests, it must represent a cost to the employer and it must provide a specific 

benefit to an employee," states the International Encyclopaedia of Social Sciences. 

 

15.2 OBJECTIVES 

After reading this unit you will be able to: 

 Understand Compensation Management  

 Describe Benefits offered to Employees in an Organisation. 

 Elucidate the process of compensation determinants process  

 Define Fringe Benefits & Its various types and feautres in detail 

 Understand Factors Determining /Reasons for Offering Fringe Benefits. 

 



MS 307 Compensation Management              Uttarakhand Open University    

  

Unit 15 Administration benefits, Determinants Process and its Types                                        Page 358 of 619 
  
 

15.3 COMPENSATION MANAGEMENT 

There are four main ways that the compensation function enhances organizational 

effectiveness:  

1. Offering compensation may help the company draw in eligible candidates. When all 

else is equal, an organization that offers a greater salary can draw in more qualified 

applicants than its rivals. 

2. Rewarding skilled workers encourages them to stay with the company.While keeping 

skilled employees is dependent on a variety of factors, compensation policies aid by 

offering appealing benefits and upholding a fair internal pay structure. This lowers 

turnover as well as the expenses related to finding, choosing, and onboarding 

replacements. 

3. Employees are encouraged to give their best efforts by receiving compensation. For 

instance, businesses in the manufacturing and sales sectors utilize financial incentives 

to increase output or sales without adding more staff. Employee effort results in an 

improvement in labor productivity on average. As productivity rises, fewer workers are 

required to produce the same amount of work. As a result, labor expenses are 

decreased and corporate profitability rises. 

4. Since compensation represents a substantial expense for the majority of employers, 

minimizing compensation expenditures can also enhance the effectiveness of the 

organization. 

In summary, compensation serves as both a reward for prior service to the company 

and a catalyst for future performance improvements.  

 

15.4 COMPENSATION POLICIES AND BENEFITS 

The purpose of compensation statement is to outline the salary policy of the organization. 

It is the duty of all parties involved to carry out the compensation policies and thoroughly 

inform their subordinates of them. 

The goals of the compensation policy ought to be: 

 

1) To recognize the worth of every position in the organization in respect to one another. 

2) To consider the pay scales offered by businesses with comparable size, line of work, 

and values. 

3) To guarantee consistent income.  

4) To the extent that it is reasonably possible, to empower people to realize their maximum 

earning potential.  
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5) To guarantee that workers benefit from the success of the business as a result of 

increased productivity.  

 

Any compensation system may have a number of goals, some of which may be as follows: 

1) To make it possible for the worker to receive a fair and decent pay. 

2) To avoid anomalies by giving various people equal payments. 

3) To recognize and promote excellent performance. 

4) To motivate staff members to create more effective working practices and to accept 

them. 

5) To deter the waste of supplies or machinery. 

6) To motivate staff members to exercise judgment and initiative. 

7) To discourage working overtime unless absolutely necessary. 

 

15.5 COMPENSATION ADMINISTRATION 

Ensuring management has a good compensation system and that employees receive fair 

compensation for the services they provide is the main goal of compensation 

administration. A sound compensation administration program's goals can be further 

broken down into the following sub-goals:  

 

1) Fair compensation based on the amount of work contributed to the organization. 

2) Equitable compensation across similar professions. 

3) Modification of compensation in response to shifts in the labor market. 

4) Acknowledgment of personal aptitude and expertise. 

5) Management and oversight understanding the plans. 

6) Methods for approaching compensation issues logically. 

 

Dale Beach, a renowned management scientist, has proposed seven guidelines for 

administering compensation:  

1) The Company needs a well-defined strategy to decide on different pay scales based on 

distinct job requirements, such as different levels of ability, effort, responsibility, and 

working conditions.  

2) An effort should be made to maintain the enterprise's overall wage and salary levels in 

accordance with what is offered in the labor market or industry.  

3) Sufficient attention needs to be given to separating individuals from their work.  
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4) Regardless of personal preferences, efforts should be made to guarantee that workers 

receive the same compensation for equivalent labor, taking into account the flexibility of 

their professions. Naturally, adjustments may be allowed within a wage range.  

5) A strategy for implementing equitable measures that acknowledge individual variations 

in contribution and ability should be in place.  

6) An effort should be made to establish a process for resolving salary disputes.  

7) Enough care should be taken to explain the process used to determine wage rates to the 

workers and, if applicable, the union.  

 

Employee perception of the salary offer must be favorable if the organization is to succeed 

in its primary objective of luring competent candidates. The first step towards achieving 

fairness should be to establish a systematic and consistent relationship between basic pay 

rates for each job within the organization. 

 

15.6 EMPLOYEE BENEFITS 

In addition to the several types of cash pay, employee perks are additional forms of 

compensation. They give each employee a measurable benefit, which could be an 

instantaneous benefit like a corporate car or something deferred or contingent like 

insurance, sick pay, or a pension plan. It also consists of non-strictly compensatory 

components like yearly holidays. In general, benefits are not solitary. They are a 

component of the organization's extensive benefits package. 

 

The goals of employee benefits are to:  

a) Strengthen workers' loyalty to the company;  

b) Show that the business values their needs;  

c) Provide for the personal security and needs of the workers; and  

d) Make sure benefits are economical in terms of commitment and better recruitment and 

retention rates. 

 

Benefits have a significant impact on employee, unit, and organizational outcome factors 

since they make up a sizable portion of overall remuneration. The empirical evidence 

suggests that employee attitudes, retention, and maybe employment choice are impacted 

by benefits. Moreover, it seems that employee responses to perks may be significantly 

influenced by individual preferences. In order to achieve a better match between 

preferences and benefits—possibly at a lower overall cost to the employer—many 

organizations have established benefit plans that allow for some degree of employee 

choice.  
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Statutory and Voluntary Benefits: 

Benefits for employees can be categorized as either mandatory or optional. Regardless of 

the employees' wishes, the organization is required to provide statutory benefits to them. 

For example, social security benefits under the Employees' State Insurance Act of 1948, 

the Maternity Benefit Act of 1961, the Payment of Gratuity Act of 1972, the Employees' 

Provident Fund and Miscellaneous Provisions Act of 1952, and the Workmen's 

Compensation Act of 1923. Compensation is also provided for in situations of layoffs, 

retrenchments, and closures of industrial units under the Industrial Disputes Act, 1947.  

 

Employers provide a staggering array of optional benefits to their workforce, many of 

which come at a substantial financial expense to the company. Vacations, holidays, sick 

leave, special leave, health insurance, educational support, employee discounts, medical 

benefits, recreational facilities, canteen meal subsidies, credit cards, and cell phones are 

the main optional benefits. 

 

Flexible Benefits 

Individual choices for benefits vary significantly. Naturally, these individual variances 

emphasize the importance of giving workers a say in how their benefits are arranged. A 

flexible benefits package will improve employee happiness while assisting with cost 

reduction. 

 

One of the primary factors that employers take into account when deciding whether to 

provide benefits to their staff is cost. Employers have traditionally tried to do this by 

offering their staff a wide range of perks, regardless of their use or necessity. Businesses 

eventually discover that the perks they provided were insufficient to inspire staff members 

or give them a reason to work harder. Benefits were perceived by workers as "given." This 

fact coupled with the  

rising costs of benefits and a desire to allow employees to choose what they  

want led employers to search for flexible benefits.  

 

A system known as "flexible benefits" allows employees to choose the benefits they want 

to get within predetermined budgetary constraints after being given with a list of available 

perks. Offering particular benefits to both the business and the employee is the goal of 

flexible benefit plans. Employees are allowed to select perks based on what best suits their 

individual needs. In certain instances, it inspires workers and boosts spirits. It aids in the 

employer's decision-making on the kind and scope of benefits and improves cost control. 

Additionally, it aids in luring and keeping talented workers for a company. The primary 

drawbacks of flexible benefits, however, are (a) sometimes choosing the incorrect benefits; 

(b) managing employees' shifting benefit requirements; and (c) the operationally complex 

administrative aspects. 
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Trends in Employee Benefits:  

 Greater streamlining of benefit packages  

 Greater focus on individual requirements  

 Tax avoidance is given less importance 

 A strong focus on personal preference; a shift away from in-kind benefits to cash;  

 A closer examination of the whole benefit package's cost and effectiveness 

 Increased focus on conveying the benefits bundle 

 

15.7 BENEFITS AND ADMINISTRATION BENEFITS 

One of the most important aspects of compensation management is benefits and their 

management. They entail creating and overseeing non-wage components of employee 

benefits like retirement programs, health insurance, and other incentives. Here's a detailed 

examination of the advantages and the associated administration: 

 

Benefits in Compensation Management 

 

Advantages for Wellness and Health 

1. Medical insurance: Provides coverage for medical costs, frequently with options for 

eye and dental care. 

2. Wellness programs: Efforts to enhance the general well-being of employees, such as 

gym memberships, wellness seminars, or mental health support. 

 

Retirement Schemes 

1. Defined Benefit Plans: Pensions that, depending on variables like years of service and 

salary, offer a fixed payout at retirement. 

2. Defined Contribution Plans: 401(k)s and other such schemes in which companies 

and/or employees make contributions to an invested retirement account; rewards are 

determined by the amount of money accumulated. 

 

Time Off With Pay (PTO) 

1. Vacation Days: Paid time off for leisure or travel. 

2. Paid time off for illness or doctor's appointments is known as sick leave. 
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3. Paid Holidays: Reimbursement for time off on designated holidays. 

 

Insurance for Life and Disability 

1.Life Insurance :Benefits known as life insurance offer monetary assistance to 

designated dependents in the case of an employee's passing. 

2.Disability insurance: Coverage that replaces a worker's income in the event of an illness 

or accident that prevents them from working. 

 

Programs for Employee Assistance (EAP) 

1.Counseling Services: Private assistance with matters of the heart or mind at work. 

2.Work-Life Balance Support: Tools and initiatives to assist staff in balancing the 

demands of their personal and professional lives. 

 

Additional Benefits 

1. Employee Discounts: Discounts on company products or services. 

2. Transportation Benefits: Subsidies or allowances for commuting costs. 

 

15.7.1 Administration of Benefits 

 

1. Planning and Design 

Needs assessment: Examining the requirements and preferences of staff members in order 

to create a benefits package that draws and keeps talent. 

Benchmarking: Ensuring competitiveness by comparing benefits offered with industry 

standards. 

 

2. Expense Control 

Budgeting: Setting aside funds for benefits and controlling expenses to stay within the 

organization's spending limit. 

Cost-Benefit Analysis: Assessing how well benefits programs work in relation to business 

objectives and employee satisfaction. 

 

3. Observance and Guidelines 

Legal Compliance: Making sure benefit plans comply with national, state, and local rules, 

such as ERISA for retirement plans and the Affordable Care Act (ACA) for health 

insurance. 

Reporting Conditions: fulfilling the legal obligations for benefits declarations and 

reporting. 



MS 307 Compensation Management              Uttarakhand Open University    

  

Unit 15 Administration benefits, Determinants Process and its Types                                        Page 364 of 619 
  
 

4. Admission and Interaction 

Enrollment Procedures: Overseeing the selection and enrollment of workers in benefit 

plans, including open enrollment times. 

Communication: Giving staff members clear and thorough information on benefits 

options, updates, and processes 

5. Management and Documentation 

Benefits Administration Systems: Making use of platforms or software to handle record-

keeping, claims processing, and benefit enrollment. 

Employee Records: Preserving precise documentation of benefit elections, modifications, 

and utilization. 

 

6. Management of Claims 

Handling benefit claims, such as those for disability or health insurance, and making sure 

they are processed accurately and on schedule. 

Resolving disagreements or problems pertaining to coverage or benefit claims is known as 

dispute resolution. 

 

7. Assessment and Modification  

Program evaluation: It is the process of routinely evaluating benefits programs' efficacy 

and degree of satisfaction. 

Modifications: Modifying benefit packages in response to suggestions from staff 

members, industry developments, or organizational requirements. 

 

8. Management of Vendors 

Choosing outside suppliers for benefits like health insurance, retirement plans, or EAP 

services is known as vendor selection. 

Contract Management: It is the process of negotiating and overseeing benefits provider 

contracts to provide high-quality and reasonably priced services. 

Meeting employee requirements, maintaining regulatory compliance, and optimizing the 

value of compensation packages all depend on the efficient administration of benefits. In 

order to promote business goals and employee happiness, benefits design, management, 

and communication must be done strategically. 

 

15.8 COMPENSATION DETERMINANTS 

It's critical to first distinguish between two related but distinct concerns. First, one can 

inquire as to what variables underlie individual salary disparities within organizations. A 

large body of research indicates that performance, education, experience, and other 
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individual variations are all relevant.  

Additionally, the labor and product markets are significant factors in determining wage. 

Market for Products 

Rivals in the labor market and product market pay scales have a big influence on pay 

scales. According to Dunlop (1957), organizations in a given industry "encounter similar 

constraints of technology, raw materials, product demand, and pricing," which puts an 

upper limit on compensation levels. Thus, if an organization's labor expenses are higher 

than those of its rivals, it will be at a competitive disadvantage in the product market. The 

rationale is that these expenses usually translate into somewhat higher product prices. 

Labor Market 

Organizations compete in the labor market in addition to the product market. Maruti 

Udyog, for instance, faces competition from comparable companies for technicians and 

managers. A salary that is too low in comparison to these rivals may make it difficult to 

recruit and maintain a sufficient number of talented workers. Therefore, it is possible to 

view labor market rivalry as setting a lower pay level barrier. Many businesses 

emphasize that their total remuneration is on par with or greater than that of other 

businesses in the market in order to prevent situations like this one. 

 

15.9 DETERMINANTS PROCESS 

The elements that affect how compensation is decided upon and organized inside an 

organization are known as determinants in the field of compensation management. A 

number of factors are taken into consideration during the pay decision-making process to 

guarantee equity, competitiveness, and alignment with company objectives. An outline of 

the main factors and procedures at play is provided below: 

 

1. Organizational Objectives and Strategy 

Strategies for compensation should be in line with the overarching strategic goals of the 

company. For instance, a company that values innovation may provide greater rewards 

for imaginative work. 

Business Objectives: Whether it's increasing revenue, raising customer satisfaction evels, 

or breaking into new markets, the compensation plan should help the company achieve 

its objectives. 

2. Assessment and Analysis of Jobs 

Job analysis is the process of identifying the type of work and the abilities needed by 

examining the functions and responsibilities of a job. This entails being aware of the 

duties, requirements, and working environment of the position 

Assessment of Jobs: Positions are assessed to determine their relative value within the 
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company. This frequently entails contrasting occupations according to criteria including  

duties, working circumstances, and the kind of talents needed. 

3. Comparing markets 

Competitive analysis: To make sure they stay competitive, organizations check their pay 

packages against those of similar businesses in the sector. 

Participating in salary surveys ensures that pay levels are in line with industry standards by 

providing information on market prices and compensation trends. 

4. Adherence to Law and Regulation 

Legal Requirements: Compensation management must abide by labor laws, which include 

rules governing equal pay, overtime, and minimum wages. 

Non-Discrimination: Ensuring that pay policies adhere to equal employment opportunity 

(EEO) laws and are not discriminatory. 

Internal Equity Fairness and Consistency: Ensuring that workers believe their pay is 

consistent and fair within the company. In order to do this, wage discrepancies must be 

addressed, and comparable roles must have comparable compensation. 

Pay Structure: Creating pay structures to maintain internal equity, such as bands, grades, or 

compensation ranges. 

5. Performance-Based Compensation with Contribution:  

Tying bonuses, incentives, and merit raises to an individual's or a team's success. 

Contribution to Goals: Acknowledging and honoring efforts that have a direct influence on 

the success of the company. 

6. Cost Points to Take into Account 

Budgetary constraints: Making sure that plans for remuneration are both financially viable 

and in line with the organization's financial objectives. 

whole Compensation: Taking into account the whole expense of benefit packages, base 

pay, bonuses, and other incentives. 

7. Expectations and Needs of Employees 

Preferences of Employees: Recognizing the importance that employees place on various 

aspects of their compensation packages, such as benefits, work-life balance, remuneration, 

and opportunity for professional growth. 

Retention and Motivation: Creating pay plans that encourage top talent to stay on the  job 

and push staff to provide exceptional work. 

8. Interaction and Execution 

Transparency: To promote trust and understanding among employees, pay policies and 

decisions should be communicated in a clear and concise manner. 

Effective Implementation: Ensuring managers receive the necessary training to administer 

compensation rules consistently and that they are executed effectively. 
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9. Evaluation and Modification 

Frequent Reviews: Evaluate and update pay policies on a regular basis to adjust for 

modifications in the market, company objectives, or internal circumstances. 

Implementing feedback mechanisms is one way to get employee input on compensation 

and make the required modifications. 

In order to guarantee a balanced strategy that promotes organizational success while 

satisfying employee needs and expectations, the factors that determine compensation 

management must be properly handled because they are interconnected. 

 

15.10 FRINGE BENEFITS 

In addition to base pay, dearness allowance, and innovative pay, employees may also get 

fringe benefits, which are indirect types of remuneration. They provide every employee a 

measurable benefit. These are considered an indirect kind of remuneration because they 

are given to employees simply for joining the company; they are not based on their 

performance. They are referred to as benefits since these provisions help the employees. 

They don't come in the form of pay, benefits, or time-related money transfers. Key 

executives in major organizations may also be eligible for fringe perks such as subsidized 

or free health club memberships, paid time off, usage of company jets, paid continuing 

education, and a substantial amount of paid vacation. 

"A fringe benefit has to meet two tests, it must represent a cost to the employer and it 

must provide a specific benefit to an employee," states the International Encyclopedia of 

Social Sciences. 

15.10.1 Objectives of Fringe Benefits 

According to the employer, perks are a crucial component of employee incentives that 

help keep and win over new employees.  

  The following are the main goals of fringe benefits:  

 To establish and strengthen positive workplace relationships  

 To raise the spirits of the workforce.  

 To discover and fulfill the unmet requirements of the staff in order to inspire them.  

 To offer a high-quality working environment and a fulfilling work life.  

 To shield staff members from societal hazards like as health insurance and maternity 

benefits.  

 The aim is to safeguard the well-being of workers and ensure their safety from 

potential mishaps.  

 To encourage workers' well-being by offering welfare benefits like leisure centers.  

 To foster a feeling of community among staff members and to keep them on board. 

Fringe perks are therefore known as golden handcuffs. 
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15.10.2 Features of Fringe Benefits 

These are extra money and perks that a company gives to an employee on top of their     

regular salary. There is no connection between an employee's performance or efficiency 

and fringe benefits, which can be either statutory or voluntary. 

Employee classification based on organizational status may result in differences in fringe 

benefits. All employees receive fringe benefits based on their membership in the 

organization. Fringe benefits are paid to all employees based on their employment status; 

they are indirect compensation because they are typically provided as a condition of 

employment and are not directly related to performance. Fringe benefits involve labor 

costs for the employer and are not intended to directly improve efficiency. While housing 

is a voluntary benefit, provident funds are a required benefit. 

15.10.3 Factors determining/reasons for offering Fringe Benefits 

A corporation considers all of its standard and non-standard compensation options when 

deciding whether to hire or retain a worker. The benefits package that the company 

develops is referred to as a fringe benefit. Making one of these packages is difficult since 

the corporation cannot make offers that would financially strain the organization, even 

while they want to appear like a good, competitive employment option.  

They have to strike a balance between staying within the company budget and reaching or 

beyond market expectations. Additionally, businesses must design a benefits package that 

can expand since they understand that employees would desire benefits to rise with time. 

The primary justifications for the company's fringe perks are as follows: 

Social Security: 

Employers are required to provide all or a portion of the legally required insurance and 

benefits, together referred to as social security. The ILO defines social security as the 

safeguard that society offers its citizens through a range of government initiatives against 

the financial and social hardship that would otherwise result from a cessation of work or a 

significant reduction in earnings due to illness, pregnancy, work-related injuries, 

unemployment, old age, or good health. 

 

Paternalistic or Humanistic Consideration: 

Historically, the introduction of fringe benefits was motivated by humanistic principles to 

supplement income compensation by providing specific housing, health, and education 

facilities, as well as social, cultural, religious, and recreational activities. 

 

Tax Considerations 

Individuals and organizations might come up with creative ways to get out of 

responsibilities by rearranging their compensation. The different fringe benefits, such as 

housing rent, educational costs, travel expenses, and many more, are represented as cost 
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reimbursements. But, the tax authorities have started to ignore this kind of concealment 

and prohibit non-wage benefits above a specific threshold in recent years. 

Making Use of Free Time 

The impact of an off-duty lifestyle on a working life and vice versa is well known. More 

people are realizing the value of vacation time and leave for rest and recovery. In light of 

these, companies offer a range of leave travel benefits, such as reimbursement for travel 

costs and guest home upkeep. 

 

Competitive factors   

In order to attract and retain employees, a range of incentives and benefits are provided, 

such as company housing liberal loan facilities, building of schools or reimbursement of 

educational expenses, membership in clubs and professional associations, sponsorship for 

training and conferences abroad, etc. These are offered in comparison to competing 

companies in the industry. 

 

To Keep Up With Price Increases  

The need to provide employees with additional benefits has become increasingly pressing 

due to rising costs of living and prices. When significant wage and salary increases are not 

possible, employers have also discovered that fringe benefits offer appealing topics for 

negotiation. 

 

To Draw in and Hold on to the Best Talents  

Compelling companies are under increased pressure to match the complex fringe benefits 

packages that firms have created for their workers in order to draw and retain talent. The 

expansion of fringe benefits has been greatly aided by the realization that they are non-

taxable rewards. 

 

15.11 TYPES OF FRINGE BENEFITS 

Numerous benefits are accessible and can be classified in various ways. Benefits that are 

Mandatory (Statutory) and Optional (Voluntary) Social security and employee welfare are 

required benefits. Health insurance, life insurance, retirement plans, paid time off, welfare, 

and leisure programs are optional benefits. Payment for the time on the task. It covers 

increases in the cost of living as well as overtime pay.  

Accounting Purpose Classification  

Reimbursement for work hours not worked. Paid holidays, vacations, sick leave, additional 

unemployment benefits, paternity and maternity leave, vacations and holidays, and 
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unemployment insurance are all included.  

Payment for a range of advantages benefits for insurance, retirement benefits, 

remuneration for time not worked, and employee services 

Grouping according to its Purposes  

These includes those offering security to workers through retirement plans, workers' 

compensation, unemployment benefits, insurance, and related provisions.  It includes 

making the claim that by improving  job satisfaction, they will lower staff turnover and 

boost productivity. It consists of paid time off, holidays, sick leave, corporate product and 

service discounts, and other concrete and intangible advantages. 

Benefits that Are Immediate and Deferred  

Pension plans, insurance policies, and sick pay are examples of postponed benefits; on the 

other hand, giving an employee a company car is an instant benefit. 

 

 

Check Your Progress – A 

1. What is the main objective of management of compensation? 

A) To increase business profitability  

B) To draw in, keep, and inspire people 

C) To reduce employee attrition 

D) To guarantee fair compensation for workers in various industries 

2. What is regarded as a direct kind of compensation among the following? 

A) Health insurance,  

B) paid time off,  

C) Salary, and  

D) Retirement benefits are the first four. 

3. What does "market rate" pay mean? 

A) The average salary offered by businesses in the sector, in response  

B) The highest wage offered by the organization 

C) Wage determined by an employee's performance 

D) None of These 

 

4. What does a pay-for-performance system aim to achieve? 

A) To guarantee that every employee receives the same salary;  

B) To directly tie compensation to performance on an individual or team basis;  
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C) To offer all employees standard benefits;  

D) To boost employee satisfaction through non-cash incentives 

 

5. What do job evaluation "compensable factors" mean? 

A) The precise responsibilities and obligations of a job;  

B) How much a job costs the organization?  

C) The legal requirements for employee compensation;  

D) The going rate in the external market for positions that is comparable to the job 

 

15.12 CATEGORIES OF FRINGE BENEFITS 

The major categories of fringe benefits that are provided to employees are as follows: 

 

Regarding Job Security: Under this category, benefits include unemployment insurance, 

pay for technological adjustments, leave travel, overtime pay, negotiation level, maternity 

leave, grievance leave, holidays, cost of living bonus, call-back pay, layoffs, retiring 

rooms, jobs for the employees' sons and daughters, and similar benefits. 

For Health Protection: Under this category, benefits include hospitalization, life 

insurance, health insurance, accident insurance, disability insurance, medical care, sick 

benefits, sick leave, and more.  

For Retirement and Old Age: Benefits falling under this category include: jobs for the 

surviving employee's sons or daughters; deferred income plans; pensions; gratuities; 

provident funds; old age help; old age counselling; medical benefits for retired employees; 

travelling concessions for retired employees; and the like. 

For the purpose of identifying, engaging, and stimulating personnel: Anniversary 

awards, attendance bonuses, canteens, cooperative credit societies, educational facilities, 

beauty salon services, housing, income tax assistance, counselling, quality bonuses, leisure 

programs, stress counselling, safety precautions, etc. are all included in this category of 

benefits. 

Workers' Safety: In order to promote security for the employee and his family, the 

employee should also be given physical and job security. A sense of work security is 

created when an employee's employment is confirmed. Further a minimum and continuous  

wage or salary gives a sense of security to the life. 

 

Compensation for Layoffs: The Industrial Disputes Act of 1947 stipulates that layoffs 

and retrenchments must be compensated for. Any employee laid off after a year of 

continuous service is entitled to one month's notice or one month's compensation in non-
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seasonal industrial firms with 50 or more employees. With a maximum of 45 days of wage 

in a year, the compensation is provided at the rate of 15 days wage for each year of service   

completed. Employees are entitled to benefits as mentioned above even in the event that an 

enterprise closes.  

Compensation for Layoffs: Employees who are laid off are entitled to 50% of their base 

pay and dearness allowance during the duration of their layoff, with the exception of 

weekly holidays. Typically, layoff pay is given for a maximum of 45 days per year. 

Medical Centre: It is important to look after an employee's health in order to safeguard 

them against accidents, unhygienic working environments, and limitations on their 

abilities. To ensure a safe working environment, the Indian factories Act of 1948 set forth 

a number of regulations for working conditions. These provisions relate to cleanliness, 

disposal of waste and effluents, ventilation and temperature, dust and fume, artificial 

humidification, over-crowding, lighting, drinking water, latrine urinals, and spittoons.  

Safety Facility: Fences around machinery, working on or near moving machinery, hiring 

minors to operate dangerous machinery, self-acting machinery, easing the use of new 

machinery, woman and child employment probation near cotton openers, hoists and lifts, 

lifting machines, chains, ropes, and lifting tackles, rotating machinery, pressure plants, 

floors, excessive weights, eye protection, and safety precautions against hazardous fumes, 

explosive or flammable dust, gas, etc. are some of the provisions pertaining to safety 

measures. Safety measures for structures and machinery, the ability to demand 

specifications for problematic parts in stability tests, and other contingency plans. 

Health or Accident Plans: Typically, the value of the employer's health or accident 

insurance is excluded from income. Benefits, though, can be subject to employee taxes. An 

employee and employer may be able to come to a "salary reduction agreement" if the 

company does not cover all of the cost of your health insurance. Under these agreements, 

employer reduces salary or  

wages by the amount of cost of the health insurance and pays the full amount.  

Adoption Support: If an employee tries to adopt an eligible kid, they may be allowed to 

deduct from their income any sums paid or expenses incurred by their company for 

qualified adoption expenses.  

Holiday Gifts: Employee income is not affected if the company provides a nominally 

valued item, such as a turkey, ham, or other gift, to the employee for Christmas or other 

occasions. Nevertheless, regardless of quantity, cash, gift cards, or comparable things are 

included in income.  

Discounts for Qualified Employees: If the service discount is 20% or less, these are not 

taxable. Discounts for merchandise are limited to the employer’s gross profit percentage. 

Discounts on stocks, real estate, or other investment property are not permitted. This is 

available to employees, spouses, dependents and retirees.  

Benefits of Working Conditions: They are not counted toward income and include things 

like employer-paid professional dues or subscriptions to trade journals.  
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Benefits from Qualified Transportation Fringe: Employees may receive parking tokens 

and transport passes from their employers. The employee's income does not include these 

sums. Additionally, employer-provided transportation in a commuter highway vehicle 

between an employee's home and place of employment is not considered taxable income. 

Athletic and Recreational Facilities: Utilizing recreational or sports facilities owned by 

an employer is not considered taxable revenue. Spouses, dependents, retirees, and 

employees are all eligible for this benefit. Assistance with Education Employer provides 

educational assistance to employee to go for higher studies, training, children’s education 

etc.,  

Services for Retirement Planning: Employer offers eligible retirement planning services 

to employee and spouse; these services are not counted toward employee income. 

Employer has a qualified retirement plan. The value of the employer's accounting, legal, 

tax preparation, and brokerage services is not included in this. The employee's revenue 

from these goods is taxable.  

Contributions to Retirement Plans: The employee's qualifying retirement plans 

contributions made by the employer are not deducted from his pay. Contributions made to 

a non-qualified plan are often considered taxable income. 

Dinner and Accommodation: If meals are served on the employer's property and are 

done so for the employer's convenience, they may be excluded from the employee's 

income. If housing is offered on the employer's property, is convenient for the employer, 

and is contingent upon the employee accepting the accommodation as a condition of 

employment, it may be excluded from the employee's income. 

Benefits of Dependent Care: These benefits, which take care of an employee's children or 

other dependents, are funded by the employee. Care must be provided in a way that, had 

the employee paid the appropriate amounts, would have qualified for the dependent care 

credit.  

Benefits for Employee Death: These are gifts given to a deceased relative's friends or 

family. Depending on the details, they might or might not be taxable. The family's income 

is taxed if the payments were made in exchange for past services, such as bonuses, 

accumulated earnings, or wasted vacation time. The crucial question in this case is whether 

the employee would have gotten these benefits had he survived 

 

15.13 SUMMARY 

The purpose of compensation management is to create a cost-benefit framework that will 

draw in, encourage, and keep qualified workers. It is made up of the organization's rules, 

regulations, and procedures that establish the pay structure. The base pay or salary, 

allowances, incentives or bonuses, and perks typically make up compensation. Most wage 

and salary systems are built on the foundation of job appraisal. The question of fair pay 

involves both internal and external equity. The fact that how employees are paid has 
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important consequences for individual, group and organisational performance. Top 

executives, particularly receive special attention in the compensation literature because of 

their potential influence on organisational success 

Extrinsic and intrinsic rewards are both a part of an organization. Organizations can offer a 

wide range of financial rewards to individuals. For many organizations, employee 

ownership, profit sharing, and gain sharing can all be beneficial policies. Rather than being 

viewed as opposing strategies, they should frequently be seen as complementary strategies 

that achieve various goals. The kinds of incentives that a company provides its staff are a 

major factor in deciding how motivated they are. The amount and quality of HR that an 

organization is able to find, hire, and retain is also impacted by rewards. Furthermore, 

rewards motivate people individually as well as in groups. Although incentives are 

beneficial to the company and the worker, their cost should not keep rising as this could 

cause serious issues down the road. 

 

15.14 GLOSSARY 

Fringe Benefits: In addition to base pay, dearness allowance, and 

innovative pay, employees may also get fringe benefits, which are indirect types of 

remuneration. 

Compensation Survey: The process of gathering information regarding the policies, 

procedures, and programs related to compensation of businesses in a labor market is 

known as a compensation survey. It offers information that is multipurpose. This 

information is especially pertinent to the issue of setting and modifying pay scales. 

Annual Bonus: Despite being a longstanding part of the industrial compensation 

system, the Payment of Bonus Act of 1965 was the first to give it legal legitimacy. 

Factories and other establishments with 20 or more employees are subject to the Act. 

Reward Systems: The capacity of a work organization to reward its members is one of 

its key characteristics. The most significant rewards are probably money, status 

symbols, promotions, and perks. Due to the significance of these rewards, 

organizations' efficacy and the quality of work life are significantly impacted by how 

they are allocated.  

Skill-Based Pay: compensation is determined by the skill level a worker possesses for 

the job and, occasionally, by the abilities they learn and apply to further their career. 

This is known as skill-based compensation. The phrase and competence-related 

compensation are also used interchangeably. However, skill-based compensation 

typically considers the abilities of manual laborers, such as operators, fitters, and 

fabricators. 
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15.15 ANSWERS TO CHECK YOUR PROGRESS 

MCQs 

1. B      2. C          3. A     4. B             5. A 
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15.18 TERMINAL QUESTIONS 

1. Explain Compensation Management? 

2. Explain various compensation policies and objectives? 

3. What do you understand by Fringe Benefits?  

4. Describe Types of Fringe Benefits/ Bases Classification of Fringe Benefits? 

5. Explain compensation determinants process in detail? 
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UNIT 16 EMPLOYEE BENEFITS PROGRAMME, 

DESIGNING A BENEFIT PACKAGE  

16.1   Introduction  

16.2   Objectives 

16.3     Reason for Offering Benefits to Employees 

16.4     Reasons for Employee Benefits Growth 

16.5     Planning and Designing of Benefit Programmes 

16.6     Issues Faced by Benefit Programme 

16.7     Employees Benefit Programmes in India 

16.8     Summary  

16.9    Glossary  

16.10   Answers to check your progress 

16.11   References 

16.12   Suggested Readings  

16.13   Terminal Questions 

 

16.1 INTRODUCTION  

An employee's total wage cost to the company exceeds their pay rate by a significant 

margin. Similarly, the employee's total compensation reward is greater than their take-

home salary. The employee's salary and a variety of additional benefits that are together 

referred to as benefits make up the employee's total remuneration. 

All facets of compensation administration, including strategy and plan execution, are 

significantly more complex as a result of the inclusion of these elements in the package. 

Benefits differ from base pay in that they are granted for distinct goals, are not paid out on 

a regular basis, are frequently deferred rather than paid out immediately, and require 

different kinds of management. 

There is a trade-off between direct compensation and benefits because they combined 

make up the organization's wage costs. Prior to recently, benefits were referred to as fringe 

benefits.  

This was because they were considered a minor part of the compensation package. This is  

no longer true, and benefits are becoming more important in compensation administration  

as they become a larger proportion of total compensation, representing close to 40% of  
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the total cost of compensation. Clearly then, it is especially important to properly manage  

them 

 

16.2 OBJECTIVES 

After reading this unit you will be able to: 

 Enumerate Employee Benefits Program. 

 Understand the Elements of the Benefits Program for Employees. 

 Discover the Problems the Employee Benefit Program Is Facing. 

 Understand the Process of Planning and Creating Employee Benefit Plans. 

 Determine the Cause of the Employee Benefits Growth. 

 

16.3 REASONS FOR OFFERING BENEFITS TO 

EMPLOYEES 

Companies provide a range of advantages to its workers and employees. These perks are 

essentially goods or services that an employer offers to his staff members in exchange for 

their participation in the operation of the company. These benefits are a crucial part of a 

business's compensation plan for luring and keeping talent. 

The perks motivate staff members to put in more effort on behalf of the company by acting 

as incentives. These also contribute to increasing job satisfaction among employees.  

 

These benefits could be free or available at discounted rates, long-term or short-term, non-

financial, or both. These could consist of recreational, medical, residential, or educational 

amenities. These amenities can be offered both inside and outside the company, separately 

or in combination. 

Therefore, the conveniences and amenities provided to employees so they may work in a 

healthy and tranquil environment are considered employee benefits.  

A company's benefits for employees typically consist of:  

 

(i)   A pay plan that incentivizes workers to bring their full potential to the company  

(ii) Bonuses given to staff members on special occasions or in recognition of their 

outstanding work in the company. 

(iii) Benefits from social security for the wellbeing of employees, including insurance 

plans, medical facilities, gratuities, provident funds, and compensation  

(iv) Various kinds and amounts of leaves so that workers can rejuvenate and give the 

company their all.  
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(v)   Employees who choose to leave the company on their own volition receive a number 

of perks under the voluntary retirement plan. 

 

A company's work culture and organizational structure will determine how it designs, 

implements, and oversees a comprehensive benefits package for its employees given the 

variety of employee benefits available. The following could be included in the benefits 

package for employees: 

 

Examples of Benefits 

1.Extra payments for time worked:  

Weekend premiums  

Holiday premiums  

Overtime premiums  

Shift premiums 

3. Payments for time not worked:  

Call-back pay  

Call-in pay  

Clean-up time 

 Clothes-changing time 

 Dental-care time  

Down time  

Family allowances 

Holidays paid for but not worked  

Lay-off pay  

Medical time  

Military induction bonus  

Military service allowance  

National Guard duty 

 Paid death-in-family leave 

2. Non-production awards and 

bonuses: Anniversary awards 

 Attendance bonus 

 Christmas bonus  

Quality bonus  

Safety awards 

 Shift premiums  

Weekend premiums  

Service bonus  

4. Payments for employee security, 

Contributions toward:  

accident insurance  

disability insurance  

hospitalization insurance  

life insurance 

 medical insurance  

surgical insurance 

 Contributions to state disability insurance 
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Suggestion awards  

Waste-elimination bonus  

Year-end bonus 

 OASI contributions  

Contributions to unemployment 

compensation Supplements to 

unemployment compensation Free meals 

Functions for retired employees 

 Health education 

 Hospital Facilities 

 Legal aid Lunch period entertainment 

 Medical examinations (voluntary) 

5. Payments for employee services: 

 Annual reports to employees  

Beauty parlors  

Cafeteria Canteen service  

Company athletic teams  

Company housing  

Company stores  

Day Care  

Income tax service  

Information racks 

 Dietetic advice 

 Educational assistance  

Employee counselling  

Employee discounts on purchase 

 

 

 

16.4 REASONS FOR EMPLOYEE BENEFITS GROWTH 

Government Influence 

There are four ways in which the government has expanded its influence over benefits: 

Directly by legislation: Laws that established organizational requirements for disability 

insurance, old age and survivors' benefits, social security, workers' compensation, and 

unemployment benefits. Lately, certain state laws have established employer and 

employee contributions for sickness and accidents that happen outside of the workplace. 
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Through Efforts at Economic Control: The government has occasionally enforced price 

and wage controls, mainly during times of war. Benefits expansion has been greatly aided 

by these limits, which allow benefit enhancements but forbid pay and salary increases on 

the grounds that they would fuel inflationary pressures.  

 

Control of Benefit Programs: A flurry of legislation aimed at controlling the programs that 

organizations now offer, rather than at creating new ones. The Civil Rights Act, which 

covers all aspects of benefits, the Employee Retirement and Job Security Act, which deals 

with retirement plans, the Safety and Health Act, which addresses workplace safety 

requirements, and the Health Insurance Act, which deals with health insurance, are the 

most important of these laws. 

Government Indirect Effects: Income-tax legislation has been one of the government's 

indirect sources of impact over benefits. It is advantageous for companies to classify a 

variety of benefits, especially those provided to leaders, as business expenses due to high 

rates of corporate income tax. Offering these benefits saves the employee a significant 

amount of money because the majority of them are not taxed as income. 

Union Demands 

Benefits as a percentage of overall compensation have increased as a result of union 

demands.  

In order to demonstrate a notion of company responsibility for hazards affecting workers, 

benefits have occasionally been required. The union believed that management could cut 

down on a significant amount of the downtime during model changes. In other cases, when 

compensation increases were unachievable, perks were requested. Unions have worked to 

increase benefits for various reasons, such as their wish to enhanced prestige, safety, a 

reduced workweek, more strength as perceived by its constituents, and the growth of the 

plant as a community 

Managerial Attitudes 

Perhaps "social responsibility" isn't the right term to describe how employers have 

responded to the requirements of their staff, but the message is sent. More recently, it has 

become common practice to view employees as collaborators in the creation and 

management of benefit schemes.  

The worker is making choices on his or her own needs and life, and the company offers the 

programs necessary to make this happen.  

One trend, for example, is offering employee services. It is now evident that a worker who 

is in good physical and mental health is more productive. This has given rise to a range of 

employee services meant to establish and preserve a healthy workforce, like sports 

facilities and counseling for issues like drug misuse and smoking. One of the main debates 

in this field is whether businesses have an obligation to look after their employees' 

children.  
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Competition 

The labor market is competitive for all firms. The organization must be competitive in the 

labor market, at least somewhat, in order to hire and retain staff. Your organization needs 

to provide perks when other groups do. However, this is not easy. Offering competitive 

pay is a one-dimensional measure. Selecting the right perks to offer and how much to 

charge for them are important factors in providing competitive benefits.  

Different prospective employees find different organizations attractive or unattractive 

depending on the kind and quality of benefits supplied. Additionally, there is a trade-off 

between perks and pay. Some people require or want specific kinds of benefits, while 

others prefer large salaries and don't give importance about them. 

Efficiency 

Insurance is the primary form of benefit. Having group contracts instead of individual ones 

for each employee allows for savings in underwriting and administration, which translates 

into these benefits at a reduced cost.  

Employee Interest 

Benefits can provide a variety of advantages for the employee. The two that are most 

common are undoubtedly the tax benefits that have been described and the reduced 

expense of obtaining the benefit through group membership. More than half of all benefits 

are meant to lessen economic instability, indicating that both employers and workers 

understand that these safeguards are necessary for living in an industrial society. Employee 

perceptions of perks are, at best, conflicted. On the one hand, given that perks are a key 

factor in the hiring process, people appear to be highly interested in them. However, the 

majority of employees are unaware of the advantages that the company offers them or, 

more importantly, how much those benefits cost the company. Workers' demands for 

benefits vary widely, and what kinds of benefits they want varies much more. Although 

they are not a perfect indicator, an organization's personnel demographics might provide 

some insight into the wants and needs of its members. Studies on employee preferences 

have shown that while some demographic factors, such age and marital status, were highly 

predictive of benefit desire, others, including sex, age, and occupation, were not. Although 

there is undoubtedly a ranking of benefits according to individual preferences, employee 

attributes do not fully predict this ranking.  

Changes in the Economy 

Modern industrialization—or, more precisely, the transition to a postindustrial society—

has brought about developments that motivate businesses to offer their workers more 

advantages. People's demand for leisure rises in direct proportion to their desire for higher 

wages, which is one result of an improving standard of living.  

Economically speaking, the labor supply is elastic enough that, as wages rise, there comes 

a point at which leisure time becomes more desirable than working longer hours or even 

for a greater income. India is currently experiencing two opposing trends. The number of 

hours worked has increased, but there is also a growing need for more time and family-

friendly services. Employee risk  have grown as a result of ongoing industrialization and 

the ensuing modifications to lifestyles. Simultaneously, higher productivity has made 
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security against these risks possible through programs. In a culture where the majority of 

people work, having and maintaining a job is essential to one's financial security. Any 

threat to a worker's ability to keep their job puts them and their families at risk, which 

drives up demand for risk-averse insurance. As a result, individual remuneration, at least in 

part, serves as a hedge against uncertainty. Benefits contribute to increased economic 

stability in this way. The more that benefits are oriented toward reduction of insecurity 

among employees, the more stable is the economic environment.  

 

16.5 PLANNING AND DESIGNING OF BENEFITS 

PROGRAMMES 

Benefits decisions get more complicated due to unclear goals, disagreements about what 

perks count as pay and what doesn't, and the exponential rise in both benefit costs and 

benefits. Maybe the only thing on which everyone can agree is that benefit administration 

is evolving. Benefits decisions account for a sizable and increasing share of compensation 

expenditures for the employer, and with them, a sizable component of the company's 

contribution to the employment exchange. Benefits are frequently seen by the union as 

both an employee's entitlement and an employer's social duty. For the worker, they stand 

for security against uncertainty and a benefit for sticking with the company. 

 

 Therefore, the benefit planning process consists of the following steps: 

 Determining the goals and objectives  

 Assessing and/or selecting benefits  

 Designing the benefits Package  

 Monitoring the plan  

1. Determining the Goals and Objectives:  

Benefits have grown to be a significant component of any compensation plan for a variety 

of reasons. These factors will affect how a benefits plan's goals and objectives are 

determined. Furthermore, the benefits program is a component of the company's 

compensation scheme, which is a component of the company's overall strategy. The 

benefits package should be more than just a collection of separate benefits; rather, it should 

be an integrated group of benefits that work with the organization's human capital 

management strategy to support its goals. Employers should find out what employees 

desire from the benefits program in order to make the most of this. Not every organization 

will respond to this in the same manner. On the surface, choices about benefits resemble 

those about pay scales. The employer's primary concern in both cases is labor costs. The 

choice made by the employer includes costs associated with the job exchange, and the 

organization is disregarding whether these expenses come from salaries or benefits. This 

perspective is supported by the inclination to discuss pay and benefits as a package. In 

reality, though, judgments about benefits entail a variety of options that differ from those 
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about pay. Wages and benefits are not unitary. Selecting which ones to give is a difficult 

decision that is influenced by a multitude of factors. Unions view perks as pay counterparts 

on occasion, but not always. 

2. Assessing and/or Selecting Benefits :  

Keep in mind that goals and objectives describe an employee's desired state rather than 

their current location. In the event that benefits are already provided, the next stage is to 

evaluate them in order to determine what needs to be changed or added. The first stage in 

converting the goals and objectives into a benefits program is choosing and assessing 

benefits. The organization is subject to several forces that affect this decision-making 

process.  

Businesses can choose some of the benefits they provide, but not all of them. Legislation 

mandates certain benefits, which employers must provide; in addition, customary benefits 

are shared by nearly all organizations. Ultimately, a benefits package might be unique due 

to the multitude of potential perks.  

Laws 

Social laws mandate that the employer pay for the health and safety of workers as well as 

for various insurance policies that cover workers' income losses due to illness, accidents, 

unemployment, and old age. Laws also govern the organization's development and 

administration of specialized benefits, especially retirement programs. Regardless of the 

employer's intention to incur these costs and the employee's desire for the resulting benefit, 

they must be made.  

Evaluating the Rivals: 

Benefits practices in the industry and locality are another factor to take into account while 

benefit planning. This aids in identifying the typical benefits. To retain staff, the company 

needs to maintain its competitiveness in the labor market. Making decisions on what 

benefits to provide requires knowledge of what other employers are offering. Benefits 

surveys are therefore carried out for the same purpose as wage and salary surveys: to 

gather data regarding the circumstances that are prevalent in the labor market. A variety of 

benefits practices are included in community wage surveys. Employer-association wage 

and compensation surveys typically incorporate details about benefit programs. In the 

absence of this information, survey data on wage rates could be inaccurate. The typical 

benefits survey looks for standard practice, which takes the form of listing all programs 

provided and providing summaries of each program's contents. An organization should 

ideally be aware of the advantages competitors provide as well as the prices those 

competitors charge for those advantages. But it's difficult to find the expense estimates. 

Individual benefits are hard to quantify, and accounting standards differ widely. As seen, 

certain organizations consider an item to be beneficial, while others do not. Since every 

organization's workforce is different, cost statistics on certain benefits might not be 

helpful. Knowing an organization's total benefit expenses as well as those of their 

competitors is likely more crucial.  
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Organizational Benefit Plan Analysis 

Prevalent benefit surveys may have the unintended consequence of promoting specific 

benefit plans just because they are offered by other firms rather than because the 

employees of those organizations require or desire them. It would seem that a comparison 

of the demands and preferences of employees with the benefits offered currently is 

necessary for an internal organizational review of benefit practices. The fact that we have 

categorized perks as membership rewards helps with this analysis because it becomes clear 

that the organization's goal in providing benefits is to attract and keep personnel. However, 

because different groups and individuals have varied requirements and preferences, the 

analysis becomes difficult.  Thus, the requirements and preferences of employees are the 

main focus of the internal organizational analysis of benefits. Different organizations have 

different work force demographics, which should lead to variations in the kinds and 

quality of benefits that these organizations provide.  

 

Organizational Financial Analysis 

A comparison of direct pay and benefits, taking into account both employee needs and 

costs, is another aspect of the organization analysis. There are two reasons why this 

comparison is necessary. The first is to keep direct pay and benefits in proportion. Payroll 

costs may rise excessively if wage hikes and benefit adjustments are made separately, 

putting the company out of control of the situation. The organization's capacity to increase 

other components of the pay package is adversely affected when benefits, or the costs of a 

particular benefit, are growing at an accelerated pace. The employer's ability to pay is 

another component of the financial examination of the company.  

 

Benefits of Collective Bargaining 

If union demands are taken to represent worker preferences and organizations have 

examined their own positions, then collective bargaining outcomes may be favorable to all 

sides. Unions are incentivized to persuade workers of the worth of the benefits they have 

negotiated for, and employees need to be granted the benefits they desire. Regretfully, 

unions frequently have objectives that do not align with the interests of workers in certain 

companies. The union can be working to win over most members or implement a benefit 

for the entire industry. Because unionism is political, there is constant pressure to deliver 

benefits to members, which can seem like a significant win when wage increases are 

difficult to negotiate. Moreover, union leaders frequently face the same challenge as 

managers of different workforces: a lack of agreement over the true needs and preferences 

of workers.  

 

3. Designing Benefit Packages  

In light of the study above, the following should be considered: Who should receive 

benefits? Benefits must to be equally accessible to all employees if they are genuinely 
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membership rewards rather than being tied to a worker's position or performance. But, 

there is a case to be made for offering distinct benefit packages to certain employee groups 

if a business only wants to retain some groups of employees and is indifferent to attrition 

in other groups.  

This is a continuation of the cost-benefit argument, which states that these expenditures 

should unquestionably add value to the company, just like any other.  

When creating benefit packages, the following queries should be considered and 

addressed. 

 

Factors Influencing Choice of Benefit Package 

 

 

 

 

 

 

 

 

 

Questions on Who Should Receive Benefits 

1. Do part-time workers need to be compensated? If yes, for what purpose?  

2. Should covered employees' dependents also be covered? For what purpose, if so? 

Should dependents receive a separate portion of any cost sharing? 

3. Are domestic partners eligible to be counted as spouses?  

4. Do retired workers need to be compensated? For what purpose, if so? Do their 

dependents need to be provided for? How much cost sharing ought these organizations to 

have?  

5. Should employees' surviving family members be compensated? For what purpose, if so?  

6. What kind of coverage ought to be provided to workers with disabilities?  

7. What kind of insurance should workers who are on temporary separation have? [Like on 

a family leave? 

 

(4) Monitoring the Benefits Programmes 

Benefits are a rapidly evolving field. The corporation needs to be extremely aware of 

everything going on both inside and outside the company. Employee requirements and 

preferences are subject to change due to the dynamic nature of the workforce inside the 

firm. Employee needs and preferences should be surveyed on a regular basis rather than as 

a one-time task. Similar to how pay information is maintained, labor market competition 

Employer factor  
 

Relationship to total 

compensation costs. 

Costs relative to benefits. 
Competitors Offerings. 

Role benefits in 

Attraction, Retention , 
Motivation. 

Legal requirements 

 
 

Employee factor  
 

Equity: Fairness 

relationship to what 

others receive. 
Personal Needs as 

linked to: Age, Marital 

Status and Number of 
Dependents. 

 

 

Benefit Package  

Extra payments for timed 

worked. 

Non production of 

awards and bonuses . 
Payments for timed non 

worked payments for 

employee security and 
contribution. 

Payment for employee 

services. 
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methods also require monitoring. The business finds it most difficult to keep track of, 

nevertheless, when it comes to the fluctuating expenses of those benefits that are supplied 

by outside entities like insurance companies. Companies that have been keeping an eye on 

developments in this field have started to devise alternate strategies for offering these 

benefits to staff members at a more affordable or consistent cost.  

Finally, as laws pertaining to this industry are constantly changing, managers must review 

these acts to see whether the organization is abiding by the law and making the most of its 

modifications. 

 

16.6 ISSUES FACED BY BENEFIT PROGRAMME 

Every firm faces challenges related to offering perks to employees. Comparatively to large 

enterprises, small businesses have fewer resources to handle the problems. Most benefits 

are provided freely by employers in an effort to attract and keep workers. Employers have 

a growing array of alternatives when it comes to financial benefits like stock options, 

bonuses, and profit sharing, as well as health insurance, life insurance, and retirement 

programs. It can be difficult for small businesses to give benefit packages to their staff that 

are comparable to those of larger corporations. All companies, regardless of size or 

resources, have a legal and responsible obligation to manage employee benefit programs. 

Company Cost 

Benefits for employees are a standard aspect of running a business, but for small 

businesses, the expense can have a bigger influence on cash flow, profit, and recruiting, 

expansion, and investment decisions. Expenses for a small firm can include paying outside 

benefit plan managers or employing personnel to oversee its benefits program. Accounting 

services for finances and legal matters are enhanced by managing benefit plans. Offering 

leave benefits may have a negative impact on a small firm, necessitating the hiring of 

temporary staff and payment of the wage of an employee on maternity or vacation leave. 

By providing fewer advantages and charging employees a higher portion of the 

expenditures, businesses can reduce the cost of employee benefits. Typical cost-cutting 

tactics include requiring employees to work for at least three months before they are 

eligible for benefits or eliminating hourly workers and working spouses from insurance 

coverage. By banding together to form a larger purchaser of benefits, small firms can 

frequently save money on employee benefits. 

 

Employee Cost 

Employee benefits plans, which give fewer options, less flexibility, and frequent provider 

and policy changes as a result of small businesses negotiating cheaper pricing, are 

frequently more expensive for employees of small enterprises. Newer employees could not 

be eligible for basic health care benefits due to delayed eligibility. High payroll deductions 

that reflect the impact on employee income may sway an employee's decision to stay with 

the company. Voluntary participation in employee benefit schemes is challenging due to 
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the increased cost of benefits. Employees who are unable to pay the premiums may elect 

not to participate in benefit plans or select plans that do not suit their needs. 

