A Two-component

Approach to Compensation

By decreasing base-salary increases and adding lump-sum bonuses,
companies can overcome budget and program limitations to link
employee pay to performance better.

By R. Bradley Hill

ach year, companies develop sa-
E lary-increase budsets and try to

distribute these budgeted funds
equitably, based on individual perfor-
mance. Human resources professionals
try to support this process by developing
increase guidelines and objective-perfor-
mance measures. But just as everyone has
difficulty deviating from a 13% gratuily
at a restaurant, so do managers have a dif=
ficult time deviating feom their preset
buclaets,

There are several rea-
sons tor companies’ in-
ability to pay for perfor-
mance. The most com-
mon imchade:

1) The base-salary-
increase mechanism is
frying fo recagnize foo
suich. For most workers,
basc-salary increases are
their only recounition-
and-reward vehicle, The
size of an cmployee’s
base-salary inerease may
depend on company per-
formance, unil perfor-
mance, personal devel-
opment, achievement of financial and
operational objectives or taking on new
respensibilities. This wide array of factors
makes it difficult for managers to decide
on a specific increase number and to
describe how each factor contributes to
that number.

2) The small salary-increase budgets
arer 't motivalional. According to the
American Compensation Association,
salary-increase budgets have been be-

ments.

Use base-salary
increases to
reward achieve-
ments that make
employees more
valuable; use
lump-sum bonus-
es to reward
other accomplish-

tween 3% and 5.4% since 1987, This
arnount 1sn°t enough to serve as a power-
ful motivator for the general employee
population.

3} Salary-increase hudasets barely fop
the cosi of iving. Recently, annual salary-
increase budgets barely have exceeded
the change in the CPI-U (the consumer-
price index for all urban areas, the pri-
mary determinant of cost-of-living adjust-
ments), According to the Bureau of Labor
Statistics and American Compensation
Association, the dil-
ference between sa-
lary increases and the
change in the CPI has
been 0% 1o 1.4% dur-
ing the past five vears.
Emplayees, right or
wrong, feel entitled
to a cost-of-living ad-
justment. Therefore,
only the negligible
difference between
the CPT and salary in-
cTeases 1s viewed as
the true merit budget.

Salary increas-
es and bonuses can link pay to per-
formance. [n general, companies have
viewed lump-sum bonuses as an alterna-
tive 1o annual salary increases, However,
there’s nothing to prevent companies
from using both base-salary increases and
lump-sum bonuses to deliver pay to all
employvess.

Using a two-component program pro-
vides managers with two reward vehicles;
* A lump-sum bonus to recognize

annual achievements

= A basc-salary ncrease to recognize
lasting contributions to the company,

To delermine which of the two reward
viechicles W use, tie the term of the reward
to the term of the accomplishment. If an
accomplishment affects the employee's
expected contribution positively, view if
as long-term, and reward the employee
with a base-salary increase. The manager
should reward most olther accomplish-
ments with a lump-sum bonus. Each
arganization will have ity own business
priorities and subsequent performance
abjectives.

To apply the two-component pro-
gram, human resources professionals can
group gvents or accomplishments mito six
categories, listed here with suggestions
for applying rewards:

1)y Anrual financial or aoperational
resuits: This includes accomplishments
that relate to annual profitability, pro-
duction, sales, return on investment and
so on. Managers can recognize these
accomplishments best with a lump-sum
banus, Financial success in one year
won't guarantee success in the next year.
Therefore, the comparny shouldn’t reward
the employee with guaranteed salary.

2 Special projects: A special one-
time project that has a predetermined
time frame will add activity and respon-
sibility to a job for a temporary period.
During this pericd, the manager should
reward the emplovees with lump-sum
bonuses that take into consideration spe-
cigl-project performance.

3) Productivity or gualily improve-
ments: Managers should reward with a
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responsibility levels of the employes have
changed during the past vear and how
that change influences that person’s
expected contribution, For example, if the
company expects the employee to con-
tribute at a much higher level, the
employes will receive an 8% hase-salary
increase. If the company expects the
employee to contribute at a slightly
figher fevel, the base-salary increase will
be 3.2%. Employvees expected to con-
tribute at the same level will receive no
base-salary increase, These actions are
consistent with the way the market
rewards companies for expected perfor-
mance {through stock price gains).

For many employees, the level of
gxpected contribution doesn’t change
every year. Managers will deliver re-
wards to these emplovees primarily
through lump-sum bonuses, The lump-
sum honus focuses on the annual con-
tributions of the employee—how the
employee contributes to the achievemnent
of organizalional goals related to sales,
profit, quality, safety, production and so
on; how the employee performs on spe-
cial projects; and generally, how diligent
and smart the employes is in performing
the work.

For example, an emplovee whose
level of annual contribution is ouistand-
ing might receive a lump-sum bonus
that’s 13% of his or her base pay. A com-
mendable contribution might warrant
10% of base pay; saiisfaciory, T.3%;
margingd, 3.3%; and wnsatisfacton:, 0%,

How does two-component pay
delivery work? At the beginning of the
yedr, expectations for the contribution of
twao sales representatives (Sales Eep A
and Sales Rep B) are the same. The com-
pany expects both to sell $800,000 of
Product #7 and keep travel expenses
dovn to the same level as last vear.

At vear's end, Sales Rep A has sold
only $600,000 of Product #7, and annual
travel expenses have increased by 3%,
During the vear, however, Sales Rep A
has developed the ahility to sell Product
#8 and Product #9, and has becoms
respansible for supervising a junior sales
representative for Product #8. How
should the firm deliver incremental pay?

Sales Rep A has done little to con-
tribute to the current annual results of the
organization, so a 0% (unsatisfactory)
lump-sum honus might be appropriate.
Howeever, Sales Rep A has acquired skills
and responsibilities that will benefit the
erganization in the future, Therefore, the
company rewards Sales Rep A with an
8% base-salary increase, which commu-
nicates the company’s expectation of a
mch figher level of contrilbution,

At vear's end, Sales Rep B has sold
1.1 million of Product #7 and reduced
anmual travel expenses by 3%, The com-
pany rewards Sales Rep B with a 15%
lump-sum honus for an eutstanding level
of annual contribution. Because the
employee has acquired no addilional
skills or responsibilities, the company’s
expectations for the employee remain
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unchanged for the next vear. Therefore,
Sales Rep B will receive no base-salary
TNETESE.

[n this cxample, nothing that Sales
Rep B did to reach the 51,1 million sales
level has given the company the confi-
dence to expect the same high level of
performance next year, If the company
belicves that Sales Rep B can produce
1.1 million next year and therefore
revises the sales goal upward, then it also
increases the base-salary level,

If base-salary increases alone haven'
been powerful enough to motivate top
m,an,agement, how can human resources
professionals expect these increases to
motivate rank-and-file emploveess? Com-
panies can attribute the failure of pay for
performance partially to tying all of an
employes’s annual activities and accom-
plishments to 2 modest reward some-
where between 4% and 6%

Companies currently possess the
financial means and the salary-manage-
ment tools o implement a two-compo-
nent approach Lo delivering pay. This
approach supporls the fundamental con-
cepts underlying skill-based pay, broad-
banding and sell-managed work teams,
vel it can succeed in delivering powerful
annual compensation in the traditional
pay-delivery ervironment. B
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