Government Regulations 

The Employee Retirement Income Security Act of 1974, which sets guidelines for the 

administration of specific voluntary health, pension, and severance programs, must be 

followed by businesses. The statute contains provisions for official grievance and appeal 

procedures as well as for the control of plan assets. Businesses who fail to provide 

employees with accurate summary plan descriptions and fail to file necessary reports with 

the Internal Revenue Service may be liable to penalties. 

Difficult-to-Understand Benefits Summaries 

An overview of the benefits offered by the employer is given to employees at the 

beginning of their employment, and it is updated every few years while they are there. 

According to the law, a overview to let workers know what benefits they are eligible for. 

The summary is hard to understand, which is the problem. Businesses can utilize technical 

jargon that makes it challenging to ascertain the precise benefits, discouraging employees 

from taking advantage of them. 

Company Buy Out 

When a business that offers significant advantages is acquired by another business, a 

number of issues arise. The possibility of losing benefits is present in addition to the 

possibility of losing a job. The company that buys the other company might not offer the 

same services as the previous company, even though it might offer similar benefits of a 

similar kind. Plans for health insurance may increase, or other issues with benefits may 

arise. 

Tax related Issues 

Benefits are reported on a yearly basis. The business or the employees may have tax issues 

if they are not filed. Certain benefits, like some health insurance plans or retirement 

accounts, have taxes attached to them even though they are typically thought of as tax-free 

advantages. Tax issues are avoided by reports that are filed, but tax issues are caused by 

unfiled reports. 

Legal Issues 

Too frequently, employees in charge of human resources departments or other departments 

overseeing employee benefit programs at businesses neglect to monitor the legal 

compliance of their plans until issues occur. For the purpose of maintaining continuous 

legal compliance and shielding the plan sponsor from fines and other related liabilities, a 

proactive strategy employing legal counsel's services (such as a selfaudit) is the most 

effective way 
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16.7 EMPLOYEE BENEFIT PROGRAMMES IN INDIA 

A. Statutory Employee Benefits 

There is no Social Security system in India. Nonetheless, the legislature regulates certain 

statutory employee perks. Employers are required to offer provident fund benefits under 

the Employees' Provident Fund and Miscellaneous Provisions Act (EPFMP). The 

Employees’ Pension Scheme (EPS) was created in 1995 by the Employees’ Provident 

Fund and Miscellaneous Provisions Act (EPFMP). Every employee who is a member of 

the Employees' Provident Fund is covered by the Employees' Pension Scheme, which 

superseded the Employees' Family Pension Scheme (1971). Employers and employees are 

required to contribute a combined 12% of gross salary to the central Employees' Provident 

Fund Scheme (EPFS), which currently receives an 8.5% interest credit. If the company 

employs more than twenty people, 8.33% of these contributions are transferred to the 

Employees' Pension Scheme (EPS). 

General statutory benefits in India include the following: 

Provident Fund  

Gratuity 

Medical Coverage   

Bonus  

Leave and Holidays  

Working Hours & Overtime 

 

 B. Private Employee Benefits Practice 

The majority of Indian firms offer their workers participation in the Employee Provident  

Fund Scheme (EPFS) as part of their private benefits policy. Employees can also take 

advantage of the clause that permits them to create a private provident fund separate from 

the EPFS. Additionally, some firms have a better mechanism for gratuities that permits 

sums above the legally required minimum. Furthermore, larger businesses offer pension 

plans to their managerial staff. These are generally done on a 10%–15% defined 

contribution basis. 58, 60, or 64 is the typical retirement age (rarely 55). Retirement can be 

taken up to ten years early, but only at a reduced pension or with benefits deferred until the 

regular retirement age.  

In conclusion, the following are typical private employee benefits practices in India: 

Provident Fund Leave and Holidays  

Working Hours  

Long Service Award  

Medical Coverage  
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Group Personal Accident  

Group Superannuation  

Group Life Insurance  

Group Credit Shield  

 

Check Your Progress – A 

1. What is the primary goal of an employee benefits program? 

A) To reduce employee turnover 

B) To comply with government regulations 

C) To enhance employee well-being and job satisfaction 

D) To minimize organizational costs 

2.  Which benefit is most commonly offered as a non-monetary perk? 

A) Retirement savings plans 

B) Health insurance 

C) Flexible working hours 

D) Performance bonuses 

3. Which of the following can help increase participation in voluntary benefit 

programs? 

A) Making enrollment mandatory 

B) Offering benefits at a lower cost through group purchasing 

C) Keeping the program details confidential 

D) Limiting the number of options 

4. What is the purpose of conducting a cost-benefit analysis in a benefits program? 

A) To determine employee satisfaction 

B) To evaluate the return on investment of the benefits offered 

C) To identify government-mandated benefits 

D) To predict future employee needs 

 

16.8 SUMMARY 

The purpose of compensation management is to create a cost-benefit framework that will 

draw in, encourage, and keep qualified workers. It is made up of the organization's rules, 

regulations, and procedures that establish the pay structure. The base pay or salary, 
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allowances, incentives or bonuses, and perks typically make up compensation. Most wage 

and salary systems are built on the foundation of job appraisal. The question of fair pay 

involves both internal and external equity. The fact that how employees are paid has 

important consequences for individual, group and organisational performance. Top 

executives, particularly receive special attention in the compensation literature because of 

their potential influence on organisational success 

Extrinsic and intrinsic rewards are both a part of an organization. Organizations can offer a 

wide range of financial rewards to individuals. For many organizations, employee 

ownership, profit sharing, and gain sharing can all be beneficial policies. Rather than being 

viewed as opposing strategies, they should frequently be seen as complementary strategies 

that achieve various goals. The kinds of incentives that a company provides its staff are a 

major factor in deciding how motivated they are. The amount and quality of HR that an 

organization is able to find, hire, and retain is also impacted by rewards. Furthermore, 

rewards motivate people individually as well as in groups. Although incentives are 

beneficial to the company and the worker, their cost should not keep rising as this could 

cause serious issues down the road. 

 

 

16.9 GLOSSARY 

Benefits Package: An assortment of non-wage payments given to workers 

in addition to their base pay. Retirement programs, health insurance, and other benefits are 

examples of this. 

Health insurance: Coverage for employee-incurred medical and surgical costs. PPOs 

(Preferred Provider Organizations), HSAs (Health Savings Accounts), and HMOs (Health 

Maintenance Organizations) are a few examples of these alternatives. 

Retirement Plans: These are financial arrangements designed to pay out once an 

employee retires. IRAs (Individual Retirement Accounts), pensions, and 401(k) plans are 

common examples. 

Employee Assistance Program (EAP): An in-house initiative that provides workers with 

private, confidential support for matters pertaining to their personal or professional lives, 

such as mental health counseling and legal guidance 

Wellness programs: These are initiatives like gym memberships, health tests, and stress 

management courses that are designed to improve the general health and well-being of 

employees. 
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16.10 ANSWERS TO CHECK YOUR PROGRESS 

 

MCQs 

 

1. C      2. C          3. B     4. B           
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16.13 TERMINAL QUESTIONS 

1. Explain the reasons for offering benefits to employees? 
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2. Explain the reasons for employees benefits growth? 

3. Explain Issues Faced by Benefit Programme? how to design good service?  

4. Explain Statutory Employee Benefits? Describe service triangle in detail? 

5. Provide various examples of benefits. 
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UNIT 17 SPECIAL GROUPS, COMPENSATION 

STATEGIES FOR SPECIAL GROUPS  

 

17.1   Introduction  

17.2   Objectives 

17.3    Definition and identification of Special Groups 

17.4    Characteristics and Unique needs of Group 

17.5     Principles for tailoring compensation strategies for employees 

17.6     Compensation Strategies for special group 

17.7     Case Studies  

17.8     Challenges and Solutions 

17.9     Summary 

17.10 Glossary  

17.11 Answers to check your progress 

17.12 References 

17.13 Suggested Readings  

17.14 Terminal Questions 

 

 

17.1 INTRODUCTION  

In the context of managing employee benefits, a "special group" typically refers to a subset 

of employees who are given unique or additional benefits compared to the standard 

benefits provided to the general employee population. This group can include executives 

and senior management, who often receive enhanced benefits packages such as higher 

levels of health insurance, additional retirement plan contributions, stock options, and 

executive compensation plans. Key employees deemed critical to the company's operations 

and success, might receive special benefits to ensure their retention and satisfaction, 

including retention bonuses, special training opportunities, or exclusive perks. Long-

tenured employees are often rewarded for their loyalty with enhanced retirement benefits, 

additional vacation days, or other long-service awards. Employees in high-risk positions 

might receive extra benefits such as additional health and safety coverage, risk pay, or 

extended health benefits. Additionally, unionized employees may have negotiated special 

benefits different from those offered to non-union employees. These special benefits serve 

various purposes, such as motivating and retaining key talent, compensating for additional 

responsibilities or risks, and rewarding long service. The exact nature of these benefits 
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varies depending on the organization's policies, industry standards, and the specific needs 

of the special group. 

Understanding special groups in compensation strategies is essential due to their unique 

roles and contributions within an organization. These groups, including executives, sales 

personnel, contingent workers, and international employees, often require tailored 

compensation packages to motivate and retain them effectively. Key reasons for this 

understanding include: 

1. Unique Roles: Special groups play critical roles, necessitating tailored compensation 

to reflect their contributions. 

2. Market Competitiveness: Competitive compensation packages attract and retain top 

talent. 

3. Motivation and Performance: Different groups are motivated by different 

compensation components, enhancing performance. 

4. Legal and Regulatory Considerations: Compliance with specific legal requirements 

is crucial for these groups. 

5. Organizational Equity: Fair and equitable compensation maintains employee 

morale and engagement. 

6. Customization and Flexibility: Personalized compensation solutions address the 

specific needs of special groups. 

By recognizing these factors, organizations can develop effective, competitive, and fair 

compensation strategies that drive performance and support strategic goals. 

Purpose of understanding the compensation management  

The purpose of this chapter is to provide a comprehensive understanding of the unique 

compensation needs and strategies for special groups within an organization. It aims is to 

highlight the significance of tailoring compensation packages to meet the distinct roles, 

contributions, and motivations of these groups, which include executives, sales 

personnel, contingent workers, and international employees. 

 

17.2 OBJECTIVES 

After reading this unit you will be able to understand: 

 Introduction to special group 

 Definition and identification of special groups 

 Principles for compensation strategies  

 Strategies for special group 

 Challenges in tailoring strategies for special group 
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17.3 DEFINTION AND IDENTIFICATION OF SPECIAL 

GROUPS   

 

 

 

"Special Groups" refer to specific categories of employees who have distinct roles, 

contributions, and needs that set them apart from the general workforce. These groups 

typically include: 

1. Executives: Senior leaders and top management responsible for strategic decision-

making and overall organizational direction. Their compensation often includes 

base salary, bonuses, stock options, and other long-term incentives. 

o Role and Contribution: Executives, including C-suite leaders (CEOs, CFOs, etc.), 

play a pivotal role in shaping the company's strategy, culture, and performance. 

o Compensation Components: Their packages often include base salary, 

performance bonuses, stock options, long-term incentives, and benefits like 

retirement plans and executive perks. 

o Motivational Factors: These leaders are often motivated by incentives tied to 

company performance, shareholder value, and long-term growth. 

2. Sales Personnel: Employees whose primary role is to drive revenue through sales 

activities. Their compensation packages usually emphasize performance-based 

incentives, such as commissions and bonuses, tied to sales targets and 

achievements. 

o Role and Contribution: Sales staff drives revenue generation and are crucial for 

achieving sales targets and market expansion. 
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o Compensation Components: Typically includes base salary, commissions, 

bonuses for meeting or exceeding targets, and sales contests or awards. 

o Motivational Factors: Sales personnel are primarily motivated by performance-

based incentives and the potential for high earnings through commissions. 

3. Contingent Workers: Temporary, part-time, freelance, or contract workers who are 

not part of the permanent workforce. Their compensation may include hourly 

wages, project-based fees, and sometimes limited benefits, reflecting the nature and 

duration of their employment. 

o Role and Contribution: These workers include temporary, part-time, freelance, 

and contract employees who offer flexibility and specialized skills for specific 

projects or periods. 

o Compensation Components: Hourly wages, project-based fees, and occasionally 

limited benefits such as health insurance or bonuses for project completion. 

o Motivational Factors: Flexibility, project variety, and competitive pay for short-

term engagements are key motivators. 

4. International Employees: Employees who work in different countries or are 

expatriates. Their compensation often includes adjustments for cost of living, 

hardship allowances, housing, education for dependents, and other benefits to 

support their international assignments. 

o Role and Contribution: Employees who work outside their home country or are 

expatriates managing international operations or expansion. 

o Compensation Components: Includes base salary, cost of living adjustments, 

hardship allowances, housing stipends, education allowances for dependents, and 

relocation assistance. 

o Motivational Factors: Competitive international packages, support for family 

needs, and career development opportunities in global roles. 

5. Research and Development (R&D) Staff: 

o Role and Contribution: R&D employees drive innovation, product development, 

and technological advancements. 

o Compensation Components: Base salary, performance bonuses, stock options, 

patents, or invention bonuses. 

o Motivational Factors: Opportunities for creative work, recognition for innovation, 

and long-term incentives. 
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6. Creative Professionals: 

o Role and Contribution: Employees in fields such as advertising, design, and media 

who contribute to the creative output and brand identity of the organization. 

o Compensation Components: Base salary, performance bonuses, royalties, or 

profit-sharing arrangements. 

o Motivational Factors: Creatives love getting recognized for their unique work. 

They also seek chances to grow professionally & want rewards connected to their 

successful ideas 

7. Technical & IT Specialists: 

o Role and Contribution: These tech experts and IT pros keep our technology 

running smoothly. They make sure everything is secure, too. 

o Compensation Components: Their pay includes a solid salary, bonuses, stock 

options, plus help with certifications or training. 

o Motivational Factors: They really like to see chances for moving up in their 

careers, learning new things, & getting rewards for keeping important systems in 

check. 

8.  Healthcare Professionals: 

o Role and Contribution: Medical workers and healthcare staff offer vital services 

that keep everyone healthy & happy. 

o Compensation Components: They earn a base salary along with performance 

bonuses, allowances for continued education, & health benefits. 

o Motivational Factors: They are driven by a deep commitment to caring for 

patients, growing in their fields, & getting fair pay for what they do best. 

It’s super important for organizations to understand what each of these special groups 

needs. Addressing their unique wants helps keep them motivated & satisfied! When 

companies customize their pay plans based on what each group contributes and what they 

care about, they can create a more engaged team that performs at its best. 

 

17.4 CHARACTERISTICS AND UNIQUE NEEDS OF EACH 

GROUP 

1. Executives 

Characteristics: 

 These are senior leaders who make big decisions. 

 They have a huge impact on how the company grows its culture, and overall 

performance. 
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 Many have been around for a long time and shape company policies in significant 

ways. 

Unique Needs: 

 For their compensation, they need high base salaries, performance bonuses, stock 

options, long-term incentives (like restricted stock units), & some special perks. 

 What motivates them? Incentives based on how well the company does for the 

shareholders and plans for long-term growth—& of course, leaving a lasting 

leadership legacy! 

 They also need to follow laws & rules that ensure transparency and good 

governance practices. 

2. Sales Personnel 

Characteristics: 

 Directly responsible for revenue generation and achieving sales targets. 

 Performance can be easily quantified and measured. 

 Typically operate in a highly competitive environment. 

Unique Needs: 

 Compensation Components: Base salary, commissions, performance bonuses, 

sales contests, and awards. 

 Motivational Factors: High earnings potential through performance-based 

incentives, recognition for meeting/exceeding targets, and career progression 

opportunities. 

3. Contingent Workers 

Characteristics: 

 Include temporary, part-time, freelance, and contract employees. 

 Often hired for specific projects or periods, offering flexibility to the organization. 

 May possess specialized skills for short-term needs. 

Unique Needs: 

 Compensation Components: Hourly wages, project-based fees, sometimes 

limited benefits (e.g., health insurance, bonuses for project completion). 

 Motivational Factors: Flexibility, variety of projects, competitive pay for short-

term engagements, and opportunities for skill development. 
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4. International Employees 

Characteristics: 

 Employees working outside their home country or expatriates managing global 

operations. 

 May face cultural, language, and regulatory challenges. 

 Often involved in critical international expansion and operations. 

Unique Needs: 

 Compensation Components: Base salary, cost of living adjustments, hardship 

allowances, housing stipends, education allowances for dependents, and relocation 

assistance. 

 Motivational Factors: Competitive international packages, support for family needs, 

career development opportunities, and cultural adaptation support. 

5. Research and Development (R&D) Staff 

Characteristics: 

 Focus on innovation, product development, and technological advancements. 

 Often possess advanced technical or scientific skills. 

 Work can significantly impact long-term company growth and competitiveness. 

Unique Needs: 

 Compensation Components: Base salary, performance bonuses, stock options, 

invention or patent bonuses, and research grants. 

 Motivational Factors: Opportunities for creative work, recognition for innovation, 

long-term incentives, and funding for research projects. 

6. Creative Professionals 

Characteristics: 

 Work in fields such as advertising, design, media, and content creation. 

 Responsible for the creative output and brand identity of the organization. 

 Often have unique artistic or design skills. 

Unique Needs: 

 Compensation Components: Base salary, performance bonuses, royalties, profit-

sharing arrangements, and project-based incentives. 

 Motivational Factors: Recognition for creative work, professional growth 

opportunities, and financial rewards tied to the success of their creative output. 

7. Technical and IT Specialists 

Characteristics: 
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 Ensure the smooth functioning and security of technological systems and 

infrastructure. 

 Often possess specialized technical skills and certifications. 

 Critical to maintaining operational efficiency and security. 

Unique Needs: 

 Compensation Components: Base salary, performance bonuses, stock options, 

certifications, or training reimbursements. 

 Motivational Factors: Career advancement opportunities, continuous learning, 

incentives for maintaining critical systems, and job security. 

8. Healthcare Professionals 

Characteristics: 

 Provide essential health services and ensure employee well-being. 

 Often have specialized medical or healthcare qualifications. 

 Play a vital role in maintaining workforce health and productivity. 

Unique Needs: 

 Compensation Components: Base salary, performance bonuses, continuing 

education allowances, health benefits, and professional liability insurance. 

 Motivational Factors: Commitment to patient care, professional development 

opportunities, competitive compensation for expertise, and support for ongoing 

education and training. 

Understanding these characteristics and unique needs is vital for developing 

effective, equitable, and competitive compensation strategies tailored to each 

special group. This approach helps motivate, retain, and attract top talent, 

ultimately driving organizational performance and achieving strategic goals. 

 

17.5 PRINCIPLES FOR TAILORING COMPENSATION 

STRATEGIES FOR EMPLOYEES 

The principle of tailoring compensation strategies for employees involves customizing 

pay and benefits packages to align with the specific needs, contributions, and roles of 

individual employees or groups within an organization. Here’s how this principle can be 

applied effectively: 

1. Role-Specific Compensation 

 Critical Roles: Identify roles that are crucial to the organization’s success and 

offer competitive salaries or incentives for these positions. For example, a company 

might offer higher compensation for key technical roles or leadership positions. 
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 Skill Requirements: Adjust pay based on the skills and expertise required for a 

role. Specialized skills, such as advanced technical knowledge or unique 

certifications, may warrant higher pay. 

2. Performance-Based Compensation 

 Merit Increases: Implement performance-based raises or bonuses to reward 

employees who exceed expectations or achieve significant milestones. 

 Incentives: Provide performance-related bonuses or commissions for roles where 

individual or team performance directly impacts outcomes, such as in sales 

positions. 

3. Market-Based Adjustments 

 Benchmarking: Regularly review compensation against industry standards to 

ensure that salaries are competitive and reflect the market value of roles. 

 Geographic Adjustments: Adjust compensation based on the cost of living in 

different locations, especially if the organization operates in multiple regions or 

countries. 

4. Personalized Benefits 

 Flexible Benefits: Offer flexible benefits packages that allow employees to choose 

options that best suit their individual needs, such as health insurance, retirement 

plans, or educational benefits. 

 Work-Life Balance: Provide benefits that support work-life balance, such as 

flexible working hours or remote work options, tailored to employees’ personal 

situations. 

5. Recognition and Rewards 

 Non-Monetary Recognition: It's super important to have programs that what 

employees do. Simple things like awards, extra time off, or even small non-

monetary gifts can show appreciation. 

 Career Development: Investing in career growth is a big win! Offering training 

programs or mentorship tailored to what employees want in their careers makes a 

difference. Everyone loves to grow! 

6. Equity and Inclusion 

 Fairness: Let's ensure that pay is fair for everyone. Compensation should not be 

based on factors like gender or race. We need to fix any gaps there. 

 Transparency: Being open about how pay decisions are made builds trust. When 

employees understand the process, it creates a better workplace feeling. 

By adjusting compensation strategies, organizations can better match rewards with 

employees' roles, what they do, and even the market situation. This process boosts 

motivation, makes people happy, and helps keep great talent around. 
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17.5.1. Importance of Tailored Compensation Strategies 

Tailoring compensation strategies is super important for special groups. This includes 

high-performing workers, underrepresented minorities, or those with special skills. Let’s 

see why this matters: 

1. Recognition of Unique Contributions: Different people bring different strengths to 

the table! Executives make big decisions, sales folks bring in the cash, & R&D teams 

invent cool stuff. When pay is tailored, it shows that each group’s work gets 

recognized and valued. 

2. Market Competitiveness: To get the best people, organizations must offer good pay 

that matches what's normal in their industry. Customized pay strategies keep 

companies attractive for top candidates from unique groups. 

3. Enhanced Motivation and Performance: Different teams care about different kinds 

of rewards. For example, salespeople might work hard for commission-based bonuses. 

So, remember—a little recognition goes a long way! Keep it fair & transparent! This 

creates a happy workplace where everyone feels appreciated, while executives might value 

long-term incentives such as stock options. Tailored strategies ensure that compensation 

packages are aligned with what motivates each group, driving higher performance and 

engagement. 

1. Legal and Regulatory Compliance: 

Certain groups, like executives, are subject to specific legal and regulatory requirements. 

Tailored compensation strategies ensure compliance with these regulations, mitigating 

legal risks and ensuring transparency and governance standards are met. 

2. Organizational Equity and Fairness: 

Equitable treatment in compensation is crucial for maintaining overall employee morale 

and engagement. Tailored strategies help balance the unique needs of special groups with 

the broader organizational compensation philosophy, fostering a sense of fairness and 

inclusivity. 

3. Customization and Flexibility: 

Special groups often have specific needs that standard compensation packages may not 

address. Tailored strategies provide the flexibility to customize compensation components, 

such as bonuses, benefits, and allowances, to meet these unique needs effectively. 

 

 Benefits to the Organization: 

1. Attract and Retain Top Talent: 

By offering competitive and customized compensation packages, organizations can attract 

and retain the best talent in critical roles, reducing turnover and associated recruitment 

costs. 
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2. Enhanced Performance and Productivity: 

Tailored compensation strategies align with the motivational drivers of different groups, 

leading to higher levels of performance and productivity, ultimately benefiting the 

organization's bottom line. 

3. Increased Employee Engagement and Satisfaction: 

Employees who feel recognized and fairly compensated are more likely to be engaged and 

satisfied with their jobs. This can lead to higher levels of commitment and reduced 

absenteeism. 

4. Improved Organizational Culture: 

Equitable and fair compensation practices contribute to a positive organizational culture, 

fostering trust and loyalty among employees. 

5. Compliance and Risk Management: 

Tailored compensation strategies that adhere to legal and regulatory requirements help 

mitigate risks associated with non-compliance, protecting the organization from potential 

legal issues and penalties. 

 

 Benefits to the Employees: 

1. Fair and Competitive Compensation: 

Employees receive compensation that reflects their unique contributions and market value, 

leading to a sense of fairness and recognition. 

2. Increased Motivation and Job Satisfaction: 

Tailored compensation packages that align with individual motivators result in higher job 

satisfaction and motivation, as employees feel their efforts are appropriately rewarded. 

3. Career Development and Growth Opportunities: 

Special groups, such as R&D staff and healthcare professionals, often benefit from tailored 

packages that include opportunities for continuous learning, certifications, and professional 

development. 

4. Work-Life Balance and Support: 

Customized compensation components, such as flexible working arrangements and 

allowances for international assignments, help employees manage their work-life balance 

more effectively. 

5.  Sense of Value and Belonging: 

Employees who receive tailored compensation feel valued and understood by their 

organization, fostering a sense of belonging and loyalty. 

In conclusion, tailored compensation strategies are crucial for recognizing the unique 

contributions of special groups, maintaining market competitiveness, enhancing 
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motivation and performance, ensuring compliance, and promoting organizational equity. 

The benefits to both the organization and the employees include attracting and retaining 

top talent, improving performance and engagement, fostering a positive culture, and 

providing fair and competitive compensation, all of which contribute to the overall success 

and sustainability of the organization. 

 

17.6 COMPENSATION STRATEGIES FOR SPECIAL 

GROUPS 

Special group compensation strategies focus on attracting, retaining, and motivating 

employees who hold critical roles or possess unique skills within an organization. These 

strategies often include offering market-competitive salaries through regular benchmarking 

and premium pay, especially for high-demand positions. Additionally, performance-based 

incentives, such as bonuses and long-term incentives like stock options or equity grants, 

are used to reward achievement and ensure long-term retention of key talent. The overall 

goal is to tailor compensation packages to meet the specific needs and contributions of 

these essential employee groups. Various special group for whom compensation strategies 

are made as described as:  

17.6.1 COMPENSATION STRATEGIES FOR EXECUTIVES 

 Base salaries for executives are determined through a comprehensive process that 

involves several key factors and considerations. Here is a detailed look at how base 

salaries for executives are typically determined: 

1. Market Benchmarking 

 Peer Group Analysis: Companies compare their executive pay with that of similar 

positions in peer organizations within the same industry and of comparable size. 

Peer group analysis is a common practice in determining executive compensation. 

Companies compare the pay packages of their executives with those offered by 

similar positions in peer organizations that are within the same industry and have 

comparable size, revenue, or market capitalization. The idea is to ensure that the 

compensation offered is competitive and aligns with market standards, helping to 

attract and retain top talent while justifying the compensation to shareholders. 

 Selection of Peer Group: Companies carefully select a group of peer organizations 

that are similar in terms of industry, size, and sometimes geographic location. 

These peers are often direct competitors or companies with similar operational 

challenges. 

 Benchmarking Compensation: The compensation packages, including base 

salary, bonuses, stock options, and other benefits, are then compared across this 

peer group. This benchmarking helps to determine what constitutes a competitive 

package. 
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 Adjustments Based on Performance and Role: While benchmarking provides a 

general idea of market compensation, companies may adjust their offerings based 

on the individual executive's role, experience, performance, and the company’s 

own financial performance. 

 Transparency and Justification: Companies often report the results of this peer 

group analysis to shareholders and regulators, explaining how executive 

compensation aligns with industry standards and is necessary to maintain a 

competitive edge. 

 This approach helps companies avoid overpaying or underpaying their executives, 

thus ensuring fairness and competitiveness in the market. 

 Compensation Surveys: Use of industry-specific compensation surveys and 

reports to understand market trends and norms. 

2. Company Performance 

 Financial Performance: The company's financial health, revenue, profitability, 

and growth projections can influence base salary levels. 

 Market Position: Companies leading in their sector or showing strong 

performance metrics might offer higher base salaries to attract top talent. 

3. Executive Role and Responsibilities 

 Job Complexity: The complexity and scope of the executive’s responsibilities, 

including the size of the team managed and the geographical reach of their role. 

 Impact on Company: The extent to which the executive's role impacts the 

company's strategic goals and overall success. 

4. Executive's Experience and Qualifications 

 Industry Experience: Years of experience in the industry, prior achievements, and 

professional reputation. 

 Educational Background: Advanced degrees, certifications, and continuous 

professional development can also be factored in. 

5. Internal Equity 

 Pay Structure: Ensuring that executive pay is consistent with the company's 

overall pay structure and internal hierarchy. 

 Comparison with Peers: Maintaining fairness and balance in compensation 

among the executive team to promote internal equity. 

6. Economic Conditions 

 Economic Environment: Broader economic factors such as inflation, labor 

market conditions, and economic downturns can influence base salary 

adjustments. 
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 Industry Trends: Prevailing trends in executive compensation within the 

specific industry sector. 

7. Negotiation and Contractual Agreements 

 Initial Offer: Base salary is often a point of negotiation during the hiring 

process, influenced by the executive's leverage and the urgency of the company’s 

need. 

 Contract Terms: Specific terms outlined in the executive's employment 

contract, including provisions for regular reviews and adjustments. 

8. Board and Compensation Committee Decisions 

 Board Approval: Final base salary decisions are typically made or ratified by 

the company’s board of directors or a designated compensation committee. 

 Advisory Firms: Companies may use external compensation consultants to 

provide advice and recommendations to the board. 

9. Regulatory and Compliance Considerations 

 Regulatory Environment: Adherence to relevant regulatory requirements and 

guidelines, such as those imposed by stock exchanges or governmental bodies. 

 Transparency and Disclosure: Ensuring compliance with disclosure 

requirements related to executive compensation in financial statements and proxy 

statements. 

These factors collectively help in setting a competitive, fair, and motivating base 

salary for executives, aligning their compensation with both company objectives 

and market standards. 

Compensation strategies for executives often include a mix of bonuses, performance-

based incentives, and stock options. These components are designed to align the 

interests of executives with those of the company and its shareholders, incentivizing 

them to achieve specific performance goals and long-term company growth. 

 

 Bonuses 

 Reward for Performance: Bonuses are typically awarded based on the 

achievement of short-term performance targets. These can be tied to financial 

metrics (such as revenue, profit margins, or earnings per share) or non-financial 

metrics (like customer satisfaction, market share, or completion of strategic 

projects). 

 Motivation: By offering bonuses, companies motivate executives to meet or 

exceed their goals. This can drive higher levels of performance and productivity. 

 Retention: Regular bonuses can also help retain top talent, as they provide 

additional financial rewards on top of base salary. 
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 Performance-Based Incentives 

 Alignment with Goals: Performance-based incentives are designed to align 

executives' actions with the company's strategic objectives. These incentives can be 

structured to promote long-term growth and sustainability. 

 Metrics-Based Rewards: These incentives are often tied to specific, measurable 

performance indicators, ensuring that executives are rewarded for achieving clearly 

defined targets. 

 Encouraging Strategic Decisions: By linking compensation to long-term 

performance, these incentives encourage executives to make decisions that benefit 

the company over the long term rather than focusing solely on short-term gains. 

 Stock Options 

 Ownership Mindset: Stock options provide executives with the right to purchase 

company stock at a predetermined price (the strike price) after a specified period. 

This aligns executives' interests with those of shareholders, as the value of their 

compensation is directly linked to the company's stock price performance. 

 Long-Term Focus: Since stock options typically vest over several years, they 

encourage executives to focus on the company's long-term success and growth. 

 Wealth Accumulation: Stock options can be a significant part of an executive's 

total compensation, offering substantial financial rewards if the company performs 

well and its stock price increases. 

 Benefits 

 

 Retirement Plans: 

 Defined Benefit Plans: Some executives may receive traditional pension plans that 

provide a guaranteed income upon retirement, based on a formula considering 

salary and years of service. 

 Defined Contribution Plans: These include 401(k) plans with company matching 

contributions or other retirement savings plans, where the executive accumulates 

savings based on their contributions and investment performance. 

 Health Insurance: 

 Comprehensive Coverage: Executives often receive high-quality health insurance 

coverage, including medical, dental, and vision plans. This may include coverage 

for their families and access to premium healthcare services. 

 Additional Benefits: Health and wellness benefits may also include concierge 

medical services, health club memberships, and executive health screenings. 

 Perquisites (Perks): 

 Company Cars: Executives may be provided with company vehicles for personal 

and professional use, often including luxury or high-end models. 
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 Club Memberships: Memberships to exclusive clubs, such as country clubs or 

business clubs, may be offered as part of the executive compensation package. 

 Relocation and Housing Allowances: For executives who are relocated or travel 

frequently, the company may provide housing allowances, relocation expenses, or 

housing stipends. 

 Other Perks: Additional perks may include executive coaching, personal security, 

and travel allowances for personal trips. 

In summary, executive compensation strategies are designed to attract, retain, and 

motivate top talent while aligning their interests with the long-term success of the 

organization. Base salaries are determined based on market benchmarks, company size, 

and individual qualifications. Bonuses and incentives, including performance-based 

bonuses and stock options, drive performance and align executives’ goals with 

company objectives. Comprehensive benefits, including retirement plans, health 

insurance, and perquisites, provide additional value and support to executives, ensuring 

their overall compensation package is competitive and attractive. 

  17.6.2. Compensation Strategies for Sales Personnel 

Compensation strategies for sales personnel refer to the various approaches and 

structures used to design and implement pay plans that motivate and reward employees 

who are involved in sales activities. These strategies are crucial because they can 

directly influence sales performance, employee satisfaction, and overall company 

success. Commission plans are a common form of compensation for sales personnel, 

designed to align their interests with the company’s sales goals. Here are some different 

types of commission plans and how they motivate sales personnel: 

 

1. Straight Commission Plan 

 Description: Sales personnel earn a percentage of the sales they generate. This 

plan has no fixed salary. 

 Motivation: Strongly motivates sales personnel to maximize their sales since their 

income is directly tied to their performance. This plan is most effective when the 

sales role is highly independent, and the individual has control over their sales 

process. 

2. Salary plus Commission Plan 

 Description: Sales personnel receive a fixed base salary along with a commission 

based on the sales they generate. 

 Motivation: Provides financial stability through the base salary while still 

incentivizing high performance through the commission component. This plan 

balances risk and reward, making it attractive to a wider range of sales personnel. 

3. Tiered Commission Plan 
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 Description: Offers different commission rates based on the level of sales 

achieved. For example, a salesperson might earn a 5% commission on the first 

$10,000 of sales, 7% on the next $10,000, and 10% on sales above $20,000. 

 Motivation: Encourages sales personnel to exceed their targets by increasing the 

rewards for higher performance. This plan can drive sales personnel to push for 

larger sales volumes. 

4. Revenue-Based Commission Plan 

 Description: Commission is based on the revenue generated rather than the 

number of sales or units sold. 

 Motivation: Focuses sales efforts on high-value sales and more profitable 

products. Sales personnel are motivated to target bigger clients or higher-margin 

products. 

5. Gross Margin Commission Plan 

 Description: Commission is calculated based on the gross margin (sales revenue 

minus cost of goods sold) rather than total sales revenue. 

 Motivation: Encourages sales personnel to not only increase sales but also focus 

on the profitability of those sales. This aligns sales incentives with the company’s 

profitability goals. 

6. Residual Commission Plan 

 Description: Sales personnel earn a commission on the repeat business or ongoing 

revenue from the clients they initially brought in. 

 Motivation: Promotes long-term customer relationships and encourages sales 

personnel to provide excellent service to ensure repeat business. This plan is 

particularly effective in industries with subscription models or recurring revenue 

streams. 

7. Draw against Commission Plan 

 Description: Sales personnel receive a guaranteed minimum amount (draw) each 

pay period, which is later deducted from their earned commissions. 

 Motivation: Provides financial security while still offering the potential for higher 

earnings through commissions. This plan is useful for new sales personnel or 

during economic downturns. 

8. Bonus Commission Plan 

 Description: Sales personnel receive bonuses for achieving specific targets or 

milestones in addition to their regular commission. 

 Motivation: Encourages the achievement of specific short-term goals or strategic 

objectives. This can be used to boost sales during certain periods or for specific 

product lines. 
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9. Team-Based Commission Plan 

 Description: Commission is based on the collective sales of a team rather than 

individual performance. 

 Motivation: Fosters collaboration and teamwork, encouraging sales personnel to 

work together to achieve common goals. This can be effective in complex sales 

environments where teamwork is essential. 

10. Profit-Sharing Commission Plan 

 Description: Sales personnel receive a share of the company's profits based on 

their sales performance. 

 Motivation: Aligns the interests of sales personnel with the overall success of the 

company, motivating them to contribute to both sales and operational efficiency. 

Each type of commission plan has its strengths and can be tailored to fit the specific 

needs of the company and its sales force. The key to a successful commission plan is 

finding the right balance between motivating sales personnel and achieving the 

company's financial goals. 

Bonuses: Performance bonuses are a common compensation strategy used to motivate 

sales personnel and drive desired behaviours and outcomes. Here is a detailed look at 

how performance bonuses are structured: 

 

Types of Performance Bonuses 

1. Individual Performance Bonuses: 

o Sales Quotas: Sales personnel are given specific targets (e.g., sales volume, 

revenue, number of units sold). Bonuses are awarded based on the 

achievement or surpassing of these targets. 

o Tiered Bonuses: Different bonus amounts are awarded based on various 

levels of performance (e.g., achieving 100%, 110%, and 120% of the sales 

quota). 

2. Team Performance Bonuses: 

o Team Targets: Bonuses are awarded to all team members if the team 

collectively meets or exceeds specific sales targets. 

o Team-Based Incentives: These can include additional rewards for 

collaboration and support among team members to achieve common goals. 

3. Company-Wide Performance Bonuses: 

o Company Targets: Bonuses are linked to the overall performance of the 

company, such as achieving certain revenue, profit, or market share goals. 
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o Profit-Sharing: Sales personnel receive a percentage of the company's 

profits, aligning their interests with the company's overall financial health. 

  Structuring Performance Bonuses 

1. Setting Clear Objectives: 

o Objectives should be specific, measurable, achievable, relevant, and time-

bound (SMART). This clarity ensures that sales personnel understand what is 

expected and how they can achieve the bonuses. 

2. Defining Metrics and Benchmarks: 

o Common metrics include sales volume, revenue growth, profit margins, new 

customer acquisition, customer retention rates, and market expansion. 

Benchmarks are set based on historical performance data and market 

conditions. 

3. Determining Bonus Amounts: 

o Bonus amounts can be fixed sums or percentages of sales/revenue. They can 

also vary based on the complexity of the sales process, the length of the sales 

cycle, and the difficulty of achieving the targets. 

4. Frequency of Payouts: 

o Bonuses can be paid out monthly, quarterly, or annually. The frequency often 

depends on the sales cycle and the company's cash flow considerations. 

5. Linking to Overall Compensation: 

o Performance bonuses should be a significant part of the total compensation 

package but balanced with base salary to ensure financial stability for sales 

personnel. 

6. Incorporating Non-Monetary Rewards: 

o Besides cash bonuses, non-monetary rewards such as recognition, awards, 

career advancement opportunities, and additional benefits can enhance 

motivation and loyalty. 

 Non-Monetary Incentives for Sales Personnel 

     1. Recognition Programs 

 Employee of the Month/Quarter/Year: Publicly acknowledging top performers 

can boost morale and motivation. This recognition can be displayed in the office 

or through company communications. 

 Certificates and Trophies: Awarding certificates or trophies during company 

meetings or events as a token of appreciation for outstanding performance. 

 Wall of Fame: Featuring photos and names of top sales personnel on a dedicated 

wall in the office. 
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2. Trips and Travel Opportunities 

 All-Expenses-Paid Trips: Offering top performers luxury trips, either domestic 

or international, as a reward for meeting or exceeding sales targets. 

 Sales Conferences and Events: Sponsoring trips to industry conferences, 

seminars, or workshops, providing learning opportunities alongside leisure. 

3. Awards and Titles 

 Special Titles: Granting honorary titles such as "Sales Champion," "Top 

Achiever," or "Sales Star" to distinguish top performers. 

 Tangible Awards: Presenting awards such as plaques, medals, or custom-made 

items that hold sentimental value and can be displayed proudly. 

4. Professional Development Opportunities 

 Training Programs: Providing access to exclusive training sessions, 

certification courses, or advanced professional development workshops. 

 Mentorship Programs: Offering opportunities to be mentored by senior 

executives or industry experts, enhancing career growth. 

5. Flexible Working Arrangements 

 Remote Work Options: Allowing high-performing sales personnel to work 

from home or choose their preferred working hours. 

 Extra Paid Time Off: Granting additional vacation days or personal days as a 

reward for exceptional performance. 

6. Health and Wellness Benefits 

 Gym Memberships: Providing memberships to fitness centers or health clubs. 

 Wellness Programs: Offering access to wellness programs, including yoga 

classes, mindfulness training, or health retreats. 

7. Exclusive Perks 

 VIP Parking: Allocating premium parking spots for top sales performers. 

 Office Upgrades: Offering office upgrades such as ergonomic chairs, standing 

desks, or additional office space. 

8. Social and Team-Building Activities 

 Team Outings: Organizing team-building activities, such as adventure sports, 

escape rooms, or group dinners, to foster camaraderie. 

 Company Celebrations: Hosting special events or parties to celebrate the 

achievements of sales personnel and their contributions. 

9. Public Recognition 
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 Company Newsletters: Featuring stories of top performers in company 

newsletters or internal publications. 

 Social Media Shoutouts: Highlighting achievements on the company's social 

media platforms to recognize sales personnel publicly. 

By incorporating a variety of non-monetary incentives, companies can create a 

motivating environment that encourages sales personnel to perform at their best, 

fostering a culture of excellence and recognition. 

 

17.6.3. Compensation Strategies for Expatriates 

Expatriates in a special group of management are employees who are sent by their 

organization to work in a foreign country in a managerial or executive role. They are part 

of a distinct group due to their specific roles, responsibilities, and the unique challenges 

they face. Compensation strategies for expatriates are tailored approaches to pay and 

benefits designed specifically for employees who are assigned to work outside their home 

country. These strategies address the unique challenges and considerations faced by 

expatriates and ensure they are fairly compensated and motivated while working abroad.  

Adjusting the base pay for expatriates to account for cost of living differences is a critical 

component of effective expatriate compensation strategies. This process ensures that 

expatriates maintain a comparable standard of living when they relocate to a different 

country. Here’s an overview of how base pay adjustments are typically handled: 

Cost of Living Allowance (COLA) 

1. Assessment of Living Costs: 

o Home Country vs. Host Country: The first step is to assess the cost of living in 

the expatriate’s home country and compare it to the host country. This involves 

evaluating various factors such as housing, groceries, transportation, healthcare, 

education, and other daily expenses. 

o Use of Indices: Companies often use cost of living indices provided by 

specialized firms (e.g., Mercer, ECA International) that regularly update and 

compare living costs across different cities and countries. 

2. Determination of Allowance: 

o Differential Calculation: The difference between the cost of living in the home 

country and the host country is calculated. If the host country is more expensive, a 

cost of living allowance (COLA) is added to the base pay to offset the higher 

costs. 

o Flat Rate or Percentage: The COLA can be a flat rate or a percentage of the 

base salary, depending on the company’s policy and the degree of difference in 

living costs. 
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3. Housing Costs: 

o Market Rates: Since housing is often one of the largest expenses for expatriates, 

companies provide a housing allowance based on market rates in the host 

country. This can cover rent, utilities, and sometimes other related expenses. 

o Company-Leased Housing: Some companies may offer company-leased 

housing or provide accommodations directly to manage costs and ensure suitable 

living conditions. 

4. Hardship Location: 

o Assessment of Hardship: If the host country or location is considered a 

hardship posting due to factors like political instability, extreme climate, or 

limited amenities, an additional hardship allowance may be provided. 

o Percentage of Salary: This allowance is often calculated as a percentage of 

the base salary and is intended to compensate for the challenges faced by 

the expatriate. 

5. Currency Fluctuations: 

o Exchange Rate Protection: To protect against adverse currency 

fluctuations, companies might adjust the base pay periodically based on 

changes in exchange rates. This ensures the expatriate's purchasing power 

remains stable. 

o Regular Reviews: Exchange rate adjustments are typically reviewed 

quarterly or annually to reflect current economic conditions. 

6. Tax Considerations: 

o Tax Differential: Since tax rates can vary significantly between countries, 

companies often implement tax equalization policies. This means the 

expatriate pays roughly the same amount of tax as they would in their home 

country, and the company covers any additional tax burden in the host 

country. 

o Hypothetical Tax: Expatriates may be charged a hypothetical tax based on 

their home country rates, and the company then handles the actual tax 

payments to the host country authorities. 

7. Comprehensive Compensation Packages: 

o Comprehensive Review: The overall compensation package for expatriates 

includes base pay, COLA, housing allowance, hardship allowance, and other 

benefits like education for children, relocation assistance, and travel 

allowances. 

o Regular Adjustments: Companies regularly review and adjust these packages 

to ensure they remain competitive and fair, taking into account any changes in 

cost of living, exchange rates, and local conditions. 



MS 307 Compensation Management              Uttarakhand Open University    

  

Unit 17 Special Groups, Compensation Strategies for Special Groups                                     Page 415 of 619 
  
 

By carefully adjusting the base pay and providing appropriate allowances, companies can 

ensure their expatriates are adequately compensated for the cost-of-living differences and 

other challenges they may face in their host country.By offering comprehensive and well-

structured allowances, companies can attract and retain talented expatriates, ensuring their 

assignments are successful and beneficial for both the expatriates and the organization. 

17.6.4. Compensation Strategies for Disabled Employees 

Compensation strategies for disabled employees are crucial for promoting inclusivity and 

ensuring fair treatment in the workplace. Here are some key strategies to consider: 

1. Equal Pay for Equal Work: Ensure that disabled employees receive the same 

compensation as their non-disabled counterparts for performing the same work. 

This principle aligns with anti-discrimination laws and promotes fairness. 

2.  Accommodations and Benefits: Provide necessary accommodations, such as 

modified workstations or flexible schedules, to enable disabled employees to 

perform their duties effectively. This can include offering benefits like additional 

leave or coverage for medical expenses. 

3. Customized Compensation Packages: Tailor compensation packages to meet 

individual needs. This might involve providing allowances for specialized 

equipment, personal assistance services, or transportation. 

4. Career Development and Advancement: Offer equal opportunities for career 

growth and development. Ensure that disabled employees have access to training, 

mentorship, and promotion opportunities just like their peers. 

5. Regular Reviews and Adjustments: Regularly review and adjust compensation 

packages to ensure they remain competitive and fair, considering any changes in the 

employee’s needs or job responsibilities. 

6. Transparent Policies: Develop and communicate clear policies regarding 

compensation and benefits for disabled employees. Transparency helps in building 

trust and ensuring that all employees are aware of their rights and entitlements. 

7. Inclusive Culture: Foster an inclusive workplace culture that values diversity and 

supports disabled employees. This includes training for managers and staff to 

understand and address disability-related issues effectively. 

8. Legal Compliance: Ensure that compensation practices comply with relevant laws 

and regulations, such as the Americans with Disabilities Act (ADA) in the U.S., or 

similar legislation in other countries. 

By implementing these strategies, organizations can create a more equitable work 

environment that supports the needs of disabled employees while promoting their 

overall well-being and success. 
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Legal Considerations for Compensation Strategies for Disabled Employees 

1. Americans with Disabilities Act (ADA) 

o Coverage: The ADA applies to employers with 15 or more employees. 

o Reasonable Accommodation: Employers are required to provide reasonable 

accommodations to qualified employees with disabilities, unless doing so would 

cause undue hardship. 

o Prohibition of Discrimination: The ADA prohibits discrimination against 

individuals with disabilities in all aspects of employment, including hiring, firing, 

promotions, compensation, and training. 

2. Rehabilitation Act of 1973 

o Section 501: Prohibits federal agencies from discriminating against qualified 

individuals with disabilities. 

o Section 503: Requires affirmative action and prohibits employment 

discrimination by federal contractors and subcontractors with contracts of more 

than $10,000. 

3. Equal Employment Opportunity Commission (EEOC) 

o Enforcement: The EEOC enforces federal laws prohibiting employment 

discrimination. Employees can file a complaint with the EEOC if they believe 

they have been discriminated against due to their disability. 

o Guidance: The EEOC provides guidance on how to implement reasonable 

accommodations and ensure non-discriminatory practices in the workplace. 

4. Family and Medical Leave Act (FMLA) 

o Coverage: The FMLA applies to employers with 50 or more employees. 

o Leave Entitlement: Eligible employees are entitled to 12 weeks of unpaid, job-

protected leave per year for serious health conditions, which can include 

disabilities. 

5. State and Local Laws 

o Additional Protections: Many states and municipalities have their own laws that 

provide additional protections for employees with disabilities, which may include 

more stringent requirements for reasonable accommodations and anti-

discrimination measures. 
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17.7 CASE STUDIES 

Google's Employee Compensation for Veterans: 

Google has made significant efforts to support veterans transitioning into the civilian 

workforce. The company has developed a comprehensive compensation strategy that 

includes competitive salaries, bonuses, and stock options. Google also provides additional 

benefits such as mentorship programs, specialized training, and support for veteran 

employees in adjusting to corporate culture. 

Salesforce's Approach to Diversity and Inclusion: 

Sales force has been recognized for its commitment to diversity and inclusion, particularly 

with its compensation strategies for underrepresented groups. The company conducts 

regular pay audits to ensure equity and adjusts compensation to address any disparities. 

Sales force also offers competitive salaries, bonuses, and career development opportunities 

to support diverse talent within the organization. 

 

IBM's Compensation for Individuals with Disabilities: 

IBM has implemented a targeted compensation strategy for employees with disabilities. 

The company offers flexible work arrangements, specialized technology and support 

services, and competitive compensation packages. Additionally, IBM provides disability 

inclusion training for managers and has established a dedicated team to address the needs 

of employees with disabilities. 

Ben & Jerry's Fair Trade Initiatives: 

Ben & Jerry's, known for its social activism, has incorporated fair trade practices into its 

compensation strategy for suppliers and workers in developing countries. The company 

pays premium prices for fair trade-certified ingredients, ensuring that workers in the 

supply chain receive fair wages and working conditions. This approach not only supports 

ethical sourcing but also aligns with the company's values of social responsibility. 

Starbucks' Benefits for Part-Time Workers: 

Starbucks offers a comprehensive compensation package for its part-time employees, 

which includes benefits typically reserved for full-time workers. This includes health 

insurance, stock options, and paid sick leave. By providing these benefits to part-time 

employees, Starbucks addresses the needs of a special group and fosters a more inclusive 

work environment. 

These examples illustrate how companies can effectively implement compensation 

strategies tailored to the needs of specific groups, enhancing both employee satisfaction 

and organizational performance. 
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Check Your Progress – A 

 

MCQs 

1. Which of the following is NOT typically considered a special group in 

compensation strategies? 

A) Executives 

B) Sales Personnel 

C) Administrative Assistants 

D) International Employees  

 

2. What is a key motivational factor for Research and Development (R&D) staff in 

their compensation packages? 

A) Base Salary 

B) Stock Options 

C) Opportunities for Creative Work 

D) Retirement Plans  

 

3. Which of the following is a key challenge in managing compensation for 

international employees? 

A) Performance Reviews 

B) Legal and Regulatory Compliance 

C) Employee Retention 

D) Stock Option Distribution  

 

4. What is the main reason for providing project-based fees to contingent workers? 

A) To offer long-term job security 

B) To align compensation with temporary and flexible work arrangements 

C) To ensure they receive the same benefits as full-time employees 

D) To comply with international labor laws  

 

Fill in the blanks 

 

1. ______ are often motivated by commissions and performance-based incentives, 

while ______ may require compensation packages that include cost of living 

adjustments and housing allowances.  

2. A critical element in the compensation strategy for ________ is managing the 

impact of currency exchange rates    
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3. Question: At XYZ Corporation, the executive compensation package currently relies 

heavily on ________, which may not be as competitive as stock options and 

performance bonuses.  

4. To remain legally compliant across different regions, XYZ Corporation must ensure 

that its compensation packages adhere to ________ and local employment laws.  

5. Offering ________ as part of the executive compensation package can align the 

interests of the executives with the long-term success of XYZ Corporation.  

6. One risk of increasing the use of stock options in executive compensation is the 

potential for ________ in the company’s financials, which can affect shareholder 

value.  

 

17.8 CHALLENGES AND SOLUTIONS 

Developing and implementing compensation strategies for special groups can present 

several challenges, including: 

Equity and Fairness: Ensuring that compensation strategies are equitable and fair to all 

employees while addressing the specific needs of special groups can be challenging. 

Balancing fairness for individuals in special groups with overall organizational equity 

requires careful planning and communication. 

Legal and Regulatory Compliance: Different jurisdictions have varying laws and 

regulations concerning compensation for special groups. Ensuring compliance with these 

laws, such as those related to disability, gender, or age, can be complex and may require 

ongoing updates and adjustments. 

Budget Constraints: Allocating sufficient resources to meet the compensation needs of 

special groups while staying within budget constraints can be difficult. It often requires a 

strategic approach to prioritize and manage resources effectively. 

Tailoring Compensation Packages: Developing compensation packages that address the 

unique needs of special groups, such as individuals with disabilities or those from diverse 

cultural backgrounds, requires customization. This can be time-consuming and may need 

ongoing adjustments. 

Perception and Acceptance: Implementing compensation strategies for special groups 

may face resistance or skepticism from other employees. Ensuring that these strategies are 

communicated effectively and perceived as fair is crucial to maintain morale and support 

within the organization. 

Performance Metrics and Evaluation: Creating performance metrics that accurately 

reflect the contributions of individuals in special groups while considering their unique 

circumstances can be challenging. It’s important to ensure that these metrics are both fair 

and relevant. 
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Inclusivity and Accessibility: Ensuring that compensation strategies are inclusive and 

accessible to all employees, including those in special groups, may involve additional 

considerations, such as providing necessary accommodations or adjustments. 

Cultural Sensitivity: Understanding and respecting the cultural and personal values of 

special groups is important in developing compensation strategies. Misalignment with 

these values can affect the effectiveness and acceptance of the strategies. 

Communication and Transparency: Clearly communicating the rationale and details of 

compensation strategies to special groups is essential. Lack of transparency can lead to 

misunderstandings and decreased trust in the organization. 

Monitoring and Evaluation: Continuously monitoring and evaluating the effectiveness of 

compensation strategies for special groups is necessary to ensure they are achieving the 

desired outcomes and making necessary adjustments based on feedback and changing 

needs. 

17.8.1. Solutions for Overcoming Compensation Strategy Challenges for Special 

Groups 

To overcome the challenges in developing and implementing compensation strategies for 

special groups, consider the following solutions and best practices: 

1. Equity and Fairness: 

o Conduct Regular Audits: Perform regular equity audits to assess whether 

compensation practices are fair and equitable across all employee groups. 

o Establish Clear Criteria: Define and document the criteria used for 

compensation decisions to ensure consistency and transparency. 

2. Legal and Regulatory Compliance: 

o Stay Informed: Keep up-to-date with relevant laws and regulations through 

training and legal resources. 

o Consult Experts: Engage legal or HR professionals to ensure compliance with 

all applicable laws and regulations. 

3. Budget Constraints: 

o Prioritize Needs: Identify and prioritize the most critical needs of special groups 

within the budget constraints. 

o Seek Alternative Funding: Explore alternative funding sources or cost-saving 

measures to accommodate the compensation needs of special groups. 

4. Tailoring Compensation Packages: 

o Customize Packages: Design compensation packages that are flexible and can 

be tailored to the specific needs of different special groups. 
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o Solicit Input: Involve employees from special groups in the design process to 

ensure their needs and preferences are adequately addressed. 

5. Perception and Acceptance: 

o Transparent Communication: Clearly communicate the rationale behind 

compensation strategies and how they benefit the organization and employees. 

o Education and Training: Provide training to employees and managers about the 

importance of compensation strategies for special groups and how they 

contribute to overall organizational goals. 

6. Performance Metrics and Evaluation: 

o Develop Inclusive Metrics: Create performance metrics that are inclusive and 

consider the unique contributions and circumstances of special groups. 

o Regular Reviews: Regularly review and adjust performance metrics to ensure 

they remain fair and relevant. 

7. Inclusivity and Accessibility: 

o Provide Accommodations: Ensure that compensation processes are accessible 

to all employees, including those with disabilities or other special needs. 

o Design Inclusive Policies: Develop policies that accommodate diverse needs and 

ensure equal access to compensation opportunities. 

8. Cultural Sensitivity: 

o Cultural Competency Training: Offer training on cultural competency to HR 

professionals and managers to understand and respect diverse values and needs. 

o Inclusive Practices: Incorporate cultural sensitivity into compensation practices 

to ensure they align with the values of special groups. 

9. Communication and Transparency: 

o Open Dialogue: Foster an environment of open dialogue where employees can 

ask questions and provide feedback on compensation strategies. 

o Regular Updates: Provide regular updates on compensation practices and any 

changes to maintain transparency and trust. 

10. Monitoring and Evaluation: 

o Feedback Mechanisms: Implement feedback mechanisms, such as surveys or 

focus groups, to gather input from special groups on compensation strategies. 

o Continuous Improvement: Use feedback and data to continuously improve 

compensation strategies and address any emerging issues or concerns. 

By implementing these solutions and best practices, organizations can better navigate the 

challenges associated with developing and implementing compensation strategies for 

special groups and create a more equitable and supportive work environment. 
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17.9 SUMMARY 

Special Groups Compensation Strategies" delves into the intricacies of designing and 

implementing compensation strategies for unique employee groups within an 

organization. These groups, often called "special groups," are super important for an 

organization’s. But their pay needs are pretty from what most workers get. These groups 

include executives, sales staff, temporary workers, international employees, research & 

development teams creative folks, tech experts, and healthcare workers. Each group its 

own special value the organization. Sotheir pay packages need to be carefully designed to 

fit their roles, what drives them, and the market situation. 

Executives stand out as a key group that has a big say in how the organization does. 

That’s why their pay goes beyond just a basic salary. Usually, their compensation links to 

how well the company does over time. They get bonuses, stock options, and other 

performance rewards. The idea is that these leaders can shape the company's future and 

health. So, they should be motivated to make choices that boost long-term value. It's also 

said that a balance in executive pay is important because it helps prevent risky or 

unethical actions motivated by money. 

Then there is sales staff. They're motivated by results! So variable pay is super important 

for them. A big chunk of a salesperson's pay check should depend on hitting or beating 

sales goals. This kind of pay setup matches what salespeople want with what the 

organization needs to earn money. Still, it’s crucial to offer a stable base salary too—this 

helps keep these workers secure financially since relying only on commissions can cause 

stress & burnout. 

Contingent workers, including freelancers, contractors, and part-time employees, are 

increasingly prevalent in modern organizations. Their compensation strategies need to 

reflect the flexibility and independence they value. The document discusses the 

importance of offering competitive hourly rates or project-based fees, along with access 

to benefits such as health insurance or retirement plans where feasible. Additionally, it 

highlights the importance of integrating contingent workers into the organizational 

culture to enhance their engagement and productivity, even though they may not be 

permanent employees. 

International employees, who work in global roles or are expatriates, present unique 

compensation challenges. The document outlines the need for compensation packages 

that consider differences in cost of living, tax implications, and cultural adjustments. For 

expatriates, the document suggests providing relocation assistance, housing allowances, 

and education support for their children, ensuring that they can maintain a similar 

standard of living as they had in their home country. Additionally, the compensation for 

international employees should account for the potential hardships of living and working 

in a foreign environment, including language barriers and social isolation. 
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Research and development (R&D) staff are crucial for innovation within an organization. 

The document emphasizes that their compensation should reflect their specialized skills 

and the critical role they play in driving the organization's future growth. Competitive 

salaries, along with bonuses tied to successful project outcomes or patents, are 

recommended. Moreover, the document discusses the importance of fostering a creative 

and supportive work environment, where R&D professionals feel valued and are 

encouraged to experiment and innovate. 

Creative professionals, such as designers, writers, and artists, require compensation 

packages that recognize the unique value of their creative output. The document suggests 

that these employees are often motivated by recognition and the opportunity to work on 

challenging projects, in addition to financial rewards. Offering bonuses for exceptional 

work, as well as opportunities for professional development and creative freedom, can 

enhance job satisfaction and productivity among creative professionals. 

Technical and IT specialists are essential for maintaining and advancing the 

technological infrastructure of an organization. The document recommends offering 

competitive salaries and bonuses to attract and retain top talent in this highly competitive 

field. Additionally, providing opportunities for continuous learning and professional 

development is crucial, as the technology landscape is constantly evolving. The 

document also highlights the importance of offering flexible work arrangements, such as 

remote work options, to accommodate the preferences of tech-savvy employees. 

Healthcare professionals, who may work in hospitals, clinics, or corporate wellness 

programs, have unique compensation needs due to the demanding nature of their work. 

The document suggests that their compensation packages should include not only 

competitive salaries but also benefits such as health insurance, retirement plans, and 

wellness programs that support their physical and mental well-being. Additionally, the 

document emphasizes the importance of offering flexible scheduling options, as 

healthcare professionals often work long and irregular hours. 

In conclusion, the special group underscores the importance of understanding the distinct 

needs and motivations of each special group within an organization. Tailoring 

compensation strategies to meet these needs is essential for attracting, retaining, and 

motivating employees who are critical to the organization's success. By offering 

competitive, performance-based, and flexible compensation packages, organizations can 

ensure that their special groups feel valued and are motivated to contribute their best 

efforts to the company's goals. 

 

17.10 GLOSSARY 

Special groups refer to specific categories of employees within an 

organization that have unique roles, responsibilities, or working conditions, requiring 

tailored compensation and benefit strategies. These groups often include executives, 

sales workers, contingent employees, and international employees. 
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Executives are high-ranking officials within an organization, such as CEOs, CFOs, and 

other top managers, responsible for making major corporate decisions, managing 

overall operations, and driving the company’s strategic direction. 

Sales workers are employees whose primary role is to sell products or services on 

behalf of the organization, often working directly with customers or clients.   

Contingent employees are non-permanent workers who are hired on a temporary, 

contractual, or freelance basis, often for specific projects or to meet short-term business 

needs. 

Principal of employee benefits-Employee benefits should be designed with equity and 

fairness, ensuring they cater to the diverse needs and contributions of different 

employee groups, which helps maintain motivation and minimize dissatisfaction. 

Compliance with legal requirements is crucial, particularly for special groups like 

executives and international employees, where regulations may vary by region and 

category. To attract and retain top talent, benefits must be competitive within the 

industry, especially for high-value employees with more mobility.  

Challenges in employee benefits include balancing cost and value, as companies strive 

to offer competitive packages without straining financial resources. Legal and 

regulatory compliance is another significant hurdle, especially for organizations 

operating across multiple regions with varying laws. Additionally, ensuring equity and 

fairness in benefits distribution can be difficult, particularly when addressing the 

diverse needs of special groups like executives, sales personnel, and contingent 

workers.  

 

17.11 ANSWERS TO CHECK YOUR PROGRESS 

MCQs 

1. C       2. C          3. B     4. B       

 

Fill in the blanks 

1. Sales Personnel; International Employees,  

2. Sales Personnel,  

3. Base salary,  

4. Regional regulations,     

5. Stock options,   

6. Volatility 
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17.14 TERMINAL QUESTIONS 

1. In the context of compensation, what are "special groups" and why do they need 

different approaches? 

2. How can businesses make sure that CEO pay reflects the interests of shareholders 

and the performance of the business? 

3. How can businesses make sure that special group compensation plans are fair and 

inclusive? 

4. What aspects of basic pay and commission should companies take into account 

when creating a plan for salespeople? 

5. XYZ Corporation, a multinational firm, is facing challenges in attracting and 

retaining top executive talent. The company's current executive compensation 

package, which heavily relies on base salary, is considered less competitive 

compared to industry peers who offer significant stock options, performance 

bonuses, and long-term incentives. Additionally, there are concerns about ensuring 

legal compliance across different regions where the company operates. The board is 

considering revising the compensation strategy but is concerned about the impact on 

the company’s financials and the message it sends to other employee groups. As a 

member of XYZ Corporation's board, propose a revised executive compensation 

strategy that balances competitiveness with financial sustainability. How would you 

ensure that the new strategy aligns with the company's global operations and 

complies with regional regulations? 

6. Global Tech, a leading technology company, is experiencing high turnover among 

its key technical staff. The company has recently expanded into international 

markets and is struggling to retain talent in its overseas offices. The current 

compensation structure is uniform across all locations, which has led to 

dissatisfaction among employees in regions with higher costs of living. 

Additionally, the company’s sales team has expressed concerns about the lack of 

performance-based incentives, which they believe is affecting their motivation and 

productivity. The HR team is tasked with revising the compensation strategy to 

address these challenges. How can Global Tech's HR team ensure that performance-

based incentives are effectively motivating the sales team? 
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UNIT 18 ELEMENTS OF EXECUTIVE 

COMPENSATION AND ITS MANAGEMENT  

18.1 Introduction  

18.2 Objectives 

18.3 Meaning and Definition of Management  

18.4 Importance of Executive Compensation Characteristics of Management 

18.5 Effective executive compensation serves several key purposes  

18.6 Component of Executive Compensation  

18.7 Management of Executive Compensation   

18.8 Summary 

18.9 Glossary  

18.10 Answer to check your progress 

18.11 References  

18.12 Suggested Readings 

18.13 Terminal Questions 

 

 

18.1 INTRODUCTION  

Executive compensation is an essential component of corporate governance, serving as a 

key factor in the recruitment, retention, and incentivization of top performers in a 

company. This chapter delves into the basic components of executive pay, the reasoning 

for their structure, and the principles for their successful oversight. 

Executive Compensation Overview 

Executive compensation pertains to the monetary incentives and perks given to high-

ranking executives within a corporation. These people, frequently CEOs, CFOs, and 

other top executives, are tasked with making strategic choices that affect the 

organization's performance and long-term prosperity. 

Executive compensation refers to the financial and non-financial rewards provided to the 

top management and executives within a company. Executive compensation includes 
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salaries, perks, incentives, insurances etc. This includes high salaries for executive, 

insurances, company shares & other benefits. 

Senior management plays a pivotal role in building the company's business and brand. 

Thus, organizations look take care of these employees by giving them special 

compensation and benefits. Their salaries & compensation is based not only on their 

experience but also on their profile, qualification etc. 

 

18.2 OBJECTIVES 

  After reading this unit you will be able to understand: 

 Introduction to compensation management 

 Meaning of compensation management 

 Importance of compensation management 

 Management of compensation management 

 

18.3 MEANING AND DEFINITIONS OF EXECUTIVE 

COMPENSATION  

Executive compensation refers to the combination of financial and non-financial 

benefits that are provided to high-ranking corporate executives, including CEOs and 

CFOs, in recognition of their leadership responsibilities. It typically includes a base 

salary, performance-based bonuses, stock options, equity compensation, and benefits 

like health insurance and retirement plans. Additional perks may include company cars, 

private jets, or severance packages. The goal is to draw in and keep high-quality 

employees, ensuring that their goals are in sync with shareholders' by connecting a large 

part of their salary to the company's success. 

 

18.4 IMPORTANCE OF EXECUTIVE COMPENSATION 

It is an important aspect of business and HRM. Senior employees are the ones making 

the strategies, taking importance decisions etc. Thus, it is extremely important to keep the 

senior management motivated. The Executive compensation is negotiable between the 

employer and potential executive. It can defy the organizational norms on compensation 

to regular employees. Executive compensation is offered to the chairman, CEOs, board 

of directors etc. 

The executive compensation is a part of Corporate Governance and has been an issue of 

hot debate for quite a long time especially in western media. The American Executives 

have often been criticized for the hefty packages received despite lackadaisical 
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performance of their companies. There are no legal restrictions on the compensation paid 

to the executives in Western Companies. 

However, the issue is not that severe in India partly because of the provisions in Indian 

Companies Act 1956 and many executives being the promoters of their companies. As 

per the Indian Companies Act, a ceiling has been imposed on the executive compensation 

in public companies and their private subsidiaries. The compensation cannot exceed 11% 

of the net profits of the financial year. Also the compensation of whole time directors 

cannot exceed 10% of the profits. However, the executives of private companies have 

been excluded from these restrictions. 

 

18.5 EFFECTIVE EXECUTIVE COMPENSATION SERVES 

SEVERAL KEY PURPOSES 

1. Attraction and Retention 

 Competitive Market: The market for top executive talent is highly competitive. 

Companies must offer attractive compensation packages to stand out and draw in 

the best candidates. 

 Retention: Once top talent is recruited, retaining them is crucial for organizational 

stability. Retention reduces turnover costs and maintains continuity in leadership, 

which is vital for executing long-term strategies and maintaining relationships with 

stakeholders. 

 Components: Attractive compensation packages typically include a mix of base 

salary, bonuses, stock options, and other benefits. Providing extended incentives, 

like stock awards that unlock gradually over multiple years, can incentivize 

executives to remain at the company. 

2. In Line with Corporate Objective 

 Strategic Objectives: Compensation structures are crafted to align 

executive interests with the company’s strategic goals. This means setting 

performance metrics and rewards that reflect key company priorities such as 

revenue growth, market expansion, innovation, and sustainability. 

 Shareholder Value: By linking compensation to shareholder returns, 

companies ensure that executives are incentivized to make decisions that 

enhance the company’s value over the long term. For example, stock options 

and equity awards tie executive wealth directly to the company's stock 

performance. 

 Balanced Focus: Compensation plans often include a mix of short-term and 

long-term incentives. Interim incentives (e.g., annual bonuses) keep 
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executives focused on immediate goals, while long-term incentives (e.g., 

stock options, performance shares) encourage decisions that build 

sustainable value. 

3. Performance Incentives 

 Performance-Based Elements: Elements such as bonuses, stock options, and 

equity awards are linked to specific performance metrics. These can be 

financial (e.g., revenue, profit margins) or non-financial (e.g., customer 

satisfaction, employee engagement, environmental impact). 

 Motivation: Performance incentives drive executives to achieve both short-

term and long-term targets. For instance, a CEO might receive a bonus for 

meeting annual revenue targets, while stock options might vest based on the 

company’s three-year performance. 

 Risk and Reward: Linking compensation to performance ensures that 

executives share in the risks and rewards faced by shareholders. This 

alignment mitigates the potential for executives to pursue short-term gains at 

the expense of long-term health. 

4. Corporate Governance and Accountability 

 Transparency: Clear disclosure of executive compensation practices 

promotes transparency, which is crucial for maintaining trust among investors, 

employees, and other stakeholders. Regulatory requirements often mandate 

detailed reporting of executive pay. 

 Accountability: Well-structured compensation practices hold executives 

accountable for their performance. For example, if performance targets are not 

met, bonuses or stock awards may be reduced or forfeited. 

 Shareholder Engagement: Shareholders frequently participate in 

determining executive pay by participating in advisory votes (say-on-pay 

votes) during annual meetings. This commitment guarantees that 

compensation strategies are consistent with shareholder desires and 

anticipations. 

 Ethical Standards: By adhering to ethical and transparent compensation 

practices, companies can foster a culture of integrity and responsibility, 

enhancing their reputation and stakeholder relations. 
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18.6 COMPONENT OF EXECUTIVE COMPENSATION 

1. Base Salary: Refers to the fixed amount of money paid to an executive by the 

company, regardless of the company's performance or the individual's performance. This 

salary is typically specified in the employment contract and is usually paid out in regular 

intervals (e.g., monthly or bi-weekly). 

Key Characteristics of Base Salary: 

 Fixed Component: Unlike bonuses or stock options, the base salary does not 

vary based on the company's financial success or the executive's achievement 

of specific targets. 

 Regular Payments: It is paid regularly, providing a stable income for the 

executive. 

 Benchmarking: Base salaries are often determined by benchmarking against 

industry standards, considering factors such as the executive's experience, 

role, and responsibilities. 

 Foundation of Total Compensation: While it forms the core of an 

executive's compensation, base salary is usually supplemented by other forms 

of compensation, such as bonuses, stock options, and benefits, to incentivize 

and reward performance. 

 Tax Implications: Base salary is subject to income tax and other payroll 

taxes, which can impact the net take-home pay of the executive. 

Importance in Executive Compensation: 

 Stability: Provides financial stability to executives, ensuring they have a 

guaranteed income. 

 Attraction and Retention: A competitive base salary is essential for attracting 

and retaining top talent. 

 Foundation for Other Benefits: Often serves as a basis for calculating other 

benefits and perks, such as retirement contributions and life insurance. 

Understanding base salary is crucial in the context of executive compensation, as it 

sets the stage for additional performance-based incentives and benefits designed to 

synchronize the motivations of the executives with those of the company and its 

shareholders. 

Merits 

1. Financial Stability: 
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o Predictability: Provides a predictable and stable income stream, ensuring 

that executives can plan their personal finances with confidence. 

o Baseline for Other Compensation: Acts as a foundation for other 

variable components like bonuses, stock options, and benefits, often 

determined as a fraction of the standard salary. 

2. Attraction and Retention: 

o Competitive criterion: Aids in attracting and keeping top talent 

through offering a salary that is competitive based on market standards, 

industry benchmarks, and the executive’s experience. 

o Consistency: Offers consistency and clarity in compensation, which can 

help maintain employee satisfaction and reduce turnover. 

3. Reflects Responsibilities: 

o Job Scope and Experience: Aligns with the executive’s level of 

responsibility, expertise, and job complexity, ensuring that their 

compensation reflects their role and contribution to the organization. 

Demerits 

1. Lack of Performance Incentives: 

o No Direct Link to Performance: As a fixed component, base salary does 

not directly incentivize performance or reward achievements, potentially 

leading to complacency. 

o Limited Motivation: May not motivate executives to exceed performance 

expectations or drive organizational growth compared to performance-

based pay components. 

2. Cost Implications for the Company: 

o Fixed Cost Burden: Represents a fixed cost for the company regardless 

of its financial performance, which can be a burden during economic 

downturns or periods of financial strain. 

o Inflationary Pressure: Regularly increasing base salaries to keep up with 

inflation or market trends can lead to escalating payroll costs over time. 

3. Inequity Issues: 

o Perceived Fairness: If not aligned with market benchmarks or internal 

pay equity principles, discrepancies in base salary can lead to perceptions 

of unfairness among executives and other employees. 

o Retention Risks: If the base salary is not competitive, it may lead to 

difficulties in retaining top talent, who might seek better compensation 

packages elsewhere. 
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2. Bonuses: 

A bonus is a financial reward beyond the regular salary or wages, given to executives 

based on their performance and the company's performance. It is often a significant 

component of executive compensation packages, aimed at incentivizing and rewarding 

successful management and leadership. 

Characteristics of Bonus in Executive Compensation 

1. Performance-Based: Bonuses are typically linked to the achievement of specific 

performance metrics such as financial targets, strategic goals, or individual 

performance evaluations. 

2. Variable: The amount can vary widely from year to year based on performance, 

providing a direct link between an executive's contributions and their compensation. 

3. Short-Term Incentive: Bonuses are usually short-term incentives, focusing on 

annual or quarterly performance rather than long-term objectives. 

4. Discretionary: While some bonus plans are formulaic, others allow for discretion 

by the board or compensation committee, taking into account various qualitative 

factors. 

5. Retention Tool: Bonuses can serve as a retention mechanism, encouraging 

executives to stay with the company to receive their bonus. 

6. Aligning Interests: By linking compensation to company performance, bonuses 

align the interests of executives with those of shareholders. 

Importance of Bonus in Executive Compensation 

1. Motivation: Bonuses motivate executives to achieve high performance and meet 

or exceed targets, as their compensation is directly tied to results. 

2. Alignment with Company Goals: Linking executive bonuses to company 

performance guarantees that executives are aligned with the company and its 

shareholders in pursuing common objectives. 

3. Attraction and Retention: Competitive bonus structures attract top talent and 

retain key executives, reducing turnover and maintaining leadership stability. 

4. Rewarding Success: Bonuses provide a tangible reward for successful 

management and strategic decisions, reinforcing positive behaviors and 

outcomes. 

5. Flexibility: Companies can adjust bonus plans to reflect current economic 

conditions, company performance, and industry standards, offering flexibility in 

compensation strategies. 
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6. Cost Management: As bonuses are performance-based, they are not a fixed cost. 

Companies only pay them when financial conditions allow, helping manage 

compensation expenses effectively. 

Case Studies: 

1. Infosys: Infosys has a well-structured bonus system that ties executive bonuses to 

both company performance and individual performance metrics, promoting a 

balanced approach to rewarding success. 

2. Tata Consultancy Services (TCS): TCS uses bonuses as part of its 

compensation strategy to reward high-performing executives and coordinate their 

actions with the growth targets of the company. 

3. Reliance Industries: Reliance provides generous bonuses to its executives for 

meeting key performance indicators, linking executive pay with the company's 

long-term strategic objectives. 

These strategies show how Indian businesses utilize bonuses to enhance performance, 

maintain skilled employees, and link executive incentives to overall company 

achievements. 

Merits of Bonus in Executive Compensation  

1. Performance Motivation: 

o Pro: Bonuses incentivize executives to achieve and surpass performance 

targets, driving higher productivity and company success. 

o Example: Infosys ties bonuses to individual and company performance, 

encouraging executives to excel in their roles. 

2. Positioning with Shareholder Objective: 

o Pro: Tying bonuses to company performance ensures that executives are 

incentivized to make choices that positively impact shareholders. 

o Example: Reliance Industries aligns executive bonuses with key 

performance indicators, ensuring that executive decisions support long-

term strategic goals. 

3. Attraction and Retention: 

o Pro: Competitive bonus structures attract top talent and help retain key 

executives, reducing turnover and maintaining leadership stability. 

o Example: Tata Consultancy Services uses bonuses to reward high-

performing executives, making the company an attractive employer for top 

talent. 
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4. Rewarding Success: 

o Pro: Bonuses provide a tangible reward for successful management and 

strategic decisions, reinforcing positive behaviors and outcomes. 

o Example: Infosys rewards successful executives with substantial bonuses, 

promoting a culture of excellence. 

5. Flexibility: 

o Pro: Companies can adjust bonus plans to reflect current economic 

conditions, company performance, and industry standards, offering 

flexibility in compensation strategies. 

o Example: TCS adjusts its bonus plans based on the company's growth 

objectives and industry conditions, maintaining a dynamic compensation 

strategy. 

6. Cost Management: 

o Pro: Bonuses are variable costs that are only disbursed upon achievement 

of performance goals, aiding in the efficient control of compensation costs. 

o Example: Reliance Industries gives bonuses depending on meeting 

specific performance metrics, guaranteeing that bonuses are linked to the 

financial stability of the company. 

Demerits of Bonus in Executive Compensation 

1. Short-Term Focus: 

o Con: Bonuses tied to short-term performance targets may encourage 

executives to prioritize short-term gains over long-term stability and 

growth. 

o Example: An executive might focus on meeting quarterly focuses on 

achieving goals at the cost of planning for the future. 

2. Risk-Taking: 

o Con: Excessive risk-taking may be inspired by high potential bonuses, as 

executives may use aggressive tactics to meet set objectives.  

o Example: Executives might engage in risky financial practices to boost 

short-term results and secure their bonuses. 

3. Complexity and Fairness: 

o Con: Designing fair and transparent bonus plans can be complex, and if 

not managed well, may lead to perceptions of unfairness or favoritism. 
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o Example: If the bonus criteria are not clear or perceived as biased, it can 

lead to dissatisfaction among executives and employees. 

 

4. Dependence on External Factors: 

o Con: Bonuses tied to company performance can be affected by external 

factors beyond the control of executives, such as economic downturns or 

market volatility. 

o Example: Even if executives perform well, an economic recession might 

result in reduced company performance and lower bonuses. 

5. Potential for Manipulation: 

o Con: Executives might manipulate financial results or engage in 

accounting practices to meet performance targets and secure their 

bonuses. 

o Example: Executives might delay expenses or accelerate revenue 

recognition to meet bonus criteria. 

6. Morale and Equity Issues: 

o Con: Large bonuses for executives can create equity and morale issues 

among lower-level employees, leading to dissatisfaction and potential 

turnover. 

o Example: If executives receive substantial bonuses while lower-level 

employees face salary freezes or layoffs, it can lead to resentment and 

decreased morale. 

By weighing these merits and demerits, companies can design bonus structures that 

maximize benefits while mitigating potential drawbacks. 

3. Stock Options and Equity:  

 Stock Options: Stock options are agreements that grant executives the ability to 

purchase company stocks at a set price (also known as the "strike" or "exercise" 

price) at a designated time. If the company's stock price increases, executives can 

buy shares at the lower strike price and sell them at the market price, realizing a 

profit. 

 Equity: Equity compensation involves granting company shares directly to 

executives. This can take various forms, including restricted stock units (RSUs) 

and performance shares. Unlike stock options, equity grants usually have a 

vesting period before executives can fully own the shares. 
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Characteristics of Stock Options and Equity 

1. Long-Term Incentive: 

 By tying remuneration to the company's stock price, stock options and equity are 

intended to encourage long-term growth and match executives' interests with 

shareholders. 

2. Vesting Periods: 

o Vesting schedules are commonly associated with equity and stock options. This 

implies that executives must be employed by the company for a specific amount 

of time in order to completely own the shares or exercise the options. 

3. Performance-Based: 

o Equity awards, particularly performance shares, may be tied to the 

achievement of specific financial or strategic goals, ensuring that 

compensation is linked to company performance. 

4. Non-Cash Compensation: 

o Both forms provide non-cash compensation, which can help companies 

conserve cash while still offering competitive pay packages. 

5. Potential for High Rewards: 

o The value of stocks and stock options may rise sharply in the event that the 

company's stock performs well, offering executives considerable compensation. 

6. Ownership Stake: 

o Offering executives an ownership share in the business through equity 

compensation encourages a sense of ownership and accountability for the 

company's performance. 

Stock options and equity have a significant role in executive compensation. 

1.  Integration of objective: 

o Pro: Stock options and equity, which link executive compensation to stock 

performance, connect executives' interests with shareholders' and promote 

long-term shareholder value-enhancing actions. 

o Example: Executives who own a sizable portion of the company are more 

inclined to make choices that promote long-term profitability and growth. 

2. Holding on 
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o Pro: By encouraging them to stay with the company to fully realize their 

remuneration, vesting periods linked to stock options and equity aid in the 

retention of senior executives. 

o Example: A four-year vesting schedule encourages executives to commit 

to the company for at least that period. 

 

3. Attracting Talent: 

o Pro: Offering stock options and equity can attract top talent, as potential 

executives are drawn to the opportunity for significant financial rewards 

tied to company success. 

o Example: High-growth companies often use equity compensation to lure 

talented executives who are willing to accept lower base salaries in 

exchange for potential high rewards. 

Aim for Long-Term Objectives: 

o Pro: Executives are encouraged to prioritize long-term strategic objectives 

over immediate financial results by equity-based pay. 

o Example: Executives are less likely to pursue short-term gains at the 

expense of long-term growth when their compensation depends on the 

company's stock price over several years. 

4. Tax Efficiency: 

o Pro: Equity compensation can offer tax advantages to both the company 

and the executives, depending on the structure and timing of the grants. 

o Example: Executives may benefit from capital gains tax rates on stock 

sales, which are typically lower than ordinary income tax rates. 

Merits of Stock Options and Equity in Executive Compensation 

1. Alignment with Shareholder Interests: 

o Pro: Executive compensation is tied to the performance of the company's 

stock through stock options and equity, which aligns their interests with 

that of shareholders. Increasing shareholder value is the driving force 

behind executive motivation. 

o Example: o: Decisions that increase long-term shareholder value are 

more likely to be made by CEOs who own a sizable amount of the 

company's stock. 

2. Long-Term Focus: 
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o Pro: Executives are encouraged by equity remuneration to prioritize long-

term business performance above immediate profits. As a company 

continues to succeed, the value of equity and stock options increases. 

o Example: Executives are urged to stick with the organization and pursue 

long-term objectives by having a stock option vesting time. 

3. Retention and Attraction: 

o Pro: Vesting schedules and the potential for significant rewards help 

retain top talent and attract high-caliber executives who are willing to 

accept lower base salaries for the chance of substantial financial gain. 

o Example: Companies like Infosys use stock options and equity grants to 

retain executives by tying their compensation to the company's 

performance. 

4. Non-Cash Compensation: 

o Pro: Stock options and equity are non-cash forms of compensation, 

which helps companies conserve cash while still offering competitive pay 

packages. 

o Example: Startups and growth companies often use equity compensation 

to conserve cash flow while rewarding executives. 

5. Incentivizes Performance: 

o Pro: Since the value of stock options and equity depends on the 

company's performance, executives are incentivized to improve business 

results and enhance company value. 

o Example: Performance-based equity awards encourage executives to 

achieve specific financial or operational targets. 

6. Tax Advantages: 

o Pro: Depending on the type of equity compensation, there can be 

favorable tax treatment for executives, such as capital gains tax rates on 

stock sales. 

o Example: Executives may benefit from lower tax rates on capital gains 

compared to ordinary income. 

Demerits of Stock Options and Equity in Executive Compensation 

1. Short-Term Focus Risks: 

o Con: Stock options tied to short-term performance targets may encourage 

executives to prioritize immediate stock price increases over long-term 

company health and strategic goals. 
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o Example: Executives might engage in actions that boost stock price 

temporarily, but could be detrimental in the long run. 

2. Risk of Excessive Risk-Taking: 

o Con: The potential for significant financial gain might encourage 

executives to take excessive risks to increase the stock price, potentially 

jeopardizing the company's stability. 

o Example: Executives might engage in aggressive financial strategies to 

boost short-term stock performance. 

3. Complexity and Administration: 

o Con: Stock options and equity compensation plans can be complex to 

administer and require careful monitoring and reporting to ensure 

compliance with regulations. 

o Example: Managing vesting schedules, stock grants, and performance 

targets requires significant administrative resources. 

4. Dilution of Shareholder Equity: 

o Con: Issuing new shares as part of equity compensation can dilute 

existing shareholders' equity, potentially affecting stock price and 

shareholder value. 

o Example: Issuing a large number of shares to executives can reduce the 

value of existing shares. 

5. Potential for Manipulation: 

o Con: Executives might manipulate financial results or engage in 

accounting practices to meet performance targets and realize their stock 

options or equity grants. 

o Example: Short-term accounting adjustments to meet targets might not 

reflect the company's true performance. 

6. Perceived Inequity: 

o Con: Large equity grants to executives can create morale and equity 

issues among lower-level employees, potentially leading to dissatisfaction 

and turnover. 

o Example: Significant stock options for executives might lead to 

resentment among employees who receive smaller compensation 

packages. 

By understanding these merits and demerits, companies can better design stock 

option and equity compensation plans that align with their strategic goals while 

addressing potential risks and challenges. 
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4. Benefits and Perquisites: 

Executive Compensation refers to the financial payments and benefits provided to 

top-level managers or executives of a company. This can include base salary, bonuses, 

stock options, and other perks or benefits. 

 

Characteristics 

1. Base Salary: The fixed amount paid regularly (e.g., monthly) to executives for 

their services. 

2. Bonus Payments: Performance-based incentives that reward executives for 

meeting or exceeding company goals or individual targets. 

3. Stock Options and Equity Grants: Financial tools that allow executives to buy 

stock in the company at a set price; these tools are frequently used to match the 

interests of executives and shareholders. 

4. Retirement Benefits: Retirement financial stability can be obtained through 

pension programs or contributions to a 401(k). 

5. Wellness and Health Benefits: Full insurance protection, encompassing dental, 

medical, and vision care. 

6. 6. Perquisites (Perks): Non-paying benefits including housing allowances, club 

memberships, business cars, and travel reimbursement. 

7. Severance Packages: Financial compensation provided when an executive 

leaves the company, often including a combination of salary continuation, 

bonuses, and other benefits. 

8. Performance-Based Incentives: Rewards tied directly to the achievement of 

specific performance metrics, such as profit margins or stock price increases. 

Importance 

1. Attract and Retain Talent: Competitive compensation packages are crucial for 

attracting skilled executives and retaining them over time. 

2. Align Interests: Executives are encouraged to contribute to the long-term 

development of the company by offering stock options and performance-based 

incentives, which match their interests with those of shareholders. 

3. Motivate Performance: Executives may be motivated to meet organizational 

objectives by offering incentives based on performance measures, which will 

improve the performance of the entire business. 
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4. Motivate and Reward: Proper compensation can serve as a motivational tool, 

encouraging executives to perform at their best and achieve high standards. 

5. Enhance Company Culture: Well-structured compensation plans can foster a 

positive organizational culture, where Executives are more inclined to contribute 

to a cooperative and effective work environment because they feel appreciated. 

6. Handle Risks: Well-designed remuneration packages may have safeguards 

against reckless actions that can jeopardize the long-term viability of the business. 

In brief, the compensation of executives plays a crucial role in influencing their conduct 

and ensuring that their objectives are in line with those of the company, and ensuring that 

the company remains competitive in attracting top talent. 

Merits 

1. Attracts and Retains Talent 

o Merit: Competitive compensation packages are essential for attracting and 

retaining top executive talent, It may stimulate innovation and business 

success. 

2. Aligns Interests 

o Merit: Encouraging executives to concentrate on long-term value creation 

and corporate performance include stock options and performance-based 

incentives, which match their objectives with shareholders'. 

3. Drives Performance 

o Merit: Performance-based incentives can motivate executives to achieve 

key business objectives, enhancing overall organizational performance. 

4. Motivates and Rewards 

o Merit: Effective compensation packages can boost morale and 

productivity, as executives feel their efforts are recognized and rewarded. 

5. Enhances Company Culture 

o Merit: Well-structured compensation plans contribute to a positive and 

motivating work environment, fostering collaboration and dedication 

among executives. 

6. Manages Risks 

o Merit: Properly designed compensation plans can include safeguards 

against excessive risk-taking, ensuring that executives make balanced 

decisions that benefit the company in the long term. 
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Demerits 

1. Cost Implications 

o Demerit: High executive compensation packages can lead to significant 

financial costs for the company, potentially impacting its financial health or 

leading to budgetary constraints in other areas. 

2. Inequity 

o Demerit: Disparities between executive compensation and that of average 

employees can create perceptions of unfairness and affect morale and job 

satisfaction among lower-level staff. 

3. Potential for Short-Term Focus 

o Demerit: Performance-based incentives might encourage executives to 

focus on short-term gains rather than long-term strategic goals, potentially 

jeopardizing the company’s future. 

4. Risk of Misalignment 

o Demerit: If not well-designed, compensation packages may not effectively 

align with shareholder interests or company goals, leading to unintended 

consequences such as risky behaviour or ethical lapses. 

5. Public Perception 

o Demerit: Excessive executive compensation can lead to negative public 

perception and criticism, which may damage the company’s reputation and 

lead to regulatory scrutiny. 

6. Potential for Manipulation 

In summary, while executive compensation can offer significant benefits in terms of 

attracting talent, aligning interests, and driving performance, it also presents potential 

drawbacks related to cost, fairness, and focus. Balancing these factors is crucial for 

designing effective and ethical compensation structures. 

5. Long-term Incentive Plans (LTIPs): 

LTIPs are structured to synchronize executive interests with the company's long-term 

objectives, serving as a mechanism to compensate executives for attaining 

predetermined performance benchmarks over an extended period. Here’s an overview 

of how they work and their components: 

Key Components of LTIPs: 

1. Performance Metrics: 
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o Financial Metrics: These can include metrics likemeasures the portion 

of a company’s profit allocated to each outstanding share,using 

shareholders' funds to generate profits.,how efficiently a company is 

using its assets to generate profit and total return to shareholders 

o Operational Metrics: Metrics such as revenue growth, cost 

management, or market share improvements. 

o Strategic Metrics: Achievement of strategic milestones or goals, such 

as successful product launches or market expansion. 

 

 

 

2. Vesting Period: 

o LTIPs often have a vesting period of several years. This means that 

executives must stay with the company and meet performance targets 

over this period to fully earn the incentives. 

3. Types of LTIPs: 

o Stock Options: executives can at a specific period of time and at a fixed 

price can purchase the stock of the company.  

o Restricted Stock Units (RSUs): Company shares given to executives 

after meeting performance or time-based vesting requirements. 

o Performance Shares: Shares granted based on the achievement of 

specific performance goals. 

o Cash Incentives: Bonuses paid out based on meeting long-term 

performance targets. 

4. Clawback Provisions: 

o Some LTIPs include clawback provisions, which allow the company to 

reclaim incentives if it’s later determined that they were granted based 

on incorrect financial results or misconduct. 

Benefits of LTIPs: 

 Alignment of Interests: LTIPs by tying the long term company performance 

with the compensation help the executives to align their interest with those of 

shareholders. 

 Retention: Even the top executives are motivated to stay in the company for 

long by multi year vesting period. 
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 Motivation: To focus the attention of executives on long term goals high 

growth incentives should be provided to the executives which even help them 

to sustain their growth. 

Challenges and Considerations: 

 Complexity: Designing effective LTIPs can be complex and requires careful 

selection of performance metrics and vesting conditions. 

 Market Conditions: External factors beyond the executives' control can impact 

performance metrics. 

 Shareholder Perception: LTIPs can sometimes be perceived as excessive or not 

adequately aligned with shareholder interests, especially if performance targets 

are not met. 

 

Case Study: 

Infosys LTIP Structure: Infosys, a major IT services company in India, has used 

LTIPs as part of its executive compensation strategy. The company typically includes 

performance shares and stock options in its LTIPs, aligning them with the company's 

long-term financial and strategic goals. This approach has been instrumental in 

attracting and retaining top talent while driving long-term value creation for 

shareholders. 

5.    Deferred Compensation: 

Deferred Compensation is an arrangement of compensation in which a part of the 

earning of the employees is made to pay later than the date it was actually earned. 

This can be used as a tool for retirement planning, tax deferral, or to incentivize 

employees to stay with a company. Here’s a detailed look at how it works: 

Key Components of Deferred Compensation: 

1. kinds of Deferred Compensation: 

o Qualified Plans: These are tax-deferred retirement plans, like 401(k) and 

pension plans, that meet the prerequisites of the Employee Retirement 

Income Security Act (ERISA). 

o Non-Qualified Plans: These can provide more choice in terms of 

deferring compensation because they are exempt from ERISA rules. 

Deferred Compensation Agreements and Supplemental Executive 

Retirement Plans (SERPs) are two examples. 
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2. Deferral Mechanisms: 

o When it comes to bonuses or salaries, employees can opt to postpone 

some of them for a later time. With pre-tax contributions to 401(k) plans, 

this is a common occurrence. 

o Employers may provide deferred remuneration as a component of an 

incentive plan or contract. This is known as employer-directed deferral. 

In exchange for a future payment or other advantages, an executive can 

consent, for example, to defer some of their bonus. 

3. Vesting and Payout: 

o Vesting: The right to the deferred compensation may vest over time, 

meaning that employees need to stay with the company for a certain 

period to fully earn the deferred amounts. 

o Payout Schedule: The timing of payouts can be scheduled for 

retirement, a specific date, or upon achieving certain milestones. Some 

plans may also allow for lump-sum payments or instalment payments. 

 

4. Tax Implications: 

o Qualified Plans: Contributions are made on a pre-tax basis, and taxes 

are paid when the funds are withdrawn during retirement. 

o Non-Qualified Plans: Contributions are generally made on an after-tax 

basis, but the tax treatment of payouts can vary. Non-qualified plans 

often offer tax deferral benefits, with taxes owed upon distribution. 

5. Claw back Provisions: 

o Some deferred compensation arrangements may include clawback 

provisions that allow the company to reclaim funds under certain 

conditions, such as if the executive is found to have engaged in 

misconduct. 

Advantages of Deferred Compensation: 

 Tax Benefits: Till the time it is received taxes on the income can be defer by 

the employee, which can be advantageous for retirement planning. 

 Retention Tool: Deferred compensation can help retain key employees by 

providing financial incentives to stay with the company. 

 Flexibility: Non-qualified plans offer greater flexibility in design compared to 

qualified plans. 

Challenges and Considerations: 
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 Risk of Company Insolvency: Non-qualified deferred compensation plans are 

often unsecured and dependent on the company's financial stability, which means 

employees may face risks if the company encounters financial difficulties. 

 Complexity in Design: Designing deferred compensation plans requires careful 

planning to balance tax benefits, legal compliance, and alignment with company 

goals. 

 Regulatory Compliance: Companies must navigate various regulations and 

ensure that deferred compensation plans are compliant with tax laws and labor 

regulations. 

Case Study Example: 

Salaried Professionals in Indian Companies: In India, deferred compensation is 

increasingly used by companies to attract and retain top talent, particularly for senior 

executives. For instance, companies might offer deferred bonuses or stock options as part 

of an executive’s total compensation package, aligning incentives with long-term 

company performance and goals 

 

Check Your Progress – A 

 

True or False 

1. Executive compensation refers to the financial rewards and benefits provided to 

top-level executives in a company. 

2. Executive compensation only includes cash rewards like salaries and bonuses.  

3. The base salary for executives is always variable and linked to the company’s 

financial success 

4. The executive compensation includes base salary, performance-based bonuses, 

stock options, and equity compensation. 

5. Bonuses are often used as short-term incentives in executive compensation.  

6. Stock options and equity compensation always have a short-term focus 

 

Fill in the blanks 

1. Executive compensation refers to the financial and non-financial rewards provided 

to top-level executives, such as __________ and __________, for their leadership 

roles. 

2. In India, the Companies Act of 1956 imposes a ceiling on executive compensation 

in public companies, where it cannot exceed __________% of the net profits of 

the financial year. 
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3. Executive compensation typically includes a base salary, __________-based 

bonuses, stock options, and equity compensation. 

4. A major demerit of base salary is that it does not directly ________ performance, 

potentially leading to complacency. 

MCQs  

1). What does executive compensation typically include? 

a) Base salary 

b) Performance-based bonuses 

c) Stock options and equity compensation 

d) All of the above 

 

2) Which of the following is NOT typically part of executive compensation? 

a) Health insurance 

b) Company cars 

c) Regular employee overtime pay 

d) Retirement plans 

 

3) What is a key characteristic of base salary in executive compensation? 

a) It varies based on company performance. 

b) It is a fixed component paid regularly. 

c) It is only paid as a one-time lump sum. 

d) It is exempt from income tax. 

 

4) What is a potential demerit of a base salary for companies? 

a) It encourages excessive risk-taking. 

b) It leads to inconsistent compensation. 

c) It represents a fixed cost burden regardless of financial performance. 

d) It fluctuates with the company's success. 

 

18.7 MANAGEMENT OF EXECUTIVE COMPENSATION 

Effective management of executive pay and staff perks is a vital part of company 

strategy and HR management. A detailed manual on how to tackle it is provided here: 

1. Establish Clear Objectives 

Having clearly defined goals is essential for effectively managing executive 

compensation and employee benefits. The plan must be in line with the 

organization's extended objectives, like rewarding important achievements such as 

increasing market presence, and must adhere to the company's overall mission and 

principles. It must be flexible to meet shifts in organizational objectives, market 

circumstances, and industry norms. To attract and retain top talent, competitive 
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compensation packages with strong base salaries, bonuses, equity, and 

comprehensive benefits are essential. Retention strategies, like long-term incentives, 

reduce turnover and enhance the company's reputation as an employer of choice. 

Additionally, compensation plans should motivate executives by linking bonuses to 

measurable performance metrics, aligning goals with organizational objectives, and 

providing regular feedback. Non-monetary recognition, such as awards and 

increased responsibilities, also plays a significant role in boosting motivation and 

performance. 

 

2. Elements of Executive Pay 

Successfully handling the elements of executive pay is essential for enticing, 

inspiring, and keeping high-performing employees. Base salaries should be 

regularly reviewed and benchmarked against industry standards, with adjustments 

based on individual performance and market changes, ensuring transparency in the 

criteria for adjustments. Bonuses should be tied to clear, measurable performance 

metrics linked to individual, team, and company performance, aligning with 

strategic goals to incentivize desired outcomes. Equity compensation should 

include vesting schedules and be tied to long-term performance metrics to align 

executive interests with company success, while educating executives on the value 

and mechanics of their equity. An all-encompassing benefits package should 

include healthcare coverage, retirement options, and wellness initiatives, with 

recurring evaluations to ensure competitiveness and relevance. Perquisites (perks) 

should be tailored to individual preferences and roles, monitored for cost-

effectiveness, and adjusted based on executive feedback and needs. 

 

3. Designing a Compensation Plan 

Designing an effective executive compensation plan requires a strategic approach 

that ensures competitiveness, performance orientation, balance, and regulatory 

compliance. This involves benchmarking against industry standards to attract and 

retain talent, defining clear performance metrics that align with organizational 

goals, and balancing fixed and variable compensation to provide stability while 

motivating high performance. Additionally, ensuring compliance with tax laws, 

securities regulations, and corporate governance standards is crucial. Regular 

consultation with legal experts and transparent documentation help maintain ethical 

practices and avoid legal issues. 

 

4. Managing Employee Benefits 

Effectively managing employee benefits is essential for attracting, retaining, and 

motivating staff. A comprehensive benefits package should include robust health 

and wellness programs, such as health insurance with various options, wellness 

initiatives like gym memberships, mental health support, and preventive care 

resources. Retirement plans should offer pension plans, 401(k) matching, and other 

savings options, alongside educational resources for planning. Work-life balance is 
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supported through flexible working hours, remote work options, generous leave 

policies, and family-friendly initiatives. Professional development should be 

fostered with training programs, career development opportunities, educational 

assistance, and clear advancement pathways. Recognition and rewards programs, 

including formal recognition, incentive programs, non-monetary rewards, and 

regular feedback, help ensure employees feel valued and motivated. 

 

5. Communication and Transparency 

Effective communication and transparency are essential for maintaining trust in 

compensation and benefits packages. This involves providing detailed, easily 

accessible information about compensation components, such as base salary, 

bonuses, equity, and benefits. Clear explanations should be offered, and any 

changes to policies should be communicated promptly through various channels. 

Opportunities should exist for individuals to have personal discussions with HR or 

managers in order to address their specific concerns. Methods such as surveys, 

focus groups, and suggestion boxes are utilized to collect employee feedback, with 

regular review sessions promoting productive discussions. Transparency in defining 

criteria for compensation, the decision-making process, and performance metrics is 

crucial, as is fostering an open environment where employees feel comfortable 

discussing their compensation and benefits. 

 

6.  Monitoring and Evaluation 

Effective monitoring and evaluation of compensation and benefits plans are crucial 

for maintaining their relevance and alignment with organizational goals. Establish a 

regular review schedule, such as annually or semi-annually, to assess plan 

effectiveness and update as needed. Benchmarking against industry standards and 

conducting internal audits help ensure accuracy and competitiveness. Adjustments 

should be made based on market changes, evolving organizational goals, employee 

feedback, and regulatory updates. Performance analysis involves assessing how 

compensation impacts employee performance, motivation, and retention, and 

analyzing its correlation with organizational outcomes. Data analytics can reveal 

trends and areas for improvement, guiding necessary adjustments to enhance overall 

effectiveness and alignment with company objectives. 

7. Legal and Ethical Considerations 

Ensuring that compensation and benefits practices comply with legal and ethical 

standards is crucial for fostering a fair work environment. Adhere to local, state, and 

federal laws, including minimum wage, overtime regulations, equal pay laws, 

benefits regulations, and tax compliance. Regular audits and consultations with 

legal experts help maintain compliance and address potential issues. Ethically, 

ensure fairness and equity by using transparent criteria for compensation decisions, 

avoiding discriminatory practices, and preventing conflicts of interest. Implement 

independent reviews, transparent disclosures, and ethical guidelines, and establish 
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whistleblower protections to address unethical practices and safeguard employees 

from retaliation. 

 

18.8 SUMMARY 

Executive compensation is a multifaceted system designed to remunerate top-level 

CEOs and CFOs are incentivized with a combination of financial incentives and non-

monetary rewards. The rewards consist of basic salaries, bonuses, stock options, 

performance incentives, and additional benefits like health insurance and retirement 

plans. The main goal of executive compensation is to draw in, keep, and inspire top-

level management, making sure they can make key choices that move the organization 

towards its goals. A well-structured compensation package is crucial for maintaining a 

competitive edge in the market by securing top-tier talent. Moreover, linking 

executive pay to the organization's long-term objectives and performance measures 

promotes a culture of responsibility and high performance. This arrangement ensures 

that leaders are motivated to make choices that are advantageous for the company's 

future, thereby encouraging continuous growth and stability. Additionally, executive 

pay is an important aspect of corporate governance, indicating the company's 

dedication to ethical principles and fair practices, which are critical for maintaining 

stakeholder trust and confidence. 

 

18.9 GLOSSARY 

Executive compensation refers to the financial and non-financial 

rewards given to senior management and executives of a company. It is designed to 

attract, retain, and motivate top leaders who have the responsibility of making key 

decisions that influence the company's performance and direction 

Base Salary: The fixed amount of money paid to an executive, usually on an annual 

basis. This forms the foundation of the compensation package. 

Bonus: A performance-based reward that is often contingent on meeting specific 

company goals or individual performance targets. Bonuses can be a one-time payment or 

structured in various ways, such as cash, shares, or other incentives. 

Stock Options: These grants allow leaders to buy shares of the company at a set price, 

typically lower than the market price, once a particular timeframe has passed. Stock 

options aim to link executive and shareholder interests by providing the opportunity for 

substantial financial rewards when the company's stock performs positively. 

Equity: This includes giving the executive real shares of the company, either as 

restricted stock or in a different form. Equity compensation is used to motivate 

employees to achieve long-term goals and remain with the company, as the shares' worth 

is linked to the stock price of the company. 
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Long-Term Incentive Plans (LTIPs): These are designed to motivate and reward 

executives for achieving long-term company goals, typically over a period of three to 

five years. LTIPs often include a mix of stock options, performance shares, and cash 

incentives based on long-term metrics like sustained earnings growth or stock 

performance. 

Deferred Compensation: Executives can postpone a part of their pay (like salary or 

bonuses) to a later time, usually to utilize tax advantages. Deferred compensation may 

also encompass payments made to retirement funds or other saving mechanisms, which 

are distributed at a later date, usually following the executive's departure from the 

company 

 

18.10 ANSWERS TO CHECK YOUR PROGRESS 

Answers  

True or False 

1. T      2. F          3. F     4. T    5. T     6. F       

 

Fill in the blanks 

 

1. CEOs, CFOs,  

2. 11%,  

3. Incentives 

4. Increase 

 

MCQs 

1. D                2. C               3. B                       4. C 
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18.13TERMINAL QUESTIONS 

1. Define executive compensation and explain its importance in corporate 

governance. 

2. What are the key components of executive compensation? 

3. How does executive compensation align with corporate goals and shareholder 

interests? 

4. Discuss the role of bonuses in executive compensation and list one merit and 

one demerit. 

5. Explain the concept of stock options as part of executive compensation and 

their impact on long-term company goals. 

6. How does effective executive compensation management contribute to 

attracting, retaining, and motivating top talent in an organization? Provide 

http://dx.doi.org/10.21009/ijer.04.02.09
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examples of the different components of executive compensation and explain 

how each component aligns with the company’s strategic goals. 

7. Analyze the role of executive compensation in aligning the interests of 

executives with shareholders. In your discussion, consider how components 

such as base salary, bonuses, stock options, and equity compensation work 

together to ensure that executives are incentivized to enhance long-term 

shareholder value. 

8. Evaluate the ethical considerations involved in executive compensation. How 

do transparency, accountability, and adherence to corporate governance 

standards impact the perception and effectiveness of executive compensation 

9. Discuss the merits and demerits of using stock options and equity as part of 

executive compensation packages. How do these forms of compensation align 

executive interests with those of shareholders?  

10. How do bonuses serve as a tool for motivation, alignment with company goals, 

and retention of top talent? Analyze the challenges in designing fair and 

effective bonus plans and discuss how companies can address these challenges. 
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UNIT 19 LEGAL AND ADMINISTRATIVE 

ISSUES IN COMPENSATION 

19.1   Introduction  

19.2   Objectives 

19.3    Legal issues in Compensation 

19.4    Pay Discrimination 

19.5    Comparable Worth 

19.6    Budget 

19.7    Administrative issues in Management 

19.8    Summary 

19.9    Glossary 

19.10 Answers to check your progress 

19.11 References 

19.12 Suggested Readings 

19.13 Case Study 

19.14 Terminal Questions 

 

19.1 INTRODUCTION  

Compensation means something in return in the form of benefits and rewards 

provided to employees by their employer in exchange for their work done in an 

organization. This is mainly consists of monetary incentives such as salaries, wages, 

bonuses, and benefits like health insurance, retirement plans etc. Compensation also 

encompasses non-monetary perks like job security, career advancement opportunities 

with a healthy & positive working environment.  In recent trend, effective 

compensation strategies motivate employees and help them to enhance their job 

satisfaction and increase their productivity.   An organization retains top talent by 

developing fair compensation practices. Compensation packages can be tailored to 

meet individual needs, reflecting factors such as job performance, experience, and 

qualifications. By offering comprehensive compensation, employers demonstrate 

their appreciation for employees' hard work and dedication, fostering a positive and 

rewarding work experience. 

Legal and administrative issues in compensation ensuring that compensation 

programs are free from discrimination and bias, and that they comply with 

regulations related to payroll taxes, benefits, and workers' compensation. 

Organizations must also consider the impact of compensation on employee relations, 

union agreements, and collective bargaining. Additionally, global organizations must 

navigate complex international laws and regulations, such as those related to 
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expatriate compensation, international taxation, and global benefits. Effective 

management of legal and administrative issues in compensation requires a deep 

understanding of relevant laws, regulations, and organizational policies, as well as 

strong analytical, communication, and project management skills. Compensation 

professionals must work closely with legal counsel, HR professionals, and business 

leaders to design and implement compensation programs that are both compliant and 

aligned with business objectives. 

 

19.2 OBJECTIVES 

After reading this unit you will be able to: 

 Understand the legal issues in compensation 

 know about Pay Discrimination 

 Learn about Comparable worth 

 Understand Budgets 

 Know about Administrative Issues in compensation 

 

19.3 LEGAL ISSUES IN COMPENSATION 

Here are some key legal issues in compensation: 

1. Equal Pay Act (EPA) 

The Equal Pay Act is a federal law that regulate employers to pay equal wages to 

men and women who perform the same work having same qualification. The law 

aims to eliminate pay discrimination based on sex, ensuring that employees receive 

equal compensation for equal work, irrespective of their gender. The EPA applies to 

all employees, including full-time, part-time, and temporary workers, and covers all 

forms of compensation, including salaries, wages, bonuses, and benefits. The EPA is 

enforced by the Equal Employment Opportunity Commission (EEOC), which 

investigates complaints and files lawsuits against employers who violate the law. 

Employees can also file lawsuits, seeking back pay, damages, and attorney fees.  

2. Fair Labour Standards Act (FLSA) 

Enacted in 1938, the FLSA aims to protect workers from exploitation and ensure fair 

compensation for their labour .The Fair Labour Standards Act (FLSA) is a 

comprehensive federal law that regulates minimum wage, overtime work pay, child 

labour, and record-keeping requirements for employers in the organisations.. The law 

sets a minimum wage floor, currently $7.25 per hour, and requires employers to pay 

overtime rates of at least 1.5 times the regular rate for hours worked over 40 hours  in 

a workweek. This act also restricts the employment of children under the age of 16 

and prohibits hazardous occupations for minors. Additionally, the law mandates 

accurate record-keeping of employee hours, wages, and other employment-related 
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information.. Employers who violate the FLSA may face civil penalties, fines, and 

even criminal prosecution.  

3. Title VII of the Civil Rights Act  

This federal law was implemented in 1964 to prohibit employment discrimination 

based on race, colour, religion, sex, or national origin. It is applicable to employers 

with 15 or more employees consisting of private sector and government agencies. 

The law makes it illegal for employers to discriminate in hiring, promotion, 

compensation, termination or any other terms and conditions of employment in their 

organisation.. Title VII also prohibits harassment, including sexual harassment, and 

retaliation against employees who oppose discriminatory practices or participate in 

investigations. Employers must provide equal employment opportunities, including 

training and promotional opportunities, and make reasonable accommodations for 

employees' religious practices. The Equal Employment Opportunity Commission 

enacted Title VII, investigating complaints and filing lawsuits against employers who 

violate the law at workplace. 

4. Age Discrimination in Employment Act (ADEA)  

This is one of the federal laws that prohibit employment discrimination against 

individuals aged 40 or older. This act is applicable to employers with 20 or more 

employees, including private sector and government agencies. It makes it illegal for 

employers to discriminate in hiring, firing, promotion, compensation, or terms and 

conditions of employment based on age. The law also prohibits harassment, 

retaliation, and forced retirement. Employers must provide equal employment 

opportunities, including training and promotional opportunities, and make reasonable 

accommodations for older employees. The ADEA allows for exceptions, such as 

bona fide occupational qualifications (BFOQs) and seniority systems. The Equal 

Employment Opportunity Commission (EEOC) enforces the ADEA, investigating 

complaints and filing lawsuits against employers who violate the law.  

5. Worker's Compensation  

Workers' compensation is a state-mandated insurance program that provides benefits 

to employees who suffer work-related injuries or illnesses. The program is designed 

to ensure that employees receive medical treatment and compensation for lost wages, 

while also protecting employers from lawsuits related to workplace injuries. 

Workers' compensation coverage is typically mandatory for employers, and the 

specific requirements and benefits vary by state. When an employee got any injury 

on the job, they can file a workers' compensation claim to receive benefits that 

include medical expenses, temporary, permanent and partial disability benefits and 

vocational rehabilitation. Workers' compensation also provides death benefits to the 

dependents of employees who are deadly injured on the job.  
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6. Employee Retirement Income Security Act   

 This act enacted in 1974, ERISA determines minimum standards for plan 

administration, funding and disclosure ensuring that employers manage plans fairly 

and clearly in a significant manner. This act is a federal law that regulates and 

protects employee benefit plans, including pension plans, 401(k) plans, and health 

insurance plans. This act requires plan sponsors to provide participants with clear 

information about plan terms, benefits, and funding status, and to manage plan assets 

for the exclusive benefit of participants. The law also establishes fiduciary duties for 

plan administrators, requiring them to act with loyalty, prudence, and care when 

making decisions. 

7. Consolidated Omnibus Budget Reconciliation Act (COBRA) 

This act is mainly enacted in 1986, aims to ensure that individuals and their families 

maintain health insurance coverage during times of transition or uncertainty. It is a 

federal law that requires employers to offer continuing health insurance coverage to 

employees and their dependents after a qualifying event, such as job loss, divorce, or 

death. Under this act, employers with 20 or more employees must provide eligible 

employees and their dependents the option to continue their group health insurance 

coverage for a limited time, typically up to 18 or 36 months, depending on the 

qualifying event. COBRA applies to group health plans sponsored by employers, 

including medical, dental, and vision plans.  

 

19.3.1. Best Practices to avoid legal issues in Compensation 

The following are the best practices to avoid legal issues in compensation 

1. Determine Competitive and Fair Pay Rates 

To avoid legal issues in compensation in these days an organisation need to 

determine competitive and fair pay rates. It is a crucial aspect of effective 

compensation management. Organizations must conduct thorough market research 

and analysis to determine pay rates that are commensurate with industry standards, 

job requirements, and employee qualifications. To achieve fairness and 

competitiveness, organizations should establish clear pay scales, grade structures, 

and promotion criteria, ensuring transparency and consistency in pay decisions.  

2. Ensure Compliance with Wage and Hour Laws- 

Ensuring compliance with wage and hour laws is a critical aspect of compensation 

management, as it helps avoid legal issues and costly litigation. Organizations must 

support to federal, state, and local law set policies for minimum/ per day wage, 

overtime, work hours, and pay practices. To ensure compliance, organizations should 

regularly audit their pay practices, update policies and procedures, and train 

managers and HR personnel on wage and hour regulations. Additionally, 



MS 307 Compensation Management                                                     Uttarakhand Open University 
   

  

Unit 19 Legal and Administrative Issues in Compensation                                              Page 459 of 619 
  
 

implementing automated time-keeping and payroll systems can help streamline 

compliance and reduce errors.  

3. Avoid Discriminatory Practices 

Avoiding discriminatory practices is essential in compensation management to 

prevent legal issues, promote fairness, and foster a diverse and inclusive workplace. 

Organizations must ensure that compensation decisions are based on job-related 

factors, such as qualifications, performance, and experience, rather than protected 

characteristics like race, gender, age, religion, or disability. Additionally, 

organizations should ensure that job descriptions, job evaluations, and performance 

assessments are free from bias and focus on essential duties and qualifications.  

4. Provide Transparent Communication 

Providing transparent communication is vital in compensation management to avoid 

legal issues, build trust, and promote fairness. Organizations should clearly explain 

their compensation policies, procedures, and decisions to employees, ensuring they 

understand how their pay is determined, what they can expect, and how they can 

address concerns. Transparent communication includes providing regular updates on 

compensation changes, market adjustments, and performance-based pay decisions. It 

also involves sharing information about benefits, bonuses, and other forms of 

compensation. 

5. Train Managers and Supervisors 

Training managers and supervisors is a crucial step in avoiding legal issues in 

compensation, as they play a critical role in implementing compensation policies and 

making pay decisions. Training should cover topics such as equal pay laws, job 

evaluation, performance management, and communication techniques to ensure 

managers can explain compensation decisions clearly and accurately. Moreover, 

trained managers can identify and address potential issues proactively, creating a 

positive work environment and enriched the organization's commitment to fair and 

equitable compensation practices.  

By understanding these legal issues and following best practices, organizations can 

ensure compliance and avoid legal pitfalls in compensation. 

 

19.4 PAY DISCRIMINATION 

Pay discrimination occurs when an employer pays employees differently based on 

their race, gender, age, disability, or other protected characteristics, rather than their 

job performance or qualifications. This can take many forms, including unequal pay 

for equal work, paying employees with disabilities less than their non-disabled 

counterparts, or offering less salary to old employees. Pay discrimination is illegal 

under federal laws such as the Equal Pay Act, Title VII of the Civil Rights Act, and 

the Age Discrimination in Employment Act, as well as state and local laws. 
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19.4.1. Causes of Pay Discrimination 

Here are the causes of pay discrimination 

1. Biased Pay Scales 

Biased pay scales refer to compensation structures that perpetuate discrimination, 

unfairly favouring certain groups over others. These pay scales often result from 

outdated or discriminatory assumptions, such as undervaluing work traditionally 

associated with women or minorities, or assuming that certain groups are less 

capable or less deserving of fair compensation. Biased pay scales can be based on 

factors like gender, race, age, or disability, leading to unequal pay for equal work. 

For example, a pay scale that sets lower starting salaries for women or minorities, or 

one that prioritizes experience over qualifications, can perpetuate existing pay 

disparities.  

2. Gender and Racial Stereotypes 

Gender and racial stereotypes are deeply ingrained biases that influence our 

perceptions and decisions, often unconsciously. These stereotypes can lead to 

discriminatory pay practices, where certain groups are undervalued and underpaid 

based on societal expectations and assumptions. For example, women are often 

stereotyped as being more nurturing and less assertive, leading to lower pay in male-

dominated fields. Similarly, racial stereotypes may assume that certain groups are 

less capable or less intelligent, resulting in lower pay and fewer opportunities.  

3. Performance Evaluation Biases 

Performance evaluation biases refer to the unconscious or conscious prejudices that 

influence the assessment of an employee's work performance, leading to inaccurate 

or unfair evaluations. These biases can stem from various factors, including gender, 

race, age, disability, and cultural background, and can manifest in biased criteria, 

unequal standards, stereotyping, the halo effect, and confirmation bias. As a result, 

employees may be judged based on preconceived notions rather than their actual 

performance, leading to inaccurate evaluations, unfair promotions, and pay 

disparities. 

 

4. Prior Salary History 

Relying on prior salary history as a factor in determining current or future pay can 

perpetuate pay discrimination, particularly against women and minorities. This 

practice assumes that past salaries are a reflection of an individual's worth and value, 

rather than a product of systemic inequalities. By basing new salaries on previous 

ones, employers may inadvertently carry over existing pay disparities, reinforcing the 

gender and racial pay gaps. For example, if a woman was underpaid in her previous 

role due to gender bias, using that salary as a reference point will only perpetuate the 

disparity.  
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5. Job Requirements and Descriptions 

Job requirements and descriptions can be a subtle yet significant cause of pay 

discrimination, often perpetuating gender and racial biases. When job requirements 

are written with biased language or assumptions, they can disproportionately exclude 

or deter certain groups from applying. For instance, using masculine language or 

emphasizing physical strength may discourage women from applying, while 

requirements for high-energy or aggressive personalities may unfairly disadvantage 

minority groups. Similarly, job descriptions that prioritize traits like confidence or 

assertiveness may inadvertently favour dominant cultural norms, leading to a 

homogeneous workforce.  

 

19.4.2. Remedies for Pay Discrimination 

Remedies for pay discrimination aim to address and rectify the unfair pay practices, 

ensuring equal pay for equal work. The following are potential remedies: 

Here are detailed explanations of remedies for pay discrimination: 

 

Conduct Pay Equity Audits 

1. Analyze payroll data to identify disparities. 

2. Review job descriptions and classifications. 

3. Conduct market research to determine fair compensation. 

4. Identify and address biases in compensation decisions. 

Develop Fair Compensation Policies 

1. Establish clear compensation principles. 

2. Define job responsibilities and requirements. 

3. Develop pay scales and ranges. 

4. Ensure equal pay for equal work. 

Provide Training and Education 

1. Train managers on pay equity principles. 

2. Educate employees on compensation policies. 

3. Address unconscious bias in compensation decisions. 

4. Provide resources for employees to report concerns. 

Implement Transparent Pay Practices 

1. Publish pay scales and ranges. 

2. Provide job descriptions and requirements. 



MS 307 Compensation Management                                                     Uttarakhand Open University 
   

  

Unit 19 Legal and Administrative Issues in Compensation                                              Page 462 of 619 
  
 

3. Explain compensation decisions. 

4. Ensure employee access to compensation information. 

Correct Pay Disparities 

1. Adjust salaries to address disparities. 

2. Provide back pay to affected employees. 

3. Offer additional compensation or benefits. 

4. Implement corrective actions. 

Establish Complaint Procedures 

1. Develop a reporting system for pay concerns. 

2. Ensure confidentiality and anonymity. 

3. Investigate reports promptly. 

4. Take corrective action. 

Monitor Progress and Compliance 

1. Regularly review payroll data. 

2. Conduct annual pay equity audits. 

3. Monitor employee complaints. 

4. Adjust policies and practices as needed. 

Legal Remedies 

1. File lawsuits or complaints. 

2. Seek settlements or mediation. 

3. Collaborate with regulatory agencies. 

4. Implement court-ordered remedies. 

Best Practices 

1. Regularly review and update policies. 

2. Communicate transparently with employees. 

3. Provide ongoing training and education. 

4. Monitor progress and address concerns. 

These remedies aim to restore equality, fairness, and justice, ensuring that employees 

receive the compensation they deserve, free from discrimination. 
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19.5 COMPARABLE WORTH 

Comparable worth in compensation refers to the principle of equal pay for work of 

equal value, regardless of the specific job title, department, or industry. This 

approach recognizes that traditional market-based pay systems often perpetuate 

gender and racial biases, undervaluing jobs predominantly held by women and 

minorities. Comparable worth aims to rectify this by evaluating jobs based on factors 

like skills, education, experience, and working conditions, to determine their relative 

value to the organization. This method ensures that jobs requiring similar levels of 

expertise, effort, and responsibility are compensated equally, even if they are 

different roles. By focusing on the intrinsic worth of each job, comparable worth 

helps to eliminate pay disparities rooted in bias and stereotypes. Implementing 

comparable worth requires a thorough job evaluation process, considering factors 

like job content, context, and compensable factors. This approach promotes fairness, 

equity, and transparency in compensation practices, addressing systemic pay 

inequalities and fostering a more inclusive work environment. 

 

19.5.1. Components of Comparable Worth 

Here are the key components of comparable worth. 

1. Job Evaluation 

Job evaluation is a comprehensive process used to analyze and assessed a job’s 

responsibilities, requirements and expectation. It involves a continuous analysis of 

the job's duties, skills, and qualifications, as well as its working conditions, impact 

and its relationships with other jobs. The outcome of the job evaluation process is a 

clear understanding of the job's relative worth, which can be used to determine fair 

and equitable compensation, inform career development and progression 

opportunities, and identify areas for training and development. 

2. Compensable Factors 

Compensable factors are the key elements of a job that are used to determine its 

relative worth and compensation. These factors are typically categorized into several 

groups, including: 

- Skills and education: the level of expertise, training, and certifications required to 

perform the job 

- Effort: the physical and mental demands of the job, including the level of 

concentration, attention to detail, and manual dexterity required 

- Responsibility: the level of accountability, decision-making authority, and impact 

on the organization's operations and results 

- Working conditions: the environment in which the job is performed, including 

factors such as safety, comfort, and exposure to hazards 
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- Impact: the job's contribution to the organization's goals, objectives, and outcomes 

3. Job Classification 

Job classification is the process of grouping jobs into categories based on their 

relative worth, responsibilities, and requirements.. Job classification systems 

typically consist of a hierarchy of job classes, with each class representing a specific 

range of job values. Jobs within each class are considered to be of equal or similar 

value, and are typically compensated accordingly. By grouping jobs into classes, 

organizations can also identify career progression paths, training and development 

needs, and areas for process improvements.  

4. Market Research 

Market research is a crucial component of comparable worth, involving the 

collection and analysis of data on market rates for jobs of equal value to ensure 

external equity and competitiveness. This research helps organizations determine the 

prevailing wage rates for comparable jobs in the relevant labour market, considering 

factors such as industry, location, and employer size. This involves gathering data 

from reputable sources, such as salary surveys, online databases, and industry 

reports, and analyzing it to determine the average or median pay rates for comparable 

jobs.  

5. Pay Grid Development 

Developing a pay grid is a systematic process of creating a structured compensation 

framework that aligns with an organization's goals, industry standards, and market 

rates. It involves analyzing market data, internal equity, and job evaluations to 

establish fair and competitive salary ranges. A well-designed pay grid ensures 

consistency, transparency, and objectivity in compensation decisions, enabling 

organizations to attract and retain top talent. To develop a pay grid, start by 

conducting market research to determine competitive salary ranges for each role. 

Next, evaluate internal equity by analyzing existing salaries, job descriptions, and 

performance expectations. Then, categorize jobs into grades or levels based on 

factors like responsibilities, skills, and experience. Assign salary ranges to each 

grade, considering factors like industry standards, location, and organizational 

budget. Finally, review and refine the pay grid regularly to ensure it remains 

competitive and aligned with business objectives 

6. Implementation and Monitoring 

Implementation of comparable worth involves a systematic approach to ensure fair 

and equitable compensation practices. This begins with developing a compensation 

philosophy aligned with organizational goals and values. Next, conduct thorough job 

evaluations to assess responsibilities, skills, and requirements. Gather reliable market 

data to establish industry standards and market rates. Create a pay grid with salary 

ranges based on job evaluations and market data, assigning jobs to pay grades to 
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ensure internal equity. Communicate changes to employees and managers, providing 

training on the new compensation system. 

Effective monitoring addresses challenges such as data quality, market fluctuations, 

and changing business needs. Best practices include regular policy updates, clear 

communication, data-driven decision-making, transparency, and accountability. By 

implementing and monitoring comparable worth, organizations promote fairness, 

enhance employee morale, support strategic goals, and maintain regulatory 

compliance. 

 

19.6 BUDGET 

Budget in compensation play an important role in effective compensation 

management. A well-planned compensation budget properly allocate the resources of 

an organisation to cover the expenses relate with employee different forms of 

compensation. By establishing a comprehensive compensation budget, organizations 

can identify areas for effective compensation package, cost savings as well as attract 

and retain top talent.  

19.6.1. Key Types of Budget in Compensation 

By managing compensation budgets effectively, organizations can strike a balance 

between rewarding employees, controlling costs, and driving business success. Here 

are some key types of budget in compensation: 

1. Compensation Budget:  

A compensation budget is a detailed financial plan that outlines an organization's 

projected expenditures for employee compensation, including salaries, wages, 

bonuses, benefits, and other forms of remuneration. It is a critical component of an 

organization's overall budget and serves as a tool for managing labour costs, 

controlling expenses, and ensuring that compensation aligns with business 

objectives. A well-crafted compensation budget takes into account market rates, 

industry trends, performance metrics, and internal equity to ensure that employees 

are fairly and competitively compensated.  

2. Salary Budget 

A salary budget is a specific component of an organization's overall compensation 

budget, outlining projected expenditures for employee salaries and wages. It is a 

critical tool for managing labour costs, controlling expenses, and ensuring that salary 

expenditures align with business objectives. A well-planned salary budget takes into 

account factors such as market rates, industry trends, performance metrics, and 

internal equity to ensure fair and competitive salaries. The salary budget is typically 

based on a percentage increase over the previous year's salaries, with adjustments 

made for promotions, new hires, and departures 
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3. Benefits Budget  

A benefits budget is a comprehensive financial plan that outlines an organization's 

projected expenditures for employee benefits, including health & life insurance, 

retirement plans, disability benefits and other forms of compensation beyond salary. 

A well-crafted benefits budget considers factors such as employee demographics, 

benefits usage patterns, market trends, and regulatory requirements to ensure 

accurate forecasting and effective resource allocation. It also takes into account the 

organization's benefits strategy, including the types of benefits offered, eligibility 

requirements, and employee contributions.  

4. Variable Pay Budget 

 A variable pay budget is a financial plan that outlines an organization's projected 

expenditures for variable forms of compensation, such as bonuses, incentives, 

commissions, and other performance-based pay. A well-crafted variable pay budget 

considers factors such as business objectives, performance metrics, market trends, 

and employee contributions to ensure accurate forecasting and effective resource 

allocation. It also takes into account the organization's variable pay strategy, 

including the types of incentives offered, eligibility requirements, and payout 

structures.  

5. Cost-of-Living Adjustments Budget 

 A cost of living adjustment budget plays an important role in organizations to 

implement changes in the cost of living that effect their employee’s salary. In this 

type of budget employers have to maintain employees' standard of living by 

providing them fair compensation and attract top talent in a competitive working 

world. Only a well  crafted cost of living adjustment budget maintains a balanced 

budget and provides regular financial stability. 

6. New Hire Budget 

A budget allocated for compensation expenses related to new employees.  A new 

hire budget is a financial plan that outlines an organization's projected expenditures 

for compensating new employees, including salaries, benefits, and other forms of 

remuneration. This budget acts as a critical element of an organization's overall 

compensation budget that helps employers to attract top talent, drive business results, 

and achieve strategic objectives. A well-crafted new hire budget considers factors 

such as market rates, industry standards, job requirements, and internal equity to 

determine the necessary compensation packages for new employees.  

7. Turnover and Replacement Budget 

A budget allocated for compensation expenses related to employee turnover and 

replacement. A turnover and replacement budget is a financial plan that outlines an 

organization's projected expenditures for replacing employees who leave the 

company, including costs associated with recruitment, hiring, training, and 

compensating new employees.. A well-crafted turnover and replacement budget 
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considers factors such as employee turnover rates, recruitment costs, training 

expenses, and compensation packages to determine the necessary expenditures for 

replacing departing employees.  

 

 

 

●      Check Your Progress-A 

 

MCQs 

 

1.  Which of the following laws regulates minimum wage and overtime pay in 

the US? 

a) Fair Labour Standards Act  

b) Employee Retirement Income Security Act  

c) Americans with Disabilities Act  

d) Title VII of the Civil Rights Act 

 

2. What is the basic aim of the Equal Pay Act? 

a) To forbid discrimination in compensation based on race, gender, or age 

b) To establish minimum wage and overtime pay requirements 

c) To regulate employee benefits and pensions 

d) To provide workers' compensation insurance 

 

3.  Which of the following is a legal requirement for employee compensation 

plans? 

a) To provide equivalent compensation. 

b) To offer health insurance benefits 

c) To provide a minimum number of paid vacation days 

d) To offer a 401(k) retirement plan 

 

4.  What is the purpose of the Employee Retirement Income Security Act? 

a) To regulate employee compensation and benefits 

b) To provide workers' compensation insurance 

c) To establish minimum wage and overtime pay requirements 
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d) To protect employee pension and benefit plans 

 

5. Which of the following is an administrative issue in compensation? 

a) Ensuring compliance with minimum wage laws 

b) Designing a performance-based bonus plan 

c) Communicating compensation policies to employees 

d) All of the above 

 

Fill in the Banks 

1. The _______________________ regulates minimum wage and overtime pay in 

the US. 

2. The primary purpose of the _______________________  is to prohibit 

discrimination in compensation based on race, gender, or age. 

3.  Employee compensation plans must comply with _______________________ 

laws to ensure equal pay for equal work. 

4. The _______________________ protects employee pension and benefit plans. 

5. Employers must _______________________ their compensation policies and 

procedures to ensure compliance with laws and regulations. 

 

19.7  ADMINISTRATIVE ISSUES IN COMPENSATION 

Administrative issues in compensation refer to the operational and logistical 

challenges that arise when managing employee pay and benefits. Here are some key 

administrative issues in compensation: 

1. Record-Keeping 

Record keeping is a critical administrative issue in compensation, involving the 

accurate and thorough documentation of all aspects of the compensation process. 

This includes maintaining detailed records of job descriptions, job evaluations, 

market research, pay grids, and individual employee compensation data. Effective 

record keeping ensures transparency, accountability, and compliance with regulatory 

requirements, such as equal pay laws and tax regulations. Moreover, well-organized 

records provide a clear audit trail, helping organizations defend against potential 

legal challenges and demonstrating their commitment to fair and equitable 

compensation practices.. 

2. Payroll Processing 

Payroll processing is a vital administrative issue in compensation, encompassing the 

accurate and timely calculation, processing, and distribution of employee pay. It also 
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requires compliance with ever-changing tax laws, regulations, and reporting 

requirements, such as garnishments, child support, and benefits administration. It 

includes reconciliations, audits and quality control measures to detect discrepancies, 

or any type of fraud.  It is essential for Organizations to adopt some safeguards to 

protect sensitive employee information from any unauthorized access.  

3. Data Security  

Data security is very important administrative issue in compensation. It protects 

sensitive employee information like social security numbers, salary details and their 

banking details from unauthorized access in terms of thefts. In the current scenario 

with the increasing risk of cyber attacks organizations must implement robust 

security measures to safeguard compensation-related data. This includes encrypting 

data, restricting access to authorized personnel, and ensuring secure transmission and 

storage of data. 

4. Employee Inquiries-.  Employee inquiries are a common administrative issue in 

compensation, involving the timely and accurate response to employee questions and 

concerns regarding their compensation and benefits. This includes addressing 

inquiries about pay, bonuses, benefits, deductions, and tax withholdings, as well as 

resolving discrepancies or issues with pay checks, benefits enrolment, or 

compensation-related documents. Effective management of employee inquiries 

requires a clear and transparent communication process, empowering employees to 

seek clarification and resolution without fear of retribution.  

19.7.1. Best Practices to Address Administrative issues in Compensation 

Best Practices to Address Administrative Issues are:- 

1. Implement Automated Systems 

Implementing automated systems is a strategic solution to address administrative 

issues in compensation, revolutionizing the way organizations manage compensation 

processes. By leveraging technology, organizations can streamline and simplify 

complex compensation tasks, reducing manual errors, and increasing efficiency. 

Automated systems enable accurate and timely processing of payroll, benefits, and 

other compensation-related data, ensuring compliance with regulatory requirements 

and organizational policies.  

2. Develop Clear Policies 

 Establish clear policies and procedures for compensation and benefits 

administration.  A crucial step in addressing administrative issues in compensation is 

developing clear and comprehensive policies that provide a framework for managing 

compensation processes.. Clear policies also facilitate effective communication 

among stakeholders, including employees, managers, and HR personnel, ensuring 

everyone understand their roles and responsibilities. These policies should cover key 

aspects of compensation, such as pay scales, benefits, bonuses, overtime, and leave, 
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as well as procedures for addressing inquiries, resolving disputes, and ensuring 

compliance with regulatory requirements.  

3. Provide Training  

Providing training is an essential step in addressing administrative issues in 

compensation, equipping HR personnel, managers, and employees with the 

knowledge and skills necessary to effectively manage compensation processes. 

Comprehensive training programs should cover compensation policies, procedures, 

and best practices, as well as relevant laws and regulations. Training should also 

focus on developing skills in areas such as data analysis, communication, and 

problem-solving, enabling participants to accurately interpret compensation data, 

address employee inquiries, and resolve complex issues.  

4. Regular Audits 

Regular audits play important role in addressing administrative issues in 

compensation, providing a systematic and objective evaluation of compensation 

processes and practices. These audits involve a thorough examination of 

compensation data, policies, and procedures to identify errors, discrepancies, and 

areas for improvement.  They help employers to know the reasons of pay gaps as 

well as promote transparency and fairness in employee’s respective job. 

5. Communication 

Effective and continuous communication is very important component in addressing 

administrative issues in compensation. Clear and transparent communication helps to 

prevent misunderstandings, errors and disputes, while fostering trust and confidence 

among employees, managers, and HR personnel. Regular communication channels, 

such as meetings, departmental sessions, or digital platforms, should be established 

to share information, address inquiries, and provide updates on compensation-related 

matters.  

 

19.8 SUMMARY 

Legal and administrative issues in compensation consist of laws, regulations and 

organizational policies that regulate employee pay and benefits. Ensuring fair pay 

practices is crucial for businesses laws like the Equal Pay Act, Fair Labour Standards 

Act, and Civil Rights Act regulate pay equity, minimum wage, and discrimination. 

Companies must also manage job classification, salary structures, benefits, and taxes. 

Failure to comply can lead to lawsuits, fines, and damage to reputation. Effective 

management of these legal and administrative issues is essential to mitigate risks, 

maintain a positive employer-employee relationship, and support overall 

organizational success. By staying informed and up-to-date on relevant laws and 

regulations, employers can ensure fair, competitive, and compliant compensation 

practices that benefit both the organization and its employees. 
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19.9 GLOSSARY 

Equal Employment Opportunity: Laws and regulations prohibiting 

discrimination in employment practices. 

Fair Labour Standards Act: US law governing minimum wage, overtime, and 

child labour. 

Employee Retirement Income Security Act: US law regulating employee benefit 

plans. 

Consolidated Omnibus Budget Reconciliation Act: US law providing continuation 

of health coverage after employment termination. 

Health Insurance Portability and Accountability Act: US law protecting 

employee health information. 

Workers' Compensation: Insurance program providing benefits for work-related 

injuries and illnesses. 

Unemployment Insurance: Government-funded program providing benefits for 

unemployed individuals. 

Disclosure: Transparent communication of compensation and benefit information to 

employees. 

Legal Reporting Requirements: Mandatory reporting of compensation and benefit 

information to government agencies. 

Plan Administration: Oversight and management of employee benefit plans. 

Fiduciary Responsibility: Legal obligation to act in the best interests of employees 

in plan administration. 

Compliance Audits: Internal or external reviews ensuring adherence to laws, 

regulations, and organizational policies. 

 

19.10 ANSWERS TO CHECK YOUR PROGRESS 

 

Check Your Progress – A 

  

MCQs 

1. A             2. A        3. A            4. D                     5. D      
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Fill in the Blanks 

 

1. Fair Labor Standards Act 

2. Equal Pay Act 

3. Federal and State 

4. Employee Retirement Income Security Act (ERISA) 

5. Regularly review and update 
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19.13 CASE LETS 

ABC Corporation, a multinational technology company, has a global workforce of  

20,000 employees across 50 countries, with a complex compensation structure that 

has recently come under scrutiny due to a class-action lawsuit in the US alleging 

discrimination in pay practices, a complaint in the EU regarding non-compliance 

with EU equal pay regulations, and a notice from the Chinese government regarding 

non-compliance with local labour laws, and an internal audit revealing significant 

pay disparities between male and female employees, employees in different regions 

performing similar jobs, and employees with similar experience and qualifications, 

and the company's CEO has asked the compensation team to conduct a proper 

assessment of the company's compensation policies as well as create a plan to 

resolve these legal challenges to ensure compliance with appropriate laws and 

promote fair justice in the company's compensation structure. 

   Q1. What steps should the compensation team take to address these issues? 

   Q2. What changes should they make to the compensation structure? 

   Q3. How should they communicate these changes to employees and stakeholders? 

 

19.14 TERMINAL QUESTIONS 

1. What is the purpose of the Fair Labour Standards Act in compensation? 

2. What do you mean by Equal Pay Act and how does it impact 

compensation? 

3. What are the main causes of pay discrimination in the organizations? 

4. What is the significance of the Consolidated Omnibus Budget 

Reconciliation Act in compensation and benefits? 

5. What are the key legal considerations that organizations must take into 

account when designing and implementing compensation programs, and 

how can they ensure compliance with relevant laws and regulations? 

6.  Discuss the key types of budget in compensation with examples. 

7. Explain comparable worth and its components in an organization with the 

help of suitable examples. 

8. What are the administrative issues in compensation, and how can 

organizations address these issues in the current scenario? 
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UNIT 20 WAGE BOARDS-PAY COMMISSIONS 

20.1 Introduction  

20.2 Objectives 

20.3 Meaning of Wage Board  

20.4 History of Wage Boards in India 

20.5 Features of Wage Boards 

20.6 Benefits of Wage Boards  

20.7 Structure of Wage Boards    

20.8 Meaning of Pay Commissions 

20.9 History of Pay Commissions in India  

20.10 Features of Pay Commissions  

20.11 Types of Pay Commissions 

20.12 Summary 

20.13 Glossary 

20.14 Answers to check your Progress 

20.15 References 

20.16 Suggested Readings 

20.17 Case Study 

20.18 Terminal Questions 

 

20.1 INTRODUCTION  

A wage board and pay commission are mainly two types of organizations that ensure 

fair pay for employees working in various industries and sectors. A wage board is 

generally established by a government or industry association to scrutinise and 

recommend competitive wage rates and working conditions for specific industries or 

occupations. Whereas a pay commission is a team formed by the government  to  

analyze and suggest  pay structures, allowances, and benefits for public sector 

employees, including civil servants, military personnel, and other government staff. 

Both wage boards and pay commissions aim to ensure that employees receive fair 

compensation for their work, taking into account factors such as the cost of living, 
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industry standards, and the overall economic environment. They conduct research, 

gather data, and consult with stakeholders to make informed recommendations that 

balance the needs of employees, employers, and the broader economy. Wage board 

and pay commissions help in promoting fairness and equity in compensation standards 

and supports economic growth and development of an economy. 

Legal and administrative issues in compensation ensuring that compensation programs 

are free from discrimination and bias, and that they comply with regulations related to 

payroll taxes, benefits, and workers' compensation. Organizations must also consider 

the impact of compensation on employee relations, union agreements, and collective 

bargaining. Additionally, global organizations must navigate complex international 

laws and regulations, such as those related to expatriate compensation, international 

taxation, and global benefits. Effective management of legal and administrative issues 

in compensation requires a deep understanding of relevant laws, regulations, and 

organizational policies, as well as strong analytical, communication, and project 

management skills. Compensation professionals must work closely with legal counsel, 

HR professionals, and business leaders to design and implement compensation 

programs that are both compliant and aligned with business objectives. 

 

20.2 OBJECTIVES 

After reading this unit you will be able to: 

 Understand the meaning of wage board. 

 Learn about the history of wage boards in India 

 know about features of wage board 

 Learn about benefits of wage board 

 Understand the structure of wage board 

 Know the Meaning of pay commissions 

 Understand the History of pay commissions in India 

 Learn the  Features of pay commissions 

 Know about  Different pay commissions 

 

20.3 MEANING OF WAGE BOARD 

A wage board, also known as a wage committee or compensation committee, is a 

group of individuals responsible for determining and recommending wage and salary 

structures, pay scales, and benefits for employees within an organization. The wage 

board typically consists of representatives from management, human resources, and 

finance, who work together to analyze market trends, industry standards, and internal 

equity to ensure fair and competitive compensation practices. The wage board's 

primary objective is to establish a comprehensive and transparent compensation 

framework that attracts, retains, and motivates employees, while also aligning with the 
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organization's budget, business objectives, and industry regulations. By regularly 

reviewing and adjusting wage and salary structures, the wage board helps to promote 

internal equity, prevent wage compression, and address pay disparities, ultimately 

contributing to a positive work environment and organizational success. 

 

20.4 HISTROY OF WAGE BOARDS IN INDIA 

The concept of wage boards in India originated in the pre-independence era, with the 

establishment of the first wage board in 1941 to regulate wages in the textile industry 

Pre-Independence Era (1941-1947) 

Between 1941 and 1947, the British colonial government set up additional wage 

boards to standardize wages in various sectors, laying the groundwork for post-

independence labour reforms to address the grievances of workers in various 

industries, including textiles, coal mining, and plantations.  

Post-Independence Era (1947-1960) 

After India gained independence, the government set up wage boards to manage 

wages and working environment in various industries. The Minimum Wages Advisory 

Committee set up in 1948 acts as the first wage board established in independent 

India. 

Wage Boards Act (1950) 

This Act was established as a legal structure for creating wage boards to regulate fair 

compensation in the organization. This type of legislation approved the Central 

Government to developed wage boards for specific industries or occupations, enabling 

standardized and fair wage fixation and healthy working conditions. 

Expansion and Growth (1960-1980) 

During this period Wage boards were established for various industries, including 

agriculture, construction, and manufacturing. The government also established the 

National Wage Commission in 1969 to review and suggest wage structures. 

Liberalization and Reforms (1990-2000) 

In 1990s, with the introduction of economic liberalization policies many significant 

changes implemented in the wage board system. The government decreased the 

number of wage boards and set up the concept of minimum wages. 

Recent Developments (2000-Present) 

In the last few years, the government has set up wage boards for particular sectors 

such as the Minimum Wage Advisory Committee for Unorganized Sector Workers. 

The government has also established the Code on Wages, 2019, to centralized and 

simplify the wage laws. 
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The historical background of wage boards in India reviewed the country's progress to 

regulate wages and working conditions, promote social justice and support economic 

growth in the significant manner. From its introduction in 1941 to the present day, the 

wage board system has undergone with many remarkable changes shaped by political, 

economic, and social factors in the country. 

 

20.5 FEATURES OF WAGE BOARDS 

1. Independent decision-making 

Independent decision-making in a wage board refers to the autonomy and freedom of 

the board to make compensation and benefits decisions without external influence or 

bias. This means that the board has the authority to review market data, analyze 

industry trends, and consider employee feedback without being swayed by personal 

opinions or agendas. Independent decision-making ensures that compensation 

decisions are based solely on objective criteria, such as job evaluations, performance 

metrics, and market rates, rather than on subjective factors like personal relationships 

or departmental politics.  

2. Representative membership 

               Representative membership in a wage board refers to the diverse composition of the 

board, ensuring that various stakeholders are represented and their perspectives are 

considered in compensation decision-making. This includes representatives from 

management, human resources, finance, and employee groups, who bring unique 

insights and expertise to the table. Representative membership fosters a collaborative 

and inclusive decision-making process, where different viewpoints are shared and 

considered, leading to more informed and equitable compensation decisions.  

3. Employee engagement and participation 

Employee engagement and participation in a wage board refers to the active 

involvement of employees in the compensation decision-making process. This can be 

achieved through various means, such as electing employee representatives to the 

wage board, conducting regular surveys and feedback sessions, and providing 

transparent communication about compensation decisions. By engaging employees in 

the process, the wage board can tap into their valuable insights, concerns, and 

suggestions, leading to more informed and effective compensation decisions. 

Employee participation also fosters a sense of ownership and accountability, as 

employees feel that their voices are heard and their contributions are recognized.  

4. Regular meetings and reviews 

Regular meetings and reviews in a wage board are essential to ensure that 

compensation decisions are timely, relevant, and aligned with business objectives. The 

wage board should convene at least quarterly, or as needed, to review market trends, 

analyze industry data, and discuss compensation-related matters. These meetings 
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provide a forum for members to share insights, address concerns, and make informed 

decisions about compensation adjustments, benefits, and policies. Regular reviews 

also enable the wage board to assess the effectiveness of existing compensation 

programs, identify areas for improvement, and implement changes to stay competitive 

and equitable.  

5. Performance-based compensation 

An effective wage board incorporates performance-based compensation, which ties 

employee pay to individual and organizational performance metrics. This approach 

ensures that compensation decisions are based on objective criteria, such as job 

performance, productivity, and contributions to business outcomes. By linking pay to 

performance, the wage board motivates employees to excel, drives business results, 

and rewards high achievers. Performance-based compensation also promotes fairness 

and equity, as employees are paid based on their value to the organization, rather than 

on subjective factors. The wage board sets clear performance expectations, establishes 

measurable goals, and regularly reviews employee progress to determine 

compensation adjustments.  

6. Transparency and communication 

Transparency and communication are essential components of an effective wage 

board, ensuring that compensation decisions are clear, understandable, and accessible 

to all stakeholders. The wage board maintains transparency by providing regular 

updates on compensation policies, procedures, and decisions, as well as the underlying 

rationale and data driving these decisions. This openness fosters trust and credibility 

among employees, who feel informed and valued. The wage board also communicates 

clearly and concisely, avoiding technical jargon and ensuring that compensation 

information is easily understandable. Regular town hall meetings, FAQs, and other 

communication channels are used to address employee questions and concerns, 

promoting a culture of openness and dialogue.  

 

20.6 BENEFITS OF WAGE BOARDS 

1. Promotes fairness and equity 

A wage board promotes fairness and equity in wage benefits by establishing a 

consistent and transparent compensation framework that ensures equal pay for equal 

work, regardless of gender, race, or other personal characteristics. By analyzing 

market data and industry standards, the wage board sets fair and competitive salary 

ranges that reflect the value of each role within the organization. This approach 

prevents wage compression and pay disparities, ensuring that employees are 

compensated based on their skills, experience, and performance, rather than subjective 

factors.  
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2. Enhances transparency and communication 

A wage board enhances transparency and communication by providing a clear and 

understandable compensation framework that explains how wage and salary decisions 

are made. Regular meetings and open communication channels ensure that employees' 

concerns and questions are addressed, and that they are informed about changes to the 

compensation framework. Furthermore, the wage board's transparent and 

communicative approach helps to reduce rumours, speculation, and misinformation 

about compensation, creating a more positive and productive work environment.  

3. Supports business objectives 

 A wage board supports business objectives by aligning compensation practices with 

the organization's overall strategy and goals. By linking wage and salary decisions to 

business outcomes, the wage board ensures that compensation practices drive 

performance, productivity, and employee engagement. This alignment enables the 

organization to attract, retain, and motivate top talent, which is critical for achieving 

business objectives. The wage board's focus on performance-based compensation also 

encourages employees to work towards common goals, fostering a culture of 

collaboration and teamwork. Ultimately, the wage board's efforts help to create a high-

performing organization that is well-positioned to achieve its goals and succeed in the 

marketplace. 

4. Market competitiveness 

A wage board ensures market competitiveness by conducting regular market research 

and analysis to determine the fair market value of each role within the organization. 

This involves gathering data from reputable sources, such as industry surveys, salary 

benchmarks, and competitor data, to establish a comprehensive understanding of 

market trends and compensation practices. With this information, the wage board 

introduced excellent salary packages that show the organization's position in the 

corporate working norms. This approach indicates that the organization's 

compensation practices are effectively arranged with market current trends that allow 

encouraging and retaining top talent in a competitive job market.  

5. Manage compensation cost 

A wage board systematically manages compensation costs by introducing a structured 

and methodical approach to wage and salary administration. With the effective set up 

of   a clear and transparent compensation structure, the wage board make sure that 

compensation decisions are based on objective norms like market data, job evaluations 

and performance metrics rather than subjective factors or personal discriminations. 

This system helps to reduce unnecessary compensation expenses, such as unwarranted 

salary increases or excessive bonuses and guarantee that compensation costs are 

managed with business objectives and budget obligations.  
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20.7 STRUCTURE OF WAGE BOARDS 

The structure of a wage board typically includes: 

1. Chairman:  An independent person appointed by the government or industry 

association to lead the wage board. 

2. Members: Representatives from: 

    - Employers: Industry associations, companies, or organizations. 

    - Employees: Trade unions, worker organizations, or employee representatives. 

  - Government: Representatives from labour departments, ministries, or other 

government agencies. 

    - Independent Experts: Economists, labour experts, or other specialists. 

3. Secretary: A person accountable for administrative duties, record-keeping, and 

communication. 

4. Advisory Committee: A group of experts providing advice on particular problems 

such as minimum wages, working conditions, or industry trends. 

5. Research Team: A group of researchers and analysts who are collecting data, 

conducting studies, and providing necessary suggestions. 

6. Sub-Committees: Smaller groups focusing on specific aspects, such as: 

    - Wage Fixation: Recommending wage rates and structures. 

   -Working Conditions: Examining working hours, leave, and other employment 

conditions. 

    -Social Security: Reviewing benefits, such as health insurance, pensions, and 

provident funds. 

7. Stakeholder Representatives: Representatives from relevant industries, 

associations, or organizations providing input and feedback. 

8. Support Staff: Administrative assistants, data entry personnel, and other support 

staff. 

The structure may vary depending on the specific wage board, industry, or country. 

The key objective is to ensure representation from all stakeholders and expertise to 

make informed decisions. 

 

Wage board typically consists of representatives from various stakeholders, including: 

1. Employer representatives: Typically 2-3 members, representing the management 

or employer interests. 

2. Employee representatives: Typically 2-3 members, representing the employees or 

labour unions. 
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3. Independent experts: Typically 1-2 members, with expertise in industrial relations, 

economics, or human resources. 

4. Government representatives: Typically 1-2 members, representing the 

government or labour department. 

5. Chairperson: An independent person, often a retired judge or a neutral expert, who 

leads the wage board’s proceedings 

 

In some areas, the wage board may also include: 

1. Industry experts: Representatives from industry associations or organizations. 

2. Labour union leaders: Leaders from labour unions or employee organizations. 

3. Economists: Experts in economics or labour economics. 

4. HR professionals: Experts in human resources or compensation management. 

 

The wage board's composition is crucial in ensuring that diverse perspectives are 

considered, and that the recommendations are fair, reasonable, and implementable. 

 

20.7.1 Different types of Wage Boards 

Here are the different types of wage boards: 

1. Industrial Wage Board 

An Industrial Wage Board is established to determine wages and working conditions 

for workers in a specific industry, such as manufacturing, construction, or textiles. The 

board typically consists of representatives from the industry, labor unions, and 

government agencies. The board's primary objective is to ensure that workers in the 

industry receive fair and equitable wages and benefits. The board takes into account 

factors such as the industry's economic conditions, labour market trends, and the cost 

of living in the area. 

2. Regional Wage Board 

A Regional Wage Board represents workers in a particular geographic region. This 

type of board takes into consideration the local cost of living, labour market 

conditions, and other regional factors while fixing wages and working conditions. The 

board's main objective is to make sure that workers in the region receive wages and 

benefits linked with regional industry requirements. 

3. Occupational Wage Board 

An Occupational Wage Board focuses on workers in a specific occupation or job 

category like healthcare, education and transportation. This type of board introduced 
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wages and working conditions based on the specific requirements of the occupation 

such as the level of skill and training required to perform the job requirements. 

4. National Wage Board 

A National Wage Board plays a vital role in regulating wages, working conditions, 

and benefits, balancing employer and employee interests with effective economic 

development. The board's basic objective is to ensure fair compensation to all the 

workers throughout the country by introducing standardized wage policies, addressing 

income disparities to develop a productive and harmonious workforce. 

5. State Wage Board 

A State Wage Board is a regulatory authority that establishes and enforces fair wage 

standards, benefits, and working conditions within a specific state, promoting local 

economic stability and worker well-being. This type of board conducts various 

researches on wage trends in terms of industry requirements to foster economic 

stability in the states. 

6. Local Wage Board 

A Local Wage Board covers workers in a specific local area, such as a city or 

municipality. This type of board sets wages and working conditions based on local 

labor market conditions and cost of living. The board's primary objective is to ensure 

that workers in the local area receive fair and equitable wages and benefits. 

7. Enterprise Wage Board 

An Enterprise Wage Board is established to determine wages and working conditions 

for workers in a specific company or enterprise. This type of board is typically 

established through collective bargaining agreements between the company and labour 

unions. The board's primary objective is to ensure that workers in the company receive 

fair and equitable wages and benefits. 

8. Joint Wage Board 

A Joint Wage Board represents both employers and workers in a specific industry or 

sector. This type of board sets wages and working conditions through a collaborative 

process between labour and management. The board's primary objective is to ensure 

that workers receive fair and equitable wages and benefits, while also taking into 

account the needs and constraints of employers. 

9. Statutory Wage Board 

A Statutory Wage Board is established by law to regulate wages and working 

conditions in a specific industry or sector. This type of board has the authority to 

enforce minimum wages and working conditions, and may impose penalties for non-

compliance. The board's primary objective is to ensure that workers receive fair and 

equitable wages and benefits, and to protect workers from exploitation. 
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20.8 MEANING OF PAY COMMISSIONS 

A pay commission is an expert committee established to evaluate and suggest changes 

to the compensation structure of an organization or industry, ensuring that pay 

practices are fair, equitable, and competitive. The pay commission typically comprises 

representatives from various stakeholders, including management, employees, and 

independent experts, who bring diverse perspectives and expertise to the review 

process. The commission's primary objective is to conduct a thorough analysis of the 

existing compensation framework, considering factors such as market rates, industry 

standards, job evaluations, and employee feedback. Based on this analysis, the pay 

commission makes recommendations for adjustments to salary scales, benefits, and 

other compensation elements to ensure that they are aligned with business objectives, 

industry norms, and employee expectations. The commission's recommendations are 

usually presented in a comprehensive report, which serves as a basis for implementing 

changes to the compensation structure. By establishing a pay commission, 

organizations can ensure that their compensation practices are transparent, fair, and 

competitive, ultimately driving business success, employee engagement, and retention. 

The pay commission plays a crucial role in promoting a culture of fairness and equity, 

recognizing and rewarding employee contributions, and fostering a positive and 

productive work environment. 

 

20.9 HISTORY OF PAY COMMISSIONS IN INDIA 

Here is a brief history of pay commissions in India. 

First Pay Commission (1947-1949) 

- Established in 1947 to examine and suggest salaries for central government 

employees 

- Chaired by Justice Akbar Hydari 

- Recommended a 40% increase in salaries 

- Introduced the concept of a living wage 

 

*Second Pay Commission (1957-1959)* 

- Established in 1957 to review the effects of inflation on government employees' 

salaries 

- Chaired by Justice Jagannadha Das 

- Recommended a 30% increase in salaries 

- Introduced the concept of dearness allowance 
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*Third Pay Commission (1970-1973)* 

- Established in 1970 to review the entire salary structure 

- Chaired by Justice N. R. Chandra 

- Recommended a 20% increase in salaries 

- Introduced the concept of city compensatory allowance 

*Fourth Pay Commission (1983-1987)* 

- Established in 1983 to review the salary structure in light of high inflation 

- Chaired by Justice K. Narayanaswamy 

- Recommended a 40% increase in salaries 

- Introduced the concept of personal pay 

*Fifth Pay Commission (1994-1997)* 

- Established in 1994 to review the salary structure in light of economic liberalization 

- Chaired by Justice S. R. Pandian 

- Recommended a 20% increase in salaries 

- Introduced the concept of performance-related pay 

*Sixth Pay Commission (2006-2008)* 

- Established in 2006 to review the salary structure in light of high inflation and 

economic growth 

- Chaired by Justice B. N. Srikrishna 

- Recommended a 20-30% increase in salaries 

- Introduced the concept of a pay band system 

*Seventh Pay Commission (2013-2015)* 

- Established in 2013 to review the salary structure in light of high inflation and 

economic growth 

- Chaired by Justice A. K. Mathur 

- Recommended a 14.3% increase in salaries 

- Introduced the concept of a pay matrix system 

*Eighth Pay Commission (2022-2024)* 

- Established in 2022 to review the salary structure in light of economic growth and 

technological advancements 

- Chaired by Justice A. K. Goel 

- Ongoing, expected to recommend changes to the pay structure and benefits. 
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Each pay commission has built to provide reasonable and competitive salaries for 

government employees while determining economic conditions and social justice in 

the country. 

 

Check Your Progress – A 

 

 MCQs 

1. What is the primary purpose of a wage board? 

a) To set minimum wage rates 

b) To determine maximum wage rates 

c) To establish industry-wide wage standards 

d) To resolve labour disputes 

2.  Which of the following is a characteristic of a wage board? 

a) It is a permanent government agency 

b) It is a temporary advisory body 

c) It has the power to enforce its decisions 

d) It only considers employer interests 

3.  What is the typical composition of a wage board? 

a) Only employer representatives 

b) Only employee representatives 

c) Both employer and employee representatives, plus independent experts 

d) Only government officials 

4.  What is the wage board's role in setting wages? 

a) It sets mandatory minimum wages 

b) It recommends voluntary wage guidelines 

c) It establishes a wage ceiling 

d) It has no role in setting wages 

5. What is the primary objective of a pay commission? 

a) To reduce government expenditure 

b) To increase employee productivity 

c) To determine fair and equitable pay scales for government employees 
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d) To simplify the pay structure 

6.  Which of the following is a recommendation of the 7th Pay Commission in 

India? 

a) 10% increase in salaries 

b) 14.27% increase in salaries 

c) 20% increase in salaries 

d) 30% increase in salaries 

7. What is the frequency of pay commission recommendations in India? 

a) Every 5 years 

b) Every 10 years 

c) Every 15 years 

d) Every 20 years 

Fill-in-the-blanks: 

1. A wage board is a temporary _______________________ established to investigate 

and recommend wage rates for a specific industry or occupation. 

2. The primary function of a wage board is to determine a fair and reasonable 

_______________________ for workers in a particular industry. 

3. A pay commission is a _______________________ panel formed to review and 

recommend changes to the compensation structure of government employees. 

4. The pay commission typically recommends changes to 

_____________________such as salaries, allowances, and benefits. 

5. Wage boards and pay commission mainly promote ___________and fairness in 

compensation practices. 

6. Wage boards determined some factors like cost of living, industry standards, and 

_______________________ for determining wage rates. 

7. Pay commissions conduct extensive research and collect data on 

________________ and benefits to inform their suggestions. 

 

True/false statements  

1. A wage board is a permanent government agency. 

2. Wage boards only consider employer interests when determining wage rates 

3. Wage boards can set mandatory minimum wages. 

4. Wage boards are only established for low-skilled industries. 

5.  A pay commission is a temporary body. 
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6. Pay commissions only recommend changes to salaries, not benefits. 

7. Pay commissions are only established for government employees. 

 

20.10 FEATURES OF PAY COMMISSIONS  

The Key features of pay commissions in India are: 

1. Periodicity 

Pay commissions are established by the government at regular intervals, typically 

every 10 years. This periodicity allows for a comprehensive review of the 

compensation structure, taking into account changes in the economy, industry 

standards, and cost of living. 

2. Comprehensive Review 

Pay commissions conduct a thorough review of the compensation structure, examining 

various factors such as: 

- Inflation and cost of living 

- Industry standards and market rates 

- Employee productivity and performance 

- Government finances and budget constraints 

This comprehensive review enables the pay commission to make informed 

recommendations for revisions to the compensation structure. 

3. Recommendations 

Pay commissions make recommendations on various aspects of the compensation 

structure, including: 

- Salary increases and new pay scales 

- Introduction of new allowances and benefits 

- Changes to the pay structure and grade system 

- Performance-linked incentives and productivity bonuses 

These recommendations are based on the pay commission's analysis of the factors 

mentioned earlier. 

4. Implementation 

The government implements the recommendations of the pay commission, usually 

effective from a specific date. This ensures that employees receive the revised 

compensation and benefits in a timely manner. 
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5. Retrospective Benefits 

Pay commissions often provide retrospective benefits to employees, including: 

- Arrears of salary and allowances 

- Backdated benefits for promotions, increments, and other entitlements 

This ensures that employees receive the benefits they are entitled to, even if there is a 

delay in implementing the pay commission's recommendations. 

6. Pay Parity 

Pay commissions aim to achieve pay parity between different groups of employees, 

such as: 

- Civilians and defence personnel 

- Central government employees and state government employees 

- Employees in different ministries and departments 

Pay parity ensures that employees in similar roles and positions receive similar 

compensation and benefits. 

7. Performance-Linked Incentives 

Pay commissions introduce performance-linked incentives to motivate employees and 

improve productivity. These incentives may include: 

- Performance bonuses 

- Productivity-linked pay increases 

- Awards and recognition for outstanding performance 

8. Employee Benefits 

Pay commissions recommend improvements to employee benefits, such as: 

- Health insurance and medical facilities 

- Pension and retirement benefits 

- Provident fund and gratuity 

- Leave and holiday entitlements 

These benefits are designed to improve the overall well-being of employees and their 

families. 

Overall, pay commissions play a crucial role in implementing the compensation 

structure of central government employees in India. By reviewing and revising 

salaries, allowances, and benefits, pay commissions aim to improve the overall well-

being of employees and motivate them to perform better 
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20.11 TYPES OF PAY COMMISSIONS  

There are several types of pay commissions, each with its own specific purpose and 

scope: 

1. Internal pay commission 

An internal pay commission is a committee established within an organization to 

review and recommend changes to its compensation structure. This commission is 

typically comprised of representatives from various stakeholders, including 

management, employees, and human resources (HR) professionals. The primary 

objective of an internal pay commission is to ensure that the organization's 

compensation practices are fair, equitable, and competitive, aligning with its business 

objectives and industry standards. The commission conducts a thorough analysis of the 

existing compensation framework, considering factors such as job evaluations, market 

rates, and employee feedback.   

2. External pay commission 

An external pay commission is an independent entity established outside an 

organization to review and recommend changes to industry-wide compensation 

practices. This commission is typically comprised of representatives from multiple 

organizations, industry experts, and independent professionals, providing a broad 

perspective on compensation trends and best practices. The primary objective of an 

external pay commission is to ensure that compensation practices across the industry 

are fair, equitable, and competitive, reflecting market rates, industry standards, and 

emerging trends. The commission conducts a comprehensive analysis of compensation 

data from various sources, including market surveys, industry reports, and academic 

research. They also engage with stakeholders, including employers, employees, and 

industry associations, to gather insights and feedback.  

3. Government pay commission 

A government pay commission is a specialized entity established by a government 

agency to review and recommend changes to public sector compensation practices. 

This commission is typically comprised of representatives from government, unions, 

and independent experts, ensuring a balanced perspective on public sector 

compensation. The primary objective of a government pay commission is to ensure 

that public sector compensation practices are fair, equitable, and fiscally sustainable, 

aligning with government policies, budget constraints, and industry standards.. 

4. Independent pay commission 

An independent pay commission is a neutral third-party entity established to provide 

expert advice and recommendations on compensation practices. This commission is 

typically comprised of independent professionals, researchers, and industry experts, 

unaffiliated with any specific organization or interest group. The primary objective of 

an independent pay commission is to provide objective and unbiased guidance on 
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compensation best practices, market trends, and regulatory requirements. The 

commission conducts in-depth research and analysis, leveraging their expertise and 

knowledge to identify emerging trends, challenges, and opportunities in compensation 

management. 

5. Joint pay commission 

The joint pay commission is a collaborative entity established by management and 

employee representatives to review and recommend changes to compensation 

practices. This commission is typically comprised of equal representation from both 

parties, ensuring a balanced and mutual understanding of compensation needs and 

concerns. The primary objective of a joint pay commission is to foster a collaborative 

and transparent approach to compensation decision-making, aligning with 

organizational objectives, industry standards, and employee expectations. This 

collaborative approach promotes trust, understanding, and cooperation between 

management and employees, ultimately driving business success, employee 

engagement, and retention.  

6. Expert pay commission 

An expert pay commission is a specialized entity comprising professionals with 

extensive expertise in compensation and benefits, established to provide authoritative 

guidance on compensation practices. This commission is typically comprised of 

renowned experts, researchers, and industry thought leaders, who bring a deep 

understanding of compensation trends, best practices, and regulatory requirements. 

The primary objective of an expert pay commission is to provide objective, data-

driven, and technically sound recommendations on compensation structures, policies, 

and practices, ensuring they are fair, equitable, and competitive.. These 

recommendations serve as a trusted resource for organizations seeking to optimize 

their compensation practices, mitigate risks, and drive business success.  

 

20.12 SUMMARY 

Wage boards and pay commissions are entities established by the government, 

comprising representatives from workers and employers, to determine minimum 

wages and salaries. These bodies aim to improve the standard of living for workers 

and ensure competitive wage rates for employers. Wage boards typically set minimum 

wages for specific industries or sectors, while pay commissions review and 

recommend salaries and benefits for government employees. Before determining wage 

rates, these entities analyze market conditions, inflation rates, and worker needs. Their 

recommendations serve as a basis for minimum wage legislation and government pay 

policies. Wage boards and pay commissions play a crucial role in establishing 

harmony between workers and employers, ensuring wages are fair and competitive, 

and enhancing workers' living standards. They provide a platform for stakeholders to 

negotiate and agree on wages, promoting industrial peace and economic growth. By 
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establishing these entities, governments demonstrate their commitment to fair labor 

practices, social justice, and economic development. 

 

20.13 GLOSSARY 

Wage Board: A government-appointed body that decides minimum 

wage rates for particular industries or occupations. 

Pay Commission: A government committee that reviews and provide changes to 

public sector pay scales. 

Minimum Wage: The lowest hourly, daily, or monthly wage that employers are 

required to pay employees. 

Living Wage: A wage rate that allows employees to afford a basic standard of living. 

Fair Wage: A wage rate that reflects the value of work performed, considering factors 

like skills, experience, and industry standards. 

Wage Fixation: The process of determining wage rates, often involving negotiations 

between employers, employees, and government representatives. 

Pay Scale: A structured system of wage rates, often used in public sector employment. 

Pay Grade: A level within a pay scale, corresponding to specific job roles or 

responsibilities. 

Wage Revision: A periodic review and adjustment of wage rates to reflect changes in 

cost of living, industry standards, or other factors. 

Wage Settlement: A negotiated agreement between employers and employees, or 

their representatives, on wage rates and conditions. 

Tripartite Committee: A committee consisting of representatives from government, 

employers, and employees, often involved in wage fixation and industrial relations. 

Public Sector Pay: Wage rates and benefits for government employees, often 

determined by pay commissions. 

Private Sector Pay: Wage rates and benefits for employees in private enterprises, 

often determined by market forces and collective bargaining 

 

20.14 ANSWERS TO CHECK YOUR PROGRESS 

MCQs 

1. C         2. B  3. C   4. B   5. C 

6.  B  7. D 
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Fill in the blanks 

1. Advisory Body 

2. Wage Rate 

3. Permanent 

4. Compensation 

5. Equity 

6. Productivity         

7. Salaries 

    

True or False 

1. F     2. F             3. F       4. F 5. F     6. F      7. T      
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20.17 CASE STUDY 

  1. Case Study:  

The government of a country has established a wage board to determine fair wages 

and working conditions for workers in the manufacturing sector. The sector is 

characterized by low wages, long working hours, and poor working conditions. The 

wage board consists of representatives from the industry, labour unions, and 

government agencies. 

The industry representatives argue that increasing wages and improving working 

conditions will lead to higher production costs, reduced competitiveness, and 

potential job losses. They propose a minimal increase in wages and no significant 

changes to working conditions. The labour union representatives argue that workers 

are exploited and deserve a significant increase in wages and substantial 

improvements in working conditions. They propose a 50% increase in wages and a 

20% reduction in working hours. 

The government agency representatives are concerned about the impact of wage 

increases on inflation and the overall economy. They propose a moderate increase in 

wages and some improvements in working conditions. 
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Question: 

What should be the wage board's approach to determining fair wages and working 

conditions for workers in the manufacturing sector, considering the diverse 

perspectives and interests of the stakeholders involved? 

2. Case Study:  

The government of a country has established a pay commission to review and 

recommend changes to the compensation structure for its 1.5 million public sector 

employees. The current compensation structure has been in place for over a decade 

and is widely regarded as outdated and inadequate. The pay commission has gathered 

data on the cost of living, inflation rates, and private sector salaries, and has 

consulted with various stakeholders, including employee unions, employer 

associations, and government agencies. The employee unions are demanding a 30% 

increase in salaries, citing rising living costs and stagnant wages. The employer 

associations are opposing any significant increase, citing budgetary constraints and 

the need for fiscal discipline. The government agencies are proposing a 15% increase 

in salaries, tied to performance-based reforms and productivity improvements. 

Question: 

What should be the pay commission's approach to recommending changes to the 

compensation structure for public sector employees, considering the diverse 

perspectives and interests of the stakeholders involved? 

 

20.18 TERMINAL QUESTIONS 

1. How do wage boards and pay commissions contribute to fair labour practices? 

2. Explain the historical aspect of wage boards in India? 

3. Discuss the various types of pay commissions with suitable examples. 

4. Differentiate the recommendations of the sixth and seventh pay commissions in 

India, highlighting the significant changes and improvements. 

5. What are the main benefits of a wage board? 

6. Describe the structure of wage board. 

7. What are the key features of a pay commission? 

8. What is government pay commission? 

9. What is the main difference between a wage board and a pay commission? 

 



 

 

 

 

 

 

 

 

 

Block IV 

Other Aspects of Compensation Management 
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21.1 INTRODUCTION  

Global compensation is the comprehensive approach that every organization take to 

reward and incentivize their employees worldwide, considering diverse cultural, 

economic, and regulatory environments. It encompasses a range of elements, including 

base salaries, benefits, bonuses, and equity, to attract, retain, and motivate talent across 

borders. Effective global compensation strategies must balance internal equity, 

external competitiveness, and local market conditions, while also ensuring compliance 

with varying labour laws and regulations. Moreover, they should align with the 

organization's overall business objectives, support global mobility and talent 

development, and foster a sense of fairness and equity among employees. By adopting 

a well-designed global compensation framework, multinational corporations can 

enhance their global competitiveness, drive business results, and build a cohesive and 
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engaged global workforce. The goal of global compensation is to ensure fairness, 

equity, and consistency in rewarding employees across different locations, while also 

considering the organization's global business strategy and objectives. 

 

21.2 OBJECTIVES 

 After reading this unit you will be able to: 

 Understand the key aspects and features of global compensation. 

 know about the benefits of global compensation 

 Learn about Challenges of global compensation 

 Recognize variations 

 Know about social contract 

 Understand about culture and pay in determination of global compensation 

 Learn about different strategic choices 

 Understand Comparing systems in global compensation 

 Know about different approaches in expatriate pay 

 

21.3 KEY ASPECTS OF GLOBAL COMPENSATION 

Global compensation requires a deep understanding of local markets, cultures, and 

regulations, as well as the ability to balance global consistency with local adaptability. 

Here are the key aspects of global compensation: 

 

1. Base Salary: The fixed amount paid to employees, considering local market rates 

and internal equity. 

2. Benefits: Additional perks like health insurance, retirement plans, and paid time off, 

varying by location. 

3. Bonuses: Performance-based incentives, such as annual or quarterly bonuses, tied to 

individual or company goals. 

4. Equity: Stock options restricted stock units (RSUs), or other equity-based 

incentives. 

5. Allowances: Location-specific payments, like housing, transportation, or cost-of-

living allowances. 

6. Taxation: Consideration of local tax laws and regulations impacting compensation. 

7. Currency Management: Managing exchange rates and currency fluctuations. 

8. Global Mobility: Compensation for international assignments, including expatriate 

packages. 
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9. Compliance: Adherence to local labour laws, regulations, and reporting 

requirements. 

10. Benchmarking: Comparing compensation practices to industry standards and 

market data. 

11. Communication: Transparent communication of compensation packages to 

employees. 

12. Flexibility: Offering flexible compensation options to accommodate diverse 

employee needs. 

 

21.3.1. Features of Global Compensation 

Here are the features of global compensation:- 

1. Market-Based Compensation:  

Global compensation strategies must consider local market conditions, industry 

standards, and competitor practices to ensure competitiveness and attract top talent. 

This involves conducting market research and analysis to determine fair and 

competitive salary ranges, benefits, and incentives that align with local market 

conditions. 

2. Flexible Compensation Packages:  

A flexible compensation package is a tailored approach to employee rewards, allowing 

individuals to choose benefits that align with their unique needs and priorities. This 

personalized plan included salary, bonuses, insurance and retirement plans. By 

empowering employees to select their own rewards organizations develop a culture of 

autonomy and appreciation in the current scenario. 

3. Equitable Compensation Practices:  

Equitable compensation ensures a balanced reward framework that values 

performance, skills and experience. It's about being transparent, unbiased and 

respectful of individual contributions. This approach boosts motivation, trust, and 

growth, creating a workplace where everyone has equal chances to succeed in their job 

prospects.  

4. Competitive Compensation:  

Competitive compensation indicates pay and benefits that match or exceed industry 

current requirements to make sure that employees feel valued and recognized for their 

specific skills.  This helps to keep top performers, boost motivation, and drive business 

success. By staying competitive organizations maintain their commitment to employee 

satisfaction, career growth and development of strong market position. 
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5. Performance-Based Compensation:  

Global compensation should be tied to individual and company performance to drive 

productivity and achievement and promote a culture of excellence. This involves 

setting clear performance goals and objectives, conducting regular performance 

evaluations, and offering performance-based incentives and rewards. 

6. Technology-Enabled Compensation:  

Global compensation practices should leverage technology to streamline processes, 

improve efficiency, and enhance employee experience through digital platforms. This 

involves implementing compensation management software, offering online 

compensation training and education, and providing digital tools and resources to 

support compensation administration. 

 

21.4 BENEFITS OF GLOBAL COMPENSATION 

Here are the Benefits of global compensation: 

1. Attraction and Retention 

Attraction and Retention in global compensation refers to the ability of an 

organization's compensation strategy to draw in top talent from around the world and 

keep them engaged and motivated over time. A well-designed global compensation 

program can attract the best candidates by offering competitive pay and benefits 

packages that meet local market standards.. By striking the right balance between 

internal equity and external competitiveness, organizations can create a compelling 

value proposition that attracts and retains the global talent they need to succeed 

2. Global talent management  

Global talent management refers to the strategic process of identifying, developing, 

and deploying skilled employees across the organization's global footprint. It involves 

attracting, retaining, and mobilizing top performers to drive business results, foster 

innovation, and support global expansion. Effective global talent management enables 

organizations to leverage diverse skills, expertise, and perspectives, while also 

ensuring consistency and alignment with company goals. This includes strategies for 

global leadership development, cross-cultural training, international assignments, and 

diversity, equity, and inclusion initiatives. 

3. Cost efficiency 

Cost efficiency in global compensation refers to the optimization of compensation 

spend across the organization's global workforce, ensuring that resources are allocated 

effectively to attract, retain, and motivate employees while minimizing unnecessary 

expenses. This involves streamlining compensation processes, reducing administrative 

burdens, and leveraging technology to automate tasks. By implementing cost-efficient 
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global compensation strategies, organizations can reduce waste, improve budgeting 

and forecasting, and allocate resources more strategically to drive business outcomes.  

4. Compliance and risk management 

Compliance and risk management helps organizations to avoid legal and financial 

problems to mitigate potential risks and ensure fair compensation practices. Effective 

rules and regulations protect their reputation and assets, businesses can confidently 

navigate complex environments, grab opportunities, and achieve sustainable growth 

by familiarising compliance and risk management into daily operations. 

5. Employee engagement and motivation 

Employee engagement and motivation rises when organizations create a culture of 

recognition and growth.  Effective coordination between employees to the company's 

mission provides meaningful feedback and offer opportunities for significant 

development. Employees are more motivated and engaged when they feel their work 

matters, receive recognition have chances to learn and grow in their working 

conditions. 

 

21.5 CHALLENGES OF GLOBAL COMPENSATION 

Following are the main challenges of global compensation. 

1. The cultural and language barrier 

This kind of barriers can delay communication, collaboration, and understanding in 

diverse workplaces. Different cultures and languages can create so many challenges in 

the workplace, leading to misunderstandings and miscommunication. By 

acknowledging and addressing these barriers through training, translation and open 

dialogue. In these days organizations can foster inclusivity, set common goals, and 

unlock the full potential of their global teams. 

2. The regulatory compliance 

This type of challenge in global compensation refers to the complexities of adhering to 

diverse and constantly changing labour laws, tax regulations, and reporting 

requirements across different countries and regions. Failure to comply with these 

regulations can result in legal penalties, fines, and reputational damage. To overcome 

this challenge, organizations must be dynamic in changing regulations, seek local 

expertise, and implement robust compliance processes to ensure accurate and timely 

reporting, taxation, and benefits administration, ultimately minimizing legal and 

financial risks associated with non-compliance. 

3. Currency fluctuations and inflation 

Currency fluctuations and inflation pose a significant challenge in global 

compensation, as they can impact the purchasing power and value of employee 

compensation packages. Changes in exchange rates can affect the value of salaries, 
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benefits, and allowances, while inflation can erode the purchasing power of 

compensation. To address this challenge, organizations must consider currency 

fluctuations and inflation when designing compensation packages, and implement 

strategies such as indexing salaries to inflation, using currency hedging techniques, or 

providing cost of living aspects to ensure that employee compensation remains 

competitive and equitable across different regions. 

4. Local market conditions and competition 

Local market conditions and competition challenge in global compensation, as 

organizations must balance internal equity with external competitiveness. Local labour 

markets have unique characteristics, such as varying costs of living, talent shortages, 

and competitive pay practices, which impact the design of compensation packages. 

This requires ongoing monitoring of local market conditions, competitor pay practices, 

and industry standards to adjust compensation strategies accordingly, and make 

informed decisions about pay levels, benefits, and other rewards to attract, retain, and 

motivate top talent globally. 

5. The data management and analytics  

This type of challenge refers to the complexities of collecting, analyzing, and 

interpreting large amounts of compensation data from diverse sources and locations. 

Organizations must manage data from various countries, currencies, and systems, 

ensuring accuracy, security, and compliance with data privacy regulations. However, 

data quality issues, inconsistent reporting, and lack of standardized processes can 

hinder effective analysis and decision-making. To overcome this challenge, 

organizations must implement robust data management systems, leverage analytics 

tools, and develop expertise in data analysis to drive insights and strategic decisions in 

global compensation. 

 

21.6 RECOGNIZING VARIATION 

Recognizing variations in global compensation involves understanding and addressing 

the differences in compensation practices, laws, and cultural norms across various 

countries and regions. Here are some key variations to consider: 

 

1. Salary and benefits structures- Differences in salary ranges, benefits packages, 

and bonus schemes. 

2. Taxation and social security: Varying tax laws, social security contributions, and 

implications for compensation. 

3. Labour laws and regulations: Distinct labour laws, working hours, and leave 

entitlements. 
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4. Cost of living and purchasing power: Differences in cost of living, inflation rates, 

and purchasing power. 

5. Cultural and market norms: Variations in cultural attitudes towards pay, benefits, 

and rewards. 

6. Industry and sector-specific practices: Differences in compensation practices 

across industries and sectors. 

7. Currency fluctuations: Impact of exchange rate changes on compensation. 

8. Allowances and perks: Variations in allowances, perks, and other forms of 

compensation. 

9. Bonus and incentive schemes: Differences in bonus structures, performance 

metrics, and payout schedules. 

10. Equity and stock options: Variations in equity compensation, stock options, and 

vesting schedules. 

11. Retirement and pension plans: Differences in retirement plans, pension schemes, 

and employer contributions. 

12. Healthcare and wellness benefits: Variations in healthcare benefits, wellness 

programs, and employee assistance. 

13. Paid time off and leave policies: Differences in vacation days, sick leave, parental 

leave, and other leave policies. 

14. Severance and termination pay: Variations in severance packages, termination 

pay, and notice periods. 

15. Data privacy and compliance: Ensuring compliance with local data privacy laws 

and regulation. 

 

21.6.1. Main steps to overcome the variations in Global Compensation 

In order to address the variations in global compensation, organizations can take the 

following steps: 

1. Conduct Global Market Research 

Organization gather data on local market conditions, industry standards, and 

competitor practices. They can properly analyze salary and benefits structures, cost 

of living, and labour laws to Identify best practices and trends in global 

compensation. 

    2. Develop a Global Compensation Philosophy 

Proper development of global compensation philosophy Define the organization's 

approach to global compensation it mainly Establish clear objectives, principles, 
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and guidelines to Ensure alignment with business strategy and talent management 

goals 

  3. Design Flexible Compensation Structures 

Organization Create modular compensation packages adaptable to local markets 

and Offer a range of benefits and incentives to suit different employee needs. They 

have to focus on graded compensation structures to accommodate varying market 

conditions in the current scenario. 

  4. Implement Localized Compensation Plans 

   Develop country-specific compensation plans aligned with local market  conditions 

Ensure compliance with local labour laws, tax regulations, and benefits obligations 

Regularly review and update plans to reflect changing market conditions 

5. Utilize Technology and Data Analytics 

Leverage HR systems and data analytics to manage and track global compensation 

Monitor market trends, salary movements, and benefits practices 

Analyze data to inform compensation decisions and optimize spend 

6. Provide Training and Support 

 Educate HR professionals and managers on global compensation practices 

 Offer training on local market conditions, labour laws, and benefits regulations 

      Provide tools and resources to support effective compensation management 

  7. Ensure Compliance and Governance 

   Establish clear policies and procedures for global compensation management 

   Ensure compliance with local laws, regulations, and company policies 

     Regularly audit and review compensation practices to ensure fairness and equity 

  8. Communicate Effectively 

     Clearly communicate compensation packages and policies to employees 

     Provide transparent and timely information on compensation decisions 

Foster open dialogue and feedback channels to ensure employee understanding   

and   satisfaction. 

By recognizing and addressing variations in global compensation, organizations 

can ensure fairness, equity, and competitiveness in rewarding their global 

workforce. 
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21.7 SOCIAL CONTRACT 

A social contract is an unspoken promise between a company and its employees. The 

company agrees to pay fairly and be transparent, and the employees agree to work 

hard and contribute to the organization's success. 

 

21.7.1 Key elements of Social Contract 

Key elements of a social contract in global compensation: 

1. Fairness and equity 

Fairness means treating everyone equally without any discrimination. Equity is about 

equal opportunities. Both are required to create a healthy workplace where everyone 

feel valued.  

2. Transparency and communication 

Transparency and communication are essential in the workplace. Transparency means 

being open and honest about important decisions. Communication means sharing this 

information clearly and regularly with employees.  

3. Trust and reliability 

Trust is built when organizations are transparent about their compensation decisions, 

provide clear explanations, and address concerns promptly. Reliability is demonstrated 

through consistent application of policies, minimal errors, and prompts resolution of 

issues. 

4. Mutual benefits 

Mutual benefits in the social contract of global compensation refer to the 

organization's commitment to creating a reciprocal relationship where both the 

employer and employee get proper benefits that support employees' well-being, 

growth, and success with the organization's goals and objectives. It also includes 

opportunities for professional development, work-life balance, recognition, and 

rewards that motivate employees to contribute to the organization's success. 

5. Cultural sensitivity 

Cultural sensitivity in the social contract of global compensation refers to the 

organization's commitment to considering and respecting the diverse cultural 

backgrounds, values, and beliefs of its employees. Cultural sensitivity involves 

understanding local customs, traditions, and norms, and incorporating them into 

compensation design, communication, and administration. By being culturally 

sensitive, organizations demonstrate their appreciation for diversity, promote 

inclusivity, and create a sense of belonging among employees from diverse cultural 

backgrounds, strengthening the social contract and fostering a global work 

environment that values and respects individual differences. 
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21.8 CULTURE AND PAY 

In global compensation culture and pay refers to the impact of cultural differences on 

compensation practices and the need to consider these differences when designing and 

implementing global compensation programs. 

Some key considerations for culture and pay in global compensation are:- 

1. Cultural dimensions 

It is crucial to understand the cultural dimensions that influence pay preferences and 

practices in global compensation. Individualism vs. Collectivism, for instance, affects 

bonus schemes and team-based rewards, as individualistic cultures prioritize personal 

achievements, while collectivistic cultures value group contributions. Power Distance 

impacts salary structures and communication styles, with high power distance cultures 

accepting larger pay disparities and more autocratic communication, whereas low 

power distance cultures prefer flatter salary structures and participative 

communication.. Understanding these cultural dimensions enables organizations to 

tailor compensation practices to local norms and values, ensuring fair and equitable 

pay practices that motivate and engage employees globally.  

2. Local market conditions  

 Local market conditions play a significant role in shaping pay practices in global 

compensation, as they directly impact the cost of living, labour laws, and industry 

standards. Organizations must consider the local market conditions when determining 

pay to ensure fairness, equity, and competitiveness. For instance, the cost of living in 

cities like Tokyo or New York is significantly higher than in other parts of the world, 

requiring adjustments to salaries and benefits to maintain a similar standard of living. 

Labour laws and regulations, such as minimum wage requirements, overtime pay, and 

benefits mandates; also vary by country and region, necessitating compliance and 

adaptability. Industry standards, including prevailing wage rates, bonus structures, and 

benefits packages, influence pay practices and must be considered to attract and retain 

top talent. 

3. Benefits and perks 

They also play a vital role in global compensation, as they can significantly impact the 

overall value proposition for employees and vary greatly across cultures. For example, 

in some cultures, benefits like housing allowances, language training, or education 

assistance may be highly valued, while in others, perks like flexible work 

arrangements, wellness programs, or on-site childcare may be more desirable. 

Additionally, cultural differences in attitudes towards work-life balance, family, and 

social responsibility can influence the importance of benefits like paid time off, 

parental leave, or volunteer opportunities. By providing culturally sensitive benefits 

and perks, organizations can demonstrate their commitment to supporting employees' 
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diverse needs, enhancing their overall well-being, and driving engagement and 

retention in the global workforce.  

4. Employee preferences 

Employee preferences play a crucial role in global compensation, as they can 

significantly impact the effectiveness of pay practices across cultures. Organizations 

must consider the diverse preferences of their global workforce when designing 

compensation packages, taking into account individual differences in values, priorities, 

and expectations. For instance, some employees may prioritize cash compensation, 

while others value benefits, perks, or work-life balance. Cultural background, life 

stage, and personal circumstances can also influence employee preferences, such as 

younger employees preferring flexible work arrangements or older employees 

prioritizing retirement benefits.. By understanding and accommodating employee 

preferences, organizations can create personalized compensation packages that 

motivate, engage, and retain top talent globally.  

5. Tax and labour laws  

Tax and labour laws significantly impact global compensation, necessitating 

organizations to navigate complex and diverse regulatory environments. Compliance 

with local tax laws, such as income tax, social security, and benefits-related taxes, is 

crucial to avoid penalties and ensure fairness. Labour laws, including minimum wage 

requirements, working hours, and termination regulations, also vary across countries 

and regions, requiring organizations to adapt their pay practices accordingly. For 

instance, some countries have strict regulations around employee benefits, like pension 

plans or health insurance, while others have more flexible arrangements. To ensure 

compliance and equity, organizations must stay up-to-date on changing tax and labour 

laws, consult local experts, and consider tax and labour law implications when 

designing global compensation packages.  

 

21.9 STRATEGIC CHOICES IN GLOBAL 

COMPENSATION  

In the current trend, strategic choices in global compensation refer to the decisions 

made by organizations regarding how to design and implement compensation 

programs for employees working in multiple countries. Here are some key strategic 

choices: 

 Global vs. Local Approach: 

When designing global compensation plans, organizations must choose between a 

global or local approach. A global approach applies the same rules and rewards 

worldwide, promoting consistency and fairness. A local approach tailors compensation 

to each country's unique laws, customs, and market conditions, ensuring 
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competitiveness and compliance. A balanced blend of both approaches often yields the 

best results. 

 Standardization vs. Localization: 

Standardization means applying the same rules and processes everywhere, ensuring 

consistency and efficiency. Localization means adapting to local needs and customs, 

ensuring relevance and effectiveness. Organizations must strike a balance between 

standardization and localization to achieve global harmony and local success in 

creating proper global compensation plan. 

 Market Positioning 

Market positioning is about defining your organization's unique place in the market. 

It's how you differentiate yourself from competitors and show value to customers. By 

clearly defining your market position, you can attract the right customers, stand out in 

a crowded market, and achieve your business goals. Market positioning involves 

determining the organization's position in each country's market, influencing 

compensation levels and competitiveness.  

 Job Evaluation 

Job evaluation is a process to determine the relative value of a job within an 

organization to ensure equitable compensation. It involves analyzing the job's 

responsibilities, skills, and contributions to decide its importance and compensation. 

This helps ensure fair pay, recognizes job differences, and supports informed decisions 

about staffing and resource allocation.  

 Allowances and Benefits 

Allowances and benefits are extra rewards that come with a job, on top of salary. 

Allowances are payments for specific expenses like housing, food, or travel. Benefits 

are perks like health insurance, retirement plans, or paid time off. These extras show 

appreciation for employees' hard work and help them maintain a good quality of life.  

 Expatriate Compensation 

Expatriate compensation is a special pay package for employees who work outside 

their home country. It includes a salary, plus extra allowances to cover costs like 

housing, food, and education in the new location. The goal is to ensure the employee's 

purchasing power and lifestyle remains similar to what they had at home, despite 

differences in cost of living.  

 Pay for Performance 

Pay for performance is a compensation approach that ties an employee's pay to their 

individual or team performance. It means that employees receive more money or 

rewards when they meet or exceed specific goals, targets, or expectations. This 

approach motivates employees to work harder, be more productive, and achieve better 

results. 
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 Currency and Exchange Rates 

When working globally, currency and exchange rates matter. Currency is the money 

used in a country, like dollars or Euros. Exchange rates determine how much one 

currency is worth in another. For example, how many Euros you get for one dollar. 

Understanding currency and exchange rates helps businesses and individuals manage 

international transactions, investments, and travel. 

 Compliance and Governance 

Compliance and governance involve ensuring that compensation practices comply 

with local laws and regulations, and establishing governance structures for global 

compensation. This includes ensuring compliance with tax laws, labor laws, and data 

privacy regulations. 

 Communication and Transparency 

Communication and transparency involve clearly and transparently communicating 

compensation programs to employees worldwide. This includes providing information 

on compensation elements, performance metrics, and career development 

opportunities. 

These strategic choices helps organizations to design and implement effective global 

compensation programs that attract, retain, and motivate talent worldwide. 

 

Check Your Progress – A 

 

 MCQs 

1. What is the primary goal of global compensation? 

a) To attract and retain top talent worldwide 

b) To ensure compliance with local laws and regulations 

c) To reduce labour costs globally 

d) To implement a one-size-fits-all compensation strategy 

2. Which of the following is a key consideration in designing a global 

compensation program? 

a) Cultural differences 

b) Currency fluctuations 

c) Labour laws and regulations 

d) All of the above 
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3. What is the purpose of a balance sheet approach in global compensation? 

a) To ensure equity among employees globally 

b) To account for cost of living differences 

c) To provide a market-based salary structure 

d) To reduce expatriate compensation costs 

4. Which of the following is a type of global compensation package? 

a) Home-based package 

b) Host-based package 

c) Global market package 

d) Local-plus package 

5. What is the purpose of a tax equalization policy in global compensation? 

a) To ensure employees pay the same taxes globally 

b) To reimburse employees for taxes paid in the host country 

c) To provide a tax-free allowance 

d) To reduce employer tax liabilities 

 

Fill-in-the-blanks: 

1. The primary goal of global compensation is to ________________ top talent 

worldwide. 

2. Global compensation programs must consider __________differences, such as 

language and customs. 

3. A _________________approach is used to account for cost of living differences in 

global compensation. 

4. A _________________ package is a type of global compensation package that 

includes a base salary, benefits, and allowances. 

5. Tax _______________________ policies are used to reimburse employees for taxes 

paid in the host country. 

6. Global compensation programs must comply with local_______ laws and 

regulations. 

7. Global compensation programs use _______________________ data to determine 

salary levels. 
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Q3. True/false statements  

1. Global compensation programs should be identical for all employees worldwide. 

2. A balance sheet approach is used to ensure equity among employees in the global 

way. 

3. Tax equalization policies reimburse employees for taxes paid in their home 

country 

4. Global compensation programs must comply with local labor laws and regulations. 

5. A local-plus package includes only a base salary and benefits. 

6. Global compensation programs use only home country market data to determine 

salary levels. 

 

21.10 COMPARING SYSTEMS  

Comparing systems in global compensation involves a comprehensive analysis of 

various compensation systems and practices across countries and regions, 

encompassing pay structures, benefits, incentives, performance management, market 

data, regulatory requirements, cultural differences, economic conditions, industry 

standards, and global consistency. This comparison enables organizations to identify 

best practices, address potential disparities, and optimize their global compensation 

strategy. By examining pay structures, organizations can determine the most effective 

salary grades, pay scales, and bonus schemes for each location. Ultimately, comparing 

systems in global compensation allows organizations to strike a balance between 

global consistency and local flexibility, attracting and retaining top talent while 

optimizing compensation spend and enhancing global competitiveness 

 

21.10.1 Different Types of Comparing Systems 

Different types of comparing systems in global compensation are: 

1. Pay Structure Comparison 

Pay structure comparison involves analyzing the salary grades, pay scales, and bonus 

schemes used in different countries. This includes evaluating pay levels; pay ranges, 

and pay progression to ensure equity and fairness across locations. 

2. Benefits Comparison 

Benefits comparison involves comparing the health insurance, retirement plans, and 

other employee benefits offered in different countries. This includes evaluating 

benefits eligibility, coverage, and costs to ensure that employees receive competitive 

and culturally relevant benefits. 

3. Incentives Comparison 

Incentives comparison involves analyzing short-term and long-term incentive plans, 

such as bonus schemes, stock options, and other variable pay elements. This helps to 
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ensure that incentives are aligned with business objectives and motivate employees 

appropriately. 

4. Performance Management Comparison 

Performance management comparison involves comparing performance evaluation 

and management practices across countries. This includes determination of 

performance metrics, goal-setting, and feedback processes to ensure fairness and 

consistency. 

5. Market Data Comparison 

Market data comparison involves proper analysis of market data and surveys to make 

comparison in different compensation practices and their levels across countries. This 

helps to make sure that compensation is competitive and aligned with market trends. 

6. Regulatory Requirements Comparison 

Regulatory requirements comparison involves comparing local laws and regulations 

that effects compensation such as tax laws, labour laws and compliance requirements 

according to industry norms. 

7. Cultural Differences Comparison 

Cultural differences comparison involves analyzing cultural differences in attitudes 

towards pay, benefits, and work-life balance. This helps to ensure that compensation 

practices are adapted to local cultural appearances. 

8. Economic Conditions Comparison 

Economic conditions comparison involves comparing local economic conditions, cost 

of living, and inflation rates. This helps to ensure that compensation is adjusted for 

economic differences across the country. 

9. Industry Standards Comparison 

Industry standards comparison involves comparing compensation practices within 

specific industries across countries. This helps to ensure that compensation is aligned 

with industry requirements in the current scenario. 

10. Global Consistency Comparison 

Global consistency comparison involves evaluating the need for global consistency in 

compensation practices versus local flexibility and adaptability. This helps to ensure 

that compensation practices are balanced between global consistency and local needs. 

  

By comparing these different types of systems, organizations can gain a 

comprehensive understanding of their global compensation practices and make 

informed decisions to optimize their compensation framework 
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21.11 EXPATRIATE PAY  

Expatriate pay is a critical component of global compensation, referring to the 

compensation and benefits provided to employees who are temporarily or permanently 

relocated to work outside their home country. The primary goal of expatriate pay is to 

ensure that expats maintain a similar standard of living as they would in their home 

country, while also considering the host country's cost of living, taxes, and local 

compensation practices. 

Key considerations for expatriate pay: 

1. Base salary- The employee's home country salary, often maintained or adjusted for 

the host country's cost of living. 

2. Cost-of-living allowance: A supplement to the base salary to offset differences in 

cost of living between the home and host countries. 

3. Housing allowance: Assistance with housing costs, which can vary significantly 

between countries. 

4. Tax equalization: Ensuring that the expat's tax liability is similar to what they 

would pay in their home country. 

5. Benefits: Providing benefits, such as health insurance, retirement plans, and 

education assistance, that are comparable to those offered in the home country. 

6. Bonus and incentives: Considering the host country's practices and market 

conditions when determining bonus and incentive plans. 

 

21.11.1. Different Approaches to Expatriate Pay 

Organizations may use following expatriate pay approaches in the current scenario. 

1. Home-Based Approach 

The home-based approach maintains the expat's home country salary and benefits, 

supplementing with a cost-of-living allowance (COLA) to offset differences in cost of 

living between the home and host countries. This approach ensures tax equalization to 

maintain the expat's net income, providing a sense of security and stability. 

2. Host-Based Approach 

In contrast, the host-based approach pays the expat based on the host country's salary 

scales and benefits, without providing a COLA or housing assistance. This approach 

subjects the expat to host country taxes, which can impact their net income. 

3. Global Market Approach 

The global market approach pays the expat based on global market rates for their 

specific role, considering both home and host country costs and taxes. This approach 

allows for flexibility in negotiations, enabling organizations to attract top talent. 



MS 307 Compensation Management                                                       Uttarakhand Open University    

  

Unit 21 Global Compensation                Page 513 of 619

  
 

4. Balance Sheet Approach 

The Balance Sheet Approach offers a clear snapshot of a company's financial standing. 

It's a delicate balance between two key elements: assets, representing the resources 

and possessions of the business, and liabilities, signifying the debts and obligations. 

The ultimate goal is to strike a perfect equilibrium between these two components.  

5. Lump Sum Approach 

The lump sum approach provides a single allowance to cover all expat costs, giving 

the expat flexibility to manage their costs. However, this approach risks under or over 

compensation if the allowance is not accurately calculated. 

6. Localization Approach 

The localization approach gradually transitions the expat to the local salary and 

benefits, aligning with host country practices. This approach is suitable for long-term 

assignments, enabling expats to integrate into the local culture. 

7. Hybrid Approach 

The hybrid approach combines elements from multiple approaches, tailoring the 

approach to individual circumstances and needs. This approach offers flexibility and 

adaptability, enabling organizations to respond to changing expat needs. 

 

21.12 SUMMARY 

Global compensation refers to the process of designing and implementing a reward 

structure that is fair, equitable, and competitive across different countries and cultures. 

It involves considering various factors such as local market conditions, cost of living, 

taxes, and cultural differences to ensure that employees are compensated fairly and 

consistently across the organization. Global compensation encompasses not only base 

salary but also benefits, bonuses, and other forms of rewards. Organizations with 

international operations face challenges in balancing global consistency with local 

adaptability, ensuring compliance with local regulations, and addressing issues like 

expatriate compensation and international mobility. Effective global compensation 

strategies enable organizations to attract, retain, and motivate top talent worldwide, 

drive business performance, and maintain a competitive edge in the global market. It 

requires a deep understanding of local markets, cultural nuances, and regulatory 

requirements, as well as a flexible and adaptable approach to compensation design and 

management. By getting global compensation right, organizations can unlock the full 

potential of their global workforce and achieve sustainable success in today's 

interconnected and fast-paced business environment. 
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21.13 GLOSSARY 

Base Salary: The fixed amount of money paid to an employee regularly, 

usually monthly or annually. 

Benefits: Additional forms of compensation, such as health insurance, retirement 

plans, or paid time off. 

Bonuses: One-time or periodic payments made to employees, often tied to 

performance or achievement. 

Cost of Living Allowance (COLA): A payment made to employees to offset the 

higher cost of living in a particular location. 

Expatriate Compensation: Specialized compensation packages for employees 

working outside their home country. 

Global Compensation: The process of designing and implementing a reward structure 

across different countries and cultures. 

International Mobility: The movement of employees between countries, often 

requiring specialized compensation arrangements. 

Local Plus: A compensation approach that combines a local salary with additional 

benefits or allowances. 

Market Rate: The prevailing salary range for a particular job in a specific market. 

Total Rewards: The complete package of compensation and benefits offered to 

employees. 

Global Grade: A system of job classification used to ensure consistent compensation 

across locations. 

Host Country: The country where an expatriate employee is working. 

Home Country: The country where an expatriate employee is originally from. 

 

21.14 ANSWERS TO CHECK YOUR PROGRESS 

MCQs 

1. A  2. D  3. B   4. D  5. B 

Fill in the blanks 

1. Attract and Retain 

2. Cultural 

3. Balance Sheet 

4. Local Plus 
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5. Equalization 

6. labor         

7. Market 

8. Home based 

True or False 

1. F      2. F              3. F        4. T  5. F      6. F     

   

21.15 REFERENCES 

 

 Bhattacharya, A. K. (2017). Global compensation: A strategic approach. 

Journal of International Management Studies, 12(1), 1-12. 

 Chen, X. (2018). Global compensation and benefits: A review of the literature. 

Journal of Human Resource Management, 29(1), 1-15. 

 Dowling, P. J., & Welch, D. E. (2004). International human resource 

management: Managing people in a multinational context. Thomson Learning 

 Gomez-Mejia, L.R. and T. Welbourne. (1994) Compensation Strategies in a 

Global Context, Human Resource Planning 14: 29–41 

 Kumar, P. (2020). Global compensation: A review of the literature. Journal of 

International Management Studies, 15(1), 1-15. doi: 10.1007/s11365-019-

0634-5 

 Lee, Y. (2019). Global compensation and benefits: A case study. Journal of 

Human Resource Management, 30(1), 1-10. doi: 10.1002/hrm.22034 

 Rao, P. (2019). Global compensation: Challenges and opportunities, Journal of 

Business Studies, 15(2), 1-10. 

 Watson, B.W. and G. Singh (2005) Global Pay Systems: Compensation in 

Support of a Multinational Strategy, Compensation & Benefits Review 37(1): 

33–36. 

 

21.16 SUGGESTED READINGS 

1. Armstrong, M. (2019). International reward management. 

Kogan Page. 

2. Briscoe, D. R., & Schuler, R. S. (2018). International human resource 

management. Routledge. 

3. Richard. I. Henderson, (1999) Compensation management in a knowledge 

based world, Prentice Hall India, New Delhi. 

4. Sharma, R. C., & Sharma.S. (2024) Compensation and Reward Management,  

London: Routledge India,  

5. Harvey, M. (2019). Global compensation and benefits: A guide for HR 

professionals. Palgrave Macmillan. 



MS 307 Compensation Management                                                       Uttarakhand Open University    

  

Unit 21 Global Compensation                Page 516 of 619

  
 

 

21.17 CASE STUDY 

 

Herbal Healthcare Inc., a multinational pharmaceutical company, has employees in 

over 20 countries. The company is facing various challenges in managing its global 

workforce in the current scenario, including: 

- Inequitable pay practices across countries 

- Difficulty in attracting and retaining top talent in competitive markets 

- Complexities in managing benefits and taxes across borders 

- Limited visibility into global compensation spending 

 

Question: 

Develop a global compensation and benefits strategy for Herbal Healthcare Inc. that 

addresses the above challenges and helps the company's business to achieve its 

objectives. 

 

21.18  TERMINAL QUESTIONS 

1.  What is the primary goal of global compensation 

2. What is a balance sheet approach in global compensation? 

3. What are the key elements of social contract? 

4. Why is market data important in global compensation 

5. What are the benefits and challenges of using a global compensation survey? 

6. Discuss the key variations and methods to overcome from these variations in 

global compensation. 

7. Explain the different types of comparing systems in global compensation 

which allows organizations to strike a balance between global consistency and 

local flexibility. 

8. Describe the key considerations in designing a global compensation program. 

How do cultural differences, labour laws, and market conditions impact 

program design 
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UNIT 22 STATUTORY PROVISIONS RELATED 

TO COMPENSATION 

22.1 Introduction  

22.2 Objectives 

22.3 Defences Used by Employers to Avoid Compensation Payouts for Industrial 

Injuries in Workers 

22.4 Workmen’s Compensation Legislation in India 

22.5 Overview of the Employees’ Compensation Act in India 

22.6 Main Provisions of the Employees’ Compensation Act, 1923 

22.7 Liability of the Employer under the Employees’ Compensation Act 

22.8 Understanding the Terms: ‘Arising Out Of’ and ‘In the Course Of’ 

Employment 

22.9  Occupational Diseases and Employer’s Liability 

22.10 Compensation Amounts for Employment-Related Injuries and Diseases 

20.11 Review, Payment, and Distribution of Compensation 

22.12 Medical Examination and Claims before Commissioner 

22.13 Additional Provisions Related to Employee Compensation 

22.14 Summary 

22.15 Glossary 

22.16 Answer to check your progress 

22.17 References 

22.18 Suggested Readings 

22.19 Terminal Questions 

 

 

 

22.1 INTRODUCTION  

In this comprehensive unit, we delve into the multifaceted framework of employee 

compensation within the professional environment, particularly focusing on scenarios 

involving accidents, injuries, or diseases arising from employment contexts. This 

exploration begins with a robust analysis of the compensation structure determined by 

the severity and nature of employment-related mishaps, meticulously detailing the 

various scenarios from temporary disablements to fatal incidents. The narrative then 

expands to the procedural aspects, emphasizing the critical role of medical 

examinations and the procedural integrity necessary for lodging claims, underscoring 

the necessity for prompt and appropriate responses from both employees and 

employers. 
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Furthermore, the discourse broadens to encompass exceptional provisions, accounting 

for intricate circumstances such as employer insolvency, specific professional 

protocols, and asset transfers, ensuring no individual's rights or organizational duties 

are overlooked. Central to this discussion is the pivotal role of the Commissioner, 

vested with judicial authority, ensuring transparency, and offering recourse through 

high court appeals, thereby upholding justice and fairness. 

 

22.2 OBJECTIVES 

 After reading this unit you will be able to: 

 Grasp the prevalent defences an employer might employ to avoid responsibility 

and payment of compensation for industrial injuries that lead to the disablement or 

death of their workers. 

 Define and differentiate between 'arising out of employment', 'arising in the course 

of employment', 'partial disablement', and 'total disablement'. 

 Outline the compensation amounts an employer is obligated to pay under the 

Employees’ Compensation Act, 1923, when industrial injuries result in the 

disablement or death of their workers. 

 Delve into the stipulations of the Employees’ Compensation Act, 1923, concerning 

claims and sanctions. 

 Recognize the limitations and challenges posed by the Employees’ Compensation 

Act, 1923. 

 

22.3 DEFENCES USED BY EMPLOYERS TO AVOID 

COMPENSATION PAYOUTS FOR INDUSTRIAL 

INJURIES IN WORKERS 

India's Workmen's Compensation Legislation takes cues from its British counterpart. 

Both countries experienced similar pressures that paved the way for this legislation. 

The dawn of the industrial age brought with it increased workplace risks. The rise in 

machinery powered by steam and electricity saw a spike in workplace accidents, 

causing injuries and fatalities. The era also saw a rise in occupational diseases from 

industrial processes and materials, leading to health issues and death. While the 

responsibility was on employers to maintain a safe working environment, the 

practicality was far from ideal. Safety precautions were either unknown or ignored due 

to the costs associated. Thus, many workplaces were dangerous. 

Such accidents led to significant financial strains on worker families, plunging many 

into poverty. Low wages meant minimal savings for emergencies. Efforts by workers 

to claim compensation often met with resistance from employers, who benefitted from 

the limitations of the common law at the time. Under common law, the burden of 
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proof lay heavily on the injured worker. They had to demonstrate the employer's 

negligence, a challenging task given employers' resources and access to legal counsel. 

Common defences employers employed to reject compensation claims under the 

common law included: 

1. Doctrine of Assumed Risk: Here, employers argued that workers knew the risks 

when they accepted the job. This defence was less used if the job inherently 

carried risks, but was applied when an employee was tasked with a risky 

operation beyond regular duties. 

2. Doctrine of Contributory Negligence: This defence posited that the worker's 

own negligence was wholly or partly responsible for the injury. The Law Reform 

(Contributory Negligence) Act, 1945 allowed courts to share blame between the 

employer and employee, adjusting compensation accordingly. 

3. Doctrine of Common Employment: This principle suggested that workers were 

aware of risks from fellow employees' negligence when they accepted the job. 

Therefore, the employer shouldn't be held accountable for injuries resulting from 

co-workers' mistakes. This defence was somewhat counteracted by the 

Employer’s Liability Act, 1880. 

4. Doctrine Pertaining to Personal Claims Ending with Death: In cases of fatal 

accidents, employers would argue that compensation claims, being personal, 

ended with the death of the concerned party. The Fatal Accidents Act, 1846, and 

later, the Law Reform (Miscellaneous Provisions) Act, 1934, addressed this 

viewpoint. 

5. Doctrine of Unknown Person’s Responsibility: Employers could also argue 

they weren't responsible for accidents caused by unidentified individuals, 

stressing that they were only responsible for accidents due to their own direct 

negligence. This notion changed with the advent of the Workmen’s 

Compensation Acts. 
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22.4 WORKMEN’S COMPENSATION LEGISLATION IN 

INDIA 

Before the implementation of the Workmen’s Compensation Act in 1923, workers in 

India, upon sustaining injuries during employment, required redress in civil courts 

according to common law. In cases of death, the deceased's dependents could litigate 

for damages. For a successful claim, it was essential to demonstrate that the accident 

resulted from employer negligence or their failure to ensure safety. 

During British rule in India, the English common law was applied to Indian contexts. 

This translated to an uphill battle for Indian workers, especially given the socio-

economic challenges they faced, such as illiteracy and lack of resources. Legal battles 

were often prolonged, costly, and, for many workers, unfruitful. Employers could 

leverage defenses present in the English common law, often resulting in the worker's 

compensation being consumed by legal expenses. 

However, as industrial progress paved the way for more workplace accidents, a 

growing discontent towards employers' indifferent attitudes took root. This led to a 

push for reforms in the existing compensation framework. India began to follow the 

trend set by English statutes, though with a time lag. 

The 1923 Workmen’s Compensation Act marked a significant withdrawal from the 

earlier stance. Under the common law, the responsibility was on the worker to prove 

the employer's negligence. But the new legislation shifted this burden. Now, 

compensation became nearly automatic unless employers could prove the worker's 

fault, such as negligence or inebriation. 

Currently, injured workers or their heirs have two legal avenues. They can opt for 

remedies provided by the common law or those by the Workmen’s Compensation Act. 

However, pursuing one blocks the other. While the Act does not erase the right to seek 

damages under common law, it does prevent double compensation. 

In the British context, the Workmen’s Compensation Act of 1906 was more worker-

friendly. If a worker failed to get damages under common law, they could still seek 

compensation under the Act, though legal costs would be subtracted from the awarded 

amount. 

In essence, India's journey in worker compensation laws mirrors Britain's trajectory. 

While preserving injured workers' rights from the English Common Law, India also 

introduced specialized legislation. The Indian Fatal Accidents Act of 1855, akin to 

Britain's 1846 Act, countered the maxim that a personal claim dies with the injured. It 

allowed the deceased's heirs to claim damages for wrongful deaths. Moreover, the 

Indian Employers’ Liability Act of 1938 and its 1951 version aimed to negate the 

doctrines that workers inherently assume risks or are part of common employment, 

paralleling the British Employers’ Liability Act of 1880. 
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22.5 OVERVIEW OF THE EMPLOYEES 

COMPENSATION ACT IN INDIA 

India formally embraced the principle of workmen’s compensation in 1923, a quarter-

century after Great Britain. The Workmen’s Compensation Act of 1923 stands as 

India's initial social security legislation. It necessitates that employers compensate 

employees for personal injuries resulting from accidents that occur during the 

performance of their duties. 

Since its initial enforcement on 1 July 1924, the Act has undergone numerous 

amendments. A particularly notable amendment came about in 2009 when the Act's 

title was revised to the "Employees’ Compensation Act, 1923." This change was 

initiated by recommendations from the National Commission on Labour in 2002, 

which advocated for the term "employee" to replace "workman" to promote gender-

neutrality. Consequently, all references to 'workman' or 'workmen' within the Act are 

now interpreted as 'employee' or 'employees'. 

Further enhancements introduced by the 2009 amendment include: 

1. Increased Compensation: Both disablement and death compensations have been 

augmented. 

2. Clearer Definitions: The definition of 'employee' has been refined to eradicate 

any ambiguities. 

3. Commissioner Eligibility: The criteria for appointing commissioners have been 

explicitly detailed. 

The following sections provide an in-depth examination of the provisions and nuances 

of the amended Employees’ Compensation Act, 1923. 

 

22.6 MAIN PROVISION ON THE EMPLOYEE 

COMPENSATION ACT, 1923 

Scope of Protection: 

 The Act extends its protective umbrella primarily to non-casual workers engaged 

in an employer’s trade or business, with no wage distinctions. 

 Schedule II explains the specific industries and employments under the Act’s 

ambit. These encompass a wide range, from factories, mines, plantations, and 

agricultural enterprises to transportation modes on land, water, and air. 

Specific Operations Mentioned: 

 The Act explicitly lists numerous operations like manufacturing, mining, 

loading/unloading, fuelling, construction, repairs, demolitions, excavations, 

driving, handling, blasting, and more. 

Inclusivity and Exclusions: 

 Railway employees, as detailed in the schedule, also come under the Act, but it 

excludes administrative staff. 

 Members of the armed forces do not fall under this Act. 
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 Any tasks or duties executed by a local authority or the government are considered 

as that authority's business or trade. 

Amendments and Additions: 

 The 1995 amendment incorporated several high-risk employments in Schedule II. 

Examples include marine operations, snake and certain animal handling, sewer line 

cleaning, pesticide handling, and tasks in agriculture and forestry. 

 A 2010 revision further expanded Schedule II to include railway non-

administrative staff, ship and aircraft crews, drivers, motor vehicle mechanics and 

helpers, individuals hired overseas by companies, and workers employed by 

contractors. 

State Government Empowerment: 

 The state government holds the authority to include any category of workers in 

hazardous occupations to Schedule II. When making such inclusions, it can 

stipulate that the Act’s provisions only apply to certain injuries [Sec. 2 (1) (n), (2) 

(3), Schedule II]. 

Exclusions from Compensation: 

 Workers or their dependents already protected by the Employees’ State Insurance 

Act, 1948, are exempted from compensation claims under this Act. 

The Employees’ Compensation Act, 1923, is a landmark legislation aiming to 

safeguard the rights and well-being of workers across various industries. The 

amendments over the years reflect the evolving nature of the workplace and the need 

to protect workers in various sectors. 

 

22.7 LIABILITY OF THE EMPLOYER UNDER THE 

EMPLOYEE COMOENSATION ACT 

If an employee sustains a personal injury due to an accident that arises both ‘out of’ 

and ‘in the course of’ their employment, the employer holds a responsibility to provide 

compensation according to the stipulated rate. However, there are certain conditions 

where the employer is exempted from this obligation, except in cases leading to the 

employee's death. 

Conditions Exempting Employer's Liability: 

1. Influence of Intoxicants: If it is established that the employee was under the 

influence of alcohol or drugs during the accident, the employer is not obliged to 

pay compensation. 

2. Disregard for Safety: If the injury results from the employee's deliberate non-

compliance with a direct order or a rule designed specifically for employee 

safety, the employer's liability is nullified. 

3. Tampering with Safety Equipment: If the employee intentionally removes or 

neglects any safety equipment or device, fully aware of its purpose to ensure 

safety, then the employer is exempted from compensation. 
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Noteworthy Points: 

 Negligence Factor: Even if an accident leading to death can be traced back to 

the negligence of the deceased employee, the employer is still bound to provide 

compensation for the death. 

 Minimal Disablement: The employer does not have a duty to compensate for 

injuries that don't result in the employee's total or partial disablement extending 

beyond three days [Sec. 3]. 

While the act majorly leans towards ensuring the safety and welfare of employees, it 

also considers situations where employees may be at fault, thereby balancing the 

interests of both employers and employees. It underscores the importance of individual 

responsibility on the part of the employee, especially when it comes to adhering to 

safety regulations and not engaging in reckless behaviour. 

 

22.8 UNDERSTANDING THE TERMS: “ARISING OUT 

OF” AND IN THE COURSE OF’ OF EMPLOYMENT 

The phrases 'arising out of' and 'in the course of' employment are foundational to 

understanding when an employee is entitled to compensation for injuries at work. Both 

conditions must coexist for a compensation claim to be valid. A deep dive into these 

terms will help explain their significance: 

1. Arising 'Out Of' Employment: 

 Causal Connection: This term implies that there must be a direct link between 

the injury and the nature of the job. The accident should be a result of the type 

of work or the conditions under which the employee works. 

 Example: A construction worker injured due to a falling brick satisfies this 

condition, as the risk of falling objects is inherently tied to the construction 

environment. 

2. In the Course Of Employment: 

 Time and Place Relevance: This term is about when and where the injury 

occurs. The injury should take place during the employee's working hours and 

typically within the confines or proximity of the workplace, or while executing 

tasks directly related to the job. 

 Example: An office employee getting injured in the office premises during 

working hours satisfies this condition. However, the same employee getting 

injured at a cafe during personal time might not, even if it's during working 

hours. 

Complex Cases: The challenge arises in borderline scenarios. For instance, consider 

an employee injured in a parking lot adjacent to the workplace just before clocking in. 

The injury occurs close to work and just before working hours, so does it occur "in the 

course of" employment? Similarly, if an employee is on a work-related trip and gets 

injured after work hours, does the injury arise "out of" the employment? 
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To secure compensation, an employee must conclusively demonstrate that the injury is 

both related to their job and occurred during the execution of their duties or within a 

work-related context. Employers often scrutinize these conditions to contest claims, 

leading to complex legal discussions, especially in cases that don't clearly fit within 

these definitions. Hence, each case is unique, and the context and specific details are 

crucial in determining the outcome. 

 

Arising ‘In the Course of’ Employment 

The concept of an accident arising "in the course of employment" is not merely tied to 

the strict time boundaries of work. Instead, it encompasses a wider range of situations, 

with certain scenarios lying in the gray zone of interpretation. Here, we'll delve into 

the intricacies surrounding this principle: 

1. Interruptions in Employment: 

 Directed Breaks: If an employee, during an unexpected break (e.g., due to 

power failure), acts upon the directions of the employer or their representative 

and gets injured, it is typically considered to have occurred in the course of 

employment. 

 Undirected Breaks: If an employee, during a break, decides on their own to 

pursue an activity unrelated to work (like a personal errand) and gets injured, 

the accident is usually not considered to be in the course of employment. 

2. Start and End Times: 

 Arrival before Work: If an employee reaches their workplace a reasonable 

time before their shift starts and gets injured while preparing for their role or 

simply being on the premises, the injury can be considered to have occurred in 

the course of employment. 

 Departure after Work: Similarly, if an employee leaves the workplace post 

their working hours and gets injured while exiting through the usual route 

without undue delay, the injury might be deemed to have occurred in the course 

of employment. 

3. Meal and Rest Breaks: 

 Accidents that occur during standard break times, like lunch or tea breaks, 

might be considered as occurring "in the course of employment," especially if 

the employee stays within the employer's premises during the break. 

4. Travel-related Scenarios: 

 General Rule: The typical commute to and from work doesn't fall under the 

purview of "in the course of employment." So, if an employee gets injured 

during their daily commute, it's not considered to have happened during work. 

 Exceptions: If an employee is required by the employer to use a specific mode 

of transportation or if the employer provides or endorses a means of transport, 

any accident that occurs during that travel can be deemed as happening in the 

course of employment. 

While the aforementioned principles offer guidance, every situation is unique. The 

specifics of a case, employer-employee agreements, and additional circumstances can 
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shift the interpretation of whether an accident occurred "in the course of employment." 

As such, it's crucial to consider all contributing factors in each individual case. 

 

Arising ‘Out Of’ Employment 

The concept of an injury or accident "arising out of employment" pertains to the 

inherent nature, obligations, or conditions associated with a specific job role. In 

essence, for an accident to qualify under this principle, there should be a direct 

relationship or causality linking the injury to the work being performed. Let's unpack 

the various scenarios where an accident might not be considered to arise "out of" 

employment: 

1. Arrogated Duties: If an employee is injured while performing tasks not assigned 

to them (without proper authority or direction), it does not arise out of their regular 

job description. However, if a supervisor or authority figure directs the employee 

to perform a different task, and the employee is bound to obey such directives, any 

resulting injury can be considered to arise out of employment. 

2. Personal Endeavors: Injuries sustained while an employee is engaged in activities 

for personal gain or satisfaction, which aren’t connected to their official 

responsibilities, aren't generally considered as arising out of employment. 

3. Recklessness: An injury resulting from the employee's recklessness (as opposed to 

mere negligence) isn't typically deemed to arise out of employment. 

4. Common Dangers: Accidents resulting from general dangers that aren't specific 

to the job, such as being struck by lightning or frostbite, don't usually qualify, 

unless the nature of the job inherently exposes the worker to such dangers more 

than the general public. 

5. Pre-existing Health Conditions: If an injury stems from an employee's health 

condition (e.g., an epileptic seizure), it doesn't arise out of employment. But, if the 

condition is aggravated or triggered by work-related stress or environment, the 

injury can be linked to the job. 

6. Intoxication: Injuries sustained due to an employee's inebriation don't typically 

arise out of employment, except in fatal accident cases where other factors might 

be considered. 

7. Off-Premises Injuries: If an employee is hurt in a location where their job doesn't 

necessitate their presence, such an injury doesn't arise from their employment. 

8. Assaults at Work: An injury from an assault while on the job can be a complex 

matter. Generally, if the assault isn't directly related to the employee's job or 

workplace relations, it might not be considered to arise out of employment. 

The determination of whether an injury arises "out of" employment often requires 

careful scrutiny of the circumstances surrounding the accident. The primary focus is to 

establish a direct link between the nature or conditions of the job and the incident. 

Given the distinctions in individual cases, comprehensive evaluations, and in some 

situations, legal interpretations, are essential. 

 



MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 22 Statutory Provisions related to Compensation                                                        Page 526 of 619 
  
 

22.9 OCCUPATIONAL DISEASES AND EMPLOYERS 

LIABILITY 

Occupational diseases have been prominently addressed in the Act, with specific 

illnesses recognized as being equivalent to injuries sustained from accidents during 

employment. This recognition ensures that employers are accountable for 

compensation if their employees contract these specified diseases. These diseases are 

categorized into three distinct groups, each with its own set of criteria: 

1. First Group of Occupational Diseases: 

 Diseases in this category are considered to be injuries by accident when 

contracted in specific job roles that are uniquely associated with these 

diseases. 

 An example could be the lung disease silicosis, which is common among 

workers in mines or industries where there is prolonged exposure to silica 

dust. 

2. Second Group of Occupational Diseases: 

 For a disease in this group to be seen as an injury by accident, an employee 

must have been in continuous service with the same employer for at least six 

months in a job role associated with the disease. 

 Even if the disease manifests after the end of service, it's still recognized as an 

injury by accident as long as the employment likely contributed to the ailment. 

 An example might be repetitive strain injuries developed from continuous 

typing in a specific employment setting. 

3. Third Group of Occupational Diseases: 

 These are diseases that are contracted after an employee has served in a 

particular job role (that’s prone to the disease) for a duration prescribed by the 

central government. 

 Even if the continuous service duration is less than the stipulated minimum, 

the disease can be considered an injury by accident if evidence supports that it 

arose due to the job. 

 Furthermore, if an employee contracts the disease after leaving the job but had 

worked in the specified role for the required duration, it's recognized as an 

injury by accident, provided there’s a direct connection between the disease 

and the job. 

 In cases where the employee worked under multiple employers and contracted 

the disease, all the employers would be responsible for compensation, divided 

as determined by the Workmen’s Compensation Commissioner. 

4. Government's Role: 

 Both the central and state governments possess the authority to add to the list 

of recognized occupational diseases in Schedule III of the Act, ensuring that 

the legislation remains relevant as our understanding of occupational health 

risks evolves. 
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For Diseases outside These Categories: 

 Diseases not listed in the aforementioned groups don't warrant compensation 

unless they can be directly tied to a distinct injury or accident that occurred 

during employment. 

It's imperative for both employers and employees to be aware of these provisions. 

Employers must ensure safe working conditions to minimize risks, while employees 

should be vigilant and informed about potential occupational health hazards associated 

with their roles. 

 

22.10 COMPENSATION AMOUNTS FOR 

EMPLOYMENT-RELATED INJURIES AND DISEASES  

The Act has been designed to provide financial assistance to employees who suffer 

loss of earnings due to accidents that occur during the course of their employment. 

The compensation's extent depends on the severity and type of the injury sustained by 

the employee. 

1. Death: 

 Compensation: 50% of the deceased employee's monthly wages multiplied by a 

relevant factor. 

 Minimum amount: ₹1,20,000 (previously ₹80,000). 

 For monthly wages above ₹8,000, only ₹8,000 is considered for computation. 

2. Permanent Total Disablement: 

 Compensation: 60% of the injured employee's monthly wages multiplied by a 

relevant factor. 

 Minimum amount: ₹1,40,000 (previously ₹90,000). 

 For monthly wages above ₹8,000, only ₹8,000 is considered for computation. 

 The 2009 amendment allows the central government to review and modify 

these rates over time. 

3. Permanent Partial Disablement: 

 For injuries specified in the Act: A percentage of the compensation that would 

be due for permanent total disablement. 

 For unspecified injuries: The compensation is calculated based on the loss of 

earning capacity as determined by a medical practitioner. 

 If multiple injuries occur from the same accident, the total compensation 

shouldn't exceed what would be due for permanent total disablement. 

4. Temporary Disablement (both total and partial): 

 Compensation: 25% of the employee's monthly wages, paid half-monthly. 

 If disablement lasts over 28 days, payments begin on day 16 post-disablement. 

If it lasts less than 28 days, payment starts on day 16 after a 3-day waiting 

period. 

 Payments continue for the duration of the disablement or five years, whichever 

is shorter. 
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 Compensation amount adjusts if the employee has some earnings during the 

temporary disablement period. 

 Medical expenses related to the injury are reimbursed. 

5. Deductions: 

 If the employee has received prior compensation, it's deducted from the amount 

determined by the Act. However, medical treatment expenses aren't considered 

in these deductions. 

6. Accidents Outside India: 

 If the accident happens outside India, compensation given in that country is 

considered, and the amount provided under the Act is adjusted accordingly. 

7. Funeral Expenses: 

 If the injury results in death, ₹5,000 is deposited for funeral expenses. This goes 

to the eldest surviving dependant or, if none, to the person who incurs the 

funeral costs. 

 The central government can review and adjust this amount over time. 

The compensation provided under the Act is intended to ensure that employees and 

their dependents do not suffer unduly due to injuries or fatalities arising out of 

employment. Employers should be well-acquainted with these provisions to ensure 

they comply with the law, and employees should be aware to safeguard their rights 

 

22.11 REVIEW, PAYMENT AND DISTRIBUTION OF 

COMPENSATION  

1. Review of Half-Monthly Payments: 

 The Employees’ Compensation Commissioner can review half-monthly 

payments upon request from either the employer or employee. 

 Such requests must be supported by a medical certificate indicating a change in 

the employee's condition. 

 Based on the review, payments can be continued, increased, decreased, or ended. 

 

2. Conversion of Payments to Lump Sum: 

 If an accident leads to permanent disablement, half-monthly payments can be 

converted to a lump sum after deducting amounts already paid. 

 Payments can also be redeemed by a lump sum agreed by both parties. 

 If payments have continued for at least six months, the Commissioner can 

determine a lump sum to replace half-monthly payments. 

 

3. Timeliness of Compensation: 

 Employers must pay compensation promptly. 

 If there's a dispute about the total amount, a provisional amount based on the 

accepted liability can be paid. 

 Late payments can incur an interest of up to 12% per annum. 



MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 22 Statutory Provisions related to Compensation                                                        Page 529 of 619 
  
 

 If unjustified delays occur, a penalty of up to 50% of the amount due might be 

applied. 

 

4. Distribution of Compensation: 

 Payments related to fatal injuries or lump sums to women or legally disabled 

individuals must be deposited with the Commissioner. 

 Direct payments in these scenarios aren't counted as compensation. 

 Employers can advance up to three months' wages, but the Commissioner will 

deduct this from the final compensation. 

 Payments to women or legally disabled individuals can be managed by the 

Commissioner for their benefit. 

 For deceased employees, compensation is split among dependents or given to one 

dependent as deemed appropriate by the Commissioner. 

 If no dependents exist, the amount is returned to the employer. 

 

5. Modification of Distribution Orders: 

 The Commissioner can revise orders regarding distribution or investment due to 

varying circumstances like child neglect by a parent or changes in a dependent's 

situation. 

 Before making changes, affected parties have the right to present their case. 

 If compensation was obtained through fraudulent means, it can be recovered. 

The Act provides a structure to ensure that injured employees or their dependents 

receive timely compensation. It allows flexibility for changing circumstances and 

ensures safeguards against fraudulent claims. Employers should be thorough in their 

understanding of these provisions to ensure compliance, while employees and their 

dependents should be informed of their rights and entitlements under the Act. 

 

 

Check Your Progress – A 

 

 MCQs 

1. What is the primary role of the Commissioner in the context of employee 

compensation?  

a) Registering business names  

b) Resolving disputes and overseeing compensation matters  

c) Issuing employment contracts  

d) Conducting workplace safety training  
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2. In the event of the insolvency of an employer, how is an employee's right to 

compensation protected?  

a) Compensation is waived  

b) The employee must file a separate lawsuit  

c) The insurance contract grants it priority in insolvency distribution  

d) Compensation is halved  

3. What specific protocols are provided for certain professions, such as seamen 

and aircraft crews?  

a) Optional compensation 

b) Special provisions under the Act  

c) Exemption from compensation  

d) Fixed compensation unrelated to injury severity  

4.  Are employees allowed to contract out of their right to compensation?  

a) Yes, if the employer agrees  

b) Yes, in any circumstance  

c) No, agreements that relinquish this right are considered invalid  

d) Yes, if it's documented in writing  

5.  What obligation is placed on employers in the event of fatal workplace 

accidents?  

a) They must cease operations immediately  

b) They must report the accident to a local police station  

c) They must provide detailed reports to the Commissioner  

d) They must pay a standard fine  

6. If an employer transfers assets without settling compensation liabilities, 

what happens according to the Act?  

a) The transfer is deemed invalid  

b) The compensation becomes a primary charge on transferred immovable assets  

c) The employer is required to double the compensation  

d) The employee loses the right to compensation  

 

22.12 MEDICAL EXAMINATION AND CLAIMS BEFORE 

COMMISSIONER: KEY POINT  

In the intricate network of employer-employee relationships, the assurance of 

employee safety and the provision for compensation in the event of accidents are 

fundamental. The framework provided above delves into the critical procedures and 

implications surrounding medical examinations post accidents, as well as the protocol 

for lodging compensation claims before a designated Commissioner. At the very 

onset, when an employee faces an unfortunate incident, it becomes imperative for 

them to notify the employer and undergo a mandatory medical examination. This not 

only authenticates the severity of the injury but also determines the eligibility and 

extent of compensation. Furthermore, the procedures emphasize periodic check-ups, 
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especially for those receiving recurring compensations, ensuring the most accurate and 

timely assistance. However, it's not just about medical examinations; the system also 

sheds light on the intricate details of lodging claims, from timing constraints to 

exceptions, ensuring that employees are well-informed and protected. Equally, 

employers are bound by stipulations that ensure they are responsive, maintain proper 

records, and adhere to compensatory mandates. This overview serves as a primer into 

the nuanced guidelines ensuring the safety, health, and rights of employees in the 

workplace. 

 

1. Medical Examination: 

 Initial Examination: After notifying the employer of an accident, an employee 

must undergo a medical examination by a practitioner chosen by the employer 

within three days. This examination is free. 

 Periodic Examination: An employee receiving half-monthly compensation 

payments may need to undergo periodic medical examinations. 

 Refusal Consequences: If an employee refuses a medical examination without a 

valid reason, their right to compensation might be suspended. 

 Leaving Vicinity: If an employee leaves the workplace's vicinity within three 

days of notifying about an accident and doesn’t undergo an examination, their 

compensation rights might be suspended. Compensation isn’t granted for the 

suspension period. 

 Death & Suspension: If an employee dies while their compensation rights are 

suspended, the Commissioner might direct the payment to the deceased's 

dependents. 

 Aggravation of Injury: If injuries worsen due to an employee's refusal for a 

medical examination or not following the doctor's advice, they won’t receive 

additional compensation beyond the initial determination. 

 2009 Amendment: Employees can be reimbursed for actual medical expenses 

incurred due to work-related injuries. 

 

2. Claims Before the Commissioner: 

 Notice & Timing: Claims are valid if an accident notice is given immediately 

after its occurrence, and the claim is made within two years of the accident or 

death. 

 Notice Book: The state government might mandate employers to maintain a 

notice-book detailing accidents, which must be accessible to employees. 

 Occupational Diseases: For such diseases, the "accident date" is considered the 

first day after continuous absence due to the ailment. For partial disablement 

without absence, the two-year period starts from the day the employee notifies 

about the ailment. If the disease manifests after employment ends, the period 

starts from when symptoms first appear. 
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 Exceptions for Notice: No notice is required for fatal injuries happening on the 

employer's premises or any controlled area, or if the employer already knew 

about the accident. 

 Claim Leniency: The Commissioner may consider compensation claims even 

without a timely notice or claim if there’s a valid reason for the delay. 

It's crucial for employees to promptly undergo medical examinations after an accident 

and notify their employer. On the other hand, employers should be diligent about 

recording and addressing such notices, ensuring employees' rights are respected, and 

that the claim procedures are clear and accessible. 

 

22.13 ADDITIONAL PROVISIONS RELATED TO 

EMPLOYEE COMPENSATION  

The complexities surrounding employee compensation in the wake of accidents or 

injuries at the workplace are governed by a comprehensive set of provisions, ensuring 

that both the employer's and the employee's interests are balanced. These provisions 

not only stipulate how compensation is determined and disbursed but also clarify the 

responsibilities of various stakeholders, especially in situations like employer 

insolvency or asset transfer. Special protocols cater to specific professions like seamen 

and aircraft crews, showcasing the Act's inclusiveness. Furthermore, the role of a 

Commissioner, appointed by the state government, stands central to the decision-

making and dispute resolution processes, with powers akin to civil courts. These 

regulations also emphasize transparency, mandating detailed reporting in case of fatal 

accidents and allowing for high court appeals against the Commissioner's decisions. 

Collectively, these guidelines aim to uphold the rights of employees while ensuring 

that employers have clear guidelines to navigate through compensation-related 

scenarios. 

1. Remedies against Contractor and Others: The primary employer, though liable 

to compensate for an employee's injury under a contractor, can seek 

indemnification from the contractor or another responsible person. All related 

disputes are to be resolved by the Commissioner. 

2. Insolvency of Employer: Should an employer become insolvent, the insurance 

contract ensures the employee's right to compensation, granting it a priority in the 

insolvency distribution process. 

3. Asset Transfer and Compensation: If an employer shifts assets without fulfilling 

existing compensation liabilities, the compensation becomes the primary charge on 

transferred immovable assets. 

4. Special Provisions: Specific protocols exist for masters, seamen, aircraft crew, 

workers abroad, and those associated with motor vehicles. 

5. Contracting Out: Agreements that relinquish an employee's right to seek 

compensation from the employer for work-related personal injuries are considered 

invalid. 
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6. Commissioner's Role: The state government appoints a Commissioner with 

specified eligibility. The Commissioner possesses powers equivalent to civil courts 

for certain functions. 

7. Representation: Parties can represent before the Commissioner through legal 

practitioners or other authorized officials. 

8. Agreement Registration: All agreements between involved parties related to 

compensation are to be registered with the Commissioner, ensuring authenticity 

and enforceability. 

9. Fatal Accident Reports: Employers must provide detailed reports on fatal 

accidents to the Commissioner, ensuring transparent and prompt compensation 

procedures. 

10. Appeals: Decisions made by the Commissioner can be appealed in the High Court. 

11. Returns: Employers might be mandated to provide detailed returns regarding the 

injuries and compensations paid. 

12. Penalties: Strict penalties exist for violations of the Act's provisions. 

13. Rule-making Power: State and central governments have the authority to 

establish rules to effectively implement the Act. 

 

22.14 SUMMARY 

In this unit, we have comprehensively explored the intricacies of employee 

compensation laws, underlining the critical support these regulations provide to 

employees affected by workplace-related injuries or diseases. We've examined the 

specific compensation calculations, emphasizing how these financial aids are 

meticulously tailored to the severity of incidents, from minor injuries to fatal 

occurrences. The unit underscored the essential procedural mandates, particularly the 

immediacy required in medical examinations and the detailed process of claiming 

compensation through the appointed Commissioner. 

Additionally, we navigated through special circumstances, including employer 

insolvency and profession-specific stipulations, highlighting the protective measures 

in place for employees' financial security. The pivotal role of the Commissioner, 

serving as an adjudicating authority, was recognized, ensuring the enforcement of laws 

and resolution of disputes. The unit concluded by emphasizing the legal safeguards 

against contractual infringements and the importance of transparency and ethical 

responsibility from both parties. This summary encapsulates the unit's guidance 

towards fostering a secure, fair, and conscientious occupational ecosystem. 

 

22.15 GLOSSARY 

Compensation: Monetary relief granted to an employee suffering from 

work-related injuries or diseases, calculated based on specific formulas related 

to the individual's monthly wages and the severity of the condition. 
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Disablement: A condition resulting from a work-related accident that reduces the 

individual's earning capacity, classified into temporary or permanent and total or 

partial categories. 

Commissioner: An official appointed by the state government, responsible for 

adjudicating disputes related to employee compensation, reviewing compensation 

claims, and ensuring compliance with the Act's provisions. 

Dependents: Individuals who rely on the employee for financial support, such as 

spouses, children, or parents, and are entitled to compensation in the event of the 

employee's death. 

Lump Sum: A one-time payment covering the total compensation amount, often in 

lieu of recurring half-monthly payments, especially in cases of permanent disablement 

or death. 

Contractor: A third-party individual or entity hired by the primary employer to 

complete specific tasks, potentially sharing liability for employee compensation in 

certain scenarios. 

Insolvency: A legal financial state wherein an employer cannot meet their debts, 

including compensation liabilities, with provisions ensuring employee claims are 

prioritized. 

Asset Transfer: The process of moving ownership of assets from one entity to 

another, with specific legal implications for outstanding compensation liabilities. 

Fatal Accident Reports: Mandatory detailed documentation submitted by employers 

to the Commissioner in cases of work-related employee fatalities. 

Appeals: Legal recourse allowing affected parties to challenge the Commissioner's 

decisions, generally conducted through the High Court. 

Medical Examination: Mandatory health check-ups conducted by a certified 

practitioner post-accident to authenticate the injury's severity and determine 

compensation eligibility. 

Permanent Total/Partial Disablement: Categories defining the extent of an 

individual's injury, impacting their work capacity indefinitely, with corresponding 

compensation calculations. 

Temporary Disablement: A short-term injury limiting an employee's working ability, 

warranting half-monthly compensation payments for the duration of recovery. 

Occupational Diseases: Ailments contracted due to the nature of an individual's work 

environment or job responsibilities, covered under the Act's compensation regulations. 

Rule-making Power: The authority granted to state and central governments to 

formulate rules ensuring the Act's effective implementation. 

Penalties: Sanctions or punitive measures applied for non-compliance with the Act’s 

provisions, ranging from fines to potential imprisonment. 
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22.16 ANSWERS TO CHECK YOUR PROGRESS 

MCQs 

1. B  2. C  3. B             4.C             5. C  6.B     
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22.19 TERMINAL QUESTIONS 

1.   What is the primary goal of strategic compensation management in an 

organization? 

2. How do base pay and variable pay contribute to an organization's competitive 

edge? 
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3. In what ways do bonuses and incentives impact employee performance? 

4. Describe the purpose and benefits of long-term incentive plans in an 

organization. 

5. Why are indirect compensations like health benefits and retirement plans 

essential in the workforce? 

6. How employee performance is typically linked to compensation strategies? 

7. What are the advantages of a pay-for-skill approach for both employees and 

the organization? 

8. Why is it important to adjust compensation based on geographical location and 

market conditions? 

9. How do equity and fairness in compensation management contribute to 

workplace harmony and productivity? 

10. What are some key legal and compliance issues to consider when formulating 

compensation strategies? 
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UNIT 23 PAY STRUCTURE ARCHITECTURE 
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23.4 Difference between Private and Public sector pay structure 
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23.9 The Theory of Wages 

23.10 Summary 

23.11 Glossary 

23.12 Answer to check your progress 

23.13 References 

23.14 Suggested Readings 

23.15 Terminal Questions 

 

 

 

23.1 INTRODUCTION  

Pay is the most essential factor that affects relationship at work. The alluring 

factors/things like the level and distributions, incentives and benefits will have a 

maximum positive effect on every organisation. It uplifts the morale and increases/ 

multiplies the workforce. The organisation must therefore develop appropriate pay 

systems for them that will enhance the money value and reward the workers according 

to their performance or contribution. Pay systems recognise people for their 

productivity to the organisation and rewards their efficiency.  

Pay systems should be easily understood and clear in its objectives. Moreover the 

financial benefits are not the only motivating factors for employee’s performance, 

there are others like profound satisfaction in the job, recognition and job security and 

an apt training that will increase their potentiality etc.  

The pay structure architecture is needed to assess the market and the worth for each 

job to manage employee pay efficiently. It enumerates the compensation costs and 

aids the decision of budget plans. It confirms compensation policy and supports the 

business goals. It becomes a mediator to talk with employees about their development 
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and certifies pay equity. It can aid the determination of salary for non-benchmark jobs 

and the administration is carried out easily.  

 

23.2 OBJECTIVES 

 After reading this unit you will be able to: 

Understand the meaning of Pay Structure Architecture 

 Comprehend the objectives of Pay Structure Architecture. 

 Learn the functions of Pay Systems. 

 Learn the theories of wages and pay systems 

  Prepare Trial balance according to Total, Balance and Total and Balance Method 

 

23.3 NEED FOR PAY STRUCTURE ARCHITECTURE 

The pay structure architecture is needed because of the following reasons that include  

There is a significant change over the last quarter century in the contingent pay 

schemes that includes collective forms of pay systems.  

In a bigger scenario this is credited to the ever changing nature of the occupation and 

employment relationships. There are new set of expectations from the stakeholders, 

technological shifts and increase in globalization.  

 

23.4 DIFFERENCE BETWEEN PUBLIC AND PRIVATE 

SECTOR PAY STRUCTURE 

The public sector is persistent to play an important role as an employer and the 

determination of pay is by the government rather than market forces. The pay 

openness is with narrow pay bands. Though recently in India there are some of the 

changes that like the replacement of a life time employment contract with the 

performance based pay systems and a structured approach to HRM. It was found that 

for the white collar jobs the pay and bonuses were decided on the basis of individual; 

employees received performance related salary and individual bonus / commission. 

However the blue collar workers group bonuses were allocated which were governed 

by pay / bonus acts. Although there is a subtle transition in pay systems which reflects 

a shift from traditional based seniority systems to PRP systems in India however the 

above mentioned trend is more seen in the private sector organisations.  

The HR practices in India are influenced by the ownership structures, the government 

sector compensated employees based on the seniority while the organisations of 

private sector preferred skills and competencies based pay systems. Moreover, HR 

policies lead by organisations varied with the level of employees.  
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23.5 OBJECTIVES/FUNCTIONS OF PAY 

The below mentioned points are seen as the functions of pay 

23.5.1 Recruitment of Employee   

Practically, pay is an important aspect in attracting, retaining and mobilizing for the 

sustainable competitive benefit of the organisation – its employees for which various 

pay methods are used. Pay is used as a key factor in recruitment of employees who are 

more difficult to hire and to encourage performance focused employees. Sometimes 

the under pay may be seen insufficient by the best applicants for an employment who 

may refuse the job offer while it may lead to the losing the best performing present 

employees from the firm. Also, sometimes the flexibility in pay can be linked with the 

discretion management in the determination of the pay at the time of entry or 

recruitment. 

23.5.2 Retention of Employee  

The retention of the employee is important to the organisations both in reduction of 

turnover costs and also to preserve the precious team of talent for the long-term 

success of an organisation. This may lead sometimes to the loss of firm’s valuable 

information regarding the organisation, its customers, its current projects and also the 

past history of the firm to its close competitors. Moreover there is a loss of time, 

money and resources used for the training and development of the employee.   

There are many other identified factors to retain the employee in an organisations 

namely satisfaction of the job, commitment to the organisation, valued rewards, 

closeness, and as well name and fame, opportunities to grow, culture and recognition 

of an employee. Some other beneficial factors that have the similar influence are like 

training opportunities, enhanced recruitment processes, pension schemes, 

transportation and profit sharing. Also the higher payment, team spirit, inclusion in 

management decision making and a pleasant work space have a constructive effect on 

retention. The prestige of the firm and growth opportunities are the usual causes found 

to be the retention factors for the high performers. As well extrinsic rewards can be 

used for the retention of low performers. Motivational rewards and acknowledgment 

has also been practically demonstrated to retain the employees.  

23.5.3 Motivation of the Employee  

Taylor designed the theory of instrumentality in 1911 that becomes genesis of all the 

other motivation theories. He suggests, “It is impossible to get workers to work harder 

than the average worker around them unless they are assured of a large and permanent 

increase in their pay.”  

The efforts of the employees who are motivated by and value monetary rewards will 

be increased if the performance-based pay is executed in an organisation and they will 

work harder. There is a direct relationship exists between desired target behaviour and 
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the consequences as proposed in the reinforcement theory. In this instance, 

performance is the behaviour and the consequence is pay.  

23.5.4 Change in culture of the organisation 

The pay structures and systems can reinforce or change the culture of the organisation 

i.e. the norms and values practised in an organisation. The same is confirmed in the 

case of PRP. The PRP reflects a cultural shift towards systems which encourage 

flexible results, entrepreneurial spirit and individual initiative in a private sector and in 

the public sector organisations the pay brings cultural change which in turn enhances 

performance and efficiency. 

 

23.6 FACTORS INFLUENCING SALARY STRUCTURE 

The pay policies of various organisations adapt differently. Some of the organisations 

pay the minimum necessary as required by labour legislation to attract needed number 

and the kind of employee.  On the other hand some firms pay well above the market 

rates to attract and retain highest calibre. Higher pay would cause inviting better 

people who will prod use than the common employee. This more production 

consistent with worker method more output in keeping with man-hour.Sometimes 

higher pay also depends on the blend of promising product sell demand, higher 

capacity to give and the good deal of the trade union. However a large group of firms 

choose to be competitive in their pay.  

Most of the organisations give primary importance to two pay criteria,  

1. Job requirements,  

2. The prevailing pay rates in the market. The secondary importance is given to 

certain factors like change in the cost of living, supply and demand of labour and the 

capacity to pay. 

Majority of the employers need to pay no less than their close competitors 

irrespective of the firm’s profits or losses, hence in the short run economic influence 

on the capacity to pay is approximately nil. But in the long the capacity to pay is very 

significant.  

The employers pay high salaries to contain beneficial interaction due their improved 

capability to pay at the time of prosperity but at the time of depression the firms tend 

to cut short the pay because funds are not sufficient. The marginal firms and non-

profit organisations like health and educational organisations contribute minimum 

towards the pay due to low or no profit. 

There is rise in the pay if the demand for certain skilfulness is great and the required 

supply is low. This kind of need forces the organisations to redefine the hard to fill 

jobs than the suggestions by the job evaluation.  
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There is alternative way to pay increased salaries if the labour supply is scarce and the 

salaries will be lower if it is excess. The supply- demand criterion is nearly related to 

existing pay packages; comparable salary, on-going pay concept etc are decided by the 

immediate market aspects. The reasons are mentioned below 

First, the rivalry among the close competitors demands to stick to the similar 

relative salary level. 

Second, different government labour laws and the judicial decisions decide the 

implementation of uniform salaries. 

Third, to have equal pay and work trade unions demand the similar pay packages 

and to eliminate the regional variations in the practice of pay. 

Fourth, the organisation with similar functions basically need similar quality of 

people with skills and expertise, hence there is need to maintain the uniformity in 

salary pay. 

Finally, to attract and maintain the quantity and quality of man power there has to be 

pre-defined general pay rates by the organisations. 

However there is a general observation certain organisations pay higher packages to 

gain goodwill and to ensure the sufficient supply of labour. But there are other 

organisations consider lower wages to be economic and to lower the hiring 

requirements.  

A good pay policy has to be adopted on the basis of job assessment program to build 

the fair deal in pay differences in job. There are few factors to be considered to 

administer the pay and salary besides the job description and assessment. They are as 

follows: 

1. The ability of the organisation to pay 

2. Manpower supply and demand 

3. The existing market rate 

4. The living cost 

5. Living pay 

6. the productivity 

7. The bargaining power of the trade unions 

8. The requirements of the job 

9. The attitudes of the managements 

10. The factors related to psychology and sociology  

11. The availability of skilled manpower in the market 
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Fig.1 The pay and salary criteria 

 

 

23.7 PAY STRUCTURE ARCHITECTURE 

The designing of pay scale by the managers can be carried out with the 

production of internal and external data and information of pay.    

To design so the managers must:  

 Set a development or pay policy link. 

 Determine the need for one or more pay structures. 

 Display job data 

 Establish the characteristics of the pay structure such as number, width, and 

height of pay grades, and overlap 

 Stop overlapping pay structures (when using more than one) 

 

 

 

 

 

 

 

 

Fig. 2 Stages involved in pay structure 
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23.7.1 Pay policy line determination 

Every firm need to lay out a custom designed pay policy line that could be a trend or a 

best fit. It has to represent the middle value of jobs which have been evaluated or 

categorised to have specific really worth. 

The process most firms follow in instituting a pay policy or trend line is to find the 

prevailing market rates for different standard posts that include the entire range from 

minimum to maximum pay rates.   

The pay rate information obtained through surveys can be plotted as a scatter diagram 

or scatter plot. And there is another simple method called least square method is 

available to get the market rate or going rate of pay for the lowest and highest paid 

jobs.  The first approximation of pay policy line can be done by connecting these 

points. Most of the firms utilize the pay policy line to locate midpoint values for all 

their jobs. It is also useful to plot the survey data and compare with the internal pay 

structure.  

From the pay policy line, organizations establish the minimum and maximum pay 

levels, the relationship between pay grades, and the range of a pay grade. 

23.7.2 Need for More Than One Pay Structure 

The multiple pay structures are needed to focus on the factors that control the actual 

pay of the different professional groups comprising most organizations. A key cause 

for using multiple pay structures is that pay rates for more advanced jobs increase 

geometrically rather than linearly. 

Large organizations need to have at least three pay structure lines: 

 Blue collar manual labor, craft, and trade workers. 

 Nonexempt white collar salaried workers. 

 Managerial, administrative, and professional exempt employees. 

Few firms maintain a fourth pay structure for their highly paid executives. 

23.7.3. Displaying Job Data  

Though there is an evident requirement for more than one trend line or pay policy line, 

but there is a availability of statistical procedure for avoiding multiple structures.   

This suggested procedure presents pay data in the form of curvilinear relationship than 

a straight line. The arithmetic progression used in pay structure produces a straight pay 

police line. But Geometric progression where pay ranges vary by way of some 

constant rate of increase will produce a curved pay policy link. To show a geometric 

progression in a straight line a logarithmic scale is used. Two values of central 

tendency most utilized in analyzing pay relationships are the: 

• Mean 

• Median 
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To determine the market value or increasing rate of a job, the common value or mean 

is chosen. But it isn't constantly the quality desire. In the final analysis it depends at 

the distribution of the data. 

23.7.3 Identifying The Lowest And Highest Rates Of Pay  

To identify the lowest rate of pay it is needed to note: 

 Legal requirements. 

 The prevailing union scales in local markets. 

 All area wage scales. 

A high low-end rate pushes all rates too high.....And a low low-end rate promotes to 

much turnover. Highest rates of pay are a more subjective consideration. The highest 

and lowest average values should be the midpoint of the pay for those jobs assigned 

this rate when there is a range of pay available for each category. 

23.7.5 Determining Progression from Lowest To Highest Pay Rate 

The basic design criterion that determines pay variations in transferring through a pay 

structure is the midpoint-to-midpoint differences. Midpoint-to-midpoint pay difference 

is the percentage change in the middle value from one adjoining pay grade to the 

following. Midpoint-to-midpoint pay progressions varied from as low as 3% to as high 

as 25% and probable higher is a few cases. Normally, low midpoint-to-midpoint 

variations are observed in pay systems of lower-paid, unskilled, semiskilled, and 

clerical employees. 

High differences are found in pay structures of the executives and the senior managers 

of an organization. The following issues must be considered when determining the 

suitable midpoint-to-midpoint variations: 

 The smaller the difference between midpoints the greater pay rates to assign to 

a specific task. 

 The greater prices of pay the extra opportunity for assigning unique rates of 

pay to jobs with minor variations.  

 The more the variations among pay rates the less difficult it is for jobholders to 

perceive differences in really worth between jobs. 

 A small difference among midpoints may force an organization to have more 

than one pay structure. 

 For jobs at the lower end of the pay structure, a 6% to 7.5% distinction in 

midpoints may be suitable;   

 For those inside the middle of the pay structure an 8% to 10% difference would 

normally observe; and  

 At the executive end of the structure the difference would generally range from 

15% to 25%. 
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23.7.6 Developing Pay Grades  

Pay grades are nothing greater than convenient groupings of a wide variety of jobs or 

classes comparable in work difficulty and complexity necessities however likely 

having nothing else in not unusual. It may additionally provide for a single rate, or it is 

able to permit for a number pay within a positive grade. The pinnacle or most charge 

of pay of a pay grade states that this is the maximum that work produced by way of a 

process in this grade is well worth to the company.  

The bottom places a minimum cost at the contributions of the assigned task. The 

distance between minimal and maximum recognizes the variety of performance and 

revel in of incumbents inside the assigned process(s). 

 

23.8 THE GRADE AND PAY STRUCTURE TYPES 

The pay structures types are multi-graded, broad-graded, broad-banded, job family, 

career family and pay spine.  

23.8.1 Multi-graded structure  

A multi-graded structure is shown in Figure 3 (sometimes called a narrow-graded 

structure) has job grades sequence where broadly equivalent value of jobs is placed. 

There are 10 or more grades and especially in the public sector a long established 

structure, may have 18 or even more grades.  

Bracket of job evaluation points define Grades as any job for which the job evaluation 

score falls within the points bracket for a grade would be allocated to that grade. 

Alternatively, grade definitions or profiles defines the grades as that provide the 

information required to match jobs set out under job demand factor headings 

(analytical matching).  

‘Mid-point management’ methods are often used to study and manage pay policies by 

comparing actual pay with the reference point that is regarded as the policy pay level. 

‘Comparatios’ measure the association between actual and policy rates of pay in terms 

of percentage. The compa-ratio is 100 per cent if two coincide. This analysis 

establishes a comparison between pay practice (actual pay) with pay policy (the rate 

for a person who is fully qualified and competent in his or her job).  

The disadvantage of multi-graded structures is that they support ‘grade drift’, i.e 

unjustified upgrading.  
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Figure 3 A multi-graded structure 

 

23.8.2 Broad-graded structures  

The Broad-graded structures, as shown in Figure 4, is different from multi-graded 

structures as they have six to nine grades rather than the 10 or more grades. This 

involves ‘reference points’ or ‘market anchors’ to show the rate of pay for a proficient 

expertise in the grade and are in par with market rates in agreement with ‘market 

stance’ policy. The management of the grades and pay ranges in the similar way as 

multi-graded structures (ie mid-point management) except the increased width of the 

grades. The organizations sometimes initiate methods to control development in the 

grade so that the employees do not certainly reach its upper pay limit. The methods 

are:  

 Reference point control – scope is provided for progression according to 

competence by increments to the reference point. Thereafter, individuals may 

earn cash bonuses for high achievement that may be consolidated up to the 

maximum pay for the grade if high achievement levels are sustained.  

 Threshold control – a point is defined in the pay range beyond which pay 

cannot increase unless individuals achieve a defined level of competence and 

achievement.  

 Segment or zone control – an extension of threshold control that involves 

dividing the grade into a number of, frequently three, segments or zones. Broad-

graded systems are used to triumph over or at the least alleviate the grade float 

hassle endemic in multi-graded systems. If the grades are described, it is easier 

to distinguish them, and matching (comparing role profiles with grade 

definitions or profiles to discover the high-quality suit), will become greater 

accurate. But it could be hard to manipulate development and this would 

£ 
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increase the costs of operating them, even though those costs could be offset 

through better control of grade glide. 

 

 

 

 

 

 

 

 

Fig 4 A board-graded structure 

23.8.3 Broad-banded structures  

Broad-banded structures condense multi-graded structures into bands of four or five 

‘bands’, as shown in Figure 5. The procedure of initialising broad-banded structures is 

called ‘broadbanding’. Originally, a broad-banded structure has no more than five 

bands, with, a width of 70 to 100 per cent. These Bands are unstructured and flexible 

pay was managed than in a traditional graded structure (no defined limit for 

development that depended on skill and the assumption of wider role responsibilities) 

and increased attention was paid to market rates.  

Though there is a difference between broad bands and broad grades but the 

managements generally adopt a traditional approach to pay with the use of analytical 

job evaluation, mid-point management and compa-ratio analysis techniques. Broad-

banded are the structures with six or seven grades though their characteristics are 

typical of broad grades.  

 

 

 

 

 

 

 

 

 

Figure 5 Narrow- and broad-banded structures 
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However, later broad bands are included structure. The reference points were 

associated to the market rates surrounded with clustered into similar roles. The 

clustered roles were then formed into zones for individual jobs or groups jobs. These 

zones positioned limits on pay development. The boundaries of the band were defined 

by job evaluation to decide the reference points on the basis of jobs in combination 

with market pricing. The originality of broad-banding was therefore modified with the 

introduction of structure and job evaluation became more significant to define the 

structure.   

23.8.4 Job family structures 

The job family structure includes jobs like marketing, operations, finance, IT, HR, 

administration or support services as their function. They are associated through the 

functions carried out and the fundamental information and skill-set needed, but there is 

difference in the levels of responsibility, knowledge, skill or competency. As shown in 

Figure 6, various families of job are noted and the levels in each family are defined in 

terms of key activities carried out and the needed information, ability and the 

competency to perform. The career paths are defined for the people to advance their 

career in the family. Characteristically, the job family structures contain six to eight 

levels similar to broad-graded structures. Some families may have more levels than 

others.  

These structures having its own pay structures takes care of the various levels of the 

market rates between families (this is sometimes called a ‘market group’). There is no 

read-across between them unless analytical job evaluation is used. 

23.8.5 Career family structures  

It similar to job family structures as depicted in figure 7. The difference is that in a 

career family, jobs in the related levels are of the similar size range and, if there is an 

analytical job evaluation, the same range of scores are used. Similarly, the pay ranges 

related to the levels across the career families are similar, though to encounter the 

pressures of the market, market supplements or premiums may be added for individual 

jobs. In effect, a career structure is a single-graded structure in which each grade has 

been divided into families.  
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Figure 6 A job family structures 

 

Operations  Finance  IT 

Level 1 Level 1 Level 1 

Level 2 Level 2 Level 2 

Level 3  Level 3  Level 3  

Level 4 Level 4 Level 4 

Level 5 Level 5 Level 5 

Level 6 Level 6 Level 6 

 

Figure 7 A career family structures 

These structures focus on career enhancement as part of an incorporated approach to 

HRM.   

23.8.6 Pay spines  

These pay systems are used in public sector and charities that have embraced a public 

sector approach to reward management. As shown in Figure 8, they have sequence of 

incremental ‘pay points’ ranging from the minimum to the maximum paid jobs 

included in the structure. Characteristically, pay spine increments range from 2.5 to 3 

per cent. The increments are standardised from top to the bottom of the spine, or the 

increments may be different at different levels, at times expanding towards the top. 

Operations  Finances   IT 

£ 
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Development through a grade is dependent on service, although a lot of organizations 

give scope for increasing increments.   

 

 

 

 

 

 

 

 

 

Figure. 8 A pay spine 

 

23.8.7 Spot rates  

Certain organizations adopt spot rates rather than a graded structure for any types of 

jobs. Spot rates are also called as rate for the job is executed for manual jobs like 

defined or semi skilled whose rate can be bargained with a trade union. These are very 

often used in retail organizations for the staff of customer service.  

These are many times related to a person than a job. These are mainly controlled by 

the market rates and bargaining capacity of management unless it is discussed. These 

rates may not enhance the career development of the individual. But there is a 

possibility to progress further with enhanced skill and competence. .  

These are used in firms where there is simple organisational structure specially in the 

companies of manufacturing and retailing. The organisations choose spot rates to have 

the scope to pay as per their wish. These types of pay structures are preferred in small 

or start-up organizations which would like to reserve the flexibility of pay. But this 

may sometimes lead to issues of justice that may be hard to handle.   

23.8.8 Individual job grades  

Individual job grades are, similar to spot rates with a stated range of, say, 20 percent 

both sides of the defined rate. This can be used to give scope for pay development 

pertaining to the performance, competence or contribution. However the midpoint of 

the range is set with reference to job evaluation and market rate comparisons.  

These are related to the job description than people. But these give the freedom to shift 

between the grades unlike the traditional grade structure. This structure of pay can be 

used in case of the growth of the responsibility than the upgradation in job. These can 

be limited to particular jobs like senior managers, where the increase in the rate of pay 

is needed. These entitle freedom of choice than the traditional structures but involves 

£ 
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in pay imbalance. This pay structure is similar to the zones set in broad banded 

structures related to individual job grades. 

Broad-graded structures are at present mostly accepted. These have slowly replaced 

narrow-graded structures. The job family structures are preferred over career family 

structures.  

 

 

Check Your Progress – A 

 

Q1. State the steps involved in pay structure architecture? 

    -----------------------------------------------------------------------------------------------------

----------------------------------------------------------------------------------------------------- 

   ------------------------------------------------------------------------------------------------------ 

Q2. Explain the need for pay structure architecture? 

--------------------------------------------------------------------------------------------------------

-------------------------------------------------------------------------------------------------- 

   ------------------------------------------------------------------------------------------------------ 

 

MCQs 

 

1. A good pay policy depends on       

a. Job assessment  

b. Market rate  

c. Employee ability  

d. Employer decision 

2. The important step in designing a job structure    

a. Employee experience  

b. Employer generosity 

c. Designing a policy line  

d. None of the above 

3. How many theories of wages are mentioned above   

 a. 6  

 b. 4   
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 c.  7   

 d. 10 

4. Most preferred pay structure now in most of the organizations  

a. Broad-graded structures  

b. Broad-band structure  

c. Job family structures  

d. Career family structures 

5. Situation in organization in which differences of individual pay with different 

level of performance becomes small is classified as     

a. Pay compression  

b. Grade compression  

c. Equity compression   

d. Matrix compression 

 

 

Q4. Fill in the Blanks with appropriate word or words. 

1. Individual job grades are, similar to ------------------what rates 

2. Subsistence theory also known as ------------------ 

3. Pay grades are ---------------------- 

4. ------------------------ significant role in Marxist Economics  

5. --------------- can be fixed by comparison with an accepted standard wage 

 

23.9 THE THEORY OF WAGES 

There are two significant theories that explain the nature of the pay structures: 

Conventional theory of pay determination 

This theory explains how the law of supply and demand determines the pay structure. 

If there is a particular demand for the skill, then their salary package will be high. 

Ex: these days there is demand for data analytics hence there is higher pay. 

In the similar way there is a great demand for doctors and lawyers who are 

especially skilled hence they are required to pay more.  

Theory of negotiated pay 

The pay of the employee members of the trade unions is decided by the collective 

bargaining of the unions whatever may be the expertise of the employee. 
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There are many mechanism of pay are used in various industries and in different 

countries. The pay is significantly based on the time, results, performance etc. 

Pay is decided based on the bargaining of the individuals or unions, public or state 

regulations. Many theories have explained how the pay is determined and are 

mentioned below. 

 The theory of pay  

 Subsistence theory 

 Wage fund theory 

 The surplus value theory of pay 

 Residual claimant theory 

 Marginal productivity theory 

 The bargaining theory 

 Behavioural theories 

These theories are discussed in detail.  

1. Subsistence theory 

Sudsistence theory also known as ‘Iron law of Wages was given by David Ricardo is 

“The labourers are paid to enable them to subsist and perpetuate the race”. 

The down fall of wages below subsistence level would lead the decrease in the number 

of workers and that may lead many issues. According to this theory when the wages 

are higher, more workers may be generated and when the wages are the minimum 

there may be decrease in the number of workers. However in each case the supply is 

back to subsistence- level equilibrium. 

This theory plays significant role in Marxist Economics. However this theory is no 

longer to the modern economics. 

2. Wages fund Theory 

Adam Smith has developed this theory on the fundamental assumption that wages paid 

from a pre-set up fund may be considered as savings. 

According this theory the surplus fund is large then the wages are high otherwise 

the wages can be reduced to the subsistence level. Hence the size of the fund 

determines labour and the wages. 

3. The Surplus value theory of Wages 

Karl Max has developed this theory stating that the labour is seen as a commodity that 

can be bought on payment of subsistence price. 
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The time spend by the labourer to generate the product determines the cost of the 

product. Marx considers his theory of surplus-value to be the most valuable 

contributions to the development of economic analysis. 

4. Residual claimant Theory 

This theory was proposed by Francis A Walker. This theory stresses four important 

factors for business viz., land, labour, capital and entrepreneurship.  

Payment has to be decided based on the value created in the manufacture. In a way to 

say that labour is the residual claimant. 

5. Marginal productivity Theory 

According to Philips Henry Wicksteed and John Bates Clark the marginal 

productivity theory states that the wages can be paid based on the business 

estimates of the value that can be produced by the least and trivial worker. So 

wages can be decided based on the demand and supply off labour. 

So employees get what they are economically deserved. This theory supports the 

employer to have large share of profit and the less needs to pay the labourers. It 

also supports the replacement of man power with technology. 

6. The bargaining theory of wages 

John Davidson proposed this theory that states the wages can be decided depending 

upon the considerable bargaining capacity of the workers or trade unions and of the 

employers as well. If the trade union is involved many factors involving wages are 

determined by both trade unions and the employers.  

7. Behavioural theories 

Behavioural theories are proposed by notable industrial psychologists and sociologists 

namely Marsh Simon, Robert Dubin, Eliot Jacques based on the research studies 

conducted by them. Briefly such theories are: 

 The Employee’s Acceptance of a Wage Level 

The size and the name and fame of the organisation, the pay and benefits offered 

by the organisation in percentage to the contribution made by him may orient the 

employee to remain in the organisation.  

 The Internal Wage Structure 

The internal wage structure is affected  by the rules and regulations, traditions 

practiced in the organisations, the prestige attached to the job, the social 

recognition, maintenance of consistency in the wages, the ration between 

maximum and minimum wages etc.  
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 Wage and Salaries and Motivators 

Capital is very often seen as significant factor in meeting the basic and other 

needs of the human beings. The pay and salaries provide employees the 

purchasing power.  

The genuine motivators include performance based bonuses, incentives, monetary 

recognitions for certain achievements.  

 

23.10 SUMMARY 

The decisions and methods are given in detail to structure the pay scales. Most of the 

organisations decide the employees’ pay based on the competitors. Each business unit 

adopts its own suitable policy for each unit and job groups. The pay policy lines 

becomes base for the design pay grades and ranges.   

The grades help to understand the exterior and interior influencing factors for the 

decision of pay. There is no particular rate set for a job in the market but a series of 

rates are set for jobs. The series of pay rates are due to the supply and demand, 

differences in the excellence of people and variations in the policies of the employers. 

It is also due to the fact of employer valuing particular job and people. It also speaks 

of the emphasis that the employer has towards the mix of pay.  

The range in pay helps to note the variations in the individual performances and 

experiences. Hence the pay range is steady with differences in the diplomacy in jobs.   

The structuring pay is explained based on the certain stages. Each organisation is free 

to follow certain guidelines to structure the pay range. The types of pay structures are 

explained where the preference of broad banding, a flexible pay structure over other 

grades and ranges is due to the continuous change in the work environment in many 

successful organizations. It gives autonomy to embrace the changes without further 

approvals but risks self-serving and is potentially inequitable.  

This chapter explains the need and the factors influencing pay structure followed by 

the requirements like competitive positioning, survey design and analysis, setting the 

pay policy line (how much and what forms), and designing grades and ranges or broad 

bands. The next part of the chapter explains the types of pay structures adopted by 

various firms and gives detail explanation of the theories of wages.  

 

23.11 GLOSSARY 

Appraisals-evaluations assessments of the value or performance of 

something (example: job appraisals) 

Base salary - a fixed amount of money paid for work performed compensation that 

does not include benefits, bonuses or commissions 
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Benchmarks - measures or markers a basis for judging or measuring something else 

Career planning - managing professional goals taking steps to improve professional 

skills and create new opportunities 

Compa-ratio- math formula for comparing salaries a number comparing a person’s 

salary to other salaries for the same job; the comparison ratio is calculated by taking a 

person’s salary and comparing it to the mid-point of other salaries (if a person earns 

$45,000 per year in a job where the salary mid-point is $50,000 per year, the compa-

ratio is $45,000/$50,000 = 90%) 

Compensation- salary and benefits everything that an employee receives for working, 

including pay and non-monetary benefits 

Competencies- the abilities needed to do well in a specific job the skills, behaviors, 

and knowledge that are needed to succeed in a specific job 

Corporate culture- the beliefs and behaviours of an organization the values, 

language, rules, procedures, expectations, and processes that affect how employees of 

an organization think, act, and view the world 

Governance- system of rules to regulate behavior system of rules and processes an 

organization creates in order to comply with local and international laws, accounting 

rules, ethical norms, and environmental and social codes of conduct 

HR- human resources function within an organization that focuses on implementing 

organizational strategy, as well as recruitment, management, and providing direction 

for the people who work in the organization 

Incentive- motivation, inducement a monetary or non-monetary reward to motivate an 

employee (for example, a bonus or extra time off) 

Job analysis- review of job tasks and requirements a study of the major tasks and 

responsibilities of jobs to determine their importance and relation to other jobs in a 

company 

Job family -a set of related jobs performed within a work group or occupation groups 

of occupations based upon the type of work performed, skills, education, training, and 

credentials 

Median- the middle value in a series of numbers “the middle number in a series. For 

example, in the series “13, 13, 13, 13, 14, 14, 16, 18, 21””, the median is 14, with four 

numbers to the left and four numbers to the right” 

Minimum wage- least amount paid for work the lowest hourly, daily or monthly 

salary that employers must legally pay to employees or workers 

Manpower- an organization’s workforce the total number of individuals who make up 

the workforce of an organization 

Recruitment- process of identifying and hiring qualified people process of attracting, 

screening, and hiring qualified people for a job 
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Range- the difference between the most and least the amount covered, or the amount 

of difference (for example, a “salary range” is the difference between the lowest and 

highest amount paid for a particular job) 

Remuneration- pay or salary money paid for work, including wages, commissions, 

and bonuses, overtime pay, and pay for holidays, vacations, and sickness 

Retention- keeping employees methods of motivating employees to stay with the 

organization and making sure employees are satisfied and rewarded 

Sustainability- the capacity to endure over time the capacity to stay, hold or maintain 

something, such as a concept, economy, geography, environment, and so on 

Wage band- Salary range, pay scale, compensation rate The lowest and highest wages 

paid to employees who work in the same or similar jobs 

Grade structure - A grade structure consists of a sequence or hierarchy of grades, 

bands or levels into which groups of jobs that are broadly comparable in size are 

placed. 

Pay structure - A pay structure defines the different levels of pay for jobs or groups 

of jobs.  

Spot rates - A spot rate is the rate for a job or an individual that is not fitted into a 

grade or band in a conventional grade structure and does not allow any scope for pay 

progression.  

Individual job grades -Individual job grades are essentially spot rates to which a 

defined pay range on either side of the rate has been attached to provide scope for pay 

progression. 

 

23.12 ANSWERS TO CHECK YOUR PROGRESS 

 

MCQs 

 

1. A       2. C     3. C                 4. B       5. A 

 

Fill in the blanks 

1. Spot Rates 

2. Iron Law of Wages 

3. Grouping of variety of Jobs 

4. Subsistence Theory 

5. Wage Theory 
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23.15 TERMINAL QUESTIONS 

1.   What is the primary goal of strategic compensation management in an 

organization? 
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2. How do base pay and variable pay contribute to an organization's competitive 

edge? 

3. In what ways do bonuses and incentives impact employee performance? 

4. Describe the purpose and benefits of long-term incentive plans in an 

organization. 

5. Why are indirect compensations like health benefits and retirement plans 

essential in the workforce? 

6. How is employee performance typically linked to compensation strategies? 

7. What are the advantages of a pay-for-skill approach for both employees and 

the organization? 

8. Why is it important to adjust compensation based on geographical location and 

market conditions? 

9. How do equity and fairness in compensation management contribute to 

workplace harmony and productivity? 

10. What are some key legal and compliance issues to consider when formulating 

compensation strategies? 
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UNIT 24 COMPENSATION MANAGEMENT IN 

MULTINATINAL ORGANIZATIONS 

 

24.1   Introduction  

24.2    Objectives 
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24.4     Importance of Compensation Management 

24.5     Compensation Strategies in Multinational Organizations 
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24.9     Summary 

24.10 Glossary 

24.11 Answer to check your progress 
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24.13 Suggested Readings 

24.14 Terminal Questions 

 

 

24.1 INTRODUCTION  

Milkovich & Newman: "Compensation is all forms of financial returns and tangible 

services and benefits employees receive as part of an employment relationship." 

 Gary Dessler: "Compensation refers to all forms of pay or rewards going to 

employees and arising from their employment." 

 Armstrong: "Compensation management is the process of managing, analyzing, 

and determining the salary, incentives, and benefits each employee receives." 

Compensation management refers to the strategies, policies, and processes 

implemented by an organization to allocate wages, salaries, benefits, and other 

rewards to its employees. In multinational organizations (MNCs), this task becomes 

more complex due to the global context in which they operate. Differences in 

economic conditions, labour markets, legal frameworks, cultural norms, and employee 

expectations across countries present challenges to formulating a consistent yet 

competitive compensation strategy. This chapter explores the key concepts, 

challenges, and approaches to compensation management in multinational 

organizations. 
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24.2 OBJECTIVES 

 After reading this unit you will be able to: 

 To understand the key elements of MNCs compensation 

 The challenges and strategies of compensation 

 Know about the performance management 

 Importance of compensation management 

 

24.3 KEY ELEMENTS OF COMPENSATION IN MNC 

Compensation management in multinational corporations (MNCs) involves structuring 

pay and benefits systems that not only attract, retain, and motivate employees but also 

align with organizational goals, local labor markets, and legal requirements. The key 

elements of compensation in MNCs include: 

A. Base Pay 

Base pay refers to the fixed compensation employees receive in return for the work 

they perform. In MNCs, determining base pay is complex because organizations 

must account for: 

 Local Market Conditions: Base pay varies greatly across countries depending 

on local labor market conditions, industry standards, and economic factors. For 

instance, the salary of a software engineer in New York may be much higher than 

that in India, even if they are performing similar roles. 

 Internal Equity: MNCs need to ensure that employees across different countries 

perceive the pay system as fair. This involves balancing the variations in local 

pay levels with internal equity within the global organization. 

 External Competitiveness: Base pay must be competitive within the local 

market to attract and retain talent. MNCs typically benchmark salaries against 

local industry standards and competitors to ensure their compensation remains 

attractive. 

B. Incentives and Bonuses 

Incentives and bonuses are performance-based elements of compensation aimed at 

motivating employees to achieve specific business goals. In MNCs, these can be 

designed based on: 

 Global Standards vs. Local Adaptation: While global performance standards 

may be set for top-level management, incentive structures might need to be 

localized to reflect cultural differences in risk-taking and reward expectations. 

For example, while performance bonuses may be common in the U.S., employees 

in some European countries may value long-term job security over high-risk, 

high-reward bonus systems. 
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 Short-Term vs. Long-Term Incentives: Short-term incentives like annual 

bonuses reward immediate achievements, while long-term incentives, such as 

stock options or restricted shares, align employee interests with the company’s 

long-term goals. 

 Taxation and Compliance: In MNCs, incentive and bonus structures need to be 

compliant with the local tax regulations and labor laws of each country. In some 

regions, certain types of bonuses might be heavily taxed or restricted. 

C. . Benefits and Perks 

Employee benefits and perks represent indirect forms of compensation that vary 

significantly from one country to another. They include health insurance, retirement 

plans, paid leave, and other non-wage perks such as transportation or childcare. In 

MNCs, managing benefits is challenging because: 

 Legally Mandated Benefits: Some benefits are legally required in specific 

countries, such as social security contributions, pension schemes, or mandatory 

paid leave. MNCs must ensure compliance with these requirements. 

 Cultural Expectations: Different cultures place different values on various types 

of benefits. For example, European countries may prioritize longer paid vacations 

and robust retirement plans, while employees in the U.S. may place greater 

emphasis on healthcare and retirement contributions. 

 Global Standardization vs. Localization: MNCs often face the dilemma of 

standardizing benefits across their global workforce for administrative ease or 

customizing them to align with local expectations and legal frameworks. 

D. Equity Compensation 

Equity compensation, such as stock options, restricted stock units (RSUs), or 

employee stock purchase plans, is commonly used by MNCs to align employee 

interests with the company’s long-term growth and performance. Key aspects 

include: 

 Executive Compensation: Senior executives in MNCs are often compensated 

with stock options or equity grants to motivate them to focus on the company’s 

long-term success. 

 Retention Tool: Equity compensation is a powerful tool for employee retention, 

as it ties employees’ financial gains to the company’s stock performance and 

encourages them to stay with the organization for a longer period. 

 Global Variations in Taxation: MNCs must manage the complexities of equity 

compensation across multiple countries, where tax treatments of stock options 

may vary widely, affecting both the employee’s take-home value and the 

company’s tax obligations. 

 

E. Expatriate Compensation 
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MNCs often deploy employees to foreign assignments, requiring special 

compensation packages for expatriates. These packages are usually designed to 

ensure that expatriates maintain a comparable standard of living to their home 

country and are compensated for the challenges of working abroad. Key components 

include: 

 Base Salary and Adjustments: Expatriates may receive a base salary adjusted 

for the cost of living in the host country. This is often done using a balance sheet 

approach to equalize the difference in living costs between the home and host 

countries. 

 Allowances: These may include cost of living allowances (COLA), hardship 

allowances for working in difficult locations, housing allowances, and education 

allowances for the expatriate’s family. 

 Tax Equalization: To protect expatriates from double taxation, MNCs often 

provide tax equalization policies, where the company bears the difference in tax 

burden between the home and host countries, ensuring the expatriate pays no 

more than they would have in their home country. 

 Relocation and Repatriation Support: MNCs typically offer assistance with 

the logistics and costs of relocating to a foreign country and repatriating when the 

assignment is complete, including moving expenses, settling-in allowances, and 

support for finding accommodation. 

 

23.4 IMPORTANCE OF COMPENSATION 

MANAGEMENT 

Compensation management is a critical aspect of human resource management that 

directly impacts an organization’s ability to attract, retain, and motivate employees. 

Effective compensation management is especially crucial in multinational corporations 

(MNCs) where global operations require a careful balance between consistency and 

local adaptability. Below are the key reasons why compensation management is vital: 

A. Attracting and Retaining Talent 

Compensation management is one of the primary factors influencing an organization's 

ability to attract top talent. A competitive compensation package makes a company 

more appealing to potential employees and helps retain current staff. In a global 

context, MNCs face competition for talent from both local firms and other 

multinational organizations. Offering a well-structured, fair, and competitive 

compensation package helps ensure the company attracts skilled professionals in 

different markets. 

 Example: An MNC operating in high-demand markets such as tech or finance 

needs to offer compensation that meets or exceeds local standards to compete 

with industry leaders in that region. 



MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 24 Compensation Management in Multinational Organizations                                  Page 566 of 619 

B. Employee Motivation and Productivity 

Compensation is a key motivator for employees, directly influencing their 

engagement, commitment, and overall productivity. Properly designed compensation 

packages, which may include performance-based bonuses or profit-sharing schemes, 

encourage employees to align their efforts with the organization’s goals and 

objectives. Employees who feel fairly compensated are more likely to be motivated to 

perform better, thus improving organizational efficiency and outcomes. 

 Example: A sales team in an MNC might be incentivized with performance-

based bonuses, motivating them to exceed targets and drive company revenue. 

C. Ensuring Equity and Fairness 

Fairness in compensation is critical for employee satisfaction and trust. Inequities in 

pay, especially within multinational organizations operating across diverse regions, 

can lead to employee dissatisfaction, high turnover, and negative perceptions of the 

company. Compensation management ensures that pay structures are designed to 

reflect fairness and equity based on factors like job role, experience, and performance. 

In MNCs, this means addressing internal pay equity while also ensuring competitive 

pay in local markets. 

 Example: An MNC must ensure that an engineer in India is paid fairly in 

comparison to both local engineers and counterparts in other countries, taking 

into account cost of living and market standards. 

D. Compliance with Local Laws and Regulations 

Compensation management ensures that the organization complies with local labor 

laws and regulations. Different countries have varying laws regarding minimum 

wages, overtime pay, mandatory benefits, and working hours. Effective compensation 

management involves staying up-to-date with these regulations to avoid legal issues, 

fines, or damage to the company's reputation. 

 Example: An MNC with operations in Europe must comply with the European 

Union’s working hour directives and minimum wage laws, which vary from 

country to country. 

E. Enhancing Employee Engagement and Loyalty 

Employees who feel they are compensated fairly are more likely to be loyal and 

engaged in their work. Compensation is often seen as a reflection of how much an 

organization values its employees. Well-managed compensation systems that include 

both financial rewards (salaries, bonuses) and non-financial benefits (healthcare, 

work-life balance perks) help boost employee engagement, reduce turnover, and foster 

loyalty. 

 Example: Offering flexible work schedules or additional paid leave can 

enhance employee satisfaction, leading to higher retention rates. 

F. Improving Organizational Performance 
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Compensation management directly influences organizational performance by 

aligning employee interests with the company's long-term objectives. When 

employees are rewarded based on performance, there is a clear connection between 

their contributions and their compensation, leading to higher individual and team 

performance. Organizations with well-structured compensation systems can better 

achieve their strategic goals and improve overall profitability. 

 Example: An MNC may implement a profit-sharing plan that encourages 

employees at all levels to contribute to the company’s financial success, 

knowing their efforts will be rewarded. 

G. Managing Costs Efficiently 

While compensation is one of the largest expenses for any organization, effective 

compensation management ensures that these costs are aligned with business goals 

and financial capabilities. It helps organizations control compensation-related costs by 

setting clear policies, implementing pay-for-performance structures, and avoiding 

overpayment for certain roles while ensuring competitive pay for critical positions. 

 Example: By linking bonuses to specific key performance indicators (KPIs), 

an MNC can manage compensation costs while driving desired business 

outcomes. 

H. Supporting Global Mobility and Expatriation 

In MNCs, compensation management is crucial for supporting global mobility and 

managing expatriates. Expats are often provided with specialized compensation 

packages that include additional allowances such as housing, relocation, and cost-of-

living adjustments. Effective compensation management ensures that expatriates are 

fairly compensated for the challenges of working abroad, helping the organization 

maintain a talented global workforce. 

 Example: An MNC might offer expatriate packages with benefits such as tax 

equalization and education allowances for employees moving to high-cost 

locations like London or Singapore. 

I. Building a Positive Organizational Culture 

Compensation management plays a role in shaping the organizational culture. 

Transparent and fair compensation practices can foster a culture of trust, openness, and 

high morale. In contrast, inconsistencies or lack of transparency in pay practices can 

lead to dissatisfaction, mistrust, and reduced engagement among employees. 

 Example: A multinational organization that consistently communicates its 

compensation philosophy and maintains transparency around performance-

based pay structures is likely to create a more positive and productive 

workplace culture. 

J. Adapting to Changing Economic Conditions 
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Effective compensation management allows organizations to respond to changing 

economic conditions, such as inflation, labor market fluctuations, or currency 

exchange rates. MNCs need to continuously assess compensation practices to ensure 

they remain competitive in a dynamic global environment. This flexibility allows 

organizations to attract talent even during periods of economic uncertainty. 

 Example: During inflationary periods, an MNC may adjust base salaries or 

offer bonuses to employees in countries where the cost of living has risen 

sharply, ensuring they remain competitive in the local market. 

Compensation management is essential to the success of multinational organizations, 

directly influencing their ability to attract talent, enhance employee performance, 

comply with legal requirements, and manage costs. By aligning compensation 

strategies with local market conditions, global standards, and company goals, 

organizations can create a fair and competitive system that drives employee 

engagement and supports long-term business success. Effective compensation 

management, therefore, is a strategic tool that helps organizations remain competitive 

in a global marketplace while maintaining a satisfied and motivated workforce. 

 

24.5 COMPENSATION STRATEGIES IN 

MULTINATIONAL ORGNANIZATIONS 

There are two primary strategies MNCs use when designing compensation packages 

for their employees: 

 Global Standardization: This approach attempts to establish a consistent 

compensation structure across all regions. The advantages include ease of 

administration, a unified corporate culture, and global mobility. However, it can 

be problematic because it may not reflect the local cost of living, labor market 

conditions, and legal requirements in various countries. 

 Local Adaptation: This strategy involves adjusting compensation practices to 

suit the specific country or region. It ensures competitiveness in the local labor 

market, complies with legal frameworks, and reflects cultural expectations. 

However, this approach can lead to inconsistencies across regions, making it 

difficult to maintain equity and coherence in the global organization. 

Many MNCs adopt a hybrid approach, standardizing some components (such as 

executive compensation) while localizing others (such as benefits and bonuses). 

 

 

4. Factors Influencing Compensation in MNCs 

Compensation management in multinational corporations (MNCs) is influenced by a 

wide range of internal and external factors. These factors impact how MNCs structure 



MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 24 Compensation Management in Multinational Organizations                                  Page 569 of 619 

their pay systems to meet both global objectives and local requirements. Below are the 

key factors affecting compensation management in MNCs: 

A. Labor Market Conditions 

The local labor market plays a crucial role in determining compensation levels. 

Organizations must align their pay structures with the prevailing conditions in the 

countries where they operate. Key aspects include: 

 Supply and Demand for Talent: The availability of skilled workers in a 

region influences compensation levels. In countries with a shortage of 

specialized talent, companies may need to offer higher wages to attract 

employees. 

 Industry-Specific Trends: Different industries have varying compensation 

trends. For example, tech companies in major global cities like Silicon Valley 

or Bangalore often offer high salaries due to intense competition for skilled 

employees. 

 Example: An MNC in the IT sector operating in India must offer competitive 

salaries that match the high demand for skilled software engineers. 

B. Cost of Living 

The cost of living in different countries or regions directly affects compensation 

packages. Employees working in high-cost cities, such as Tokyo, London, or New 

York, will generally require higher base pay and additional allowances to maintain a 

decent standard of living. Compensation packages may also include cost-of-living 

adjustments (COLAs) to account for variations in living expenses. 

 Example: An expatriate working in a high-cost location like Zurich may 

receive housing allowances, transportation subsidies, or special bonuses to 

offset the high living expenses. 

C. Legal and Regulatory Framework 

Labor laws and regulations vary from one country to another, and MNCs must 

comply with these local requirements when designing compensation packages. Key 

regulations include: 

 Minimum Wage Laws: Different countries have different minimum wage 

levels that companies must adhere to. 

 Overtime Pay Regulations: In many countries, employees are entitled to 

overtime pay if they work beyond a certain number of hours. 

 Benefits Requirements: Some countries mandate specific employee benefits, 

such as health insurance, pensions, or paid leave. 

 Example: In France, labor laws mandate a 35-hour workweek, and any 

overtime work must be compensated at a higher rate, impacting compensation 

structures for MNCs operating in the country. 
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D. Currency Exchange Rates 

Fluctuations in exchange rates affect compensation management in MNCs, 

especially when paying expatriates or managing operations in countries with volatile 

currencies. The value of a compensation package in one country can change based on 

the relative strength or weakness of the local currency against the home country’s 

currency. 

 Example: An American employee working for an MNC in Argentina may see 

the value of their salary fluctuate due to changes in the Argentine peso’s 

exchange rate against the U.S. dollar. The company may adjust the salary or 

provide a currency protection allowance. 

E. Cultural Factors 

Cultural differences influence employees’ expectations about compensation and 

benefits. Different cultures place varying emphasis on financial rewards, job security, 

work-life balance, and non-monetary benefits. 

 Risk Tolerance and Incentives: In some cultures, employees prefer 

guaranteed income over variable, performance-based bonuses, while in other 

cultures, employees are more willing to accept risk in exchange for higher 

potential rewards. 

 Work-Life Balance: In some countries, employees place a higher value on 

non-monetary benefits, such as generous vacation time or flexible work hours, 

while others may prioritize direct financial compensation. 

 Example: In the U.S., performance-based bonuses and stock options are 

common, while in many European countries, employees may place greater 

emphasis on vacation time, healthcare benefits, and long-term job security. 

F. Organizational Size and Resources 

The size and financial resources of an MNC influence its compensation policies. 

Larger organizations with more resources are often able to offer more competitive 

salaries, benefits, and incentives. Smaller MNCs, however, may have more limited 

resources and may need to focus on non-financial rewards or creative compensation 

solutions to remain competitive. 

 Example: A large global corporation like Microsoft or Google can offer 

extensive compensation packages, including stock options and comprehensive 

benefits, while smaller MNCs might offer fewer financial rewards but 

emphasize career development opportunities. 

 

G. Employee Skills and Experience 

The skills, qualifications, and experience of employees play a significant role in 

determining their compensation. More highly skilled or experienced employees 

typically command higher wages. In MNCs, managing a global workforce means 
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compensating employees differently based on their level of expertise and the 

strategic importance of their roles. 

 Example: A senior manager with 15 years of experience in an MNC's 

headquarters may receive significantly higher compensation than a junior 

employee working in a regional office. 

H. Global and Local Competition 

MNCs must design compensation packages that are competitive both globally and 

locally. Global competition in certain industries, such as technology or finance, may 

drive companies to offer high compensation packages to attract top talent from 

around the world. At the same time, local competitors may offer wages and benefits 

that MNCs must match to attract local employees. 

 Example: An MNC operating in the pharmaceutical industry may need to 

offer competitive salaries, bonuses, and benefits to match global competitors 

like Pfizer or GlaxoSmithKline while also staying competitive within local 

markets in countries like China or Brazil. 

I. Economic Conditions 

Global and local economic conditions impact compensation management. During 

periods of economic growth, companies may increase salaries, bonuses, and benefits 

to attract talent and incentivize performance. Conversely, during economic 

downturns or recessions, MNCs may need to freeze salaries, reduce bonuses, or cut 

back on benefits to control costs. 

 Example: During an economic recession, an MNC might freeze pay increases 

for its global workforce to reduce costs and preserve profitability. 

J. Internal Compensation Strategy 

An MNC’s overall compensation philosophy and strategy play a significant role in 

shaping compensation management practices. Some organizations may prioritize 

paying above-market wages to attract the best talent, while others may adopt a pay-

for-performance approach, where compensation is closely tied to individual or 

company performance. 

 Example: An MNC like Apple may adopt a pay-for-innovation strategy, 

offering significant bonuses and stock options to employees who contribute to 

breakthrough innovations, while another company might focus on steady, 

predictable salary growth for all employees. 

 

K. Expatriate Assignments and Global Mobility 

Expatriate compensation is a critical factor in MNCs. Sending employees to 

international assignments requires complex compensation management, including 

base pay, foreign service premiums, hardship allowances, and tax equalization. 
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Managing compensation for expatriates can be challenging due to the varying 

economic conditions, living standards, and tax regulations in different countries. 

 Example: An expatriate sent from the U.S. to work in China might receive a 

cost-of-living adjustment, housing allowance, and relocation support as part of 

their compensation package. 

L. Technological Advancements 

Advancements in technology affect compensation management by introducing new 

work models such as remote work, freelance gigs, or flexible working arrangements. 

MNCs must adapt their compensation systems to reflect these changes, which may 

involve developing new pay structures for remote employees or offering alternative 

benefits to employees engaged in non-traditional work arrangements. 

 Example: An MNC employing a remote workforce across multiple countries 

may offer competitive salaries and benefits tailored to each employee’s location 

and working conditions. 

Compensation management in multinational corporations is influenced by a wide array 

of factors, from local market conditions and legal requirements to cultural differences 

and internal company strategies. Successful MNCs must navigate these factors to 

design compensation systems that balance global consistency with local adaptability, 

ensuring fairness, competitiveness, and alignment with business objectives. 

Understanding and effectively managing these factors is key to attracting, retaining, 

and motivating a diverse and global workforce. 

 

24.6 COMPENSATION CHALLENGES IN MNCS 

Managing compensation in multinational corporations (MNCs) presents unique and 

complex challenges due to the global scope of operations, the diversity of employee 

expectations, and the need to comply with a wide range of local labor laws. Below are 

the key challenges MNCs face in designing and implementing effective compensation 

strategies: 

A. Balancing Global Consistency with Local Adaptation 

One of the primary challenges for MNCs is balancing the need for a consistent 

global compensation framework with the need to adapt to local conditions. While 

global consistency ensures fairness and equality across the organization, local 

adaptation is crucial for compliance with local labor laws and competitiveness in 

different markets. 

 Global Consistency: MNCs aim to maintain uniform compensation structures, 

policies, and practices to align with corporate goals and ensure fairness across 

all locations. 



MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 24 Compensation Management in Multinational Organizations                                  Page 573 of 619 

 Local Adaptation: Compensation must be tailored to local conditions, 

including labor market trends, living standards, and cultural expectations. 

 Example: An MNC operating in both the U.S. and India must strike a balance 

between maintaining consistent pay grades for similar roles globally while 

adjusting salaries and benefits to reflect the significantly different cost of living 

and compensation norms in each country. 

B. Managing Currency Fluctuations 

Currency exchange rate fluctuations can pose significant challenges when 

managing compensation in multiple countries. Since MNCs often pay employees 

in local currencies, currency volatility can lead to fluctuations in the actual value 

of the compensation when converted to a parent company's base currency. 

 Currency Depreciation: If the local currency depreciates significantly, the 

compensation offered in that currency may become less valuable when 

compared to global standards, potentially causing dissatisfaction among 

expatriates or local employees. 

 Currency Appreciation: Conversely, if the local currency appreciates, the 

cost of compensating employees may increase unexpectedly, impacting the 

organization’s financial planning and budgeting. 

 Example: An expatriate employee working for a U.S.-based MNC in 

Argentina may experience a sharp decline in purchasing power due to inflation 

and currency depreciation, requiring the company to adjust their compensation 

to maintain living standards. 

C. Compliance with Local Labor Laws 

Each country has its own set of labor laws and regulations governing minimum 

wages, overtime pay, working hours, mandatory benefits, and tax obligations. 

MNCs must navigate these laws to avoid legal penalties, fines, and reputational 

damage. 

 Minimum Wage Variations: Countries have different minimum wage 

requirements, and MNCs must ensure compliance in each jurisdiction where 

they operate. 

 Overtime and Working Hours: Regulations on overtime pay and maximum 

working hours differ significantly across countries. MNCs must adjust their 

compensation systems to accommodate these differences. 

 Benefits Compliance: In some countries, specific benefits such as health 

insurance, pensions, and paid leave are mandated by law. 

 Example: An MNC operating in Germany must comply with strict labor laws 

that mandate paid vacation, employee benefits, and limits on working hours, 

while in the U.S., labor laws are generally more flexible, especially regarding 

benefits. 
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D. Handling Expatriate Compensation 

Managing compensation for expatriates is one of the most challenging aspects for 

MNCs. Expatriates often require compensation packages that differ significantly 

from local employees due to the complexities of living and working abroad. Key 

challenges include: 

 Cost of Living Adjustments (COLAs): MNCs need to account for the 

differences in the cost of living between the expatriate's home country and the 

host country, which may require additional allowances for housing, 

transportation, or schooling for dependents. 

 Tax Equalization: Expatriates may face double taxation or higher tax rates 

when working abroad. MNCs often provide tax equalization policies to ensure 

expatriates are not financially disadvantaged due to differing tax regimes. 

 Hardship Allowances: Some countries or regions are considered "hardship 

locations" due to factors like political instability, healthcare quality, or difficult 

living conditions. MNCs may provide additional compensation or allowances 

to offset these challenges. 

 Example: An expatriate working in a developing country with limited 

infrastructure may receive hardship pay, along with additional benefits such as 

private healthcare coverage and schooling allowances for children. 

E. Cultural Differences in Compensation Preferences 

Cultural differences in how employees perceive and prioritize compensation and 

benefits present challenges in MNCs. While some employees may value direct 

financial rewards, others may place more importance on non-monetary benefits, 

job security, or work-life balance. Understanding and accommodating these 

cultural preferences is crucial for developing effective compensation strategies. 

 Individualistic Cultures: In countries like the U.S. and the U.K., employees 

often value performance-based pay, bonuses, and stock options. 

 Collectivist Cultures: In countries like Japan or South Korea, employees may 

prioritize job security, group-based incentives, or benefits like healthcare and 

pensions over performance-based pay. 

 Example: An MNC operating in the U.S. may offer performance bonuses and 

stock options to incentivize individual achievement, while in Japan, the same 

company may emphasize seniority-based pay increases and job security to 

reflect cultural preferences. 

 

F. Managing Pay Equity Across Regions 

Ensuring pay equity across different countries and regions is a major challenge for 

MNCs. Pay equity involves providing equal pay for equal work, regardless of 

location, but this can be difficult to achieve due to the wide variations in local 
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living standards, economic conditions, and labor market dynamics. MNCs must 

address both internal and external pay equity concerns. 

 Internal Equity: Ensuring employees within the same organization are paid 

fairly based on their roles, experience, and performance, regardless of their 

geographic location. 

 External Equity: Ensuring the company’s compensation packages are 

competitive with local market rates while maintaining consistency with the 

company’s global pay structure. 

 Example: An MNC may need to adjust the salaries of employees in countries 

with lower average wages to ensure internal equity while still maintaining 

competitive compensation in high-cost countries like the U.S. or Switzerland. 

G. Attracting and Retaining Talent in Different Markets 

Attracting and retaining talent across multiple markets requires MNCs to offer 

competitive compensation packages that reflect the realities of each region. The 

challenge is to offer a compensation package that meets the expectations of 

employees in both developed and developing markets. 

 Developed Markets: In countries like the U.S. or Germany, employees may 

expect high base salaries, bonuses, and comprehensive benefits packages, 

which can be expensive to maintain. 

 Emerging Markets: In developing countries like India or Brazil, employees 

may be more focused on job security and benefits such as healthcare, pensions, 

and education allowances for their children, requiring different compensation 

strategies. 

 Example: An MNC operating in Silicon Valley may offer high base salaries 

and stock options to attract top tech talent, while in emerging markets, the 

focus might be on providing long-term job security and retirement benefits. 

H. Technological and Remote Work Trends 

With the rise of remote work and advancements in technology, MNCs face the 

challenge of creating compensation packages for remote employees who may be 

located in different countries. Remote work introduces complexities such as 

determining pay based on the employee’s location versus the company’s 

headquarters, managing benefits across borders, and ensuring fairness between 

remote and on-site workers. 

 Location-Based Pay: Should remote workers be paid based on the cost of 

living in their location, or should compensation reflect the company’s overall 

compensation philosophy? 

 Benefits for Remote Workers: Offering benefits like healthcare and 

retirement savings can be challenging when employees are dispersed across 

different countries with varying benefit norms. 
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 Example: An MNC with remote employees in both the U.S. and Southeast 

Asia must decide whether to offer uniform pay regardless of location or adjust 

salaries to reflect local cost-of-living differences. 

I. Managing Compensation Expectations During Mergers and Acquisitions 

When MNCs engage in mergers and acquisitions, they face the challenge of 

aligning compensation structures across previously independent companies. 

Compensation systems must be harmonized to ensure fairness and prevent 

dissatisfaction among employees from both the acquiring and the acquired 

company. 

 Compensation Integration: Merging different compensation systems can lead 

to discrepancies in pay, benefits, and incentives, which may cause tension or 

dissatisfaction among employees. 

 Cultural Differences in Compensation: Employees from different 

organizations may have different expectations regarding pay increases, 

bonuses, or benefits, depending on their previous company’s policies. 

 Example: When a European MNC acquires a U.S.-based company, it may 

need to reconcile differences in compensation expectations, such as the use of 

stock options in the U.S. versus performance-based bonuses in Europe. 

Compensation management in multinational corporations is complex due to the global 

nature of their operations and the diverse challenges they face, including balancing 

global consistency with local adaptation, managing currency fluctuations, complying 

with local labor laws, and handling expatriate compensation. MNCs must also 

navigate cultural differences in compensation preferences, maintain pay equity, and 

adapt to changing work trends like remote work. Successfully managing these 

challenges requires a strategic and flexible approach to compensation that addresses 

both global and local needs while aligning with corporate objectives.. 

 

23.7 EXPATRIATE COMPENSATION AND GLOBAL 

MOBILITY 

MNCs often have a significant number of employees working abroad as expatriates. 

Compensating expatriates requires additional considerations to account for differences 

in the cost of living, housing, taxes, and healthcare in the host country. Expatriate 

compensation typically includes: 

 Base Salary: Either aligned with home-country standards or adjusted for local 

conditions. 

 Cost of Living Adjustments (COLA): Payments to offset higher living costs in 

the host country. 
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 Hardship Allowances: Compensation for employees working in difficult or 

risky locations. 

 Housing and Education Allowances: Provision for accommodation and 

schooling for expatriates’ families. 

 Tax Equalization: Ensures that expatriates pay no more tax abroad than they 

would in their home country. 

Effective expatriate compensation management is critical to retaining talent in global 

assignments and ensuring employee satisfaction and productivity in challenging 

foreign environments. 

 

24.8 COMPENSATION AND PERFORMANCE 

MANAGEMENT 

Compensation is often closely linked to performance management in MNCs. High-

performing employees are typically rewarded with bonuses, incentives, and salary 

increases. To ensure fairness, MNCs implement performance appraisal systems that 

allow for transparent evaluation of employees across different countries and cultures. 

However, differences in work culture, values, and performance expectations between 

countries may complicate the evaluation process. 

The Relationship Between Compensation and Performance Management 

Compensation and performance management are interconnected as they both 

contribute to shaping employee behavior and motivating high performance. In a 

performance-driven culture, compensation systems are designed to reward employees 

who meet or exceed performance expectations, while underperformance may lead to 

lower compensation or even consequences such as demotion or termination. This 

relationship can be explained through several key aspects: 

A. Performance-Based Pay 

One of the most direct links between compensation and performance is the use of 

performance-based pay systems, where compensation is tied to individual, team, or 

organizational performance. These systems include: 

 Bonuses: Employees receive bonuses when they meet or exceed performance 

targets. This motivates employees to focus on key performance indicators (KPIs) 

that drive business success. 

 Commission-Based Pay: In sales and customer service roles, compensation is 

often tied to the number of sales or deals closed, incentivizing employees to 

perform at higher levels. 

 Profit Sharing: Employees may receive a share of the company’s profits based 

on their contributions, encouraging them to work towards the organization's 

overall success. 
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 Stock Options and Equity: Many MNCs, especially in industries like tech or 

finance, offer stock options or equity as part of the compensation package, 

aligning employees' interests with the company’s long-term growth. 

 Example: An MNC like Apple offers stock options and performance-based 

bonuses to top-performing employees, ensuring that they are rewarded for their 

contributions to product innovation and company growth. 

B. Goal Setting and Alignment 

Performance management is often structured around goal setting, where employees 

are given clear, measurable objectives to achieve. Compensation systems are then 

linked to the accomplishment of these goals. When employees meet or exceed these 

targets, they are rewarded with financial incentives such as bonuses, salary increases, 

or promotions. 

 SMART Goals: Performance management often uses SMART (Specific, 

Measurable, Achievable, Relevant, and Time-bound) goals that allow employees 

to understand exactly what is expected of them. Compensation is then linked to 

the achievement of these goals. 

 Alignment with Corporate Strategy: In MNCs, it is essential that individual 

performance goals align with the broader corporate strategy. Compensation and 

rewards must also reflect how well employees contribute to achieving strategic 

objectives such as market expansion, innovation, or cost reduction. 

 Example: In a global MNC like General Electric (GE), employees at different 

levels of the organization have performance goals aligned with the company's 

strategic priorities. High performers are rewarded with bonuses, promotions, or 

salary increments. 

C. Competency-Based Pay 

In some MNCs, compensation is linked to competency development rather than 

purely on outcomes or goals. Employees who demonstrate key competencies such as 

leadership, teamwork, or technical expertise may receive higher compensation. This 

encourages continuous skill development and aligns with long-term organizational 

goals. 

 Example: At multinational consulting firms like Deloitte or PwC, 

compensation is often tied to employees' competencies, including problem-

solving skills, client management, and leadership potential. As employees 

develop these competencies, they become eligible for higher pay grades or 

promotions. 

D. Balanced Scorecard Approach 

Many MNCs adopt a Balanced Scorecard approach to performance management, 

where employee performance is evaluated across multiple dimensions, such as 

financial results, customer satisfaction, internal processes, and learning and 
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development. Compensation systems in such MNCs reflect a balanced approach to 

rewarding performance, ensuring that employees are compensated not only for 

meeting financial targets but also for contributing to customer satisfaction and 

personal growth. 

 Example: At companies like IBM, the balanced scorecard approach is used to 

assess employee performance holistically. Employees who meet customer 

satisfaction metrics and demonstrate continuous learning, alongside hitting 

financial goals, are rewarded with salary increases or promotions. 

E. Non-Monetary Rewards and Recognition 

In addition to financial compensation, performance management systems often include 

non-monetary rewards and recognition. These could be in the form of promotions, 

public recognition, or additional responsibilities. Non-monetary rewards can 

significantly boost employee morale, reinforce desired behaviors, and foster a 

performance-driven culture. 

 Recognition Programs: Employee-of-the-month awards, certificates of 

excellence, or public acknowledgment in meetings can boost morale and 

motivate employees to continue performing at a high level. 

 Promotions and Career Advancement: High-performing employees are 

often given new opportunities for career growth, which can be just as 

motivating as financial incentives. 

 Example: Companies like Google or Microsoft are known for creating work 

cultures where high performers are recognized with both financial rewards and 

non-monetary rewards, such as the opportunity to lead high-impact projects or 

public acknowledgment of their contributions. 

 

 

 

 

 

 

Check Your Progress – A 

 

True or False 

1. Performance-based pay structures in MNCs only focus on individual 

performance and do not consider team-based rewards. 

2. The Balanced Scorecard evaluates employee performance solely on financial 

outcomes. 

3. Cultural differences can impact employee perceptions of fairness in 

compensation and performance evaluations within MNCs. 
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4. Expatriates often receive additional compensation, such as cost-of-living 

adjustments and hardship allowances, to account for working in foreign 

environments. 

5. Non-monetary rewards, such as public recognition, can be as effective as 

financial incentives in motivating employees in MNCs. 

 

MCQs 

1. What is the primary purpose of compensation management in MNCs? 

a) To ensure uniform salaries across all countries 

b) To attract, retain, and motivate talent 

c) To reduce organizational costs 

d) To minimize employee promotions 

2. Which of the following is a key component of performance-based pay? 

a) Fixed salary increases 

b) Teamwork incentives 

c) Profit sharing and bonuses 

d) Non-monetary rewards 

Q4. Fill in the Blanks with appropriate word or words. 

1. The strategic practice of determining and administering salary, benefits, and 

rewards to employees is known as __________. 

2. __________ is a compensation structure where an employee’s pay is linked to 

their performance, often including bonuses or commissions. 

3. The __________ framework ensures that goals are Specific, Measurable, 

Achievable, Relevant, and Time-bound. 

4. Compensation for expatriates often includes __________ adjustments to 

account for differences in living expenses between home and host countries. 

5. MNCs use the __________ approach to evaluate employee performance across 

multiple areas, such as financial results and customer satisfaction. 

24.9 SUMMARY 

Compensation management in multinational organizations is a complex and dynamic 

process, influenced by local and global factors. MNCs must balance the need for 

consistency in compensation with the necessity to adapt to diverse labor markets, 

cultural expectations, and legal frameworks. By adopting effective strategies, such as a 

hybrid approach combining global standardization and local adaptation, multinational 

organizations can design competitive compensation packages that attract and retain top 

talent while maintaining fairness and compliance worldwide. 
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Compensation management is not just about determining salary levels but is a holistic 

process that influences employee motivation, satisfaction, and organizational 

performance across borders. Effective management of these complexities enables 

multinational organizations to achieve their business objectives in the global 

marketplace. 

 

 

24.10 GLOSSARY 

Compensation Management: The strategic practice of determining and 

administering salary, benefits, and rewards to employees to attract, retain, and 

motivate talent within an organization, especially in a multinational context. 

Performance Management: A continuous process of setting objectives, assessing 

progress, providing feedback, and rewarding employees based on their performance in 

line with organizational goals. 

Multinational Corporations (MNCs): Large organizations that operate and manage 

business activities in multiple countries, requiring global strategies for areas like 

compensation, performance, and talent management. 

Performance-Based Pay: A compensation structure where an employee’s pay is 

linked to their performance, with incentives such as bonuses, commissions, or salary 

increases based on achieving specific goals or outcomes. 

Bonuses: Additional monetary rewards given to employees when they achieve or 

surpass their performance targets, typically distributed annually or quarterly. 

Commission-Based Pay: A form of compensation where employees earn a percentage 

of the sales or deals they close, often used in sales-driven roles to encourage higher 

productivity. 

Profit Sharing: A compensation plan where employees receive a share of the 

company’s profits based on their contributions, aligning their interests with the 

company’s financial success. 

 

Stock Options/Equity: A form of compensation where employees are given the 

opportunity to purchase shares of the company at a fixed price, linking their financial 

interests to the company’s long-term growth. 

Goal Setting: The process of defining specific, measurable, and time-bound objectives 

for employees to achieve as part of their performance evaluation. 

SMART Goals: A goal-setting framework where objectives are Specific, Measurable, 

Achievable, Relevant, and Time-bound to ensure clarity and focus on performance 

outcomes. 
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Competency-Based Pay: A compensation approach where employees are rewarded 

based on the development and application of key competencies, such as leadership, 

technical skills, or teamwork, rather than solely on financial or goal-based outcomes. 

Balanced Scorecard: A strategic management tool used to evaluate employee 

performance across multiple areas—financial results, customer satisfaction, internal 

processes, and learning and development—ensuring a holistic assessment. 

Non-Monetary Rewards: Recognition or benefits provided to employees as part of 

their performance management, such as promotions, public acknowledgment, or 

professional development opportunities, without direct financial incentives. 

Cultural Differences: Variations in values, beliefs, behaviors, and expectations 

among employees from different cultural backgrounds, which impact their views on 

compensation, performance, and motivation. 

Global Standards vs. Local Flexibility: The challenge MNCs face in balancing 

standardized global compensation and performance management frameworks with the 

need to adapt to local market conditions and cultural expectations. 

Fairness Across Borders: Ensuring that compensation practices are perceived as fair 

and equitable across different countries and regions, accounting for differences in cost 

of living, market conditions, and cultural norms. 

Subjectivity in Performance Evaluations: The inherent difficulty in objectively 

assessing employee performance, particularly in areas such as leadership or teamwork, 

where personal biases or cultural interpretations can influence evaluations. 

Short-Term vs. Long-Term Incentives: A balance in compensation systems where 

employees are rewarded not only for immediate results (e.g., sales or financial 

performance) but also for contributions to long-term organizational goals, such as 

innovation or sustainability. 

Expatriates: Employees who are sent by MNCs to work in foreign countries for 

extended periods, often receiving special compensation packages that include 

allowances for cost of living, taxes, and hardships associated with international 

assignments. 

Tax Equalization: A compensation adjustment for expatriates to ensure they do not 

pay higher taxes than they would in their home country, allowing for equal treatment 

across borders. 

Cost-of-Living Adjustments (COLA): Compensation changes made to account for 

differences in the cost of living between different regions or countries, ensuring 

employees maintain a similar standard of living when relocating. 

Hardship Allowances: Additional financial compensation provided to employees 

working in difficult or high-risk environments, such as politically unstable regions or 

areas with lower quality of life, often applied to expatriates. 
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Leadership Potential: An individual’s ability to inspire and guide others, often used 

as a criterion in performance management to assess their suitability for promotions or 

leadership roles. 

Team-Based Rewards: Compensation or incentives given to teams rather than 

individuals, promoting collaboration and group performance, often applied in 

collectivist cultures. 

Public Recognition: A form of non-monetary reward where employees are 

acknowledged publicly for their contributions, typically in meetings, newsletters, or 

award ceremonies, boosting morale and motivation. 

 

24.11 ANSWERS TO CHECK YOUR PROGRESS 

 

True or False 

1. F          2. F    3. F       4. T        5. T  

 

 

MCQs 

1. B 

2. C  

 

Fill in the blanks 

1. Compensation Management 

2. Performance based pay 

3. Smart goals 

4. Cost of Living 

5. Balanced Scorecard 
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24.14 TERMINAL QUESTIONS 

1.  As a compensation manager at XYZ Corp, how would you address the 

challenges of implementing a performance-based pay system in diverse 

cultural contexts across your multinational operations? Discuss. 

2. As the HR director for a multinational corporation, how would you develop a 

compensation strategy that balances global consistency with local market 

needs? Explain your approach. 

3. As the head of expatriate management at a global firm, what steps would you 

take to create an effective compensation package for expatriates, considering 

cost-of-living adjustments and tax equalization? Discuss  

4. Discuss the key elements of compensation management in multinational 

corporations and how they contribute to employee motivation and retention. 

5. How do MNCs balance global consistency and local flexibility in their 

compensation and performance management strategies? Provide examples. 

6. Analyze the impact of cultural differences on performance evaluations and 

compensation systems in MNCs, and suggest solutions to overcome these 

challenges. 
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7. Explain the use of the Balanced Scorecard in performance management within 

MNCs and how it ensures a holistic approach to evaluating employee 

performance. 

8. Evaluate the role of expatriate management in MNCs, focusing on the 

complexities of compensation packages and the challenges in assessing 

expatriate performance 
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UNIT 25 FUTURE TRENDS IN COMPNESATION 

MANAGEMENT 

 

25.1    Introduction  

25.2    Objectives 

25.3     Emerging Trends in Compensation Management 

25.4     Global Compensation Practices 

25.5     Legal and Regulating Requirement 

25.6     Total Rewards Approach 

25.7     Equity and Fairness in Compensation  

25.8     Performance based Compensation Models 

25.9     Summary 

25.10 Glossary 

25.11 Answer to check your progress 

25.12 References 

25.13 Suggested Readings 

25.14 Terminal Questions 

 

 

25.1 INTRODUCTION  

Compensation management refers to the systematic approach organizations use to 

plan, implement, and manage wage and salary structures, benefits, bonuses, and other 

types of remuneration for their employees. Effective compensation management helps 

organizations attract, motivate, and retain talent, aligning employee goals with 

organizational objectives. 

Establishing a strong compensation plan and seeing it through to completion are two 

of the trickiest tasks in an industrial company. It is a vibrant, intricate field with a wide 

range of useful ideas and techniques. The compensation system has evolved 

throughout time and taken on a multifaceted nature as a result of the society's 

socioeconomic shift and the quickly advancing technology. Workers started 

comparing their contributions and results to those of others and demanded proper 

compensation that was fair. Numerous conflicts and tensions resulted from it, 

especially when it came to the relative compensation that should be allocated to 

different tasks or occupational groups inside organisations. As a result, various pay 

structures and fixation techniques started to play a significant part in how employees 

were managed in businesses. 
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25.2 OBJECTIVES 

 This unit aims to - 

 Analyze current and emerging trends in compensation management, including 

technological advancements, changes in workforce demographics, and evolving 

employee expectations. 

 Examine the role of technology in compensation management, including the use of 

data analytics, AI, and compensation management software. 

 Explore global compensation practices and understand the challenges and 

opportunities of managing compensation in a global workforce. 

 Review the legal and regulatory environment impacting compensation 

management, including labor laws, tax regulations, and equal pay legislation. 

 Evaluate the effectiveness of performance-based compensation models and their 

impact on employee motivation, engagement, and retention. 

 

25.3 EMERGING TRENDS IN COMPENSATION 

MANAGEMENT 

23.3.1 Technological Advancement  

The landscape of compensation management has undergone a significant 

transformation due to technological advancements. Modern technology offers 

innovative solutions to traditional compensation challenges, providing tools that 

enhance accuracy, efficiency, and strategic decision-making. Let’s explores the 

various technological advancements in compensation management, focusing on data 

analytics, artificial intelligence (AI), machine learning (ML), and compensation 

management software. 

I. Data Analytics in Compensation Management 

Data analytics involves examining raw data to draw conclusions and make informed 

decisions. In compensation management, data analytics helps organizations understand 

compensation trends, benchmark salaries, and assess the effectiveness of their 

compensation strategies. 

Applications of Data Analytics 

1. Trend Analysis: Organizations can analyze historical compensation data to 

identify trends and patterns. This helps in predicting future compensation 

needs and making adjustments to stay competitive. 

2. Benchmarking: Data analytics allows companies to compare their 

compensation packages with industry standards. This ensures that their 

offerings are competitive and attractive to potential and current employees. 
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3. Performance Metrics: By analyzing performance data, organizations can link 

compensation more effectively to performance outcomes, ensuring a merit-

based pay system. 

Benefits of Data Analytics 

 Informed Decision-Making: Data-driven insights enable organizations to 

make more informed compensation decisions. 

 Improved Accuracy: Reduces errors in compensation planning and 

implementation. 

 Cost Efficiency: Helps in optimizing compensation budgets by identifying 

overpayments and underpayments. 

II. Artificial Intelligence and Machine Learning 

Introduction to AI and ML 

Artificial intelligence refers to the simulation of human intelligence processes by 

machines, especially computer systems. Machine learning, a subset of AI, involves the 

use of algorithms and statistical models to perform specific tasks without using 

explicit instructions, relying on patterns and inference instead. 

Role of AI and ML in Compensation Management 

1. Automation: AI can automate routine compensation tasks such as payroll 

processing, benefits administration, and compliance reporting. 

2. Personalization: ML algorithms can analyze employee data to offer 

personalized compensation packages based on individual preferences and 

performance. 

3. Predictive Analysis: AI can predict future compensation trends and workforce 

needs, helping organizations plan more effectively. 

Benefits of AI and ML 

 Efficiency: Automation of routine tasks saves time and reduces administrative 

burden. 

 Personalization: Tailored compensation packages increase employee 

satisfaction and retention. 

 Strategic Planning: Predictive analytics aids in long-term strategic planning. 

Challenges and Considerations 

 Data Privacy: Ensuring the privacy and security of employee data is critical. 

 Bias and Fairness: AI algorithms must be designed to avoid biases that could 

lead to unfair compensation practices. 

 Implementation Costs: Initial setup and integration of AI systems can be 

costly. 
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III. Compensation Management Software 

Compensation management software is a tool designed to automate and streamline 

the process of managing employee compensation. These systems typically include 

features for payroll processing, benefits administration, and performance 

management. 

Key Features 

1. Payroll Management: Automates payroll processing, ensuring timely and 

accurate salary payments. 

2. Benefits Administration: Manages employee benefits, including health 

insurance, retirement plans, and other perks. 

3. Performance Management: Links compensation to performance by tracking 

and evaluating employee performance data. 

4. Compliance: Ensures that compensation practices comply with legal and 

regulatory requirements. 

Popular Compensation Management Software Solutions 

 Workday: Offers a comprehensive suite of HR and compensation 

management tools. 

 Oracle HCM Cloud: Provides advanced compensation management features 

integrated with other HR functions. 

 SAP Success Factors: Combines compensation management with 

performance and goals management. 

Benefits of Compensation Management Software 

 Efficiency and Accuracy: Automates complex processes, reducing the 

likelihood of errors. 

 Transparency: Provides transparency in compensation practices, building 

trust with employees. 

 Integration: Integrates with other HR systems, providing a holistic view of 

employee data. 

Implementation Considerations 

 User Training: Proper training is essential to ensure that employees can 

effectively use the software. 

 Customization: The software should be customizable to meet the specific 

needs of the organization. 

 Scalability: The chosen solution should be scalable to accommodate 

organizational growth. 

Future Trends in Technological Advancements 
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 Blockchain in Compensation Management: Blockchain technology offers 

potential benefits for compensation management by ensuring secure, transparent, 

and tamper-proof transactions. It can be used for payroll processing, benefits 

administration, and maintaining accurate employee records. 

 Advanced Analytics and Big Data: The integration of big data and advanced 

analytics will further enhance the ability to make data-driven compensation 

decisions. Organizations will be able to analyze vast amounts of data from 

various sources to gain deeper insights into compensation trends and employee 

preferences. 

 AI-Driven Decision Support Systems: AI-driven decision support systems will 

provide real-time recommendations for compensation adjustments, helping 

managers make more informed and timely decisions. 

 Virtual and Augmented Reality: Virtual and augmented reality technologies 

can be used for training and development purposes, enhancing the overall 

compensation package by providing immersive learning experiences. 

 

25.3.2 Workforce Demographics 

Understanding workforce demographics is crucial for developing effective 

compensation strategies. The demographics of the workforce are continuously 

evolving, influenced by factors such as generational shifts, diversity, and changing 

social norms. 

I. Generational Differences 

Generational cohorts to groups of people born within the same time period who share 

similar experiences, values, and attitudes. The primary generational cohorts in today's 

workforce include Baby Boomers, Generation X, Millennials, and Generation Z. 

1. Baby Boomers (Born 1946-1964): Baby Boomers are often characterized by 

their strong work ethic, loyalty to employers, and preference for job security. 

Many Boomers are approaching retirement, leading to increased focus on 

retirement benefits and succession planning. 

2. Generation X (Born 1965-1980): Generation X values work-life balance and is 

often described as self-reliant and adaptable. They tend to favor flexible work 

arrangements and opportunities for career development. 

3. Millennials (Born 1981-1996): Millennials prioritize meaningful work, 

continuous learning, and work-life balance. They are tech-savvy and value 

flexibility, recognition, and opportunities for advancement. 

4. Generation Z (Born 1997-2012): Generation Z, the newest entrants to the 

workforce, values diversity, inclusion, and social responsibility. They are digital 

natives, expecting seamless integration of technology in the workplace. 
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Impact of Generational Differences on Compensation 

1. Benefits Preferences: Different generations prioritize different benefits. Baby 

Boomers may value health and retirement benefits, while Millennials and Gen Z 

may prioritize work-life balance, wellness programs, and professional 

development opportunities. 

2. Compensation Models: Performance-based pay and bonuses may appeal more 

to younger generations who seek recognition and rapid career progression, while 

older generations may prefer stability in base pay. 

3. Communication and Transparency: Younger employees expect transparency 

in compensation practices and frequent feedback, requiring organizations to 

adopt more open communication strategies. 

Strategies for Addressing Generational Differences 

 Tailored Benefits Packages: Offer customizable benefits that cater to the 

diverse needs of different generational cohorts. 

 Flexible Work Arrangements: Implement flexible working hours, remote work 

options, and other arrangements to accommodate varying work-life balance 

preferences. 

 Career Development Opportunities: Provide continuous learning and 

development opportunities to attract and retain younger employees. 

 Transparent Communication: Foster a culture of transparency and open 

communication about compensation practices. 

II. Diversity and Inclusion 

Importance of Diversity and Inclusion 

Diversity and inclusion (D&I) involve creating a workplace that values and respects 

differences, including race, gender, age, sexual orientation, disability, and cultural 

background. A diverse and inclusive workforce drives innovation, improves employee 

engagement, and enhances organizational performance. 

Impact of Diversity and Inclusion on Compensation 

1. Addressing Pay Gaps: Organizations must identify and address pay disparities 

related to gender, race, and other factors to promote equity and fairness. 

2. Inclusive Benefits: Diverse employees may have different needs and preferences 

for benefits, such as parental leave policies, mental health support, and cultural 

holidays. 

3. Bias in Compensation Decisions: Organizations need to mitigate unconscious 

bias in compensation decisions to ensure fair and equitable pay practices. 

Strategies for Promoting Diversity and Inclusion 
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 Equal Pay Audits: Conduct regular pay audits to identify and address disparities 

in compensation. 

 Inclusive Benefits Design: Develop benefits packages that cater to the diverse 

needs of the workforce. 

 Bias Training: Provide training on unconscious bias to managers and HR 

professionals involved in compensation decisions. 

 Diverse Leadership: Promote diversity in leadership roles to ensure diverse 

perspectives are represented in decision-making. 

III. Changing Employee Expectations 

Work-Life Balance 

Work-life balance has become a top priority for employees across all generations. 

Organizations are increasingly offering flexible work arrangements, such as remote 

work, flexible hours, and compressed workweeks, to meet these expectations. 

Wellness Programs 

Employee wellness programs are gaining popularity as part of a comprehensive 

compensation strategy. These programs often include physical health initiatives, 

mental health support, and wellness incentives. 

Customization of Benefits 

Employees expect more personalized benefits packages that cater to their unique needs 

and preferences. This includes offering a range of benefits that employees can choose 

from, such as childcare support, eldercare support, tuition reimbursement, and more. 

Recognition and Career Development 

Modern employees seek regular recognition and opportunities for career development. 

Organizations are implementing programs that offer continuous feedback, recognition 

awards, and clear career progression paths. 

Impact on Compensation Strategies 

1. Flexible Compensation Models: Organizations are adopting flexible 

compensation models that allow employees to choose the benefits and rewards 

that best meet their needs. 

2. Increased Focus on Non-Monetary Rewards: Non-monetary rewards, such as 

professional development opportunities, wellness programs, and recognition, are 

becoming integral to compensation strategies. 

3. Enhanced Communication: Transparent and frequent communication about 

compensation and benefits is essential to meet the expectations of modern 

employees. 

Strategies for Adapting to Changing Expectations 
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 Flexible Benefits Plans: Implement benefits plans that allow employees to 

customize their benefits packages. 

 Wellness Initiatives: Develop comprehensive wellness programs that address 

physical, mental, and emotional well-being. 

 Recognition Programs: Establish programs that recognize employee 

achievements and provide opportunities for career advancement. 

 Transparent Communication: Maintain open and transparent communication 

channels regarding compensation and benefits. 

 

25.4 GLOBAL COMPENSATION PRACTICES 

Globalization has transformed the way organizations manage their workforce and 

compensation practices. As companies expand internationally, they face the challenge 

of developing compensation strategies that are competitive, compliant, and culturally 

appropriate in diverse regions. 

Impact of Globalization on Compensation Management 

1. Increased Global Mobility: Globalization has led to a more mobile workforce, 

with employees frequently relocating for international assignments. 

Organizations need to develop compensation packages that account for relocation 

expenses, cost of living adjustments, and expatriate benefits. 

2. Standardization vs. Localization: Companies must balance standardizing 

compensation practices to maintain equity and consistency with localizing them 

to meet regional legal requirements, cultural expectations, and market conditions. 

3. Competitive Advantage: Developing attractive compensation packages that 

cater to local preferences can provide a competitive advantage in talent 

acquisition and retention in global markets. 

Challenges of Managing a Global Workforce 

1. Legal and Regulatory Compliance: Each country has its own labor laws, tax 

regulations, and compensation-related legislation. Organizations must navigate 

these complexities to ensure compliance and avoid legal penalties. 

2. Cultural Differences: Cultural norms and values influence compensation 

expectations and preferences. Organizations need to understand and respect these 

cultural differences when designing compensation packages. 

3. Currency Fluctuations: Currency exchange rates can impact the value of 

compensation packages for international employees. Companies must develop 

strategies to manage currency risks. 

4. Communication and Transparency: Maintaining transparent communication 

about compensation practices can be challenging across different languages and 

cultural contexts. Ensuring clear and consistent communication is crucial for 

maintaining employee trust. 
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Comparative Analysis of Compensation Practices in Different Regions 

1. North America 

Compensation Structure 

 Salaries and Wages: Competitive base salaries and wages are common, with 

performance-based bonuses and incentives. 

 Benefits: Comprehensive benefits packages often include health insurance, 

retirement plans, and paid time off. 

Trends and Practices 

 Pay for Performance: Strong emphasis on linking compensation to 

performance metrics. 

 Equity Compensation: Stock options and equity grants are commonly used to 

attract and retain talent, especially in tech companies. 

 Work-Life Balance: Increasing focus on work-life balance initiatives, such as 

flexible working hours and remote work options. 

2. Europe 

Compensation Structure 

 Salaries and Wages: Salaries tend to be more regulated, with less emphasis on 

performance-based pay compared to North America. 

 Benefits: Generous benefits, including extensive healthcare coverage, pension 

schemes, and substantial vacation allowances. 

Trends and Practices 

 Work-Life Balance: Strong emphasis on work-life balance, with legal 

mandates for minimum vacation days and parental leave. 

 Collective Bargaining: Collective bargaining agreements play a significant role 

in determining compensation and benefits. 

 Sustainability and CSR: Growing trend towards incorporating corporate social 

responsibility (CSR) and sustainability initiatives into compensation packages. 

3. Asia-Pacific 

Compensation Structure 

 Salaries and Wages: Wide variations in salary levels across the region, with 

competitive base pay in developed markets and more modest wages in 

emerging economies. 

 Benefits: Benefits vary widely, with a focus on healthcare, housing allowances, 

and performance bonuses. 
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Trends and Practices 

 Performance Bonuses: High prevalence of performance-based bonuses and 

incentives, especially in industries like finance and technology. 

 Talent Shortages: In rapidly growing economies, companies offer competitive 

compensation to attract scarce talent. 

 Cultural Sensitivity: Compensation practices often reflect local cultural norms, 

such as seniority-based pay in some countries. 

4. Latin America 

Compensation Structure 

 Salaries and Wages: Competitive base salaries with additional allowances and 

bonuses. 

 Benefits: Benefits often include health insurance, meal vouchers, and 

transportation allowances. 

Trends and Practices 

 Inflation Adjustment: Compensation packages frequently include adjustments 

for inflation to preserve purchasing power. 

 Variable Pay: Increasing use of variable pay components, such as performance 

bonuses and profit-sharing. 

 Legal Compliance: Strong focus on complying with labor laws and regulations, 

which can be complex and vary by country. 

Best Practices for Global Compensation Management 

Conducting Market Research 

 Benchmarking: Regularly benchmark compensation practices against local and 

global competitors to ensure competitiveness. 

 Surveys and Data: Use compensation surveys and market data to inform 

compensation decisions. 

Developing Flexible Compensation Packages 

 Customization: Offer flexible benefits packages that can be tailored to 

individual employee needs and preferences. 

 Modular Approach: Use a modular approach to compensation, allowing 

employees to choose from a range of benefits and perks. 

Ensuring Compliance 

 Legal Expertise: Engage legal experts to navigate complex labor laws and 

ensure compliance in each country. 
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 Regular Audits: Conduct regular audits of compensation practices to identify 

and address compliance issues. 

Promoting Transparency and Communication 

 Clear Communication: Maintain clear and consistent communication about 

compensation practices and policies. 

 Cultural Sensitivity: Adapt communication strategies to respect cultural 

differences and ensure understanding. 

Leveraging Technology 

 Global HR Systems: Implement global HR and compensation management 

systems to streamline processes and improve accuracy. 

 Data Analytics: Use data analytics to gain insights into compensation trends 

and make data-driven decisions. 

 

25.5 LEGAL AND REGUALTORYHJ REQUIREMENT 

India’s dynamic and complex legal and regulatory framework significantly impacts 

compensation management practices. As the country continues to evolve as a major 

economic powerhouse, organizations must navigate various labor laws, tax 

regulations, and compliance requirements to manage compensation effectively. 

I. Key Labor Laws and Regulations 

1. The Code on Wages, 2019 

The Code on Wages, 2019, consolidates four key labor laws related to wages: The 

Payment of Wages Act, 1936; The Minimum Wages Act, 1948; The Payment of 

Bonus Act, 1965; and The Equal Remuneration Act, 1976. This legislation aims to 

simplify and standardize wage-related regulations across the country. 

Minimum Wage 

The Code on Wages mandates a minimum wage that varies by region and industry. 

The central and state governments periodically revise these rates to reflect the cost of 

living and inflation. 

Equal Remuneration 

The Code enforces the principle of equal remuneration for equal work, prohibiting 

gender-based discrimination in wages and employment conditions. 

Bonus Payments 

It establishes guidelines for the payment of bonuses to employees, including eligibility 

criteria and calculation methods. 
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2. The Industrial Relations Code, 2020 

The Trade Unions Act, 1926; The Industrial Employment (Standing Orders) Act, 

1946; and The Industrial Disputes Act, 1947 are the three main labour laws that are 

combined into the Industrial Relations Code of 2020. The goal of this code is to 

simplify processes related to labour relations and dispute settlement. 

Hours of Work and Overtime 

The code establishes guidelines for paid overtime, working hours, and leave benefits. 

Employers are required by law to pay overtime at the rates outlined in the code. 

Grievance Redressal 

It offers channels for resolving disputes, giving workers a way to talk about matters 

pertaining to pay. 

3. The Social Security Code, 2020 

Nine Labour laws pertaining to social security, such as The Employees' Provident 

Funds and Miscellaneous Provisions Act of 1952; The Employees' State Insurance Act 

of 1948; and The Payment of Gratuity Act of 1972, are combined into the social 

security code of 2020. The goal of this code is to provide social security benefits to a 

larger group of workers. 

Provident Fund 

Both employers and employees are required under the code to make contributions to 

the Employees' Provident Fund (EPF). Employees can get retirement benefits through 

the EPF. 

Gratuity 

Employees who have worked continuously for five years are eligible for gratuity 

payments. The code describes how gratuity is calculated and paid for. 

Health Insurance 

The Employees' State Insurance (ESI) scheme provides medical benefits to employees 

and their dependents. Employers must contribute to the ESI fund as per the code’s 

requirements. 

4. The Occupational Safety, Health, and Working Conditions Code, 2020 

The goal of this code is to improve worker safety and well-being by combining 13 

labour regulations pertaining to working conditions, occupational health, and safety. 

Working Conditions 

The code establishes requirements for safety precautions, ventilation, and hygienic 

practices in the workplace. These requirements must be met by employers in order to 

provide a secure workplace. 
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Workers' Compensation 

In order to guarantee that workers receive financial support in the event of 

occupational dangers, it requires compensation for diseases and injuries sustained at 

work. Medical benefits are offered to employees and their family under the 

Employees' State Insurance (ESI) program. Employers are required by the code to 

make contributions to the ESI fund. 

II. Tax Regulations and Compliance 

Income Tax Act, 1961 

The Income Tax Act, 1961, governs the taxation of income in India, including 

employee salaries and benefits. Employers must comply with tax withholding, 

reporting, and remittance requirements. 

Tax Deducted at Source (TDS) 

Employers are required to deduct income tax at source from employees’ salaries and 

remit it to the government. The TDS rates vary based on the employee’s income slab. 

Fringe Benefits Tax (FBT) 

Certain employee benefits, such as company-provided accommodation and cars, are 

subject to fringe benefits tax. Employers must account for FBT when designing 

compensation packages. 

Tax Exemptions 

The Income Tax Act provides various exemptions and deductions, such as house rent 

allowance (HRA) and leave travel allowance (LTA), which can be incorporated into 

compensation packages to optimize tax liability. 

Goods and Services Tax (GST) 

While GST primarily applies to goods and services, certain employee benefits, such as 

canteen services and company-provided transport, may attract GST. Employers must 

understand the applicability of GST to employee benefits and ensure compliance. 

III. Emerging Trends in Compensation Management 

1. Pay Transparency and Equity 

a. Pay Transparency: There is a growing trend towards pay transparency, 

with organizations disclosing salary ranges and compensation policies to 

employees. This promotes trust and fairness in compensation practices. 

b. Gender Pay Equity: Efforts to address gender pay disparities are gaining 

momentum. Organizations are conducting pay audits and implementing 

measures to ensure equal pay for equal work, irrespective of gender. 

 

2. Flexible Benefits and Customized Compensation 

a. Flexible Benefits Plans: Employers are increasingly offering flexible 

benefits plans that allow employees to choose from a range of benefits, such 
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as health insurance, wellness programs, and retirement savings options, 

based on their individual needs. 

b. Customized Compensation Packages:Tailoring compensation packages to 

meet the diverse needs of the workforce, including remote work allowances, 

professional development opportunities, and performance-based incentives, 

is becoming more prevalent. 

3. Technology-Driven Compensation Management 

a. HR and Payroll Software: The adoption of HR and payroll software 

streamlines compensation management processes, ensuring accurate and 

timely salary payments, tax compliance, and benefits administration. 

b. Data Analytics: Data analytics tools are used to analyze compensation 

trends, benchmark salaries, and make data-driven decisions to optimize 

compensation strategies. 

4. Compliance and Risk Management 

a. Regular Audits and Reviews: Conducting regular audits and reviews of 

compensation practices ensures compliance with legal and regulatory 

requirements. This helps identify and address potential risks and 

discrepancies. 

b. Legal Counsel and Expertise: Engaging legal experts and consultants to 

navigate the complex legal landscape of compensation management helps 

organizations stay compliant and mitigate legal risks. 

IV. Best Practices for Navigating the Legal and Regulatory Environment 

1. Keeping Up to Date and Informed 

 Frequent Training: Educate managers and HR specialists on legal and 

regulatory issues on a frequent basis 

 Legal Updates: To stay up to date on modifications to labour laws and tax 

legislation, subscribe to industry publications and legal updates. 

2. Establishing Sturdy Compliance Programs 

 Compliance Audits: Perform routine audits to make sure that tax laws, labour 

laws, and other legal obligations are being followed. 

 Internal Policies: To guarantee constant adherence to legal requirements, 

develop and implement internal rules and procedures. 

3. Using Technology to Ensure Compliance 

 HR Software: To automate compliance procedures like tax withholding, 

benefits administration, and regulatory reporting, use payroll and HR software. 

 Data Analytics: Apply data analytics to track compliance, spot possible 

dangers, and put remedial measures in place 

4. Encouraging Fairness and Transparency 



MS 307 Compensation Management                                                        Uttarakhand Open University 
   

  

Unit 25 Future Trends in Compensation Management                                                  Page 600 of 619 
  
 

 Transparent Communication: Keep rules, procedures, and legal obligations 

regarding compensation clear and transparent. 

 Fair Practices: To encourage diversity, inclusiveness, and employee 

happiness, makes sure that fair and equitable compensation practices are in 

place. 

5. Working with Legal Professional 

 Legal Counsel: Hire professionals in the field to help you understand 

complicated labour laws and make sure local ordinances are followed. 

 Compliance Committees: Form compliance committees to handle legal 

problems and supervise adherence to regulations. 

 

25.6 TOTAL REWARD APPROACH 

A comprehensive incentives strategy is becoming more and more popular among 

organisations as the field of compensation administration changes. This 

comprehensive approach incorporates a number of components that boost employee 

engagement and happiness in addition to the standard pay and benefits. The five main 

elements of the complete rewards strategy are development, work-life balance, perks, 

recognition, and remuneration. 

Definition and Components 

The holistic incentives method combines a number of components to provide an all-

encompassing and alluring value proposition for workers. It consists of: 

1. Compensation: Outright monetary payments such incentives, bonuses, and 

salaries. 

2. Benefits: Indirect financial payments, including health insurance, retirement 

plans, and other perks. 

3. Work-Life Balance: Guidelines and initiatives, such remote work and flexible 

work schedules, that assist staff in juggling their personal and professional life. 

4. Recognition: Non-financial rewards that acknowledge employee contributions 

and achievements. 

5. Development: Opportunities for professional growth, including training, 

education, and career advancement. 

Importance of Total Rewards 

 Attracting Talent: A comprehensive total rewards package is essential for 

attracting top talent in a competitive job market. 

 Retention: By addressing diverse employee needs, total rewards can enhance 

job satisfaction and reduce turnover. 
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 Engagement: A well-rounded rewards strategy fosters employee engagement, 

motivation, and productivity. 

 Alignment with Organizational Goals: Total rewards align employee 

objectives with organizational goals, driving performance and business 

success. 

EMERGING TRENDS IN TOTAL REWARDS 

 Personalization and Flexibility: The future of total rewards is moving 

towards greater personalization and flexibility, allowing employees to tailor 

their rewards packages to their individual needs and preferences. 

o Customizable Benefits: Organizations are offering customizable benefits 

packages that enable employees to choose from a range of options, such as 

health plans, wellness programs, and financial incentives. 

o Flexible Work Arrangements: Flexible work arrangements, including 

remote work, flexible hours, and compressed workweeks, are becoming 

integral components of total rewards. 

 Technology-Driven Solutions: Advancements in technology are transforming 

the way organizations design and manage total rewards programs. 

o HR Technology Platforms: HR technology platforms streamline the 

administration of total rewards, providing employees with easy access to 

information and allowing for seamless customization of benefits. 

o Data Analytics: Data analytics tools are used to gather insights into 

employee preferences and behaviors, helping organizations to design more 

effective and personalized rewards strategies. 

 Health and Well-Being Focus: Employee health and well-being are becoming 

central to total rewards strategies, reflecting a growing recognition of their 

impact on productivity and engagement. 

o Wellness Programs: Comprehensive wellness programs that address 

physical, mental, and financial well-being are being integrated into total 

rewards packages. 

o Mental Health Support: Organizations are increasingly offering mental 

health support services, such as counseling, stress management programs, 

and mental health days. 

 Recognition and Social Rewards: Recognition and social rewards are 

evolving to include more frequent and meaningful ways to acknowledge 

employee contributions. 

o Peer Recognition Programs: Peer recognition programs empower 

employees to recognize and reward each other’s achievements, fostering a 

culture of appreciation and collaboration. 

o Social Recognition Platforms: Digital platforms for social recognition 

enable real-time, public acknowledgment of employee accomplishments, 

enhancing visibility and morale. 
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 Continuous Learning and Development: Ongoing learning and development 

opportunities are critical components of total rewards, supporting employee 

growth and career progression. 

o Upskilling and Reskilling: Organizations are investing in upskilling and 

reskilling programs to help employees stay relevant in a rapidly changing 

job market. 

o Career Development Plans: Personalized career development plans that 

align employee aspirations with organizational needs are becoming 

standard practice. 

Implementing a Total Rewards Strategy 

Assessing Employee Needs and Preferences: Understanding employee needs and 

preferences is the first step in designing an effective total rewards strategy. 

 Employee Surveys: Conduct regular surveys to gather feedback on employee 

preferences and satisfaction with existing rewards programs. 

 Focus Groups: Organize focus groups to gain deeper insights into specific 

aspects of total rewards and identify areas for improvement. 

Aligning with Organizational Goals: Ensure that the total rewards strategy aligns 

with the organization’s mission, values, and business objectives. 

 Strategic Alignment: Align rewards with key performance indicators (KPIs) 

and organizational goals to drive desired behaviors and outcomes. 

 Communication and Transparency: Maintain open and transparent 

communication about the total rewards strategy, including how it aligns with 

organizational goals and benefits employees. 

Leveraging Technology: Use technology to enhance the design, delivery, and 

management of total rewards programs. 

 Integrated HR Systems: Implement integrated HR systems that provide a 

unified platform for managing compensation, benefits, recognition, and 

development. 

 Mobile Accessibility: Ensure that total rewards information is easily accessible 

to employees through mobile devices, enabling them to manage their benefits 

on the go. 

Monitoring and Evaluation: Regularly monitor and evaluate the effectiveness of the 

total rewards strategy to ensure it meets employee needs and supports organizational 

goals. 

 Key Performance Indicators: Establish KPIs to measure the impact of total 

rewards on employee engagement, retention, and performance. 

 Continuous Improvement: Use feedback and data analytics to continuously 

improve and refine the total rewards strategy. 

Case Studies and Examples 
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Google 

Google’s total rewards strategy is renowned for its comprehensive and innovative 

approach. It includes competitive compensation, extensive benefits, flexible work 

arrangements, continuous learning opportunities, and a strong focus on health and 

well-being. Google’s commitment to employee satisfaction and engagement has made 

it a top employer worldwide. 

Deloitte 

Deloitte offers a total rewards package that emphasizes flexibility and personalization. 

Employees can customize their benefits, including health and wellness programs, 

financial planning services, and professional development opportunities. Deloitte’s 

approach reflects its commitment to supporting diverse employee needs and promoting 

work-life balance. 

Microsoft 

Microsoft’s total rewards strategy includes competitive pay, extensive health benefits, 

flexible work options, and robust learning and development programs. Microsoft also 

prioritizes diversity and inclusion, offering programs and resources to support 

underrepresented groups and promote a culture of belonging. 

 

25.6 COMPENSATION CHALLENGES IN MNCS 

Managing compensation in multinational corporations (MNCs) presents unique and 

complex challenges due to the global scope of operations, the diversity of employee 

expectations, and the need to comply with a wide range of local labor laws. Below are 

the key challenges MNCs face in designing and implementing effective compensation 

strategies: 

A. Balancing Global Consistency with Local Adaptation 

One of the primary challenges for MNCs is balancing the need for a consistent global 

compensation framework with the need to adapt to local conditions. While global 

consistency ensures fairness and equality across the organization, local adaptation is 

crucial for compliance with local labor laws and competitiveness in different markets. 

 Global Consistency: MNCs aim to maintain uniform compensation structures, 

policies, and practices to align with corporate goals and ensure fairness across 

all locations. 

 Local Adaptation: Compensation must be tailored to local conditions, 

including labor market trends, living standards, and cultural expectations. 

Example: An MNC operating in both the U.S. and India must strike a balance 

between maintaining consistent pay grades for similar roles globally while 

adjusting salaries and benefits to reflect the significantly different cost of living 

and compensation norms in each country. 
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B. Managing Currency Fluctuations 

Currency exchange rate fluctuations can pose significant challenges when managing 

compensation in multiple countries. Since MNCs often pay employees in local 

currencies, currency volatility can lead to fluctuations in the actual value of the 

compensation when converted to a parent company's base currency. 

 Currency Depreciation: If the local currency depreciates significantly, the 

compensation offered in that currency may become less valuable when 

compared to global standards, potentially causing dissatisfaction among 

expatriates or local employees. 

 Currency Appreciation: Conversely, if the local currency appreciates, the 

cost of compensating employees may increase unexpectedly, impacting the 

organization’s financial planning and budgeting. 

Example: An expatriate employee working for a U.S.-based MNC in 

Argentina may experience a sharp decline in purchasing power due to inflation 

and currency depreciation, requiring the company to adjust their compensation 

to maintain living standards. 

C. Compliance with Local Labor Laws 

Each country has its own set of labor laws and regulations governing minimum wages, 

overtime pay, working hours, mandatory benefits, and tax obligations. MNCs must 

navigate these laws to avoid legal penalties, fines, and reputational damage. 

 Minimum Wage Variations: Countries have different minimum wage 

requirements, and MNCs must ensure compliance in each jurisdiction where 

they operate. 

 Overtime and Working Hours: Regulations on overtime pay and maximum 

working hours differ significantly across countries. MNCs must adjust their 

compensation systems to accommodate these differences. 

 Benefits Compliance: In some countries, specific benefits such as health 

insurance, pensions, and paid leave are mandated by law. 

Example: An MNC operating in Germany must comply with strict labor laws 

that mandate paid vacation, employee benefits, and limits on working hours, 

while in the U.S., labor laws are generally more flexible, especially regarding 

benefits. 

D. Handling Expatriate Compensation 

Managing compensation for expatriates is one of the most challenging aspects for 

MNCs. Expatriates often require compensation packages that differ significantly from 

local employees due to the complexities of living and working abroad. Key challenges 

include: 
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 Cost of Living Adjustments (COLAs): MNCs need to account for the 

differences in the cost of living between the expatriate's home country and the 

host country, which may require additional allowances for housing, 

transportation, or schooling for dependents. 

 Tax Equalization: Expatriates may face double taxation or higher tax rates 

when working abroad. MNCs often provide tax equalization policies to ensure 

expatriates are not financially disadvantaged due to differing tax regimes. 

 Hardship Allowances: Some countries or regions are considered "hardship 

locations" due to factors like political instability, healthcare quality, or difficult 

living conditions. MNCs may provide additional compensation or allowances 

to offset these challenges. 

Example: An expatriate working in a developing country with limited 

infrastructure may receive hardship pay, along with additional benefits such as 

private healthcare coverage and schooling allowances for children. 

E. Cultural Differences in Compensation Preferences 

Cultural differences in how employees perceive and prioritize compensation and 

benefits present challenges in MNCs. While some employees may value direct 

financial rewards, others may place more importance on non-monetary benefits, job 

security, or work-life balance. Understanding and accommodating these cultural 

preferences is crucial for developing effective compensation strategies. 

 Individualistic Cultures: In countries like the U.S. and the U.K., employees 

often value performance-based pay, bonuses, and stock options. 

 Collectivist Cultures: In countries like Japan or South Korea, employees may 

prioritize job security, group-based incentives, or benefits like healthcare and 

pensions over performance-based pay. 

Example: An MNC operating in the U.S. may offer performance bonuses and 

stock options to incentivize individual achievement, while in Japan, the same 

company may emphasize seniority-based pay increases and job security to 

reflect cultural preferences. 

F. Managing Pay Equity Across Regions 

Ensuring pay equity across different countries and regions is a major challenge for 

MNCs. Pay equity involves providing equal pay for equal work, regardless of location, 

but this can be difficult to achieve due to the wide variations in local living standards, 

economic conditions, and labor market dynamics. MNCs must address both internal 

and external pay equity concerns. 

 Internal Equity: Ensuring employees within the same organization are paid 

fairly based on their roles, experience, and performance, regardless of their 

geographic location. 
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 External Equity: Ensuring the company’s compensation packages are 

competitive with local market rates while maintaining consistency with the 

company’s global pay structure. 

Example: An MNC may need to adjust the salaries of employees in countries 

with lower average wages to ensure internal equity while still maintaining 

competitive compensation in high-cost countries like the U.S. or Switzerland. 

G. Attracting and Retaining Talent in Different Markets 

Attracting and retaining talent across multiple markets requires MNCs to offer 

competitive compensation packages that reflect the realities of each region. The 

challenge is to offer a compensation package that meets the expectations of employees 

in both developed and developing markets. 

 Developed Markets: In countries like the U.S. or Germany, employees may 

expect high base salaries, bonuses, and comprehensive benefits packages, 

which can be expensive to maintain. 

 Emerging Markets: In developing countries like India or Brazil, employees 

may be more focused on job security and benefits such as healthcare, pensions, 

and education allowances for their children, requiring different compensation 

strategies. 

Example: An MNC operating in Silicon Valley may offer high base salaries 

and stock options to attract top tech talent, while in emerging markets, the 

focus might be on providing long-term job security and retirement benefits. 

H. Technological and Remote Work Trends 

With the rise of remote work and advancements in technology, MNCs face the 

challenge of creating compensation packages for remote employees who may be 

located in different countries. Remote work introduces complexities such as 

determining pay based on the employee’s location versus the company’s headquarters, 

managing benefits across borders, and ensuring fairness between remote and on-site 

workers. 

 Location-Based Pay: Should remote workers be paid based on the cost of 

living in their location, or should compensation reflect the company’s overall 

compensation philosophy? 

 Benefits for Remote Workers: Offering benefits like healthcare and 

retirement savings can be challenging when employees are dispersed across 

different countries with varying benefit norms. 

Example: An MNC with remote employees in both the U.S. and Southeast 

Asia must decide whether to offer uniform pay regardless of location or adjust 

salaries to reflect local cost-of-living differences. 
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I. Managing Compensation Expectations During Mergers and Acquisitions 

When MNCs engage in mergers and acquisitions, they face the challenge of aligning 

compensation structures across previously independent companies. Compensation 

systems must be harmonized to ensure fairness and prevent dissatisfaction among 

employees from both the acquiring and the acquired company. 

 Compensation Integration: Merging different compensation systems can lead 

to discrepancies in pay, benefits, and incentives, which may cause tension or 

dissatisfaction among employees. 

 Cultural Differences in Compensation: Employees from different 

organizations may have different expectations regarding pay increases, 

bonuses, or benefits, depending on their previous company’s policies. 

Example: When a European MNC acquires a U.S.-based company, it may 

need to reconcile differences in compensation expectations, such as the use of 

stock options in the U.S. versus performance-based bonuses in Europe. 

Compensation management in multinational corporations is complex due to the global 

nature of their operations and the diverse challenges they face, including balancing 

global consistency with local adaptation, managing currency fluctuations, complying 

with local labor laws, and handling expatriate compensation. MNCs must also 

navigate cultural differences in compensation preferences, maintain pay equity, and 

adapt to changing work trends like remote work. Successfully managing these 

challenges requires a strategic and flexible approach to compensation that addresses 

both global and local needs while aligning with corporate objectives.. 

 

25.7 EQUITY AND FAIRNESS IN COMPENSATION 

Equity and fairness are foundational principles in compensation management, ensuring 

that employees receive fair and unbiased remuneration for their work. In an era 

marked by increasing awareness of social justice and diversity, equity and fairness in 

compensation have become even more critical.  

I. Understanding Equity and Fairness in Compensation 

Definitions 

 Equity in Compensation: Ensuring that employees are paid fairly in 

comparison to their peers, considering factors like job role, experience, 

performance, and qualifications. 

 Fairness in Compensation: Providing consistent and unbiased compensation 

practices that are transparent and justifiable, free from discrimination or 

favoritism. 
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Importance of Equity and Fairness 

 Employee Satisfaction: Equitable and fair compensation practices lead to 

higher job satisfaction and morale. 

 Retention and Attraction: Organizations known for their fair compensation 

practices are more likely to attract and retain top talent. 

 Legal Compliance: Ensuring equity and fairness helps organizations comply 

with anti-discrimination laws and avoid legal disputes. 

 Diversity and Inclusion: Promotes a diverse and inclusive workplace by 

addressing and eliminating pay disparities based on gender, race, or other 

protected characteristics. 

II. Emerging Trends in Equity and Fairness 

1. Pay Transparency: Pay transparency involves openly sharing information about 

pay structures, salary ranges, and compensation policies with employees. It 

promotes trust and accountability within the organization. 

Implementation 

 Salary Bands: Publishing salary bands for different roles to provide clarity 

on pay scales. 

 Open Discussions: Encouraging open discussions about compensation to 

demystify pay decisions. 

2. Gender Pay Equity: The gender pay gap remains a significant issue in many 

organizations. Addressing this gap is essential for achieving true equity. 

Strategies for Gender Pay Equity 

 Pay Audits: Regularly conducting pay audits to identify and address gender-

based pay disparities. 

 Equal Pay for Equal Work: Ensuring that men and women performing 

similar roles receive equal pay. 

3. Diversity and Inclusion: Diversity and Inclusion (D&I) initiatives focus on 

creating a workplace that values diverse perspectives and ensures that all 

employees are treated fairly. 

Implementing D&I in Compensation 

 Bias-Free Job Evaluations: Implementing bias-free job evaluation 

processes to ensure fair compensation decisions. 

 Diverse Hiring Practices: Promoting diverse hiring practices to ensure a 

varied and inclusive workforce. 
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4. Performance-Based Pay: Performance-based pay systems reward employees 

based on their contributions and achievements, promoting fairness and 

motivation. 

Best Practices 

 Clear Metrics: Establishing clear performance metrics to ensure objective 

evaluations. 

 Regular Reviews: Conducting regular performance reviews to provide 

timely feedback and adjustments. 

5. Legal and Regulatory Compliance: Organizations must comply with various 

anti-discrimination laws to ensure fair compensation practices. 

Key Regulations 

 Equal Pay Act: Requires equal pay for equal work regardless of gender. 

 Title VII of the Civil Rights Act: Prohibits discrimination in compensation 

based on race, color, religion, sex, or national origin. 

III. Challenges in Ensuring Equity and Fairness 

1. Unconscious Bias 

Impact on Compensation 

Pay decisions may be influenced by unconscious bias, which could result in 

discrepancies. 

Mitigation Strategies 

 Bias Training: Teaching managers and HR specialists how to identify and 

lessen unconscious prejudices 

 Standardized Processes: Putting in place standardised procedures for 

compensation will cut down on subjective judgement. 

2. Data and Analytics 

Importance of Data 

Accurate data is essential for identifying and addressing compensation disparities. 

Utilizing Data 

 Compensation Analytics: Tracking and analysing trends in remuneration 

through data analytics. 

 Benchmarking: To guarantee fairness and competitiveness, remuneration data 

is compared to industry benchmarks. 

3. Resistance to Change 

Overcoming Resistance 
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Resistance to change can hinder the implementation of equitable and fair 

compensation practices. 

Strategies 

 Stakeholder Engagement: Engaging stakeholders in the process to build buy-

in and support. 

 Clear Communication: Clearly communicating the benefits and rationale 

behind changes in compensation practices. 

IV. Strategies for Ensuring Equity and Fairness 

1. Regular Pay Audits 

Conducting Pay Audits 

Regular pay audits help identify and address compensation disparities. 

Steps in Pay Audits 

 Data Collection: Gathering data on employee compensation, job roles, and 

demographics. 

 Analysis: Analyzing data to identify disparities and their potential causes. 

 Action Plans: Developing and implementing action plans to address identified 

disparities. 

2. Transparent Compensation Policies 

Developing Transparent Policies 

Transparent compensation policies ensure that employees understand how pay 

decisions are made. 

Key Elements 

 Clear Criteria: Defining clear criteria for pay decisions, including 

performance metrics and job evaluations. 

 Communication: Regularly communicating compensation policies and 

updates to employees. 

3. Inclusive Compensation Committees 

Forming Compensation Committees 

Inclusive compensation committees ensure diverse perspectives in compensation 

decisions. 

Best Practices 

 Diverse Membership: Including members from different backgrounds and 

roles to provide varied insights. 
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 Regular Meetings: Holding regular meetings to review and discuss 

compensation practices and policies. 

4. Employee Feedback and Engagement 

Gathering Feedback 

Employee feedback provides valuable insights into the fairness and effectiveness of 

compensation practices. 

Methods 

 Surveys: Conducting regular surveys to gather employee opinions and 

suggestions. 

 Focus Groups: Organizing focus groups to discuss compensation-related 

issues and gather in-depth feedback. 

V. Case Studies and Examples 

Sales force 

Sales force is known for its commitment to pay equity. The company conducts regular 

pay audits and has dedicated $3 million to address pay disparities. Salesforce’s 

transparent and proactive approach has made it a leader in equitable compensation 

practices. 

Intel 

Intel has made significant strides in achieving gender pay equity. The company 

conducts annual pay audits and has achieved 100% pay parity for its U.S. workforce. 

Intel’s efforts highlight the importance of data-driven approaches to ensuring fairness. 

Unilever 

Unilever’s comprehensive approach to diversity and inclusion extends to its 

compensation practices. The company’s policies focus on eliminating biases and 

promoting fair pay for all employees, regardless of gender, race, or background. 

 

25.8 PERFORMANCE BASED COMPETITION MODEL 

In the rapidly evolving landscape of compensation management, performance-based 

compensation models have gained significant traction. These models link 

compensation directly to employee performance, aligning individual contributions 

with organizational goals. This chapter explores the various aspects of performance-

based compensation models, their importance, types, emerging trends, and best 

practices for implementation. 

Definition 

Performance-based compensation models are systems where employee pay is tied to 

their performance and productivity. Unlike traditional fixed salary models, these 
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models incentivize high performance and align employees' financial rewards with their 

contributions to organizational success. 

Importance 

 Motivation and Engagement: Performance-based pay motivates employees to 

excel in their roles, fostering a culture of high performance. 

 Alignment with Organizational Goals: By linking compensation to 

performance, these models ensure that employees' efforts are aligned with the 

strategic objectives of the organization. 

 Retention of Top Talent: High performers are more likely to stay with 

organizations that reward their contributions appropriately. 

 Enhanced Productivity: When employees know their compensation is tied to 

their performance, they are more likely to be productive and focused on 

achieving their targets. 

I. Types of Performance-Based Compensation Models 

1. Merit Pay 

Merit pay involves awarding salary increases based on individual performance 

evaluations. Employees who perform better receive higher pay increases. 

Key Features 

 Performance Reviews: Regular performance reviews to assess employee 

performance. 

 Incremental Increases: Pay increases are typically incremental and based on 

performance ratings. 

2. Bonuses and Incentives 

Bonuses and incentives are additional payments given to employees for achieving 

specific performance targets or milestones. 

Types 

 Individual Bonuses: Based on individual performance metrics. 

 Team Bonuses: Based on the performance of a team or department. 

 Company-Wide Bonuses: Linked to the overall performance of the 

organization. 

3. Commission-Based Pay 

Commission-based pay is commonly used in sales roles, where employees earn a 

percentage of the sales they generate. 

Key Features 

 Sales Targets: Clear sales targets and goals. 
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 Variable Pay: Compensation varies based on sales performance. 

4. Profit Sharing 

Profit sharing involves distributing a portion of the company’s profits to employees, 

typically based on a predetermined formula. 

Key Features 

 Company Performance: Linked to the financial performance of the company. 

 Employee Participation: Employees participate in the company's success 

through profit-sharing payouts. 

5. Stock Options and Equity Compensation 

Stock options and equity compensation provide employees with ownership stakes in 

the company, aligning their interests with long-term organizational success. 

Key Features 

 Stock Options: Employees are given the option to purchase company stock at 

a predetermined price. 

 Restricted Stock Units (RSUs): Employees receive company stock as part of 

their compensation package. 

II. Emerging Trends in Performance-Based Compensation 

1. Data-Driven Performance Metrics 

 Use of Analytics: The use of data analytics to track and measure employee 

performance is becoming increasingly prevalent. This allows for more 

objective and accurate assessments of performance. 

 Real-Time Feedback: Organizations are shifting towards providing real-time 

feedback instead of annual reviews, allowing for more timely adjustments to 

performance and compensation. 

2. Personalized Compensation Plans 

 Tailored Rewards: Organizations are moving towards personalized 

compensation plans that consider individual employee preferences and 

motivations. 

 Flexibility: Flexible compensation plans that can be adjusted based on 

changing performance metrics and organizational needs are becoming more 

common. 

3. Integration with Employee Development 

 Learning and Development: Linking compensation with learning and 

development initiatives ensures that employees are rewarded for acquiring new 

skills and competencies. 
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 Career Progression: Performance-based compensation models that are tied to 

career progression and promotion pathways help employees see the long-term 

benefits of their performance. 

4. Use of Technology 

 Performance Management Systems: Advanced performance management 

systems are being used to track, evaluate, and reward employee performance 

more effectively. 

 AI and Machine Learning: Artificial intelligence and machine learning are 

being leveraged to predict performance trends and identify high performers for 

reward and recognition. 

IV. Best Practices for Implementing Performance-Based Compensation Models 

1. Clear and Transparent Criteria 

 Defining Metrics: Clearly define performance metrics and criteria for rewards 

to ensure transparency and fairness. 

 Communication: Communicate the criteria and processes for performance-

based compensation to all employees. 

2. Regular Performance Reviews 

 Frequency: Conduct regular performance reviews to provide timely feedback 

and adjustments to compensation. 

 Consistency: Ensure consistency in performance evaluations by using 

standardized tools and processes. 

3. Training for Managers 

 Evaluation Skills: Train managers on how to conduct fair and unbiased 

performance evaluations. 

 Feedback Delivery: Equip managers with the skills to provide constructive 

feedback and support employee development. 

4. Balancing Short-Term and Long-Term Incentives 

 Dual Approach: Implement a dual approach that rewards both short-term 

achievements and long-term contributions. 

 Strategic Alignment: Ensure that performance metrics and rewards are 

aligned with the organization’s long-term strategic goals. 

5. Leveraging Technology 

 Performance Management Systems: Use advanced performance management 

systems to track and evaluate employee performance accurately. 

 Data Analytics: Leverage data analytics to gain insights into performance trends 

and make informed compensation decisions. 
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V. Case Studies and Examples 

General Electric (GE) 

General Electric has implemented a performance-based compensation model that 

includes merit pay, bonuses, and stock options. The company uses a robust 

performance management system to track employee performance and align rewards 

with business goals. 

IBM 

IBM’s performance-based compensation strategy focuses on linking employee pay 

with both individual and company performance. The company uses data analytics to 

evaluate performance and ensure fair and consistent rewards. 

Salesforce 

Salesforce uses a combination of individual bonuses, stock options, and profit sharing 

to reward high performers. The company emphasizes real-time feedback and 

continuous development as part of its compensation strategy. 

 

Check Your Progress – A 

 

True or False 

1. Data analytics does not help organizations in benchmarking their compensation 

packages.   

2. AI does not play any role in automating routine compensation tasks   

3. Machine learning algorithms personalize compensation packages   

4. Flexible benefits programs allow employees to choose compensation elements that 

suit their personal needs    

5. Performance of the organization, not of the individual, is the main factor 

influencing variable pay.    

 

Q4. Fill in the Blanks with appropriate word or words. 

1. ________equity refers to ensuring that employees performing similar jobs within 

an organization are paid fairly, regardless of gender, race, or other factors.   

2. The perceived ________ of the company's reward policies frequently determines 

how satisfied employees are with their pay.  

3. Pay ________ entails removing irrational salary disparities among workers in the 

same position.   

4. The idea of ________ fairness deals with the allocation of benefits and pay 

among staff members.   
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25.9 SUMMARY 

Compensation strategies are increasingly personalized, allowing employees to 

customize benefits packages, including health plans and wellness programs. Flexible 

work arrangements, such as remote work and flexible hours, cater to the demand for 

work-life balance. Technological advancements, such as HR technology platforms and 

data analytics, are revolutionizing compensation management. These tools streamline 

administration, provide insights into employee preferences, and enable the 

personalization of compensation packages. Artificial intelligence is used to predict 

trends and tailor benefits. Employee health and well-being are central to modern 

compensation strategies. Organizations are integrating comprehensive wellness 

programs that address physical, mental, and financial health, including mental health 

support services like counseling and stress management. Ensuring equity and fairness 

in compensation is a priority. Organizations conduct regular audits and engage legal 

experts to eliminate pay disparities and ensure compliance with labor laws, promoting 

transparency and fairness. Recognition programs are evolving, with more frequent and 

meaningful ways to acknowledge employee contributions. Peer recognition programs 

foster a culture of appreciation and collaboration. Compensation strategies are tailored 

to meet the needs of a multigenerational workforce, addressing the varied preferences 

of Baby Boomers, Generation X, Millennials, and Generation Z to attract and retain 

talent. By adopting these trends, organizations can create motivating compensation 

packages, driving higher performance and achieving strategic goals. 

 

 

25.10 GLOSSARY 

Compensation Management: The systematic approach organizations 

use to plan, implement, and manage wage and salary structures, benefits, 

bonuses, and other types of remuneration for their employees. 

Technological Advancement: Innovations and improvements in technology that 

affect compensation management, such as data analytics, artificial intelligence (AI), 

machine learning (ML), and compensation management software. 

Data Analytics: The process of examining raw data to draw conclusions and make 

informed decisions. In compensation management, data analytics helps understand 

compensation trends, benchmark salaries, and assess the effectiveness of 

compensation strategies. 

Artificial Intelligence (AI): The simulation of human intelligence processes by 

machines, especially computer systems. AI can automate routine compensation tasks, 

offer personalized compensation packages, and provide predictive analysis. 
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Machine Learning (ML): A subset of AI involving the use of algorithms and 

statistical models to perform tasks without explicit instructions, relying on patterns and 

inference instead. 

Compensation Management Software: Tools designed to automate and streamline 

the process of managing employee compensation, including payroll processing, 

benefits administration, and performance management. 

Global Compensation Practices: The methods and strategies used to manage 

compensation in a global workforce, addressing challenges and opportunities of 

different geographic regions. 

Legal and Regulatory Environment: The legal framework and regulations that 

impact compensation management, including labor laws, tax regulations, and equal 

pay legislation. 

Total Rewards Approach: A holistic strategy that goes beyond traditional salary and 

benefits to include various elements that contribute to employee satisfaction and 

engagement. 

Equity and Fairness in Compensation: Ensuring that compensation practices are fair 

and equitable, addressing issues such as gender pay equity and pay transparency. 

Performance-Based Compensation Models: Systems where employee pay is tied to 

their performance and productivity, aligning individual contributions with 

organizational goals. 

Blockchain in Compensation Management: The use of blockchain technology for 

secure, transparent, and tamper-proof transactions in payroll processing, benefits 

administration, and maintaining accurate employee records. 

Workforce Demographics: The characteristics of the workforce, including 

generational shifts, diversity, and changing social norms, which influence 

compensation strategies. 

Generational Cohorts: Groups of people born within the same time period who share 

similar experiences, values, and attitudes, such as Baby Boomers, Generation X, 

Millennials, and Generation Z. 

Flexible Benefits Plans: Compensation plans that allow employees to choose from a 

range of benefits based on their individual needs. 

25.11 ANSWERS TO CHECK YOUR PROGRESS 

 

True or False 

1. F          2. F    3. T       4. T        5. T  
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Fill in the blanks 

1. Internal 

2. Fairness 

3. Parity 

4. Distributive 
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25.14 TERMINAL QUESTIONS 

1.  Describe the impact of technology on compensation management practices. How 

are advancements such as AI and data analytics shaping the future of 

compensation? 

2. What are some key features of compensation management software? 

3. Discuss the role of employee experience and engagement in future compensation 

strategies. How can organizations align their compensation practices with 

employee expectations to drive satisfaction and performance? 

4. Examine the shift towards personalized compensation plans. What are the potential 

benefits and challenges of tailoring compensation packages to individual employee 

needs and preferences? 

5. How are global economic trends influencing compensation management? Analyze 

the effects of globalization and remote work on compensation strategies and 

practices. 

6. Evaluate the increasing emphasis on total rewards in compensation management. 

What are the components of a total rewards strategy, and why is it becoming more 

important in the modern workplace? 

7. Predict the potential changes in compensation management due to demographic 

shifts in the workforce. How might aging populations, generational differences, 

and diversity impact future compensation practices? 

8. Explore the role of sustainability and corporate social responsibility (CSR) in 

compensation management. How are organizations integrating these principles 

into their compensation strategies, and what are the implications for both 

employers and employees? 

9. Analyze the influence of regulatory changes on compensation management. What 

upcoming regulations might affect how organizations design and implement their 

compensation plans? 

10. How might advances in employee benefits technology, such as flexible benefits 

platforms and digital health solutions, impact the future of compensation 

management? 
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